By Greg Pynt

INSURANCE CONTRACTS

taken out by SOMEONE ELSE
\Who can sue and who can access?

'The declaration by

the Court of Appeal
that policies of liability
insurance are a
common law exception
to the doctrine of privity
of contract and that the
exception has existed
for some time may
come as a surprise to
those who have seen
no reference to such an

exception in the books.'1
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FOCUS ON INSURANCE AND THE LAW

his article concerns the circumstances in which
the common law and legislation extend the
benefits of an insurance contract to someone
who is not a party to it. It is divided into Parts
Aand B.

Part A covers the common law and statutory provisions
that give a person direct access to insurance taken out by
someone else.

Part B covers the statutory provisions that give a third
party with a claim for damages against an insured the direct
benefit of the insureds entitlement to be indemnified by its
liability insurer against that claim.

First, however, it is worth noting briefly the difference
between first-party and liability (third party) insurance,
because Part A relates to both, but Part B relates only to the
latter.

First-party insurance protects an insured against the
risk of their own loss. It involves a transfer to an insurer
of the risk that an insured might be injured or might
suffer loss of, or damage to, property in which they have
a financial interest. The part of a house and contents
policy that covers an insured for damage to, or destruction
of, the house or its contents is an example of first-party
insurance.

On the other hand, liability insurance protects an insured
against the risk of incurring a legal liability to a third party.
It involves the transfer to an insurer of the risk that the
insured might be held legally liable to a third party for
personal injury, property damage or pure economic loss
suffered by the third party.

PART A: THE COMMON LAW AND STATUTORY
PROVISIONS GIVING A PERSON DIRECT ACCESS
TO INSURANCE TAKEN OUT BY SOMEONE ELSE
Until the High Court decided Trident General Insurance Co
Ltd v McNiece Bros Pty Ltd in 1988,2 the privity rule, with
some exceptions, allowed only a party to a contract to
sue on it. Generally speaking, a non-party could not sue
on a contract, even if the parties to the contract expressly
intended the non-party to benefit by it.3

If a party to a contract did not deliver on a promised
benefit to a non-party, the non-party was dependent on
another party to the contract suing on the broken promise.
That would sufficiently protect the non-party if a court
ordered the defaulting party to specifically perform its
promise, but probably not if the remedy was damages,
because the innocent partys damages is calculated by
reference to its loss, not the loss of the non-party.4

In Trident, the High Court allowed a non-party to sue
on a liability insurance contract, on the basis that the
parties to the contract expressly intended the non-party to
benefit by it. By then, the inequity of the privity rule had
prompted various Australian parliaments to promulgate
legislation that limited its impact, including the Insurance
Contracts Act 1984 (Cth) (ICA).5

This Part A addresses that part of the common law
and those statutory provisions that allow a non-party
to sue on an insurance contract if the parties to the

contract expressly intended the non-party to benefit by
it. It also addresses those statutory provisions that give a
‘stranger’6 direct access to a first-party insurance contract
that covers property in which they have a direct financial
interest.

The position at common law

The privity rule

If an insurance contract names only one insurer and one

insured, they are the parties to the contract.

An insurance contract can, and often does:

(a) name two or more insurers as agreeing to provide the
relevant cover, either jointly or, if severally, for their
respective proportions. All of the insurers named in an
insurance contract are parties to the contract;

(b) identify two or more insureds as being entitled to the
relevant cover. For example, your motor vehicle third
party property damage policy will indemnify you (the
person who took out the policy) and anyone who drives
your vehicle with your consent, for legal liability for
damage done to someone elses property caused by
the negligent driving of your vehicle. Accordingly, a
reference to an ‘insured’ in your policy can refer to:

« you (a party to the contract); or
= a person who drives your vehicle with your consent
(not a party to the contract).7

In the case of an insurance contract that identifies two or

more insureds, a particular insured is a party to the contract

if it:

(a) expressly describes that insured as a party to the
contract or, if it does not, the objective intention of the
parties to the contract is that that insured be a party to
it;8or

(b) was ‘taken out’ by9or forthat insured.

An insured that is a party to an insurance contract not under

seal" can sue on it, as long as:

= it has paid or agreed to pay some or all of the premium for

the insurancel2 or

= one or more of the other parties to the contract has paid

or agreed to pay the premium for the insurance for or on
its behalf.3

An exception to the privity rule

A person named in an insurance contract as an insured, or
identified as a person or class of persons intended to benefit
by the contract, can sue on it to the extent of their interest
in the subject matter of the insurance, even if they are not a
party to, and have given no consideration for, the contract.4

Statutory provisions enabling a non-party to sue on
an insurance contract if the parties to the contract
expressly intended the non-party to benefit by it
Generally speaking, the following statutory provisions
simply anticipated the common law exception to the privity
rule articulated in Trident General Insurance Co Ltd v McNiece
Bros Pty Ltd.5

Section 11 of the Property Law Act 1969 (WA) relaxes the
privity rule for contracts in general.®
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FOCUS ON INSURANCE AND THE LAW

In Trident, the High Court allowed a
non-party to sue on a liability insurance
contract, because the contract's parties
expressly intended the non-party to

benefit from it.

Section 11(2) allows a non-party to sue on a contract in
writingZr if it:

= ‘expressly in its terms purports to confer a benefit directly on’

the non-party.18 The benefit must be conferred expressly,
not by implication;9and

= identifies the non-party by name or ‘by reference to an

existing and identifiable class or by answering a particular
description’ as the person intended to benefit by the
contract.D

Sections 55 of the Property Law Act 1974 (Qld) and 56 of the

Law of Property Act (NT) also relax the privity rule.2

Section 48 of the ICA enables a non-party to sue on a
general insurance contract if it is specified or referred to in
the contract (by name or otherwise) as someone entitled to
benefit by it, in these terms:

‘(1) Where a person who is not a party to a contract of
general insurance is specified or referred to in the
contract, whether by name or otherwise, as a person
to whom the insurance cover provided by the contract
extends, that person has a right to recover the amount
of the persons loss from the insurer in accordance with
the contract notwithstanding that the person is not a
party to the contract. ...

(3) The insurer has the same defences to an action under
this section as the insurer would have in an action by
the insured.’

Sub-section 48(1) does not alter rights or obligations under

an insurance contract or extend the scope of cover; it simply

gives standing to certain non-parties to sue on it.2

Although unresolved, it is suggested that sub-section 48(3)
cryptically but effectively limits a non-partys rights to those
of a co-insured. Accordingly, a non-partys s48 claim is
adversely affected by an insured partys:

(a) pre-contractual non-disclosure or misrepresentation; 2

(b) post-contractual acts or omissions, unless the insurance
is composite (as opposed to joint) and the relevant act
or omission (for example, arson) would not normally
affect an innocent co-insureds claim on the contract;2

(c) post-contractual breach of, or non-compliance with,

a term of the contract (for example, breach of a term
requiring prompt notification of a claim), unless the
breach or non-compliance can be characterised as

a composite breach or non-compliance, or the term
breached or not complied with can be characterised as a
composite term.

Section 20 of the ICA prevents an insurer from denying a
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claim by a person who is a member
of a group (for example, a group of
partners, employees or contractors)
just because the contract does not
specifically name that person.2

Statutory provisions enabling
a 'stranger'dto sue on a first-
party insurance contract
Section 49 of the ICA

At common law, a ‘stranger’ is not
entitled to the benefit of a first party
policy taken out by someone else over property in which
the ‘stranger’ has an interest. If the property is damaged
or destroyed, only the parties to the policy or its intended
beneficiaries can claim on it.27

Section 49 extends the benefit of a first-party policy to
such a ‘stranger’, unless before the contract was made,
the insurer clearly informed the insured in writing that
the contract does not cover the ‘stranger’’ interest in the
property.

The operation of the section hinges on the insurer’s
‘notional liability’, which is the amount for which the insurer
would have been liable to the insured for a claim if the
insured had the only interest in the property: s49(2).

Il the ‘notional liability’ exceeds the amount of the insurers

liability to an insured in respect of a loss, and within three
months ol the loss occurring a ‘stranger’ with an interest

in the property gives written notice to the insurer of their
interest, the insurer is liable to pay the ‘stranger’ for its loss,
up to the amount of the difference between the ‘notional
liability’ and the amount of the insurers liability to the
insured: s49(3).

Sections 50 of the ICA, 35 of the Sale of Land Act 1962
(Vic) and 63 of the Property Law Act 1974 (Qld)
In the briefest of judgments, the High Court, in the
pre-ICA case Ziel Nominees Pty Ltd v VACC Insurance Co
Ltd,Bconcluded that the vendor of a property had no
claim on its first-party insurer when improvements on
its property were substantially destroyed by fire between
signing the contract for the sale of the property and
completion. That was because the purchaser was obliged
to pay the agreed price notwithstanding destruction of the
improvements before completion. As the policy was one
of indemnity, the vendor had no claim on it because it had
suffered no loss. The purchaser had no claim on the policy
because it was not a party to, or mentioned by, the policy.

Section 50 gets around this problem in relation to a sale
or assignment, which will give the purchaser or assignee
a right to occupy or use a building, by deeming the
purchaser to be an insured under the vendors first party
policy over the building from the time when the risk of
loss or damage to the building passes to the purchaser,
until the earliest of the times mentioned in s50.

Similar protection is afforded to a purchaser by ss35 of the
Sale of Land Act 1962 (Vic) and 63 of the Property Law Act
1974 (QId).
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Statutory provisions requiring the proceeds of

a first-party insurance contract to be expended for
the benefit of a 'stranger’

Many statutory provisions around Australia fit into this
category; for example, sub-section 64(3) of the Property
Law Act 1969 (WA), s58 of the Property Law Act 1974 (QId)
and s90E of the Conveyancing and Law of Property Act 1884
(Tas). They generally relate to circumstances in which

an insurer is bound to reinstate a damaged or destroyed
building for the benefit of a ‘stranger’ with a direct financial
interest in the building, rather than make a cash settlement
to the insured.

PART B: STATUTORY PROVISIONS GIVING

A THIRD PARTY WITH A CLAIM FOR DAMAGES
AGAINST AN INSURED THE DIRECT BENEFIT
OF THE INSURED'S ENTITLEMENT TO BE
INDEMNIFIED BY ITS LIABILITY INSURER AGAINST
THAT CLAIM

Unlike Part A, the statutory provisions discussed in Part
B are not about a third partys insurance cover. They
concern a third party with a claim for damages against
an insured being given the direct benefit of the insureds
entitlement to be indemnified by its liability insurer
against that claim, in circumstances where the insured
cannot be identified or located, or has died, become
insolvent or been deregistered.

Statutory provisions enabling a third party to sue a
liability insurer directly

Section 51 of the ICA

Section 51 enables a third party with a claim against

an insured who has died or cannot be found to sue the
insureds liability insurer directly. Section 51(1) is in these
terms:

‘Where:

(a) the insured under a contract of liability insurance is
liable in damages to a person (in this section called
the third party);

(b) the insured has died or cannot, after reasonable
enquiry, be found; and

(c) the contract provides insurance cover in respect of the
liability;

the third party may recover from the insurer an amount

equal to the insurers liability under the contract in respect

of the insureds liability in damages.
Section 51 creates a new cause of action in a third party
against a liability insurer, not for damages, but for payment
of the amount payable by the liability insurer in respect of
the insureds liability to the third party.®

Does ‘the insured’in s51 refer only to a party to the

contract, or does it include a non-party?

Although there are two ‘light aircraft crash’ first-instance

decisions® and the views of a number of academics to the
contrary, the argument that the insured’in s51 includes »

Medibank Compensation Enquiries

Is your firm pursuing a claim for compensation and damages on behalf of a past or current
Medibank Private member, who requires a Statement of Benefits Paid for compensation matters?

Then please forward requests for a Statement of Benefits Paid, together with a signed member
authority for the release of information quoting reference MPL1927 to:

Mr Paul Clarke
Compensation Manager
Benefits Risk Management

GPO Box 641, Collins St West

Melbourne Vic 8007

Or alternatively fax your request to 1300 657 287.

Medibank Private Benefit Risk Management Department also provides assistance and advice

on issues such as Medibank Private members":

» Provisional Payment requests ¢ Membership enquiries « Claims enquiries

For assistance or further information
please e-mail brm@medibank.com.au
Quote reference MPL1927

medibank

Medibank Private Limited ABN 47 080 890 259 is a registered health benefits organisation.
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A liquidator must generally
hold the proceeds of an
insolvent company's liability
insurance contract for the
benefit of those to whom the
insolvent company is liable.

a non-party has merit.3 That is because, among other things:
« the word dnsured’ in an insurance contract or a statutory
provision can be a reference to a party or a non-party,
depending on the context;2
= of the contrast with s45 of the ICA, in which the phrase ‘has
entered into’ limits the meaning o flinsured’ in that section to
a party to the contract.3 In s51, the phrase lunder a contract
of liability insurance’ instead of the phrase ‘has entered into’
qualifies the meaning of ‘insured’, strongly suggesting that
dnsured’ in s51 is intended to apply to anyone described as
an insured in the contract, whether or not they are a party
to the contract.
The requirement indicated by the words ‘is liable in damages
to a person' in s51(1)(a) is not straightforward, because ‘liable’
might refer to a fully formed cause of action, or alternatively
the subsequent crystallisation of a cause of action in a
judgment, arbitration award or settlement. The better view
is that the requirement is satisfied if the third party proves in
a recovery action against an insurer that it has a judgment or
arbitration award on the merits against the insured, or that it
would have obtained ajudgment on the merits if it sued the
insured.3
The effect of the section is that, on being sued by the
third party, ‘the insurer “stands in the shoes of” the insured’.3
Accordingly, the insurer can raise any defences the insured
could have raised to defeat the claim, including a limitation
defence.®

Section 601AG of the Corporations Act 2001 (Cth)
Section 601 AG enables a third party with a claim against a
deregistered company to sue the companys liability insurer
directly.

The alternative to suing the insurer directly is for the third
party to apply to the court under s601AH(2) to exercise
its discretion to reinstate the company,3 and then sue the
reinstated company,3 leaving it to the company to sort out
issues with its liability insurer.

Section 601 AG is in these terms:

‘A person may recover from the insurer of a company that is

deregistered an amount that was payable to the company under

the insurance contract if:

(@ the company had a liability to the person; and

(b) the insurance contract covered that liability immediately

before deregistration.’
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Like s51(1) of the ICA (see above):
= it creates a new cause of action in the third party against a
liability insurer for payment of the amount payable by the
liability insurer in respect of the insureds liability to the
third party;¥and
= its effect is that the insurer ‘stands in the shoes of’ of the
deregistered company in its defence of the third party’s
action, so that the insurer can raise any defences the
deregistered company could have raised against the third
party, including any limitation defence.®
The section is written in the past tense (unlike s51(1) of the
ICA, which is written in the present tense). Accordingly,
it refers to circumstances that existed immediately before
the company was deregistered, both as to the liability the
company had to the third party, and to the liability the insurer
had to the company.4
Like s51(1) of the ICA, the requirement indicated by the
words ‘had a liability’ in s601AG is not straightforward. The
better view is that the requirement is satisfied if the third
party proves in the recovery action against the insurer that it:
= has a judgment or arbitration award on the merits against
the company; or
= would have obtained a judgment on the merits if it sued the
company,
in respect of a cause of action that arose before the
company was deregistered.2
As to s601AG(b), the third party only has to prove the
insurance policy covered the liability immediately before the
insured was deregistered, not that the insurer was obliged to
indemnify the insured at that time.43

Compulsory workers’ compensation and motor vehicle third
party personal injury insurance
Some of the workers’ compensation schemes around Australia
give workers the right to sue their employers indemnity
insurer directly; for example, si59(2) of the Workers
Compensation Act 1987 (NSW).

It is a feature of some of the compulsory motor vehicle
third party personal injury schemes around Australia that
an injured person can sue the motor vehicle owners or
drivers insurer directly in certain circumstances; for example,
sub-sections 7(2) and (3) of the Motor Vehicle (Third Party
Insurance) Act 1943 (WA) (where the driver is dead or the
identity of the vehicle cannot be ascertained).

Statutory provisions creating a charge over the
proceeds of a liability insurance contract
Section 6 of the Law Reform (Miscellaneous Provisions) Act 1946
(NSW)4 creates a statutory charge in favour of a third party
with a claim for damages against an insured over monies that
are, or might become, payable by a liability insurer to the
insured under a liability insurance contract in respect of that
claim. It is intended to protect third parties, by preventing an
insured from:
‘collecting his insurance money and just disappearing ... [or]
going to his insurance company and releasing it from its liability
to him on payment to him of a lump sum which he immediately
dissipates or makes away with. ,.."’6
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A pre-condition for the application of s6, is that the insured
against whom the claim is made ‘has ... entered into a contract
of insurance . Only the parties to an insurance contract ‘enter
into it\G Accordingly, (arguably) unlike s5f of the ICA,

a third party cannot avail itself of s6 if the insured is a
non-party.

To apply successfully for leave to sue a liability insurer
directly, a third party must persuade the court that they have
‘an arguable case against the insured, an arguable case against the
insurer and that there was reason to believe that the insured would
be unable to meet any judgmentfrom his or its own resources, ie
there was no “perfectly good common law defendant available™.47

Leave will normally be refused if the insurer persuades the
court that it is entitled to decline liability to indemnify.48 The
operation of s54 is relevant to the grant of leave.®

Section 26 of the Law Reform (Miscellaneous Provisions) Act
(NT) and the combination of ss206 and 207 of the Civil Law
(Wrongs) Act 2002 (ACT) are similar to s6 of the Law Reform
(Miscellaneous Provisions) Act f946 (NSW).

Statutory provisions requiring the proceeds of a
liability insurance contract to be paid to a third
party
Sections 108 and 117 of the Bankruptcy Act 1966 (Cth)
appear in ‘Part VI Administration of Property’, ‘Division 2
Order of payment of debts’.

Unless the Act otherwise provides, sI08 ranks ‘all debts

National Conference

proved in a bankruptcy’ equally and provides that ‘if the
proceeds of the property of the bankrupt are insufficient to meet
them infull, they shall be paid proportionately’.

Section 117 ‘otherwise provides’. In general terms, it:
= vests an insured bankrupts right to indemnity under

a liability insurance contract in the Official Trustee in

Bankruptcy;
= requires the Official Trustee in Bankruptcy to hold the

proceeds of an insured bankrupts liability insurance

contract for the benefit of a person to whom the insured
bankrupt is liable.
Sections 555 and 562 of the Corporations Act 2001 (Cth)®
appear in the Act in ‘Part 5.6 Winding up generally’,
‘Division 6 Proof and ranking of claims’, ‘Subdivision D
Priorities’. Among other things, Subdivision D addresses
ranking of claims in a winding up.

Unless the Act otherwise provides, s555 ranks ‘all debts and
claims proved in a winding up’equally and provides that ‘if the
property of the company is insufficient to meet them infull, they
must be paid proportionately’.

Section 562 ‘otherwise provides’. In general terms, it
requires a liquidator to hold the proceeds of an insolvent
companys liability insurance contract for the benefit of a
person to whom the insolvent company is liable.

CONCLUSION
Lord Justice Steyn was not the only one on the Clapham »

20-22 October 2011 Hamilton Island, QLD
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Apply Trident and keep track of the
legislation that extends the benefit
of a contract to third parties, rather
than trying to avoid the privity rule.

omnibus to complain about the operation of the privity rule
in England when His Honour said in the Court of Appeal in
1995:3

The case for recognising a contract for the benefit of a

third party is simple and straightforward. The autonomy

of the will of the parties should be respected. The law of
contract should give effect to the reasonable expectations

of contracting parties. Principle certainly requires that a

burden should not be imposed on a third party without

his consent. But there is no doctrinal, logical, or policy
reason why the law should deny effectiveness to a contract
for the benefit of a third party where that is the expressed
intention of the parties. Moreover, often the parties, and
particularly third parties, organise their affairs on the faith
of the contract. They rely on the contract. It is therefore
unjust to deny effectiveness to such a contract. | will not
struggle with the point further since nobody seriously
asserts the contrary.’
By virtue of Trident General Insurance Co Ltd v McNiece Bros
Pty Ltdp2and various statutory assaults on the privity rule at
Commonwealth and state (territory) level, Australia was well
ahead of England in acting on the injustice of the rule by the
time Steyn L) made that observation.

The tasks for an Australian lawyer today are to apply Tiident
and keep track of the plethora of legislation that extend the
benefit of a contract to third parties, rather than spend time
thinking about how to circumvent the privity rule. =
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