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The claimant, Kyle Bay Ltd (KB), which operated a nightclub in Bridgend, Wales, sought
a quotation for insurance on a “non-average declaration-linked basis*. In such a case
the insured gives an estimate of its gross profits for the coming year and pays an interim
premium; at the end of the year, the premium is adjusted to take account of actual
gross profits. In the event of a loss, the insured is entitled to recover actual lost gross
profits (subject to a ceiling, normally 133%, of the original estimated gross profits).
Insurers considered the policy should be written on a “gross profits basis*, whereby a
sum is agreed for gross profits and premium is paid on that figure, thereby avoiding

any problem in collecting any premium shortfall. In the event of a loss, an average
would be applied if the sum insured proves to be less than the actual gross profit.

Insurers crossed out the declaration-linked part of the proposal, but due to an
administrative error, the final quotation presented to KB stated that the cover was
declaration-linked. KB accepted the quotation and the policy was issued on a
declaration-linked basis. Shortly after inception, KB’s nightclub was destroyed by fire.

KB subsequently agreed, on the advice of loss assessors, to compromise its claim on
the basis that the policy was written on a gross profits basis subject to average, as
asserted by insurers. Following settlement, however, KB’s loss assessor concluded that
the policy had in fact been on a declaration-linked basis and that average ought not to
have been applied. KB sought to have the settlement set aside.

The court held that the policy, combined with the schedule, was on its face
declaration-linked. Rectification of the policy to a gross profits basis was not justified as
insurers’ original intention had not been communicated to KB, and so the mistake was
unilateral only.

Both parties had plainly made a mistake when the settlement agreement was concluded
as they had both proceeded on the basis that the policy was a gross profits policy
subject to average, whereas in reality it was a declaration-linked policy. However, the

court held that this mistake did not render the settlement agreement impossible of
performance, nor was the subject matter of the contract essentially and radically
different from the subject matter that the parties believed to exist. The settlement
agreement was therefore not void for mistake. It was simply a poor deal for KB.

As for misrepresentation, the court held that the assertion by insurers as to the contents
of the policy was not a representation, but merely a statement of insurers’ understanding
of the overall effect of the policy, and that insurers had acted in good faith. The court also
rejected the final argument that there was an express or implied condition precedent to
the settlement agreement under which, if an average was not applicable, the settlement
would lapse. The judge stated that had KB wanted to reserve its position, it could have
done so expressly, and the settlement actually stated that it was final.

Unsurprisingly, the loss assessor was criticised and the judge indicated that KB
may have a remedy against him. KB has appealed and the appeal was heard
in December 2006. At the time of going to press the judgment on appeal has
not been handed down. In considering the application for permission to
appeal, the Court of Appeal stated that it was arguable that the letter from
insurers as to the basis of policy coverage could be a misrepresentation. In
addition, the court commented that the settlement agreement was entered
into on the firm understanding of both parties that the policy was written on
a gross profits basis, and such a policy could be said to be radically different
from a declaration-linked policy, thereby rendering the settlement agreement
potentially void for mistake.

Clearly, despite this decision, insurers must be careful not to mislead insureds
as to policy terms, otherwise insurers may face having settlement agreements
rescinded for misrepresentation. Both parties should of course always check
policy terms carefully before finalising any settlement.



alteration In risk —
bad baking of bones?

facts

Forrest, a pet food manufacturer, deep-fried animal bones in open tanks heated by
gas burners in an outbuilding to its factory. Following a fire, it acquired an enclosed
oven instead, which was installed in its factory building.

CGU, Forrest’s insurers, surveyed the premises in May 1999 and noted that although
the bone-rendering operation was now carried out by baking which was intrinsically
safer, the oven was inefficient and the location of the operation meant that any
incident was likely to be more serious. Both before and subsequent to CGU’s survey,
Forrest experienced difficulties with the oven overheating and leaking fat. It
commenced an action against the manufacturer.

Forrest advised CGU that as of 19 July 1999 the oven had been disconnected. This
was confirmed by a survey which stated Forrest had reverted to frying bones in the
outbuilding, but was operating that site in accordance with CGU’s requirements.
Forrest brought the oven back into use in the factory in either November 1999 or
November 2000. At a CGU survey in May 2001 it was apparent there was an oven in
use, although the surveyor was not aware the oven was the troublesome one which
CGU had previously been told was not being used. A fire occurred on 2 November
2001, caused by the faulty oven.

CGU denied the claim in reliance on condition 3(b) of Forrest’s policy which provided
that:

“This policy shall be avoided with respect to any part hereof in regard to
which there may be any alteration after the commencement of this
insurance

(b) ... whereby the risk of loss, destruction, damage, accident or injury is
increased.”

Forrest & Sons Ltd v CGU Insurance Plc
1st instance 23 September 2005

decision

CGU was entitled to rely upon condition 3(b). The judge considered an alteration in
risk clause made it necessary to carry out a comparison between the risk immediately
before and immediately after the alteration. The extent of the damage resulting from
a fire in the main factory was likely to be greater than damage from a fire in the
outbuilding, and so bringing back the faulty oven into use was an alteration which
increased the risk and the policy was avoided.

Forrest argued CGU waived its rights in relation to the alteration of risk clause given
its May 2001 inspection. However, it was accepted there could have been no waiver
by election, which involves a choice by the waiving party between two inconsistent
courses of action. The judge decided there was no waiver by estoppel as there was no
clear and unequivocal representation by CGU it would not insist on its right to treat
the insurance cover as discharged.

comment

The decision confirms that where an alteration in risk clause uses the words
“shall be avoided*, the policy becomes void on the happening of the alteration,
and is not merely voidable. Moreover, the clause operated on an increased risk of
loss. This contrasts with the common law rule that an insurer is discharged from
liability only where there is a fundamental change to the nature of the risk,
according to the Court of Appeal in Kauser v Eagle Star 2000, which was not
referred to in Forrest. Finally, the two waiver points are useful reminders that
waiver arguments, often articulated, are rarely successful.



Davies Arnold Cooper is an international law firm specialising in dispute resolution
and real estate. Our dispute resolution capability includes leading teams advising on
insurance, construction and product liability matters as well as general commercial
litigation.

Our team of more than 80 specialist insurance lawyers advises in relation to fraud,
professional indemnity, directors’ and officers’ liability and property and construction
insurance for both insurers and corporate buyers of insurance as well as companies
operating in the Lloyd’s market, underwriting agents, brokers, intermediaries and
risk managers.

Our specialist property and construction insurance group continues to advise on the
most complex and high-value property losses in respect of coverage issues, liability,
claims and recoveries.

Over the years we have acted for insurers connected with high-profile public disasters
from Piper Alpha, Hillsborough and the Bradford City fire through to more recently
the Avonmouth chemical explosion, the Hatfield and Potters Bar derailments and the
East Sussex firework factory explosion, amongst others. In between we have helped
insurers to launch new products, enter new markets, resolve disputes and manage
mergers. We have advised on insolvencies for both insurers and corporate buyers.

Our London offices are complemented in the UK by our Manchester office, which has
a strong commercial insurance team. Our Madrid office is widely recognised as Spain’s
leading insurance law specialists. The success of our work in Spain led to the opening
of an office in Mexico City in 2003, which is dedicated to providing services to the
London, European, Latin American and US insurance markets.

For further details, please visit our website www.dac.co.uk.
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