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THE END OF THE WILD WILD WEST —
LEGISLATIVE DEVELOPMENTS
AFFECTING INSURANCE

Recent legislative developments have raised a nuaflm®mpliance concerns for the
insurance industry. The implementation of the Raia Advisers Act 2008, the
Financial Services Providers (Registration and Dtisresolution) Act 2008 and the
Insurance (Prudential Supervision) Act 2010 haatecta new regulatory regime for
the insurance industry which will require insureyseriously reconsider their
operating practices.

Other recent legislation in the process of develepinsuch as the Financial Markets
(Regulators and KiwiSaver) Bill, the Anti-Money Ladering and Countering
Financing of Terrorism Regulations, the Insuranoatécts Bill and the Auditor
Regulation and External Reporting Bill, will impokether obligations on the
insurance industry as well as specific obligationsactuaries.

Each piece of legislation when fully in force withpose novel compliance
obligations. Actuaries, who play a fundamentagrialthe analysis of financial risk in
the insurance industry, need to be aware of ancedorgrips with what the changing
legislative environment means for them and howilitimpact upon the industry as a
whole.

PART ONE — THE FINANCIAL SIDE

The Financial Service Providers (Registration amspite Resolution) Act 2008 (FSP
Act) and Financial Advisers Act 2008 (FAA) havee®@d much publicity recently
after having both been considerably amended oru38 2010 by their respective
Amendment Acts. The restructured Acts look toaestonsumer confidence in the
financial industry after recent fallout from thebal financial crisis. The legislation
intends to provide further safeguards to domestanicial consumers by requiring
compulsory registration and dispute resolution seenembership by financial
service providers, and by implementing a set ofimirm standards which financial
advisers must adhere to.

The Acts speak directly to the financial industiyowever the legislation has a broad
scope in terms of its application and also impdatsctly on the insurance industry.
Once the two Acts are fully in force they will img@serious compliance obligations
for the insurance industry. Actuaries need towara of these changing compliance
obligations and appreciate the wider implicatiomsthe insurance industry as a
whole.

Implications of the Financial Service Providers (Rgistration and Dispute
Resolution) Act 2008

The purpose of the FSP Act is clearly identifiedtytitle, the Financial Service
Providers (Registration and Dispute Resolution) 2@8. The Act seeks to regulate
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financial service providers by requiring them torbgistered and be members of an
approved dispute resolution scheme.

Who is covered by the FSP Act?

Section 7 of the Act states that, “this Act appt@persons who are in the business of
providing a financial service”. Providing a finaalcservice is relatively broad in its
definition and extends beyond financial adviserdefhed by the FAA. There are a
number of ways in which a person can provide anftred service.

“Acting as an insurer” for example is defined agyiling a financial service.
Accordingly, any person acting as an insurer isiiregl to register and join a dispute
resolution scheme if they deal with the public. iAsurer, according to section 4, is
any person who accepts risk in relation to a cehwhinsurance, or any person who
has risk accepted on their behalf in relation to@tract of insurance.

A - Registration requirements of the FSP Act

Part 2 of the Act establishes a compulsory pulglgister of financial service
providers. The register allows the public opereasdo information about registered
providers and also imposes a quality control oveviplers by preventing certain
providers from becoming registered. If a pers@viges a financial service without
being registered they will be liable to a fine pfto $100,000 or imprisonment for up
to 12 months. If the provider is not an individitatan be liable to a fine of up to
$300,000.

Each provider must apply for registration and nteetfollowing criteria:

. the provider must not be disqualified (ie: an uodaged bankrupt, convicted
for crimes against other people’s property or cot@d of a money laundering
offence);

. the provider must me a member of a dispute resmiicheme if required by
the Act; and

. the provider must be licensed if required by anolicensing enactment (ie: the
Insurance (Prudential Supervision) Act 2010 if @surer).

All registered financial service providers are aisquired to annually supply the
Registrar with an annual confirmation of detailgtiag to that provider and must pay
an annual levy or fee. By setting limits on whoyrbacome registered, the FSP Act
intends to enhance the standard of providers atmr@iagly the standard of financial
service.

Individual registration not necessary in some incts

A provider does not need to individually registecircumstances where they are
employed by a Qualifying Financial Entity (QFE)ppided the QFE is registered. A
QFE is an entity such as an insurance companyhtsabeen granted QFE status by
the Securities Commission, allowing it to be exefmmin certain conditions of the
FSP Act and FAA.
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Providers will also be exempt if the provider iBreancial adviser (as defined by the
FAA) and the advice being given relates to whokesabn-retail advice or non-
personalised, class advice (wholesale and classeadil be further explained in the
following sections). In this case only the enttybusiness responsible for those
individuals must register. However if an individlgaves advice to a retail client or
provides a personalised service, then the individilaneed to become registered (ie:
a Registered Financial Adviser (RFA)).

Registration fees and timeframes
Financial service providers will need to complymwiihe following timeframes:

On and from 16 August 2010:

. The financial service providers register opensgifteation can be completed
online at the FSPR website (www.fspr.govt.nz).
. Applications for approval as an authorised finahatviser or for QFE status

may be made, and decided on, under the FAA. Homawhorisation and
QFE status can not be granted before 1 Decembér. 201

On and from 1 December 2010:

. It becomes mandatory for providers of financiavg®s to be registered under
the FSP Act. However financial advisers (as defineder the FAA) will not
be required to register until April 2011.

. It becomes mandatory for providers of financialvgsss to retail clients to
join a dispute resolution scheme under the FSP Houwever financial
advisers (as defined under the FAA) will not beuiezd to join until April
2011.

. Most of the conduct obligations under the FAA fimiahcial advisers, brokers,
QFEs, and members of QFE groups, and the relafedcement provisions
come into force.

On and from 1 April 2011:

. It becomes mandatory for financial advisers todggstered and join a dispute
resolution scheme under the FSP Act.
. QFE status must be granted by this date.

On and from 1 July 2011
. The disclosure obligations for financial advisensler the FAA come into

force.
. Authorisation must be granted by this date forvidiial advisers.
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Financial service providers will incur the follovgmegistration fees:

Application fees Ongoing Fees
Registered financial service providei$357.78 $61.33 (annual fee)
/ Registered financial adviser
Criminal history check fee (per $40.25 $40.25 (as incurred by
person named in the application) the Registrar)
Dispute resolution regime $30.67 $30.67 (annual fee)
administration contribution — if
required to be a member

B - Dispute resolution scheme

The other major requirement of the FSP Act is évatry financial service provider
must belong to an approved dispute resolution sehéthey provide advice to a
retail client. A dispute resolution scheme proside impartial and independent
complaints avenue for financial service clientdie@s must first seek redress
through a provider’s internal complaints systent,groviding no resolution is met
the client will then be able to make a complainthiat provider’s relevant scheme,
free of charge.

A business or entity will be able to join a schemnebehalf of its employees but
membership fees will be proportionate to the nunabexdvisers within the business
or entity.

Exemption

Advisers of sophisticated, wholesale clients atereguired to join a dispute
resolution scheme. This type of client is deenmecktuire less protection because of
their extensive financial knowledge.

The following types of clients are categorised &shsale clients:

. a person who is in the business of providing anfona service;

. a person whose business is to invest money; or

. an entity with net assets or turnover exceedingfllon (at the end of each of
the last 2 completed accounting periods).

Requiring advisers who solely give advice to sajptased wholesale clients would
create unnecessary costs for the adviser, buttasdient, who would inevitably
have costs passed on to them.

Different schemes available

The Minister of Consumer Affairs has now approvedr fdispute resolution schemes.
The first two accepted schemes were the Finaneiali@&s Complaints Limited
(FSCL) scheme and the Insurance and Savings Omlamd@®80) scheme. The other
two schemes, the Financial Dispute Resolution (FEfRemdreserve scheme) and
Banking Ombudsman scheme, were approved on 1 Seeté&t@10. The main point
of difference between each scheme is their resmefdes and claim limits.
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The I1SO is open to all financial service providelts. membership fee is $400 per
annum, per member (up to a maximum of $14,000)tlaexct is no joining fee. The
cap on claims is $200,000 and a fee of $1,000 @i5§ is payable for each complaint
investigated.

FSCL is similarly open to all financial service piders. The major point of
difference between the ISO and FSCL is that FSGLreaommend payments up to
$200,000, but can only enforce payments of $100,000s reduced cap has proven
very attractive to some advisers wishing to lirh#it liability. FSCL also allows
members one free complaint per year. There istage process for complaints and
the costs increase incrementally. The chargehifitst stage is $1,300. The next
stages incur costs of $2,000 for a complaint réogi€EO adjudication and $6,000
for a complaint requiring expert panel adjudication

The Banking Ombudsman Scheme is open to membdrsimpbanks and non-bank
deposit takers that are regulated by the Resernk &ad have a minimum credit
rating of BB. The amount of financial loss clainmedst be less than $200,000.

The most recently approved scheme is the goverrsmesgerve scheme, FDR. FDR
is promoted and ran by Dispute Resolution Senlitested (DRSL), the primary
dispute resolution provider for ACC and the Teleommication Dispute Resolution
service. A complaint can be taken to FDR that ive® more than $200,000, but the
maximum compensation available will be $200,0Q@suters will pay a membership
fee whereby they pay $1,000 for every $5 millioratcurrent, in force premium they
have for retail clients (up to a maximum of $10@)00The reserve scheme will have
incremental complaint costs as well. A low leveiplaint will cost a member $775,
a complex complaint $2,350 and a complaint reqgidadjudication $3,270.

Penalties for non-compliance
If an adviser provides a financial service withbaing registered or holds them self
out as being in the business of providing a finaneervice without being registered,

they will be liable for up to:

. $100,000 or imprisonment for 12 months - Individual
. $300,000 - Entity

Summary of the FSP Act
The FSP Act works to promote accountability anghoesibility in financial service
providers by introducing standardised complainteedures and industry-wide
registration. It gives further protection and aasges to financial clients by
enhancing professionalism and transparency.

Implications of the Financial Advisers Act 2008

The FAA has raised a number of compliance condemtie insurance industry by
imposing various disclosure and conduct obligatmmg$inancial advisers.
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Who is a “Financial Adviser”?

Section 8 of the FAA establishes that a “finanadViser” is any person who provides
a “financial adviser service”. The definition istras broad as that of the financial
service provider in the FSP Act. A person providéBnancial adviser service” if
they either:

. give financial advice;
. provide an investment planning service; or
. provide a discretionary investment management Gervi

An investment planning service is where an adwasalyses an individual’s
investment needs, identifies their investment gaatsrecommends how to achieve
those goals. Alternatively, a discretionary inwesht management service is where
an adviser decides which financial products to aequr dispose of, whilst acting
under their client’s authority to manage finangedducts.

The most relevant financial adviser service to iesiis the provision of financial
advice. Financial advice is given when an advisakes a recommendation or gives
an opinion in relation to the acquisition or displosf a financial product. Section 5
of the Act establishes that insurance contractsimaecial products. Accordingly,
every person giving advice in relation to an insgeacontract is potentially affected
by the legislation.

There are however a number of exemptions in theliaiting the scope of
compliance obligations.

What is not financial advice?

Section 10 (3) of the FAA provides a number of winstances in which a person
advising on an insurance product will not be prowgdinancial advice.

If an adviser merely provides information, suchhasterms and conditions of an
insurance contract, the adviser will not be giviimgncial advice. This will be a
common situation for insurance staff working inl-cantres, who receive requests
from the public for further product information guotes. In this situation an adviser
would not be subject to the compliance and disclsbligations imposed by the
FAA, provided they only gave information as to teams and conditions of an
insurance contract. Advisers will need to be adrebwever not to imply a
recommendation during their discussions, as thiglavikely constitute providing
financial advice under the Act.

If a person advising on an insurance product ongsyadvice as to a class of
insurance contracts, not a particular type of polikey will also be exempt. This
allows advisers to still give generic, class adwidgghout having to first comply with
the requirements of the Act.

Advisers may similarly give advice on the procegsvhich a customer can acquire or

dispose of a product, or recommend a person coaguiancial adviser, without
being caught by the Act. If an adviser transniitsdadvice of another financial
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adviser they will also not be bound by the Act|@tg as that person does not hold
out that advice as their own.

Is an actuary a financial adviser?
Advisers will be exempt from the FAA if the finaatiadvice they provide is only
incidental to their primary business. The serwidébe incidental if it is a secondary
part of the primary business. Typical examplesldiclude a rental car company
employee discussing car insurance with prospectieats or a retail assistant
discussing hire purchase agreements.

Actuaries usually provide advice to insurers, baaksl superannuation funds. Their
core responsibility is the analysis of risk, thegassing of financial information and
the pricing of policies, not the provision of firaal advice.

There may be some limited instances in which amsalo give financial advice. One
example would be the provision of internal advie@n insurer regarding the risks
and returns involved in a particular financial istreent or transaction. The second
example would be that of an actuary in a socidirgetvho participates on a board or
committee and is asked for an opinion in relatma financial matter. Both
situations would not typify the primary businessaafactuary.

Actuaries who provide financial advice as defingdh® Act will generally be doing
so in an infrequent manner and certainly not asqdaheir primary business. The
advice would be considered incidental and the agtwauld accordingly be exempt
from the requirements of the Act.

Further exemptions

An adviser will be exempt from the Act if they wonlkth sophisticated wholesale
clients or give non-personalised, class advices Bbecause these types of client are
not deemed to be in a vulnerable position, reqgiregulatory protection.

When giving advice to wholesale clients, an indixatadviser will not be subject to
the same compliance and disclosure obligationeeswould be if giving advice to
regular retail clients. They will also not need¢gister or join a dispute resolution
scheme to comply with the FSP Act, as their empldg/able to do this on their
behalf.

Wholesale clients are defined in a similar fastasrunder the FSP Act. The
following types of clients are examples of thostegarised as wholesale clients:

. financial advisers;

. a person whose principal business is to invest yare

. an entity with net assets or turnover exceedingflion (at the end of each of
the last 2 completed accounting periods).

Similarly, advisers giving non-personalised, cladsice will not be subject to the

same compliance and disclosure obligations aswloeyd be if they were to give
advice to regular retail clients. Advisers offgriclass advice will also not need to
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register or join a dispute resolution scheme tomgmwith the FSP Act, as their
employer can register and join.

To be classified as class advice the client musbaaeadily identifiable and the
adviser must not take into account the clientsnoia goals. The advice will be non-
personalised and in this sense could be givenygatential client. This allows
insurers to still provide generic product advicetlgh brochures or websites without
requiring each person who helps prepare that adeicemply with the FAA’s
conduct and disclosure requirements.

However, if there are no relevant exemptions th&naacial adviser must adhere
fully to the conduct and disclosure obligationsghad FAA.

Different classes of financial products

The FAA imposes different compliance obligationsagivisers dealing in different
classes of financial products. The Act distingasbetween complex financial
products referred to as Category 1 products anglsifmancial products referred to
as Category 2 products. Advisers dealing in Catefygproducts which pose a higher
degree of risk to financial customers will havetthere to more stringent standards
than those advisers dealing solely in Categoryo2lyets.

Category 1 products include securities, futureslpets and importantly for the
insurance industry investment-linked contractsngtirance (the only insurance
product categorised as a complex Category 1 pradiitte definition of an
investment-linked contract of insurance will beadluced by regulation. It seems
likely these contracts will be defined as insuracaetracts aimed at producing
investment returns on premiums, as opposed toansarcontracts aimed at
mitigating the risk of an event occurring. Thisridine with the central tenet of the
FAA, the protection of client investments. Adviseiealing solely in non-investment
linked insurance contracts will be subject to lowempliance obligations.

Who can deal with which products?
If a financial adviser deals in Category 2 produbtsy must be registered (ie: be a
Registered Financial Adviser - RFA), or be an Autded Financial Adviser (AFA) or
Qualified Financial Entity Adviser (QFE Adviser).

If however the adviser deals in Category 1 prodtiety must be an AFA, unless the
adviser is a QFE Adviser and only sells a Catedqgoyoduct provided by that QFE.

Category 1 Category 2
product product
[Financial Advice AFA/QFEA* AFA/RFA/QFEA
Investment Planning [AFA AFA
Service
[Discretionary AFA/QFEA* AFA/RFA/QFEA
Investment
[Management Service

* Only if sell own product
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As can be seen by the above table, an AFA hasaalls@ope to give advice on all
types of financial products and services. Thisdsause the AFA is subject to much
more stringent compliance obligations than otheE@#visers and RFAs.

Disclosure obligations for financial advisers

Disclosure obligations have now been implementethbyFinancial Advisers
(Disclosure) Regulations 2010. The regulationsasgpdifferent standards for each
of the three classes of adviser.

AFAs will have a tiered system of disclosure. [fpamary” disclosure statement the
adviser must disclose information relating to:

. the type of financial products being offered;

. how the adviser will be paid for the service thegvide (fees, commissions and
remunerations);

. complaints procedures available to the customer;

. any bankruptcy or disciplinary action taken agathstadviser in the last 5
years; and

. how the adviser is regulated by the government.

In a “secondary” disclosure statement (usuallychitd to the primary statement) the
adviser will need to disclose information relatiog

. the type of financial adviser service provided #melspecific products offered;
. the amount of fees, commission and remuneraticsh foathe adviser; and
. the financial interests, relationships and affitins of the adviser.

RFAs however will only need to provide a singlectbsure statement with less
onerous disclosure obligations. The disclosurestant will only need to specify the
type of adviser they are and set out the advisetésnal complaints procedure system
and external dispute resolution scheme.

QFE Advisers have different disclosure requirematitsgether. Unless specifically
requested by a client, a QFE Adviser does not tapeovide a written disclosure
statement, provided they make disclosure by othesmns. This will allow advisers to
give verbal disclosure for example over the telegholn an insurance context this
verbal disclosure is expected to be made by a slaboimated message at the start of a
call, before the adviser even talks to the customer

In making disclosure, a QFE Adviser must discltmedetails of the QFE, its internal
and external complaints procedures, and anythsgrelquired to be disclosed in the
QFE’s terms of being granted QFE status. The amafunformation required to be
disclosed has been purposefully limited. Thisiiesalt of submissions that extensive
disclosure would have disproportionately increabedime taken on each telephone
call and would have consequently reduced call-egmioductivity.

Each class of adviser must make disclosure befanaging the service, or if not

practicable before, as soon as practicable aftefiging it (section 22(1)(a)). This
allows RFAs, as well as QFE Advisers, to still gadvice over the telephone and
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then make disclosure afterwards. The first seatifom AFAs disclosure document
however must be disclosed before providing theiservAccordingly most
authorised advisers will provide both disclosusgeshents prior to giving advice.

Sample disclosure statements setting out the speesiclosure requirements can be
found in the Financial Advisers (Disclosure) Regjolas 2010.

B - Conduct obligations

The FAA states that financial advisers must exertiie care, diligence and skill that
a reasonable financial adviser would exercise @énstime circumstances. Similarly,
advisers must not engage in misleading or deceptimduct. All advisers must abide
by these standards, even where giving wholesattass advice. Beyond this
fundamental obligation are more specific requiretmeh AFAs and QFE Advisers.

AFAs face the most stringent obligations from tWeAFbecause of the high degree of
risk involved in Category 1 products. AFAs mustngdy with a Code of Professional
Conduct. There are 18 different standards in theéeGvhich set minimum
requirements for ethical behaviour, client caregwiedge, skills and competence, and
continuing professional development.

One of the significant requirements of the Codd&t advisers must complete various
Unit Standards in order to become authorised. @ugkd advisers must also develop
a professional development plan and continue t@xiakie professional training. The
Code looks to improve standards of competency aoduatability by establishing a
minimum set of standards.

QFE Advisers have somewhat different requiremeftsese advisers have to comply
with the terms and conditions of their QFE’s gragtof QFE status. In order to be
granted QFE status, an entity must firstly submifdviser Business Statement
(ABS) which sets out the particulars of the engisywell as its governance and
FAA/FSP Act compliance arrangements.

An entity’'s ABS must also address the Code of Rsiémal Conduct. Accordingly
QFE Advisers will be largely subject to the samébgaltions as AFAs. However QFE
Advisers do not have to follow every standard & @ode, so long as they can satisfy
the Securities Commission that a particular stashdathe Code is not relevant to
them. This has been labelled the “if not, why rtest. It would be unnecessary for
example for an insurance company dealing solelly loiv-risk Category 2 products

to have the equivalent training and professionaetigment standards as an AFA,
dealing in complex financial products. The Se@siCommission has shown a
willingness to allow such exemptions.

Compliance timeline

AFAs must apply for authorisation by 1 December®afd complete training and be
authorised by 1 July 2011.

QFEs need to submit their ABS and apply for QFEUStay 1 December 2010. They
must have confirmation of QFE status by 1 April 201
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The conduct obligations for all advisers will com# force on 1 December 2010 and
the disclosure obligations on 1 July 2011.

Penalties for non-compliance

If an adviser holds them self out as an authorigeahcial adviser, financial planner,
investment planner, or QFE without being permittedy are liable for up to:

. $10,000 - Individual

. $50,000 — Entity

If an adviser provides wholesale or class advidbaut being permitted, they are
liable for up to:

. $5,000 - Individual

. $10,000 — Entity

If an adviser knowingly/recklessly fails to makeaosure or knowingly/recklessly
commits misleading or deceptive conduct, they iatdd for up to:

. $100,000 - Individual

. $300,000 — Entity

Summary

The FAA encourages competency and accountabiliiptogducing various
compliance and disclosure obligations. The leg@ieessentially aims to increase
customer confidence in the financial industry bgweimg minimum standards of
professionalism. As can be seen by the penaltiegeq advisers should be careful to
meet those standards or otherwise face seriouggoesces.

PART TWO —PRUDENTIAL SUPERVISION

The Insurance (Prudential Supervision) Act 201@APpassed its third reading on
24 August 2010 and received the Royal Assent oeptethber 2010. The Act
provides a legislative framework for the prudentegulation and supervision of
insurers. It looks to ensure the protection ofstoners by requiring insurers to
demonstrate they have sufficient safeguards iregiacover any potential claims.

Unlike the FAA and FSP Act, the IPSA applies sotelyhe insurance industry.
Accordingly, the Act imposes more insurance-spea@impliance obligations. The
Act imposes specific obligations on actuaries twvjte professional guidance to
insurers regarding their ongoing financial streraytld risk management.

Licence

The most significant implication arising from tHeSA is the obligation for all

insurers to obtain a licence from the Reserve RnkReserve Bank functions as the
main supervisory body under the Act). Insurers meled to apply for a provisional
licence by 8 March 2012. A provisional licencelwi given to an insurer provided
the insurer has notified the Reserve Bank by 3GbDer 2010 that it intends to
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continue carrying on insurance business in Newatehafter 8 March 2012. The
insurer must also be able to prove it was actingnaimsurer before 30 September
2010 and that it has taken reasonable steps tdogeadit and proper policy and risk
management programme.

The insurer must then be granted a full licenc® IBeptember 2013, so as to carry on
insurance business in New Zealand. In order ticbased an insurer must meet the
following criteria:

. develop a compliant fit and proper policy for digrs and senior management;
. maintain satisfactory solvency standards;

. hold a current financial strength rating;

. develop a sound risk management programme;

. appoint an actuary;

. prepare financial statements in accordance witleResBank requests; and

. maintain a statutory fund if life insurer.

Insurers will be continually monitored against #hetandards. If an insurer does not
comply with the conditions of its licence it may lble to a fine of up to $500,000.

Fit and proper policy

Insurers must develop a fit and proper policy fop@inting its directors and relevant
officers. The insurer’s policy must specify thealfications and requirements for a
particular position, including the requirementsagderson’s character, competence,
and experience as it relates to the position. ifiérer will also have to provide a
certificate to the Reserve Bank setting out spedétails about a director or relevant
officer who has been appointed, and confirming that person conforms to the
insurer’s fit and proper policy.

The policy will be relevant to the issuing of timsurer’s licence and so must be
approved by the Reserve Bank. If an insurer wishebange its policy it must seek
approval from the Reserve Bank, and if the Baniekek that a director or senior
manager is no longer fit and proper, it has thegyde remove that person from their
position.

Solvency standards

A licensed insurer must also maintain certain satyestandards and report any likely
breaches to the Reserve Bank. An insurer shotddnmthe Reserve Bank ‘as soon
as reasonably practicable’ if it believes it likéhat within the next three years it will
not comply with the solvency margin imposed bylitence conditions. The use of
the term ‘likely’ may cause some uncertainty in ith@lementation of this rule as it is
a fairly ambiguous concept. Insurers and actuahesild be careful to give the
solvency margin careful consideration as failuredmply with the standards will
have serious consequences.

The Reserve Bank will implement solvency stand#ndsrequire an insurer to

maintain a minimum margin of assets in proportimits liabilities (the solvency
margin). Insurers will need to maintain minimunpital amounts for their life
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insurance policies and non-life insurance poligiesrder to maintain requisite
solvency standards. This minimum capital requinginmeay place some pressure on
financially smaller insurance firms.

The minimum amounts required for both life and tiémpolicies will depend on a
calculation of the liabilities faced by each insurerespect of the following risk
components:

. insurance risk
. catastrophic risk; and
. asset risk

Insurers will rely significantly on actuaries intdemining the relevant amounts
required. The amount required for life and noe pblicies will need to be
aggregated. If an insurer is required to hold mimiim of $5 million for Life and $3
million for non-life for example, they would be n@ced to hold a total minimum
amount of $8 million in capital. These are the imumm amounts required and will
likely be much larger for most insurers.

The standards will also place reporting conditionsnsurers, requiring them to
maintain financial reports which show the insusecomplying with set solvency
standards. Actuaries must also prepare a re@imgtwhether in their opinion the
insurer is complying with solvency standards. @hwiaries report will be dealt with
in more detail below.

Financial strength rating

Licensed insurers must have a financial strengthgaiven by an approved rating
agency, unless the insurer is a captive insuregiosurer.

An insurer must report any change in its finansteéngth rating to the Reserve Bank.
If an insurer receives a ratings downgrade it ballrequired to publish that
downgrade publicly (on an internet site or in ohéhe major daily newspapers), or
instead give written notice of the downgrade torgWew Zealand policyholder.
Failing to disclose a downgrade will carry a firfaup to $500,000. Some industry
members have complained that the requirement ®mtification of every
downgrade may be overly burdensome in situatiorsrgvthe downgrade is not
material, ie: downgrade from AA to A+ (NZSA submy.

Before entering into or renewing a contract of nasiee the insurer must also disclose
to the insured its current financial strength rgtamd provide information about who
gave that rating. Disclosure can be made oralthenfirst instance, so long as written
disclosure follows. However, if no disclosure iade then the policyholder may
cancel the contract within 20 working days after tlontract is entered into or
renewed.
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Risk management programme

Licensed insurers must also develop and comply aviisk management programme.
Insurers must develop a program identifying the tkelys associated with its
particular insurance business and prepare an atdegregramme to address those
risks.

The programme must be in writing and allow for éfiective identification and
management of the following:

. insurance risk;

. credit risk;

. liquidity risk;

. market risk; and
. operational risk.

Insurers must maintain appropriate documentatiahracord-keeping and ensure that
the programme remains current. Most insurersrefyl on the professional
judgement of their actuaries in preparing suchogm@mme.

The Reserve Bank will be responsible for deterngnuimether an insurer has
developed a satisfactory programme. It will alsadsponsible for ensuring that the
insurer takes all practicable steps to comply whitt programme. Insurers will
require prior consent from the Reserve Bank beafmaking any material change to
their risk management programme, unless the chiangguired urgently. In such
circumstances consent may be given retroactividlywever the Reserve Bank will
require notice within five working days of the clganand can still refuse to give
approval to the amended programme.

Appoint an actuary

All insurers are required to appoint an actuary whmplies with their fit and proper
policy. The appointed actuary must be approvethbyrReserve Bank and the Bank
must also approve the actuary’s fees.

The actuary must review information used for theppae of preparing the insurer’s
financial statements. This will include informaticelating to an insurer's calculations
of premiums, claims, reserves, dividends, insuramckannuity rates, and technical
provisions. The review should also cover informatielating to risk assessments of
possible future events and the financial implicagid those events occur.

The actuary must prepare a written report in relspieihis review. The report must
state the scope and limitations of the review ahdther the actuary has had full
access to information from the insurer. An actuamntitled to have reasonable
access to the accounting records and other docsroéttie insurer and is able to ask
guestions of directors and employees of the indordre extent they think necessary.
A director or employee who unreasonably withholdsrimation may be liable to a
term of imprisonment of up to 3 months.
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The report must also state whether in the actuamision the information reviewed
has been appropriately included in the insurenraricial statements, and whether the
insurer is sufficiently maintaining its solvency mgm. The report should be prepared
prior to the date the insurer’s financial stateraere due to be registered and must be
provided to the Reserve Bank together with thetatdireport.

Prepare financial statements

Insurers will be required to file financial infortn@n including financial condition
reports and six-monthly financial statements toGenpanies Registrar (as required
by the Financial Reporting Act 1993) and the Res@&ank. Interim financial
statements will also need to be provided to theeResBank and the Companies
Registrar within five months after the insurer'saagnting period ends. Interim
reports will need to be prepared in accordance geétierally accepted accounting
practices (GAAP)

Maintain a statutory fund if life insurer

Life insurers must maintain at least one statutong in respect of their life insurance
policies. All amounts, assets and liabilities whielate to the business of the fund
must be credited to that fund.

In some instances insurers providing compositealifé non-life policies must also
use a statutory fund. If less than 25% of the jjwems from a ‘line of policies’ are
being paid in respect of non-life insurance cotteg,policy will be treated as if it was
a life policy and the insurer will be required &tablish a statutory fund. It will be
the responsibility of the appointed actuary to datee the proportion of premiums
which relate to either life or non-life insuranci&.policy which only provides
payment if the insured dies by accident or frontiaéesl disease or condition will also
not be considered a life policy if the duratiortled policy is less than 1 year.

The Act looks to keep all financial activity relagito an insurer’s life policies within
the scope of the one fund. Premiums payable uhégrolicies must be paid into the
account as well as any other money received binthaer which relates to the
business of the fund (ie: investment income eafreed the fund). The statutory fund
can only be applied to meet liabilities incurredperating the fund, or in making
investments or distributions from the fund. THe Ihsurer must also keep full
records of the income and outgoings of each statind.

Compliance timeline
Insurers must notify the Reserve Bank by 30 Decer20&0 if they intend to
continue carrying on insurance business after &wMao12. By 8 March 2012

insurers will need to have applied for a provisidit@nce.

Insurers must then have been granted a full lickyd® September 2013 (the date that
is 3 years after the Act’s date of assent).
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Penalties for non-compliance

If an insurer fails to comply with the conditionkits licence (ie: fit and proper
policy, solvency standards, risk management progranstatutory fund, failure to
disclose a downgrade) it may be liable to a finemto $500,000.

If an insurer fails to comply with required finaatreporting matters or fails to
disclose its financial rating before entering intaenewing an insurance contract, it
will be liable to a fine of up to $100,000.

Summary of the IPSA
Once fully in force the IPSA, when coupled with #8&P Act and FAA, will create
significant changes to the insurance industry. A& regime provides an
opportunity for actuaries to act as a check agaiegative industry behaviour. The
imposition of a compulsory actuary for each licehsesurer means that actuaries will
continue to play a pivotal role in the oversighirefurance industry standards.

PART THREE — OTHER LEGISLATIVE DEVELOPMENTS
Implications of the Financial Markets (Regulators & KiwiSaver) Bill

The Financial Markets Bill had its first reading 8 September 2010 and is due to be
reported back to Parliament on 28 February 2011e Hill seeks to “restore investor
confidence in New Zealand'’s financial markets” bbgating a Financial Markets
Authority to act as a “super regulator” of the fncgal market industry. The Bill also
looks to make amendment to existing financial maldgislation. In particular it

seeks to reform the KiwiSaver Act 2006, by clanfyithe structure and role of
trustees in KiwiSaver schemes.

The proposed legislation will have specific imptioas for actuaries dealing with
superannuation and KiwiSaver schemes, as wellaslbr implications for the
insurance industry as a whole.

Financial Markets Authority (FMA)
The FMA will take over the current powers of the@&ies Commission and the
Government Actuary (the current regulator of supeuation and KiwiSaver
schemes). The Authority will have the overarchiagponsibility of ensuring the
effective operation of financial markets. More gfieally it will be the primary
regulator of financial markets and superannuatihkiwiSaver schemes.

The FMA will have the power to obtain search watsand enter and seize evidence
from companies suspected of breaches. The FMAalgt have the power to
undertake civil actions against financial markatipgants. This will allow the FMA
to bring an action on behalf of an investor, whHereexample the investor is

unwilling because of the risk and expense invoiveldigation.

The Bill also proposes that an additional levy dtide charged to financial market

participants in order to cover the costs of the FiMAerforming its functions,
powers, and duties. This proposed levy has beeémvittesome criticism from
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market participants already facing large compliacwsts under the FSP Act and
FAA.

KiwiSaver Act 2006
The Bill looks to reshape the current KiwiSaverineg by adding specific trusteeship
and oversight regulations. There will be differeaquirements for schemes with
unrestricted membership and schemes with restrroetbership. The provisions
relating to KiwiSaver are expected to be enactethlulf2011 to coincide with the
Securities Trustees and Statutory Supervisors Bill.

KiwiSaver schemes with unrestricted membership belrequired to have one
Trustee and a Manager. The Trustee will be resplen®r supervising the
Manager’s performance and performing the otheredwind functions required under
the Trust Deed. The Trustee must act in the Inéstasts of scheme members and
must also act with the due care, diligence and sdguired under the Trustees Act.

A significant change to the current legislatiothis requirement for a fund manager
to be the public face and promoter of the schefriee Manager will be responsible
for:

. offering and issuing interests in the scheme;
. managing scheme investments and property; and
. administering the scheme.

The Manager must be a “company” under the Compakgeand a “reporting entity”
under the Financial Reporting Act. Fund managellsnaw face greater liability
towards investors. The Manager will have similaties to the Trustee in that it must
act in the best interests of scheme members aadealsvith due care, diligence and
skill.

Restricted schemes on the other hand will not requiManager, but will instead
require an independent Trustee. Clauses 211 ahdfzhe Bill establish which
schemes are currently considered to be restrictedemain restricted, a scheme
must not change its conditions of entry, or the Wegyconditions are applied, so as to
increase the classes of people able to join themseh

Summary
The FMA will have a wide ambit of control and willevitably impose further
compliance obligations and costs for those affebiethe scheme. The implications
of this Bill are likely to be widespread and actearshould keep abreast of these
changes as they develop, paying particular attentiovhat these changes will mean
for them in their everyday work.

Implications of the Anti-Money Laundering and Countering Financing of
Terrorism Regulations

On 10 August 2010 the Ministry of Justice releatbedconsultation document on the
Anti Money Laundering and Countering Financing efrbrism Act 2009 (AML/CFT
Act). The consultation document contains proposaéging to regulations and codes
of practice under the AML/CFT Act. The proposais mtended to provide some
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certainty to those affected by the Act, especiafiyegards their compliance and due
diligence obligations.

The AML/CFT Act looks to regulate ‘financial ingitions’ with regard to customer
due diligence (in particular, identity verificatipmecord-keeping standards and the
supervision of anti-money laundering and countefimgncing of terrorism activity.

Proposals
The consultation document appears to be a poslavelopment for the insurance
industry. The Ministry has accepted a number efitldlustries submissions
recommending that pure risk insurance productsugheg pure risk life insurance
policies) should be exempted from the scope ofitte This will mean that insurers
who do not offer life products with an investmeatrgponent will not need to comply
with the obligations of the Act. It will also meé#mat insurers who do offer
investment products will be able to target theimsiomer due diligence (CDD) efforts
on those policies that pose the highest risk.

The key issue for the industry in making submission the Consultation Document
was defining the boundary between what is a “pistelvased life insurance product”
and what is an investment linked life insuranceqgyplso that the capture provisions
of the Regulations are clear and do not capture psk insurers unintentionally.
Submissions on this issue included taking into antthings like products that allow
for part repayment of premium after a certain peobtime to reward customer
loyalty. A critical part of the submissions frotretindustry was to seek consistency
as between the AML/CFT Act, Financial Advisers Ragans and Securities Act
review in the definitions to be used in this asathe question of definition is
currently being considered on all three fronts.

Another industry issue that has gained attentiamduhe submissions phase is the
proposed exemption from CDD requirements only fengum funding

arrangements. Essentially, it appears that prenfientiers (including insurance
companies) will need to comply, as premium fundingingements are treated as
lending arrangements, and so are captured by thelAgractice these arrangements
should pose very low level risk of money laundesmgl financing of terrorism.
Furthermore, there is inconsistency in requirirgunance policies funded by premium
funding arrangements to be subject to the obligatmf the Act on the basis that there
is the possibility of a refund of premium being@&mwvhere pure risk products
themselves are to be exempted.

Summary
Moving forward, the Ministry will now consider trseibmissions made on the
Consultation Document and produce draft regulatfonsirculation and a further
phase of consultation with stakeholders.

Implications of the Insurance Contracts Bill
The Insurance Contracts Bill was originally intedde be brought before Parliament
in 2008, but has still not had its first readinihe Bill appears to have taken a

backseat to other legislation currently moving tigio the legislative stages. The
Ministry of Economic Development have confirmeditttie Bill is still very much in
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its infant drafting stages and due to other letiggoriorities they are unable to
confirm when exactly the Bill will be introduce®hen introduced, it will look to
consolidate all existing insurance related legistat

Its specific focus will be towards insurance cocisainsurance intermediary agents,
and the registration of assignments of life insaegpolicies. One significant area of
change will be in relation to the insured’s dutydafclosure.

Specific provisions
The Bill will put more of a responsibility on insns to ask the right questions during
underwriting, as opposed to requiring the insucedite the right answers without
prompt. This will require insurers to ask specditestions in order to elicit material
facts. It is intended to avoid situations wherereured innocently fails to make
disclosure and is subsequently not covered unear plarchased policy.

Another significant proposal is the requirementifmurers to take further
responsibility for the actions of their agents.eTill will require an insurer to
formally declare their relationship with an agemtiriting. As a default position it
will be presumed that a broker is acting as an agkthe insurer.

Summary
Until the Bill is formally brought before Parliamigthe exact compliance obligations
for insurers and actuaries alike will not be knowtowever it does appear that the
Bill will refocus much of the contractual responbip back on insurers.

Implications of the Auditor Regulation and External Reporting Bill

The Auditor Regulation and External Reporting Riis introduced to Parliament on
14 September 2010. It looks to replace the cuselftregulatory regime of auditors
with an independent centralised licensing regimergeen by the FMA. This is
intended to increase consumer confidence and peotqgatlity, expertise, and
integrity” in the auditing profession.

The Bill specifically targets the auditing of isssi€as defined by the Financial
Reporting Act), as issuers are deemed to poseréatgst risk to consumers.
Consumers relying on the accuracy of the finaneiebrds of issuers stand to lose the
greatest amount of money, should there be audliréai The term issuer extends to
insurance companies and other entities that haletasn a fiduciary capacity. The

Bill will affect any actuary who seeks to conduntissuer audit.

Role of the Financial Markets Authority (FMA)

The yet to be finalised FMA is intended to overgeenew auditing regime. One of
their primary responsibilities will be to monitanéreport on the regulatory systems
and processes of the New Zealand Institute of @radtAccountants (NZICA).

NZICA receive much attention throughout the Billtasy are the largest providers of
auditing services and currently require no indepabhdssessment as to whether they
are sufficiently competent and independent to caatyan issuer audit.
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The Bill also requires that auditors who conductssnier audit must be licensed.
NZICA will be responsible for issuing licences tew Zealand auditors, but the FMA
will be responsible for setting the minimum stamidawhich auditors must meet to
become licensed. They will similarly take over thke of reviewing licensed auditors
by implementing ongoing compliance programmes tuena licensed auditor
remains competent. The FMA will also have the oaspbility of licensing foreign
auditors, provided the overseas auditor complig¢ls am equivalent foreign standard.

International equivalency

The Bill is intended to bring New Zealand in linéwother foreign regulatory
regimes, particularly those of Australia and Eutofelf-regulation is no longer
accepted as a legitimate international standaediditor assessment. The new regime
will give New Zealand actuaries international reaitign and allow them to be
registered and work in countries where they weewipusly unable to.

Summary

The Bill seeks to impart confidence in consumergiguring they can rely on the
accuracy of audited financial records. The regutadf auditors falls in line with the
overarching legislative intent of the new finanerdulation regime. Professionalism
and transparency are seen as key goals to be adHiiewough increased professional
standards and compulsory licensing.

PART FOUR - CONCLUSIONS

The compliance obligations created by the aboveioeed legislation will inevitably
impose further restrictions and costs on an ingushich has traditionally been
relatively under-regulated. Nevertheless, the reggulatory regime offers an
opportunity for the insurance industry to furtheomote standards of professionalism
and increase consumer confidence. Actuaries ateglaeed to help the insurance
industry develop into a well regulated, professi@ral transparent industry.

Actuaries need to be aware of their changing rokbheé insurance industry. The
imposition of a compulsory actuary for each licehsesurer means that actuaries will
continue to play a pivotal role in the oversighirefurance industry standards.
Coming to grips with their specific role in thismeegulatory regime will be the
biggest challenge for actuaries in the months aaals/to come.
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