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Coversheet: Insurance contract law
reforms

Advising agencies Ministry of Business, Innovation and Employment (MBIE)

Decision sought Amend insurance contract law

Proposing Ministers Minister of Commerce and Consumer Affairs

Summary: Problem and Proposed Approach

Problem Definition

What problem or opportunity does this proposal seek to adadress? Why is
Government intervention required?

These problems undermine the effectiveness of{our insurarice markets and impact those
who do not receive the support they anticipaied from their insurance policies. In particular:

e The duty of disclosure on policyhoiders is enerous and the consequences for not
complying with the duty car be disprapsrtionate (see from page 11)

e Some terms in insurance-coniracts-which might be genuinely unfair could be
immune from challenge under the Fair Trading Act 1986 (see from page 29)

o Consumers ofteivhave difiiculty understanding and comparing insurance policies
(see from page 39)

o A ‘duty ¢fiutmesigood faith’ has been established in the common law but
policvhioldersiay be unaware of it, and it may be difficult for them to bring a case
againsi anvinsurer for a breach (see from page 48)

o There are various technical legal provisions that affect insurers’ ability to measure

| the'risk they are insuring (see from page 51)

_P_roposed Approach

How will Government intervention work to bring about the desired change? How is
this the best option?

To address the problems summarised above, the key proposals are that:

e Consumer policyholders be required to “take reasonable care not to make a
misrepresentation” (effectively to answer any questions asked by the insurer
truthfully and accurately).

e Requiring insurers to respond proportionately to any non-disclosure by
policyholders.

¢ Removing the current insurance exceptions to the unfair contract terms provisions,
and instead, tailoring to insurance the exceptions which apply to all consumer
contracts.

¢ Requiring consumer insurance policies to be in clear and plain language, and to
comply with regulations in relation to presentation requirements and information to
be made publicly available.

o Codify the duty of utmost good faith in legislation.

Government intervention will reduce the risk of disproportionately negative consequences
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for consumers. Intervention will also balance the need to protect insurers’ ability to
measure and price risk. Intervention will also increase efficiency in the insurance market.

The proposals also aim to change the rules about disclosure to better reflect the
information known by consumers and businesses, and better protect customers from
genuinely unfair terms, as well as make insurance contracts clearer.

Section B: Summary Impacts: Benefits and costs

Who are the main expected beneficiaries and what is the nature of the expectad
benefit?

New Zealand consumers of insurance products are expected to be the /nmain-beneficiaries
of these proposals. Policyholders will better understand their obligationg and e-able to
comply with them. They will also be better protected against gentingly unfair contract
terms. This will increase efficiency in the insurance market and reduce the risk of
disproportionately negative consequences for policyholders

Where do the costs fall?

Insurers will face moderate-to-high initiat costs to irnplement the proposals, for example,
making changes to their contracts aind systems. The proposals are not expected to
significantly increase costs for. insureis en-an ongoing basis.

The government and th&-Finiancial Markets Authority (FMA) will face increases in
administration, monitaring ang enforcement costs in relation to the proposals, including
those for comparing and-driderstanding insurance policies and unfair contract terms
provisions.iTielation-te financial services contracts. It is currently unclear what these costs
will be, they are\rict expected to be significant but a further assessment of costs may be
necessary.at-a4ater date. The Commerce Commission may have a small increase in costs
rin reiation.to enforcing unfair contract terms.

AN

What are the likely risks and unintended impacts, how significant are they and how
will they be minimised or mitigated?

One risk is reduced access to, or more expensive, insurance products and services, for
instance if costs are passed through to customers. This is expected to be low impact
because ongoing compliance costs are not likely to be high, and will be spread across a
large number of customers.

Identify any significant incompatibility with the Government’s ‘Expectations for the
design of regulatory systems’.

None.

Section C: Evidence certainty and quality assurance

Agency rating of evidence certainty?

Overall we have a moderate level of confidence in the evidence base for the problem
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definition.

We have evidence of common problems faced by consumers from the large number of
submissions received and a 2018 MBIE/Colmar Brunton survey of insurance consumers.
Industry stakeholders have given us evidence of many of the technical issues with
insurance contract law. We also have data on complaints numbers to financial dispute
resolution schemes, as well as claims numbers held by insurers (for example, number of
claims declined due to non-disclosure of material facts by policyholders).

We are satisfied that evidence of the problems with the duty of disclosure, at least insofar.
as it relates to consumers, is moderate to strong.

The evidence base for the problem of unfair contract terms in insurance is weakest;
because it is largely based on anecdotal evidence of contract terms which. mayor)nvay not
be unfair in the circumstances in question. As the regulator has not-vet iaken any
enforcement action on unfair contract terms in insurance contracts, itis difficult to know
the extent of the problem and the harm. We have not soughi legal advize to go through
insurance contracts to identify potentially unfair contract terwig.

To inform our analysis of the options, we have diawn ori advice from Professor Rob
Merkin QC, an expert on insurance law in thé UK, New Zealand and Australia.

To be completed by quality assurers;

| the\Cabinet paper.

Reviewer Comments and Recommendations:
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Impact Statement: Insurance contract law
reforms

Section 1: General information

Purpose

The Ministry of Business, Innovation and Employment is solely responsible for the analysis—
and advice set out in this Regulatory Impact Statement (RIS), except as otherwise expligitiy
indicated. This analysis and advice has been produced for the purpose of iriforming key
policy decisions to be taken by Cabinet.

Key Limitations or Constraints on Analysis

This RIS relies on a range of qualitative data to assess thedmopacts-oi'the proposed options,
including anecdotal evidence from public submissions -For.example, the views of individual
submitters have helped to inform whether a particulai oBtion would be reasonable for a
consumer to understand and implement.

The sources used did not include muci-quantitative evidence of the problems identified or
quantitative assessments of the co5is'ard heriefits of the options. We have made use of
multiple evidence sources whaere possibieto increase the confidence we can place in the
conclusions reached.

Responsible Manager

Authorised hy: N

Sharon.Corbett

Manager, Financial Markets Policy

Building, Resources and Markets

Ministry of Business, Innovation and Employment

November 2019
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Section 2: Problem definition and objectives

2.1 What is the context within which action is proposed?

Social and economic context

Insurance plays an important social and economic role. Insurance provides cover for the
losses that consumers and businesses can face when an unexpected, harmful event occurs.
It helps individuals to cope with unforeseen life events and provides businesses with greater
certainty. Having insurance also means that consumers and businesses have less need.te
hold reserve funds for dealing with emergencies, thereby freeing up money for mare
productive uses. It can better enable businesses to take on risks, and therefore grow and
innovate, and protects individual consumers from significant financial loss in theevent of
disruptive events.

Given the importance of insurance, it is in the public interest te.ensure that insurance
provides the cover that it is intended, and expected, to precvide: A well<functioning insurance
system is integral to ensuring insurance continues to_seive ali New Zealanders. We need all
parties (insurers and consumers) to be able to transactwith ‘canhfidence and we need these
interactions to be fair, efficient and transparent.

The unique importance and risks of.insitrance products and services

There are a number of factors that distinguish insurance products from other types of
products and services that ccnsumers purchase on a regular basis. These factors create a
unique set of risks for canrsumers.and insurers, which are detailed in the problem section
below.

The importance\cf insurance products and services for wellbeing, coupled with the risk of
harm and the consequences of that harm mean that insurance products and services can
have a bigger.positive or negative impact on individuals and society than most other products
and\services.

individual consumers typically have an asymmetrical relationship with insurers — they
generally have less information about insurance products and less power (although
consumers will have more information about their own circumstances). Relationships
between insurers and business customers may still be asymmetrical, but businesses tend to
have more power and information than individuals.

Insurance contract law has some differences to general contract law, because insurance
contracts are about transferring risk and require both parties to act with utmost good faith.

Industry structure

Most New Zealanders have some kind of insurance. There are 88 licensed insurers in New
Zealand.

In the general insurance market, two insurers (IAG and Suncorp) make up around 70% of the
market. Both insurers provide insurance direct to consumers (IAG through State and AMI,
Suncorp through Vero and AA insurance (a joint venture with the New Zealand Automobile
Association)). IAG also underwrites white label insurance for a number of banks (including
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BNZ, Westpac and ASB) and sells insurance via brokers under the NZI and Lumley brands.

There are also other, smaller insurers in the market. The largest of these is Tower Insurance,
which provides insurance direct to consumers under the Tower brand and provides personal
insurance for Kiwibank, TSB and TradeMe. Tower supplies a limited amount of commercial
insurance.

Life and health insurers vary in terms of their size — from less than $15 million to $700 million
annual income from premiums. Some prominent life insurers include AlA, Partners Life and
Asteron Life. Some health insurers include Southern Cross, nib and Accuro. Some insurers
are large and have considerable market power. However, intermediaries (particulasly in the
general insurance market) can also be large and exercise market power over insurers:

A number of banks and other parties (for example, Warehouse Money and Tradgl/g) are
active in insurance markets as an adjunct to other products or servicies they otrer.

The counterfactual

This RIS addresses separate problems relating to insdrance<centract law in turn. The
counterfactual for each policy proposal is set out undereach-problem.

Insurance falls within the financial markets.iegulatory system. The system’s purpose is to
have well-functioning, fair, efficient.and transparent financial markets which support informed
participation by businesses and\.consumers.

Key features~aof\the/regulation of insurance

New Zeaiand’s\law relating to insurance contracts is currently spread across a mix of case
law and various pieces of legislation. This reflects the incremental development of insurance
contractiawin New Zealand.

Insurance contract law in New Zealand has developed from the principles and practices
established in the eighteenth and nineteenth centuries. Back then, insurance contracts were
primarily for marine insurance and existed between insurers, shipowners and cargo owners.
The contracts were commercial rather than consumer and insurance contract law reflected
this.

The foundation piece of insurance contract law in New Zealand is the Marine Insurance Act
1908 which was itself based on the Marine Insurance Act 1906 (UK). Although the Marine
Insurance Act 1908 appears to apply only to marine insurance, many of its principles have
been applied to non-marine insurance on the basis that it accurately states the common law.

New Zealand’s existing insurance contract-related statutes are:
e the Marine Insurance Act 1908
e the Life Insurance Act 1908

e the Law Reform Act 1936
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e the Insurance Law Reform Act 1977
e the Insurance Law reform Act 1985
e the Insurance Intermediaries Act 1994.

A number of these Acts have targeted specific issues. In some places this has resulted in
inconsistent outcomes in similar scenarios.

A number of jurisdictions with similar laws have reformed them to reflect the changing nature
of insurance and to provide more protection to consumers. This leaves the New Zeziand
regime out of step with what is occurring elsewhere.

Government regulation is preferable to self-regulation

Given the multitude of players in the industry, it is not reasonabledcexpe¢taitplayers to
comply with certain voluntary standards without government interventiorn,“The characteristics
of insurance products and services mean that some undeilying\issues such as information
asymmetry, conflicts of interest and an imbalance of zower exist. While voluntary initiatives
are welcome, we do not think that they are an adequate substitute for clear laws on the
contract between the insurer and policyholder:

The industry body for general insurance (home.and contents, car, travel, credit card,
commercial), the Insurance Council oi\New.Z<aland (ICNZ) has a Fair Insurance Code which
sets out reasonable standards ‘of commercial practice for insurers when dealing with
individual consumers. Thig'is largeiy.focused on conduct, but also includes matters such as
how insurers should frezt non-dis¢losure “reasonably.” However, this only applies to general
insurers and not to life and.health insurers, where, we are told, problems with non-disclosure
are most prevalent.-Breachies can be assessed by one of the relevant financial dispute
resolution'schemes” Material breaches can be assessed by an independent disciplinary
committee with firnes of up to $100k and expulsion.

The Financial Services Council (FSC) Code of Conduct came into effect in January 2019.
FSC members comprise 95% of the life insurance market in New Zealand. Given its recent
introduction, we do not yet know how effective this has been. The Code is largely focused on
conduct in the form of high-level commitments to delivering good outcomes for customers.
Similar to the Fair Insurance Code, material breaches can be assessed by an independent
disciplinary committee with fines of up to $100k and expulsion.

The Health Funds Association of New Zealand (HFANZ) also has a Health Insurance
Industry Code which sets out commitments to act in good faith and a responsible manner
when dealing with customers. This includes matters such as not acting in a misleading
manner, having a fair complaints procedure, and respecting customers’ personal information.
However, it is not largely concerned with aspects of contract law.

Agencies with a role in the system

There is no single regulator responsible for enforcing insurance contract law. There are
several regulators responsible for enforcing regulation that applies to insurers:

e The FMA has some powers in relation to insurers’ and insurance intermediaries’
conduct through the regulation of financial advice and through powers relating to
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‘misleading and deceptive’ conduct under Part 2 of the Financial Markets Conduct Act
2013 (FMC Act). The FMA will also take on a new role of regulating the conduct of
financial institutions such as banks and insurers under separate work in relation to the
conduct of financial institutions.

e The Commerce Commission is responsible for enforcing unfair contract terms in
standard form consumer contracts, including consumer contracts for insurance.

e The four financial dispute resolution schemes (the Insurance and Financial Services
Ombudsman, Banking Ombudsman, Financial Services Complaints Ltd;~and
Financial Dispute Resolution) can and do consider consumer complaints-on matters
relating to insurance contract law, including claims being declinedfor “pon-
disclosures. It is largely the role of individual consumers to take aClion-and achieve
redress through either settling their complaint directly with insurers, through dispute
resolution schemes, or via court action.

e The Reserve Bank (RBNZ) is responsible for the prtideritial regulation of insurers (for
example, minimum capital requirements).

e MBIE has policy responsibility in relation(to insurance contract law.

Assessment of overall fitness-far-purpose of the system

MBIE has primary responsibility for\rnairitainirig, monitoring, evaluating, and improving the
financial markets regulatory systern.\In dging so, MBIE is directly accountable to the Minister
of Commerce and Consuiner Affairs:-A regulatory charter for the wider financial sector has
been put in place underthe\auspices of the Council of Financial Regulators involving MBIE,
FMA, RBNZ, and.the Treasury. A regulatory system assessment is expected to take place
every five years

Problems with)sbine aspects of New Zealand’s insurance law were identified many years
age ‘inciudingin the Law Commission’s 1998 report, Some Insurance Law Problems.
Previaus efforts to reform insurance law have stalled due to other priorities.

The conduct of insurers is also currently being reviewed as part of a parallel piece of work on
the conduct of financial institutions. Any gaps with regard to the conduct of insurers are being
identified and addressed there. These two reviews are not, however, an assessment of the
overall fitness-for-purpose of the regulatory system, or a broader review of insurance
markets in New Zealand.

2.3  What is the policy problem or opportunity?

The separate policy problems and opportunities addressed in this RIS are set out in turn
below.
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2.4 Are there any constraints on the scope for decision making?

Ministers have committed to making legislative changes on insurance contract law.

The terms of reference for the review, agreed to by Cabinet, ruled the following areas out of
scope:

* concerns about “underinsurance” — including whether consumers are underestimating
the level of cover needed under “sum-insured” home insurance policies

* any competition issues related to the structure of insurance markets, such as‘thie
number and market share of insurance companies (these issues are theiesponsibility
of the Commerce Commission)

» the prudential regulation of insurers (separately being considered by the Reserve
Bank in its review of the Insurance (Prudential Supervision)®Act 2040)

» earthquake insurance as governed by the Earthquake Commission Act 1993 and
accident compensation insurance as governed hy, thel Accident Compensation Act
2001, and

* regulation of financial advisers and.the dispute resolution regime in relation to
insurance (considered in the 2017 review of the Financial Advisers Act 2008 and
Financial Service Providers{(Registration and Dispute Resolution) Act 2008).

MBIE is undertaking a parailei.review of the conduct of financial institutions, including
insurers. The outcomes'of'this review will have implications for how insurers conduct
themselves towards [policyholcers, such as how they handle claims. Any changes proposed
to insurance contract law will need to work alongside any new conduct obligations.

There is @lso g cannection to MBIE’s work on unfair commercial practices. In July 2019
Cabiret)jagreed to extend the prohibition on unfair contract terms (UCTs) in the Fair Trading
Act 1o standard form business contracts (below a certain monetary threshold). Any existing
exceptions for insurance will be carried over. The starting point would be that any changes
made to the way UCTs apply to consumer insurance contracts will also apply to standard
form business contracts. Some insurers have expressed concerns about extending unfair
contract term protections to businesses.
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2.5 What do stakeholders think?

Stakeholders include general insurers, life and health insurers and their representative
groups, law firms, dispute resolution schemes, consumer advocacy groups, financial
advisers and other intermediaries, individual businesses and individual consumers.

Stakeholders, including insurers, generally recognised the need for reform in some key
areas. They have been supportive of reviewing the law around the duty of disclosure for
consumers in particular, and a number of other technical changes to the law. The issue with
the greatest divergence in views is whether the existing exceptions for certain insurance
terms from the unfair contract term provisions are appropriate. Consumers and consuimer
advocates believe that the exceptions are not appropriate, while insurers think ¢therwise-

MBIE has not identified any issues with insurance contract law that affect-Maaii in particular.
However, Maori have particularly low rates of insurance uptake." Tt prtoposed changes will
make insurance contracts fairer, more accessible and easier to understand, which could
increase uptake among Maori.

MBIE released an issues paper (May — July 2018) corisulting on the issues addressed in this
impact statement. We received 120 submissions) from & riaix of insurers, consumers,
businesses, law firms and dispute resolution‘scikemes.

MBIE released an options paper in Abiil. 2019 Consultation closed in June 2019. We
received around 400 submissions (292 .0fwhich were template submissions).

2.6 Objectives

Our policy objectiveg for the review are as follows:

Participants_in-the irnisurance market are well informed and able to transact with confidence at
all points in the lirecycle of an insurance policy: This objective reflects that both parties to an
insutange .ceniract have information needs and will be able to make better decisions if they
frave better information.

interactions in the insurance market are fair, efficient and transparent at all points in the
lifecycle of an insurance policy: This objective recognises that there are better outcomes for
insurers and policyholders in a fair, efficient and transparent market.

Barriers to insurers participating in the insurance market are minimised: This objective
recognises that it is important to ensure that New Zealand remains an attractive place in
which to provide insurance. New Zealand has high natural hazard risks, and therefore carries
a high level of risk for insurers. We are mindful of the need to maintain a deep market for the
provision of insurance in New Zealand.

Consumers’ interests are recognised and protected when participating in the insurance
market: This objective recognises the need to protect consumer interests, especially in light
of the power and information asymmetry between insurers and consumers.

' Commission for Financial Capability (1 May 2019). Low insurance among Maori. Retrieved from
https://www.cffc.org.nz/news-and-media/news/low-insurance-among-maori/
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Section A: Duty of disclosure and remedies
for non-disclosure

Section A1: Problem definition and objectives: Duty of
disclosure and remedies for non-disclosure

A3.3 What is the policy problem or opportunity?

Status quo

Before entering into a contract of insurance, prospective policyholders must'discloseto the
insurer information that would influence the judgment of a prudent irsurerin setting the
premium or deciding whether to take on the risk of providing insurance (“niaterial facts”).
Answering an insurer’s questions does not relieve a policyhalder of the auty to disclose other
material facts. This duty is intended to help the insurer mgasure theievel of risk.

If a policyholder does not disclose all material facts ({rion‘disclosure’), the insurer is entitled
to “avoid” the contract (refuse all claims under it| return all premiums in the absence of fraud
and the insurance contract is treated as if it never'existed). The insurer can do so even if:

« there is no connection between the facts that were not disclosed and the claim

« disclosure of the relevarit-facts woold not have led them to decline cover.

Problem: consumers-donitlunderstand what needs to be disclosed

An ordinary consumer.cannotreasonably be expected to know what an insurer might
consider materiai-and therefore what to disclose. For example, consumers usually know that
they must gisciose-official medical diagnoses, but not necessarily signs or symptoms which
have niat\been)diagnosed.

cryoblem? consumers may not be aware of the duty of disclosure

Insurers are not required to bring the duty of disclosure to the attention of consumers. If
consumers are not aware of the duty and fail to disclose fully, they may end up not being
covered for a loss which they expected to be covered for. Lack of warning is not an excuse
for breaching the duty.

Insurers said that consumers are aware of the duty and its consequences and said they
made efforts to make their customers aware. Meanwhile financial advisers, dispute resolution
schemes and law firms noted that despite disclosure being signposted in policy documents,
consumers do not necessarily understand the duty and its implications.

Consumers commonly misunderstand their disclosure obligations. In a 2018 Colmar Brunton
survey commissioned by MBIE, 51% of respondents thought they need to tell the insurer
everything that might affect their insurer’s decision, even if the insurer doesn’t specifically ask
for it. Another 24% thought that they need to tell the insurer everything relevant that they can
remember, while 18% thought that they only need to answer the insurer’s questions.

A common assumption is that if the insurer needs information (for example, medical records
or claims history), the insurer will ask about it or get it from a third party (with permission). Of
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respondents to the Colmar Brunton survey who had life, health or income protection
insurance, 45% said they thought their insurer checked their medical records before agreeing
to give them insurance. However, while a consumer may have given permission for their
insurer to access their records, the insurer usually only does so after the consumer has
made a claim.

Problem: disproportionate consequences of non-disclosure

If policyholders do not disclose material facts (i.e. non-disclosure), the law currently permits
the insurer to avoid the contract and refuse all claims under it, even if there is no connection
between what was not disclosed and the claim. Insurers can avoid a policy even if dis¢losure
of the information would not have made them decline cover.

This can be a disproportionate response which has serious consequenges fer-palicynolders.
It can affect their ability to be protected against economic loss in the'short and'lang term.
Apart from the immediate loss, it can impact their ability to obtain‘cover inthe future if they
have a history of having a previous contract avoided.

Insurers told us that they do not always exercise theili_right'tc.avoid the contract in response
to non-disclosures. They said they responded reasonatiy-{o non-disclosures on a case-by-
case basis, and that it would be counterprodctive for them to develop a reputation for claims
avoidance. One general insurer said thatri.32% oi.its responses to non-disclosure, it does
nothing; 59% of the time it adjusts the ¢ustemet’s policy; and only 9% of the time cancels or
avoids the policy.? ;3

COMMERCIAL INFORMATION 4
(Note that these examplés. are not directly comparable as some insurers are referring to
policies voided while'gthers refer to claims declined.)

Insurers said they vonsider a range of factors when responding to non-disclosure, including
how the new information would have affected their decision to insure and on what terms,
whetner the iniormation may have been disclosed but not captured by the insurer or broker,
the conditions of the insurer’s reinsurance, the claim amount and the interests of other
policynolders.

However, other submitters suggested that non-disclosures are not always dealt with
reasonably, as evidenced by the number of disputes about non-disclosure. The Banking
Ombudsman Scheme said that it frequently sees disputes about banks declining claims due
to non-disclosure, mostly to do with pre-existing health conditions.® Insurance and Financial
Services Ombudsman (IFSO) commented that in its experience, insurers tend to avoid
policies and decline claims based on non-disclosure. About 10% of the claims received by
IFSO relate to non-disclosure,® with the issue being the third most common topic of
complaint to the scheme.” MBIE’s Colmar Brunton survey found that of respondents who had

2 |ssues paper submission — IAG

3 Options paper submission — AlA/Sovereign

4 Options paper submission — Partners Life

S |ssues paper submission — Banking Ombudsman Scheme

6 |ssues paper submission — Insurance and Financial Services Ombudsman

7 Insurance and Financial Services Ombudsman (2019). Annual Report 2019. Retrieved from
https://www.ifso.nz/assets/Uploads/IFSO-Scheme-Annual-Report-2019.pdf

Impact Statement — Insurance Contract Law | 12




a claim denied or reduced, 15% said the reason was that they had not told the insurer
information that the insurer thought they should have. Of those, 25% of respondents said that
this was information specifically related to the claim, 38% said this was information the
insurer wanted to know but did not specifically relate to the claim, and 31% said it was some
information that related to the claim and some other information that was not.

Submitters gave examples of where non-disclosures had resulted in disproportionate
consequences. Some examples are:

e An income protection claim was declined when the policyholder had to leave wark-for
cancer treatment because she had not disclosed psychological problems experienced
as a teenager.

o Aninsurer avoided a claim for a heart attack because the policynolder-didn’t disclose
a sore hip.

o Alife insurance policy was avoided when a wife triea te _claim after her husband was
killed by a drunk driver, because her husband had rictdiscicsed a former bankruptcy.

Problem: disclosure for businesses

We have little evidence to suggest that the.same.problems identified with non-disclosure also
exist for businesses (of any size). An-insurerthat primarily provides commercial insurance
estimated that it has avoided fewer\than<10-policies in the last decade, across 30,000
policies.? The insurer submitted-that\rnost of its business customers are advised by brokers
and are well-informed. Ariother.subriitter with experience handling commercial insurance
claims said that it was riot aware of large or mid-sized businesses having policies avoided
based on non-disclosure.®

However/rany suodmitters noted that small businesses are similar to consumers in their
knowiedge.and resources and should be treated similarly. Submitters argued that large
businesses-siiould be treated differently because they have greater resources and
hargaining power, for example, sophisticated record-keeping systems, in-house legal teams
and brokers.

Despite the lack of evidence that the current laws are resulting in negative outcomes for
businesses, the expectation that any policyholder should know what a prudent underwriter
would consider to be material may be unreasonable. Notably, Australia and the UK have
both reformed the law of disclosure as it relates to businesses. In the UK, it was suggested
that the law no longer reflected commercial practices in relation to business insurance, and
that the duty was poorly understood by business policyholders and allowed insurers to play a
passive role when obtaining information to underwrite risk.

Section A4: Options identification: Duty of disclosure and
remedies for non-disclosure

8 |ssues Paper submission — Vero Liability Insurance
9 |ssues Paper submission — Assure Legal

10 | aw Commission (26 August 2014). Impact Assessment: Insurance Contract Law: Updating the Marine
Insurance Act 1906. Retrieved from https://www.parliament.uk/documents/impact-assessments/IA14-

19A.pdf.
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A4.1 What options are available to address the problem?

The options in relation to the duty of disclosure are set out below. These options are not
mutually exclusive.

Option 1: Duty for consumers to take reasonable care not to make a
misrepresentation (consumer option)

This option, based on the law in the UK for consumers, would abolish the duty of disclosure
for consumers and replace it with a duty to take reasonable care not to make a
misrepresentation. Insurers would have to identify the information they need to_underwrite
the risk through questions. Consumers must answer truthfully and as accuqately \as/is
reasonable. Whether or not a consumer has taken reasonable care would /take inio-account
factors such as how clear and specific the insurer's questions wgre_aiid)whéther the
consumer had a broker.

The majority of submitters supported Option 1 for consumers.\Many.acikinowledged that it
could result in longer questionnaires; however we do not‘eipect.tihéimpact consumers to be
significant. The United Kingdom moved to this appreaci) 10 disclosure over seven years ago
and application forms have not increased in lengih in‘a significant way during this time. We
have also sought feedback from an insurer thai-s|changing its approach to disclosure in
advance of a law change, and they confirmed that the impact on the length of questionnaires
should be fairly limited. Furthermore finsurers-alieady require a lot of specific information
from consumers in order to accurately jricé‘the risk of offering insurance.

The benefits should outweigh any costs for both parties as the change is likely to reduce the
number of disputed giaims due to" non-disclosure better than the status quo or alternative
options.

Dispute rzsolutionschiemes and financial advisers preferred Option 1.

Option-2-Daty to disclose what a reasonable person would know to be
felevant’ (consumer or business option)

This duty is based on the duty in Australia for consumers and businesses.'! The duty is to
disclose information that the policyholder knows, and that a reasonable person in the
circumstances could be expected to know, to be relevant to the insurer in accepting the risk.
Whether a reasonable person would know the information was relevant would take into
account the type of insurance product and the target market for the insurance. In practice, a
higher standard would apply for businesses because they can be expected to have a higher
level of knowledge and resources, and because they are more likely to use brokers.

Generally submitters saw this Option as unclear and uncertain for consumers. On balance,
the majority of insurers supported Option 2, but many supported Option 1 as well. ICNZ
noted the majority of its members supported Option 1, but it recognised that both Options 1

" However, the Royal Commission into Misconduct in the Banking, Superannuation and Financial Services
Industry recommended that the current duty in Australia “be amended for consumer insurance contracts, to
replace the duty of disclosure with a duty to take reasonable care not to make a misrepresentation to an
insurer” (p. 32) i.e. the UK duty for consumers. Royal Commission into Misconduct in the Banking,
Superannuation and Financial Services Industry (February 2019). Final Report — Volume 1 —accessed at:
https://www.royalcommission.gov.au/sites/default/files/2019-02/fsrc-volume-1-final-report.pdf
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and 2 could be workable.?

Option 3: Require life and health insurers to use medical records to
underwrite (consumer option)

This option could work with the status quo or any of the other options. It would require life
and health insurers to seek permission to access the policyholder’'s medical records and use
these records to assess the risk. This would only address non-disclosure in relation to
personal insurance products, for example, health, life and trauma insurance.

Some consumers thought Option 3 would be a good idea, often in combination with ancther
option, but on the whole most insurers, law firms and dispute resolution scheries thodght
that Option 3 would largely be unworkable. It would increase costs and significantiy delay
application times, which impacts policyholders if their cover is delayed: Marny-insurers noted
that medical records can be incomplete or fragmented and still notfall insuretsall they need
to know. Partners Life also pointed out that it would increasg the) rate of cancelled
applications, which would have cost implications.

COMMERCIAL INFORMATIOM i

Option 4: Duty for businesses to make'fair presentation of risk (business
option)

The option is modelled on the UK's\duiy of disclosure for businesses. It would require
policyholders to disclose evsry. rnatarial circumstance which they know or ought to know. Or
if they are unable to, to spake disclosures that gives the insurer sufficient information to put a
prudent insurer on /notice \that it should ask further questions to reveal those material
circumstances. /A. material) circumstance is one which would influence the judgment of a
prudent insurer in, determining whether to take the risk, and on what terms.

Under this option, a business policyholder would be presumed to know:

) Jif the policyholder is an individual in business, the information known to the individuals
responsible for the insurance

¢ if the policyholder is a corporate, the information known to the senior management of the
policyholder or the individuals responsible for the insurance

e if an individual or a corporate, the information that should have been revealed by a
reasonable search of information available to the policyholder.

Option 5: Requirement to inform policyholders of the duty (consumer or
business option)

This would impose a statutory requirement that insurers must warn policyholders of the duty
and possible consequences in writing before a contract is entered into.

All submitters who commented thought insurers should warn consumers of the duty. Many
insurers said they already do so.

12 Options paper submission — ICNZ
13 Options Paper submission — Partners Life
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Option 6: Disclosure of the use of third party information (consumer
option)

Many consumers assume their insurer accesses their medical records (or other third party
records, such as their claims history with another insurer) at the time the contract is entered
into. This is often not the case. While a consumer may have given permission for the insurer
to access their records, the insurer usually only does so after a claim has been made, at
which point they check whether anything was not disclosed.

This would require insurers to inform the consumer about whether, and when, they. will
access third party records (if the consumer has consented to the access), and staté whether
this relieves the consumer of the duty to disclose particular matters. If the insurer interids’to
rely on such information as part of pre-contractual disclosure, this should be _declared and
the consumer’s duty to disclose in relation to those matters waived. This wouid)be a general
requirement intended to inform the consumer of whether the insurgrwill acecess their records
to underwrite the policy, or will only access their records at claims\tiime, iiather than a specific
requirement to inform the consumer every time they access the information.

Consumers, dispute resolution schemes and consarqer! advocates thought insurers should
tell consumers what third party information they will\access, and when. Dispute resolution
schemes thought this would address the issue-of consumers assuming that insurers obtain
their medical records before underwiiting. Insurers did not like the idea of informing
consumers every time they accessed-third “party information, as this would be onerous.
Insurers generally thought that-the requiieiments of the Privacy Act were enough to oblige
insurers to tell consumers apaut the irformation that may be accessed.

Table 1: costs and benéfits of aptions for duty of disclosure

Where the coststarnid benéfits differ between consumers and businesses, these have been
identified/Oeiow.

Option-1 duty: e Consumers do not have to guess e For consumers, if insurers have to
duty for what an insurer would consider to be draft and ask questions to obtain all
consumers to relevant to underwriting risk. the information they need, this may
take reasonable Consumers clearly understand what take more time and resources.
care not to make they need to disclose, as they only However, drafting questions would
a have to answer questions truthfully. likely only incur one-off costs, at least
misrepresentation « Reduces the number of disputed for consumer insurance where
claims which cause delays and potential risks are more standard and
expense to both parties. predictable.
e Consumers have more certainty thata e  Compliance costs for insurers could
claim will not be declined due to non- raise premiums. "4
disclosure, which will also improve e Insurers may not be able to identify all
trustin the insurance industry. the information they need. This may
e Itis only in unusual circumstances impact insurers’ certainty of the risk
that a consumer risk would exhibit they are insuring.

14 |n the UK the change was expected to translate to a 0.08% increase in premiums for consumers. However,
consumers bear both these costs and the benefits of the change. Law Commission and Scottish Law
Commission (1 December 2009). Impact Assessment of Reforming Consumer Insurance Law: Pre-contract
Disclosure and Misrepresentation. Retrieved from htips://s3-eu-west-2.amazonaws.com/lawcom-prod-
storage-11jsxou24uy7q/uploads/2015/03/Ic319 Consumer Insurance Law Pre-
contract Disclosure impact assessment.pdf
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Option 2 duty: o
duty to disclose

what a reasonable
person would

know to be

relevant

Option 3 duty: o
require life and
health insurers to
use medical

records to

underwrite

non-standard features that could not
be picked up by express questions.

Consumers have an active duty to
identify the information that insurers
will need, which means insurers have
more confidence that they can
measure and price risk, if it is more
likely that full disclosure happens
(without insurers needing to ask
specific questions about everything).
Slightly reduces the number of
disputed claims which cause delays
and expense to both parties.
Consumers’ and businesses’
understanding of what to disclose i§
improved compared to the status quc
Would not require businesses tc know
what a prudent insurer-would eorisider
to be material to assessing the risk.
Large businesges witb’legal teams
and brokers could be'expected to
have thie'kriawiedge of a prudent
insurer, butthiswiay not be
reasanable\for all businesses.
Provides'flexibility to take into account
the’circumstances of the business, its
size, nature and resources in any
assessment of whether the duty of
disclosure has been fulfilled.

Retains an active duty on businesses
to disclose material facts accurately
and therefore supports the ability of
insurers to measure and price risk.
This option could be applied to both
consumers and businesses and would
not require insurers to distinguish
between types of policyholders.
Consumers are relieved of the duty
to disclose in relation to matters which
the insurer obtained elsewhere.
Insurers could not use a consumer’s
non-disclosure of information in their
medical records as a reason for
declining a claim.

Consumers may have to spend more
time to respond to slightly longer
questionnaires. However, insurers
likely already ask about specific
matters relevant to their assessment
of risk under the status quo.

Would need to distinguish between
business and consumer policyholders,
which adds complexity.

Consumers still need to identify
information that a reasonable person
would expect an insurer to censider
relevant. There may be some
uncertainty as to what must’be
disclosed. Specifi¢aily. whata
reasonable personin-tiie
circumstances\cauid be-expected to
knowdcbe-relevant may be
dehatablel andtne extent to which the
consumer's-own personal
uinderstanding is to be taken into
account would have to be determined.
Businesses will still need to identify
what information is likely to be
relevant. However businesses,
particularly those using brokers, are
likely to have greater knowledge of
this and it may be appropriate to apply
a higher standard.

Creates some uncertainty if there are
differing standards of reasonableness.

Adds significant compliance costs for
insurers. Many insurers do not access
medical records at the time of entering
the insurance contract because of the
costs of doing so for every application.
If a non-disclosed issue was not in a
consumer’s medical records, the
same issues with non-disclosure
under the status quo would persist.
Would not address non-disclosure
problems in relation to general
insurance. While problems with non-
disclosure are higher in life and health
than for general insurance, there are
cases of disproportionate
consequences of non-disclosure in
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general insurance.

e This option could be extended to a
general requirement to access
relevant third party records, but this
could create confusion about what
matters the consumer must disclose
and what the insurer will access

elsewhere.
Option 4 duty: e Encourages active participation onthe e  The test depends on what the
duty for part of business policyholders and particular policyholder knew or ought
businesses to insurers to volunteer and seek to have known. This requires
make fair information respectively. It therefore businesses to know what a material
presentation of supports insurers to measure and circumstance is (and ther&fore what
risk price risk. would influence the judgmeiis of.a
o Makes the duty slightly clearer, by prudent insurer in détermining
clarifying what a policyholder is whether to take.on'thevisk and on
presumed to know and allowing what terms). This is-fairly similar to the
policyholders to provide enough currerit test under the status quo.
information to put an insurer on notice e  Would ineéd tg 'distinguish between
to ask questions. business and consumer policyholders,
e Creates a positive duty to undertake a which adds complexity.
reasonable search, rather than relying
on the policyholder’s knowledge only,
which has the potential to benefit
insurers by providing riore
information.
e  Minimises compliarice-costs for
insurers ifit meanspelicynolders are
more likelyta provide relevant
inforriatian:
e ~ Siightly.reduces uncertainty of Option
2, as it'does not rely on interpretations
of-feasonableness or what a
hypothetical reasonable person in the
circumstances ought to have known.
Option5: e Policyholders are more likely to know e  Will not on its own solve the issue of
Requirement to the existence of the duty and its consumers not knowing exactly what
infoimi importance, which is likely to to disclose, or of disproportionate
policyiiolders of incentivise accurate disclosure. consequences being applied.

the duty e While some insurers do this already, a
requirement would make it consistent
across the industry.

Option 6: Inform e  Willinform consumers of what records e  Will not on its own solve the issue of

consumers when will be used to underwrite policies, consumers not knowing exactly what
accessing meaning they have a better idea of to disclose, or of disproportionate
records what to disclose versus what is consequences being applied.

obtained via third party records.

Responding to non-disclosure or misrepresentation

Option 1: Remedies based on intention and materiality

This option (based on the remedies for consumer insurance in the United Kingdom) would
allow insurers to avoid contracts for deliberate or reckless non-disclosure or
misrepresentations that are material. A non-disclosure or misrepresentation would allow
avoidance if it was objectively material and if it induced the insurer to enter into the contract
on those terms. The insurer:
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e may avoid the contract and reject all claims

¢ need not return premiums unless it would be unfair to the policyholder to retain them
(for example, cases involving life insurance policies with an investment element, or
joint policies where only one policyholder has made a misrepresentation).

Proportionate remedies would apply where non-disclosure or misrepresentation was not
deliberate or reckless, but was both careless and led the insurer to enter the contract on
those terms. Insurers could ‘re-underwrite’ an insurance contract upon learning of such a
non-disclosure or misrepresentation, by doing what they would have done had they krown of
the information at the time of contract formation:

¢ [f the insurer would not have entered the contract, they can avoid thé¢ Contract2and
refuse all claims, but must return the premiums.

¢ If the insurer would have varied the terms (except those relating to\premiums), the
contract must be treated as if it were entered into on’those terns, or the insurer can
cancel the contract by giving reasonable notice

¢ If the insurer would have charged higherpremiums,.ihe insurer may reduce the claim
amount paid by that amount, or can cancel the contract by giving reasonable notice.

Option 2: Remedies based onfiatentioh and materiality (as for option 1);
but no avoidance unless frayd

This option (based on the'remedies-iri Australian law) would allow insurers to avoid contracts
where the non-disclgsure ar.misrepresentation was fraudulent and induced the insurer to
accept the contract cn\.those terms.

This optici-is similar to Option 1, but the key differences are:

o ) A _court’(or dispute resolution scheme) could disallow avoidance (or order the insurer
to-pay an amount towards the claim), where the insurer has not suffered any
significant loss; or where it would be harsh and unfair.

e An insurer would not be allowed to avoid a contract unless there was fraud, even
where the insurer would not have entered the contract initially.

Option 3: remedies based on materiality only

This option would create proportionate remedies based on what the insurer would have done
had it known of the correct information at the time of application. These would be similar to
the proportionate remedies described in Option 1 above.

Insurers would have to apply these remedies regardless of the intent behind the non-
disclosure or misrepresentation, for example, if a non-disclosure was deliberate but not
material to the insurer and would not have altered the terms or price of the contract, the
insurer would have to pay the claim.

Table 2: costs and benefits of options for remedies for non-disclosure or misrepresentation
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Option 1
disclosure
remedies:
remedies based
on intention and
materiality

Opticn.2
disclosure
reimacies:
rernedics based
on intention and
materiality; no
avoidance for
non-fraudulent
material non-
disclosure

Option 3:
disclosure
remedies based
on materiality
only

Policyholders have greater certainty
about being covered because they
are not unduly penalised due to
innocent or non-material non-
disclosures or misrepresentations.
Applying more serious
consequences to deliberate or
reckless non-disclosure compared
to other non-disclosures would
discourage fraud and carelessness,
and incentivise care and accuracy
when filling out applications.
Proportionate remedies that take
into account whether the insurer
was induced to enter the contract
ensure that both parties are no
better or worse off than if they had
all the facts at the time of
application. This helps to support an
effective insurance market by
ensuring predictable outcomeg-for
both parties. For example -allowing
an insurer to reduce claim armaunts
by the higher premitims, itwould
have charged means’thaia
policyholder whc, has\deliberately
not disclased scmething, and then
dogsmothave ta-pay for past
actions, is not in a better position
than a‘policyholder who disclosed a
mziter for which they were then not
covered or had to pay higher
premiums to obtain cover.

The benefits of this option are
similar to Option 1.

Would not require insurers to
consider intention. This would
potentially have fewer costs for
insurers if they don’t have to
investigate misrepresentations

and/or go to court to prove intention.

It would provide more certainty to
insurers.

May add costs for insurers if they have
to prove that a non-disclosure or
misrepresentation was deliberate or
reckless.

May add costs if insurers must
retrospectively assess what they would
have done if the policyholder had
disclosed accurately. However,
according to many insurers, they
already use a range of proportionate
remedies based on what they would
have done had they known\ofihe
information at contract formatiori 2This
should not be srierous-foiinsurers to
comply with oriinvalve sigriificant costs.
Where a dispute rgsoiution scheme or
the Couris iieed to consider non-
disclosure. ‘agditional time will be
riecded fo'consider both intention and
meternality.

The costs of this option are similar to
Option 1.

The proportionate remedies for non-
fraudulent disclosure do not always
leave both parties in the same position
as if the information had been disclosed
at contract formation time. Under this
option, if the insurer would have refused
to enter the contract had it known the
information, it cannot avoid the contract
unless the non-disclosure is fraudulent.
This is different to Option 1, in which
insurers can avoid the contract if they
would have refused to enter the
contract at formation time, even if the
misrepresentation or non-disclosure
was not deliberate or reckless.

Would not provide a strong incentive
against intentional (fraudulent or
deliberate) non-disclosure or
misrepresentation. For example, it
would put a consumer who had
deliberately concealed a medical
condition they had in the past five
years, knowing that (or not caring if) it
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was relevant to the insurer, in the same
position as a consumer who had not
known to disclose a medical symptom
that occurred twenty years ago, if both
non-disclosures would have made the
insurer exclude certain matters from
cover. While the effect on the insurer
may be the same, and the loss incurred
is equal, this does not necessarily
incentivise consumers to disclose
material facts accurately.

A4.2 What criteria, in addition to monetary costs and benefits, have been usez te
assess the likely impacts of the options under consideration?

MBIE has identified the following criteria for determining options to address thé_problems
described above:
a) Insurers have confidence that they can effectively measure.and price risk

b) Policyholders understand clearly what information-they heed to disclose
c) Remedies are proportionate to materiality

d) Costs are minimised.

We have not considered abolighing ‘the ‘agiity to disclose or otherwise provide material facts
altogether, as this would net'ailow. irisurance to function effectively if insurers were unable to
assess and manage risk. 't would likely mean that insurers would cease offering many
insurance products.

We have also not cansidered a duty to take care not to make a misrepresentation for
businesses, as, it{can be difficult to require insurers to ask specific questions about the
complex and unique risks of some business.
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Section A5: Impact Analysis: Duty of disclosure and remedies for non-disclosure

Marginal impact: How does each of the options identified at section A4.1 compare with the counteitactual, under each of the criteria

set out in section A4.2?

Duties — consumers

No Option 1 (care not to | Option 2 (reasonable | Option 3 (madical | Option 5 (warn | Option 6 (inform
action | misrepresent) person test) reccras 10 underwrite) | policyholders of | when accessing
duty) records)
Insurers can 0 * * 7 + + 0
effectively Policyholders are more Policyholders ara more Could result in insurers Policyholders are Unlikely t It i
measure and ytoresultin
price risk likely to know what likely to krnow what obtaining more material more likely to know insurers obtaining
information to disclose, informatici to'disclese information than status what information to more material
resulting in useful and have'ar‘active duty | quo, but only for life and | disclose, resulting in information
disclosure, but insurers to-identify_material health insurance useful disclosure
may not be able to identify” " information, resulting in (although they can
all material informatioiv\| useful disclosure choose to do so
currently)
Policyholders 0 ++ + - * +
;Jhne(;err;t::ttjowhat Poli¢gynolders cClearly Improves understanding Could be confusing to Would help Would help
disclose understand what to compared to status quo, | policyholders, who won’t policyholders policyholders to
disclose-asihey only have but the test of a always know what is in | understand nature of understand
10'answer questions reasonable person is their records and what duty and importance whether records
truthfully uncertain does not need to be of correct disclosure | will be accessed to
disclosed aid disclosure
Costs are 0 - 0 " - -
minimised

Insurers will incur upfront
costs of drafting
questionnaires, which may
increase premiums

We expect insurers’
processes to remain
largely unchanged

Significant compliance
costs for insurers, which
may increase premiums

Minimal costs of
informing
policyholders at
contract formation

Minimal costs of
informing
policyholders at
contract formation
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Overall
assessment

++ ++

Duties — businesses

No Option 2 (reasonable person test) Option 4 (fair presentation of risk) Option 5 (warn policyholders
action of duty)
Insurers can 0 + - *
effectively measure Businesses are more likely to know what | The'testis very similar to the status quo, | Policyholders are more likely to
and price risk . . . . , 4 . ’ . .
information to disclose and have an active ‘ but.does clarify that businesses must know what information to
duty to identify material information, , undertake a reasonable search to disclose, resulting in useful
resulting in useful disclosure ‘ provide material information disclosure
Policyholders 0 + + +
understand what they Improves understanding-compared to Similar to the status quo, but clarifies that Would help policyholders
need to disclose ' . o ; . v "
status quo, but the test'of.a reasonable limited disclosure is sufficient if it puts the | understand nature of duty and
persen is\uncertain insurer on notice to probe further importance of correct disclosure
Costs are minimised 0 0 0 -
We-axpectinsurers’ processes to remain | We expect insurers’ processes to remain Minimal costs of informing
largely uirchanged (except to the extent largely unchanged (except to the extent policyholders at contract

Overall assessment

S

they mdast distinguish between consumer | they must distinguish between consumer formation
and business duties) and business duties)
++ +

++

Remedies

No
action

Option 1 (materiality and intention)

Option 2 (materiality and intention;
no avoidance unless fraudulent)

Option 3 (materiality only)

Insurers can
effectively measure
and price risk

0

++

Incentivises truthful disclosure to help
assess risk; insurers do not have to pay

Insurers may have to pay claims they
never would have covered

Does not help to incentivise
truthful disclosure
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claims they never would have covered

Remedies are
proportionate to
materiality

++

Consequences are based on how insurer
would have responded at contract
formation

++

Consequences are based on how
insurer would have respcnded-at
contract forniaticn

!
|
|
|

++

Consequences are based on how
insurer would have responded at
contract formation

Costs are minimised

Some costs of re-underwriting and
investigating whether non-disclosure was
deliberate or reckless

Some costs of resuiiderwriting and
investigating whether non-disclosure
Wwas deiiberate/ reckless

Some costs of re-underwriting

Overall assessment

+++

0

N\
Key:
++ much better than doing nothing/the status quo
+ better than doing nothing/the status quo
0 about the same as doing nothing/the statug’quo

- worse than doing nothing/the status ¢uo

-- much worse than doing nothing/the statis guo
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Section A6: Conclusions: Duty of disclosure and
remedies for non-disclosure

A6.1 What option, or combination of options, is likely best to address the problem,
meet the policy objectives and deliver the highest net benefits?

Preferred approach - duty of disclosure

Our preferred approach is to implement Option 1 (duty to take reasonable care not to
make a misrepresentation) for consumers and Option 4 (duty to make a fair preseritation
of risk) for businesses. In addition, we think that Option 5 (requirement Ao\ warn
policyholders of the duty and its consequences) should apply to both consumers. aid
businesses, and that Option 6 (requirement to inform policyholders of what,and-when,
third party information will be accessed) should apply to consumers.but thatthis‘should be
a general requirement rather than a requirement to inform everytime, insdrers access this
information. Options 5 and 6 would not by themselves solve the preoblems identified, but
would aid understanding of the duty and its consequences:

Consumer duty

Our preferred option is Option 1 (duty to take reasonable care not to make a
misrepresentation). It reduces uncertainty cempared to Option 2 and the status quo, which
will not only help consumers, but also helps insurers identify material facts. While this may
impose some costs, such as loager time. fg"draft and complete questionnaires, the benefits
outweigh the costs. It is likely towreduce the number of disputed claims due to non-
disclosure more than i 'status auo or Option 2. Option 2 still requires consumers to
exercise judgement in deciding what information is relevant to disclose, which could be
problematic as itieaves itdp to interpretations of what is reasonable. While Option 3 would
have some henefiisfer life and health policyholders in relieving them of the need to assess
what infcrmation they must disclose, ultimately the costs of this option are significant and it
would only-address part of the problem.

Ore insurer thought that Option 1 might be no better than the status quo, because it puts
ohus on consumers to answer more questions.'® Another insurer opposed Option 1 on the
basis that consumers are better placed to know their own situation, and Option 1 would
condone the current “low effort approach” of consumers.'® We do not think this would be
the case, because if consumers have to fill in questionnaires, they may in fact be likely to
identify more relevant information than under the status quo, because they know what they
are being asked to disclose and do not have to guess what might be relevant to the
insurer.

Many submitters agreed that while it may take longer to answer questionnaires, the costs
of not doing so when it comes to claims time are greater. Further, the inconvenience for
consumers is minimal compared to what is required by the status quo.'” Some disagreed

15 Options paper submission — Southern Cross
16 Options paper submission — IAG
17 Options paper submission — Banking Ombudsman Scheme
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that Option 1 imposes unreasonable risks that insurers would not find out the relevant
information, because detailed questionnaires can mitigate this.'® Meanwhile some insurers
said that Option 1 aligns with their current practice'®, in which case this should not impose
additional compliance costs.

We intend to incorporate provisions in Option 1 to prevent insurers from relying on general
catch-all questions. The UK law, for example, provides that whether or not the policyholder
is taken to have complied with their reasonable care duty may depend on how specific the
insurer’s questions were.2? The Australian law provides that the insurer waives compliance
with the duty if they ask the policyholder to disclose any other matter that is relevant.?’
Without such safeguards, this option would not work much better than the status-quo
because it would allow insurers to ask questions such as “Is there anything eiss wé-shouid
know?” which would leave it up to the consumer to determine what the insurer shoulg
know.

Duty for businesses

While there is little evidence of a problem for businesses siernming from either the duty or
the remedy, we think there is a case for reforming ihe_ienriedies for businesses. The
current ‘all or nothing’ remedy provided by the'law (i.e.\thé remedy of avoidance) can be
disproportionate, harsh and unfair. We are therefore recommending that the remedies for
non-disclosure for business insurance’ be. reformed in line with the same option for
consumers (more detail on preferreid apiion beiow).

As there is little evidence ofa proklem for businesses, our preference is Option 4 because
it is similar to the status\guo“and therefore would not require a significant change in
existing processes, but it does clarify some matters which the status quo does not. These
clarifications bengefit\betn/ the policyholder (for example, since it means that direct
disclosure oi-every material circumstance is not necessary as long as enough information
is provided to\aliow the insurer to investigate further) and the insurer (for example, the
policyhiolder-must disclose what is revealed by a reasonable search).

The distinction between businesses and consumers would be based on either the primary
purpose of the policy (i.e. whether it is for private or commercial use) or the type of policy
(i.e. commercial, life, health) etc. We also think consumer insurance should include group
insurance policies (e.g. policies purchased by an employer for a group of employees)
where cover is provided to a third party (e.g. employee), where the third party is
responsible for providing disclosure either directly or indirectly and which would otherwise
be a consumer insurance contract.

Treatment of small businesses

Some submitters thought that consumers and small businesses should have the same
duty, and large businesses should have a separate duty as they have much more
knowledge and resources. Generally life and health insurers favoured the same duty

18 Options paper submission — Financial Services Complaints Limited
19 Options paper submission — Health Funds Association NZ; Options paper submission — Partners Life
20 Section 3(2)(c) of the Consumer Insurance (Disclosure and Representations) Act 2012.

21 Section 21A(4)(b) of the Insurance Contracts Act 1984.
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applying to both small businesses and consumers for life and health products, but general
insurers did not agree for general insurance. This is possibly because the nature of the
risks for life and health insurance are similar regardless of who is taking out the policy.
Further, the distinction is less likely to affect life and health insurance.

There was no preference for any particular way of distinguishing small businesses. Some
thought that a 19 FTE threshold could be a poor indicator of size and knowledge. Others
submitted that a distinction could be made based on the purpose of the policy (i.e. for
business or personal use), rather than who was taking it out. ICNZ noted that sometimes
the same policy is offered to small, medium and large businesses and that having different
standards for disclosure would require two different sets of policy wordings.??

We agree that any line drawn around a proxy for a small business will be arhitrary:it"may
further complicate processes for insurers, who would have to apply a.test to distinguish
between small and other businesses and provide two sets~af diferent disclosure
obligations accordingly. This would increase costs for insurers:

The complex nature of business risks may be such that avery sinall business (with few
FTEs and low turnover) could have unusual fisks /that-make it inappropriate for
standardised questionnaires to apply. While we| acknowiedge that 97% of New Zealand
businesses have fewer than 20 employees,?3-hecause of the different nature of business
risks compared to consumers, we corigiasr. the size of the business is not necessarily a
good indicator of whether that businegss-as ‘standard or complex risks.

We note that there is no distirictiendrawn between the treatment of small businesses in
other common law jurisdictiorisy, While policymakers in the UK considered this, they
ultimately concluded (hat it\was difficult to define a small business, that there was not
enough evidence of a problem for small businesses to justify such a radical change in the
disclosure auty ‘and-tihat financial dispute resolution services were already available for
small businesses. 'to provide greater protection than for other businesses.?* We suggest
that the )same applies in New Zealand. It could also have adverse effects if it means that
msureis-are reluctant to cover small businesses because they have less certainty about
trie risks they pose, and therefore raise premiums for small businesses.

Furthermore, Option 4 provides flexibility in its application to both large and small
businesses. Small businesses may benefit from the provision saying that they can provide
enough information to put the insurer on notice, if they are not certain what information is
likely to be material to the insurer.

Preferred approach: Remedies for non-disclosure or misrepresentation

Our preferred approach is Option 1 (remedies based on materiality and intention). This is
because it puts both parties back in the position they would have been in had they had the
facts at contract formation, creates the right incentives to carefully and accurately disclose,
and provides the most proportionate remedies i.e. where something is material enough
that the insurer would not have covered the policyholder, the insurer can choose to avoid

22 Options paper submission — Insurance Council of New Zealand
23 https://www.mbie.govt.nz/assets/30e852cf56/small-business-factsheet-2017.pdf

24 The Law Commission and Scottish Law Commission (June 2012). Insurance Contract Law: The Business
Insured’s Duty of Disclosure and the Law of Warranties: Joint Consultation: Summary
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the contract. While some insurers were concerned that this option would require insurers
to prove intentional conduct in order to access the avoidance remedy, on balance we think
the benefits outweigh the costs of this option. Further, a higher evidence threshold may be
appropriate where insurers resort to the most extreme remedy of avoidance without
returning premiums. As insurers themselves pointed out, they rarely use the remedy of
avoidance even though they have no evidentiary burden currently, therefore this should
not impose significant costs.

Option 1 was the most popular option, especially among insurers. Most insurers said they
already applied these remedies in practice, so Option 1 would codify good practice. Ttiese
submitters agreed that intentional non-disclosure should be treated differertly. ‘from
unintentional non-disclosure and that it is important to retain the ability to avoid\a.contract,
where it is justified to do so. Otherwise, Option 2 could require insurers to provide.cover to
a consumer who is uninsurable, which would in turn create uncertainty for insurers and
make it difficult to price premiums to reflect the risk. Option 2 is iherefore-potentially less
fair to other policyholders.

We do not support having remedies based on materiality orily (Qption 3). While this option
would pose no costs on insurers to prove that a‘nan-disclesure/misrepresentation was
intentional, it also risks creating the wrong incentives, as it‘does not discourage intentional
non-disclosure. It would be the least effective at preventing fraud.
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Section B: unfair contract terms

Section B3: Problem definition and objectives: Unfair
contract terms

B3.3 What is the policy problem or opportunity?

Counterfactual

The Fair Trading Act 1986 prohibits unfair contract terms (UCTs) in standard forrn-Consumier
contracts. A term is “unfair” if it would cause an imbalance in the rights and gkiigations,of the
parties to the contract, is not reasonably necessary to protect the legitimate interesis of the

party who would benefit from the term, and would cause detriment t¢ a paityta-the contract.

Terms that cannot be declared to be unfair (‘generic exceptions’) are'tefiris that:

a) define the main subject matter of the contract
b) set the upfront price payable under ttie contract
c) are required or expressly permitted by ‘any enactment.

There are also some exceptions for iasurarice-Contract terms (‘insurance-specific
exceptions’). The following terms in\insurarize contracts cannot be declared to be unfair:

a) the subject oriisk insured-against

b) the sum ingured

c) excluyded/limited liability on the happening of certain events
d) (the basis on which claims may be settled

e) “payment of premiums

C

§) the duty of utmost good faith
g) requirements for disclosure.

The prohibition on UCTs was introduced to protect consumers from terms that are
detrimental to the consumer and are not necessary to protect the interests of the other party.
Most consumer contracts are standard form, meaning they are not subject to effective
negotiation, but are offered on a ‘take it or leave it’ basis. Consumers therefore do not have
the opportunity to challenge unfair terms. Contracts are also lengthy and complex, meaning
that unfair terms can be difficult to identify.

The generic exceptions were introduced because the main subject matter and upfront price
are generally terms that consumers have a choice about and can negotiate over, and
therefore these terms should not be able to be considered unfair. The insurance-specific
exceptions meanwhile, were introduced to clarify what cannot be declared to be unfair in an
insurance contract on the basis that these types of terms are needed to protect the legitimate
interests of the insurer.
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Diagram: Is it an unfair contract term?
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Problem definitian

Consumer stakehialders.were concerned that the insurance-specific exceptions mean that
consumers.-are natprotected from genuinely unfair terms. Submitters have given the
following examples of terms which they thought might be unfair and which might meet the
testof creating.an imbalance in rights and obligations, not being necessary to protect the
insurer’s.legitimate interests, and would cause detriment to the consumer, but which might
also be-excluded from being assessed as unfair on the basis of the insurance-specific
exoeptions:

e travel insurance: requiring preapproval before incurring healthcare costs

e insurer may make unilateral changes to the contract

¢ income protection policies: insurer has the discretion to decide whether the
policyholder is unable to work

¢ third party claims: policyholder must follow the defence recommendations of the
insurer’s lawyer

e car insurance: insurer may decline a claim for an accident if they cannot contact the
person at fault

¢ travel insurance: broad exclusions for any claim related to mental health
¢ life insurance: exclusions for any unlawful act

e broad exclusions for pre-existing conditions (insurers can decline claims for any
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symptom, regardless of whether the policyholder knew it was a symptom).

Some of the examples could be exempt from being declared unfair by virtue of the
insurance-specific exceptions, but could otherwise meet the tests of creating imbalanced
rights and obligations, being to the detriment of one party, and not being necessary to protect
the legitimate interests of the party advantaged by the term (although they might also be
excluded under the generic exceptions). This suggests that there is a problem with the status
quo, which results in consumers being disadvantaged by genuinely unfair terms. The
insurance-specific exceptions can potentially capture much of the content of an insurance
contract, and thus may limit what actions can be taken against UCTs in insurance contracts.
This can affect how insurance markets fulfil their objectives of protecting consumeis in.the
event of loss. However, our evidence is limited as there has been no formal enfaregrnent
action on UCTs in insurance contracts which would give guidance about whether paiticular
insurance terms would be UCTs.

Without intervention, we do not expect insurers themselves to.ensuré-all terms are fair to the
same standard as other contracts, because the statutory exceptions aliow this. This means
that consumers of insurance do not have the same level of protection as for other contracts.

Insurers say the status quo is not a problem: the 'sxceptions’ clarify what cannot be declared
to be unfair in an insurance contract on the basis that they are needed to protect the
legitimate interests of the insurer. Withaut\the exceptions, insurers say they would face
uncertainty regarding the extent of risk tyiey take on. For example, an insurer may include
terms which exclude it from liakility ‘on the happening of certain events, and prices its
premiums based on those gxclusiens.)If a court can strike down those terms as unfair, the
insurer has not factoreddttiisiadditional liability into its premiums. If insurers can’t accurately
price risk, they may Cease oifering cover or increase premiums.

Insurers argue insurance contracts contain a number of terms which do not meet the generic
exceptiong (the\main subject matter or the up-front price payable) but which are necessary
for the.insurerto assess and price risk. The counter-argument is that as the courts can
aiready-weigh the legitimate interests of the insurer in determining an unfair term (i.e. if it is
reasonably necessary it is not unfair), the exceptions are not necessary.

We don’t support a continuation of the status quo. It creates a disjuncture between the
protections available for consumers of insurance and consumers of other products and
services where standard form contracts are used. We don’t think the current exceptions are
necessary or appropriate because:

o the subject or risk insured against — is the main subject matter of the contract, so
would be exempt anyway.

e the sum insured — is not the upfront price, but we think a court would easily consider
that the sum insured for, if agreed in the contract, is fair. It is arguably part of the main
subject matter of the contract.

e excluded/limited liability on the happening of certain events — an exception is not
appropriate because many policy exclusions will be necessary to protect the insurer’s
legitimate interests, and if they are not necessary, then they should be assessed for
unfairness.
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o the basis on which claims may be settled — an exception is not appropriate because
there are terms that might describe the basis on which claims are settled that might
be unfair

o payment of premiums — we think a court would easily consider terms that require the
payment of premiums or the quantum of premiums to be in the legitimate interests of
the insurer

o the duty of utmost good faith — terms are already exempt if required or expressly
permitted by an enactment (if the duty of utmost good faith is codified)

e requirements for disclosure — are already exempt as they are required ar-expressly
permitted by an enactment.

Section B4: Options identification: Unfaif<contract terms

B4.1 What options are available to address the probtem?

Option 1a: Tailor generic unfair contra¢t terms-provisions to insurance;
narrow definition of main subject maitey

This option would remove the insurarce-specific exceptions, and instead tailor the generic
UCT exceptions to accommodate specific featlres of insurance contracts. Australia is
currently considering a similarpropesal.?-Under this option, the law would:

o define the ‘maiirsubject matter’ of an insurance contract narrowly to mean a term that
describes the thing,that is insured (house, car etc)

e define the 'upfront price’ to include the premium payable?®

e ___consider a-contract to be standard form even if the policyholder can choose from
vatious‘options of policy coverage.

Cptiowri 1b: Tailor generic unfair contract terms provisions to insurance;
broad definition of main subject matter

This would be similar to Option 1a above, but it would define the ‘main subject matter’ of an
insurance contract broadly as terms that clearly define the insured risk accepted by the
insurer and the insurer’s liability. A broad definition would mean that policy limitations and
exclusions that affect the scope of cover would be considered part of the 'main subject
matter' and would not be open to review.

25 Exposure draft: Treasury Laws Amendment (Unfair Terms in Insurance Contracts) Bill 2019. Retrieved from
https://www.treasury.gov.au/consultation/c2019-
t372650?utm source=TSY+website&utm campaign=2e944b785d-
EMAIL CAMPAIGN 2019 07 16 10 15 COPY 04&utm medium=email&utm term=0 a593710049-
2e944b785d-225170325

26 The Australian proposals suggest excluding terms that set the quantum or existence of the excess from being
considered unfair. The rationale is that the quantum of the excess can increase or lower premiums, so is a
feature that the consumer chooses. We don'’t think this is necessary to provide an exclusion for in New
Zealand because it will already be excluded through the definition of upfront price — the Fair Trading Act, in
contrast to Australia’s existing UCT provisions, provides that the definition of upfront price includes anything
that is contingent on the occurrence of an event, as long as it is transparent.
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This option would also clarify that a term is reasonably necessary to protect the legitimate
interests of an insurer if it reasonably reflects the risk accepted by the insurer and it does not
disproportionately or unreasonably disadvantage the policyholder. This would provide
additional guidance on the general provisions for when a term in a standard form contract is
deemed to be reasonably necessary.

Option 2: Rely on generic unfair contract terms provisions

This option would remove all insurance-specific exceptions from the Fair Trading Act. The
generic UCT provisions would apply to insurance contracts unconditionally. Insurers would
have to rely on their terms being reasonably necessary to protect their legitimate interests as

a protection from the terms being considered for unfairness.

Option 3: Completely exempt insurance contracts from UCT provisions
and rely on conduct regulation

Under this option, insurance contracts would be largely or comipletely. exarnpted from the
UCT provisions in the Fair Trading Act. The costs and beréfits of this-Option would rely on
the outcome of a separate review being carried out by WiBiEdnta the way that conduct is
regulated in the insurance industry.

Table 3: costs and benefits of options for unfdircontract'terms

Option 1a unfair
contract terms:
narrow definition
of main subject
matter

Option 1b unfair
contract terms:

Benefits policyhoiders by bringing
insurance\contracis under the general
UZT provisions for all standard form
consumer contracts. This would better
protect.policyholders from unfair
insurance terms compared to the
statUs quo.

Provides some certainty and clarity to
insurers about how the generic
exceptions apply to insurance
contracts.

Improves quality of insurance products
(with fair terms), and helps
policyholders to get what they think
they paid for, which would in turn
increase trust in the insurer-
policyholder relationship and support
the effective functioning of insurance
markets.

Could reduce costs for insurers
(compared to some other options)
since this would support trans-Tasman
alignment, for insurers that operate in
both markets.

Would provide certainty to insurers
about how the generic exceptions
apply, compared to Option 2.

Insurers would bear initial costs of
reviewing contracts for unfair terms
and potentially legal and
administrative costs if terms are

challenged.27

Increases uncertainty for insurers
because terms may be challenged,
which may lead to increased
premiums or reduced coverage, to
the detriment of policyholders.
Increases enforcement costs for the
regulator, as they can challenge a
wider range of terms.

Insurance premiums may increase to
take into account the insurer’s
expectation of increased risk.
Policyholders would face increased
costs.

The cost to insurers of reviewing
contracts would be slightly less
compared to 1a.

27 The Australian Treasury estimated that the cost of this option for the Australian insurance industry would be
AU$3.5 million, based on costs of anywhere between AU$8,000 to AU$184,000 for a single insurer to review
all its contracts. Australian Treasury (2019). Draft Regulation Impact Statement — Extending the protection

from unfair contract terms to insurance contracts. Retrieved from

https://www.treasury.gov.au/sites/default/files/2019-07/c2019-t372650-ris.pdf

We have not attempted to quantify the costs for the New Zealand insurance industry, as we did not receive data
from insurers about the costs of reviewing contracts or how many policies each insurer has. Costs for each
insurer will vary significantly depending on the size of the insurer, the number of policies they have and the
number of their policies that are standard form consumer contracts or business contracts under $250,000.
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broad definition
of main subject
matter

Option 2 unfair
contract terms:
rely on generic
unfair contract
terms provisions

Option 3 unfair
contract terms:
completely
exempt insurance
contracts from
UCT provisions
and rely ori
conduct
reguiation

Submissions

Provides slightly more protections for .
consumers than status quo, and

therefore slightly improves quality of
insurance products. .

Provides certainty and clarity to the .
regulator and policyholders that
insurance contracts are covered by
standard protections.

Ensures that policyholders have the
same level of protections as non-
insurance contracts.

Would prompt insurers to improve
contract terms, thereby improving
quality of insurance products (with fair
terms). While policyholders may not
automatically be aware that their
contract is fairer, they are more likely to
receive cover that matches their
expectations.

Insurance contracts'woula\b& treated in
a unique centext'and therefore take
into accounit.thie\insurer's need to
meazasyre\and price risk.

Legal and administrative costs of
defending terms would be lower than
1a.

This would only minimally increase
enforcement costs for the regulator,
as a broad definition limits the scope
of terms they can investigate.

Would leave it up to the courts to
determine whether the ‘main subject
matter’ includes terms that limit the
insurer’s liability. This may increase
uncertainty for insurers that terms
they think are necessary could-oe
challenged in a court (althoug!i if the
courts establish precedent'to
eliminate uncertainty. for insurers, tris
cost will be short-iived). iHowzver,
arguably many insurance-specific
exceptions ¢oula-he cansidered
necessary to\protectthe legitimate
intereste-0* the insurer, and therefore
these terms‘may be exempt from
beirig decldred unfair even without
theinsyrance-specific exceptions
uiicer the status quo.

insurance premiums may increase to
take into account the insurer’s
expectation of increased risk.
Policyholders would face increased
costs.

May not provide sufficient consumer
protection, even if a conduct regime
is implemented. UCT provisions
protect against unfair contract terms,
while conduct regulation aims to
protect against unfair conduct.

If policyholders are not protected
from insurance UCTSs, insurers have
little incentive to avoid using UCTs.
This could reduce choice in quality
insurance products, which may in
turn impede the effective functioning
of insurance markets.

Unless the UCT provisions were
replicated in conduct regulation, the
industry and regulator would have
less certainty over what constitutes a
“fair contract”.

In MBIE’s Options Paper, we consulted on Options 1b, 2 and 3. We did not consult on Option
1a, which is being considered in this analysis because Australia is considering a similar

approach. All consumer submitters thought insurance should be subject to the UCT
provisions in some form, but there was a mix of views between Options 1b and 2. Insurers
generally objected to Option 2 and thought that Option 3 wasn’t appropriate because contract
terms should be treated separately from conduct. Insurers mainly supported the status quo,
but acknowledged that if there had to be change, Option 1b (with a broad definition of main
subject matter) would be preferable. Dispute resolution schemes were mixed.

The Commerce Commission (the agency responsible for enforcing the unfair contract terms
prohibition) supported Option 2, and considered that the generic exceptions can
accommodate the business needs of insurers. They were concerned with a broad definition
of main subject matter in Option 1b because the risk is that the main subject matter would be
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so broad so as to circumvent the intent of the UCT provisions and operate similarly to the
current exceptions. (The Australian regulators also held similar views when submitting on the
Australian proposals, as well as the Financial Services Royal Commission.) The Commerce
Commission also thought the test for what is unfair should be the same across all standard
form contracts, not based on specific things for insurance (such as whether it reasonably
reflects the underwriting risk accepted by the insurer).

B4.2 What criteria, in addition to monetary costs and benefits, have been used to
assess the likely impacts of the options under consideration?

MBIE has identified the following criteria for determining options to address the prablems
described above:

a) Consumers are protected from unfair contract terms

b) Insurers have confidence that they can effectively measure-aind price.risk.

B4.3 What other options have been ruled out of scowe, or not considered, and why?

We have not considered a complete exemption for, insurance contracts from the UCT
prohibition without any other additional protactions—~Such an exemption would place
insurance consumers in New Zealand out of-step with’ consumers of other standard form
contracts and in other jurisdictions in ternis.of the protections they are provided.
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Section B5: Impact Analysis: Unfair contract terms

Marginal impact: How does each of the options identified at section B4.1 compare with the counteitactual, under each of the criteria

set out in section B4.2?

No Option 1a: narrow | Option 1b: broad definition of | Optinn 2: rely on generic | Option 3: exempt
action | definition of main subject | main subject prcvisions insurance from UCTs
Consumers 0 o + | e --
prott_ected il Brings insurance contracts Better protections than unadsi Biings insurance contracts Unlikely to provide the
unfair contract . . £ . . .
T under general protections status quo, but still & limited L-under general UCT protections | same protections against
to better protect consumers scope of praiections to better protect consumers unfair contracts as are
available for other
products and services
Insurers can 0 -- -- -
effectively Increases uncertainty that 1 Slightly\increases uncertainty that Increases uncertainty that Treats insurance contracts
measure and L ' L . .
price risk terms defining risk may ke |\terms.may be challenged, upfront terms defining risk may be in a unique context, but
challenged, upfront ¢osts o costs to review contracts but challenged, upfront costs to without prescription
review contracts| lzgal | fewer legal costs as the scope of | review contracts, legal costs if related to contracts may
costs if chialienged terms up for challenge is limited | higher risk of being challenged create uncertainty
Overall 0 ) 0 0 .-
assessment
Key:
++ much better than doing, nothing/the status quo
+ better than doing nothing/the status quo
0 about the same as doing nothing/the status quo

- worse than doing nothing/the status quo

-- much worse than doing nothing/the status quo
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Section B6: Conclusions: Unfair contract terms

B6.1 What option, or combination of options, is likely best to address the problem,
meet the policy objectives and deliver the highest net benefits?

Preferred option

Our preferred approach is Option 1a — remove the insurance-specific exceptions and tailor
the generic provisions to insurance. While we think the benefits and costs are similar to
completely removing the insurance-specific exceptions altogether (Option 2), 1a would
bring us into alignment with Australia, which would allow New Zealand to draw on
Australian case law (and vice versa) and would minimise costs for insurers wno aperate
similar policies on both sides of the Tasman. This would mean that any insurérs-who
provide products on both sides of the Tasman would only have to review-tieir ‘policies
once in light of the law changes for both jurisdictions, for example 1AG, and Suncorp, who
make up about 70% of the general insurance market in New ‘Zealarid, are Australian-
owned and may have similar products in both markets.

There is probably little difference between Options d2-and"\2\iripractice, as both will mean
that insurers have to rely on the test that the teim is\not-reasonably necessary to protect
their legitimate interests, in the absence of insutance-specific exceptions. While Option 1a
will define the main subject matter narrowly, Option 2 would have no insurance-specific
definition of main subject matter. \Withsut\ary relevant case law in New Zealand, it is
difficult to say what the courts would 'consider the main subject matter to cover.2®

The costs and benefits of. Optian 1a“and Option 1b are more different. We agree with the
Commerce Commission that the risk with Option 1b is that the main subject matter would
be so broad so,as t¢ circdimvent the intent of the UCT provisions and operate similarly to
the current exceptions. A broad definition would exclude from the protections terms setting
out the coriditions@nd exclusions to obtaining cover, where the UCT protections are likely
to bervery relevant.

| Option 1b would mean that there are a greater number of terms that cannot be assessed
for_unfairness. While under Option 1a and 2, the same terms might not be considered
unfair anyway (because terms that define the risk, even if they weren’t considered to be
part of the main subject matter, are often necessary to protect legitimate business
interests), at least they can be assessed to determine whether they meet the test, whereas
Option 1b precludes them from being assessed in the first place.

Risks

There may be concerns about the ability to obtain reinsurance with Option 1a. If
reinsurance is about insuring retail insurers against the event of claims being made
against them, and if insurers have uncertainty about the scope of the risk they are insuring,
then this could impact reinsurance. We note that in markets like the UK, which applies
UCT provisions to insurance, insurers are able to obtain reinsurance. While New Zealand’s

28 Commerce Commission guidance suggests that terms that set the main subject matter are those that are
central to the transaction and that the customer has a clear choice about accepting, are typically transparent
and the customer is unlikely to misunderstand what they are purchasing. Commerce Commission (February
2018). Unfair Contract Terms Guidelines. Retrieved from
https://comcom.govt.nz/ data/assets/pdf file/0025/90925/Unfair-contract-terms-Guidelines-February-

2018.pdf
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insurance environment is different (e.g. high seismic risks and a single event may have a
material impact on insurers’ overall liability), it is likely that there would need to be a very
large increase in the overall liability of insurers before reinsurance arrangements are
impacted. We therefore consider the proposal is unlikely to impact reinsurance.

The argument that opening up insurance contract terms to be challenged as unfair would
create significant uncertainty may be overstated. Prior to the introduction of the general
UCT prohibition, many businesses (not just insurers) argued that it would create business
uncertainty.22 However, the reforms do not appear to have directly increased the costs of
goods and services. The main cost borne by businesses has been reviewing-iheir
contracts for potentially unfair terms and amending where necessary. As part of reviewing
contracts, we would expect insurers to be identifying terms that might be consideicga unfair
but also to be able to justify terms that are in their legitimate business interests:The courts
would be very unlikely to decide that terms that define the risk are not hecessaryto protect
the insurer. If an insurer thinks a term is reasonably necessary, it’shouia’be-able to justify
it; if not, then it is reasonable that it can be assessed for unfaiiness, T hatest for a term not
being in a business’ legitimate interests is a high bar, anrd this test’is broad enough to
allow insurers to assess and price the specific risks insured @gairist.

The key risk of this option is that it may increase premiums for consumers, if insurers
believe that there is uncertainty created by the-possibility that their contract terms could be
challenged, whether or not this is justifiable. Qption 1b would lessen this uncertainty for
insurers somewhat. However, the({consumer-protections it would offer in practice would
probably be similar to the statis qug, asieast regarding those terms that exclude or limit
the insurer’s liability. Optien\ 1a~may therefore provide the most balanced approach
between Options 1b aiii 2, providing greater consumer protections than the status quo or
Option 1, but greater; certainty-for insurers than Option 2.

An interdependency- relating to the options being considered is that Cabinet recently
agreed t0 lextend\the unfair contract terms protections to standard form business contracts
valded) at.$250,000 or less in a given year. This extension will automatically include
business-to-business insurance contracts. We do not have a good idea of how many
business insurance contracts would be considered ‘standard form’ (i.e. not subject to
effective negotiation) and less than $250,000 a year (although we would expect that most
standard form commercial insurance contracts are taken up by small and medium
enterprises). It is therefore difficult to say the effect that our preferred option for insurance
UCTs would have on business insurance.

29 Ministry of Consumer Affairs (December 2010). Regulatory Impact Statement Consumer Law Reform.
Retrieved from https://www.mbie.govt.nz/assets/47a289c4ab/clr-eqi-ris-december-2010.pdf
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Section C: Improving consumer
understanding of insurance policies

Section C3: Problem definition and objectives:
Understanding and comparing insurance policies

C3.3 What is the policy problem or opportunity?

Status quo

Currently insurers are able to write and present insurance policies as they see fit.\There are
no legal requirements in regards to language, presentation or length. Other jurisdictions such
as the UK, Australia and United States all have more prescriptivetlegal recuirements to help
aid consumer understanding.

Some insurers have started to move to plain language-naliciés, wnile others provide
summary information sheets on insurance policies. Howeverinany insurance policies are
complex and technical. There is, on the wholz;.inconsistency across the industry in relation
to how policies are presented.

Problem: consumers don’t understawd their insurance policies

As insurance policies are legal contracts that set out the rights and obligations of the parties,
they can be complex ang‘use legal terms that many consumers are not familiar with. In many
instances, consumels(don’t have time or expertise to peruse long technical documents. They
will often only réad-a smail/part of the documentation. However, the detailed terms could
have a sigriiicantiimpact on whether a particular loss is covered and the size of the payout
the consuiner'may be entitled to for that loss.

Submissions indicated a general lack of understanding amongst consumers about their
Irsurance. In the Colmar Brunton survey commissioned by MBIE, 35% of respondents said
that it was quite, or very difficult, to understand insurance information they find. This can lead
to problems at claims time when consumers may discover limits or exclusions which affect
their ability to claim. Submitters gave examples such as:

o Discovering at claims time that excess deductions applied to every item in a claim,
rather than the whole claim itself.

e Discovering that all subsequent losses in a chain of events are not covered if the
initial cause of the loss is excluded in the policy.

e Under a travel policy, discovering that their losses were not covered because the
incident occurred above a certain height.

This means that an insurance policy may not provide the protection the consumer expected.

Furthermore, trust in insurers may also be eroded and may lead to perceptions that insurers
deliberately have complex insurance policies in order to discourage consumer understanding
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and increase their ability to decline claims.

Problem: consumers can’t compare different insurance policies

Difficulties understanding insurance policies means it is also difficult for consumers to “shop
around” for the policy that best suits them. If consumers are unable to understand and
compare the policy features offered by different insurers, they are unable to make an
informed choice. For example, it may be a lot of work for a consumer to establish that one
policy excludes coverage in a wider scope of circumstances than an alternative policy.

Submitters have also noted the lack of resources facilitating comparisons such as
comparison websites. The problem is more pronounced in general insurance thanin life
insurance because there are existing life insurance comparison platforms.

Limited ability to compare means that consumers may end up with insurance.moliCies which
are ill-suited to them, or less-suited than other comparable policies:

Section C4: Options identification:-titderstanding and
comparing policies

C4.1 What options are available to address the problem?

The regulatory options we have, 'cansidered are outlined below. All options relate to
consumer insurance policies-only;. and the options are not mutually exclusive. In all cases,
there will also be a role forfinancial.education to educate consumers about the factors they
should bear in mind wihen purchasing insurance.

Option 1: Reguire-noticies to be written and presented clearly

This opticn woulc see a general obligation requiring insurers to ensure that consumer
insurancge. pelicies are written and presented clearly (exact wording of obligation to be
refined)~to> aid consumer understanding. This would be accompanied by some specific
requirernents as to how policies are presented and worded. This option would not involve
prescribing full details of how insurance policies must be laid out, but might include
requirements along the lines of “exclusions must be highlighted prominently”.

Option 2: Require a summary information sheet to be provided

This option would require insurers to provide a summary sheet of key features of an
insurance policy to aid consumer understanding. The sheet would highlight core policy
features such as cover, exclusions and cost.

Option 3: Require a sheet outlining core policy wording and definitions

This option would require insurance policies to contain clear definitions of core policy terms.
This may help clarify exact meaning of otherwise subjective terms, and clarify the meaning of
legal terminology or jargon.

Option 4: Facilitate comparisons through comparison websites

This may be achieved in the following ways:

Impact Statement — Insurance Contract Law | 40




Option 4a: Require insurers to work with comparison websites

This option would require insurers to provide information to third-party websites for the
purpose of providing comparison services.

Option 4b: Establish a government-run or endorsed website and require insurers to work
with it.

This option would see the establishment of a government-run comparison website to provide
consumers information on insurance policies for comparison purposes, and to_more
generally increase financial capability in relation to insurance.

Following consultation further consideration was given to the costs sand\ bénefits of
establishing or enabling comparison websites per option 4a or 4b. There.wouldlikely need to
be a high level of regulation applied to facilitate a comparisen ‘website_(both in the
information required of insurers and the operation of the websit€. itsg!f)) The evidence is not
clear at this stage that the benefit such a website would provide’to consumers would
outweigh the costs involved. We consider that further ariaivsis wa(iid need to be undertaken
before we can recommend an option relating to comparison websites.

Following consultation, an alternative optian-io, assis? consumers to compare insurance
policies was developed (Option 5 below).

Option 5: Require insurers to\ publisit or provide information in a
prescribed format

This option would allow Tor, regulations to require insurers to publish or provide certain
information in a prescribed feimat. The information may be about insurers’ policies and the
operation of their_ business (for example claims approval rates or numbers of complaints
upheld). The availability of this information could be used to help consumers choose an
insurance \provider and to promote transparency by providing standardised information
thréugh which-Consumers could compare policies or insurers.

|
This option was not explicitly consulted on as part of the options paper consultation.

Hewever, it is being considered as having certain information publicly available would likely
assist consumers with accessing and comparing information before choosing an insurer.
Consultation would be carried out before making any regulations setting out the details of
information insurers are required to publish.

Table 4: costs and benefits of options for understanding and comparing insurance policies

Option 1: e Consumers may understand e  Consumers would still be required to
requiring policies insurance policies better since they read through their policies, so
to be written and will be required to be written and apathetic consumers may not be more
presented clearly presented clearly. This includes policy informed.
features which may otherwise require e Insurers will bear compliance costs,
legal expertise to understand. especially those who have not begun
e Likely to reduce the number of a transition to plain-language policies.

problems at claims time with declined e  Small risk that more prescription may
claims due to lack of understanding.
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Option 2: require
a summary
information sheet

to be provided

Option 3: require
a sheet outlining
core policy

wording and
definitions .

Option 4: .
Facilitate
comparisoris
through

comparison
websites .

Qption 4a: .
Require insurers

to work with third
party comparison
websites

Option 4b: .
Establish a
government run

or endorsed
comparison .
website and

require insurers

to work with it

Would enable easier comparison

between policies.

May incorporate features and benefits

of options 2 and 3.

Consumers will have easy access to .
key features and exclusions of a policy
document. This will lead to better
understanding of these key features.

May help reduce some problems at

claims time.

Some features of insurance policies

would be more accessible.

Would enable easier comparison .
between policies.

-

Consumers would be given a glossary:.
which would aid their ability to
understand complex policy.
documents.

This may help reduce some problems
at claims time.

Congumers would more easily make .
comparisons between different
insurance policies. The size of the
benefit would depend on the design of
the comparison website.

Competition in the insurance industry
could be improved.

This would allow for the private .
provision of comparison websites.
Depending on the form this option

takes, compliance costs to the Crown

are less, compared to option 4b.

This would increase consumer .
financial capability in relation to

insurance, with information being able

to be targeted well.

The risk that consumers end up
comparing on price alone may be

reduced since the government can

control website design features.

stymie innovative methods of
communicating with customers.

There is a risk that consumers would
rely solely on the summary information
sheet without reading the entire policy.
Consumers might not access the finer
details of a policy, which may remain
hidden. This might not help problems
at claims time resulting from policy
features not on a summary shéet:
This option could result inleng
summary documents-wiickdupiicate
policy documents,(eqcouraging
consumer apdtihy. Tiisas been the
experience with surnrmary sheets in
Australid.

Tnere would. be-compliance costs for
insurers for-minimal benefits to
consumers.

Folicy documents would remain
complex, thus hindering many
consumers not inclined or not able to
fully follow the thread.

This option puts the onus on
consumers to figure out policies rather
than on insurers to provide more
readable policies.

This may make policies even longer,
encouraging consumer apathy.

Costs to insurers to provide the
information required to facilitate such
website.

There is a risk that consumers would
end up comparing on price alone but
this can be ameliorated by careful
design, and should not be overstated.

There is a higher risk that consumers
would end up comparing on price
alone, if comparison websites are not
in turn regulated to ensure appropriate
design.

There may be inconsistency in
different private comparison websites,
which could lead to consumer
confusion.

Any regulation of comparison websites
would impose further costs.

There would be a high cost to the
Crown of establishing the website.
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Option 5: Require ¢  Standardised presentation of insurers’ e  There would be compliance costs for

insurers to information would facilitate consumers insurers which would depend on the
publish or choosing an insurance provider and nature of the information prescribed.
provide insurance policy.

information in a e  There would be an increased ability to

prescribed compare insurers on certain metrics.

format e Having particular information in the

public domain would increase
transparency and accountability.

e Having the information published in a
prescribed format may enable
comparison websites in the future.

C4.2 What criteria, in addition to monetary costs and benefits, have bee: usce to
assess the likely impacts of the options under consideration?

MBIE has identified the following criteria for determining options to address-the problems
described above:
a. Consumers better understand their insurance policies

b. Does not unduly limit innovation
c. Compliance costs to insurers are minimised

d. It is easier for consumers to compare insurance policies

C4.3 What other options have becr. i'l,!l_ed cut <_)f scope, or not considered, and why?

The options relate to consumer \insurarice policies. We have ruled out plain-language
requirements pertaining to hudsinessiinsurance policies. This is largely because it is unclear if
there is a problem for businesses, and we would expect that businesses would have the
resources to undertake anaivsis of complex policies.
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Section C5: Impact Analysis: Understanding and comparing insurance-jpolicies

Marginal impact: How does each of the options identified at section C4.1 compare with the counteitactual, under each of the criteria
set out in section C4.2?

No Option 1 (policies to be | Option 2 (Require a | Option 3 (require a | Coticii 4  (enable | Option 5 (Require
action | written and presented | summary sheet) sheet outlining cei2 | comparisons through | insurers to publish or
clearly) policy wording an< | comparison websites) | provide information in
definitions) a prescribed format)
Consumers 0 +++ + 0 + +
better Will allow consumers to | Will allow consumers to Willto’somie ‘extent If designed correctly it Will allow consumers
understand read and understand the understand the main snable Consumers to could allow consumers access to information
insurance scope of their cover and features of their [~ better understand their access to central relating to policies and
policies exclusions insurance policies palicies, however this features of their insurers’ business,
[weighed would be minimal insurance policies which may increase
higher than | + may be more effective | overall understanding
other criteria] . .
if Government designed
or regulated website
Does not 0 - 0 0 0 0
unduly limit Some limits on insurer | | Will have minimal to no | Will have minimal to no | Will have minimal to no | Will have minimal to no
innovation design of policies due-to \| ‘effect on insurers’ ability | effect on insurers’ ability | effect on insurers’ ability | effect on insurers’ ability
some prescription to innovate to innovate to innovate to innovate
Compliance 0 - - - -- --
F°Sts to Insurers will be required Insurers will have to Insurers will have to Insurers will have to Insurers will have to
A el to re-vrite their prepare and provide prepare and provide provide additional gather and publish
minimised insurance policies additional documents additional documents information. information
It is easier 0 + + 0 + +
for Consumers will have Consumers will have Unlikely to improve If designed correctly it Consumers will have
celsle access to easy to read access to summary policy comparisons could provide an access to information
to compare insurance policies, documents of insurance effective resource for about insurers’ policies
A facilitating easier policies, facilitating comparing different and business which
policies comparison between easier comparison insurance policies may aid comparison.

policies

+ may be more effective
if Government designed
or regulated

The information may
also be used in the
future to facilitate
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comparison websites.

Overall 0 ++++ ++ ++ +++
assessment

Key:

++ much better than doing nothing/the status quo

+ better than doing nothing/the status quo

0 about the same as doing nothing/the status quo

worse than doing nothing/the status quo

much worse than doing nothing/the status quo
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Section C6: Conclusions: Understanding and comparing
insurance policies

C6.1 What option, or combination of options, is likely best to address the problem,
meet the policy objectives and deliver the highest net benefits?

The preferred option is to combine Option 1 and Option 5.

Option 1 will require consumer insurance policies to be subject to a general obligation in
relation to presentation and language. There would also be an associated regulatien
making power so that regulations can set more prescriptive requirements as,9\how
policies are presented and worded, for example, exclusions must be listed promingntiv or
the front page. Where needed, these requirements may be clarified or supblenienried by
FMA guidance.

Option 1 is preferable over Options 2 and 3. This is because clear and plain language
policies can encompass features of Option 2 (a summary stizet).and Cption 3 (definition of
core terms). Option 1 may also make the whole policy iore accessible to a consumer,
whereas some important matters may still remain relatively hidden and complex in Options
2 and 3. This is because they may not be features which are central enough to merit
inclusion in a summary sheet or list of core definitions under Options 2 or 3.

As such, we think more problems at clairns tirne’may be reduced under Option 1 (where all
terms are clear and in plain language) thain-under Options 2 and 3. Consumer submissions
and ministerial correspondence, suggest that the problems often result from features which
are arguably not ‘centrat’

Option 1 also goes some/way towards increasing consumers’ ability to compare different
policies, since if\ poiicies are easier to read, they will in turn be easier to compare.
However;, ('the \ ahility to compare policies would be significantly strengthened in
combination with Option 5. Option 5 allows for regulations to require insurers to provide or
oublish-specified information in a prescribed format. This information would relate to
insurers’ policies and business. Consumers could use this information to compare
between different insurance providers. This could help consumers to narrow down or
choose an insurer and insurance policy, which in turn would be easier to understand.

Option 5 has wider benefits beyond increasing consumer ability to compare policies.
Having policy and business information in the public domain will lead to greater
transparency and accountability of insurers. This information could be used by consumers,
regulators and media outlets. Having the information in a prescribed format would also
allow for the provision or establishment of comparison websites in the future if needed.

During consultation, consumers and consumer advocates were strongly in favour of Option
1. Insurers largely agreed in principle that they should take steps to aid consumer
understanding of insurance policies — but by and large, they opposed the government
mandating how this is done. They submitted this on the grounds that insurance policies
are unique and have technical features, and that it can be difficult to summarise them or
express them in standardised plain language. However, there are some examples of plain
language insurance policies.

A prescriptive approach may have a negative effect on the ability of insurers to employ
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innovative solutions to improve consumer understanding. This can be managed through
avoiding a heavily prescriptive approach, and further consulting on regulations which will
prescribe the requirements.

Consumers and consumer advocates were also strongly in favour of comparison websites;
with insurers expressing some reservation because they considered that there is a risk
that consumers could end up comparing on price alone. We expect that this can be
controlled for through careful design of a website. Furthermore, this risk already exists
(with consumers having to go to multiple websites to get insurance quotes). Nonetheless,
in order to mitigate the risk and because the benefits of comparison website are unciear,
we consider there is some merit to waiting and determining the need for a platfenmi.in the
future, once these reforms have embedded. Having insurance information in-a\prescribed
format would help enable the comparison platform, if it is determined in the future that the
problem still requires intervention.

Research3 indicates that reducing the volume, and simplifying thé-quality of documents
consumers have to consider has a positive impact on corsumier engagement. Overall, we
expect increased consumer understanding and engagemient as\a result of Options 1 and
5.

30 Senate Economic Reference Committee, August 2017, Australia’s general insurance industry:
sapping consumers of the will to compare, page 28, available:
https://www.aph.gov.au/Parliamentary Business/Committees/Senate/Economics/Generalinsuran
ce/~/media/Committees/economics ctte/Generalinsurance/report.pdf; Kirsch, L. 2002, Do product
disclosures inform and safeguard insurance policyholders?, Journal of Insurance Regulation, vol.
20, no. 3, page 271-295, available:
https://search.proquest.com/docview/204947414/fulltextPDF/A715294F1CFB4661PQ/1?accounti
d=46495
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Section D: Duty of utmost good faith

Section D3: Problem definition and objectives: duty of
utmost good faith

D3.3 What is the policy problem or opportunity?

Status quo

There is a common law duty of utmost good faith which applies in relation to insurance
contracts. Both the insurer and the policyholder have a duty to act in good faith_This-i® an
implied term of the contract, which means that parties can seek damages for breaches of the
duty.

Problem: policy holders may not be aware of the duty,\and it may be
difficult for them to take action against insurers’forabreach

Because the duty is an implied term of the contract betweer: the policyholder and the insurer,
many policyholders would not know about tha duty of gecod faith. As there is little precedent
on what the content of the duty is for the insurer, it \may be difficult for policyholders to pursue
claims against insurers for beach of the duty ef’good faith. This means that policyholders
may bear the cost of the insurer’s aciions,€ven in cases where the duty has been breached.

Section D4: Optiens\identification: Understanding and
comparing-pokicies

We have-considered one regulatory option to address the problem.

|
Option 1: Codify the duty of utmost good faith

The option would involve stating in legislation that it is an implied term of every contract for
insurance that both parties act in the utmost good faith. The FMA would be able to take court
action in relation to breaches of the duty by insurers (and individual policyholders could
continue to seek redress through dispute resolution schemes or the courts). Any such
actions would also give more certainty as to what types of conduct is considered a breach.

The details of this duty would be refined during the drafting process, including consideration
of any overlap with work on regulation of the conduct of financial institutions.

We would also consider whether the option should include providing that unfair reliance on a
policy term in light of the pre-contractual disclosures that were made would be a breach of
the duty of utmost good faith, and that the insurer cannot rely on it. This could be modelled
on section 13(2) and 14 of the Insurance Contract Act 1984 (Australia).
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Table 4: costs and benefits of option to codify the duty of utmost good faith

Option 1: codify e  The option would have signalling e  Some submitters were concerned that
the duty benefits to insurers and policyholders, codifying the duty would limit the
possibly acting as a deterrent to poor ability and flexibility of the Courts to
conduct. develop the duty further. However,
e |t would bring New Zealand law into codifying the duty in a basic way (ie
line with other jurisdictions. stating that it exists and that it-applies

to insurers and policyhold€is j.sihould
not impede the ability of the-Courns’to
continue to develop tne duty.inthe
common law

MBIE has identified the following criteria for deterrmining options to address the problem
described above:
a. Clarity on what the duty of utmost good faith.means for insurers and policyholders

b. Appropriate action can be taken in regards to a breach of the duty of utmost good faith

c. Costs and other negative impacts\are minimised.

n/a

No Option 1: Codify duty of utmost good faith
action

Clarity on what the duty of 0 +
utmost good faith means for

TS ST [ e e Codifying the duty in legislation makes it clear to

policyholders that the duty of utmost good faith
applies to insurance contracts. Court action could
result in the Courts clarifying the duty, which would
reduce uncertainty for insurers and policyholders as
to what the duty is.

Appropriate action can be taken 0 +
in regards to a breach of the

duty of utmost good faith Giving the FMA the ability to take action in relation to

breaches of the duty by insurers means
policyholders are more likely to get action taken in
relation to breaches of the duty.

We consider the insurer already has the means to
enforce a breach of the duty of utmost good faith by a
policyholder and so the situation would remain the
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same as the status quo for policyholder breaches.

+

More risk that insurers would be faced with an action
under the duty (either from a policyholder or from the
FMA).

However, we think this would be outweighed by the
corresponding reduction in costs to policyholders as
a result of insurers complying with the duty.

’ @\

Impact Statement — Insurance Contract Law | 50




Section E: other issues

Insurers have raised issues with some of the more technical provisions in insurance
legislation. We have heard that these provisions can variously:

o interfere with insurers’ ability to exclude cover in some circumstances where there is
a greater statistical likelihood of loss;

o affect insurers’ ability to measure risks they are exposed to for past liability insurarnce
policies;

e give rise to uncertainty about how liability insurance policies operate; or

e otherwise require insurers to cover losses in some circumstariceswhere it may be
unreasonable to do so.

These matters affect insurers’ ability to effectively measure ard jrice the risks that they are
insuring. This could in turn lead to higher premiums fcr policviisiders. The specific problems
identified are outlined below.

MBIE has identified the following criteria for determining options to address the problems
described above:

a) Insurers have confidenge that they.can effectively measure and price risk (including
that the problems ideniified~with the various provisions are addressed, and insurers
are not requiredta pay claims in circumstances where it would be unreasonable to
expect them io’do so)

b) Insurers.cannotdecline claims where unreasonable to do so

c) Coste.and sther negative impacts are minimised

Given-the technical nature of these issues, this document analyses only the preferred option
for‘addrassingeach issue. Each problem, preferred option and conclusion is discussed
velow. “A'summary impact analysis table is set out at the end of this section E.

Problem 1: Insurers responsible for intermediaries’ failure to pass on
information

Problem definition

Section 10 of the Insurance Law Reform Act 1977 provides that the insurer is deemed to
know matters known to a “representative of the insurer” before the contract of insurance was
entered into. A representative of the insurer is defined to include any person entitled to
receive commission or other consideration from the insurer (such as an insurance broker).

For example, a consumer when applying for insurance may disclose information to an
insurance broker who receives commission from an insurer. If the broker fails to pass the
relevant information onto the insurer, section 10 means that the insurer cannot treat it as a
case of non-disclosure because the insurer is deemed to know what the broker knew.
Insurers may therefore end up being required to pay claims that they would not have covered
(or would not have covered on the same terms) had the intermediary passed on all relevant
information. For example, if an intermediary fails to pass on that the policyholder had a pre-
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existing condition, an insurer may have to pay out a claim even though it would not have
provided cover had it known about the pre-existing condition.

We have heard anecdotes of brokers suggesting policyholders sign insurance proposal
forms that state they have no relevant information to declare, despite the policyholder having
told the broker relevant information.

Section 10 was enacted on the basis that insurers are better placed than policyholders to
bear the risk of failure by a broker or other intermediary to pass on information, and insurers
should only pay commission to those who the insurer is prepared to trust.

However, industry practice is that intermediaries are paid commission by the insurer, even if
the intermediary is selected by the policyholder to arrange insurance on behaii of\the
policyholder and is not closely controlled by the insurer. Some insurers suggestit isnot
appropriate for insurers to always bear responsibility for failures by intermediaties just
because commission is payable.

Insurers may sometimes be able to contractually require the iinteriviediary to pass on all client
information to the insurer, so that the insurer can recdver)losses from the intermediary if they
fail to pass on information. However, some largei broicecs-have sufficient bargaining power
and insurers may not be able to simply impose-such a requirement.

Option: Require intermediaries to pass{on, information to insurers

To address the above probler abeve, this option would involve adding a legislative
requirement for intermedidriés\tc pass onto the insurer all relevant material information
known to the intermediziy prior te’the contract of insurance being entered into.

If an intermediary.fails.topass on relevant material information to the insurer, an insurer
could seekredress.-against the intermediary for failure to meet the legislative obligation.

Coriciusion

Stakenholders were generally supportive of this option. Some submitters suggested that some
Intermediaries should be treated as agents of the policyholder such that the insurer is not
deemed to know what those intermediaries know. However, it can be difficult to determine
whether a person should be treated as the agent of the insurer or the policyholder.

As with the status quo, consumers and other policyholders would not be made worse off
under this option if an intermediary fails to pass on information. This is because the insurer
would still be deemed to know the information held by the intermediary and would not be
entitled to decline claims (or exercise other remedies if the options in section A of this
document are adopted) due to non-disclosure. Under this option the insurer would be able to
seek redress from the intermediary if the intermediary does not pass on relevant information.
This option should be consistent with best practice for intermediaries so should not impose
excess cost, but should better ensure that insurers have all relevant information.
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Problem 2: Insurers cannot rely on policy exclusions in some situations
Problem definition

Section 11 of the Insurance Law Reform Act 1977 provides that insurers cannot decline a
claim based on a policy exclusion if:

¢ the policy contains the exclusion because the insurer considers that the risk of loss is
likely increased in the specific scenario; but

¢ in the circumstances of the particular claim, the excluded matter did not cause or
contribute to the loss.

Section 11 means an insurer cannot decline a claim just because an unrelated-circurnstance
subject to a policy exclusion happened to exist when the loss was suffered. For ¢xample, a
policy may exclude cover where a vehicle does not have a currentVarrani.ofi-itness.
However, a third party may cause damage to the vehicle while.the\vehicle’is without a
warrant but parked unused. Section 11 may prevent the instirer fromi.declining such a claim
based on the warrant exclusion as the lack of a current-warrarit woudld not have caused or
contributed to the loss.

However, some circumstances may involve a-statjstical iikelihood of loss even if they do not
cause the loss. Insurers will often seek to.exclude cover in those situations. For example, a
policy may exclude cover for a vehicle used.fei.commercial purposes because it is more
likely to be involved in an accident as itterts to be driven more. However, section 11 may
prevent insurers from declining a-ciairn where a private vehicle was used for commercial
purposes.

Section 11 means that.insurers may end up covering risks that they had sought to exclude
and may interferé-with-insdrers’ ability to charge different prices to reflect different risk.

Option: Insurers ¢an rely on some exclusions even if the excluded circumstance did not
causé o contrioute to loss

TO/address problem 2 above (insurers limited in ability to exclude cover in some situations),
this option would remove certain types of exclusions from the operation of section 11 of the
Insurance Law Reform Act 1977, because those exclusions relate to circumstances that
raise a greater statistical likelihood of loss. For example, it may be specified that whether a
vehicle is used for a commercial purpose, or whether the operator of a vehicle is licensed or
not are not subject to section 11. Therefore, if a policy contained one of those exclusions, an
insurer would be entitled to deny a claim where the excluded circumstance existed
regardless of whether it caused or contributed to the loss. The exact details of matters that
are not subject to section 11 would be refined through the drafting process but would have
regard to the previous recommendations of the Law Commission on this matter. A regulation-
making power would also be included if further relevant exclusions are identified.

Conclusion

Roughly half of the submitters supported the above option. Some submitters suggested
retaining the status quo as it ensures that insurers cannot unreasonably rely upon an
exclusion to decline a claim. 3! Others supported the approach recently adopted in the UK,

31" The Insurance and Financial Services Ombudsman also noted that the Courts have already ruled that terms

which define what losses are covered by the policy are not subject to section 11 of the Insurance Law
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which asks whether a term could possibly have increased the risk of the loss which actually
occurred (for example, cannot decline flood claim for failure to have smoke alarm because

the lack of a smoke alarm could not possibly have increased the risk of flood damage). We
do not recommend the status quo given the problems that have been identified, nor the UK
approach, which is untested and may be difficult to apply in more marginal scenarios.

We recommend defining certain exclusions that insurers can rely on to decline claims, even if
they did not cause or contribute to the loss, for example, whether a vehicle is used for a
commercial purpose. This is consistent with the approach previously recommended by the
Law Commission. This option allows insurers to more effectively price insurance, knewing
that certain pre-defined circumstances are not covered, even if those circumstancesidia,not
cause or contribute to the loss. It may be difficult to identify a complete list ©f exclusions
which should be able to be relied on. However, having a regulation-making power. {provides
some flexibility to adjust this over time.

Problem 3: uncertainty about how third party claims\fef’liability
insurance money are dealt with

Problem definition

Section 9 of the Law Reform Act 1936 allows a.plaintiff'to access insurance proceeds when
proceedings against the policyholder are qiot possible or are pointless (for example, if the
policyholder is missing or insolvent). 75"do'this; section 9 provides for a property right called
a “statutory charge” to be attached'to the instirance proceeds.

There are a number of issdes with the current operation of section 9 which affect insurers’
ability to measure and-price risk:

- Under carrent.casé/law, the statutory charge attaches to the full sum insured under
the-policy,regardless of whether some of that money has been paid to the
policytiolder to defend the claim. This could leave policyholders without funds to
defend the claim and/or the insurer being liable for more than the sum insured.
insurance companies have developed workarounds for the problem but say that there
i3 some remaining ambiguity. This affects insurers’ ability to measure and price risk.

- Uncertainty about which claims to prioritise when multiple claims are received on the
same day

- The courts allow section 9 claims against reinsurers, but this presents practical
problems especially if an insurer reinsures its whole book on an “aggregate liability”
basis (reinsurer incurs liability only when aggregate claims against the insurer exceed
a threshold). That is because, without knowing the totality of claims against the
insurer it may not be possible to determine the reinsurer’s liability.

- The charge attaches on the happening of an event giving rise to the insurance claim.
As a result:

Reform Act 1977 (Barnaby v South British Insurance Limited (1980) 1 ANZ Insurance cases 60-401). For
example, if a policy covered a unmodified car, under the status quo and following Barnaby, an insurer may
be entitled to decline a claim for losses to a modified car, even if the modifications did not cause or
contribute to the loss. However, there may be a fine line between a loss not covered by the policy as
against an excluded circumstance where the risk of loss is increased. We therefore consider it beneficial to
clarify that certain specified exclusions are not subject to section 11.
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o If a policyholder switches from insurer A to insurer B, the charge could attach
to the sum insured with insurer A even though the claim is made to insurer B.

o There is uncertainty about when the claim arises (for example, whether it is
the date of the policyholder’s negligent action, or the date that loss occurs).

Option: Replace section 9 of the Law Reform Act 1936

This option would involve replacing section 9 of the Law Reform Act with a provision that
allows the third party to claim directly against the insurer. The insurer would stand in the
shoes of the insured person. This is the approach that has been taken in New South"Waies.

There would be no property right/statutory charge created, which would rescive maiiy.ofihe
problems with section 9.

As is currently the case, leave of the Court would still be requiredqdr-order o iriake a claim. It
is expected that the Court would continue to apply the same test for d@ranting leave. In
practical terms, this would limit claims to situations whereArere.is anarguable case of
liability, where the insurer’s policy covers the liability, and there.is-a real possibility that the
defendant would be unavailable to meet the liability (for'exampgie, they are insolvent or
missing).

The provision would specifically exclude contracts.for reinsurance, and would contain a
provision that prevents insurers frorm using thepolicyholder’s action or inaction as an excuse
to get out of the contract.

The provision would alsg state that tite issue of a claim form against the insurer would be
treated as a claim against the poiicyholder for limitation purposes, which removes the need
for the third party-to claim.égainst the policyholder.

Conclusionr

We favcurthe‘above option as this is consistent with other jurisdictions and addresses the
currentissues with section 9. Stakeholders were generally in agreement that section 9
ne'eded to be replaced.

Problem 4: Insurers required to cover some claims under long-expired
liability policies

Problem definition

Section 9 of the Insurance Law Reform Act 1977 provides that an insurer cannot decline a
claim due to the policyholder not notifying the claim to the insurer within time limits specified
under the contract, unless the insurer has suffered prejudice. This was intended to prevent
insurers from declining a claim where the policyholder has failed to comply with a technical
process requirement in the policy where that failure caused no real prejudice to the insurer.

However, section 9 is seen as problematic for “claims made” and “claims made and notified”
professional indemnity insurance policies. The following diagram illustrates the different
types of claims-made policies compared to an occurrence policy.
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Claims made policies reflect that in the case of professional liability insurance, third party
claims against the policyholder may be brought many years after the event giving rise to a
claim. Claims made policies are intended to allow insurers to estimate risks with greater
accuracy so that they know at the end of the policy terms what risks they are exposed to.

End of policy term

Claims-made (or

claims-made and | Covered under policy v
notified policy)

with extension Builder realises home Homeowner sues

clause defective and notifies builder within a defined

Builder builds home insurer of potential third period after end of

ay y helore or ng
(may be bhelore or during party ( laims {l()‘l( y term
bullder’s Insurance policy

lrun)

End of policy term

Occurrence

based policy Covered under policy v
Builder builds home Homeowner sues
during policy term builder for defective

home

However, section 9 of the Insurance Law‘Reform\Act 1977 means that a policyholder may
still be able to make a successful claim despite ot notifying it within policy time limits.

End of policy

term
Claims made and ‘ May be covered by
notified pDIlW e e s virtue of section 9 v
with extension ‘
clause . .
STATUS QUO Builder realises Homeowner

home defective
and homeowner
might sue
(doesn’t notify
insurer)

sue. Builder
notifies insurer

This is seen as partly undermining the purpose behind claims made policies as the insurer is
not able to identify its risks with certainty at the end of the policy term.

Option: late notifications not excused under “claims made” policies

This option would involve amending section 9 of the Insurance Law Reform Act 1977 so that
insurers under claims made or claims made and notified policies can decline claims where
the policyholder notified the claim or circumstances giving rise to a claim more than a defined
period after the end of a policy term.

The extended period for notification after the end of policy term means that policyholders
who become aware of a claim (or circumstances that might lead to a claim) close to the end
of their policy term have an extended (but not indefinite) period to establish the relevant facts
and make a notification. The length of the extended period would be subject to further
consultation.

Under this option, insurers would, after the extended notification period following the end of
the policy term, better know the risks it was exposed to under that policy.
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End of extended
period for
notifying
circumstances

End of policy
term

Claims made and ‘ ‘
Not covered X

notifiedpolicy @ —m—m398 ————————
with extension ‘ ‘
clause ) )
PROPOSAL Builder realls.es Homeowner
home defective .
sue. Builder
and homeowner e
. notifies insurer
might sue
(doesn't notify
insurer)
Conclusion

We recommend the above option so that the insurer will better knéw afierinie’end of a policy
term (after the end of a recommend extended notification period) thecrisks it is exposed to.

Some brokers opposed this option as it could mean some policykolders losing out on cover.
It was also suggested that policyholders would faveur~continuing a policy with the same
insurer, so that they can get the benefit of a_“continuity, of cover” clause, whereby insurers
may allow late notification under an expired term. This may adversely impact competition in
the market.

However, this may be mitigated. by \mare-careful notifications and the extended period for
making notifications. This_gption would bring New Zealand more into line with the position in
the UK and Australia.
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Impact Analysis: Technical issues

Marginal impact: How does each of the options identified compare with the counterfactual, under g2¢ch of the criteria?

No action | Option 1: require | Option 2: insurers can rely | Option 3: Repiace seciion | Option 4: late notification
intermediaries to pass on | on some exclusions even | 9 of the Law Reoforin Act | not excused under
relevant information to |if did not cause or | 1936 “claims made” policies
insurers contribute to loss

Insurers can 0 ++ ++ J‘r + ++
effectively . . .
Better ensures that insurers Insurers better able-to | Irisurers better placed to Insurers better placed to
measure and . . / : .
price risk have all relevant information. exclude coverage'irisome: | know the risks they are know the risks they are
If intermediary does not pass circumstancesithat have a exposed to. exposed to soon after the
on relevant information, greater likelinood of loss. end of a claims made liability
insurer can seek redress Couidd result in seme lower insurance policy.
against intermediary. prémiutns for some
poiicyholders.
AA DN\
Insurers cannot 0 0 | - 0 -
Svehcel:'re‘e claims Consumers arid-sther |> Some losses covered under Third parties would still be Some policyholders will miss
e policyholders still coverea-by status quo would not be able to claim against out on insurance cover due
do so insurance.everr If covered. May not be unfair if insurers. to late notification of claim.
interrtediary-dses not pass carefully define which More careful processes for
an relevantinformation. exclusions can apply even if notification may mitigate this.
did not cause or contribute to
loss.
Costs and other 0 - 0 + -
?n‘:g:g;’seare Some compliance costs on Unlikely to be additional Compliance costs associated Risk of adverse impact on
miﬁimised intermediaries. But should be | compliance costs for insurers | with resolving priority issues | competition, as policyholders
consistent with responsible with the statutory charge will favour staying with same
intermediaries’ practice. under section 9 would be insurer as many insurers will
reduced. Scope of the right | allow contractually allow late
of action would be clearer for notification if continuing
policyholders and insurers. cover.
Overall ++ + + +
assessment

Impact Statement — Insurance Contract Law |

58




Key:

++

much better than doing nothing/the status quo
better than doing nothing/the status quo

about the same as doing nothing/the status quo
worse than doing nothing/the status quo

much worse than doing nothing/the status quo
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Section 7: Conclusions

7.1 Summary table of costs and benefits of the preferred approach

Affected parties = Comment: nature of cost or Impact Evidence
(identify) benefit (eg ongoing, one-off), $m present value, certainty
evidence and assumption (eg for monetised (High,
compliance rates), risks impacts; high, medium or
medium or low for low)
non-monetised
impacts

Additional costs of proposed approach (all proposals covered in this ir?.pact
statement as a whole), compared to taking no action

Regulated parties | We expect a low-medium Low-mediur Medium
increase in the costs to regulated
parties (including financial I
advisers and other |
intermediaries). These will come
in the form of up-front.cosis-of
revising contractsas well as
revising systems and precesses.
It is not expected thatthere would
be asignificantincrease in costs
to regulated parties on an
ohgoing basis.

Regulators \D Tl':e Einancial Markets Authority Low Medium

will have an increase in costs.
These will include the costs of
monitoring and enforcement as
well as developing guidance. We
estimate these costs to be of low
impact, but further assessment
may be required at a later date.

Wider We do not foresee increased Low High
government costs to wider government.
Consumers Some increased costs to Low Medium

regulated parties may be passed
on to consumers in the form of
higher premiums. However, we
expect this to be of low impact.

Other parties We do not foresee increased Low Medium
costs to other parties.
Total Monetised | Without accurate quantifiable Not known Not known
Cost evidence, it is difficult to provide
an estimate.
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Non-monetised | We anticipate a low increase in Low Medium
costs overall costs.

Expected benefits of proposed approach, compared to taking no action

Regulated parties | The proposed approach will assist | Low Medium
regulated parties to measure and
price risk.

Regulators The regulator will have new tools to | Low Medium

intervene when there are problems
related to insurance contract law.

Wider May contribute to confidence in Low Hidh
government financial markets. {

1\ S N\
Consumers We expect better outcomes for Medium-HHigh Medium

consumers through more

reasonable disclosure rules and ‘
provisions that protect consumers—|
from genuinely unfair contracts i

Other parties We do not foresee increase Low Low
benefits to other parties.

Total Monetised | Without accurale gdantifiable Not known Not known
Benefit evidence, it'is_difficuli-to provide an

estimate.
Non-monetised | YVe anticipate a medium increase Medium Medium
benefits in\benegfits from reduced consumer

} narmT and increased ability for
‘ insurers to measure and price risk.

'_____
We do not foresee other impacts not included in the table above.

7.4 Is the preferred option compatible with the Government’s ‘Expectations for the
design of regulatory systems’?

The preferred package of options is compatible with the Government’s ‘Expectations for
the design of regulatory systems’.
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Section 8: Implementation and operation

8.1 How will the new arrangements work in practice?

The preferred approach for most of the proposals will be implemented through the creation
of a new piece of insurance contracts legislation and legislative amendments to the Marine
Insurance Act 1908 and the Fair Trading Act 1986. The preferred approach for comparing
and understanding policies would likely be implemented through changes to the Financial
Markets Conduct Act 2013 (FMC Act). We also propose that the FMC Act be updated to
include UCT provisions for financial services contracts that are equivalent to the UCT
provisions in the Fair Trading Act 1986. This will facilitate shared responsibility for
enforcement of the UCT provisions in relation to financial services (including-insurasice)-by
the Commerce Commission and the FMA.

There will be consultation on exposure draft legislation to check thiat the \proposed drafting
achieves the policy intent and is workable in practice.

Once legislation is passed, we expect there will be a suificierit period of time (for example,
12 months) before any changes come into force, to allew time-for insurers to adjust
policies and processes. This transition period-will\enabie regulated parties to manage any
implementation risks proactively.

The proposals in relation to compacing and Lnderstanding policies will be enforced by the
FMA as the regulator for financiaimarkets-Conduct. The FMA will also take on shared
responsibility for enforcemernt'of UET in relation to financial services. It will be important to
ensure the FMA is adeduately resourced to carry out these new functions. If not, the FMA
may not be able to acf as an eifective regulator of these requirements.

Financial dispute resaiution schemes will also play a part in enforcing the changes in
individual Cases

Appropiiaie penalties and remedies in line with other financial services legislation will be
designed to accompany a breach of the new obligations in relation to comparing and
understanding policies. The proposals in relation to the duty of disclosure and various
other proposals will largely be enforced through contractual mechanisms rather than public
enforcement.

8.2 What are the implementation risks?

A potential implementation risk is overlap or conflict with new changes coming out of
MBIE’s review of the conduct of financial institutions, which will impose new conduct and
licensing obligations on insurers. The timeframe for those changes and the ones proposed
in this RIS may mean that insurers have to make significant changes to their systems and
processes in response to both reviews in a short timeframe. Insurers have previously
raised this as a concern and consider it important that both reviews work together to
produce consistent outcomes.

This risk will be mitigated by keeping in close contact with persons at MBIE working on
conduct, proactively identifying and discussing any areas of potential conflict, and
adjusting commencement dates if necessary.
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Section 9: Monitoring, evaluation and review

9.1 How will the impact of the new arrangements be monitored?

MBIE and the FMA would monitor the regulatory settings as part of their wider regulatory
stewardship obligations. We will use existing channels such as the Council of Financial
Regulators, which both MBIE and the FMA sit on, to monitor and discuss any issues as
they arise.

We intend to monitor data from the financial dispute resolution schemes to see whethei
the number of disputes related to non-disclosure are declining. This data can currenily\be
obtained through annual reports.

9.2 When and how will the new arrangements be reviewed?

There is no plan to conduct a formal review of the amendments within a particular
timeframe. However, the interaction with stakeholders following implemientation of the
amendments, as well as the FMA’s (and Commerce Cemimi§sion’s) ongoing monitoring
and enforcement of relevant obligations, should assist.toincover whether there are any
issues.
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