
THE UK’s Financial Services Authority (FSA) recently pub-
lished its business plan for 2007-8. This is a key document that
sets out the FSA’s priorities for the coming year and thus indi-
cates the issues that firms need to focus on, including those in
the insurance sector.

The FSA has strongly emphasised its commitment to prin-
ciples-based regulation, Treating Customers Fairly (TCF) and
reducing financial crime. It has also proposed “significant
changes” in a number of areas, together with increases in
budget and fees. 

The financial services industry is facing an overall increase
in the 2007-8 budget of 10.1%, resulting in an increase in the
annual funding requirement (the amount raised from firms)
of 9.5%. 

Overall, the FSA budget will rise from £274m ($540m) in
2006-2007 to £301m in 2007-2008. As well as increased
emphasis on improving financial capability for consumers,
these increased fees will help to improve the effectiveness of
FSA’s staff and IT systems. This will, in turn, facilitate the
move to principles-based regulation. 

Better staff should be more capable of dealing with complex
cases and difficult decisions so, where enforcement powers are
used, businesses can expect more cases against senior man-
agement and big high-street names. The FSA has confirmed
plans to press ahead with job cuts that will reduce its 2,800
staff by 10% over the next three years. 

Meanwhile, it hopes to attract and reward exceptional staff
by using part of its budget for increased bonuses and office
refurbishment. These initiatives may well result in fewer, bet-
ter staff handling fewer, bigger cases. 

Within the insurance sector, the FSA states that firms
which do not continue to ensure contract certainty can expect
increased regulatory attention. The FSA cites concerns about
lack of transparency of commission and in 2007 will analyse
the extent to which this may lead to customer detriment or
impairment of market efficiency with a view to regulatory
intervention. 

Results will be published in Q4 2007. In Q1 2007, the FSA
will publish the results of its further work reviewing the han-
dling of client money by wholesale and general insurance
intermediaries. It will take action – which may include closing
firms – against those who fail to meet its requirements. 

Following the introduction of its new risk-based capital ade-
quacy regime in 2005, the FSA will complete its review of the
individual capital assessments for all retail and insurance firms
by mid-2007. The FSA will also be looking at controls on
underwriting strategy, both firm-specifically and also within
certain business classes. 

In the retail insurance sector, the FSA will continue to focus
heavily on the payment protection insurance market, stating
it intends to bring about a significant improvement in sales
standards with further enforcement action where necessary. It
will report on the outcomes of this work in Q3 2007. 

In life insurance closed funds will remain high on the FSA’s
agenda. Senior management of life insurers who have closed
with-profits funds should prepare for being challenged on a
number of issues, including investment strategy, policyholder
information and outsourcing arrangements.

Businesses should be aware that TCF will be a supervisory
priority throughout 2007-2008. The FSA states that busi-
nesses will be expected to be implementing TCF in a substan-
tial part of their business by March 2007. Firms that have
made little progress so far run the risk of enforcement action.
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The current Bill for a new
German insurance con-
tract act foresees the

introduction of direct action
against the insurer in the case
of compulsory insurance. 

German law stipulates the
need for such compulsory
insurance in about 100
instances, including, for
example, professionals such as
accountants, lawyers, or med-
ical doctors, the aviation or
pharmaceuticals industry. 

Significant importance
A recent motion by the Ger-
man Federal Court (BGH) to
the European Court of Justice
(ECJ) to give a ruling on the
scope of Art. 11 (2) and 9 (1)
lit. b) of the Brussels Regula-
tion gains significant impor-
tance against this background. 

Art. 9 (1) lit. b) of the regu-
lation provides that an insurer
domiciled in a member state
may be sued, at the discretion
of the claimant, in another
member state, in the case of
actions brought by the policy-
holder, the insured or a benefi-
ciary, in the courts for the
place where the plaintiff is
domiciled. 

Under Art. 11 (2) of the reg-
ulation the injured party may
directly claim against the
insurer, where such direct
actions are permitted. In light
of the proposed amendments
to the German Insurance Con-
tract Act, insurers may face
higher risks of being involved
in litigation directly with the
injured.

In the underlying case the
question arose whether a Ger-
man claimant could sue in
Germany directly against the
Dutch motor vehicle insurer
for damages caused by a traffic
accident in the Netherlands. 

The injured argued that the
court at its domicile (Wohn-
sitz) had jurisdiction as it was
to be considered to be a bene-
ficiary within the meaning of

Art. 9 (1) lit. b) of the regula-
tion. Whereas the court of first
instance did not follow this
reasoning, the second
instance agreed. 

On appeal, the case is cur-
rently pending before the
BGH, which referred to the
ECJ for a respective prelimi-
nary ruling pursuant to Art.
234 EC. In its motion, the
BGH explicitly held that it was
of the opinion that the court at
the injured’s domicile (Wohn-
sitz) had jurisdiction. It based
its assessment namely on the
rationale of the Regulation to
enhance the injured’s position
as stated in recital 16a) of the
regulation.

Should the ECJ follow this
line of argument, insurers will
face significant higher risks to
be involved in complex litiga-
tion with the injured in the
future. This would be the case
for both German and foreign
insurers. 

In the future, German
insurers may end up before
foreign courts if the injured
party is not domiciled in Ger-
many and foreign insurers
may face action in Germany if
a German is injured.

Unexpected problems
As a matter of course, such
German proceedings will
involve unexpected problems
for a foreign insurer. The inse-
curities a foreign insurer will
face are twofold: 

(1) Most likely it will lack
experience in defending the
claim before a German court.
Therefore, and due to German
rules on civil procedure, a for-
eign insurer will have to
instruct legal counsel admit-
ted to the German bar. In
order to ensure the due
process of the proceedings,
German courts only give short
periods for the insurer to
notify its willingness to defend
the claim. Hence, it will have
to find an expert lawyer within
a comparatively short amount
of time. 

(2) In defending the claim
itself, questions will arise if
and to what extent the insurer
can rely on limitation lan-
guage stipulated in the under-
lying policy. Under the
applicable rules of German pri-
vate international law it is,
however, not settled whether
this question shall be gov-

erned by the law of the delict
(lex loci delicti) or the law gov-
erning the insurance contract
(lex contractus). Hence, in the
case of a wrongdoing trigger-
ing insurance cover bought in
Germany, German law may
apply notwithstanding a
choice-of-law clause to the
contrary. 

In any event, such choice-
of-law clause may be invalid
should it violate Art. 12 of the
Introductory Code to the
Insurance Contract Act
(EGVVG). This article stipu-
lates that a contract of com-
pulsory insurance shall be
subject to German law if the
statutory obligation to insure
is based upon German law.

Moreover, if the insurance
contract provides coverage for
risks located in several mem-
ber states of which at least one
provides for an obligation to
insure, the contract is to be
treated as if consisting of sev-
eral contracts, each of which
relating to one member state.
In practical terms, this means
that the part of the risk relat-
ing to German-based risks
would be governed by German
law, irrespective of the choice-
of-law clause. 

Further insecurities
Should German law apply, fur-
ther insecurities may arise as
the question to what extent an
insurer can rely on limitation
language vis-à-vis the
claimant in a direct action.
This is the case as the respec-
tive acts stipulating for com-
pulsory insurance are in
general widely drafted and do
not provide for hard and fast
rules in this respect. 

Whereas s. 158c of the Ger-
man Insurance Contract Act
stipulates for compulsory
insurance that in cases where
the insurer is relieved from its
obligation in relation to the
policyholder, its obligation
shall nevertheless continue in
respect of the third party, the
BGH held that the insurer was
liable only within the territo-
rial, timely and material scope
of coverage as provided under
the respective compulsory
insurance. 

As the underlying rationale,
the BGH put forward that
third-party claims could not
go beyond the respective
indemnity of the insured as

circumscribed by the insur-
ance contract. Therefore, the
difference between provisions
on objective risk limitation
and contractual obligations on
the insured (Obliegenheiten)
gains vital importance in
determining the (potential)
exposure in a direct action an
insurer may face. 

Falls beyond scope
This is the case as the insurer
cannot rely on the violation of
Obliegenheiten in order to
exclude coverage vis-à-vis
third parties whereas the
insurer may indeed put for-
ward the argument that the
claim made by an injured
party falls beyond the scope of
the insurance coverage.
Whether an Obliegenheit or a
risk limitation is given is a
matter of construction of the
policy and hence to be deter-
mined on a case-by-case basis.
As a matter of course, such
interpretations always imply
uncertainties. 

In light of this, the German
insurance industry is rather
sceptical whether the intro-
duction of  direct action is
indeed viable. It argues that by
introducing direct action the
abovementioned legal uncer-
tainties would be further
aggravated. 

Whereas current market
practice has demonstrated
that insurers and the respec-
tive insured industries have
reached feasible solutions in
spite of the absence of clear-
cut rules, it is likely that the
participation of the injured
third party will endanger the
risk calculation leading ulti-
mately to an increase in pre-
miums.

Against this background,
the industry has been urging
the legislator to abstain from
introducing direct action. 

It remains to be seen
whether the doubts put for-
ward by the industry will be
considered. The introduction
of direct action would indeed
change significantly the
framework for all insurers
doing business related to Ger-
man risks. 
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