Building Management (Third Party Risks Insurance) Regulation

The Background

The long-awaited Building Management (Amendment) Bill 2005 was gazetted on 1st April 2005.  The bill proposes various amendments to the existing Ordinance after a consultation period of about 2 years.  It will be submitted to the Legislative Council for the 1st reading on 27th April 2005.  Perhaps the only amendments that are concerned directly with the insurance industry are those minor amendments proposed to the “new” section 28 of the Ordinance, a section not yet in operation.

The “new” section 28 was in fact enacted back in 2000.  It primarily required the owners’ corporation (also known as the incorporated owners) (“IO”) of a building to effect and maintain insurance over third party risks in relation to the common parts on behalf of the owners
.  Members of the management committee of the IO who fail to do so may find themselves having committed a criminal offence.  A new section 41 (ca) was also introduced to empower the Chief Executive in Council to make regulations governing the conditions, requirements etc. which are to apply in respect of those policies.   

The Government’s idea was to introduce a compulsory insurance scheme into personal injuries claims made by third parties against IO similar to those now in force in employees’ compensation and road traffic accidents.  Those schemes have the following characteristics: -

1. It is a mandatory legal requirement to effect and maintain the insurance.  Failure to do so will be punishable as a criminal offence.

2. Victims who have sustained personal injuries in those accidents would be able to enforce any judgment they may obtain against the insurers directly.

3. In enforcing the judgment, the victims are, generally speaking, not bound by the provisions in the policy entitling the insurers to repudiate liability.
After a lapse of about 5 years since its enactment, however, the said new section 28 has not yet come into operation
, and no regulation has been made by the Chief Executive in Council under section 41 (ca).  In other words, it has not, up to now, been a mandatory legal requirement for an IO to take out third party liability policies for the common parts of its building. 
One reason for not implementing the new section 28 is that there are many dilapidated buildings in Hong Kong with unlawful structures.  Insurance companies are generally reluctant to provide liability insurance to those “high-risk” buildings.  Hence, it would be difficult for owners of those buildings to obtain the required insurance at a premium they consider acceptable or affordable or any such insurance at all.  If section 28 comes into operation, quite a few members of the management committee, especially those of the relatively old and poorly-managed buildings which cannot obtain the relevant insurance coverage, may be faced with criminal prosecution.   At the end, many such members will quit and the IO’s cannot operate.  This will be against the Government’s policy to encourage building owners to manage their buildings through IO’s.

The recent winding-up of the IO of Albert House has aroused much public attention, and may have catalyzed the implementation of compulsory insurance covering IO’s public liability.  To stop building owners from knocking at the Government’s door urging for financial assistance in similar subsequent cases, compulsory insurance appears to be the only workable solution in practice.
  

In the circumstances, the draft Building Management (Third Party Insurance) Regulation (“the Regulation”) was submitted to the Chief Executive in Council, and was approved in principle during the Council meeting on 22nd March 2005.
  The Regulation will be formally made after the Legislative Council has passed the Building Management (Amendment) Bill 2005.  As said above, the Bill will be submitted to the LegCo for the 1st reading (and the 2nd reading debate will also commence) on 27th April 2005, and will likely be passed as Ordinance within a few months.  The Government has indicated that after the Regulation is made, they will grant a further grace period of 12 months to IO’s and building owners for compliance with the statutory requirement of taking out liability insurance.  Hence, if things go smoothly, the scheme may be in force within, say 18 months or so.  Of course, from now on, building owners and IO’s may begin to shop around for an appropriate policy if they have not taken out one.

Contents of the Regulation

According to the Government, the insurance industry has been consulted on the contents of the proposed Regulation, and presumably the present version should be generally acceptable to insurance companies.  Obviously, the proposed scheme of compulsory insurance can only work if insurance companies are prepared to provide coverage to virtually all buildings in Hong Kong on the terms provided in the Regulation.    

Quite a number of the provisions in the Regulation are similar to those of the Motor Vehicles Insurance (Third Party Risks) Ordinance
 with which the local insurance companies must be familiar.
1. Liability to be insured
The liability which is required to be insured is liability in respect of the death of or bodily injury to any person in relation to the common parts of the building.  However, the policy needs not cover the following liabilities: -

(i) Liability already required to be insured under the relevant legislation concerning employees’ compensation and road traffic accidents
(ii) Liability arising out of a breach of duty imposed by law relating to any building (including any part of a building) erected or building works carried out in contravention of the Buildings Ordinance
(iii) Liability caused by or arising from radioactivity, war and rebellion etc. and terrorist acts
(iv) Liability under contracts.

Of the above permitted exceptions, it must be the one relating to contravention of the Buildings Ordinance which is the most significant.  As mentioned above, in the past, some insurance companies are reluctant to issue third party liability policies in favour of certain building owners because of the existence of unauthorized structures.  It appears to be the intention of the Regulation to permit insurance companies to exclude their liabilities in the policy for claims arising from structures erected in contravention of the Buildings Ordinance.
  

Nevertheless, it should be remembered that it was the IO on behalf of all the owners (as opposed to individual owners) who is the insured, and it is liability in respect of the common parts and facilities (as opposed to areas and facilities for the exclusive use and possession of a particular owner) which is the subject matter of the compulsory insurance.  Even without the relevant exclusion in the Regulation, there are decided cases to the effect that the IO may not be responsible for the safety of structures erected on the common parts by and for the exclusive use and benefit of a particular owner or occupier (e.g. extension of canopy on the external wall outside a unit).  Of course, each case must be adjudged on its own facts to see if the IO has been negligent or in breach of its common duty of care as the occupier of the relevant common part.
 

2. Amount to be insured
Under the proposed Regulation, the minimum amount required to be insured for one event is HK$10 million.  And the insurers should issue a notice of insurance in the prescribed form to be displayed by the IO in a prominent place in the building to show that the required insurance has been effected.
3. Avoidance of certain policy conditions
The insurers will not be able to avoid liability (i.e. liability of third party claims in respect of death or bodily injury in relation to the common parts
) by relying on terms and conditions in the policy relating to: -

(i) the number of claims that may be made during the policy period;

(ii) the age of the building;

(iii) the conditions and maintenance of the building;

(iv) the number of flats in the building;

(v) the use of that building; and

(vi) the existence of a relevant instrument in relation to the building.

The insurers may, however, seek reimbursement from the assured IO or assured owners for any compensation paid by virtue only of the fact that the relevant restriction against insurance contained in the policy is avoided by the Regulation.  

However, if the policy requires the insured to: -

(i) exercise reasonable diligence to keep that building in good condition and maintenance;

(ii) ensure compliance with the deed of mutual covenant in relation to the use of that building; or

(iii) exercise reasonable diligence to comply with any relevant instrument in relation to that building, 

and the death or bodily injury that gives rise to liability is directly caused by the insured’s failure to comply with any of such requirements, then those requirements will remain effective.  Under such circumstances, the liability will not be covered by the policy. 

In short, the Regulation allows the insurers to retain effectively a provision along the line of a “reasonable precaution” clause, as well as another provision requiring the compliance with the DMC.  Those provisions would, however, only enable the insurers to avoid liability if there is a direct causal link between the insured’s breach and the accident.  Whether this is so may be highly arguable in particular cases.
   

The policy requirement that the insured should take reasonable steps to avoid the loss or liability insured against is not something new.  Where the potential claims against the insured IO are likely based on negligence, there may be criticism about the “fairness” of such requirement.  Had the insured IO exercised reasonable care and diligence in maintaining the building, there might hardly be any successful claims based on negligence.  On the other hand, if the insured had failed to exercise due care, they would not be entitled to be indemnified under the policy.  The policy may, therefore, be of little practical benefit to the insured.  Nevertheless, there are some decided cases which suggest that the degree of negligence required to justify the insurers’ repudiation of policy liability might be higher than that to support a successful third party claim for personal injuries.
  Recklessness or knowledge of the risk involved on the part of the insured IO’s may have to be proved in order for the insurers to avoid liability.  Hence, there may still be situations where the third party claim succeeds without the insured being held in breach of the “reasonable maintenance” requirement in the policy.  Indeed, the retention of such a provision means that the IO must continue to take due care to maintain their building even after taking out the third party insurance.  Should the position be otherwise, the introduction of the compulsory insurance might in fact encourage the IO to become more indifferent or negligent, thereby resulting in the occurrence of more accidents.

In addition, any provisions along the line of a “condition precedent” or a “condition subsequent” clause
 contained in the policy will not exonerate the insurers’ liability to settle the claim for the prescribed liability (but again, will not affect other liability like claims for property damage).

Further, any agreement or understanding with other persons made after 31st March 2005 purporting to limit the prescribed liability of IO or the building owners will be of no effect.  And any willing acceptance of the risk of negligence on the part of the IO by a person will not negative the prescribed liability.  

4. Insurers’ duty to satisfy judgment
Again, the provisions of the Regulation operate in the same way as those of the third party liability for personal injuries in motor vehicle cases.  The insurance companies have to satisfy directly any judgment the claimant obtains against the assured IO or the assured building owners in respect of liability which is required to be covered and is in fact so covered, even though the insurance companies may avoid or cancel or have avoided or cancelled the policy.  However, if the policy was cancelled by mutual consent with the insured before the occurrence of the accident, or if a declaration to avoid the policy was obtained (based on misrepresentation and material non-disclosure etc.) pursuant to court proceedings commenced in time, the insurance companies will not be liable to satisfy the judgment.
  The same requirement as in motor vehicles’ cases of notice of proceedings also applies.  

Practical Consideration
The Regulation takes into account the 2 major concerns of insurance companies in providing third party liability insurance for building owners, namely, the existence of unauthorized structures and lack of reasonable maintenance.  The whole scheme should now be more acceptable to the insurance industry.  

It may be noted that the chance of successful recovery from the insured of any sums paid by the insurance companies for which they are not liable under the policy (e.g. due to breach of policy condition, material non-disclosure etc.) is generally much higher for IO cases.  Under section 34 of the Building Management Ordinance, upon the winding up of an IO, if its assets are not sufficient to discharge all its debts and liabilities, the owners will be jointly and severally liable to pay off the creditors.  In the circumstances, if the insurance companies seek reimbursement from the IO and the claim remains unsatisfied, they may at the end petition for the winding up of the IO and look to the individual owners for payment.
  In effect, therefore, the units in the building may stand as some security for satisfying the insured’s obligation to reimburse the insurers.  Where there is no IO or where the building owners are treated as the insured, then reimbursement may be sought against the owners directly without even taking action against the IO first.

Further, there will be no complication similar to that created by the Motor Insurance Bureau for this compulsory public liability scheme.  As insurers are aware, in certain motor accident cases where the insurers successfully avoid the policy in time, they may still find themselves liable to satisfy the claim in their capacity as the “insurer concerned” under the MIB arrangement.  
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�  For liability arising in respect of a particular flat or unit of which individual owners have exclusive use and possession, the same will not be covered by the Regulation.  It will be up to individual flat owners to take out insurance coverage on terms to be agreed with the insurance companies.


� The section was one of the provisions contained in the Building Management (Amendment) Ordinance 2000.  All the other provisions have come into operation since 1st August 2000.  It was thought that the IO’s should be given a grace period to arrange for the compulsory insurance, though perhaps nobody expected back in 2000 that the grace period would be so long.


3  The Government has ruled out the possibilities of establishing a compensation fund and of limiting the building owners’ liabilities to satisfy IO’s debts and liabilities upon the IO’s liquidation.


4  For a full text of the Regulation, please see � HYPERLINK http://www.buildingmgt.gov.hk ��www.buildingmgt.gov.hk�, the web-site of the Home Affairs Department on building management.














5  Like those regarding avoidance of certain terms and conditions in the policy, duty of the insurers to satisfy judgment obtained against the insured etc.


6  The Regulation gives 2 examples of contravention of the Buildings Ordinance, namely failing to comply with building orders (or conditions) imposed by the Building Authority and material deviation from approved building plans, but does not mention expressly the failure to obtain the necessary approval for certain building works and structures.  Very often, it is the collapse or instability of the unauthorized structures which caused accidents.  The Regulation should expressly refer to such a scenario for the avoidance of doubt if this is the intention.


7  See cases like Wong Sau Kam v Shum Yuk Fong HCPI 798 of 1998; Chan Yan Nam v Hui Ka Ming [2003] 1 HKC 341 and Leung Tsang Hung v Tse Yiu Pui HCPI 1595 of 2002 which support the view that IO’s would not be responsible for unauthorized structures exclusively used by individual owners but erected on the common parts.  On the other hand, in the famous case of Ta Xuong v The Incorporated Owners of Sun Hing Building HCPI 1496 of 1995, it was held that the IO was negligent in allowing an unused and unsafe bamboo scaffolding to remain on the external wall, as it would invite other people to use it.  The Plaintiff fell from the scaffolding and sustained serious injuries.  It should be noted that in Albert House’s case, the canopy which collapsed was not an unauthorized structure but was part of the building as originally designed and constructed.  And the IO could not escape from liability.


8  For other liability like property damage, the relevant provisions for statutory avoidance will not apply, and the insurance companies will be free to include any exceptions in the policy.


9  Of course, the room for argument may also provide room for negotiation with the IO for sharing of the liability.


10  See cases like Fraser v Furman [1967] 2 Lloyd’s Rep 1 (applied in Hong Kong cases like Cheung Kai Wing v Mok Sheung Shum CACV 20 of 1993 and Go Yu Liong v Bonntine Industries (H.K.) Ltd .HCPI 114 of 1997 and 9814 of 1998) and Sofi v Prudential Assurance Co. Ltd. [1993] 2 Lloyd’s Rep 559.  


11  The usual provisions to the effect that no liability is to arise under the policy or any liability so arising is to cease in the event of some specified thing done or omitted to be done after the happening of the event giving rise to a claim under the policy.  The provisions will entitle the insurers to disclaim liability even if they suffer no prejudice or loss arising from the insured’s failure to comply with a policy condition (e.g. late notification). 


12  i.e. before or within 3 months after the commencement of the proceedings for personal injury taken against the assured IO or assured owners


13  This is what the IO’s creditor (who is also an owner of the building) did in the Albert House’s case.
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