BETTER REGULATION STATEMENT

HOME WARRANTY INSURANCE — CLARIFICATION OF CLAIM PE RIOD

1. Introduction

It is intended to retrospectively clarify legistati prescribing the claim period for
home warranty insurance in light of a Supreme Cdedision which disallows
existing time limits under thelome Building Act 1989The decision effectively
means that the private home warranty insurancensehe place in NSW since
1997 contains no time limit on the notification @&ims. This decision has the
potential to open the door to claims being madanagall insurers who have
operated in the home warranty insurance markeesl®®7 — for matters which
industry and government had previously consideredbé “out of time”.
Clarification of the previously understood time ipds for making a claim is
essential to avoid this increase in liabilities avwlld ensure that insurers are not
forced to leave the market, home warranty insurap@miums do not rise
significantly, homeowners do not face higher bui¢gdcosts, builders can continue
to obtain insurance cover, taxes on general inggrgnemiums levied under the
Insurance Protection Act 20Qdre not increased and reinsurance liabilitiesHer t
NSW Government are not increased.

2. Need for Government Action

On 3 October 2008 Justice McDougall gave a rulmghie Supreme Court on
certain preliminary or interlocutory issues in aicl appeabP 57504v. Building
Insurers’ Guarantee Corporatiofi2008] NSWSC 1022. The decision has the
effect that the private home warranty insurancees@hin place in NSW since
1997 contains no time limit on the notification @&ims. This decision has the
potential to open the door to claims being madanagall insurers who have
operated in the home warranty insurance markeesl®®7 — for matters which
have previously been considered to be “out of time”

The retrospective increase in insurance liability e several million dollars and
future costs for home warranty insurance are eggetd rise as a result. The
decision has the potential to increase the costsoofe building and to create a
major impediment to participation in the industtyaatime when the industry is
already facing high levels of financial stress dod levels of activity. It is
possible that insurers and reinsurers will recarsikdeir future participation in the
market, possibly creating ongoing difficulties fdwuilding contractors and
developers who must have insurance to work in thmenhbuilding industry. A
significant proportion of the retrospective liatyli will fall on the NSW
Government through an indemnity that the Governmbas provided to
homeowners insured with the collapsed HIH insurajroep.



Supreme Court decision — SP57504 v BIGCorp

The Supreme Court decision relates to a claim nbgdine Owners Corporation
of Strata Plan 57504 for breaches of home warmaitiethe builder converting
the property from a warehouse in 1998. The homeangy insurer contract was
with HIH and the claim is against BIGCorp, the Gmgdion established by the
NSW Government to indemnify HIH policyholders aftircollapse.

BIGCorp argued that the Strata did not notify afl@m within the time required
in the policy and could not recover compensatiohe TStrata asserted that
BIGCorp was unable to rely on the terms of the ggobecause clause 53 of the
Home Building Regulation 1993revented the insurer from reducing its liability
as the claim had been notified no later than sinthm® after the defects had
became apparent to the Strata.

The Supreme Court ruled in favour of the Strataakirey the previously
understood relationship between the period of exsce and the time available to
make an insurance claim.

The decision has the effect that a homeowner igreavby the insurance if they
establish that they suffered a loss during therarste period specified in section
103B of theHome Building Act 1989Contract law traditionally uses the date of
loss as being the date of the contract or the dfateand over of the residential
works. In this scenario, a loss will always occuthim the period of insurance
irrespective of when the defect becomes appareime. defect could become
apparent at any time, possibly many years afterstheitory period of cover. A
homeowner would then have six months to lodge iancédter the defect became
apparent — even if this was twenty or thirty yeafter the building was
completed.

The decision of the Supreme Court does not immelgiagpply to any
determination of the claim in question as it isiaterlocutory matter but has
considerable bearing on claims that potentially lmamade in the future.

Impact on approved insurers

Eighteeninsurers have been approved to provide insurandéhawe participated
in the home warranty insurance market at some stage 1997. A number of
mergers and acquisitions have occurred duringpiied and some insurers have
left the market. Currently there are six approveslirers.

All insurers who have been active in the home wayransurance market since
1997 will need to make provision for the expectettaspective increase in

liability arising from the Supreme Court decisidll insurers who are currently

approved to provide insurance will need to reasesgrice charged for future

insurance contracts and may need to increase cag#erves to ensure that the
reserves are adequate for their increased expésurkims. Insurers may also
need to renegotiate arrangements with reinsurers.



Impact on home owners and the public

Home warranty insurance is mandatory for contragte a value of more than
$12,000. The cost of home warranty insurance isllysincluded in the overall

cost charged to a homeowner. Increased costs foe wearranty insurance arising
from the Supreme Court decision will be passed botaeowners.

It is not possible to accurately estimate the etqueancrease in home warranty
insurance costs to consumers. The amount is likebe influenced by:

. further decisions by the Courts about the lossaisédte able to be claimed
under a policy after the contracted insurance perio

= the future costs of reinsurance;

" whether insurers charge a premium on future cotsttaccover losses
made in the early years.

Some insurers and reinsurers may choose to leawenthrket due to the
uncertainty surrounding the product. A decreasthennumber of insurers may
reduce competition and also act to increase tloe ifi insurance. It could also be
expected that insurers will impose more rigorougilality criteria on builders,
making it harder for some small builders to obtaisurance and stay in the
industry.

A significant proportion of the retrospective inase in liability will fall on the
NSW Government under an indemnity for homeownekeiE by policies with
the HIH insurance group. This indemnity is fundedni a tax on general
insurance premiums levied under theurance Protection Act 200by recovery
from building contractors and developers and byindamade against the
reinsurers for HIH and FAI. The increase in lidlyilarising from the Supreme
Court decision will not be able to be recoveredrbuilding contractors and
developers due to the seven year limit on commegngiceedings for breach of
statutory warranty. As a consequence, the increlgeatity will be funded by the
existing tax on general insurance premiums andexiénd the period that this tax
continues to be collected. This tax will impactadhNSW residents who purchase
insurance.

3. Objective of Government Action

The Government's objective is to clarify the legtgin establishing the privately
underwritten home warranty insurance scheme andotdirm that - since the
introduction of the private scheme in 1997 - amldéor insurance has needed to
be made during the period of insurance cover reduimder section 103B of the
Home Building Act 1989.

In clarifying the legislation, the Government seekgrevent unexpected and
retrospective increases in the liabilities aridiragn insurance contracts entered
into in the period since the private insurance seheommenced in 1997.



This action will ensure that:

. home warranty insurance premiums do not rise sgamfly causing
homeowners to face higher building costs;

. builders do not have difficulty obtaining home vaanty insurance cover,

" NSW consumers do not face increased taxes on demsueance
premiums levied under tHasurance Protection Act 200&nd

" the NSW Government does not face higher reinsurkatlodities.

5. Consultation

The Home Warranty Insurance Scheme Board has upaslyn recommended
that retrospective legislation be introduced asadten of urgency to address the
decision made by the Supreme Court. The Boardtabkshed under thelome
Building Act 19820 monitor the operation of the scheme and to pl@wadvice
and recommendations to the Minister with respedh&éscheme. The Insurance
Council of Australia also supports the proposal.

The Office of Fair Trading consulted the Attorneg+@ral’s Department on the
appropriateness of retrospective legislation arttl thie NSW Treasury regarding
potential liabilities for the NSW Government andetmeed for immediate
legislative action.

During the development of the legislation, the CHfiof Fair Trading expects to
consult with relevant affected parties including thsurance Council of Australia,
insurers currently approved to provide home wayansurance, the Home
Warranty Insurance Scheme Board, the provisiongliidator for the HIH
insurance group and the reinsurers for that grifigppropriate, the Office of Fair
Trading will also consult with the Australian Prudial Regulation Authority
(APRA) which regulates the insurance market andAbstralian Securities and
Investment Commission (ASIC) which administers thgeurance Contracts Act
1984 (Cth)

It has not been possible to consult with homeowirerglation to this proposal.
There is no peak body which specifically represetite interests of all
homeowners. Consultation with homeowners that areently involved in legal
action appealing a refusal of a home warranty srsce claim would not be
appropriate and would disadvantage other homeowidrs proposal will not
disadvantage the vast majority of homeowners —wllitensure that the current
understanding about the scope of the home warraryrance scheme is
maintained.

6. Preferred Option

The preferred option is to undertake a staged sarfdegislative amendments
which will ultimately confirm that - since the ioluction of the private scheme in
1997 - a claim for insurance has needed to be madeg the period of insurance
cover required under section 103B of tHeme Building Act 1989This option
ensures that home warranty insurance premiums dorige significantly,
homeowners do not face higher building costs, leadidcan continue to obtain



insurance cover, taxes on general insurance presniemed under thénsurance
Protection Act 200Jare not increased and reinsurance liabilities far NSW
Government are not increased. These benefits aedayed to outweigh the costs
to the limited numbers of homeowners who would bevented from recovering
compensation for a badly built property.

7. Evaluation and Review

The Home Building Regulation 2004cluding provisions dealing with the time
period for making a home warranty insurance claithbve reviewed as part of the
ongoing process of reviewing legislation which ibject to automatic repeal by
the Subordinate Legislation Act 1989he Home Building Regulation 2004
subject to automatic repeal on 1 September 2008ssraction is taken prior to
that date to defer the repeal by one year.
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