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	Cost of Preferred (or more likely) Option

	Total Net Present Value
	Business Net Present Value
	Net cost to business per year (EANCB on 2009 prices)
	In scope of One-In, Two-Out?
	Measure qualifies as


	£95.33m
	£95.33m
	- £8.8m
	Yes
	Out

	What is the problem under consideration? Why is government intervention necessary?
The efficient operation of the UK insurance market is constrained in the areas of (1) the policyholder’s duty of disclosure (2) the onerous effect of insurance warranties and (3) the treatment of fraudulent claims. 
The default rules currently set in statute no longer meet industry expectations. They lead to increased transaction costs and disputes, and threaten to undermine the UK’s position in the global insurance market
Leaving these matters to industry self-regulation, as at present, creates an uncertain playing field where insurers may elect whether or not to enforce their strict legal rights. The existing default rules have been codified in statute, so they can only be changed by another statute. 



	What are the policy objectives and the intended effects?
The objective is to update the default regime for insurance contract law, by removing rules which no longer reflect good commercial practice. The default regime is designed to meet the needs of the parties in the great majority of insurance contracts, but does not impede freedom of contract for commercial parties.
The intended effect is to reduce transaction costs and disputes, while encouraging a well-functioning insurance market which allows for competition and choice, improving confidence in the industry.



	What policy options have been considered, including any alternatives to regulation? Please justify preferred option (further details in Evidence Base) 
Option 0. Do nothing. This would leave the law out-dated, inappropriate for the modern insurance market and  inconsistent with best practice.
Option 1. Reform the default regime based on accepted practice. This is the preferred option as it will provide a suitable basis for the vast majority of parties but will not restrict commercial parties’ ability to agree alternative terms. The intention is to take the Bill through the special procedure for uncontroversial Law Commission Bills.
Further options were considered but rejected because they did not did not command majority support from insurers and policyholders, and it is important that default rules are supported by most parties.



	Will the policy be reviewed?  Yes  If applicable, set review date:  2021

	Does implementation go beyond minimum EU requirements?
	N/A

	Are any of these organisations in scope? If Micros not exempted set out reason in Evidence Base.
	Micro
Yes
	< 20
 Yes
	Small
Yes
	Medium
Yes
	Large
Yes

	What is the CO2 equivalent change in greenhouse gas emissions? 
(Million tonnes CO2 equivalent)  
	Traded:   
     N/A
	Non-traded:   
N/A
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Summary: Analysis & Evidence
Policy Option 1
Description:  Targeted package of insurance contract law reform
FULL ECONOMIC ASSESSMENT

	Price Base Year  2014
	PV Base Year  2014
	Time Period Years  10
	Net Benefit (Present Value (PV)) (£m)

	
	
	
	Low:        75.96
	High:         114.79
	Best Estimate:        95.33


	COSTS (£m)
	Total Transition 

(Constant Price)
Years


	Average Annual 
(excl. Transition) (Constant Price)
	Total costs (present value)

	Low 
	4.80 
	2
	0.40
	8.12

	High 
	4.80 
	
	0.60
	9.79

	Best Estimate


	4.80 
	
	0.50 
	8.96

	Description and scale of key monetised costs by ‘main affected groups’ 
Transitional costs: Insurers: Includes new documentation and training. For generalist insurers this is estimated at £1.25m, and for specialist insurers at £3.55m.
On-going costs: Insurers and policyholders: more cases may be taken to the appeal courts on points of law (estimated between £0.4 million and £0.6 million with £0.50 as the best estimate)
 

	Other key non-monetised costs by ‘main affected groups’ 
There will be a period of uncertainty as all affected groups (policyholders, insurers and brokers) adapt to the new rules.

	BENEFITS (£m)
	Total Transition 

(Constant Price)
Years


	Average Annual 
(excl. Transition) (Constant Price)
	Total Benefit 
(Present Value)

	Low 
	0
	   
	10.11
	84.08

	High 
	0
	
	14.98
	124.58

	Best Estimate


	     0
	
	12.54
	104.29

	Description and scale of key monetised benefits by ‘main affected groups’ 
No transitional benefits

On-going benefits: Policyholders: savings in time spent preparing presentations before purchase of insurance (between £1.24 million and £2.48 million, with £1.86 million as the best estimate). 
Insurers and policyholders: fewer disputes (between £3.62 and £7.25 million, best estimate £5.43 m). 

Insurers and non-fraudulent policyholders: there may be a small reduction in the number of fraudulent claims (savings estimated at £5.25 million).


	Other key non-monetised benefits by ‘main affected groups’ 
The increased effectiveness of insurance, avoiding a ‘market for lemons’ where there is information asymmetry between the insurer and policyholder. 

A balanced outcome for parties where insurance warranties are breached.
Fewer cases where insurance fails leading to an increased level of confidence in the UK insurance market, including for overseas buyers. 

	Key assumptions/sensitivities/risks
	3.5%

	Key assumptions: Making law easier to understand will lead to increased compliance by policyholders with pre-contractual duties and conditions in the policy; 
Insurance purchase will be more efficient, and policies will be more accurately priced based on a proper understanding of the risk;
Insurance cover will be less subject to unanticipated failures.

Risks: 
More disputes on new points of law; 
A greater degree of contracting out, removing some of the benefits of the reform. 



BUSINESS ASSESSMENT (Option 1)

	Direct impact on business (Equivalent Annual) £m: 
	In scope of OITO?
	  Measure qualifies as

	Costs:      0.8
	Benefits:            9.6
	Net:             8.8
	Yes 
	Out


Evidence Base
Insurance contract law: updating the Marine Insurance Act 1906
Introduction
1.1 Commercial insurance contract law is based on freedom of contract: the parties are free to agree their own terms. This is and will remain a fundamental principle. However, by necessity, contract law must provide a default regime – that is, it must set out the rules which apply in the absence of alternative agreement or choice. There is now an increasing understanding that default schemes matter. As Thaler and Sunstein argue in their influential book, Nudge, default schemes form part of the “choice architecture” and have major impacts on people’s behaviour: “research shows that whatever the default choices are, many people will stick with them”, even when the stakes are high.
 

1.2 The problem is that the default regime for insurance contracts was developed by judges in the eighteenth and nineteenth century, and was codified in the Marine Insurance Act 1906. Despite its name, the 1906 Act has been taken to apply to all forms of insurance.

1.3 The 1906 Act is now seriously out of date. The rules were designed to protect a fledgling insurance industry against exploitation by the insured. They therefore provide insurers with several mechanisms to refuse claims, even where this does not reflect the commercial merits of the case. Despite these problems, most (though not all) parties continue to contract on the basis of the 1906 Act because of the costs and difficulties of contracting out of the default regime. 
1.4 Even where the parties contract on the basis of the 1906 Act, it is rare for insurers to refuse claims for commercially unmeritorious reasons. However, this remains a possibility, leading to problems of “quality uncertainty”. In other words, insurance buyers find it difficult to assess the quality of insurance when entering the contract. They cannot tell whether the claim will be paid without difficulty, or whether the insurer will exploit loopholes in the law to delay payment and reduce the size of settlements. The effect may be a “market for lemons”, where poor quality products drive out the good ones. Buyers may be forced to buy poor quality insurance for low prices, when they would prefer to buy good quality products for higher prices.
1.5 The aim is to update the default regime for commercial insurance, by removing rules which no longer reflect good commercial practice and replacing them with ones which are broadly neutral between insurer and insured. The new provisions reflect the recommendations of the Law Commission and Scottish Law Commission, which follow detailed consultation with insurers and buyers over more than seven years. The intention is to introduce these rules through the special procedure for uncontroversial Law Commission Bills. 
1.6 The new rules reflect what is considered to be broadly right for the generality of the market. They may not meet the needs of all parties, especially in sophisticated and specialist markets. In these cases, commercial parties will remain free to contract on different terms, provided that they do so on a transparent basis. 
Problem under consideration

Problems with the current law
1.7 There are three areas where the Marine Insurance Act 1906 requires updating:
(1) Disclosure 

A commercial policyholder is required to disclose every material circumstance which it knows or ought to know to the insurer before entering a contract. If a circumstance is not mentioned, the insurer may “avoid” the contract and refuse all claims. There is continuing evidence that the duty does not work well. In particular:
(a)
The duty is poorly understood – and often appears so onerous that policyholders do not know how to go about complying with it, or whether they have managed to comply. This means they do not know whether their insurance is valid.
(b)
The statute appears to allow insurers to play a passive role, without asking questions about relevant issues. This allows “underwriting at claims stage”, where insurers ask questions only when a claim arises, and then use that information to threaten refusal of the claim. 

(c)
Avoidance is an “all or nothing” remedy, which leads to adversarial disputes. It can be overly harsh, allowing insurers to refuse the whole claim even if, had they known the full information, they would still have accepted the risk but at a slightly higher premium. Although complete refusals are rare, avoidance is a powerful negotiating tool which can be used to reduce the scale of payments.

This issue applies only to commercial insurance. The duty of disclosure in consumer insurance has already been reformed.
 
(2) Warranties 
Typically, a warranty is a promise by the policyholder to do something to mitigate the risk, for example to maintain a fire alarm. It is fair that if the policyholder fails to mitigate a risk, the insurer should not be liable to pay for loss. However, there are three problems with the current law as set out in the 1906 Act:

(a)
Any breach of warranty completely and permanently discharges the insurer from liability. The insured cannot use the defence that the breach has been remedied. For example, if the alarm fails and is then repaired, the insurer can refuse a claim which occurs after the alarm has been restored to full working order. This means there is no incentive for policyholders to remedy breaches.
(b)
The breach of warranty discharges the insurer from all liability, not just liability for the type of loss in question. For example, the insurer may refuse an unrelated claim (for example, for flood damage) on the basis of the breach of the fire alarm warranty.
(c)
A statement may be converted into a warranty using obscure words that few policyholders understand. For example, if a policyholder signs a statement on a proposal form that their answers form the “basis of the contract”, this converts all the answers into warranties. This means that where a policyholder makes a minor mistake on an application form, the insurer is discharged from liability for all claims, even if the mistake has no bearing on the risk. 
For many years, the courts have attempted to moderate the harshness of the law with creative reasoning. This approach has allowed the courts to do justice in some individual cases and it discourages insurers from taking purely technical points. While this has its advantages, it also introduces complexity and uncertainty so that it is difficult to predict how insurance will respond.

These problems have only a limited effect on consumer insurance, where “basis of the contract” clauses have already been abolished and further protection is provided by Financial Conduct Authority (FCA) rules and the Financial Ombudsman Service (FOS).
 The main effect is on commercial insurance.  
(3) Remedies for fraudulent claims 
Insurers are particularly vulnerable to fraud by policyholders. Fraudulent insurance claims are a serious and expensive problem. The Association of British Insurers (ABI) reported that insurers uncovered over 124,000 fraudulent claims in 2012. The value of these claims totalled £1.3 billion.
 The ABI have also established that large amounts of fraud remain undetected.
 

It is accepted that the law needs to provide clear, robust sanctions. Although insurance fraud is a criminal offence, prosecutions are relatively rare, meaning that the civil law has an important part to play in deterring fraud. The civil courts have held that a policyholder who fraudulently exaggerates a claim forfeits the whole claim, including the genuine part. However, there is uncertainty over the effect of a fraudulent claim on subsequent claims. This uncertainty needs to be removed.
This issue affects all forms of insurance, including consumer and commercial policies.

Scope and scale of the issue

The size of the UK insurance industry 
1.8 The UK insurance industry is the largest in Europe and the third largest in the word, behind the United States and Japan.
 In 2012, UK general insurance companies received worldwide net premiums of £46.8 billion and paid out net claims of £30.6 billion.
 
1.9 The insurance industry is a major exporter – about 26% of the UK insurance industry’s net premium income comes from overseas business.
 As such, the position of UK insurance law needs to be justified to an international audience. Although the Marine Insurance Act 1906 was followed throughout the common law world, most jurisdictions have now updated their default regimes, leaving the UK out of line with international expectations.
 
1.10 Below we consider each of the three areas: disclosure; warranties; and remedies for fraudulent claims. We identify which part of the insurance market is affected by each. 

Disclosure: who is affected by the issue?   
1.11 The 1906 Act places a duty on commercial policyholders to disclose all material facts to an insurer before entering into an insurance contract. This does not apply to consumer insurance, where reform has already been introduced by the Consumer Insurance (Disclosure and Representations) Act 2012.

1.12 In theory this onerous duty affects all non-consumer insurance, from micro-businesses and small and medium businesses, to large risks, marine insurance and reinsurance. However, its effect is much more significant for larger businesses. This is because of the different ways in which insurance is placed.
A description of the placement process

1.13 In 2007 the ABI commissioned PricewaterhouseCoopers LLP (PwC) to investigate the financial impact of insurance law reform.
 The PwC report describes the current approach to collecting information from commercial policyholders.

1.14 At one end of the scale, many businesses are sent proposal forms in the same way as consumers. The report comments:

For small commoditised risks, commercial property is written on a similar basis to personal lines in that there is a standard set of questions on the basic details of the property and business operation being underwritten. There are then general questions to obtain complete disclosure.

1.15 The reforms would have less effect on this market. Where a specific, limited question is asked, the courts have held that the insurer waives its right to receive other information on the same subject.

1.16 For large risks, the policyholder is required to take the initiative in presenting the risk. The PwC report explains how this works for the marine market: 

The current practice when placing marine insurance is for the broker to present the risk to the underwriter. During this presentation the broker is expected to disclose all the key material facts to allow the underwriter to understand the risks and make a coverage decision.

Based on this presentation and the material facts disclosed to them, underwriters pose additional questions to the broker. These questions tend to be specific and focus on the areas where the underwriter perceives a high risk.

1.17 One problem is that the 1906 Act does not require insurers to ask additional questions. There are indications within the case law that they should, but the law in this area is not certain. A policyholder may therefore breach its duty even where, if the insurer had asked suitable questions, they would have discovered the correct information. 
1.18 For large firms, the cost of preparing presentations can be considerable. Airmic represents the insurance buyers and claims handlers for about 75% of FTSE 100 companies and a substantial number from FTSE 250 and smaller firms. An Airmic survey found that 75% of members spent between two and six months each year preparing the information they submit to insurers. 38% of submissions for property risks exceeded 50 pages; 36% did so for casualty insurance; and 26% for directors’ and officers’ liability insurance.
 Yet few businesses can be sure that all the necessary information has been included.
1.19 Because of the uncertainty, the law encourages “data dumping”, whereby buyers overwhelm insurers with large quantities of unsorted information. A report by Aviva and Mactavish cites an example where a FTSE 100 company gave the insurer 3,000 pages of information across 150 un-indexed documents and emails. This meets the legal test, but does little to ensure an appropriate exchange of information. 
1.20 The reforms are aimed at this process, clarifying what needs to be disclosed, encouraging insurers to ask appropriate questions and providing penalties for “data dumps” where no attempt is made to sort the relevant from the irrelevant. 

Disclosure: which business policyholders are affected? 

Micro-businesses

1.21 Initially, it seemed likely that the very smallest businesses would be particularly disadvantaged by the default rules of insurance contract law. The Law Commissions therefore examined the possibility of providing special protection to firms with fewer than 10 staff.

1.22 In fact, the evidence suggests that micro-businesses experience fewer problems than larger businesses in this area.
 Small to medium businesses are usually asked specific questions, which makes the disclosure process less onerous. They also make smaller claims, which are less likely to be questioned. 

1.23 In 2010 the Law Commissions worked with the British Insurance Brokers Association to survey its members on this issue.
 Out of the brokers replying, over half (55%) said that none of the claims they dealt with in the last two years had involved a dispute about non-disclosure or misrepresentation. Only 8% of brokers in the survey had encountered more than 5 disputes over non-disclosure or misrepresentation in the last two years. Where disputes do arise, micro-businesses may complain to the FOS, who decide on the basis of fairness rather than strict law. Again, the FOS receives relatively few cases on non-disclosure.


Large businesses

1.24 By contrast, large businesses are expected to present the risk without insurers asking questions or indicating what they wish to know. They then make larger claims, which are more likely to face legal challenge. 
1.25 Mactavish is a research and advisory service specialising in insurance and risk. In 2011 it reported that the greatest problems are experienced by businesses with a turnover of between £50 million and £5 billion.
 This is the group who are most affected by the failure to update insurance law over the last 100 years, and who would receive the greatest advantages from the reform.

1.26 In 2012 and 2013 the Mactavish group updated its previous report by interviewing around 400 UK businesses with an annual turnover of £50m or more in both the public and private sectors. It found a high level of disputes. In all, 40% of respondents reported making a significant insurance claim within the previous three or four years. However, only a quarter of these claims were progressing (or resolved) to the company’s satisfaction. Disputes had arisen in 45% of claims. These disputes were often lengthy: resolved disputes had lasted an average of just under 3 years.
 

1.27 The four main grounds for dispute were (in order): policy coverage; quantification of loss; breach of warranty or condition; and non-disclosure. Mactavish summed up the position in its response to the Law Commissions’ 2012 consultation paper as follows:

The current corporate insurance market is characterised by too much coverage uncertainty, too many disputes, too much leverage of dispute potential in negotiation and too little work to narrow the scope for dispute at the placement stage.
1.28 In 2010, Airmic surveyed its members’ experience of problems with the duty of disclosure. The survey also revealed a high level of disputes: 31% of participants had experienced issues of non-disclosure raised against them in the last five years, and 5% had been involved in litigation on the issue. 

1.29 In 2013 Airmic found that non-disclosure continued to be a concern. When asked to identify “the five aspects of the insurance market which are of most concern to you”, just over half (53%) mentioned “innocent non-disclosure of material information”. This put it top of the list. Meanwhile, a third mentioned “warranties and basis of the contract clauses”. 
1.30 In the current economic climate it may be difficult for a business to borrow money while waiting for its insurance claim to be paid, meaning that the business is vulnerable to delay. This puts pressure on companies to accept lower settlements.
Disclosure: which insurers are affected? 

1.31 In 2012/13, 976 insurers were authorised to sell general insurance in the UK and 548 were passported in under the 3rd Non-Life Directive. However, the reforms would have only a limited effect on those selling “standard packages” to small and mediums businesses, or who use proposal forms. 
1.32 The main effects of any reform would be felt in specialists markets, particularly at Lloyds. This market is concentrated within around 125 firms. These include the 62 full members of the Lloyd’s Market Association (LMA)
 and the 40 full members of the International Underwriting Association (IUA),
 together with a few others. These insurers will need to consider the reforms to decide when and how they may wish to contract out of the default rules. This will have some transitional costs, as is explored below. 

Disclosure: the costs of disputes 

1.33 Given the concerns about the level of insurance disputes over non-disclosure and warranties, the Law Commission attempted to estimate the extent and cost of these disputes. As described in Annex B, it triangulated its findings, looking at three separate sources: the number of cases reaching the courts; the disputes reported from survey evidence; and the earnings by specialist insurance lawyers. 

1.34 It is estimated that the annual cost of disputes over non-disclosure lies between £50 million and £60 million a year.
 Although these estimates can only be made in general terms, they provide an indication of magnitude. It is not suggested that the law reform will remove all disputes, but it is designed to remove some cause for dispute, leading to a reduction in these costs. 
The law of warranties: who is affected? 
Consumers
1.35 Technically, sections 33 and 34 of the Marine Insurance Act 1906 apply to consumers, but in practice, they have only a limited effect on consumer insurance. For consumers, basis of the contract clauses have already been abolished.
 Furthermore, FCA rules prohibit insurers from refusing consumer claims for breach of warranty where the claim is unconnected to the breach.
 A 2006 survey of 50 warranty related complaints to the Financial Ombudsman Service (FOS) did not find any cases in which insurers had refused claims on the basis of warranties which had already been remedied.
Micro-businesses
1.36 The problems have a limited effect on micro-businesses, who can also seek redress from the FOS in the event of unfair refusals. The Law Commissions considered 18 complaints from small business concerning warranties and did not find any cases in which an insurer had refused a claim because of an unrelated breach of warranty. 
Larger policyholders
1.37 Again, the main problems arise for larger policyholders. In 2011, the Mactavish Report confirmed that firms turning over between £50 million and £5 billion were particularly vulnerable.
 
1.38 In the study only 2% of business customers had reviewed wording and held discussions with insurers about potential loss scenarios. The authors comment that:

Key legal terms such as warranties and their implications when it comes to policy coverage are not understood.

1.39 The research found that insurers rarely refused claims for unconnected breaches. However, they were taking a tougher stance on claims and firms could no longer rely on insurers’ goodwill. Even if claims were not refused outright, insurers could use legal technicalities to delay payment.
1.40 If a policyholder signs a statement that the content of the proposal form or presentation is the “basis of the contract”, this converts all the representations made into warranties. This means that where a policyholder makes a minor mistake, the insurer is entirely discharged from all liability. Such “basis of the contract” clauses are common. Mactavish found that they were included on 62% of all proposal forms. However, these clauses were often included as part of “boiler plate” standard wording. Few buyers or insurers were aware of their legal effect. It is rare for insurers to refuse a claim for breach of “a basis of the contract” clause, but it is not unknown. In 2013 the Court of Appeal confirmed that where a basis of the contract clause was included, the insurer could refuse a claim for any inaccuracy, even if that inaccuracy was immaterial.

1.41 The cost of warranty disputes is discussed in Annex B. Based on the number of breach of warranty cases reaching the courts, the Law Commissions tentatively estimate the cost of warranty disputes as between £25 million and £35 million a year.  
The effect of fraud

1.42 Fraud affects all types of insurance and all types of policyholder. The National Fraud Authority’s 2013 Annual Fraud Indicator estimated insurance fraud at £2.1 billion.
 In 2013, insurers detected over 124,000 cases in general insurance, which reduced payments by £1.1 billion. Detected fraud in long term savings and protection insurance added a further £26.4 million.
 The ABI estimates that fraud adds, on average, an extra £50 to the annual insurance bill for every UK policyholder.
 
1.43 Fraud is often seen as an easy crime. The ABI’s 2012 Q4 Quarterly Consumer Survey found that 42% of respondents felt that insurance fraud was an easy way to make money quickly, and 27% believed the penalties for fraud were negligible. This is in line with earlier surveys suggesting up to 40% of the public believe it is acceptable or borderline to exaggerate an insurance claim, though very few would fabricate one entirely. This suggests that the current civil sanctions against fraud are not well known or understood and that ambiguities should be removed. 

The problems of contracting out

1.44 If larger policyholders are concerned about the default provisions on disclosure or warranties, it is open to them to contract out of the Marine Insurance Act 1906. However, this has practical difficulties. 

1.45 Insurance is noted for its low transaction costs. While businesses would normally employ lawyers to negotiate the terms of a £50 million bank loan, they routinely buy insurance for the same sum quickly and with no legal involvement. While this is an important advantage which needs to be preserved, it makes it difficult for buyers to negotiate terms to suit their needs.  

1.46 Research by Mactavish found that some buyers did seek better terms. However, their ability to negotiate was hamstrung by several factors. Some insurers were not willing to negotiate beyond their standard terms. Some did not appreciate the effect of some policy terms, such as basis of the contract clauses. Others provided assurances about their approach to claims payment, even though such assurances would not be admissible in a legal dispute. 

1.47 Even where more beneficial terms were agreed orally, there were frequently problems in ensuring that the terms were inserted correctly into policy documents. Problems included: delays in providing documentation; inserting the wrong clause, or inserting it in the wrong place, or putting the agreed terms alongside inconsistent standard terms. 
1.48 Mactavish comment that one area in which buyers sought to escape the problems of the Marine Insurance Act 1906 is through clauses to protect buyers from the consequences of innocent non-disclosure (IND). However, there are now a variety of IND clauses in circulation, leading to some uncertainty and confusion about the effect of the various drafts. Few of those involved understand the relevant legal detail. 
Rationale for Government intervention
1.49 The current default rules are over 100 years old and seriously out-of-date. Statutory codification by the 1906 Act has made it difficult for judges to develop the law to keep pace with modern developments, including the changing nature of communications, the growth of global businesses and developments in general contract law.

1.50 The current default rules provides several means by which insurers may refuse claims for commercially unmeritorious reasons. This means that insurance may fail to respond as expected, or at all. This is economically inefficient. It leads to a high number of disputes between insurers and policyholders, causing delay, expense and uncertainty.

1.51 The Government’s UK insurance growth action plan recognises the fundamental role played by insurance, “whether strengthening the resilience of local communities, sustaining regional growth or underpinning global trade”.
 It states:  

The Government wants to see an insurance sector that helps customers manage risk, puts its customers first, by harnessing the power of new technology and creating products that meet their needs, and has their trust and confidence.

1.52 English law and indeed the UK insurance market are competing in a global market place. Many competing jurisdictions have reviewed their default rules to make them more “insured friendly”. It is important that the international market place does not lose confidence in English law. 

The effect of quality uncertainty: a “market for lemons”? 

1.53 The fact that the default rules permit insurers to refuse claims for commercially unmeritorious reasons leads to information asymmetry. Policyholders cannot be sure whether insurers will pay as expected, for refuse to pay for a reason provided by the Marine Insurance Act 1906. 

1.54 This introduces problems of “quality uncertainty”. Economists have studied the effect of “quality uncertainty” on markets generally. The problem was first identified by Professor Akerlof in his 1970 essay, “The market for lemons”.
 In the US, a “lemon” is a second hand car which looks adequate but proves defective. Akerlof used this as an example of what happens when buyers cannot assess the quality of the product but sellers can. 

1.55 In his example, half the cars are “lemons” and half are good (“plums”). The owners of lemons are prepared to sell for $1000; the owners of plums for $2000. The buyers would be happy to pay more: $1200 for a lemon and $2400 for a plum. At first sight, this looks like a successful market, but unfortunately the buyers do not know which car is which. All they know is that half the cars are lemons. So they will discount the amount they are willing to pay to $1800, to allow for the fact that they may get a lemon. But the owners of plums are not prepared to sell for this sum, so they withdraw their cars from the market. As the better cars are withdrawn, the average quality falls. This leads to further reductions in price, leading more and more owners to withdraw. It is a race to the bottom.

1.56 To summarise: if buyers cannot tell good quality products from poor ones, the mere presence of poor quality goods can destroy the market for good quality goods. People who want to buy good products can no longer do so, even though they are happy to pay a fair price.

The relevance to the insurance market

1.57 The evidence suggests that the insurance market has some features of a market for lemons. Unable to assess quality, policyholders tend to buy on price. The emphasis on price then puts greater pressure on insurers to reduce quality. 

1.58 The Law Commissions review heard concerns about “naïve capacity”. This is where an insurer with little knowledge of the risk fails to ask questions, under-prices the risk, and then disputes the claim. Under the current law, such an insurer may be absolved from paying claims if, for example, the insured failed to volunteer material information. Naïve capacity effectively operates as a “lemon”, exerting a general downward pressure on prices. Many insurers do not use the excuses the law provides. However, insurers offering a good quality product remain vulnerable to competitive pressure from others, as long as policyholders do not know how any particular insurer will act in a particular situation. 

1.59 Policyholders may want to buy “plums”, and may be happy to pay for “plums”, but may be unable to do so. Policyholders may ask for better terms, but find it too difficult and resource-intensive to negotiate. Furthermore, when a policyholder asks for better terms, the insurer may suspect that the policyholder is contemplating a dubious claim, leading to an outright refusal. The problem with the current law is that policyholders may be forced to buy poor quality insurance for low prices when they would prefer to buy good quality insurance for higher prices. 
1.60 A well functioning market provides a range of products and costs, allowing purchasers to make choices between products based on their needs and budget. 
Three risks

1.61 Three possible risks have therefore been identified: 

(a) Insurance purchase will be lower across the economy than the level which sensible risk transfer would suggest. There are also economy-wide benefits stemming from the purchase of insurance which go beyond the private contractual arrangements of the two parties.
(b) Insurance may fail to respond as anticipated, leaving individual policyholders unable to recover losses. This in turn may result in business failure, with knock-on consequences for the economy as whole. It may also expose taxpayers to the risk of having to compensate for a shortfall.
(c) The competitive position of the UK insurance market may ultimately decline. 

The need for legislation

1.62 The default rules for insurance contracts were codified in statute in 1906. Once law has been codified, the only way which the default rules can be changed is through primary legislation.

Policy objectives
1.63 The aim is to provide a workable default regime that meets the needs of the parties in the great majority of insurance contracts, but does not impede freedom of contract for commercial parties. 

1.64 The default rules should provide appropriate incentives for both insurer and policyholder to behave appropriately. In particular, they should meet the following objectives.
(1) On disclosure: to encourage the full exchange of relevant information between insurer and insured so that an insurer can price the insurance based on a proper understanding of the risk, meaning therefore that the insurance cover is less subject to unanticipated failures. This should be done in a way which reduces transaction costs and disputes.
(2) On warranties: to ensure that warranties operate in a way which recognises their special nature in insurance law but does not unduly penalise policyholders.

(3) On remedies for fraudulent claims: to provide clear, robust remedies for insurers against policyholder fraud.

Consultation with stakeholders
1.65 The main stakeholders for these reforms are:

(1) Insurers;
(2) Brokers;
(3) Lawyers and judges; and
(4) Commercial policyholders

1.66 The proposals follow considerable consultation with all four groups of stakeholders over seven years. 

The Law Commissions’ review

1.67 In 2002 a British Insurance Law Association committee (including insurers, loss adjusters and lawyers) asked the Law Commission to consider the issue.
 In 2006 the Law Commission and the Scottish Law Commission established a joint review of insurance contract law.  
1.68 The first consultation paper (in July 2007) set out proposals for reform of the disclosure rules and warranties.
 It received 105 written responses and led to over 50 meetings with insurers, policyholders, brokers, lawyers and representative groups.
 For consumer law there was agreement on a draft Bill, which was passed though the procedure for uncontroversial Law Commission Bills and became the Consumer Insurance (Disclosure and Representations) Act 2012. 

1.69 For business insurance law, the responses led to the proposals being reconsidered and refined through a series of nine issues papers and over 100 meetings with interested parties.

1.70 In December 2011, the Law Commissions published a second consultation paper and impact assessment, covering a variety of topics including remedies for fraudulent claims.
 It received 39 written responses, and a summary of responses was published in December 2012.
1.71 In June 2012, the Law Commissions published a third consultation paper and impact assessment. It dealt with the duty of disclosure in business insurance, and insurance warranties in all types of contract.
 A total of 50 responses were received, and a summary of responses published in March 2013. 

Support for reform 

1.72 There is widespread support for reform across the insurance market including from insurers, brokers, lawyers, regulators, trade associations, judges and individual policyholders.

1.73 It is important that the default regime reflects the terms which most buyers and sellers would chose, in the absence of transaction costs, if they were fully informed and gave the matter full attention. Therefore, no change is recommended without a substantial majority in favour, including support from both buyers and insurers.
1.74 Support for the main changes is illustrated in Annex A.
Options for reform 

1.75 This impact assessment compares two options;
(1) Option 0: do nothing

(2) Option 1: legislate for new default rules which meet the needs of most market participants.
1.76 The main elements of Option 1 are set out below.
A description of Option 1: new default rules to meet the needs of market participants

1.77 The recommended reforms build on the current case law. As set out in Annex A, they command support for the generality of insurance contracts. The main elements are set out below.
A clearer duty of fair presentation 
1.78 Under the current law, commercial policyholders are required to disclose “every material circumstance” which the policyholder “knows or ought to know” before concluding a contract. This is an onerous and uncertain duty, which businesses find it difficult to comply with.
1.79 The new duty still requires a commercial policyholder to make a fair presentation of the risk before entering into an insurance contract. However, it does so in a clearer way. It is also more reciprocal, encouraging active engagement by both insurer and insured:
(1) The policyholder must provide sufficient information to allow the insurer to decide whether to accept the risk, either on the presentation alone or by being alerted to the need to ask further questions. Insurers would not be entitled to refuse claims if they were alerted to the need to ask questions but failed to do so. 
(2) Policyholders would be required to structure and signpost their presentations in a clear and accessible way, rather than “dump” large quantities of unsorted data.

(3) The duty would be clearer: by clarifying what a corporate policyholder “knows or ought to know”; and by giving examples of what circumstances might be material. It would also clarify that insurers should know their business – that is things which an insurer of that sort would reasonably be expected to know.
(4) An honest breach of the disclosure duty would entitle the insurer to be put in the position they would have been in if the error had not been made (a proportionate remedy). A dishonest breach of the disclosure duty would entitle the insurer to refuse all claims and retain the premium. 
1.80 As explored below, this is only a default rule. Commercial insurers would be free to agree alternative arrangements if they wished. 

Warranties and “basis of the contract” clauses
1.81 The new rules would reform the law of warranties to bring it into line with market expectations. 
(1) “Basis of the contract” clauses would be abolished. If insurers wish to create warranties, they must do so explicitly in the contract.

(2) A breach of warranty would suspend the insurer’s liability rather than ending it entirely. If the breach is remedied, cover revives. For example, if the policyholder warrants “working burglar alarm at all times”, the insurer is not liable to pay theft claims which arise while the alarm is not working, but is liable to pay claims which arise after the alarm has been repaired. 
(3) If a warranty or other term aims to reduce the risk of loss of a particular kind (or a particular place or time), the insurer would remain liable for losses of a different kind (or at different place or time). For example, a failure to employ a night watchman would not remove liability for losses during the day.
1.82 These changes would be mandatory in consumer insurance (to reflect the position already required by the FCA and the FOS). Commercial parties would be free to agree alternatives to (2) and (3).  
The insurer’s remedies for fraudulent claims

1.83 The new rules should provide clear, robust sanctions against policyholder fraud. Under Option 1, where a policyholder acts fraudulently, the insurer should:

(1) have no liability to pay any part of the fraudulent claim (including valid elements); 

(2) be entitled to refuse all claims arising after the fraud; but

(3) remain liable for legitimate claims arising before the fraud.

1.84 These remedies would be mandatory in consumer insurance. In commercial insurance, the parties would be free to include more onerous sections, including (if they wish) repaying valid claims paid before the fraud took place. 

Contracting out

1.85 Commercial parties are free to agree alternative arrangements in their contracts. These rules are intended to be suitable for the general market, but in sophisticated, high-risk markets other terms may be more appropriate. 
1.86 There would be no restrictions on the extent to which the regime can be altered by contract. However, where an insurer wishes to include a contractual term which puts the insured in a worse position, it would be required to satisfy two procedural requirements: 
(1) The insurer must take sufficient steps to draw the term to the insured’s attention before the contract is entered into; and

(2) The term must be clear and unambiguous as to its effect.

1.87 These rules are flexible. Where an insured is represented by a broker it would be sufficient to bring the clause to the attention of the broker. In sophisticated markets, where contracting out is well understood, it would be sufficient, for example, for the insurer simply to refer to a well-known standard clause by its acronym. 
1.88 In small business insurance, the insurer may need to do more – for example, putting the clause in a covering email or key facts document. This is intended to encourage insurers to consider whether they really wish to contract out of the default regime. By drawing attention to the less favourable clause, the insurer may forgo the opportunity to draw equal attention to another clause, which may be more of a “selling point” for the insurer. However, it is not intended to be a difficult process.
Other options considered but rejected

1.89 Other options were considered in the Law Commissions’ consultation papers. For example, the first consultation paper considered removing the duty of disclosure or limiting the duty of disclosure to what a reasonable policyholder would think was relevant. 

1.90 However, these options were rejected on the ground that they did not command majority support from insurers and policyholders. The aim of a default regime is to replicate the terms which the generality of buyers and insurers would negotiate for themselves, in the absence of transaction costs and other impediments. Options without such support have not been pursued.  
Costs and benefits of Option 0

1.91 The current legal framework is unsuitable for the modern insurance market. This means that it can be difficult to know whether insurance will respond as required. It also results in a high number of disputes. The total legal costs associated with disputes have been estimated at £75 to £95 million a year.

1.92 Leaving these matters to industry self-regulation creates an uncertain playing field where insurers may elect whether or not to enforce their strict legal rights. In court, judges may have the opportunity to manipulate the law to do justice in individual cases, but only for parties who are in a position to pursue their arguments through legal channels. Failing to take action to reform the law in line with other jurisdictions could ultimately pose a risk to the UK insurance market. 

1.93 Insurance is not only important for the individual consumer or business customer. Where insurance fails it has ramifications for the whole economy. 

1.94 One advantage the UK enjoys is that some unusual risks, considered uninsurable in other jurisdictions, are insured in the London market using English law. It has been suggested that the current law benefits this market. However, the proposed reforms are simply a default regime and insurers will be able to contract out of our default regime and make bespoke contractual arrangements where this is appropriate. This market would not be prejudiced. 

Costs and benefits of Option 1
Overview
1.95 The main costs are the transitional ones. Insurers will need to review their policies to consider whether to change their contract terms in light of the reforms. There may also be greater use of the appellate courts as the new rules bed in, though in the longer term the level of disputes is expected to reduce. 
1.96 Looking at transaction costs, savings are anticipated. There are currently substantial difficulties in contracting out of the Marine Insurance Act 1906 towards a regime which is more “insured friendly”. It is anticipated that there will be fewer costs in contracting out of the new default regime towards one which is more “insurer friendly”. The reforms also provide greater clarity over what information should be disclosed, permitting a more routine process, which can be completed by staff at a more junior level. 
1.97 The proposals are also designed to reduce the effects of “quality uncertainty”. If buyers are more aware of reasons why the insurer may refuse claims, they will be better able to weigh quality against price, rather than buying on price alone. Those who wish to pay more for higher quality insurance will find it easier to do so. This in turn would lead to fewer unexpected insurance failures, leading to fewer business failures and more trust in the UK insurance industry. 
1.98 It is difficult to quantify the costs and benefits with precision. Contract law is simply one background factor and it is not possible to isolate its effects from the many other factors which affect the market. This impact assessment takes a proportionate approach to quantification. Where there is uncertainty over benefits, an extremely conservative approach has been taken, and many anticipated benefits have not been quantified at all. 

COSTS

Transitional costs 

The general market
1.99 It is anticipated that in the general insurance market the transitional costs will be low. Insurers may wish to consider whether to contract out of the new regime, but it is not anticipated that many will do so as the new default rules incorporate existing best practice and are generally agreed to be suitable for more insurance contracts in the general market. There will be some review costs, but insurers already conduct regular reviews of policy wording in any event. An implementation period of 18 months has been agreed with the industry to allow any necessary reviews to be incorporated into usual cycles. Furthermore, these proposals follow prolonged consultation with the industry, so several insurers have already considered their response. For example, Aviva has published a paper welcoming the proposals, stating that they have already instigated a wording review “to create clearer contracts for their clients”.
 As discussed in Annex A, other insurers have also agreed with the need for reform and engaged with the process. 

1.100 It is also expected that training costs would be low, for two reasons. First, the industry already has generous training programmes. Secondly, the changes introduced by the Bill are based on existing best practice and decisions in case law so do not represent a wholesale change in approach. The Chartered Institute of Insurers (the CII) commented on the Bill in its press statement: 

This Bill would almost complete the range of reforms to insurance contract law to make it consistent with current regulatory and legal practice.
1.101 This suggests that for the general market training costs will be minimal and easily absorbed within existing training arrangements. The main difference from a claims handling point of view is the introduction of proportionate remedies for non-disclosure and misrepresentation, but these remedies already apply in the consumer market, so they are already well-known within the motor and property insurance sector. 
1.102 To confirm these expectations and to estimate the transitional costs, consultations were conducted with the CII. The CII is the largest professional body for individuals and firms who work in insurance and financial planning. It has 111,808 members across all insurers, reinsurers, insurance brokers, banks and independent financial advisors and is the largest single provider of insurance training.
 All CII qualified members must complete a minimum of 35 hours of compulsory CPD in a 12 month period of which at least 21 hours must be structured CPD. CII members would therefore be attending this type of training in any case.
1.103 The CII advised that it does not expect to incur any additional costs as a result of the proposals, as they regularly refresh their courses to reflect relevant changes; the costs of updating are budgeted as part of the continuing course revision programme. They said:
We update our exams and learning materials on a regular basis to incorporate legislative or regulatory changes (e.g. changeover from FSA to FCA; new Pensions Acts, etc) so this would be part of our regular process of content refresh.

1.104 Despite these assurances, there are likely to be some costs, though it is extremely difficult to quantify this figure. In October 2012, the Law Commissions’ consultation on non-disclosure and warranties asked how much it might cost to review processes, develop protocols and train staff for proposed reforms. However, no consultees provided figures. Although some specialist insurers said the costs would be significant (as discussed below), general insurers did not raise concerns. 
1.105 When asked insurers said they had not yet considered how they would approach training on the changes.
1.106 In the absence of specific data from insurers we have looked at comparable exercises in the past. The best example is the estimated costs of review and training for CIDRA, which was a similar exercise in terms of scale and complexity, and is thought to have affected a market of a comparable size. CIDRA introduced very similar provisions for the consumer market, including proportionate remedies for non-disclosure and the abolition of basis of the contract clauses.

1.107 The CIDRA impact assessment estimated one-off transitional costs of £1.25 million.
 
1.108 In the absence of better estimates, the CIDRA figure has been used in this impact assessment. The one-off training costs for this measure in the general sector are estimated at £1.25 million.

The specialist sector

1.109 The main cost associated with this proposal will be felt within the specialist market. As we have seen, this market is concentrated within around 125 insurers (including the 62 full members of the LMA and the 40 ordinary members of the IUA). These insurers will need to consider how far they wish to contract out of the new rules and then train underwriters and specialist claims handlers. The LMA said “the costs would be significant” – though they did not provide any further details. In October 2012, in response to a question about how much it might cost to review processes, develop protocols and train staff to adjust to the proposed reforms, the IUA said its members had confirmed that there would be additional costs in reviewing and amending existing policy documentation and reviewing and cataloguing the underwriting decision, but they did not mention training costs. Neither organisation was able to give any quantification.
1.110 The costs to the specialist sector have been considered under two heads. The first is for insurers to review the effect of the reform on their terms of business, drafting clauses to contract out of the regime where appropriate. The second is the cost of training underwriter and claims staff in the reforms and new draft clauses. To reduce the costs, implementation will be delayed for 18 months following Royal Assent. It is expected that the review will take place in Year 1 and the training in Year 2.

1.111 These assumptions are explained in Annex E and summarised in Table 1 below. 
Table 1: Transitional costs for the specialist market

	 Year 1

	Senior staff review time
	Each of 125 specialist insurers allocates 10 days of senior staff time, reviewing the new rules and considering from a strategic point of view, including instructing lawyers and deciding on training requirements, at a cost of £809 per day.
	125 insurers x 10 days x £809 = £1,011,250

£1.011m

	Legal review and redrafting
	Half of the specialist insurers jointly instruct lawyers to review and amend wordings to reflect new rules. The other half instruct their own lawyers to do a similar exercise.
	£554,000

£0.554 m

	Year 2

	Training of senior staff
	2,500 senior staff are sent on a half day external training course at a cost of £382 each.
	2,500
 x £382
 = £955,000

£0.955 m

	Training of junior staff
	12,500 junior staff receive 2 hours of in-house training at a cost of £58 each.
	12,500
 x £58
 = £725,000

£0.725 m

	Preparation of in-house training
	Each of the 125 insures allocates 3 days of senior underwriting staff time to preparing in-house training, at £809 a day. 


	125 insurers x 3 days x £809 = £303,375

£0.303 m

	Total 
	
	£3.55 m


Annual costs: Appeal rulings to resolve legal uncertainty
1.112 Any new law involves new legal challenges, as new points of law are litigated before the appeal courts. There is a risk that the effect of legal reform will be that some disputes which would have been resolved at High Court level may now be taken to the Court of Appeal for a ruling on legal issues. 
1.113 There is already a high level of appellate decisions. In a 10 year period, the Law Commissions identified 15 appeals over non-disclosure and 8 appeals over warranties, suggesting that the law is far from certain at present. Consultation feedback has indicated the likelihood of a significant increase in the number of appeals on points of law, at least in the first 10 years as precedent is developed. On this basis, it is estimated that the effect of new law will double this number, leading to an additional 23 cases before the Court of Appeal over 10 years, or between 2 and 3 per year. 

1.114 The limited evidence from Lord Jackson’s review of costs put the additional costs generated by an appeal at £35,000, or £70,000 for both sides. At a cost of £70,000 per appeal, 2.3 appeals would generate additional costs of £161,000 a year. However, given the Law Commissions’ experience and knowledge of the legal sector, it is known that £70,000 is an extremely low estimate for a Court of Appeal case on an insurance law issue. This was confirmed by a number of contacts in the insurance legal world, who advised that £100,000 for each side, or £200,000 in total per appeal, is the better estimate. At £200,000 per appeal, 2 appeals would generate additional costs of £400,000 per year, and 3 appeals would generate additional costs of £600,000 per year. Because the number each year will vary, the mid point has been taken as an average and best estimate. The best estimate is therefore £500,000, or £0.5 million a year. 
BENEFITS

No transitional benefits

On-going benefits
Easier to negotiate desired terms
1.115 The aim is to achieve a quality/price ratio which meets the needs of the parties at the lowest transaction cost. The question is therefore whether it is more cost effective for buyers to contract-in to a more “insured-friendly regime”, or for insurers to contract-out into a more “insurer-friendly” one. It is anticipated that the new default rules will be more cost effective for three reasons:

(1) Consultation suggests that the new default rules meet the needs of most parties. Fewer people would wish to contract out.
(2) Insurers can bring economies of scale to the issue. They are better placed to consider and draft terms, and to ensure that they are included within policy wordings.
(3) There is evidence that buyers find the process of asking for better terms lengthy and difficult. They may face suspicion from insurers; they may not be aware of the exact term to meet their needs; and even where terms are agreed in principle there are administrative difficulties in placing them within policy terms. 
1.116 This is perceived as one of the key benefits for buyers, but it has not been possible to quantify this benefit. 

Reducing the costs to business of preparing presentations
1.117 The new default rules are also designed to make the presentation process more efficient, by clarifying what a corporate policyholder “knows or ought to know” and by giving examples of what circumstances might be material. The new rules encourage dialogue between insurer and policyholder and discourage inefficient “data dumps” of excessive or unstructured information. 

1.118 The current presentation process is onerous for larger firms, often involving several months to collate copious quantities of information. Airmic’s 2010 survey found that 38% of members took more than 3 months on this process, and 20% of property submissions were over 100 pages. The process was particularly difficult for the half of firms which operated in more than 10 territories, and the 40% with more than 7 operating divisions. One multinational company reported that it needed to send out 300 questionnaires to 10 operating divisions in each of 30 territories. Even where questionnaires were completed by more junior staff they had to be signed off by operational managers, and were often resented for their length and for taking senior staff away from pressing duties. As an illustration of the scale of the time taken, it was reported that when one operational manager in charge of 100 properties had complained that the cost of providing information was too onerous, a broker had helped him undertake the work for two to three days. In discussions with Airmic, it was suggested that at least 20% of information was simply defensive (“back covering”) and was of no real use to underwriters, but nevertheless took time to collate. 

1.119 The reforms are designed to simplify this process, by emphasising the importance of a reasonable search, clarifying whose knowledge is relevant, giving examples of material information and encouraging insurers to ask questions about what they wish to know. The aim is to focus the process on relevant information and remove much of the irrelevant information.
1.120 When the Law Commissions consulted on these proposals in 2012, they suggested that the time and cost of presenting a risk would be reduced by greater clarification of what information should be included. Only a few consultees engaged with this question, but most who did agreed. None provided any further information or attempted to value the benefits. Nevertheless, it is likely that focusing the process will allow many of these organisations to improve and streamline their information gathering exercise and cause less extraneous information to be reviewed by managers. It is estimated that this could reduce the demands on management time by as much as two days, although the time which could be saved will vary significantly based on how the company is arranged, who in the company is involved in the process, their current process for gathering information and the changes they make as a result of the new rules.
1.121 In the UK there are 6,595 businesses with 250 or more employees.
 Most take out multiple policies each year. Given the wide variety of businesses structures and practices, it is assumed that 50% (3,297) of these companies will be able to save management time. 
1.122 The cost of managerial time is calculated based on the average risk manager’s salary, taken from the Airmic Salary Survey 2012. The survey shows that, leaving aside the 15% of director level members (paid at a salary of over £120,000 a year), the modal salary was £65,000. Adding a 30% uplift for overheads, and assuming 225 working days,
 the daily rate is (65,000*1.3) / 225 = £375.56, or £376 per day.
1.123 Given the evidence provided by Airmic and Mactavish to the Law Commissions about business practices, as a low estimate it is assumed that 3,297 of the largest companies save one day of management time, leading to savings of £1,239,672. As a high estimate, it is assumed that they save two days, with savings of £2,479,344. This time may be saved in a variety of ways. For example, shorter questionnaires may save time for operational managers; less data may have to be collected; or it may be collected in a more routinised way. Given the vast array of differing arrangements, the mid-point between these (1.5 days) is taken as the best estimate, leading to savings of £1,859,508 or £1.86 million [best estimate].

A reduction in disputes

1.124 Large insurance claims generate a high level of disputes. The proposals are designed to reduce disputes by clarifying what policyholders are required to do when they present the risk. This would reduce the number of cases in which policyholders fail to disclose material information and make it easier to resolve issues if they arise. There is therefore potential for benefits to the court system in the longer term.
1.125 The Airmic survey revealed a high level of disputes: 31% of participants had experienced issues of non-disclosure raised against them in the last five years, and 5% had been involved in litigation on the issue. As discussed in Annex B, this suggests around 4,000 disputes over a 10 year period (or 400 disputes a year) on non-disclosure alone. A similar level of disputes is also experienced over warranties, though there may be some overlap between the two. 

1.126 It is not possible to predict with any precision how far these goals may be realised. The anticipated savings therefore have been kept extremely conservative and put within a wide range. In the impact assessment accompanying their 2012 consultation paper, the Law Commissions estimated a greater decline in the number of non-disclosure cases, suggesting a reduction of around 25%. A small number of consultees thought this was on the high side. The estimate has been revised accordingly. For the purposes of this impact assessment, the reduction in disputes has been estimated at between 5% and 10%, reducing the number of non-disclosures by between 20 and 40 per year across the economy as a whole. 

1.127 The reforms also improve the protection given to policyholders concerning warranties, removing “basis of the contract” clauses and reducing insurers’ ability to refuse claims for a breach of warranty which has already been remedied. The estimates assume between 5 and 10 fewer warranty disputes each year.  

1.128 As discussed in Annex B, the cost of each dispute is estimated at £116,050 in legal costs in total, together with a further £29,000 in internal costs (in terms of staff time and disruption to the business). This puts the total costs for each dispute at £145,050. Thus the reduction of 25 to 50
 cases per year would result in cost savings of between £3.62 million and £7.25 million a year. Because a more accurate estimate is not possible, the best estimate is taken as the mid-point, or £5.43 million.

1.129 These savings would be split between large buyers and insurers. 

A reduction in fraud

1.130 As we have seen, the cost of insurance fraud is estimated at £2.1 billion a year.
 The ABI estimates that fraud adds, on average, an extra £50 to the annual insurance bill for every UK policyholder.
 
1.131 The reforms are designed to provide clearer more robust civil sanctions against insurance fraud, combating the social perception that it is an easy crime. Law reform alone is unlikely to have a significant effect, but even a small reduction in fraud could have significant benefits for insurers and their customers. The cost estimates have assumed only a marginal effect, leading to a reduction of only 0.25% a year. The Law Commissions took a similar approach in the impact assessment accompanying their 2011 consultation paper. Consultees did not dispute it. This would lead to savings of £5.25 million a year.  
1.132 This saving would be experienced directly by insurers, and indirectly by all policyholders. 

Wider effects
1.133 There are also wider benefits which have not been quantified.
1.134 The main benefit of the reform lies in the ability of medium and large commercial policyholders to buy insurance which most meets their needs, by reducing the effects of quality uncertainty. It is anticipated that some businesses may pay slightly more for better terms, with less risk that the insurance will fail unexpectedly in the event of a major loss. However, the proposals will not compel buyers to do this. Parties remain free to decide the quality/price ratio which meets their needs. 

1.135 There are clear costs for businesses if their insurance claim is delayed, queried or rejected unexpectedly. In serious cases, prolonged delay or outright rejection may lead to the business failing completely, with knock-on consequences for employees who are made redundant, creditors who are unpaid, and the wider economy. Even the failure of one mid-range company, with a turnover of around £100 million, could have serious repercussions on a local economy. There may also be implications for the public purse in terms of redundancy and social security payments to employees, and for public sector creditors such as HMRC. As discussed above, Mactavish found that 40% of 400 UK businesses interviewed (all with an annual turnover of £50 million or more) had made a significant insurance claim within the previous three or four years, and only a quarter of these claims were progressing (or resolved) to the company’s satisfaction. 
1.136 Finally, the reforms aim to improve confidence in the UK insurance market and in UK law which underpins it. Many other jurisdictions impose a less onerous duty of disclosure than UK law. For example, under New York law the insurer may only avoid a policy for a misrepresentation or for “wilful concealment”. Another approach to disclosure is that taken by the Principles of European Insurance Contract Law which do not recognise a duty to disclose in the absence of questions.

1.137 In a world of global finance, the UK must complete with other legal systems. Changes to make UK law clearer and fairer should encourage international policyholders to use UK law, with benefits for UK lawyers and UK courts. 

One-in-two-out

1.138 This measure is not deregulatory in the sense that it reduces the scope of Government regulation.  It is the nature of contract law that it prescribes default rules which apply in the absence of explicit agreement. These rules were developed by the courts in the eighteenth century and codified into statute in 1906. The measure updates those default rules to bring them closer to modern day practice, but does not alter their scope. 

1.139 The Better Regulation Framework manual explains that a measure may also be deregulatory if it recasts regulation. This includes “the consolidation or reformulation of existing legislation or guidance to improve clarity and reduce the administrative cost of compliance”,
 even where there is no change in the scope of the regulation. This measure is deregulatory in this sense, as it is expected to improve clarity for business and reduce the administrative cost of compliance. It is therefore classified as a deregulatory measure with some moderate savings for business. 
Sensitivity analysis

1.140 The main savings from this measure are expected to be a reduction in the costs of disputes. However, there are few robust data on the current level or cost of disputes. Many claims are dealt with by arbitration on a confidential basis, and therefore are not reported in judicial statistics. Some information has been provided by survey data, but there is always a risk that those answering the survey may not be fully representative of all large businesses. Furthermore, there is considerable variation in court costs, making it difficult to extrapolate on the basis of small samples. To allow for these variations, conservative estimates have been made of both the current costs and the likely reduction. 
1.141 A further unknown is the extent of contracting out. As explained, commercial parties will remain free to agree alternative arrangements between themselves, including returning to the present system if this better suits their needs. Consultation suggests that widespread contracting out is unlikely, but if it were to happen it would reduce the intended benefits of the reforms. On the other hand, it would also reduce the risk of unanticipated costs. If insurers and businesses encounter unanticipated difficulties with the provisions, the issue can be dealt with through new standard terms.
Implementation plan

1.142 It is intended to implement this change through a Bill, using the special procedure for Law Commission Bills. A clear period of 18 months between Royal Assent and implementation will allow insurers to review their policy terms and consider how far they wish to contract out of the default regime. 
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