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Introduction and scope of consultation

In 2017, the Reserve Bank commenced a review (“the Review”) of the Insurance (Prudential
Supervision) Act 2010 (“IPSA”). The first stage of the Review, which comprised identification of issues
at a high level and an initial public consultation process, was completed in 2017.! The Review was
suspended in early 2018 to allow resources to be focused on the review of the Reserve Bank Act. The
Reserve Bank announced the relaunch of the IPSA Review on 1%t October 2020. 2

This paper marks the beginning of a second stage of consultation, which we expect to take place over
2020-2022. This first paper is concerned with the broad scope of the entities and activities that should
be covered by IPSA’s regulatory net.

Scope of the Act

3.

The first section, ‘Scope of the Act’, considers the definitions of ‘contract of insurance’ and ‘carrying on
business in New Zealand'. These definitions determine which entities are required to obtain a license
under IPSA. The paper discusses whether the definition of insurance contracts remains sufficiently
broad to cover new forms of business and whether it is clear enough to give industry the guidance it
needs. It also invites stakeholders to identify any places in which they think the boundary of ‘insurance
business’ is incorrectly drawn by the current framework.

The definition of carrying on business in New Zealand shapes what kinds of cross-border activity are
sufficient to bring a business under IPSA’s licensing regime and discipline. The section discusses
whether the current definition is sufficiently clear. Finally, the current test says that insurance
businesses based in New Zealand only need to be licensed if they have at least one New Zealand
policyholder. The section discusses whether IPSA should regulate New Zealand-based insurers and
reinsurers that issue all their policies overseas.

Overseas branches, regulatory recognition and overseas policyholder preference

5.

While the ‘carrying on business in New Zealand’ test, shapes which overseas-based insurers need to
be licensed, IPSA contains further rules about how licensed overseas insurers are treated. These
arrangements are discussed in the second section of the paper. The rules are designed to strike a
delicate balance. On the one hand, it is important to encourage overseas insurers to enter the New
Zealand market to ensure there is consumer choice and facilitate the global pooling and diversification
of risk. The legislation therefore provides for some exemptions from the IPSA regime in certain
circumstances, relying instead on the regulation that is already imposed by overseas insurers’ home-
country jurisdictions. On the other hand it is also important to ensure that New Zealand policyholders
are properly protected and that foreign insurers are not given preferential treatment that would make it
difficult for domestic insurance businesses to compete.

1
2

The first issues paper, published in 2017 can be found here,

The relaunch paper can be found here.


https://www.rbnz.govt.nz/-/media/ReserveBank/Files/Publications/Policy-development/Insurers/IPSA-review/IPSA%20Review%20Issues%20Paper%20Mar%202017.pdf?la=en&revision=64f5096a-b966-4905-a8b6-c14e797ff5dd
https://www.rbnz.govt.nz/-/media/ReserveBank/Files/Publications/Policy-development/Insurers/ISS-review/IPSA-Review-Relaunch-October-2020.pdf?la=en&revision=795010e2-8f8a-4d97-a3de-5eb000632aa4

This section explores how the balance of risks is struck in current legislation and invites stakeholders to
consider whether that balance remains appropriate. It also offers options for enhancing scrutiny of
overseas insurers if that is deemed necessary: from requiring all insurers to be incorporated in New
Zealand (rather than operating as branches); to requiring them to hold assets in New Zealand; to more
modest changes to enhance consumers’ awareness of the potential risks that come with some
overseas policies.

Inwards Reinsurance and the Rules for Overseas Insurers

7.

The third section, turns specifically to reinsurance purchased by New Zealand insurers from overseas
suppliers. At present, IPSA treats this activity as simply another kind of insurance. Overseas reinsurers’
coverage is determined by the ‘carrying on business in New Zealand’ definition and the other rules on
regulatory exemptions discussed in the first two sections of the paper.

The third section asks whether that treatment is appropriate, or whether there should be different rules
for reinsurance. There are two reasons for this question. The first is the way IPSA currently captures
some forms of reinsurance and not others. At the moment, 98% of life reinsurance is written by entities
that are licensed under IPSA, while only 3% of general reinsurance is written by licensed entities. That
is because life insurers tend to have long-term relationships with a small number of reinsurers, which
means that such entities are covered by the ‘carrying on business in New Zealand’ definition.
Meanwhile, general insurers tend to enter into episodic, transactional relationships with a range of
overseas providers. These providers therefore generally don'’t require licensing. The second issue is
that overseas reinsurance may be particularly crucial to the quality and sustainability of the

New Zealand insurance industry. A significant number of stakeholders responding to the 2017
Consultation Paper, argued that whatever happened to the broader rules for international recognition,
reinsurers should not be subject to increased regulation.

This section of the paper asks whether the limited licensing of overseas general reinsurers creates
risks, or is appropriate given the importance of accessing overseas markets. It goes on to ask whether
IPSA needs tighter coverage of reinsurance or whether insurers themselves should be under increased
obligations to monitor and report on their risk assessment of reinsurance arrangements.

Group supervision and outsourcing

10.

Finally, the fourth and fifth sections of the paper ‘Group supervision’ and ‘Outsourcing’ move on from
the entities captured by IPSA to some issues about how entities’ corporate and legal form affects the
way regulation takes place. Insurance enterprises are increasingly structured as corporate groups, with
a range of related companies carrying out different parts of the overall business or carrying out
business in different jurisdictions. Group structures can create efficiencies. However, they can also
make risks more difficult to identify. The fourth section of the paper looks at how IPSA might oversee
the interactions between members of a corporate group to ensure that all risks are appropriately
identified. It asks whether the Reserve Bank needs new powers to oversee companies that are in an
insurance group but do not carry out insurance business, such as non-operating holding companies at
the head of a corporate group containing insurers. It also asks whether obligations on group-level
reporting and risk management should be enhanced or whether there should be new restrictions on
intra-group transactions.



11. The shorter fifth section looks at outsourcing as a special case of these issues. One way to enhance
economies of scale within a group is for subsidiaries to outsource some of their activities to other
entities in the group. The fifth section asks whether IPSA should have specific rules governing insurers
outsourcing policies and practices (whether within a Group or more generally) to ensure that
outsourcing arrangements don’t undermine prudential risk management or create business continuity
risks.

12. Each section concludes with a set of options for consideration, sometimes with additional questions
designed to specify some core principles for implementing preferred options. The rest of this
introduction explains how this particular consultation fits within the broader IPSA review and provides
some further instructions for submissions on the options raised in the paper.

1.2 This consultation paper and the IPSA review process

13. This paper marks the beginning of the second stage of the Reserve Bank’s review of IPSA. In this
stage, we will work through each of the 11 modules set out in the 2017 consultation paper (see Table
1), seeking feedback on specific options for reforming existing legislation.

Table 1: Modules for consultation

Module Description

Scope of Legislation Does the legislation apply to the appropriate range of entities?
Overseas Insurers Treatment of branches and overseas insurers
Statutory Funds Effectiveness of the current statutory fund framework

Role of Key Officers Responsibilities of directors and key officers and effectiveness of key control

and Key Control functions

Functions

Enforcement Ensuring the Reserve Bank has an appropriate range of enforcement tools
Regimes

Distress Management Reviewing the distress management provisions available to the Reserve Bank

Solvency Reviewing the effectiveness of the current solvency framework, and the
Requirements possibility of adopting a ladder of intervention approach to solvency
Supervisory Is the Reserve Bank the most appropriate entity to approve changes in control?
Processes

Disclosure Effectiveness of current disclosure requirements

Requirements

Regulatory Consolidation of requirements set in the legislation, regulations and guidance
Mechanisms notes
Other Issues Any additional issues identified by submitters, including areas of legislation that

might be identified as redundant or overly restrictive



14.

15.

16.

This paper deals with the first two modules: scope of legislation and overseas insurers.
The remaining modules will be grouped together pragmatically in ways that ensure, where possible,
related and interacting issues are dealt with in the same consultation. We expect these subsequent

papers to be issued during 2021 and 2022.

After each consultation, we will produce a summary of feedback received.

Considerations shaping the options presented

17.

18.

19.

20.

21.

22.

The options for consultation in this second stage of consultation (in this paper and the forthcoming
papers) have been developed based on stakeholder feedback from the first stage and in the light of
recent developments in the insurance sector.

The 2017 issues paper attracted 42 submissions from a range of stakeholders including insurers,
industry bodies and law firms. A high-level feedback statement providing a summary of responses was
published in October 2017.2 We have built on these responses to identify the most important issues for
reform and shape our discussion of possible options.

Additionally, the discussion of options reflects the Reserve Bank’s experience of supervision under
IPSA and a range of important developments in the regulatory environment.

In 2016, the IMF undertook a comprehensive review of New Zealand’s financial sector as part of its
global Financial Sector Assessment Programme (FSAP). The FSAP review evaluated New Zealand’s
alignment with the International Association of Insurance Supervisor’s (IAIS) ‘Insurance Core Principles’
(ICPs). The ICPs are an outcomes-based global benchmark for systems of insurance supervision. The
IMF identified a number of areas in which New Zealand’s observation of the core principles could be
improved. *

The events leading to the liquidation of CBL Insurance Ltd also provided some valuable lessons to the
Reserve Bank from a supervisory and policy perspective. The Reserve Bank commissioned a report
from John Trowbridge and Mary Scholtens QC on the Reserve Bank’s supervision of CBL, to identify
these lessons and has indicated its commitment to comply with that report's recommendations®. There
is considerable alignment between the report’s recommendations and those in the FSAP review.

In particular, the Trowbridge/Scholtens report recommended:
e clarifying the Reserve Bank’s ability to challenge the opinions of the Appointed Actuary and other
professionals;

e introducing a ladder of intervention approach to solvency; and

e strengthening some guidelines that currently do not have the force of law and expanding the
Reserve Bank’s power to issue new prudential standards.

3
4
5

The feedback statement review can be found here.
The IMF’s recommendations and assessment, published in 2017, can be found here.

The Trowbridge /Scholtens report can be found here.


https://www.rbnz.govt.nz/-/media/ReserveBank/Files/Publications/Policy-development/Insurers/IPSA-review/20170911%20Issues%20Paper%20Feedback%20Summary%20Oct%2020174.pdf?la=en&revision=2d576490-8b25-42f2-8bc4-f363140ef071
https://www.rbnz.govt.nz/-/media/ReserveBank/Files/regulation-and-supervision/FSAP/Detailed-assessment-of-observance-Insurance-core-principles.pdf?la=en&revision=6d995e71-ecfa-4632-a9c1-93779e933a50
https://www.rbnz.govt.nz/-/media/ReserveBank/Files/regulation-and-supervision/insurers/CBL-RBNZ-Final-Report.pdf

23.

24.

The Reserve Bank has conducted two important recent reviews relating to the insurance sector, whose
findings will feed into the IPSA review. The Reserve Bank and Financial Markets Authority published
findings of their joint review of life insurer conduct and culture in 2019 and the Reserve Bank published
the findings of its thematic review of the Appointed Actuary regime in 2020. The Culture and Conduct
Review noted that some of life insurers were complacent in considering conduct risk, showing weak
governance and lack of focus on good customer outcomes. The Appointed Actuary review concluded
that the Appointed Actuary role remained valuable but also identified some lack of clarity around
expectations.

Finally, the International Accounting Standards Board (IASB) has released a new international
accounting standard for insurance contracts (IFRS 17 Insurance Contracts), which will affect some of
the definitions used in IPSA.

The IPSA Review process after Stage 2

25.

26.

1.3
27.

28.

29.

Once the second stage of consultation is completed, we will make in-principle policy decisions on all
the issues raised.

We will publish those decisions in a single document for feedback in early 2023 before moving on to
legislative drafting and implementation.

Submission questions and procedures
We invite submissions on all of the paper or any of the individual issues and questions it raises.

Reform options for consultation are organised into tables that list possible options, their advantages
and disadvantages and, in some cases, further questions that flow from particular option choices.

These tables are also reproduced at the end of the paper to assist with making submissions.



30.

31.

32.

33.

34.

2.1
35.

36.

Scope of the Act
The coverage of the IPSA regime is set out in IPSA s.15 (1) which states that ‘Every person who

carries on insurance business in New Zealand must hold a licence’.

An entity that isn’t licensed under the Act is prohibited from holding itself out as a licensed insurer (s.16)
and cannot use certain words related to insurance (s.219) (unless it is an insurance intermediary or has
been granted a specific exemption).

The scope of the Act is dependent on how a ‘contract of insurance’ is defined and what it means to
‘carry on business in New Zealand'.

Whilst stakeholder feedback in response to the 2017 consultation did not suggest the need for major
change around the scope of the Act, there were some questions about boundary issues and clarity of
definition. Stakeholders particularly noted that the framework needs to be able to deal with disruptive
new business models, including InsurTech. Some stakeholders also felt that the test for carrying on
business in New Zealand was not currently well defined.

This section reviews the definitions of ‘insurance’ and of ‘carrying on business in New Zealand’ in turn,
suggesting possible options for reform.

Definition of a ‘contract of insurance’

Under IPSA s.7, a “contract of insurance” is a contract involving the transference of risk under which, in
return for a premium, one person agrees to pay another person a sum of money on the happening of
one or more uncertain events.

Reinsurance is specifically included, while the following arrangements are excluded:

Derivatives

Third-party guarantees of debt, default or liability

Repayment waivers

Product or service guarantees offered by the manufacturer or supplier
Payments from retirement schemes

Gambling

Vehicle call-out services

Any other transaction declared by regulation to not be insurance.



37. The contract of insurance definition is intended to reflect the common law position. It excludes
discretionary insurance, under which the insurer has “a discretion to pay” a benefit.® The definition also
recognises the difficulty in defining insurance with precision and therefore allows regulations to declare
transactions or matters that are not insurance.” There is currently no corresponding power to “deem in”
a contract type.

Potential issues

38. The definitional issues most frequently raised with the Reserve Bank have concerned boundaries
between insurance and waivers or guarantees. For example, we have been consulted about collision
damage waivers connected with car rental agreements. In these contracts, a car hire company offers to
release customers from the obligation to pay an excess under separate collision damage insurance
taken out by the hire company. The Reserve Bank concluded that this wasn’t an insurance contract,
largely because the obligation to pay any excess remained with the hire company, so risk had not been
transferred.

39. We would welcome feedback from stakeholders on whether there are any types of waivers, guarantees
or third party warranties that it would be appropriate to explicitly include within the scope of IPSA. We
note that the question at stake is not only whether some kinds of business might have insurance-like
characteristics but also whether such business requires the sort of prudential regulation that IPSA
provides, with its emphasis on risk management in the face of future uncertainty and the maintenance
of appropriate solvency capital to reflect such risks.

40. A second area where there may be boundary issues concerns the relationship between insurance and
derivatives contracts. Derivatives are explicitly excluded from IPSA because they are regarded as
investment products, rather than insurance. However, ‘index insurance’ might be seen as straddling the
derivatives-insurance boundary. Index insurance involves contracts where pay-outs are based on
objective, observable indices rather than on the actual loss suffered by the insured. These contracts
might be seen as a way of insuring against the diffuse consequences that spring from the change
tracked by the index (they are often associated with micro-insurance and reduce the costs of claims
because there is no need to assess particular loss). On the other hand, since these contracts do not
require the policyholder to demonstrate personal losses, they might be entered into as part of a broader
investment strategy or as a form of hedging. At present, these types of contracts are neither expressly
included nor excluded from the scope of IPSA. We would appreciate stakeholder feedback on whether
these kinds of policy should be regulated as insurance.

41. Finally, the issue of InsurTech was raised by a number of stakeholders, who were concerned to ensure
that IPSA would be able to deal with new or disruptive business models.

42. We note that the current definition of insurance contracts is neutral with regard to the technology
through which contracts are made. The main technology-related issue that we are aware of is the issue
of the cross-border provision of insurance contracts via the internet. We will discuss that issue further in
the following section on the definition of ‘carrying on business in New Zealand’ test. However, we
welcome information on any specific examples of InsurTech type products (in existence or under
development) that appear to be insurance but may not be covered by the current IPSA definition.

6  Bills Digest 1789, New Zealand Parliament

7 Bills Digest 1726, New Zealand Parliament
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https://www.parliament.nz/en/pb/bills-and-laws/bills-digests/document/49PLLawBD17891/insurance-prudential-supervision-bill-2009-2010-no-95-2
https://www.parliament.nz/en/pb/bills-and-laws/bills-digests/document/49PLLawBD17261/insurance-prudential-supervision-bill-2009-bills-digest

43.

More broadly, some stakeholders have requested increased clarity around the definition of insurance,
given the difficulty of drawing clear boundaries in some circumstances such as those we have just
discussed.

Options for reform

44.

45.

46.

47.

Where stakeholders feel the scope of ‘insurance contracts’ currently regulated by IPSA is too narrow to
capture relevant ‘insurance’ or ‘insurance-like’ business, it would be possible to alter the current
definition by deleting some categories that are currently expressly excluded from the scope of the Act.
For example, stakeholders might look to include some kinds of guarantees and third party warranties in
the contact of insurance definition.

At present, the IPSA definition of insurance is drafted broadly and the Reserve Bank is given the power
to extend the list of exclusions from the scope of the act by issuing regulations as it identifies activities
that it does not regard as insurance. However, there is no provision for the Reserve Bank to explicitly
deem in new activities that it might wish to capture.

One way to deal with that gap might be to replace the Reserve Bank’s ability to include or exclude
particular activities through regulation with a practice of publishing guidance around how the Reserve
Bank is currently interpreting the broad definition included in IPSA. That would allow the flexible
inclusion and exclusion of boundary cases. However, it would also increase the Reserve Bank’s
discretion in ways that might create uncertainty and might be considered inappropriate given the
centrality of the definition of ‘contracts of insurance’ to the application of the Act.

Another possibility would be to retain the current requirement for exclusions to be contained in
regulations and to add the power to deem in additional activities through regulation or the discretion to
decide it is appropriate to require licensing in particular cases. We note, though, that the definition of
insurance is already broad. A deem in power would only be necessary to cover forms of ‘insurance’ that
are not within the existing definition (in other words, where exclusions were the result of narrowness of
definition, rather than the Reserve Bank’s choices about interpreting the existing definition). Given the
importance of the definition of ‘contracts of insurance’ in shaping the Reserve Bank’s regulatory reach,
regulation might well be seen as a more appropriate tool for delineating the boundaries of the current
definition than guidance would be.

11



Options for consultation 1: Definition of insurance

Option

Advantages

Disadvantages

Further questions

1.1 Status quo

1.2 Status quo but
with changes to
the list of
exclusions

1.3 Introduction of
a ‘deem in’ power

1.4 Delineate
inclusions and
exclusions using
Reserve Bank
guidance (within
confines of
overarching
definition)

Does not disrupt a
regime that is generally
working well

Allows greater coverage
of unforeseen disruptive
business models

Greater flexibility and
clarity over current rules

May lack clarity
May lack flexibility

Introduce new
compliance costs for
affected business

May be difficult to ‘deem
in” in practice

May not be necessary
as the definition of
insurance is already
broad

Increases uncertainty
about future coverage

Which exclusions, in particular,
should be revisited and why?

Are you aware of any examples
of insurance-like activity that are
not currently included in the IPSA
definition?

Is a requirement for consultation
before change in guidance a
sufficient safeguard?

2.2

Definition of ‘carrying on business in New Zealand’

48. The definition of ‘carrying on insurance business in New Zealand’ sets out the core test for inclusion
under IPSA’s framework. We do not intend to revisit this test as it is working well. However, a sub-part
of the test concerns what it means to be ‘carrying on business in New Zealand’. This sub-part is
particularly important because it determines whether foreign businesses issuing insurance in New
Zealand are required to be licensed (and therefore subject to the IPSA regulatory regime).

49. At present, there are three criteria which must all be met before an entity is deemed to be carrying on
business in New Zealand. The entity must be:

e either resident, incorporated or registered in New Zealand, or carrying on business within the
meaning of s.332 of the Companies Act 1993

e acting or have acted as an insurer in New Zealand or elsewhere

¢ liable under a contract of insurance to a New Zealand policyholder.

50. Submissions to the 2017 consultation raised two particular issues: the lack of clarity in the Companies
Act definition of carrying on business as it applies to insurance; and questions about whether having a
New Zealand policyholder was an appropriate test.

12



Companies Act definition of carrying on business and options for reform

51.

52.

53.

54.

55.

56.

57.

58.

The most relevant part of the Companies Act definition for this consultation, is the part that attempts to
specify what should count as ‘carrying on business in New Zealand’ for a business that is not
incorporated here as a New Zealand company. This test is important because it determines when
overseas entities need to be licensed and so subject to IPSA regulations and reporting requirements.

However, as several submissions on the 2017 consultation pointed out, the definition in s.332 of the
Companies Act is not specifically designed to cater for insurance. It is better at setting out
circumstances that should not, on their own, imply an assumption of carrying on business than it is at
specifying what minimum thresholds actually are.

So, for example, the definition specifies that it is possible for an entity or group to hold property in New
Zealand, issue an individual insurance contract to New Zealanders or carry out a short contract that is
not one of a number of similar transactions, without being deemed to carry on business (s.332 (b)).
However it doesn’t provide any guidance on how many or what value of insurance contracts would be
enough to pass the threshold.

The issue of insurance contracts concluded over the internet with overseas insurers is a useful
illustration. The Companies Act definition makes it clear that offering a single contract of insurance to a
New Zealander would not constitute carrying on business in New Zealand. However, there does not
seem to be a clearly defined threshold at which such a business would need to be licensed. The
Reserve Bank’s approach is to consider the degree of connection to New Zealand, including the extent
to which policies were being actively marketed to New Zealanders but this is a somewhat subjective
test.

An important additional question concerns whether reinsurers should be treated differently when
applying the ‘carrying on business’ test. We reserve that question for the third section of this paper.

One solution to definitional ambiguities would be to develop a new insurance-focussed definition of
‘carrying on business in New Zealand’ for overseas entities that didn’t rely on the Companies Act test.
The Reserve Bank could also issue supplementary guidance to explain how it was interpreting the
ambit of the test in particular circumstances. The main risk is that the boundary is likely to be inherently
difficult to draw. Changing definitions might mean there was even less legal precedent to draw on than
at present, depending on the test that was adopted.

It might also be helpful to introduce a backstop test in which any insurer writing less than a certain
value of insurance premiums in New Zealand was not required to be licensed (and, if desired, could
surrender a license that was in place). This test would need to be carefully developed to cater for
marginal cases where value of contracts might vary over time.

Finally, at present the ‘carrying on insurance business in New Zealand test’ includes ‘captive insurers’.
Captive insurers are separate entities within a broader business enterprise, which provide insurance
only to that business. Captive insurers present no direct risk to third party policyholders, since they only
insure related parties. One perspective is that the relationship between captive insurers and their
policyholders is a private matter with no need for regulation. On the other hand, captive insurers may
value licensing and supervision, as licensing enables them to access reinsurance. Regulation may also
help to reduce the risk of problems with the captive’s solvency from spreading problems to the wider
group. If captives are to be licensed under IPSA, the Reserve Bank’s view is that they should be
subject to IPSA rules in the normal way in order to preserve the integrity of the licensing system and,
therefore, public confidence in the insurance sector.

13



Options for Consultation 2: Definition of carrying on business in New Zealand

Option Advantages Disadvantages Further questions

2.1 Status quo but with Minimises change May not permit capture

Bank issued guidance on of some kinds of cross-

‘carrying on business’ border insurance

2.2 Formulate a new Potential to provide May be difficult to

definition of ‘carrying on greater clarity achieve a non-

insurance business in ambiguous definition

New Zealand’

2.3 Include a level of Provides objective test What should the

written premium that threshold be?
automatically implies a Should it relate to
company is not ‘carrying average premium over a
on business in New particular period of time?
Zealand’

2.4 Alter the definition so  Reduces the regulatory May cause problems for

as to remove captive burden captive insurers in

insurers from the accessing reinsurance.

licensing regime

Requirement for contracts with New Zealand policyholders

59. At present, an insurance company based in New Zealand that only writes insurance contracts with
overseas entities is not required to obtain a license under IPSA because the definition of ‘carrying on
business in New Zealand’ includes having at least one New Zealand policyholder.

60. An entity of this kind does not create risks for New Zealand policyholders. However, it does raise the
possibility of an unlicensed insurance entity offering insurance or reinsurance overseas, whilst based in
New Zealand. The Reserve Bank is aware of several such entities currently operating in New Zealand.

61. Under IPSA, an insurer cannot hold itself out as being licensed or regulated in New Zealand when
offering insurance overseas (s.218). Nonetheless, overseas purchasers of insurance (or reinsurance)
and, perhaps, even overseas regulators might expect such an entity to be regulated under New
Zealand law. That creates potential reputational risk for New Zealand, which is particularly important
since international insurance regulation relies on relationships between home country and host country
regulators. Relationships with overseas regulators could be damaged if New Zealand were not seen to
be fulfilling its international responsibilities of ensuring that there are no gaps in the regulatory net.

62. The Trowbridge Report and the IMF FSAP both raised this issue and invited the RBNZ to consider the

reputational risk that might spring from unregulated insurers based in New Zealand offering contracts
overseas.
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Options for consultation 3: policyholder in New Zealand test

Option Advantages Disadvantages
3.1 Status quo Minimise change and aligned No ‘home’ regulation of New Zealand based
with IPSA purposes which insurers that only provide insurance services
focus on the New Zealand outside New Zealand
insurance sector
3.2 Remove Avoids potential reputational Expansion needs to align appropriately with IPSA
policyholder in risk purposes.
New Zealand test May align better with

international responsibilities

15
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67.
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69.
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Overseas Branches, Regulatory Exemptions and Overseas
Policy Preference Rules

In increasingly globalised insurance markets, regulators need to strike a delicate balance. It is important
to encourage overseas insurers to offer insurance in New Zealand in order to increase competition and
provide greater options for consumers. Overseas providers can also facilitate the pooling and
diversification of risk globally. The desire to encourage overseas providers suggests that regulation
should not be unnecessarily onerous. In particular, where overseas providers are subject to high quality
regulation in their home jurisdictions, it may be appropriate to rely on that oversight, rather than
imposing additional requirements in New Zealand.

On the other hand, exemptions mean that the Reserve Bank has to rely on overseas regulators for the
integrity of insurance provision in New Zealand and the protection of New Zealand policyholders. It is
therefore important to consider whether reliance on overseas regulators creates additional risk. It is
also important to maintain a level-playing field for domestic providers. Regulatory exemptions offered to
overseas providers shouldn’t put New Zealand insurers at a competitive disadvantage.

In this section, we review the way this balance is currently struck by the IPSA regime and invite
stakeholders to consider whether any changes are necessary to increase scrutiny of overseas insurers.

The current regime: branches and exemptions

In order to facilitate market entry and avoid unnecessary duplication in compliance requirements, IPSA
currently allows overseas insurers to operate in New Zealand through branches. Branch structures
enable an overseas insurance entity to write insurance contracts in New Zealand as part of its overseas
operations, without needing to create a legal entity (such as a company) or hold any assets based in
New Zealand.

Overseas branches carrying on business in New Zealand must be licensed under IPSA. However,
some overseas branches are eligible for exemptions from parts of the Act. It is possible (subject to
certain conditions discussed below) to gain exemptions from:

e the requirement for fit and proper certificates for directors and officers (s.38)

e the requirement to maintain a solvency margin (s.59); and

e (for life insurers) the requirement to maintain at least one statutory fund (s.119).

Whilst these exemptions encourage insurance provision, they also create potential risks. Notably the
risk that policy holders will not receive the same degree of protection when they insure with overseas
insurers, and the possibility that more stringent New Zealand regulation might leave New Zealand
based insurers at a competitive disadvantage.

There are two underlying issues: regulatory and supervisory equivalence; and the availability of funds in
the event of insolvency.



3.2

70.

71.

72.

73.

74.

75.

76.

7.

Regulatory equivalence
The current regime sets out to ensure regulatory equivalence by specifying tests that must be applied
before exemptions from NZ regulation are allowed.

Exemption from the fit and proper requirements may only be provided where home supervisors are
legally required to assess fitness and propriety and able to remove a Director who is no longer fit and
proper.

Exemptions from the solvency requirement may only be given when:

e the insurer is subject to solvency requirements in their home jurisdiction;
e that cover their New Zealand business; and

e are ‘at least as satisfactory’ as the New Zealand standards that would otherwise apply.

Supervision in the overseas jurisdiction must also be ‘at least as satisfactory’ as that in New Zealand.

Life insurers’ exemption from the requirement to hold statutory funds is conditional on their home
jurisdiction requiring them to establish statutory funds (or similar arrangements that isolate funds to
meet life insurance liabilities) and the supervision of those funds being ‘at least as satisfactory’ as that
in New Zealand.

As an additional safeguard, where an overseas jurisdiction’s insolvency regime directly or indirectly
creates a preference for paying overseas claimants ahead of New Zealand claimants (an ‘overseas
policyholder preference’), this is to be notified clearly to policyholders on documents and when the
insurer refers to ratings agency ratings (even where the insurer does not benefit from any of the
exemptions noted above) (s.72). An exemption from the statutory funds requirement should not be
given where an overseas policyholder preference exists. (For other exemptions, the Reserve Bank is
required to ‘have regard’ to overseas policyholder preferences).

Finally IPSA allows the Reserve Bank to ‘prescribe’ certain jurisdictions where the conditions for
exemptions are deemed to be met. This can be done for the general ability to obtain a license, fit and
proper requirements, and/or the need to have at least one statutory fund (s.19 (4), s38 and s.119).

At present, only around 23% of life insurance contracts (by premium) and 15% of direct insurance
contracts are written by New Zealand owned insurers. 32% of life insurance and 65% of general
insurance contracts are written by Australian-owned insurers and the remainder (45% for life, 20% for
general) by insurers whose owners are in other countries. However, most overseas owned insurance
business is written by subsidiaries incorporated in New Zealand (79-80%). Around 20% of general
insurance and 21% of life insurance business is written by branches.

17



Figure 1: Insurers’ country of ownership and country of incorporation

Direct Life Insurers Direct General Insurers

Country of
Ownership

Counry of
Ownership

Country of Country of
Incorporation incorporation
= NZ = Australia = Other s NZ = Australia = Other
78. There are practical difficulties in assessing the ‘equivalence’ of overseas regulatory and supervisory
regimes.
79. A regime that is broadly equivalent may still differ in important details. Some submissions to the 2017

Consultation particularly noted weaker solvency provisions to cater for catastrophe risk in jurisdictions
that didn’t face the same risks as New Zealand.

80. Equally, even given broadly equivalent supervisory adequacy, an overseas branch based in
New Zealand may not present a significant level of risk to the home jurisdiction and therefore not
attract the same level of supervisory scrutiny as an equivalent business licensed in New Zealand.
Overseas supervisors may also not have the same awareness of the changing risk environment in
response to events in New Zealand. ® These reduced incentives for scrutiny may also apply to
managements and Boards of insurers themselves, especially where New Zealand policyholders only
represent a small part of the entities’ overall business. Reserve Bank supervisors have felt that some
branches of overseas insurers have not always been well-managed, perhaps partly because of this
distance from home jurisdictions.

81. Finally, there is currently no mechanism to require the review of exemptions once they have been made
at the point of licensing (or of entering a jurisdiction onto the prescribed list), which may create
problems where overseas regulatory regimes become more permissive over time or where the Reserve
Bank subsequently becomes aware of overseas policyholder preference.

8 There is little literature on this issue relating to insurers. In relation to the banking sector, though, see Katia D’Hulster ‘Cross Border Banking
Supervision: Incentive Conflicts in Supervisory Information Sharing between Home and Host Superviors’ World Bank Policy Research Paper
No.5871, November 2011 and Katarina Pistor,'Host's Dilemma: Rethinking EU Banking Regulation in Light of the Global Crisis’ ECGI Finance
Working Paper No. 286/2010 New York, Columbia Law School
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3.3 Capital availability

82.

83.

84.

85.

86.

3.4

In addition to questions about supervisory equivalence, the presence of overseas insurers may also
create risks that funds will not be readily available to policyholders in the event of insolvency.

An overseas branch writing insurance contracts in New Zealand needs to issue financial statements to
cover the branch business. However, it will hold the assets that underpin policy liabilities in its home
jurisdiction, since the branch is simply one part of the overarching business. Policyholders will have
legal rights if the firm faces difficulties but those rights will need to be exercised via an overseas
jurisdiction’s insolvency regime, which may prove difficult and costly.

The overseas policy preference regime is designed to mitigate this issue by notifying policyholders
where the overseas insolvency regime creates a preference for overseas creditors over New Zealand
creditors (including policy-holders).

However, there are some problems with the regime. The current definition of overseas preference
applies only to insolvency while, for some categories of life insurance involving issued bonuses, there
may also be potential risk of unequal treatment whilst the insurer is a going concern. A Reserve Bank
review in 2017 found compliance with notification obligations was weak, though performance has
improved since these results were communicated to the industry.® It may be difficult, in any case, for
policyholders to accurately assess the risks involved when an overseas policyholder preference is
declared.

Some submitters to the 2017 Consultation also argued that the prescription regime included some

jurisdictions that did in fact exhibit overseas policyholder preference in the way statutory funds were
treated.

Potential remedies

Requiring incorporation as subsidiaries

87.

88.

89.

90.

One solution would be to require overseas insurers to set up subsidiaries, which would then be subject
to the full IPSA regulatory regime.

The most obvious disadvantage of this approach is that it would undermine some of the advantages of
the branch structure.

It would increase the cost of establishment in New Zealand. Since branches are automatically part of a
larger international entity, there are benefits in diversifying risk. Whilst there are risks that parents may
‘use’ assets that could be required for New Zealand policy-holders, it is also possible that parent
company resources might be used to assist a branch that found itself in distress. These benefits are
also possible to achieve through a subsidiary’s relationship with its parent group but they are less
automatic.

Generally, assuming that the quality of supervision is the same, branch structures are advantageous
where shocks emerge in New Zealand but not in the home jurisdiction. Meanwhile, subsidiary
structures are preferable when the parent jurisdiction is experiencing shocks but New Zealand is not,
since the subsidiary is more insulated and might even be sold off to operate as a stand-alone entity.

9

Reserve Bank of New Zealand Thematic Review — Insurer Discolusures (2017) — available here
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91.

92.

93.

94.

Moving to a subsidiary structure need not, in any case, remove all the risk involved in dealing with
cross-border insurance business. There may still be risk of contagion across a multi-national insurance
group and parent companies may prefer to hold capital in their home jurisdiction, keeping subsidiary
capital close to the legal minimum.

Overall, subsidiary structures generally provide New Zealand regulators with greater control and avoid
the risk that comparatively small New Zealand branches may not receive desirable levels of attention
from overseas regulators or management. However, insisting on local incorporation reduces some of
the advantages of a branch structure in terms of diversification, potential parental support and
cost/flexibility.

The decision to require incorporation might be made differently for different categories of insurer. New
Zealand banking regulations use size as a criterion, with a requirement to incorporate in New Zealand
for entities with assets over $15 billion. In banking, systemic risk may justify a more conservative
approach. On the other hand, some other jurisdictions, notably Singapore, do require most insurers to
incorporate.

It might also make sense to treat different types of insurers differently. For example, the Australian
regime allows overseas general insurers to operate branches but requires life insurers from most
jurisdictions to incorporate.'°

Requiring branches to hold assets in New Zealand

95.

96.

97.

98.

An intermediate option would be to require branches to hold a certain level of assets in New Zealand.
Doing so would give New Zealand courts more control over assets in the event of failure. It would also
facilitate greater supervisory oversight by the Reserve Bank of branches’ financial position, governance
and risk management.

Many jurisdictions require branches to hold assets in their host jurisdiction equal to their balance-sheet
liabilities (Australia, Canada, France, Japan, Korea, Netherlands, Spain, Taiwan, UK, and several US
states).?

A significant number of jurisdictions also require branches to hold additional sums, analogous to capital
requirements under a solvency standard. These sums are sometimes to be deposited in a domestic
bank, placed in a trust, or deposited with a government Ministry.

Under the Australian regime, for example, general insurance branches must meet an ‘Assets in
Australia’ test. A branch must hold assets equal to its liabilities, along with an additional amount of
assets that is greater than their prudential capital requirement as assessed under the Australian
solvency standard. Most of these assets are to be held on bare trusts by an appointed custodian, who
must only be allowed to release them to the branch’s appointed agent in Australia.?

10

11
12

20

The exception being ‘Eligible Foreign Life Insurance Companies’, which currently have to be based in the United States or New Zealand. For these
companies, the Board of the parent must establish a special committee tasked with ensuring compliance with Australian insurance regulation and
those committee members take the role of Directors under the other provisions of the Act.

See IAIS (2013) Issues Paper on Supervision of Cross-Border Operations Through Branches

See Australia Insurance (prudential standard) determination No,8 of 2019 — exceptions include Australian real property and deposits in Australian
banks



99.

100.

101.

102.

An assets in New Zealand test that included subjection to the New Zealand solvency regime would
also clear up some tensions in the existing IPSA regime with respect to overseas life insurers.
Currently, the tests for exemption from the solvency regime and exemption from the requirement to
hold statutory funds are separate in the Act. It is theoretically possible, then, for a life insurer to be
required to hold statutory funds in New Zealand but for those funds to be exempt from the New Zealand
solvency standard. In that case, since there is no control on the adequacy of the statutory funds, they
may not meet their intended purpose of standing behind future long-term claims. It would also be
helpful to specify the ways in which unincorporated life insurance branches are expected to hold their
New Zealand assets (for example, by depositing them with the Public Trust).

Asset holding arrangements need to be carefully specified and are not absolutely water tight. If the way
the asset holdings are structured is sufficiently flexible to allow the branch to carry on business, it may
also be possible to repatriate assets to a parent before supervisors are aware of the transaction.

Asset requirements also partially undermine some of the advantages of branch status (asset
diversification, cross-border risk pooling, ease of establishment, and reduced compliance costs).

If a branch is required to have full assets in New Zealand and comply with the New Zealand solvency
regime, the differences between that arrangement and full subsidiary status may be relatively small
from a compliance cost perspective. Meanwhile, one might ask whether having assets in New Zealand
makes enough difference to the way entities operate, if branch governance is largely determined by the
parent entity in another jurisdiction.

Depending on the way asset holdings were specified, it may make sense to have different rules for
general insurers and life insurers echoing differences in treatment between short and long-term
liabilities in the form of the statutory funds regime. For example, if the asset holding requirement for
general insurance was specified in terms of sufficient assets to meet balance sheet liabilities, it might
still make sense to specify statutory funds for life insurance that were subject to the full solvency
standard.

Minor changes to the status quo

103.

104.

105.

106.

If it is decided that the current regime gets the balance approximately right between encouraging
insurance provision through branches on the one hand and protecting policyholders on the other, minor
changes might be introduced to deal with some of the problems with the current regime.

The overseas policyholder preference protections might be strengthened by imposing more simply
administered penalties for non-compliance.

Branches are already required to provide financial statements on business at the branch level and
regular data provision. They could be subjected to additional reporting requirements concerning their
parent and home country jurisdiction. For example, delivering home country accounts, solvency reports
and financial condition reports to New Zealand supervisors and naotification and explanation of any
supervisory actions taken in respect of the parent company. They could also be required to notify the
Reserve Bank of any notable changes in the regulatory framework of their home jurisdiction, or to
certify that no such changes have taken place when financial statements are delivered.

The legislation could also include provision for periodic review of the status of overseas jurisdictions

that are prescribed under s.119 or that act as home supervisors for branches that are exempt from
IPSA requirements.
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Options for consultation 4: Overseas branches

Options

Primary
Advantages

Primary Disadvantages

Additional questions

4.1 Status quo

4.2 Require
incorporation

4.3 Assets in
New Zealand

4.4 Enhanced
status quo

No additional
compliance costs

Greater NZ
supervisory
control

Somewhat
greater
supervisory
control

Not as onerous
as option two

Low additional
compliance
costs, whilst
addressing some
of the current
risks

Does not address potential
risks of current branch
regime

Increased establishment
costs

Reduced diversification
benefits

Lower likelihood of parent
company assistance

Increased establishment
costs.

Somewhat reduced
diversification benefits
Somewhat lower likelihood of
parent company assistance
Still less NZ oversight of
governance than would exist
of a subsidiary

Some risks of the current
branch regime will remain

Should incorporation be required for all
overseas insurers or only certain categories?
If the latter, what would an appropriate test be
for requiring incorporation?

How should requirements for assets in New
Zealand be set? Should they just cover
liabilities or also include an additional
‘safeguard’ element, analogous to capital
requirements?

Should there be different rules for life and
general insurers or for short and long-term
liabilities?

What arrangements should be acceptable for
holding assets in New Zealand?

Which of the following changes would be
valuable?

More easily administered penalties for non-
compliance with overseas policyholder
preference rules.

Better specified procedures for the review of
exemptions from IPSA either from time to time
or in response to particular triggers (such as
changes in legislative or capital regimes in
New Zealand or the relevant jurisdiction)
Additional reporting requirements for
branches, particularly in relation to home
country solvency reports, regulatory actions
and material changes in regulation

Ensuring that all statutory funds held in New
Zealand must be subject to New Zealand
solvency requirements

What other changes would be valuable?
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4.1

112.

113.

114.

Inwards Reinsurance and Rules for Overseas Insurers

IPSA currently treats reinsurance as simply one type of ‘insurance contract’ (s.7), so regulatory
requirements for insurers and reinsurers are the same.

This section considers whether reinsurance might be considered a special case when we reconsider
how the IPSA regime captures the business activity of overseas insurance entities.

The reinsurance market in New Zealand is dominated by overseas reinsurers. For life insurance, most
reinsurance premiums (98%) are written by entities licensed in New Zealand, though many of these are
branches of Australian insurers and exempt from New Zealand solvency standards. For general
insurance, only 3% of premiums are written by licensed entities, with most contracts being provided by
large global reinsurance businesses based overseas.

Overall, the reinsurance sector comes in for relatively little oversight by New Zealand regulators. On the
other hand, there is broad agreement that access to reinsurance is vital to the New Zealand insurance
industry. (Many stakeholder responses to the 2017 issues paper emphasised the need to avoid
deterring overseas reinsurers by imposing new regulatory requirements).

This section of the paper asks whether the current regime is appropriate or whether it should be

tightened: either by extending IPSA’s coverage of inwards reinsurance; or through enhanced
requirements placed on insurers to manage their reinsurance contracts and associated risk.

The importance of inward reinsurance
Reinsurers play an important role in ensuring the soundness of New Zealand’s insurance sector.

Reinsurance premiums ceded form a significant proportion of total life and general premiums, around
33% for general insurers and 44% for life insurers in the year to Dec. 2019.

Figure 2: Reinsurance as a proportion of Gross Premium

Gross Premium - year to December 2019
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Reinsurers can enable insurers to take on risk beyond the capacity they would otherwise have, pooling
risks across borders and smoothing the losses that can occur in extreme events. Analysis of the way
insurers have funded claims from the Canterbury earthquakes provides a clear illustration (Figure 3).
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Figure 3: Source of funding for Canterbury earthquake liabilities
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Reinsurers can enable greater access to capital, facilitating the writing of new business, particularly
new life business which tends to put pressure on capital in the early years of a policy.

They also play a role in diffusing global best practice. They are often large global businesses
possessing a wealth of market information. They have an economic interest in ensuring that their
cedants are exercising best practice in risk management, product design, pricing, underwriting and
claims management.

Reinsurance and IPSA’s coverage of overseas entities

New Zealand insurers obtain the vast majority of their reinsurance from overseas-owned entities.
Different practices between life insurers and general insurers interact with the IPSA definition of
‘carrying on insurance business in New Zealand’ in ways that produce quite different results in terms of
licensing.

Where entities have no place of business or infrastructure in New Zealand, the Reserve Bank’s
interprets the ‘carrying on business in New Zealand’ test on the basis of the number of contracts with a
New Zealand insurer and the degree of separation between the reinsurer and the end policyholder.

Life insurers usually enter into long-term relationships with one or two long-term reinsurers. They
contract business directly without the need for intermediaries. Life insurers often promote their
relationship with their reinsurer on their websites or promotional material, to demonstrate their financial
soundness. Since the business relationship is close and long-term, reinsurance for the life insurance
industry is captured by the definition of ‘carrying on business in New Zealand’. 98% of life reinsurance
premiums are placed with insurers that are licensed under IPSA.



120.

121.

4.3

122.
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125.
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127.

Meanwhile, non-life insurers have a more transactional relationship with their reinsurers, and the
interactions are often intermediated by a broker. Non-life insurers often have a panel of reinsurers
sharing participation in larger risks. Most non-life insurers do not promote their reinsurers on their
website or promotional material. Only 3% of non-life reinsurance premiums are placed with licensed
insurers.

Figure 4: Domicile of Licensed Reinsurers

Domicile of Licensed Reinsurers
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In practice, though, the differences may be smaller than they appear at first sight. Whilst most life
reinsurance is placed with licensed entities, many of these entities are branches of insurers
incorporated in Australia. This, in turn, gives them the right to exemptions from significant parts of the
IPSA regime, notably the solvency standard (IPSA s.59).

Reinsurance risk
Given the significant scale of reinsurance purchased by New Zealand insurers, it is important to bear in
mind the risks that can emerge in reinsurance relationships.

Most serious is the risk that a reinsurer will fail. Reinsurance failure can have an important impact on
the financial position of the direct insurer. If this happens following a severe shock or other extreme
event (reinsurance failure is more likely to happen following a bad shock), then this may exacerbate the
already weakened solvency and liquidity position of the direct insurer.

The collapse of a large reinsurer is often accompanied by reduced availability of reinsurance cover and
a corresponding increase in reinsurance premiums following the exit of some players from the market
after a shock. There may also be contagion effects to other reinsurers through retrocession and intra-
group interactions.

Even in the absence of outright failure, the significant distress of an overseas reinsurer raises the
potential risk that a home regulator might try to prevent payments to an overseas insurer.

Finally, there is some scope for disputes between reinsurers and their insurance clients over the
admissibility or appropriate quantum of claims.

Reliance on overseas reinsurance enables cross-border pooling of risk. However, it may also promote

a concentration of risk amongst a relatively small number of large global reinsurers with diversified
asset portfolios and strong credit ratings.
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Possible reforms
The lack of licensing of overseas insurers potentially increases the risk that New Zealand general
insurers might cede insurance risk to entities that are less resilient than they should be.

There are two broad ways of mitigating this risk. One would be through altering IPSA’s scope in ways
that gave the RBNZ greater oversight responsibilities for reinsurance. The other would be to give direct
insurers stronger incentives for managing their own reinsurance risk prudently.

Since IPSA currently treats reinsurance as another form of ‘insurance’, the possible changes discussed
in the previous two sections (Scope of the Act and Overseas Branches) would have follow-on effects
for reinsurance. However, it would also be possible to decide to treat reinsurance differently. The
definition of carrying on business in New Zealand could be altered in ways that captured more overseas
reinsurers. Reinsurance branches could be subject to an assets in New Zealand test (along the lines
suggested in Option 4.3) and potentially no longer entitled to exemptions from New Zealand solvency
requirements or, alternatively, could retain access to exemptions that were removed from other types of
insurance branches.

Deciding what the appropriate treatment for overseas reinsurance is might partly be driven by debate
about whether reinsurance should be seen as ‘different’. Given the importance of reinsurance, perhaps
the risk of deterring reinsurers is greater, suggesting greater caution before increasing regulatory
requirements. It might also be argued that insurers buying reinsurance are in a better decision to judge
the soundness of their business partners than consumers buying direct insurance. On the other hand,
one might regard the absence of licensing for inward general reinsurance as permitting regulatory
arbitrage, in that risk could potentially be transferred to less regulated entities overseas.

The other approach to managing reinsurance risk would be to place more explicit requirements on
insurers to manage their risk. That could be done through greater supervision of insurers’ own
reinsurance risk management procedures, imposing restrictions on the kinds of reinsurance that can be
purchased.

Alternatively, the solvency standard could be altered to make it more sensitive to reinsurance risk. The
standard already varies the capital recognition of reinsurance based on reinsurers’ credit ratings. It
would be possible to replace this treatment with a separate, bespoke ‘reinsurance recovery risk
charge’.



Options for consultation 5: Treatment of oversees reinsurers

Option
5.1 Maintaining current

IPSA coverage of
reinsurance

5.2 Amend IPSA rules to
require greater licensing
and supervision of
inwards reinsurers

5.3 Increase
requirements for
insurers’ reinsurance
management

5.4 Make solvency
standard treatment of
reinsurance more risk
sensitive

Advantages

No risk of deterring
foreign reinsurers

Provides greater
oversight of reinsurers

Emphasizes self-
discipline
Encourages good
internal practice

Reduces risk, without
deterring reinsurers or
increasing compliance
requirements

Disadvantages

Does not ameliorate
risks of current regime

May deter overseas
reinsurers

Greater compliance and
supervisory burden

Would add increased
complexity to the
solvency standard

Additional Questions

What should that
increased supervision
look like (licensing
requirements for more
reinsurers, reduced
solvency exemptions,
assets in New Zealand
test?)

What sort of
requirements might be
appropriate?
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Group Supervision

The remaining two sections of this paper move away from the types of entities that are covered by
IPSA, to consider the risks that might emerge from relationships between different entities.

Group supervision is important because an insurance company’s relationship with its broader group of
companies (its holding company or subsidiaries) can alter the risks that an individual entity is exposed
to, either because of individual entities’ subordination to decisions taken higher in the group (for
example a group-wide risk management policy), because weakness in one part of the group causes
contagion effects, or because gaps between different jurisdictions’ supervision enable group risk taking.

The most obvious channels for contagion across groups are:

e intra-group transactions (including loans, sales and disposals, loan guarantees, dividends, funding
agreements and intra-group reinsurance)

e ‘double-gearing’, where complex group structures can disguise the fact that capital is double-
counted (being used to satisfy more than one set of solvency requirements within the group); or
other ways in which group structures can disguise limits to capital availability (for example, where
shareholdings in subsidiaries are funded by holding company borrowing)

e problems with fungibility, where capital is not moveable within the group in the ways that would be
required to make assets meet liabilities within particular entities (in either stressed or unstressed
situations)

e reputational contagion where issues with the financial strength of one member of the group create
market or customer concerns about the broader group

e concentrations of risk or financial exposure that do not appear significant from an individual entity
perspective but may be problematic when consolidated at the group level

e policies on risk management that are set at group level and are difficult to over-ride at the entity
level

e outsourcing of important functions (such as investment or claims management) to other entities in
the group in ways that undermine the ability to monitor and manage risk (for example, by weakening
the quality of due diligence).

It is worth noting at the outset that the way group supervision typically works internationally is through
supervision of the consolidated group via the group’s controlling entity. Supervisors responsible for
subordinate subsidiaries then need to rely on the lead Group Supervisor for group-level oversight. The
discussion here, then, is focussed on groups that are headquartered in New Zealand.*® The supervision
of insurance groups is relevant to supervising subsidiaries of overseas groups operating in New
Zealand in that it shows what RBNZ regulators might expect from a lead supervisor but that is not the
primary focus.

13 ‘Headquartered’ here is convenient short-hand. There are a variety of ways of deciding which jurisdiction is appropriately considered the lead
supervisor for a cross-national group.
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138. Domestic-based insurance groups form a relatively small but still significant part of the New Zealand
market. Most of the large banks also have insurance subsidiaries. Some large overseas owned groups
have a sub-group of companies operating in New Zealand. There are also several New Zealand-based
groups delivering insurance domestically. Depending on exactly how the ambit of Group supervision
was decided, entities that might be subject to group supervision might account for up to 30% of gross
premiums. Meanwhile, insurance subsidiaries of foreign owned groups operating in New Zealand are
more significant, accounting for 57% life insurance premiums and 64% of general insurance premiums.

139.  The issue of Group supervision is not only relevant to the supervision of New Zealand oriented groups
but is also relevant to New Zealand’s international role. Global supervision of cross-border insurance
groups is currently organised on the basis that host countries expect subsidiaries’ home country
supervisors to be carrying out group level supervision. It is for that reason that group supervision forms
a pervasive part of the IAIS insurance core principles for effective supervision (ICP). The IMF FSAP,
which is based on the ICP, concluded that New Zealand still needs to develop an appropriate strategy
for group-wide supervision. Host supervisors of CBL’'s European subsidiaries were very concerned to
discover that the RBNZ had only limited powers to supervise CBL group’s New Zealand based holding
company.

140. At present, since the demise of CBL Insurance, New Zealand insurers write very little foreign business
(a total of $22m in 2019) but it remains possible that other insurers may choose to do so in the future.
In the light of the way international supervision is organised, it would be unfortunate if New Zealand
were unable to reciprocate the benefits that we receive from overseas jurisdictions’ group-level
supervision of subsidiaries operating in New Zealand.

5.1 Current legislation
141. IPSA and the Solvency Standards currently contain some scope for supervision of groups but that
scope is limited.

142.  Where an insurance company has insurance subsidiaries, it is required to meet the Solvency Standard
at group level as well as at the level of the individual entities. However, solvency requirements are not
applied to non-insurance holding companies or subsidiaries. Additionally, some transactions with
associated parties are either excluded from solvency calculations or assigned additional risk weights.

14 Equity investments and subordinated loans to related parties are deducted from capital. Contingent liabilities to a related entity bear a 100% capital
charge and guarantees provided by related parties cannot be used to boost the credit-worthiness of the immediate borrower in asset resiliency
calculations.
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143. Most of the Reserve Bank’s powers to require information, commission reports or perform
investigations also apply to associated persons®® (IPSA ss120-137).1® The Reserve Bank also has the
power to make Directions to associated persons where:

o the associated person, a director or chief Executive of the associated person is failing to comply
with directions or other requirements of IPSA;

¢ the circumstances of the associated person are such as to be prejudicial to the solvency of the
insurer or its ability to comply with IPSA; or

the affairs of the associated entity are being carried out in a manner prejudicial to the solvency of
the insurer or its ability to comply with IPSA.

144, These provisions give supervisors some scope to monitor and influence insurance groups.

145, However, they also have some weaknesses in comparison to international best practice. The
requirement for a consolidated solvency assessment applies to licensed insurers (or overseas insurers
that are regulated as insurers) but not to any other companies in the group, particularly any non-
insuring holding company. As the Trowbridge report pointed out, that means a New Zealand holding
company could finance a (loss-absorbing) capital injection into its insurance subsidiary with debt. The
insurer’s capital position would appear to improve but the business enterprise’s position (the group)
would in fact be more leveraged than before.

146. The powers to obtain information from associated parties make it possible to obtain information but do
not provide for its regular provision and only allow supervisors to restrict the activity of related parties at
a point where significant problems have already emerged. They are useful, then, when a problem is
apparent but not so helpful in proactively identifying vulnerabilities.

5.2 Options for fuller group supervision
147. There are two broad approaches to introducing more extensive group supervision.

148. The first approach has a strong ‘whole-of-group’ focus. It places considerable emphasis on the ultimate
parent entity in the Group to exercise oversight over the group as a whole, including risk management
and capital adequacy. It is a ‘cleaner’ approach, in that the head of group should have access to all
relevant information, although it cannot fully dispense with a single-entity perspective as each entity
also needs to meet regulatory requirements in its own right.

149. The whole of group approach places higher compliance costs on the group head and requires more
significant regulatory change. However, it should ultimately create greater clarity about intra-group
risks. On the other hand, were New Zealand to operate this type of framework, the RBNZ would remain
particularly reliant on overseas regulators’ oversight of groups and their willingness to give satisfactory
consideration to the interests of New Zealand subsidiaries and policyholders.

15 ‘Associated persons’ is defined in IPSA s.10. The term covers holding companies, subsidiaries or entities that have a shared holding company or
subsidiary, including companies where a majority of shares are owned within the same group. It does not restrict associated persons to associated
licensed insurers.

16 Though the provisions for investigation are specified in a way that emphasises problems with the regulated insurer in ways that might prevent some
investigations into associated persons (s.130)
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150.

151.

152.

The second approach is to continue to focus on individual entities but in a way that pays more attention
to group-level interactions. This approach requires less significant change to existing practices.
However, it may be more challenging for the RBNZ in that it places more reliance on regulators and
supervisors anticipating likely paths for intra-group contagion both in crafting rules on intra-group
transactions and in conducting oversight of group activities.

On the other hand, this entity-focussed approach would put supervisors in a better position to exercise
oversight of subsidiaries of overseas groups operating in New Zealand, since it would pay more
attention to what can be done to mitigate group-level risk at the individual entity level.

International practice has historically operated on both systems and it is possible to craft a more entity-
focussed approach that is still compatible with 1AIS core principles. International best practice seems to
be converging on a whole-of-group approach (Solvency Il operates on this model, US regulation is
moving in that direction and it is the approach adopted in Australia). On the other hand, given the
unique position of New Zealand as particularly often the destination for overseas subsidiaries, it may
make sense to place more focus on insulating subsidiaries from group-level risk.

Whole-of-group supervision and solvency

153.

154.

155.

156.

In a whole of group approach, supervisors are provided with full group supervision powers and impose
requirements on groups to report on group wide solvency, group-level risk concentration and intra-
group exposures and attendant risks.

In this sort of framework, supervisors are given powers over non-insurance members of an insurance
companies’ group. Non-insurance holding companies are particularly important, but it may also be
necessary to look at non-insurance subsidiaries that are capable of posing risks to the solvency of the
group as a whole. A key example is that of AIG insurance during the global financial crisis. AIG’s
London non-insurance subsidiary, AIG Financial Products, contracted exposures to credit default
swaps which, via intra-group exposures, potentially threatened the solvency of the group’s insurance
subsidiaries.

The head entity in the group is then required to have oversight of risk and capital adequacy across the
group. They should have an explicit policy on intra-group relationships and intra-group risk
management, including identifying any concentrations of risk at group level. They should also consider
risk and capital availability at enterprise (ie group) level.

The group head should be producing consolidated financial and solvency reports for the group.
Consolidated reports help to highlight some of the problems that entity-specific monitoring might miss,
since intra-group obligations are netted out when accounts are consolidated. However, it is also
important that individual entities remain sufficiently solvent to meet their own contractual obligations.
Solvency assessments therefore need to be made at group and individual entity level. The group can
then have flexibility as to where excess capital (above individual entities’ solvency requirements) is
held.
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157.

158.

Where a group operates across borders or includes non-insurance subsidiaries, consideration needs to
be given to how these are treated in group solvency calculations. In the Australian framework, for
example, APRA requires overseas subsidiaries to be solvent in terms of their host jurisdictions’
standards but applies Australian solvency standards to the consolidated group. Where the group
includes a non-insurance entity, APRA may rely on its appropriate regulatory regime (for example,
APRA’s banking regulation) but also has the option to determine that entities in the group are
undercapitalised and impose an additional charge at group level to compensate.

Finally, international best practice suggests that, for cross-border groups, cooperation between the lead
Group supervisor and the supervisors of individual entities is important. Ideally, there should be a
college of supervisors for each group who meet regularly, share information, and assign tasks between
one another to ensure regulatory coverage without unnecessary duplication. In order to participate in
these kinds of exchange, it is important to regulate for supervisors’ right to share information obtained
in the course of supervision (subject to appropriate safeguards).

Greater attention to group-wide processes without a full whole-of-group approach

159.

160.

161.

162.

163.

A full system for group supervision would provide comprehensive oversight but is also demanding in
terms of compliance costs.

Other jurisdictions have supervised groups indirectly, using their powers to require their licensed
insurers to influence or provide information about other entities in the group. They have assessed legal
entities one at a time but attempted to take into account the impact of group members on one another.

For example, in the United States, insurance regulation has traditionally taken place at the state level*’
but many insurance groups operate across more than one state (or indeed internationally). The US
system does not require consolidated group-level solvency assessments but it does provide access to
information across the group (windows) and puts particular emphasis on monitoring and controlling
intra-group transactions (walls). Financial entities’ financial reports must identify an entity’s controlling
company and all other affiliates within the group. Supervisors have access to pre-existing financial
reports for all affiliates and may require additional information from all insurance affiliates. There are
also rules designed to ring-fence particular entities within a group. Intra-group transactions must be
contracted on a ‘fair and reasonable’ basis. Any material intra-group transactions must be notified to
supervisors, who have 30 days to object.

The US example suggests a group supervision strategy for New Zealand that doesn’t require additional
consolidated solvency assessments but emphasises greater access to information and tighter controls
over intra-group transactions and relationships.

That would involve broadening of the Reserve Bank’s information gathering powers to ensure that
financial information is being reported for all members of a group (including non-insurance affiliates).

17 Although there is a long-standing national coordinating body the National Association of Insurance Commissioners and the Dodd Frank Act has
recently introduced federal supervision for systemically significant insurers
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164.

165.

166.

167.

168.

169.

It would also be combined with tighter controls on intra-group transactions through a combination of
amendments to the solvency requirements to require increased capital for intra-group exposures and
greater requirements for approval of material intra-group transactions. It might also include provision for
supervisors to impose a group risk capital charge where appropriate.

The advantage of this approach is that it would be easier to legislate and would place less onerous
reporting requirements on Groups. It might also be better calibrated to a jurisdiction where there is
greater presence of subsidiaries than group headquarters.

The main disadvantage is that this approach places the onus on supervisors to identify group-level
risks, based on fragmented data and relationships with lead supervisors. Returning to the example of
AIG, the best known issue for the group was the failure of the non-insurance subsidiary AIG financial
products (AIGFP). However, almost half of the bail-out of AIG related to the group-wide securities
lending programme, where short-term proceeds from securities lending were invested in (suddenly
illiquid) mortgage-backed securities. These exposures interacted with AIGFP’s CDS exposure,
increasing market concern about both issues. It was only the ability to restrict intra-group transactions
(in this case, preventing the group from transferring capital to AIGFP) that prevented group-wide
collapse.

The US has since introduced much stronger rules on group-level risk management, including internal
assessments of the impact of group level risk on group capital requirements, which must be shared with
supervisors. It is impossible to know whether these new arrangements would have assisted supervisors
in identifying AlG’s problems but they would certainly appear to increase the chances of doing so.

The US regime currently stops short of imposing group-level solvency requirements (relying on scrutiny
of groups’ own reports) but appears to be converging on a full group supervision model (with its
‘enterprise risk management’ and ‘own risk and solvency assessment’ tools, drawing on Solvency Il)

If New Zealand adopted a strategy for group supervision that continued to look more at individual
entities, whilst having regard to intra-group risk, it would still be necessary to introduce group-wide risk-
management requirements to ensure that New Zealand based group heads were conducting
appropriate oversight.
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Options for consultation 6: Group Supervision

Options
6.1 Status quo

6.2 Introduce
comprehensive

group
supervision

6.3 ‘Windows
and walls’

Details

Allow licensing of non-
operating holding companies.
Identify groups and group
heads.

Impose comprehensive group-
wide standards and reporting.
Engage with overseas
subsidiary’s supervisors where
relevant.

Require increased group-level
reporting but without imposing
full IPSA requirements on non-
insurers.

Increased restrictions and
monitoring for intra-group
transactions.

Advantages

No increase in compliance
costs.

Provides robust tools for
managing group-level risk.
Enhances compliance with
international norms.

‘Cleaner’ approach where
responsibility is clearly located
at head of group level.

Easier to legislate based on
familiar models (Solvency I,
APRA)

Mitigates some risks emanating
from group structures.

Less significant change to
regulatory framework.

May help supervisors protect NZ
subsidiaries from group level
risk.

Disadvantages

Limits supervisors’ ability to monitor and
mitigate risks posed by group level processes.

Significant compliance costs for a small
number of New Zealand based groups.

Significant regulatory costs.

Not as easily reconciled with an enhanced
approach to protecting subsidiaries in New

Zealand from group-level risk.

Places significant burdens on supervisors to
identify group-wide risks and intra-group
exposures from fragmented information.
Does not mandate group-level capital
requirement for groups containing non-

insurance entities.

More demanding approach from a regulatory
perspective as likely channels for intra-group
risk need to be assessed in advance.

Additional questions

Should groups be required to undertake
group-wide enterprise risk management and
own risk and solvency assessments?

What kinds of restrictions should be placed
on intra-group transactions?

Which intra-group transactions should
require additional capital in the context of
solvency requirements?
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170.

171.

172.

6.1

173.

174.

175.

Outsourcing

Outsourcing business activities to external service providers presents two types of risk. First, poorly-
managed outsourcing has the potential to undermine insurers’ ability to comply with IPSA’s prudential
requirements, particularly by increasing operational risk. Second, outsourcing can have business
continuity implications. In particular, where an overseas subsidiary outsources activities to its parent
group, the subsidiary may be more vulnerable to the failure of all or part of its parent group.

At present New Zealand insurance regulation has no specific rules about outsourcing though, implicitly,
the insurance business remains liable for compliance with regulatory requirements regardless of
whether it has outsourced business activities.

Other jurisdictions, such as Australia and the European Union, have outsourcing requirements that
emphasize due diligence, risk management and monitoring. The Australian prudential standard on
outsourcing also includes links to requirements for business continuity planning. In the New Zealand
banking standard on outsourcing, meanwhile, business continuity is the central focus. The International
Association of Insurance Supervisors’ insurance core principles require supervisors to ensure that
outsourced activities should attract at least the same degree of oversight and accountability as non-
outsourced activities. (ICP 8.8)

Outsourcing and operational risk

Outsourcing rules that focus on avoiding increased risk revolve around having well-developed written
procedures to manage outsourcing decisions.

In terms of core principles, those procedures should be sufficient to ensure that outsourcing:

doesn’t undermine the insurer’s ability to exercise appropriate governance and risk management
e doesn’t increase operational risk

e doesn’t impair compliance with supervisory rules or make it unduly difficult for supervisors to monitor
compliance

e doesn’t undermine business continuity.

In terms of implementation, such principles are achieved through a combination of:

careful consideration of risk management and potential conflicts of interest before outsourcing
decisions are made

e careful due diligence to ensure that the service provider is capable of performing the function in
accordance with the core principles

e in most circumstances, having a written legal agreement governing the relationship with service
providers, which ensures the principles will not be breached

e the preparation of contingency plans in the event that a service provider ceased to be able to fulfil
its obligations in a satisfactory way.
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Outsourcing and business continuity
The issue of business continuity is less acute for insurers than for banks in that fewer insurance
activities are time critical in the way that payments and settlement systems or basic banking services

However, it is nonetheless undesirable to have a situation where an insurer is no longer able to operate
because of the unavailability of an outsourced service provider. That may be a particular risk for
subsidiaries of overseas insurance groups, if they rely on their parent groups for essential parts of their

6.2
176.
are.
177.
business operations.
178.

The current outsourcing requirements for New Zealand banks specify a range of activities that must still
be achievable on the business day following the failure of a service provider. For insurance companies,
a looser requirement could be implemented such as having plans in place to replace service providers
on a time-scale that would not unreasonably inconvenience policyholders.

Options for consultation 7: Outsourcing rules

Options
7.1 Status quo

7.2: Risk-based outsourcing

rules

Advantages Disadvantages

No additional compliance requirements Provides less opportunity for
supervisory oversight of
outsourcing activities, relying
instead on insurers to manage their

own outsourcing risks

Ensures that all insurers have a well-
developed outsourcing policy,

Increases compliance
requirements and supervisory

7.3: Risk-based outsourcing
rules and business-continuity
focussed rules

integrated with their risk management
systems

Ensures that all insurers have a well-
developed outsourcing policy and
increases the chances that a
subsidiary can continue to write new
business even if its parent group
becomes insolvent

monitoring, though the imposition is
largely simply good practice

Adding tightly defined continuity
requirements is likely to increase
costs by reducing opportunities for
cost saving through outsourcing
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7. Have Your Say

Stakeholders are welcome throughout the Review to provide comment and information to us. At this time we are
particularly seeking commentary on the questions set out below, however we would welcome any general
comments as well.

Use this email - ipsareview@rbnz.govt.nz - to provide comments. Please clearly indicate which question or
section your comments relate to.

Comments or submissions should be received by 18 February 2021. Submissions received after this date will
not be considered.

As noted earlier in this paper, it is our practice to publish submissions received unless specifically requested not
to. We may also publish an anonymised summary of submission received.

1. Definition of ‘contracts of insurance’ (pages 9-11)
Which of the following options do you think is most appropriate in relation to the current IPSA definition of
‘contracts of insurance’?

Please give your reasons and provide any relevant evidence where appropriate.

Option Advantages Disadvantages Further questions
1.1 Status quo Does not disrupt a May lack clarity

regime that is generally  May lack flexibility

working well
1.2 Status quo but Introduce new Which exclusions, in particular,
with changes to compliance costs for should be revisited and why?
the list of affected business
exclusions

1.3 Introduction of  Allows greater coverage May be difficult to ‘deem  Are you aware of any examples

a ‘deemin’ power  of unforeseen disruptive in’in practice of insurance-like activity that are
business models May not be necessary not currently included in the IPSA
as the definition of definition?
insurance is already
broad
1.4 Delineate Greater flexibility and Increases uncertainty Is a requirement for consultation
inclusions and clarity over current rules  about future coverage before change in guidance a
exclusions using sufficient safeguard?

Reserve Bank
guidance (within
confines of
overarching
definition)
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2. Definition of ‘carrying on business in New Zealand’ (pages 12-13)
Which of the following options do you think is most appropriate in relation to the current IPSA definition of
‘carrying on business in New Zealand’?

Please give your reasons and provide any relevant evidence where appropriate.

Option Advantages Disadvantages Further questions

2.1 Status quo but with Minimises change May not permit capture

Bank issued guidance on of some kinds of cross-

‘carrying on business’ border insurance

2.2 Formulate a new Potential to provide May be difficult to

definition of ‘carrying on greater clarity achieve a non-

insurance business in ambiguous definition

New Zealand’

2.3 Include a level of Provides objective test What should the

written premium that threshold be?
automatically implies a Should it relate to
company is not ‘carrying average premium over a
on business in particular period of time?
New Zealand’

2.4 Alter the definition so  Reduces the regulatory May cause problems for

as to remove captive burden captive insurers in

insurers from the accessing reinsurance.

licensing regime

3. Policyholder in New Zealand test (page 14)
Which of the following options do you think is most appropriate in relation to the ‘Policyholder in New Zealand’
test as part of the determination of whether an insurer should be licensed under IPSA?

Please give your reasons and provide any relevant evidence where appropriate.

Option Advantages Disadvantages
3.1 Status quo Minimise change and aligned No ‘home’ regulation of New Zealand based
with IPSA purposes which insurers that only provide insurance services
focus on the New Zealand outside New Zealand
insurance sector
3.2 Remove Avoids potential reputational Expansion needs to align appropriately with IPSA
policyholder in New risk purposes.
Zealand test May align better with

international responsibilities
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4. Treatment of overseas branches (pages 15-20)
Which of the following options do you think is most appropriate in relation to the treatment of overseas
branches?

Please give your reasons and provide any relevant evidence where appropriate.

Options Primary Pll‘imary Additional questions
Advantages Disadvantages
4.1 Status quo No additional Does not address
compliance costs potential risks of current
branch regime
4.2 Require Greater NZ Increased establishment Should incorporation be required for all
incorporation supervisory control costs overseas insurers or only certain categories?
Reduced diversification If the latter, what would an appropriate test be
benefits for requiring incorporation?

Lower likelihood of parent
company assistance

4.3 Assets in Somewhat greater Increased establishment How should requirements for assets in New
New Zealand supervisory control Costs. Zealand be set? Should they just cover
Not as onerous as Somewhat reduced liabilities or also include an additional
option two diversification benefits ‘safeguard’ element, analogous to capital
Somewhat lower requirements?
likelihood of parent Should there be different rules for life and
company assistance general insurers or for short and long-term
Still less NZ oversight of liabilities?
governance than would What arrangements should be acceptable for
exist of a subsidiary holding assets in New Zealand?
4.4 Enhanced Low additional Some risks of the current ~ Which of the following changes would be
status quo compliance costs, branch regime will remain  valuable?
whilst addressing More easily administered penalties for non-
some of the current compliance with overseas policyholder
risks preference rules.

Better specified procedures for the review of
exemptions from IPSA, including prescribed
jurisdictions, either from time to time or in
response to particular triggers (such as
changes in legislative or capital regimes in
New Zealand or the relevant jurisdiction)
Additional reporting requirements for
branches, particularly in relation to home
country solvency reports, regulatory actions
and material changes in regulation

Ensuring that all statutory funds held in New
Zealand must be subject to New Zealand
solvency requirements

What other changes would be valuable?
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5. Inwards reinsurance (pages 22-25)
Which of the following options do you think is most appropriate in relation to the treatment of overseas

branches?

Please give your reasons and provide any relevant evidence where appropriate.

Option
5.1 Maintaining current

IPSA coverage of
reinsurance

5.2 Amend IPSA rules to
require greater licensing
and supervision of
inwards reinsurers

5.3 Increase
requirements for
insurers’ reinsurance
management

5.4 Make solvency
standard treatment of
reinsurance more risk
sensitive

Advantages

No risk of deterring
foreign reinsurers

Provides greater
oversight of reinsurers

Emphasizes self-
discipline
Encourages good
internal practice

Reduces risk, without
deterring reinsurers or
increasing compliance
requirements

Disadvantages

Does not ameliorate
risks of current regime

May deter overseas
reinsurers

Greater compliance and
supervisory burden

Would add increased
complexity to the
solvency standard

Additional Questions

What should that
increased supervision
look like (licensing
requirements for more
reinsurers, reduced
solvency exemptions,
assets in New Zealand
test?)

What sort of
requirements might be
appropriate?
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6. Group supervision (pages 27-31)
Which of the following options do you think is most appropriate in relation to group supervision?

Please give your reasons and provide any relevant evidence where appropriate

Options
6.1 Status quo

6.2 Introduce
comprehensive

group
supervision

6.3 ‘Windows
and walls’

Details

Allow licensing of non-
operating holding companies.
Identify groups and group
heads.

Impose comprehensive group-
wide standards and reporting.
Engage with overseas
subsidiary’s supervisors where
relevant.

Require increased group-level
reporting but without imposing
full IPSA requirements on non-
insurers.

Increased restrictions and
monitoring for intra-group
transactions.

Advantages

No increase in compliance
costs.

Provides robust tools for
managing group-level risk.
Enhances compliance with
international norms.

‘Cleaner’ approach where
responsibility is clearly located
at head of group level.

Easier to legislate based on
familiar models (Solvency II,
APRA)

Mitigates some risks emanating
from group structures.

Less significant change to
regulatory framework.

May help supervisors protect NZ
subsidiaries from group level
risk.

Disadvantages

Limits supervisors’ ability to monitor and
mitigate risks posed by group level processes.

Significant compliance costs for a small
number of New Zealand based groups.

Significant regulatory costs.

Not as easily reconciled with an enhanced
approach to protecting subsidiaries in New

Zealand from group-level risk.

Places significant burdens on supervisors to
identify group-wide risks and intra-group
exposures from fragmented information.
Does not mandate group-level capital
requirement for groups containing non-

insurance entities.

More demanding approach from a regulatory
perspective as likely channels for intra-group
risk need to be assessed in advance.

Additional questions

Should groups be required to undertake
group-wide enterprise risk management and
own risk and solvency assessments?

What kinds of restrictions should be placed
on intra-group transactions?

Which intra-group transactions should
require additional capital in the context of
solvency requirements?
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7. Outsourcing (pages 33-34)

Which of the following options do you think is most appropriate in relation to outsourcing?

Please give your reasons and provide any relevant evidence where appropriate.

Options Advantages
7.1 Status quo No additional compliance requirements

7.2: Risk-based outsourcing Ensures that all insurers have a well-

rules developed outsourcing policy,
integrated with their risk management
systems

7.3: Risk-based outsourcing Ensures that all insurers have a well-

rules and business-continuity  developed outsourcing policy and

focussed rules increases the chances that a
subsidiary can continue to write new
business even if its parent group
becomes insolvent

Disadvantages

Provides less opportunity for
supervisory oversight of
outsourcing activities, relying
instead on insurers to manage their
own outsourcing risks

Increases compliance
requirements and supervisory
monitoring, though the imposition is
largely simply good practice

Adding tightly defined continuity
requirements is likely to increase
costs by reducing opportunities for
cost saving through outsourcing
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