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7 June 2019


Financial Markets Policy
Building, Resources and Markets
Ministry of Business, Innovation and Employment
PO Box 1473
Wellington 6140

By email: financialconduct@mbie.govt.nz



SUBMISSION on “Conduct of Financial Institutions” Options Paper


1. Introduction

Thank you for the opportunity to make a submission on the Conduct of Financial Institutions Options Paper. This submission is from Consumer NZ, New Zealand’s leading consumer organisation. It has an acknowledged and respected reputation for independence and fairness as a provider of impartial and comprehensive consumer information and advice.

Contact: 	Aneleise Gawn 
Consumer NZ
Private Bag 6996
Wellington 6141
Phone: 04 384 7963 
Email: aneleise@consumer.org.nz

2. General comments 

Consumer NZ welcomes proposals to improve regulation of financial institutions. Our research shows existing standards of conduct in the financial services industry expose consumers to significant risks of being sold inappropriate and poor value products. These risks are exacerbated by commission-based selling practices. 

Our latest banking satisfaction survey found 23 percent of consumers had received unsolicited offers from their bank for financial products.[footnoteRef:1] Sixteen percent of consumers also said they’d felt pressured by bank staff into buying a product they didn’t need.  [1:  See https://www.consumer.org.nz/articles/bank-satisfaction-survey. Customers of ANZ were significantly more likely to report unsolicited offers of financial products. Twenty-seven percent of ANZ customers said they’d been offered unsolicited products by their bank in the past year. ] 


Products offered ranged from credit cards, to insurance and personal loans. In most cases, less than a third of those who received an offer considered it was a good option for them and suited their needs (see Table 1). 



Table 1: Response to unsolicited offers

	Financial product 
	% who agreed the product suited their needs

	Credit card
	29%

	Increase in credit card limit
	30%

	Life insurance
	19%

	Personal loan
	30%

	Contents insurance
	26%

	House insurance 
	19%

	Mortgage protection insurance 
	23%

	Personal loan repayment insurance
	39%

	Credit card repayment insurance 
	43%

	Mortgage top-up
	52%



We strongly support measures to improve consumer protection. However, we are concerned proposals in the options paper will not be adequate to achieve desired outcomes. In several areas, we would like to see safeguards better aligned with those in place or proposed in other jurisdictions. 

The effectiveness of any changes will also be dependent on regulators having stronger monitoring and enforcement powers, and being adequately resourced to use these powers. 

As the Financial Markets Authority (FMA) and Reserve Bank of New Zealand (RBNZ) reviews highlighted, existing gaps in legislation mean regulators have not been effectively monitoring industry behaviour. 


3. Answers to specific questions

[bookmark: _GoBack]Question 1: Which overarching duties should and should not be included in the regime? Are there other duties that should be considered? Do you agree with the pros and the cons of each duty? Do you have any estimates of the size of the costs and benefits of these options? Are there other impacts that are not identified?	

In general, we support the introduction of the duties listed in options 1 to 6. We note, however, that in several instances these duties do little more than reiterate obligations providers have under existing legislation. 

For example, the Consumer Guarantees Act already requires suppliers to carry out their services with reasonable care and skill. The proposed duty to act with due care, skill and diligence does not appear to extend this. 

In regard to option 1, we are concerned about the proposed wording. This option states providers would have a duty “to consider and prioritise the customer’s interest, to the extent reasonably practicable”. We consider the intent of the phrase “to the extent reasonably practicable” is unclear and makes the duty ambiguous.  

As currently drafted, we consider option 1 gives providers significant leeway to interpret this duty to suit their own interests. 

By way of comparison, the UK Treasury Select Committee report on consumers’ access to financial services recommended “all retail financial services, no matter which sector of the industry they operate in, should be acting in their customers’ best interests at all times”.[footnoteRef:2] We support a similar requirement in New Zealand.  [2:  See https://publications.parliament.uk/pa/cm201719/cmselect/cmtreasy/1642/164211.htm#_idTextAnchor035] 


Question 2: Do you think the overarching duty for managing conflicts of interest should be general (as it is currently worded) or focus on conflicts of interest that arise through remuneration? What are some examples of conflicts of interest that arise outside of conflicted remuneration and incentives?

We agree the overarching duty for managing conflicts of interest should be general to ensure it covers all relevant situations. 

We recently received a complaint from a bank customer who obtained pre-approved finance (through a broker) to purchase a property at auction. The customer submitted a pre-auction offer on the property and as a result, the auction was brought forward. The customer’s offer became the reserve price for the auction. 

A day before the auction, the customer’s personal banker advised the customer’s broker he was going to ask another bank employee to take over the customer’s business because he also wanted to bid on the property. Both the customer and the personal banker bid at the auction. 

The customer complained to us that the personal banker had knowledge of his maximum bidding price, his confidential pre-auction offer and potentially, the reserve price. Although neither party was successful in purchasing the property, we consider the bank employee had a clear conflict of interest and this conflict was not well managed.  

This case illustrates the need for a duty that is sufficiently broad to capture the range of situations where a conflict of interest may arise. However, we do not believe all conflicts can be successfully managed. In certain circumstances, the conflict should be prevented from arising. 

We consider there should be a ban on cross-selling and unsolicited selling of certain products, similar to the bans proposed by the Australian Royal Commission (ARC) into misconduct in the banking, superannuation and financial services industry. The ARC proposed a range of ways to eliminate conflicts that should be considered here. 

Question 3: Is a code of practice required to provide greater certainty about what each overarching duty means in practice?

We would support a code of practice to provide greater certainty about what each overarching duty meant in practice, provided the code was binding. We do not see much benefit in a code that lacks legal status. 

Question 4: Which options for improving product design do you prefer and why? Do you agree with the pros and cons of the options? Are there other impacts that are not identified? Are there other options that should be considered? Do you have any estimates of the size of the costs and benefits of the options?

Of the options proposed, we support option 1 (giving the regulator the power to ban or stop the distribution of specific products). We would support option 3 as an additional measure. 

For option 1 to be effective, we consider standard form insurance contracts will need to be brought under the Fair Trading Act’s ban on unfair terms. The industry is largely excluded from this ban, allowing contracts to be offered with terms that significantly disadvantage consumers. 

An example is funeral insurance policies that require the consumer to pay more in premiums than the policy is worth. 

We also consider option 3 should better reflect the design and distribution obligations in Australia. These obligations require issuers of regulated financial products to make a target market determination for financial products and take reasonable steps to ensure the distribution of a product is consistent with that determination.

Question 5: If a design and distribution requirement like option 3 were chosen, are there particular products for which this is more necessary than others? If so, please explain why.

We consider insurance products warrant particular attention. We continue to receive complaints from consumers about insurance products being mis-sold. These complaints cover products ranging from payment protection insurance to life insurance. 

Question 6: Which options for improving product distribution do you prefer and why? Do you agree with the pros and cons of the options? Are there other impacts that are not identified – such as unintended consequences or impacts on particular business models? Are there other options that should be considered? Do you have any estimates of the size of the costs and benefits of the options? 

As noted above, we are concerned about the potential harm to consumers from the sales incentives used to remunerate staff and sales representatives in the financial services industry. In particular, we do not believe commission-based selling of financial products benefits consumers. It is also inconsistent with responsible lending obligations. 

We do not consider option 1 (a duty to design remuneration and incentives in a way that is likely to promote good customer outcomes) will be sufficient to achieve required culture and conduct changes. We have not seen robust evidence that sales incentives can be designed in a way to remove the inherent conflict of interest they create. 

Option 2 proposes banning only target-based remuneration and incentives. While this is a step forward, it will not resolve problems as institutions are likely to incentivise sales through other means. For example, they could offer incentives on the sale of certain products, but not others. 

Option 3 proposes a ban on all in-house remuneration and incentives linked to sales measures. While this option recognises target-based remuneration is not the only issue that needs to be addressed, it is limited to in-house staff and will not apply to intermediaries. 

Our research on the insurance industry indicates sales incentives paid to intermediaries are leading to poorer consumer outcomes. We found consumers who purchased insurance through a broker were significantly less likely to be satisfied with the service they got, compared with those who bought direct from an insurance company. 

This difference was the most pronounced among respondents with life insurance policies. Just 28 percent of those who bought life insurance through a broker were happy with the customer support provided, compared with 44 percent who bought direct from an insurance company. 

Similar differences were seen in satisfaction ratings for price and policy information. Only 34 percent of those who bought life insurance through a broker felt their policy was easy to understand, compared with 49 percent of respondents who bought direct from an insurance company.[footnoteRef:3]  [3:  Results for life insurance based on survey research with 2426 Consumer NZ members. ] 


We have similar concerns about the mortgage broking industry. Our 2017 survey found only half (51 percent) of those who saw a broker in the past five years were very satisfied with the service they got. Only 48 percent were satisfied the broker acted in their best interests.[footnoteRef:4]  [4:  See https://www.consumer.org.nz/articles/mortgage-brokers#article-commission-issues ] 


In Australia, the ARC recommended commissions to mortgage brokers be banned and replaced by upfront fees. The ARC also recommended the banning of trail commissions. We support similar changes here. 

If this does not happen, parameters will need to be placed around the structure of commissions paid to intermediaries. Intermediaries and the aggregator groups they work through must also be required to publicly disclose information about their commissions. 

In regard to mortgage brokers and aggregator firms, we’ve previously recommended there should be public reporting on:
(a) The actual value of remuneration received by aggregators and the potential value if all criteria for remunerations were satisfied
(b) The average pricing of home loans that brokers obtain on behalf of consumers
(c) The average pricing of home loans provided by lenders according to each distribution channel
(d) The distribution of loans by brokers between lenders to give consumers a better indication of the range of loans that brokers within the network offer.

Question 8: What is your feedback on imposing a duty to ensure claims handling is fair, timely and transparent? Do you agree with the pros and cons? Are there other impacts that are not identified? Are there other options that should be considered? Do you have any estimates of the size of the costs and benefits of this option?

We strongly support a duty to ensure claims handling is fair, timely and transparent. 

We receive regular complaints about the handling of insurance claims. In our latest consumer survey, nearly a quarter of policyholders reported having a problem with their insurance company. The most common complaints were:
· having a claim unreasonably declined (25 percent) 
· poor customer service (16 percent) 
· expensive premiums (16 percent) 
· feeling pressured to accept a settlement (11 percent)
· mistakes in processing a claim (seven percent) 
· being sold an unsuitable policy (six percent) 
· incorrect charges (five percent) 
· having a policy cancelled (three percent).[footnoteRef:5]  [5:  Data are from a nationally representative survey of 1069 New Zealanders, aged 18 years and older.] 


We agree with the ARC that “there can be no basis in principle or in practice to say that obliging an insurer to handle claims efficiently, honestly and fairly is to impose on the individual insurer, or the industry more generally, a burden it should not bear.”[footnoteRef:6]  [6:  See https://www.royalcommission.gov.au/sites/default/files/2019-02/fsrc-volume-1-final-report.pdf [p309]] 


Question 9: If this option were to be adopted, should an attempt be made to clarify what fair, timely and transparent mean? Why? Why not? What are the benefits and costs of doing so? 

Yes, we think it would be useful to clarify what these concepts mean. 

Question 10: What is your feedback on requiring the settlement of claims within a set time? Are there other impacts that are not identified? How do you think that expectations should be designed? Should there be different time requirements for different types of insurance? Do you have any estimates of the size of the costs and benefits of this option?

We would support requiring the settlement of claims within a set time. We note that in many US states, regulations set a timeframe for how promptly an insurance company must acknowledge, investigate and settle a claim. 

If this option is not progressed, we consider insurers should be required to publicly report on their claims handling processes, including the average claim processing time, and their claims ratio. 

Question 11: Do you agree with this option to empower and resource the FMA to monitor and enforce compliance? Do you agree with the pros and cons? Are there other impacts that are not identified? Are there other options that should be considered? Do you have any estimates of the size of the costs and benefits of the options?

Yes, we strongly support the FMA being empowered and resourced to monitor and enforce compliance. Legislative changes will not be effective without strong monitoring and enforcement. 

Question 12: What is your feedback on the option to require banks and insurers to obtain a conduct licence? 

We support requiring banks and insurers to obtain a conduct licence. We consider this would establish a baseline for conduct, ensure providers were fully aware of their obligations to consumers and provide the regulator with better ability to monitor compliance.  

Question 13: What is your feedback on this broad range of regulatory tools? Do you agree with the pros and cons? Are there other impacts that are not identified? Are there other options that should be considered? Do you have any estimates of the size of the costs and benefits of the options?

We strongly support the regulator being given a broad range of regulatory tools and being able to require financial institutions to do or refrain from doing certain acts.

Question 14: Do you think that the maximum pecuniary penalties for breaches of any conduct duties should be the same as the existing FMC Act penalties? If there a case for making the penalties higher?

We support strong pecuniary penalties in order to deter non-compliance. In our view, the penalties in the FMC Act may not always be sufficient to penalise the breach. We therefore support higher penalties, similar to those that can be imposed in Australia.

Question 15: What is your feedback on the option of executive accountability?

We support the option to introduce executive accountability. We consider it will help improve conduct in the industry. 

Question 16: What is your feedback on the whistleblowing option? 

We support putting better whistleblowing procedures in place. As the FMA and RBNZ found, existing procedures are not effective and are seldom used. 

Question 17: What is your feedback on the option of regular reporting on the industry? Do you agree with the pros and the cons? Are there other impacts that are not identified? Are there other options that should be considered? Do you have any estimates of the size of the costs and benefits of the options?

We strongly support a requirement for regular reporting. We consider there is not currently sufficient information available for consumers to help inform their decisions when choosing a bank or insurance company. As noted above, there are several areas where disclosure requirements need to be significantly improved. 

We also recommend disputes schemes be required to publish their decisions. 

Question 18: What is your feedback on the role of industry bodies? 

We support the conclusion that problems will not be resolved by expanding and formalising the role of industry bodies. These bodies have failed to address problems and we do not see that giving them legislative status will change this. 

Question 19: What is your feedback on the options regarding who the conduct regime should apply to? In particular: Do you agree with the pros and cons of the options? Are there other impacts that are not identified e.g. do the proposed overarching duties conflict with existing regulation that applies to other financial institutions? Are there other options that should be considered? Do you have any estimates of the size of the costs and benefits of the options?

We support applying the package of options to all financial service providers that offer similar services to banks and insurers. In our view, the same rules should apply to all providers. 


Thank you for the opportunity to make a submission. If you require any further information, please do not hesitate to contact me. 

Yours sincerely




Sue Chetwin
Chief Executive 
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