Reference: 20160145

22 July 2016

Thank you for your Official Information Act request, received on 12 May 2016.

You requested the following:

“..Treasury’s full report on sum insured house insurance.”

On 26 May 2016, we extended the time limit for the response by 35 working days
because of the consultations needed to make a decision on your request.

Information Being Released

Please find enclosed the following documents:

Item | Date Document Description Decision

1. 23 June 2015 | Treasury Report (T2015/1294): Home Release in part
Insurance — Implications of Sum Insured
Cover

| have decided to release the document listed above, subject to information being
withheld under one or more of the following sections of the Official Information Act, as
applicable:

personal contact details of officials, under section 9(2)(a) — to protect the privacy
of natural persons, including deceased people

commercially sensitive information, under section 9(2)(b)(ii) — to protect the
commercial position of the person who supplied the information, or who is the
subject of the information, and

information subject to an obligation of confidence, under section 9(2)(ba)(i) —
where making the information available would be likely to prejudice the supply of
similar information, or information from the same source, and it is in the public
interest that such information should continue to be supplied.




There are some notes to add to the information being published:

1.

Paragraph 58 of the report refers to the figures which insurers used to calculate
sum insured amounts following the initial shift to sum insured values. Tower has
subsequently informed the Treasury that when sum insured policies renewed in
their second year, the company adjusted some sum insured values for renewal,
where policy data and some assumptions with support from the Cordell calculator
highlighted the previous sum insured was not adequate.

Paragraph 64 of the report refers to insurers offering customers full replacement
cover for total loss from fire. Vero’s cover is wider, covering total losses caused
by any peril except natural disaster.

In Annex A, the list of companies and organisations consulted should refer to
‘BNZ Insurance Services Ltd’ rather than ‘BNZ'.

Please note that this letter (with your personal details removed) and enclosed
documents may be published on the Treasury website.

This fully covers the information you requested.

You have the right to ask the Ombudsman to investigate and review my decision.

Yours sincerely

Craig Fookes
Team Leader, Financial Markets Team



TOIA 20160145
Information for release

1.
2.

Home Insurance - Implications of Sum Insured Cover
TOIA - Sum Insured - Notes
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Treasury Report: Home Insurance — Implications of Sum Insured
Cover

Executive Summary

Following the Canterbury earthquakes in 2011, most residential insurers in New Zealand
moved home insurance policies from ‘full replacement’ to a capped ‘sum insured’ value.

surers are@able
would beable t

/these arr%}i{ements

The sum insured model provides some financial stability benef i
to capture and price risks. In the event of a natural d|saster i
predict their overall liabilities with much greater accuracy. Hov
effectively transfer responsibility for assessing risk to ho ers, and the. evi nce shows
that many homeowners are not willing or able to calcul ccurate rebuil t for their
home. This potentially leaves them exposed to underinsurance (where'the insurance policy
would not pay out enough to rebuild a home fully after a natural disaster). This unexpected

loss for individual policyholders could lead to pre e for governrﬁ;ent\'n tervention if
underinsurance occurred on a widespread baSI 3 maJor

Our work has shown the difficulties in me i nderins% very house is different
and there is no single right answer about ho chit wq(urd costto rebuild after a disaster.

But on the different measures we ha red, ther ppear to be a degree of
underinsurance across New Zealarﬁk\e figures s at 40-85% of homes could be
underinsured by 10 to 50%. However, ve/n after an ent, most houses are unlikely to
er, sO the impact would be more

cach't
limited than the figures sugges ’
underinsurance shortfall varies between 0. 3% an \
Wellington reference eveén /ﬂ

our be@aw being about $135m.
\
We have heard noth{ngvto u/ gestt a% ustry will move back to full replacement cover

for home insura he con s from earthquake damage, although there have
been some dev s onthem (for example, full replacement cover for fire
damage).

Our discl Q@?Mh msuré( hagshown that they recognise the risk to their reputations
s c

from usto uhd rinsurance. Insurers are continuing to work to encourage
customers to-assess the{r Id values carefully and there are developments in the
valuatlon arket w&f@uid provide tools which would make this easier.

% of the total loss for a modelled

Continuing pu ging will be important to maintain public awareness of the need for
policyholder an accurate valuation for their home (as they should already have for
their content combination of stakeholders providing messaging could be an effective
way to |mpr0\< nsumer knowledge of the issue and industry participants, consumer
groups anct\thg EQC all have a role to play in this area.

We do not suggest that the Government should lead on providing messages in this space,
but we will continue monitoring this area, and will take opportunities to communicate
messages based on the findings in this report, starting with feedback to the stakeholders we
consulted during the project.

1 A magnitude Mw 7.5 event on the main Wellington fault.
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Recommended Action

We recommend that you:

a note that:
a. The move to sum insured residential insurance cover has exposed many
New Zealand households to the risk of underinsurance

b. Precise figures are hard to assess, but 40-85% of homes could be under
insured by 10-50% &
c. However, for 95% or more of homeowner: likely to‘ stalll e into

a significant insurance shortfall even aft event < \ N
\\ T~
-/
d. Industry part|C|pants are working to m&aoverag eveis\énd consumer

mﬁny years

@% d will include this topic as
[ suranc sector, And

ort as the basis for future

f. Treasury officials will main
part of any review of

:\ \\\7/\/ )
James Beard
Manager, Fina kets and International

&

Hon Bill English
Minister of Finance

Hon Steven Joyce Hon Paula Bennett

Associate Minister of Finance Associate Minister of Finance
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Treasury Report: Home Insurance — Implications of Sum Insured
Cover

Purpose of Report

1. The purpose of this report is to brief Ministers on the insights Treasury officials gained
from consultation with the insurance industry and other relevant stakeholders on the
shift to sum insured cover and the possible impact of the insurance t ay
result. A full list of companies and organisations consul found atAnnexA.

A

Structure and Content

7

O\
3. This report sets out the issues arising fogﬁ@wiﬁ tos }Q§urgd cover for home
insurance in New Zealand and asses eé{h  risks that i uals and the Government
may face from underinsurance. . ' o~
4, This report defines underinsuraé%se situation whi \che maximum payout under
a home insurance policy may‘fall short of the cost uild or repair the property after
a fire or natural disaster, leading to financia l§§§\§%\ e policyholder.
S Shoit secton dndur
ort section o

um-insured cover in last year’s Cabinet
aland insurance market (which was

5.  This report expands o
paper about the pro
deferred at that time) [

physical loss to residential property rather

) )
6.  This report fooﬁ?i%s\gﬁﬁhsurance
policies for commercial buildings have not
. The report is also limited to financial loss rather

than commercial buildings as.insuran
changed %‘xy in rece%
than eceno ss due to the ulty of estimating the potential economic impacts of
an ev ﬁv V
\é ]%> Yo
Key Conclusions ém‘d’J mplications for the Crown

N

_/
inancial stability benefits that arise from insurers being better able to
ice risks in the sum insured model. In the event of a major natural
s would be able to predict their overall liabilities with much greater

7. There are

[ C\ \
8. HO\;\%;\Zér/,"these arrangements transfer responsibility for assessing risk to homeowners.
The evidence shows that many homeowners are not willing or able to work out an
accurate rebuild cost for their home, and this potentially leaves them exposed to
underinsurance.

9. Our analysis has shown that defining underinsurance remains problematic and
variable. Every house is different and there is no single right answer about how much
it would cost to rebuild after a disaster. But on the various measures we have
explored, there does appear to be a degree of underinsurance across New Zealand
with 40-85% underinsured by 10-50%, though the precise degree of underinsurance
remains difficult to assess.

10. However, for 95% or more of homeowners, this is unlikely to crystallise into a
significant insurance shortfall even after a major event.
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11. Insurers have suggested that a certain level of underinsurance (perhaps up to 10%)
would not be problematic for individual homeowners, even where the home has to be
completely rebuilt, because adjustments could be made in the design and construction
of the replacement to provide an acceptable replacement within the available budget.
Beyond this, householders would have to make more serious compromises or access
their own resources (if available). In addition, a large number of policies have a
demand surge built in (usually an additional 10%) which would help underinsured
customers following an event, depending on the levels of additional costs that occur.

12.  Our assessment is that, although underinsurance could cause difficulties for e
householders after a major event, this would not lead to 1 pressure for&
Government to intervene since the EQC modelling sh - ost Iossefs all

well below the sum insured limits. \

13. Nonetheless, although the situation remains uns or for many p olic bfolders, we
do not see any need to impose requirements on. |nsure > or brok to | with it,
since there are sufficient actions already un Our

ospread customer
: Insur rs réo ontinuing work to

% ues car nd the recent Vero
/to do thg&a are also likely to

discussions with insurers have revealed t
underinsurance, primarily for reputational
encourage customers to assess their ré|
product may provide a helpful mod

continue to exert pressure on cus r h high lue (LVR) mortgages. We
are also encouraged by the pot de elopment wW-ways of providing rebuilding
valuations more closely tallor Reé

14. We do, however, think that it

engage with the proce ?\ie

keep their default settings

insured value that)s)ar quate in m
=N

15. Continuing pulitgl;nesgagr:ng W!|
r,s to havean-

e,an effective way prove consumer knowledge of the issue and the tools

\

_ N\
~Most of thTé%gmg will come from industry participants, including insurers,
hq\val ers — though there is some anecdotal evidence that consumers
% driven by self-interest.

y ccomm@&t\i{%}. A combination of stakeholders providing messaging

groups such as Consumer NZ will also continue to highlight the issue

\we e) has expressed interest in continuing to disseminate appropriate
\mgssages For example, one solution could be increased messaging about the
low cost of additional cover as mentioned in paragraph 60.

. EQC'’s role in this space is to provide homeowners with natural disaster
insurance (in partnership with private insurers), raise homeowners’ awareness of
the natural disaster risks in their region, and show them practical things they can
do to make their homes safer and prevent damage if there is a natural disaster.

16. We do not suggest that the Government should itself lead on providing messages in
this space, but the proposed Insurance Summit or other industry events could provide
an opportunity for Ministers to provide some messages to insurers and the public along
the above lines.
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17. We propose to continue monitoring this area, in particular watching any regulatory
developments in Australia, and will take other opportunities to communicate messages
based on the findings in this report; starting with feedback to the stakeholders we
consulted during the project.

The impact of the move to sum insured cover

18. This section sets out the impacts of the move to sum insured cover on insurefs,
consumers, mortgage lenders and the Crown.

Insurers benefit from the move to sum insured cover

<*\\ ~/
19. The move to sum insured policies has transferredé%g insurers and’reinsurers to

consumers. The maximum loss which insurer fgce for-€ach pr iS.now precisely
known which helps to control their overall e Q;sure afteram or%v t and also limits

20. This should slightly reduce the risk of the" \ \o prowde support for any
insurer in distress, since the losses ébV on indivi rties are more limited
and quantifiable.

Consumers take on extra unce %%é
ver

21.  The move to sum insured co ners face the uncertainty of not
knowing whether their s ’i&s red woul ufficient to cover the replacement of their
house, if it is destroyed (i ition to the'— g/uncertalnty about how long it will
take to arrange the r
amount for which ﬁgﬁcy\ ders h
the event of aéila]‘ JrO/ .) That wa ‘
‘cash out’ opti §r a total ~.

\sured their property, the cover will fall short in
viously a risk only where consumers took the
ement policy and arranged the rebuild themselves,

rather tha 'ng?n the in it.

22. The G 's interest in how’the insurance market has developed derives from
the effe onsu %S?: Incomplete information, behaviour biases and moral
haz yes may r under-provision of insurance in the market reducing

p ént of a claim. The effects are likely to be worse for lower
ousehmds affordability and opportunity cost become bigger factors.

23. Widesprea nsﬂrance might mean that after a major event, large numbers of
househol f|nd themselves unable to rebuild their homes to the standard or
size th xpected, or in extreme cases could not afford to rebuild their home at
all. ively, they would have to draw on their savings (if any) or increase their
borr’ow order to make up the shortfall. This could produce bigger community and

rec@@ety effects after a disaster.
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Banks face risks to their mortgage book

24,

The change to sum insured has also increased the risks that banks face, since banks
(and non-bank lending institutions) use both the house and the land as a security
against their mortgage portfolios. Most banks require the mortgagee to insure the
property to cover their risk and to provide proof of this when the mortgage is taken out,
but if the house is damaged or destroyed and the insurance cover proves to be
insufficient, the bank’s security will be reduced. The risk faced by banks is higher for
high LVR mortgages where the mortgage represents a larger proportion of the

potentially underinsured security.
The Crown faces an increased implicit liability Yo
N

25.

26.

27.

28.

20.

the event of a major disaster. Although there wou no formal liability:to the Crown,
extensive underinsurance could lead to widespread c laints ut insurers’
practices and community pressure on gover ﬁtjo make up, the: . Even if the

number of individual cases were relatively small,.thefe could still be_.community
pressure from the groups affected, espe individual shortfalls were large.

N N )

This particular issue did not arise after th terbury akés because
policyholders had full replacement cover-in place, thc ere were some disputes
with insurers about the nature and speed of rebuilds-and thére was pressure in specific
areas, for example uninsured %ﬁ red zone: N@T@was little pressure to provide
support for homeowners without insurance a ﬂr i the general public view was that
people should take respopsibility for their own. decisions. However, it may be harder to
1 ﬁ%n  action in @ sum-insured market since it could be argued

ight thing in obtaining insurance but had information
vel of insurance, leaving them short in the event

' had increased rebuild costs above previous
to land.

The move to sum insured has increased the risk of g; plicit liability co t&\\t\ \th)gbrown in

disadvantages in asse
of a disaster, particularly if the eve

estimates, for gxam\;’g\/throughr

N\
ar fi d\lg‘cjé and t . presented below, there may be a large number of
sUr seholds) who could call for government
intervention in:the eventof a disaster. However, as previously acknowledged, this will
naterialise in one and our analysis shows that a much smaller percentage
eholds (betweerd\\ d 5%) would be affected so badly as to exceed their total

um insured cover..O k@alysis shows that the average shortfall could range from
{000 to $50,000 after'the Wellington reference event, but this would not be evenly
d

istributed a%s%n%ouseholds would be worse hit than others.
G

Pressure 4 overnment support to those underinsured is more likely to come from
those ubstantial shortfalls. A substantial shortfall for a few would severely
compromise their ability to rebuild a house to its previous standard, whereas, as
expﬁgi\mﬁi rlier, a small shortfall could be absorbed with minor design changes.

If the\Gﬁ/ernment decided to underwrite the insurance shortfall after an event, our
analysis shows that the fiscal costs (or implicit liability) would be between $18m and
$400m under our estimates for the Wellington reference event. Our modelling suggests
a shortfall of around $135m. Even if this fell entirely to Government, this would not be
likely to cause major funding difficulties. Therefore from a Crown risk perspective, there
does not seem to be a strong case for action at this time.
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The scale of the underinsurance problem

30.

31.

32.

33.

34.

35.

Defining the size of the potential risk faced by New Zealand is difficult, because it
requires a view of the optimum level of insurance cover and accurate information about
existing levels of cover.

Indemnity cover (such as a home insurance policy) involves reinstating the policyholder
to the position that they were in, to the extent possible, prior to the happening of a
specified event or peril. Where policies are written on a full replacement basis, this is

limited by considerations of what is reasonable. Where policies are written on'a ‘sum
insured’ basis, there is also an upper limit on the amount e. To achie!

er limit/neéds to’be
r example i if tF y/were

reassurance that the policy will reinstate the policyhold

set at a level that will cover the maximum loss.

Not all homeowners will want or need this level o@

content not to replace their property to the sa \size o) standar if they WISh to
t e\)lstem of ‘averaging’

be'scaled back if the

claims (in which claims for less than {
insurer believes that the house is u

However, for other homeowner

insurance to rebuild their ho S
inadvertent underinsurance co ‘ause from a lac nderstanding of the new policy
ding of the real cost of rebuilding.

terms, exclusions in the y\or a lack of d ,,\\S [
) 7
Defining the level of ance |n land requires making assumptions

about what is cons)d e unde: sur d and finding the best methodology to

be a problem if they expect
nd up falling short. This

calculate the level ¢ md our research we heard a variety of figures
nally, ranging from $55-$310bn. These figures
eve T/method of calculating underinsurance, and are set out below.
learly wo% ‘scenarios and are at a national level, whereas it is
that there wi an event which affects the whole country at the

ut these figures in perspective, the total cost of the Christchurch rebuild
t $40bn; of w $18bn represents domestic repairs and replacement

< Calculation method Total national underinsurance
1. R%@ts from Canterbury (IAG $184 bn
d hern Response)
. he-ground rebuild valuations $155-310 bn
5%30 Construction Consultants)
3. Comparison with modelled valuation $80 bn
\\ Jcosts (CoreLogic)
~4_ Number of customers accepting the $74 bn
default sum insured value s9(2)(b)(ii)

_—

A detailed analysis of the methodology and the results from these different methods of
calculation can be found in Annex B. We believe the figure based on rebuild costs
from IAG and Southern Response offer the most accurate reflection of the scale of
underinsurance in New Zealand, because the figures are based on the largest dataset
of real costs incurred in rebuilding, and information from the largest domestic insurer.
These figures suggest that 85% of homes are underinsured by an average of 28%.
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The figures are clearly only an estimate, as there are many factors which will affect the
level of underinsurance. For example, the level of underinsurance per household is
likely to increase over time due to inertia — policy holders generally prefer to hold their
cover levels or increase them with inflation rather than regularly re-evaluate their
exposures. Research from the United States shows that an individual house could be
15% underinsured within 13 months of setting the value, if the individual value is set on
a portfolio index. This emphasises the importance of making sure the initial sum is set
correctly and is continually reviewed.

sum insured value for a property in the 18 months that the' market has bee this
i i at' have clalmed far
have had adequate cover. However, this was based ¢ . small sam%e ias there
are very few cases requiring total rebuild in a nor| and rebuild

replacement costs are generally lower for a total loss as a result of fire r\é r than
earthquake (because there is no land dama@ there is no ar demand

On the positive side, we found no evidence of claims which had exceeded ’%?ﬁ’gal

surge) so this may not apply in the event of rfatun’a} dlsaster

38.

39.

40.

These figures for underinsurance e"" n-a natio I éye ., and would only become
relevant if every home in Ne ired ng at the same time. To
develop our understandlng ofa dre likely situation, we have used the EQC modelling
ton the main Wellington fault to look at a plausible worst
e‘%Nelllngton e § ce event). Because this modelling is
limited to one part of. ry and bec X ven after such a severe event, only a
small proportion of/h;a 1 ould be ta\y @éstroyed the model produces estimates of

underinsurance ran \\f om $18- m. Underinsurance of this level equates to less
rinsurance nationally, though the impact on

idential buildings covered by EQC which represents
f the hou k?. The model uses the same data and processes that
relnsur(érrce elllng Like all earthquake modelling, there is a large

g\@th/tﬁe results due to the unpredictability of the events. Using

?F\ e what the likely dollar amount of underinsurance in a worst

| h\e main feature of the EQC model is that houses in the area of the
aﬁected to different degrees and the model consequently estimates

opor’uon (1 5%) will suffer sO much damage as to exceed their ‘sum

get‘\a\sénse of the levels of underinsurance in the Wellington reference event for the
different definitions of underinsurance. We are able to add an extra dimension to the
model to vary the percentage of homes that are underinsured, based on the data we
received from industry. Table 1 shows the results from the modelling. The
underinsurance shortfall varies between 0.3% and 7% of the total loss for the event,
with our best estimate being about $135m.

2 Around 90% of residential dwellings have fire insurance and are therefore covered by EQC. The remaining 10% are
not covered by EQC. This equates to 144,573 units in the EQC model for the magnitude My 7.5 event on the main
Wellington fault.
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Table 1: Summary of different measures of underinsurance with variable percentage
of homes affected

Underinsurance | Percentage of Level of National Gross Number of
measure homes underinsurance | underinsurance | underinsurance | homes affected
underinsured figure shortfall in the in the
case of Wellington
Wellington reference event
reference event
(underinsurance
rtfall per
ehold)
1. Canterbury | 85% 28% $184 bn B'm / -/3.030
rebuild 0000  \ D))
costs ;; \\\ —
$9(2)(b)(ii) QO \/(
2. Rebuild 80% 25-50% $105,5-$399.2 m | 2,529-6,571
valuations (840, (
857,000
3. Modelled 50% 10% $17.9 m 778
valuation 20,966)
costs
4. Number of 40% 25% $52.6 m 1,285
customers _
accepting ~ O\ ($40,000)
default )
values
) )
L

Background — the moveé to sum insured cover

culated a premium based primarily on the size of the

se were destroyed in a fire or natural disaster, the

the Mrs most re@ial insurance in New Zealand was provided on a ‘full
la asis. Thi%ﬁgﬁe

houseIf the't
ire

for demolishing the wreckage, clearing the site and
€ same size, standard and specifications as the homes

licies are unusual globally, as most countries base house insurance

Full repla
policiez% aximum specified amount, including Australia and the UK. In the USA,

ers-offer ‘guaranteed replacement cost coverage’, which pays to completely

reb‘ﬁild\th ome, but others insurers limit this to 120-125% of the insured value.

m}\bre, unlike in New Zealand, the standard ‘all perils’ cover in the USA does not

include protection against all types of natural disaster (for example, it usually excludes

41. For
rep
poli |
i %;J ‘ Id be responsi
ilding’a new house to
condition when‘\n'e&vv;’\1
N
42.
some i
Furthe
flood and earthquake cover).
43.

However, since the Canterbury earthquakes, most insurers in New Zealand have

moved to fixed sum (or ‘sum insured’) policies. These policies are the same as full
replacement policies except that they cap the amount an insurer will pay on extensive
damage (usually the total loss of a house) to the amount specified by the customer
when taking out the policy or at the latest renewal. In most cases, however, the
claimants will notice no difference, since most claims under such policies do not get
close to the ‘sum insured’ limit.
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Drivers of Underinsurance
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Only two companies have continued to offer full replacement policies: Medical
Assurance Society (MAS) and Farmers’ Mutual (FMG). These insurers said that they
could continue to offer full replacement cover because they had different risks to the
larger insurers as they targeted a more select group of consumers (medical
professionals or farmers), and had a good spread of geographic risk. Other insurers
also suggested that their small size of MAS and FMG made it easier for them to agree
cover with reinsurers. MAS and FMG had not detected any trend of new customers
seeking to move to them to take advantage of their full replacement cover, and in any
case focused on steady organic growth. Two insurers (Tower and Vero) have also
added new products to the market to reduce risks to policy
sum insured policies which are explored further in paragr:

45. This section examines the factors that drov n%urer to switch o sumvinsured policies
and the drivers of underinsurance in New,
46. The main reason for the movetoa s surers gave was the
need for insurers and reinsurers to ure they faced, in light
everal insurers exceeded
t/p licies were calculated mainly
tors, s tion, s9(2)(ba)(i)
59(2)(ba)(i)
47. _reinsurers became uncomfortable with the open-
olicies. Furthermore, the experiences showed that
| than € pecte d have continued to rise (for example due to
ding stan%{unher pushing insurers towards a system which caps
How € tra
48. The main shift t su}n insured was by insurance companies issuing consumers with a
‘default surr {v{it\%;i/at the point of sale or renewal. The industry reported pressure
from reinsure etter quantify and understand the risk they were underwriting. This
was ei gure of $2,000 (+GST) per m? multiplied by the floor size of the property,
or b/?tse\ a simplified version of the Cordell calculator (see Box 1) using existing
mform‘aﬁq eld by insurers. Insurers did not expect the majority of customers to stay
at thls\ﬁgure
T2015/1294: Home Insurance - Implications of Sum Insured Cover Page 11
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Box 1: Online Rebuild Calculators
The online Cordell calculator is a tool provided by Cordell to provide an easy-to-
use way to estimate the potential cost of rebuilding a home. This calculator draws
on data from around New Zealand on many aspects of home construction and
reconstruction. The information is updated regularly. Insurers generally use a
tailored version of the Cordell calculator on their own websites.

The sum insurance figure also includes anticipated construction costs and
allowances for professional fees, demolition, removal of debris and GST — thin
people often don't consider when thinking about the cost of r% their home.

i arch se
e for compl {&rf

Research from IAG shows that the use of an online calculator is far and away the
biggest factor in customers determining a insured v . 64% of IAG
customers used an online calculator in settin i hilst only a
very small proportion (3%) used a quantit/s

N

However the calculator is a guide only, and our ind
suggest that it works well for basic homes but is inade
and homes built on difficult terrain such as slopes.

49. Premiums rose dramatically duri \fswd of transm%or two main reasons.
Firstly, as discussed earlier, ris %t been a atleprlced in the old full
replacement cover (because ?\e\ in valu 2aning that customers were not
paying sufficient premiums for t _exposure t%;\t dnsurers faced. Secondly, premiums

rose as they often do after. a\d‘lsaster wit 4@uré£$>and reinsurers raising prices to
cover the losses from nt. AN\

50. Statistics New Zea’(@h es for t e \sto ‘dwelling insurance’ show that household
insurance premiums. more than d C%T 5%) between Q4 of 2010 (just after the first
Canterbury ea&hquaﬁdand Q4.0 . This compares to a 5.3% increase in the CPI
over the samie p ﬁg The .on home cover also tripled from 5c to 15c¢ per
$100 of ¢ @/ 12, with th& um rising from $50 to $150 + GST.

t market also reacted quickly to the pressure from

51.
produce{a ne\n@tyle of insurance cover in a short space of time. This is a
igh levels of consumer confusion reported by stakeholders.
r it fully understand the changes in the market and the transfer of
risk.t ey were now en untering.

\
There are varlﬂg rs of underinsurance...
52. Previo oﬁ'\xsumers did not have to be financially literate in order to purchase

reside Zﬁome insurance. Insurance was cheap, easily available and required little or
no (n U\Y}&m consumers. With full replacement policies, consumers had to provide
very i tle detail about their home before getting a policy.

53. However, the process has become more complex since the switch to sum insured
policies.

T2015/1294: Home Insurance - Implications of Sum Insured Cover Page 12
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There is confusion between different house values...

54. Insurers noted that some homeowners may be confusing rebuilding cost with other
measures of value when setting a fixed sum insured. The rebuild cost is not necessarily
the same as the market value of the house, the rateable value or the cost of originally
building the property. The rebuild cost is the amount it would take to completely rebuild
a home in the event of a disaster — importantly including any demolition and removal
costs that might be necessary before rebuilding can even begin. The rebuild cost also
needs to be up to date, to take into account changes in building regulations since the
house was built (for example better foundations, or double glazing) which co
increase costs and should ideally make allowance for further enhancement building
standards that might be introduced after a disasters, appened for foyndati
some areas of Christchurch.

Consumers naturally struggle to price risk and hav@ erm vie \b \/,
55. People have a strong tendency to accept the default or pre-set opti

individuals struggle to price the risk posed.by.
influenced by immediate costs and b ib

that customers may be more conce ut th
increase their insurance limit, than ak
future date.

ertain futul &eye}nts, as they are more
those edlater. It is possible
efri remiums rising if they
e benefit of hi r cover at some uncertain

su > ured values...

56. According to IAG data, Q%‘)customer e{ther cepted or made marginal changes®
to their default sum i oved from full replacement policies.
However, there were iffer ences with only 24% of new customers
accepting the defa/ it or closeto i ontpared to 78% of renewing customers. This

suggests sum t)reﬁv lues are’sticky once it has been initially set. More customers

accepted the ﬁaytt tvalue offe

rather tha an intermediary_such as a broker. Vero, who make greater use of
brokers th reported tha nly 50% of its customers accepted the default value.

The majority of customers are acc ng defaul

57. Acc
pro

mpting for many as it is easy and the default value is
i as having superior knowledge. These factors and the
% compl € process required to input information about the property,
rease the rlsk of consumers mistakenly undervaluing the replacement cost of their
property, or ‘

policyholde ithfull replacement policies receiving less money than expected due to
inaccu .; measurements, and the move to sum insured may increase the

.. but de(éult values are not reliable

58. Insurers take no responsibility for the sum insured value. The provision of default
values or calculators does not remove the responsibility on the policyholder to select
the correct sum insured value. The default values are not necessarily reliable, as
insurers do not use a consistent methodology for calculating default values following
the shift to sum insured policies. Tower and Vero used a figure of $2,000 per m? to
calculate sum insured amounts. IAG, however, used a simplified version of a calculator
(similar to Cordell) to generate a tailored default figure. This may lead to confusion in
the market with consumers not knowing which method has been used and further
strengthens the argument for consumers to individualise their sum insured to make
sure their asset is fully covered.

3 Less than 5%
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Neither are professional rebuild valuation quotes.

59. Consumer NZ found evidence of a large variance in the rebuild valuations provided by
professional companies when valuing the same property. For example, a difference
between valuers of over $400,000 for a property in Auckland and a difference of over
$475,000 for a property in Wellington. In addition, the valuation reports varied in their
content and level of description. Some differences in the assessments between
companies are to be expected, but variance of this scale is concerning, and underlines
the difficulty of identifying an accurate sum insured value.

Insurers are reluctant to push additional cover... &
60. Insurers indicated that they have been reluctant to push umers towafds ex
cover for three main reasons. Firstly, they are concerne ut appearin {o“dp sell’ to

Secondly, there are limitations imposed on them throug e Financial c%wéers Act
2008, which impedes the amount of advice th<§n be given wit icence or

consumers, particularly as insurance premiums ha‘ doubled in rec%

qualification. Finally, some insurers express d@ohc;rn that making the renewal
process more complicated might drive cu s\{o’ start comp ing, providers rather
than staying with their existing insurer. Hg%extra c 1§\relat|vely cheap to
purchase due to the shape of the risk %é\ 0-of cover can cost as
little as $45 additional premium peri 4)

61. This section examines

> <ébpments in t%& ealand insurance market since the

3iven these moves, we advise that no direct

government actlon/s7r uired at thi be 'other than perhaps some sort of moral
suasion. This coul(fbe }"1 he for couraglng the industry to continue their efforts
in educating cd sumers/ around the insured market and reviewing their portfolios

to identify t vrﬁes most at risk of underinsurance.
Industry invest consumer education
62. Thei %poﬂe that
from full replacement.t sum [
cating’consu
c nsumers havea /gr r understanding of the policy at the point of purchase.
ver, this.investment is hard to quantify and there is no guarantee of success.

[
Shared datab@en banks and insurers

63. Banks ear interest in ensuring that the properties on which they have on their
books lly insured, particularly where the mortaaae debt represents a high

ord f the value. s9(2)(b)(ii)

59(2)

s9(2)(b)(ii) Requiring customers to provide proof of cover on a regular
basis would be administratively costly. s9(2)(ba)(i) shared database between

banks and insurers to enable banks to check that customers had sufficient insurance
cover in place. This would have taken the form of a property registry and was
supported by both banks and EQC. However, the initiative was rejected by the
Insurance Council of New Zealand in May 2013 as they were uncomfortable with
sharing data in this way and had concerns about how it would be used, including
competitive concerns, as banks market their own insurance products.

4 From AA Insurance online tool for 120m? house in Island Bay, Wellington moving from a Sum Insured of
$200,000 to $600,000 increased yearly premiums by an average of $45 per every $100,000 additional sum
insured cover. Data sourced: 2 June 2015.
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Vero and Tower returning to total replacement for house fires

64. The major market development in the industry has been Vero and Tower offering
customers full replacement cover for total loss from fire. Both companies
acknowledged the low magnitude and costs associated with total loss claims with fire
and thus the ability to get reinsurance cover. Neither insurer charges an additional fee
for this product. Vero do require an accurate sum insured value to be set in order to
take advantage of this policy, either from an online calculator or a suitably qualified
professional. In addition, Vero’s new product includes an additional 10% uplift on the
sum insured figure in the event of a natural disaster, which helps to address the issue
of cover falling short after a major event. &

65. To date, no other insurers have followed suit in offeri %of cove{( AN
: , N
Developments in valuation o S

-/

66. There have been continuous developments in the valuation spa incﬁ\ﬁwe market
transition to sum insured. A major development has been the arrival
the market, who are developing an advan culator. This is built
technology which is used successfully in nd Austrélié&é& laims to have an

-1nep

n. roduct will be less

accuracy of 97-98% (based on validati rebuild ¢
user-intensive than the existing Coriki@oulator whic

ay.mitigate some of the risks
which arise from a complicated process. They aim to.make property insurance as easy
as motor insurance. The busin odel'that Core dgi\c;propose is that insurers would
be able to access the data soéhd{%he could pr te online application forms with
the information for a specific address, and the customer would simply have to confirm it

or add any further releva ’B\et\ailszhe pr \I nned for release in late June
2015. N) NN

Insurance summit
(™
67. Thereis a prop \s\edr}'vrjs}elrance S
potentially oé?@ea? such asJap

\_

o: review the lessons from Christchurch (and
iscuss the impacts on NZ Inc., the insurance

er info/rm m the organisers on industry participation before

sector and d ;
’ ness from urance and banking perspective. We understand
=o‘ a rqu;st to open the summit and issue invitations, and have
d Ty
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Possible changes to Earthquake Commission legislation

68.

69.

70.

We understand that Ministers responsible for the EQC review are currently taking to
Cabinet proposed reforms to form the basis of a public discussion document on options
for reforming the EQC scheme. The reforms include extending the current EQC
building cover and increasing the monetary cap from $100,000+GST, to
$200,000+GST. Responsible Ministers discussed the proposed reforms with you on
30 March and 16 June, and you have now seen the draft Cabinet paper and discussion
document. The extended building cover would include S|te works associated with the

repair and replacement of the building and access to it. would include e land
repair work currently insured by EQC land cover (includl ample, ins

retaining walls to support or protect the building) but would ise ren ovela
cover in all circumstances short of the total loss of t I building site.
O

This reform would have the effect of reducing the cost to insurers of p rﬁg
household cover for many properties, which should lead to a reduction irvpremiums,
though this reduction is likely to be partially set’ by an increase in the EQC premium.
As EQC premlums are currently charged te across, the\ ntry, there should

s, whic h(\)uﬁ help increase the

On the other hand, the removal of the: rate EQC ver will potentially increase
the risk to insurers and househ Or_propertie %h require significant siteworks
(particularly retaining walls) t rt'the hous a se at least part of the EQC

building insurance will be exp ed/bn these 2] hen the work would previously
have been funded from eparate land er.~.This would increase the risk for
consumers as well if t amage exc d)rhe sum insured.
( /\\
\
( (/ R\ \ /

Regulatory develégmefhté in Aus

71.

72.

Sum insur: ies have b%lace for many years in Australia and have raised

similar jssue ut consumer erstanding and the risk of underinsurance. The

Austr {:Wurities an ments Commission (ASIC) has produced a number of
e

rep subje&(%r 05, most recently in October 2014. ASIC’s latest reports

ée\j tanu er. ecommendations addressed to the industry, in terms of
sages to consuy ales process improvements and other areas of innovation.
In ition, the Aqstq‘a n Financial Systems Inquiry (FSI) included a recommendation

encouragin ers'to do more to provide tools and guidance to help consumers
assess li cement values and purchase adequate cover.

ASIC H aid.it will continue to monitor insurers’ actions in this area and we are
awaitin e, Australian Government response to the FSI. We will maintain contact with
ASkC\a\n \the Australian Treasury to keep up to date with developments, as these may
dlrec\:tly affect the Australian parents of many insurers operating in New Zealand, or
suggest interventions that might also be useful in the New Zealand market. More detail
on the Australian reports is provided at Annex C.

T2015/1294: Home Insurance - Implications of Sum Insured Cover Page 16
IManage#3219351v5

COMMERCIAL-IN-CONFIDENCE



COMMERCIAL-IN-CONFIDENCE

Annex A

Doc 1
Page 17 of 24

COMPANIES AND ORGANISATIONS CONSULTED

Insurers/Reinsurers/Brokers

. Aon Benfield

. Aon New Zealand

. s9(2)(ba)(i)

. FMG Insurance

. IAG (AMI, Lumley, NZI, State)
. Medical Assurance Society
. Munich Re

. Southern Response

. Swiss Re

. Tower

. Vero

. Willis Re

Banks

. s9(2)(ba)(i)

. BNZ N)
Trade Associations /7@

. Insurance COmeH of/Ngw Zealat

. Insurance ke\\§§%§s00|at|
Other Orga%
coti «
e %

f New Zealand (IBANZ)

Gove ﬁlerﬁ/

. Ministry of B \ssz/lnnovanon and Employment
[ ancial Capability

. Commissj

. Earth mission
Finan rkets Authority

. Resgwé Bank of New Zealand
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Annex B

MEASURING THE SCALE OF UNDERINSURANCE

1. This Annex examines four different approaches to calculating the level of
underinsurance nationally. The total figure varies from $55-$310bn, depending on
which approach is used to measure the issue.

1)  Rebuilding costs from Canterbury

2. One method to analyse the level of underinsurance i
customers’ sum insured cover (per m?) with the actu

m? cover levels and rebuild costs would-be

,
fata;s be

4.  Interestingly, IAG reported that the sum insured figures for homes in Canterbury more
closely mapped the red rebuild curve. We believe this is due to the increased
knowledge and awareness regarding rebuild and replacement costs in Canterbury
following the earthquakes.
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We also obtained rebuild costs from Southern Response s9(2)(b)(ii)
s9(2)(b)(ii)

Based on feedback from the insurers s9(2)(b)(ii) we
used a figure s9(2)(b)(i) for the
average cost of rebuilding a home. Using IAG’s distribution of sum insured insurance
coverage, s9(2)(b)(ii) 85% of New Zealand homes uld be underin d by an
average of 28%.

2)  On-the-ground rebuild valuations < \
Another approach is to compare insured values timates of expe d rebuilding
costs. Constructlon Cost Consultants (CCC aﬁe a q antlty su ing-firm who have
in providing over

are underlnsured

assume an average house price of $435,00( e'a 78/m|II|on houses in New
Zealand meaning that there is a i portfolio.of $775bn. On this basis
they find $620bn worth of homes at i to~arvalue of between $155bn-
$310bn. Y0

i ey provided valuations for two
%vggthe flgures v', by online calculators, and from the
N per m2/ h\o sults showed that the rebuild costs from

ided by the online calculator and at least
he/default sum insured.

homeowners to compar,
default sum insured o

CCC were 40% or ir
double the figures/pr

These figures( ?16 that [ rance could be a serious issue for many
homeowners,; w e ga ngg n the default sum, the results from an online
calculator ‘and.the assessmeﬁxxgjg quantity surveyor. It should be noted, however, that

i i n incentive to overstate the amount of underinsurance to

valuatio s_may have a
increase theirbusine s%rmore, the clients seeking rebuild valuations are usually
1 %ds/ fied that their sum insured is too low and may have larger

ge which are known to be insufficiently covered by the online
ilators. There so different results between different valuers and quantity
surveyors, w ha\/e een investigated by Consumer NZ (as mentioned in paragraph
59 of the peft) Finally, the national figures for underinsurance are based on
i @ house prices, which are not necessarily a good proxy for rebuild

arison with modelled valuation costs

CoreLoglc a valuation firm, published figures in early June suggesting that half of the
homes in New Zealand were underinsured by at least ten per cent. This was
calculated by using their new valuation product (‘Sum Sure’) to calculate a
reconstruction cost for nearly every property in New Zealand (excluding apartment
blocks or multiple dwellings with more than six units in them). CorelLogic then
conducted market research on about 400 consumers to identify their current sum
insured value. Comparing the two produced a value and percentage for
underinsurance. Modelling these against the nationwide dataset produced an overall
national figure for underinsurance of about $80bn.
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4)  Number of customers accepting the default sum insurance value

11.  Another method s9(2)(b)(ii) to calculate underinsurance based on the number of
people who had accepted the default values offered by insurers. Assuming 80% of the
housing stock rolled over to the default values then 40% of the stock will be
underinsured. This is because the default figure is based on the cost of rebuilding an
average house, so half of those accepting the default value will be over insured and
half will be underinsured. s9@)(b(ii calculator to see how much these
homes are underinsured — an average of 25%. This is similar to levels reported in

Australia in 2005. Turning this into a national figure, sa2ybiin the
underinsurance risk to the NZ housing stock was around% &
/7
12. The weaknesses of this methodology are the assu at defaui Kieyfﬁl;s are on
average set correctly and that there is an equal di of custonﬁ\rs\ n-either side
of the curve. However, the number of people wh over onto dW@alues is an
important part of analysing the levels of underinsurance as this.represents a large

proportion of the market. O \1,,\/
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Annex C

REPORTS INTO SUM INSURED COVER IN AUSTRALIA

1.

Sum insured policies have been in place for many years in Australia and have raised
similar issues, particularly after major weather events. The Australian Securities and
Investments Commission (ASIC) reported on this issue in 2005°. ASIC reported
surveys suggesting that between 27% and 81% of Australian consumers were
underinsured by 10% or more against current rebuilding costs. The report identified the

following reasons for consumers being underinsured (which”match our f|nd| in New
Zealand):

. Standard home building policies in Australia pla

ed urden “ﬂmatlng
rebuilding costs on the consumer, which wa i

trinsically di Q{ﬂt /

. Consumers relied on their insurer for help-in esti ating rebui
a small number of insurers provided c éume/s with ac s"iﬁ';,o

comprehensive tools for doing this; / \

mg\z%sts but only

o Consumers and insurers did notinc
with changes in building cost
of cover after renovating the- home;

) \ A >

o Home building policies @o lex and It for consumers to compare, and
variations in cover made @CUIt for c \\ to appreciate the extent to
which they may be nx\e{msured VNN

ASIC issued a follow in 2007°. The

had taken “some positi ps” to p\&\s\umers reduce the problem of

underinsurance. T\Hefge\s ps incl

T
. developing new product
con \/@re adeq

ingcalculators; and
ing bett&{\@u\ ion initiatives.
AN & h
>
id\ urther measures to be undertaken such as:
o inv %whether total replacement and extended replacement policies can
3 idely available and commercially viable, and
e / educating consumers about underinsurance and the availability of web-based

\\cél culators.

ASIC noted that consumers also had a responsibility to reduce the risk of
underinsurance through the type of insurance they purchased and, where relevant, by
using the available tools to select the appropriate level of cover.

5 Report 54, Getting Home Insurance Right, Australian Securities and Investments Commission (ASIC), September 2005

% Report 89, Making Home Insurance Better, ASIC, January 2007
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The Australian Financial System Inquiry (FSI), which reported in December 2014,
identified inadvertent underinsurance as a problem, particularly from natural disasters.
The Inquiry encouraged insurers to provide consumers with enhanced guidance about
likely replacement values and make tools available to help consumers purchase
adequate cover. The FSI also suggested that the industry should do more to reduce
the complexity of policies and increase consumer understanding of key features and
exclusions, which would help consumers select the appropriate level of cover.

The FSI report built on the draft Australian Productivity Commission (PC) Report, which
acknowledged that underinsurance was an issue, but noted-that it was hard uantify
the extent of the problem due to problems in defining un ance. Fun%e the
PC Report found that while a significant proportion of h S appeaVed to
underinsured, it was not known how many were maki nal ch0|c d how
many were underinsured due to market distortions Jnitive barrl&g\ aH? the PC
Report found that the extent of underinsurance a -insurance Was\‘%‘r feadily
apparent in many cases because most insurance claims were for iaMosses, and in
these cases, the sum insured usually covered tt

This is particularly applicable to New Zea

insured market due to its age. This m
underlying problem until an event s a{% the Iarge
market change have not been total-Hoss
where the cost of rebuilding wo i@

an earthquake.

ge/Whether there is an
f claims since the

ASIC released two furthe repQrts in Octob r2 ploring consumer experiences
with the sale of home o<m\\g insurance’: Th  reports were based on a review of the

sales practices of tw rs, and, as@\ of consumers who had inquired about
or purchased homﬁﬂﬂ e durin 0\3 )The main findings were:
( N

e  Consumers. bfteri/asked q
t\t%%&ﬂmate the/sum i
t

and sought assistance from insurers about

ual infor ¢
umers with the information and/or advice they needed;

nsumer{s ' the sum insured value, often using faulty assumptions

F6r telepl'{on&b most consumers were not referred to available tools, such
as su sQred alculators, to assist in estimating the sum insured. Consumers

who §h§‘r ast attention when choosing the sum insured typically also

beli that they were not at risk;

o rice of premiums dominated consumers’ reasons for inquiring and this focus
/
the information they sought about policy terms. For these consumers,
\%gst insurers attempted to reduce the premium by reducing the sum insured
and/or increasing the excess, potentially increasing a consumer's risk of
underinsurance;

. The online channel was used for speed of purchase. The phone channel was
used ‘to talk to a human’ because consumers felt the need to consult the insurer
or to have their quote clarified or verified. It was at this stage that consumers
seemed most in need of assistance;

o Consumers needed help from insurers to make better decisions, beyond simply
providing Product Disclosure Statements to consumers.

7 Report 415, Review of the sale of home insurance; Report 416, Insuring your home: Consumers’ experiences buying home
insurance, ASIC, October 2014.
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9. ASIC’s Deputy Chairman, Peter Kell, said when the reports were released that they
‘make it clear that the home insurance industry can implement measures that will
meaningfully improve consumers’ understanding of their policy, and help ensure
consumers buy a product that meets their needs.” ASIC would ‘continue to monitor

providers to ensure they are complying with their obligations to provide consumers with
accurate information.’
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Notes:

(1) Paragraph 58 of the report refers to the figures which insurers used to calculate
sum insured amounts following the initial shift to sum insured values. Tower has

subsequently informed the Treasury that when sum insured policies renewed-in
their second year, the company adjusted some sum ins lues for re

where policy data and some assumptions with support Cordell calcul
highlighted the previous sum insured was not adeq )

<\\ -/

(2) Paragraph 64 of the report refers to insurers offer tomers full repl cé/ment
cover for total loss from fire. Vero’s cover is QLdér covering totahlosses caused by
any peril except natural disaster. —~ — O

, (/K“\\\
(3) In Annex A, the list of companies an org\ ions co %dsﬁould refer to ‘BNZ

Insurance Services Ltd’ rather tha
@“

Treasury:3548568v1
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