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14 September 2007
Ms Lindsay Mackay

Lawyer, Regulatory Policy

Australian Securities and Investment Commission

GPO Box 9827

Melbourne Vic 3001

Dear Ms Mackay
policy.submissions@asic.gov.au
Enclosed is the National Insurance Brokers Association’s submission in response to ASIC Consultation Paper No 87 Compensation and insurance arrangements for AFS licensee.

Nothing in this submission is confidential.
If there is any further information you require please do not hesitate to contact me on 02-94594305
Yours sincerely
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Noel Pettersen
Chief Executive Officer

NIBA’s Response to ASIC Consultation Paper 87: Compensation and Insurance Arrangements for AFS Licensees
In this submission the National Insurance Brokers Association (NIBA) is responding to ASIC’s July 2007 Consultation Paper 87 Compensation and insurance arrangements for AFS licensees.  If there is any further information you require please do not hesitate to contact the association.
General Comments on PI Insurance

· No system of regulation can provide absolute protection for client losses suffered as a result of breaches by AFS licensees of their obligations under the Corporations Act.

·  It is necessary to strike a reasonable balance between the level of protection and the costs incurred in providing the protection. 
· It was recognised in Alan Mason’s PII Market Report, that PI insurance has limitations both conceptually as a product when used for consumer protection and in terms of the cover that is available in the market place.

· PI insurance is fundamentally a mechanism designed to protect the insured, the AFS licensee, against specified risks. Its primary purpose is not directed at the protection of the clients of the licensee. There are definite limits to the extent of the protection that clients of an AFS licensee are able to gain from the licensees’ PI insurance policy. Modified procedures and special arrangements for the PI insurance for groups of licensees may help but the conceptual limitations of PI insurance will always be present, at least to some extent. 

· The nature and the extent of the coverage of Australian PI insurance policies are subject to considerable market fluctuations. What is available in Australia at any given time is heavily influenced by the world-wide insurance market. Australian policy coverage and wordings vary as a result of changes in world markets.

· PI insurance can never be a substitute for effective overall regulation of AFS licensees by ASIC linked with appropriate risk management and compliance programs by the licensee. PI insurance is a last resource for clients and comes into play only after the regulatory and compliance systems have failed.

· The market for PI insurance depends heavily on the nature of the risks to be covered. The more difficult it is to define and analyse the risks involved, the more difficult it is to underwrite the PI insurance. By way of example insurance brokers have a long history with purchasing PI insurance and the risks involved are well known and understood by PI insurers. As a consequence the type of coverage available to insurance brokers is considerably different to what could be purchased by e.g.  financial planners, stockbrokers and other licensees.

·  Despite its limitations the Government accepted PI insurance as the basis for providing compensation for retail clients. NIBA supports this decision.  Because AFS licensees will generally want to take out PI insurance for their own protection, PI insurance should be a relatively low cost option for delivering “reasonable” consumer protection. 

· If the PI insurance option is to work effectively in practice ASIC needs to accept the inherit limitations of PI insurance as a means of achieving consumer protection and not place unreasonable demands on the type and nature of the PI insurance required by licensees. ASIC should only seek to achieve the Government’s stated objective to “reduce the risk that compensation claims from retail clients cannot be met by the relevant licensees due to the lack of available financial resources” and not, as stated in the consultation paper, attempt to “maximise” the potential to reduce the risk to retail clients. 
· The term “partially adequate” used by ASIC in the consultation paper is confusing given the legislative requirement is to have “adequate” PI insurance. Under the legislation a licensee’s PI insurance can be either “adequate” and not require ASIC approval or not adequate and require ASIC approval.   NIBA considers that in determining what is “adequate” ASIC should have regard to the dispute scheme relevant to the licensee, the individual circumstances of the licensee and what is reasonably commercial available.  

· ASIC’s PI insurance requirements should be little more than asking the owner and/or directors of an AFS licence to implement the type of protection that a reasonable person would regard as appropriate for the business having regard to the risks involved with that business and the risk management and the compliance systems that are already in place. 

Insurance Brokers and PI Insurance

· Insurance brokers have a well defined risk profile and there is very little evidence of consumers being significantly adversely affected financially by insurance broker negligence, fraud or bankruptcy.

· Insurance brokers have been regulated for over twenty years.

· Insurance brokers have a culture of compliance.

· 700 insurance brokers generate less than 100 disputes a year to the IBD scheme of which less than twenty are required to be determined by the referee. Only around one-half of the IBD complaints are found in favour of the client. It can be said that, on average, the probability of an insurance broker receiving an adverse decision against it under the IBD scheme in any year is 0.07. 

· The IBD scheme has a relatively low limit (recently increased to 

$100 000) when compared with the limits that apply to other dispute schemes.

· Section 985 of the Corporations Act provides special consumer protection for insurance premium moneys and claims moneys; a protection that is not generally available to the clients of AFS licensees other than insurance brokers.

· Risk analysis indicates single claims are the norm for insurance brokers; NIBA is not aware of any multiple claims being determined by the IDB scheme.

· Insurance brokers arrange and advise in relation to risk insurance products that are inherently far less likely to generate disputes and claims by clients for compensation, than are savings or investment products. 

· Insurance brokers routinely exit the market without causing financial difficulties for their clients.

· Insurance broker insolvencies are rare.

· For over twenty years there has been a legal requirement for insurance brokers to hold PI insurance. The requirements for insurance brokers’ PI insurance under the Insurance (Agents and Brokers) Act 1984 are shown in the attachment which is a reproduction from A Guide to the Insurance (Agents and Brokers) Act that was published by the Insurance and Superannuation Commission in 1994. These arrangements have worked very well over the years and there have been few cases where compensation claims by clients have not been able to be satisfied because of a lack of funds. 

· In some regards the existing PI insurance requirements for insurance brokers are more stringent than those proposed by ASIC in the discussion paper. An existing requirement not proposed by ASIC is that the policy must include a clause that prevents the insurer from avoiding the contract for a breach of duty of disclosure or misrepresentation. This requirement was added as a consumer protection measure and ensures that the policy responds to a claim even where the insurance broker had breached disclosure obligations to the PI insurer or where the broker made misrepresentations to that insurer. NIBA considers that it would be unfortunate for such a requirement to be removed from an insurance broker’s PI insurance.

· The current insurance brokers’ PI insurance requirements make no distinction between the arrangements for retail and wholesale clients and the one policy covers all. By and large insurance brokers determine the amount of cover they take out having regard to risks associated with their wholesale clients.  Basing minimum PI insurance requirements solely on retail client risks could mean that compensation for a retail client was deficient where PI insurance claims proceeds have to be spread amongst both retail and wholesale clients. If retail clients are to be adequately protected the PI insurance should cover the broker’s wholesale activities as well as the retail.

Amount of Cover
· NIBA supports the level of cover proposed for insurance brokers in the ASIC discussion paper. This would in effect mean a continuation of the current arrangements for insurance brokers. ASIC should, however, make it clear that the proposal is for minimum cover only and it should encourage insurance brokers to take out sufficient cover so as to adequately protect themselves against claims from both retail and wholesale clients.

· Licensees should be encouraged to have PI insurance that meets the total needs of the business and not simply to satisfy minimum requirements in relation to retail clients. 

Excesses and Deductibles
· Having low excesses or deductibles is not always a good thing. High deductibles often go hand in hand with highly developed risk management systems. Those having high deductibles are usually large corporations with effective risk management systems that work against having potential claims. Also underwriters often insist on a reasonable level of deductible so as to avoid “dollar swapping” with the insured.

· NIBA also questions the suggested “cash” holding approach under the proposal for exclusions, excesses and deductibles. 

· Under the PI insurance arrangements for insurance brokers administered by the ISC, insurance brokers were required to have capital assets to cover the deductible applying to their PI insurance. It is very unusual for an insurance broker to have more than one complaint a year bought to the attention of the IBD disputes resolution scheme. In fact on average an insurance broker would only expect to have one adverse finding by the IBD scheme every 14 years.  
· NIBA believes that the level of the deductible should be fully addressed in the AFS licensee’s risk management program. The emphasis should be placed on effectively managing the risks involved with the chosen deductible. If this approach is not acceptable to ASIC then NIBA suggests that Regulatory Guide 166 Licensing: Financial requirements include provision for insurance brokers to hold cash equal to the amount of the deductible up to a maximum of      $100 000, the current limit for the IBD scheme. This would mean that brokers would simply have to hold in cash sufficient additional funds to cover one possible claim.
Policy Exclusions
· Exclusions are not always a bad thing. PI insurance underwriters sometimes introduce exclusions so as to change risky behaviour by insureds. An example would be where certain risk management procedures or practices have to be implemented prior to an insurer being required to pay a relevant claim. In these situations the insured usually adjusts its practices so as to avoid the possibility of a claim being denied. This is simply the market working and ASIC needs to exercise care so that the possible benefits from having exclusions are not lost. 
· Some exclusion clauses in PI insurance policies are very significant and make the policy almost worthless. On the other hand, other exclusions have only a very limiting potential effect on the scope and coverage of the policy. A further exclusion group could be significant in terms of possible monetary implications but have only a low probability of impacting on the policy. Exclusions from insurance brokers PI insurance policies generally fit into the last category i.e. there is a relatively low probability of impacting on the policy but when they do the monetary affect is likely to be significant.
· NIBA does not believe it is feasible or practical to require exclusions in a policy to be covered by “cash” in the way suggested in the discussion paper. It is unrealistic for a licensee to be able to accurately estimate the cost of cover when it cannot be priced by insurance underwriters. In addition to the difficulty in calculating the actual exposure, the amount of “cash” required to cover the gap in the policy is likely to be insufficient to compensate retail clients for other than relatively common events. The cash will fall short in all cases where the probability of the excluded event occurring is less than once a year.
· On average an insurance broker would expect to have one IBD decision go against them every 14 years. The likelihood of a PI insurer rejecting the insurance broker claim in relation to such an adverse decision is quite small. For illustrative purposes assume that one claim in 100 is rejected by PI insurers. 
· On the basis of the assumptions in the dot point immediately above, the probability of an insurance broker having an IBD claim rejected by a PI insurer in any one year would be something like 0.0007.  
· What funds would the licensee be required to hold under ASIC’s proposal in order to cover a fairly normal exclusion in an insurance broker’s PI policy such as  a deliberately dishonest act by the principal of the licensee who was the insured under the PI insurance policy?
·  NIBA understands that in order to calculate the quantity of funds required the following steps would be necessary.
· 1. Estimate the maximum exposure to a retail client under the gap in the cover; this would be $100 000, the limit of the IBD scheme. 
· 2. Estimate the number of these kinds of claims that are expected in the policy period. The number of such claims is likely to be extremely small, for insurance brokers 0.0007 of one claim a year. (NIBA is not aware of any such event occurring in the last few years from the 700 licensed insurance brokers.)
· The dollar amount to cover the gap in the policy would be, based on the above assumptions, something like $70.
· The $70 is, however, likely to fall significantly short of the funds necessary to compensate the retail client. 
· In relation to unusual events the proposal to fund a gap in a PI insurance policy is unlikely to provide a meaningful level of compensation and will simply add complexity for very limited gain. Insurance is about paying a relatively small amount in order to receive a far greater amount should a relatively unusual event occur. This can only operate effectively if there is a pooling arrangement with a significant number of people participating, something not present under the ASIC proposal.
· NIBA considers that it is necessary to take into account any exclusion clause in a risk management environment with the exclusion being managed in an effective way. If suitable insurance is simply not available in the market place it may be necessary for the risk to be managed in some other way by the AFS licensee. Appropriate management of the risk by means other than insurance could be e.g. additional capital, changing procedures and practices, foregoing particular risky activities or by accepting the risks involved for events with a low occurrence probability. 
· In some situations there is no alternative but to accept the risks involved. Owners and directors of AFS licensees have an inherent interest in ensuring the survival of the business and that all risks are effectively managed.
Fraud and deliberately dishonest acts
· Fraud and dishonest acts can present difficulties for PI insurance insurers, particularly where the act is performed by a person who would be a beneficiary under the policy. It is a basic tenant of insurance that a person should not be compensated for their own dishonest act.
· PI insurance policies can operate so that innocent parties are compensated for the dishonest acts of others but it could prove to be very difficult to find insurers willing to underwrite policies that compensate the deliberatively dishonest insured. In a well-run insurance broking business there is, in reality, a low risk of such an event happening and this may be a risk that has to be borne.
· A wilful breach of an “approved products” list by an authorised representative would be a dishonest act. Underwriters may, however, be willing to insure against such an act on condition that they had the right to recovery against the authorised representative.
Scope of the Cover
·  While PI insurance should generally be available in the current market to cover insurance brokers for breaches of their obligations under Chapter 7 of the Corporations Act, there is likely to be difficulty in specifically covering compensation awards made by the IBD scheme if this is required. PI insurance covers events, while dispute schemes are available to persons. The marrying of persons with events could prove to be difficult for those drafting insurance policy wordings. 
Availability of compensation when a licensee ceases business
· A PI insurance policy continues to operate after a business becomes insolvent and it continues until the expiry date of the policy. Accordingly, coverage does usually automatically continue for a limited time after the licensee ceases business.
· The ASIC proposal paper considers a number of situations where ordinary PI insurance may not be available and suggests that run-off cover should be included for the longest period commercially available. While run-off cover is simply not available in the market place, it may be possible to introduce other methods of compensating clients after an insurance broker ceases business. For example, many insurance brokers, prior to ceasing business, sell their portfolio of business to another licensee that takes on the full responsibility for the ceasing broker’s earlier activities. In this way the clients of the ceasing broker are protected by the PI insurance of the new broker. 
· There may also be other ways in which the NIBA insurance broking facility could provide some form of limited run-off cover for its membership.
· The suggestions in the discussion paper such as changing ‘claims made’ to ‘claims incurred’ policies and having retail client claimants deal directly with insurers are simply not viable options within the existing PI insurance market.
· Also it is simply not possible to require a wound-up company to have run-off cover. A wound-up company is not subject to normal AFS licence requirements.
PI insurance requirements must cater for a variety of businesses

· PI insurance is fundamentally a protection for businesses and must be able to cater for a variety of situations including large and small businesses, multi-national groups, business groups with more than one AFS licence, Australian businesses with overseas operations and AFS licensees that provide other services than those for which they have a licence. ASIC’s PI insurance requirement must give businesses necessary flexibility and not affect normal commercial operations.
· ASIC should make it clear that it would be possible to satisfy its PI insurance requirements within a PI insurance policy taken out by an AFS licensee for their own protection. In other words it should be made clear that it is not necessary to hold a separate policy simply to satisfy ASIC’s PI insurance requirements for retail clients.    
The way forward
· NIBA would like to work with ASIC in developing PI insurance arrangements for insurance brokers that are commercially attractive while at the same time provide a reasonable level of protection for retail clients.
· The issues are complex and will need to be worked through carefully. The extent of the task should not be underestimated.
· NIBA believes that its existing PI insurance facility, modified with the endorsement of ASIC, could form the basis of PI insurance arrangements for insurance brokers that provide the necessary reasonable level of protection for both retail and wholesale clients.
· The task will be a time-consuming one. It will involve
· Developing new practices not previously available in Australia.
· ASIC and NIBA reaching agreement on the suitability of new arrangements.
· Rewriting insurance policies.
· Reaching agreement with insurance underwriters and reinsurers.
· Marketing the new arrangements to insurance brokers.
· Brokers taking up the new arrangement.
· Such a process will take considerable time and could not possibly be completed by the suggested start date of 1 July 2008. The start date for the new PI insurance arrangements may need to be deferred and/or alternatively a staged introduction of the new requirements should take place.
Answers to ASIC’s Specific Questions

Amount of Cover B3 Q1- 4
NIBA suggests that there should be greater flexibility than that proposed by ASIC. The amount of cover should depend upon the nature of the business e.g. insurance broking, the risks involved with the particular licensee and the market at the relevant time for PI insurance.

It is appropriate that the amount of cover required for insurance brokers be different than for other licensees such as stockbrokers or financial planners. The risks involved in the various financial sectors are considerably different and this should be reflected in the PI insurance requirements.

NIBA supports the minimum level of cover proposed for insurance brokers in the ASIC discussion paper. NIBA suggests, however, that ASIC make it clear that the proposal is for minimum cover and it should encourage insurance brokers to take out sufficient cover so as to adequately protect the business against claims from both retail and wholesale clients.

Scope of Cover C1 Q1 - 3

NIBA is fundamentally opposed to the idea that if the PI insurance cover falls short of an “ASIC optimum” the shortfall should be made up by the licensee using its own resources. 

The proposal is simply unrealistic and goes against the fundamentals of PI insurance. The exposures in relation to most gaps in PI insurance policies are likely to have a low probability of occurrence but carry a relatively high dollar exposure. Under this situation specific internal funding will usually fall well short of the amount required to satisfy the very occasional retail client claim.

 NIBA believes that it is necessary to consider any exclusion clause in a risk management environment with the exclusion being managed in an effective way by the individual licensee.

Please see additional earlier comments under the heading Policy Exclusions.

Alternative Arrangements D1 Q1 – 3

The problem with attempting to assess applications for approval of alternative arrangements against the same criteria as applying to PI insurance is the establishment of an appropriate benchmark. The required PI insurance policy will vary depending on the characteristics of the individual licensee, the area in which it is operating and its risk management systems. 

In other words there is no single benchmark to compare the alternative arrangements with.

NIBA suggests that it would be more appropriate to compare the alternative arrangements with reasonable protection that would be available for that licensee in the market place.

An ‘expert’ report could assist ASIC with the approval process for alternative arrangements but NIBA does not believe that it would be necessary in all situations.

NIBA has no difficulties with the examples chosen of alternative arrangements. There are, however, only two relatively narrow examples.  Further and broader examples would be helpful. Principles-based requirements should be well illustrated if they are to be understood by licensees generally.

Run-off Cover E1 Q1

Run-off cover as such is simply not readily available in the market place and accordingly is not a viable option. There are, however, other solutions or part solutions that should be explored. One of these is having a licensee that takes over another licensee’s business to assume responsibility for at least part of the ceasing licensee’s earlier activity.

See additional comments made earlier under the heading Availability of compensation when a licensee ceases business.

Who can provide the Cover F1 Q1

The cover should be able to be provided by any body or organisation that is legally able to do so. This would include authorised insurers, DOFIs that are exempt from authorisation specifically or otherwise and Discretionary Mutual Funds. ASIC should not attempt to be a prudential regulator and its approach should be determined by the general law.

Key Question for Licensee F1 Q2 – 3

NIBA does not have any difficulty with the key basic questions themselves and believes they are the type of questions that licensees should already be asking in relation to their existing PI insurance.  NIBA does, however, have difficulty with supplementary questions such as: Does the licensee have sufficient resources to cover these exclusions? (A more appropriate question would be; has the licensee considered the exclusions appropriately and as part of its risk management strategy?) or Does the policy provide run-off cover? If so, for how long? ( A more appropriate question would be; has the licensee given appropriate consideration to ways of increasing retail clients’ access to compensation following its cessation of business?) 

Some of the supplementary questions ignore market reality and/or assume that there is a single way of moving toward a desired outcome.

PI insurance should not be an expensive way of delivering reasonable consumer protection. NIBA suggests that ASIC’s PI insurance requirements should do little more than asked owners and/or directors of an AFS licensee to implement the type of protection that a reasonable person would introduce having regard to the risks involved with the business and the risk management and compliance systems that are already in place. ASIC’s PI insurance regulation should be able to be seen by licensees as self protection.  If ASIC attempts to go further, as it is suggesting in terms of run-off cover and exclusions, the relevant costs, including those resulting from industry disruption, will be significant. 

NIBA does not have any estimates of the additional compliance costs. Those costs will, however, depend heavily on the exact nature of the requirements.

Disclosure in FSGs F2 Q1

NIBA simply notes, at a time when emphasis is being placed on making disclosure simple and easily understood, ASIC is suggesting that considerable additional information about PI insurance be included in FSGs, something that was rejected by the Government when developing the relevant Regulation.

Licensee with Existing PI Insurance Requirements F3 Q1 – 2

These questions do not relate to insurance brokers and NIBA has no comment to make.

NEW Licensees F4 Q1
NIBA has no difficulty with ASIC asking a new licensee questions about the level, coverage and features of their PI insurance.

Exemption in relation APRA Regulated Bodies and Licensees with a Guarantee by an APRA Regulated Body G1 Q1 – 2
NIBA does not oppose ASIC’s proposal to approve guarantees where they provide no less protection than adequate PI insurance. The difficulty will be in determining what PI insurance would be adequate for the licensee concerned. NIBA suggests that it could be appropriate to compare the alternative arrangements with reasonable protection that would be available for that licensee in the market place.

 At this time NIBA does not expect the APRA guarantee exemption to be widely used by its members.
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