Written evidence submitted by the ABI [CLR 195]

About the ABI 
The ABI is the definitive voice of the UK’s world leading insurance and long-term savings industry, which is the largest sector in Europe and the third largest in the world. We represent more than 300 firms within our membership including most household names and specialist providers, providing peace of mind to customers.

Our industry employs over 300,000 people in high-skilled, lifelong careers, two-thirds of whom are outside of London. And our members manage investments of £1.4 trillion, contribute £18.5 billion in taxes to the Government and support communities and businesses across the UK. As a productive, inclusive and essential sector to the UK economy, together, we are driving change to protect and build a thriving society.

Introduction and summary
1. We are grateful for the opportunity to submit evidence to the Select Committee’s pre-legislative scrutiny inquiry on the draft Leasehold and Commonhold Reform Bill. We have not responded to every question in the Committee’s terms of reference and our submission is focused on the areas of the legislation where we have specific views and expertise, in particular the impact of proposals to retrospectively cap ground rents at £250 and transition to a peppercorn after 40 years without compensation to investors. 

2. We want to ensure that the pre-legislative scrutiny process gives attention to the significant concerns that have been raised by long-term savings providers and investors and we would be happy to give oral evidence as part of the Committee’s further scrutiny of the draft legislation. It is also disappointing that we have not yet seen the government publish its impact assessment so that this could have been fully considered as part of the Committee’s call for written evidence. 

3. ABI members do not support the ‘egregious’ ground rent increases that some leaseholders have experienced. However, we are very concerned that the government’s proposals to change existing contracts and retrospectively cap ground rents is a bad outcome for UK investability, investor confidence and the UK’s long-term savings sector. Investors need stability and confidence in the legal and regulatory environment in which they invest, and this decision will impact confidence and disrupt the market. 

4. The ABI’s long-term savings members are major investors in the UK economy, including in residential property. Some manage pension funds that have invested in leasehold properties or lend to freeholders as an asset with predictable cash flows that can help to support annuities. Our members demand high professional standards and integrity for the freeholders to which they lend and are not responsible for the extreme cases of ground rent increases which some leaseholders have faced. 

5. While we understand the government’s policy ambition, and clarity has now been provided with the current proposals, the blanket retrospective cap at £250 without linking to inflation or providing compensation for investors will have a negative impact for our sector and the wider UK economy. Now the proposals have been published, the Committee and the government must recognise that any further substantial changes, in particular on the monetary cap or the 40 year transition period, risks further harm to UK investability and additional market disruption, undermining the government’s wider ambitions for economic growth. 

6. We want to work with Parliamentarians throughout the passage of the legislation to ensure that the views of the insurance and long-term savings industry are understood so that the negative impacts for the industry can be mitigated while achieving the government’s overall policy objectives of supporting leaseholders. We look forward to discussing our views on the Bill in further detail with the Committee.

Ground rents 
7. We support proportionate leasehold reform but insurers and pension providers - like the rest of the financial services industry - require a predictable and stable rule of law if they are to have the confidence to invest. 

8. We are deeply concerned that retrospective changes to existing property rights set a troubling precedent and undermine confidence in contract certainty. It is likely to substantially raise the risk premium that investors attach to the UK and could weaken its appeal as a destination for global capital and the domestic market.  This retrospective change to existing contracts also follows other recent examples of retrospective decisions such as the change from RPI to CPI on feed in tariffs for renewables obligations which, taken together, risks further harm to the confidence of both international and domestic investors into the UK and adds to the risk premium. 

9. The retrospective cap on ground rents will have unintended consequences that reach beyond the issue at hand or just those invested in these assets. The cap risks undermining investor confidence in UK assets, at a time when significant progress has been made in attracting inward investment and supporting long-term growth through initiatives such as the Mansion House Accord and the government’s wider package of pension reforms. 

10. The proposals will risk confidence in property rights and existing contracts, substantially increasing the risk premium that investors attach to the UK and reducing the long-term capital available to support growth. Reform can and should be achieved in a way that protects leaseholders most affected while maintaining confidence in UK investability.

11. The current proposals for a cap on ground rents without linking to inflation or providing compensation for affected firms are a bad outcome for attracting investment into the UK. During the previous consultation on ground rent proposals various analyses estimated an impact of £15-40billion for impacted investors as a result of the proposals and decision not to provide compensation. The Government’s own policy paper estimates an impact of £10-12.7billion. We encourage the Committee to scrutinise how the government have reached their current policy position and what their plans are to mitigate the impacts for affected firms, freeholders and on the wider economy. 

12. We fully support the government’s mission on economic growth, and our sector has a key role to play in supporting growth and investment across the UK. ABI members have committed to investing £100billion in the UK economy through reforms to the Solvency UK regulatory framework, are signatories to the Mansion House Compact and Mansion House Accord with commitments to invest in the UK, as well as being active members of the Sterling 20 group established by the Chancellor of the Exchequer. Ensuring regulatory and legal certainty is vital to the UK’s international competitiveness and for ABI members to have confidence to invest. 

13. While we have significant concerns about the current proposals, it is important for the Committee and the government to understand that any further changes to the proposals, such as reducing the monetary cap or the transition period, would risk further damage to investor confidence, disrupt the market and undermine the UK’s focus on economic growth. The announcement of the plans had a negative impact for the market and the risk of substantive changes through the legislative process, particularly on the £250 cap and 40 year transition, risks further uncertainty and disruption. 

14. The £250 cap without linking to inflation means that assets will not retain their real economic value over the transition period. The full impact assessment is yet to be published, but this will materially affect the financial impact to investors. 

15. Capping ground rents, without inflation linking, and ultimately moving to a peppercorn could also lead to freeholder insolvencies and the effective appropriation of tens of billions worth of assets from UK insurance companies, pension schemes and other long-term investors without compensation. This is surprising given the government itself has, on a number of occasions in the past, said that if it interfered with contractual (property) rights on ground rents then it would need to compensate those affected. The impact for investors in ground rent funds is substantial and previous analysis estimates that the impact for firms could be between £30-40billion without any compensation. 

16. While we have deep concerns about the impact of the proposals, we want to continue to work constructively with both the government and parliament throughout the passage of the Bill to understand the impacts of the legislation for our members and mitigate against unintended consequences and effects on investor confidence. It is disappointing that we are yet to see the impact assessment published by the government so that this analysis could have been fully considered as part of the Committee’s call for written evidence submissions. 

17. One area of the proposals of importance to investors and freeholders is the 40 year transition period from £250 to peppercorn. As the Committee will appreciate, pensions schemes have long-term investments, contracts and liabilities and hold assets including ground rents to match these liabilities, and therefore directly support the future payment of UK pension policies. Our members do this not just because it is prudent to do so, but the UK’s legislative and prudential regulatory framework – Solvency UK – requires it. 

18. . The loss of inflation is a real cost to insurers as this is typically used to back inflation linked promises to customers. A real terms cap today would still be preserved if there was inflation linkage. A push to shorten the transition period during the parliamentary process will cause further market disruption and harm investor confidence in the UK. 

19. A shorter transition period would increase the risk of loans from pension investors to freeholders defaulting, which could result in immediate, and potentially extensive, freeholder insolvencies, as the MHCLG Policy Statement sets out, as a result of a peppercorn cap. The MHCLG command paper recognises the risks of moving to peppercorn without a transition period and states it “would be particularly problematic where freeholders are responsible for building safety liabilities, with leaseholders potentially facing risks of slower remediation, additional costs and wider problems with building management.”

20. It will be very important for the transition period to be established in primary legislation, not secondary powers, in order to give industry confidence in the new regime and so that it cannot be amended without full parliamentary scrutiny. This is especially so given the Minister’s comments in the House of Commons recognising the risk of legal challenge to the government with a shorter transition period. 

21. ABI members are not responsible for the cases of ‘egregious’ increase in ground rents that some leaseholders have experienced. A previous Competition and Markets Authority investigation into ground rent highlighted that 13,000 leases were sold by developers where the ground rents had doubled more frequently than every twenty years. The Public Pledge for Leaseholders led to the vast majority of these leases being successfully varied to remove clauses that were considered to be onerous and now represents less than 0.1% of all leases. Firms have also committed to the abolition of ground rent increases which are above inflation (and therefore increase the cost of ground rent in real terms). While we are supportive of proportionate reforms to the leasehold system, ABI members believe that a more targeted approach rather than a blanket retrospective cap on ground rents would be a more effective way of meeting the government’s manifesto commitment to tackle ‘unfair and unaffordable costs for leaseholders’.

22. In considering how to deliver proportionate reform, it will be important for the Committee to scrutinise whether the blanket application of the proposed cap achieves the government’s stated policy objectives in all circumstances, or whether it risks unintended consequences for particular parts of the market. The government’s policy statement recognises the potential role of limited and tightly defined exemptions, and we believe there is a case for further examination of this approach where it would improve policy targeting, reduce unintended impacts and maintain confidence in the legal and regulatory framework, while still delivering the government’s manifesto commitment. Any such exemptions would need to be clearly defined, straightforward to implement and compatible with the government’s proposed timetable. There are implementable interventions available and the committee should recommend that the government continues discussions on exemptions with the sector as the legislation progresses, with particular consideration on buy to let properties and retirement properties.

23. One area the Committee should look to examine further is the application of the cap to buy‑to‑let properties. The rationale for capping ground rents has been framed primarily around affordability and cost‑of‑living pressures for owner‑occupiers. These considerations do not apply in the same way to properties held in the private rented sector, and applying the cap to this cohort risks weakening the link between the policy intervention and its stated objectives. The 2023 Impact Assessment for the Leasehold and Freehold Reform Act indicates that a significant proportion of leasehold stock sits within the private rented sector. The Committee may therefore wish to consider whether a more targeted approach would better align the policy with its intended outcomes, while avoiding unnecessary disruption to existing contractual arrangements.

24. Retirement housing is another area where the Committee should consider carefully the potential unintended consequences of the proposed cap. Retirement housing models often rely on specific funding and management structures to support the ongoing provision of services, maintenance and building safety for residents, many of whom are on fixed incomes. It will therefore be important to assess how changes to income streams interact with these arrangements, and to ensure that reforms do not inadvertently undermine the financial structures that support service provision and effective building management. We encourage the Committee to scrutinise how the proposals will affect the operation of retirement housing and whether additional safeguards or tailored approaches are needed to protect residents while delivering the government’s policy objectives.

25. Given the level of debate around mortgage affordability and the weight this is given as part of the policy rationale for the £250 cap, the Committee should engage with lenders to fully understand the position as part of the inquiry. ABI members have questioned the evidence base for which the £250 cap has been set as the level at which ground rents become unaffordable. 

26. During the debates on the Leasehold and Freehold Reform Act 2024 in the last Parliament, and during the development of the current government’s proposals, there has been much debate about the impact of capping ground rents causing freeholder insolvencies, disruption for existing leaseholders and negative impacts on the mortgage market. We encourage the Committee to scrutinise the government on these points and how this is being considered as part of the Impact Assessment on the Bill, which is yet to be published. 

Legal risk 
27. The Leasehold and Freehold Reform Bill faced legal challenge on a number of areas from freeholders. In previous Parliaments this Select Committee has heard evidence from Ministers on the risks of legal challenge if freeholders are not compensated. The Committee has also previously recommended that compensation is considered as part of the impact assessment on the legislation. 

Insurance
28. We support the implementation of measures in the Leasehold and Freehold Reform Act 2024 to increase transparency for leaseholders on service charges and reforms to commission payments between freeholders and managing agents. 

29. To support leaseholders living in high-risk buildings awaiting cladding remediation, the ABI and our members established and launched the Fire Safety Reinsurance Facility to increase capacity within the market for high rise residential buildings. More information on how the facility was developed and how it operates can be found at the ABI’s website here. 

30. In its first year, more than 760 buildings were entered into the facility at a total value of £17.1billion insured. Examples of buildings securing insurance when they would otherwise not have had cover, and some evidence of reduced premiums, shows that the Facility is working as intended to increase capacity in the multi-occupancy buildings insurance market for buildings with fire safety issues. Following a positive first year we were pleased to announce that the capacity has expanded so that firms operating in the facility can now cover losses up to £75million, up from £50million in its first year. 

31. As capacity increases, this should encourage more competition and improve the availability of insurance for high-risk buildings while remediation work takes place. In turn, this should support leaseholders in England, Wales and Northern Ireland as well as property owners in Scotland. We are continuing to work with MHCLG and HM Treasury to monitor progress of the facility and consider what more can be done to support affected leaseholders. We support the government’s Cladding Remediation Acceleration Plan and believe the ultimate answer to support leaseholders is to ensure that dangerous cladding is remediated as quickly as possible and to a standard that recognises the importance of building resilience, not just life safety. 

32. On the move to commonhold as the default tenure it will be very important to ensure high levels of professional standards and transparency of building maintenance and repair to support insurer confidence in the built environment. 

33. The transition to commonhold will be a significant shift in the legal and regulatory framework for properties in England and Wales. Many operational considerations for services such as insurance are not currently included in the detail of the draft Bill and will be dealt with through further consultation and secondary legislation.  As the legislation progresses, it will be essential for the government to work closely with the insurance sector, as well as other parts of financial services such as brokers, mortgage providers and lenders, so that the transition can be managed smoothly for existing leaseholders. Consideration of the impact on service charges should also be given to ensure there are no unintended consequences.

34. One of the main considerations for insurers will be the impact of the shift to commonhold on how insurers underwrite and pool risk for multi-occupancy buildings through portfolios. Currently the leasehold system allows insurers to place cover for portfolios of buildings, managing risk across a number of buildings which can have both affordability and competition benefits for managing agents/building owners and individual leaseholders. Moving to a building by building procurement process under a commonhold system will change how insurers are able to pool risk with the potential for higher premiums or less competition in the market for higher risk buildings where they can no longer be placed into a larger portfolio. Further detail will need to be understood on how the new commonhold system will affect insurance and the sector will need to be engaged with as a key stakeholder so that the transition can be managed, guidance agreed and new processes implemented alongside the passage of the legislation. 
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