MED Review of Financial Services Products and Providers

Key Points on Insurance
Regulatory intervention is required because voluntary self-regulation cannot ensure all participants adhere to the best standards and because of market imperfections:
1. INFORMATION ASYMMETRIES

Insurance products are complex, purchase is irregular and intermediary incentives are not aligned to policyholders. An insured event could be financial ruinous if the insurer does not settle. Without satisfactory disclosure consumers may be left without cover or insurer exposed to unidentified risk.
2. TRANSFERABILITY

Policyholders whose health worsens are trapped with their existing insurer. Another provider may impose exclusions, higher excess or extra premium.
3. UNFAIR CONDUCT

Rules should minimise incentives for parties to act unfairly or fraudulently.
4. EXPECTATIONS

Enhanced public confidence and understanding of the limitations of public insurance will help reduce under-insurance. Financial decision making is the responsibility of the individual, not government.
5. INTERNATIONAL OBLIGATIONS

Insurance failure may not compromise banking system but would damage international reputation and reduce risk mitigation available to entrepreneurs. Need to avoid regulatory arbitrage and meet fit and proper persons tests.
Aims

Prudential regulation
· promote public confidence in Insurance

· encourage soundly managed insurers

· ensure orderly resolution of distressed insurers


Market conduct regulation
· well-informed policyholders to assess the product and provider

· effective use of intermediaries to address information asymmetries

· deter, detect and minimise fraudulent conduct

Problems with existing regime
1. No minimum qualitative standard to assess new entrants abilities
2. Deposit is a blunt instrument with no link to size of policyholder obligations

3. No centralised register of insurers and inconsistency under different Acts
4. No formal separation of assets to prevent inter-class contagion risks

5. Lack of ring-fencing for NZ policyholders with a foreign insurer

6. Information lags are long with limited scope to call for extra detail
7. Threshold for intervention high with blunt regulatory tools
8. Unclear guidelines and no remedial graduation for non-disclosure
9. No legally binding enhanced solvency regime for prudential reserving

10. Limited regulation of financial intermediaries

Merit licensing authorises insurers to offer identified products in the insurance sector. Ideally, requirements for licensing are clear, objective and public. Licensing promotes a stable sector in which consumers have confidence to participate.
Licensing and supervision reinforce existing self and market discipline, enhanced with monitoring by an independent government agency with powers for legal enforcement. Supervision ensures that nobody can opt out of prudent and professional management.
Criteria for licensing
· Owners and operators have insurance expertise and can be held accountable
· Entity has capacity and capability to undertake insurance

· No unnecessary barriers to entry and recognition of different legal forms

· Sound underwriting and prudent management of external risks

· Allow diversity in insurance market for contestability and competitiveness
· Adhere to international principles and guidelines

· Physical presence in New Zealand and offering products in New Zealand

· Agents can be licensed for overseas entities without local presence.

· Ongoing requirement to meet enhanced solvency requirement
· book survival: 
   capital adequate to meet obligations of existing policies

· entity survival:    capital adequate to finance new business strain

· accord with international actuarial association standards

The regulatory regime should apply to all insurance products and providers (including provision of insurance outside New Zealand and agents acting on behalf of insurers who market their products into New Zealand via remote means such as the internet).
Regulator may set governance requirements for an insurer:

· Board composition (number of directors and mix of independent directors)

· Suitability of controlling shareholders, directors and senior managers

· Functions and responsibility. Board sign-off of overall strategy, major action plans, internal risk management policy, pricing, performance objectives, auditing and actuarial functions, and legal compliance.

· External auditors vetted for appropriate skills and experience.
· Board as a whole to include range of skills, experience and competency

· Qualitative assurance check on skill, experience, integrity and competencies of each senior manager and director

· Ensure no adverse findings on potential appointees from other regulators, with ability to accept assessment from another jurisdiction

· Assess whether prospective appointees have conflicts of interest.

· Approval of changes in ownership or control

Separate licenses required for Life, Health and General Insurance.

· limit intra-class contamination and contagion
· enable enhanced solvency standard to be applied to each class separately

· recognise distinct risk characteristics of each class of insurance
Enhanced Solvency Requirements will be:

· Specific to General, Life and Health business
· Risk based depending on the nature of the risks

· Internationally consistent actuarial calculations with market consistency
· Determined on the total balance sheet without hidden deficits or surpluses

· Common valuation aligned with accepted accounting and actuarial practice

The enhanced solvency requirements will model each type of risk to take account of volatility, uncertainty and extreme events.

Types of Risk

· Underwriting 
 pricing, product design, claims

· Credit 

 default, concentration, counter-party

· Market 
 asset prices, exchange rates, interest rates, equity, conc.
· Operational 
 reputation, strategic, process failure, system failure, group
· Liquidity
 asset conversion, stock market
Risk margins are set to cover potential future adverse deviations from best estimates with a high degree of certainty. Financial modelling and stress testing are used to ensure assets exceed technical provisions at the end of the defined period, focusing on what financial provisioning is required to maximise the probability of the company’s survival.
Co-regulatory model

New Zealand Society of Actuaries will develop and update actuarial standards to provide a safety net. The Regulator will set governance and licensing standards which reduces the chance that a safety net will be required. 

Actuarial standards will be reviewed by an Enhanced Solvency Standards Board to be consistent with international insurance solvency assessment. The Board will include representatives from the actuarial and accountancy professions, industry and regulator.
A summary of principles for international solvency assessment are attached.

Directors will attest that a Financial Condition Report has been done. It will not be lodged as it includes commercially sensitive information.

Restricted licences may granted, limited to certain lines, geographical area or volume of business. This removes barriers to entry for small domestic insurers.

Returns to APRA may be used in lieu of standard forms to reduce regulatory burden.

Licensing fees may be imposed. Feedback should highlight the need to ensure any fees are reasonable and compliance burden is minimised. A light touch should be retained.

Judicial review of regulatory decisions is available as a timely recourse, but with merit review for licensing decisions.
Directors may have to attest they have implemented an integrated risk management strategy and process consistent with a fitness for purpose framework.

There is a strong inter-dependence between sound governance, good risk management and an effective solvency regime. A flexible integrated risk management should allow proactive risk identification and quantification. Proactive risk management can facilitate action to improve the ability of an insurer to mitigate the impact of events on solvency.
Separation of life, general and health insurance could be achieved through separate funds with a prohibition on connected lending. Feedback could highlight the burden that separate incorporation might entail.
Foreign Insurers should ring-fence assets for New Zealand policyholders and operate in the best interests of policyholders protected from financial losses elsewhere in the group:

· Connected lending and intermingling of funds prohibited
· Branch to act in own best interest rather than that of parent

· Regulator can statutory manage ring fenced assets during wind-up

· Separate New Zealand Board and NZ domiciled chief executive

Ratings should be mandatory for all insurers or not mandatory for any insurer. Ratings are a simple tool for assessing solvency and reducing moral hazard from consumers relying on prudential supervisor. However, ratings are misunderstood and costly for very small insurers. Ratings are dated and have proven unreliable in predicting past failures.
Transition arrangements may help smooth the process of complying with new rules.
Monitoring and supervision should:

· provide consistent reporting requirements, on solo and consolidated bases

· reduce time lags in reporting and more powers to call for extra information

· improve monitoring and enforcement of standards

· limit duplication with ability to share information with overseas regulators

· improve regulatory tools for timely intervention, rehabilitation, orderly exit

· provide proactive supervision of economic and financial risks
The International Association of Insurance Supervisors is primarily concerned with policyholder protection rather than systemic risk or development issues. The philosophy is to identify problem entities early, act promptly and apply effective intervention.

Financial reporting for all licensed insurers using an approved auditor will be publicly available with a centralised register of insurers. The regulator will receive half-yearly un-audited report. The Board will attest that the insurer has sufficient risk management for the nature and scale of the business.
The directors and chief executive must attest in public disclosure statements that the insurer is complying with supervisory requirements and has adequate systems to identify, monitor and control its material business risks.

A key-information summary might be required.
An insurer must disclosure the date their licence was issued and any restrictions.

Reporting to Regulator

· Financial reporting, licensing and prudential requirements

· Confidentiality is subject to freedom of information

· Reports on each entity to be submitted twice a year, within 3 months

· Exemptions may be granted for some foreign jurisdictions

The regulator may obtain additional information at any time and share information with other regulators.

Intervention

The regulator needs legal and operational capacity to bring about timely corrective action, to protect policyholders and enhance confidence in the insurance market.
A graduated response is preferable within prescribed criteria to provide checks and balances whilst enabling action in case of rapid deterioration.

Remedial measures are most likely to succeed when they are part of a comprehensive program of corrective action developed by the insurer and implementation timetable.
An escalating series of actions to be taken by the regulator:

· meeting with Board and Senior Management

· directives to Board and Senior Management

· refrain from taking on new-business for some or all contracts

· limit premium income

· refrain from certain types of investment

· realise certain assets with a defined period

· retain sufficient funds in New Zealand to cover technical provisions

· regulator required audit

· self-correction plan

· book transfer

· onsite inspections

· sanctions and penalties

· orderly exit of distressed insurers

· de-licensing permanently or temporarily

· regulator appointment of statutory manager

Insurers may appeal regulator actions by requesting a judicial review.
Market conduct

Review of insurance contracts legislation should:

· facilitate economically equitable outcomes

· minimise costs and not create barriers

· provide transparent options so everyone understands respective obligations

· consistent with other proposals in insurance regulatory framework

· parties are accountable for their actions with access to dispute resolution

Law commission approach recommended, except carelessness not reason to avoid policy
Duty to disclose unchanged with limitations on remedies, apply to both life and non-life.

Avoidance restricted to 
(1) 
fraud, 
(2) 
specific answer to specific question put by insurer, 
(3) 
within 10 days of risk attaching, and 
(4) 
reinsurance.

Otherwise, the remedy is restitution; e.g. pro-rating cover for misstated age, imposing exclusions, charging an additional premium or varying terms of acceptance.

A catch all question may be used, but will be remedied by restitution not avoidance. The intention is not to penalise innocent non-disclosure or misstatement.
Registration of life policy assignments and mortgages
· An interest holder should notify insurer of an assignment or mortgage
· Move to electronic storage of policy documents

· Claims can be paid in accordance with registered interests

· Decided against inclusion in Personal Property Securities Register

Insurance Intermediaries

Agency for contract negotiation and formation should be based on written authorisation by a licensed insurer, not just an entitlement to commission. An insurer is only responsible for conduct of the intermediary in relation to its products. 
An intermediary must disclose their status to a client as:

· Exclusive agent 

authorised by only one insurer
· Non-exclusive agent 
authorised agent of more than one insurer

· Consumer agent

without written authorisation from any insurer

When an insurance intermediary is the insurer’s agent, the insurer is only liable for the intermediary in relation to product disclosure during contract negation and formulation.
The receipt of premium and claims money should be updated in line with the Financial Intermediaries discussion document.

Product disclosure
Further work is envisaged on product disclosure.

Targeted information in short format gives greater clarity for busy consumers.

Accurate and easy to understand information in timely manner allows informed decisions on products appropriate to personal needs of consumer.

Clarity of obligations should not impose unnecessary compliance costs. However, parties must be held accountable for failure to fulfil their obligations.




















































