1 That the purpose of the EQC Act be to establish a Crown-owned natural disaster
insurance scheme for residential buildings in New Zealand that:

supports, complements and is closely coordinated with the provision of effective private
insurance services to the owners of residential buildings

recognises the importance of housing in supporting the recovery of communities after a
natural disaster

supports improved resilience of New Zealand communities and an efficient approach to
the overall management of natural hazard risk and recovery in New Zealand

contributes to the effective management by the Crown of fiscal risks associated with
natural disasters.

la Do you agree that these purposes are appropriate and complete?

Although ICNZ supports these purposes of the Act, we believe a prime purpose of
the Act, namely, to ensure that people living in insured residential dwellings can be
re-housed after a natural disaster should be stated more explicitly.

New Zealand is one of the world’s most vulnerable economies to the impact of
natural disaster as a percentage of GDP!. Fortunately, New Zealand has one of the
highest levels of insurance penetration. High levels of insurance cover benefit
society by sharing the risk and reducing the cost that individuals, businesses, local
and central government would otherwise have to meet.

In New Zealand, house and contents insurance is not compulsory, so individuals
make choices over the risks they are willing to take and how much of that risk they
transfer to others such as insurers. Levels of private house insurance uptake is
extremely high at about 98%. This in turn equates to public insurance cover
provided by the Earthquake Commission because its cover applies when private
insurance cover is in place. This level of coverage demonstrates that insurance
cover is both accessible and available to all.

ICNZ believes that New Zealand should continue to maintain as far as possible
these high levels of insurance cover. For that to be achieved, it is essential that
cover remains affordable and accessible to New Zealanders. This will occur if EQC
cover appropriately supports the provision of private insurance cover. ICNZ notes
that four objectives for legislation in the Cabinet Committee paper on this aspect are
more explicit in this regard than in the discussion document. For instance, an
objective in the Cabinet Paper is ‘to minimise the potential for property-owners to
experience socially unacceptable distress and loss in the event of a natural disaster’.
ICNZ’s view is that the importance of this objective highlights an issue we raise later

! Lloyd’s Global Underinsurance Report compiled by the Centre for Economics and Business research Ltd,
2012.
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in this submission about the risk posed by the proposal in the discussion document
to include ‘siteworks’ as part of the building cover.

Lessons learned from the Canterbury earthquake series also illustrate the
importance of removing or reducing as far as possible frictional costs and duplication
that occurred between EQC and insurers. The EQC scheme needs to be simpler
and clearer in order to enable a more efficient and effective post-disaster recovery
for the benefit of homeowners, EQC and insurers. We see the first three purposes
in the discussion document contributing to that outcome.

We support purposes two and three. Our experience from Canterbury is that the
legislation impacts how EQC interacts with private insurers and has a large
bearing on the overall consumer experience and time to reinstate following loss.

The scheme introduces unnecessary complexity by providing its own cover terms
and conditions and this creates a number of issues in reinstatement; multiple
assessments; different rebuild standards and methodologies to name a few. This
encourages disputes and litigation and results in cost and time inefficiencies.

We believe the best way in which to complement cover offered by private insurers
is by EQC acting as first insurer for the first loss only. New Zealand’s approach to
sharing the risk of natural disaster between the public and private sectors on the basis
that the former picks up the first loss is the envy of the world. It has enabled very high
penetration (98%) for catastrophe cover. As long as EQC'’s role as covering the first loss
remains, then New Zealanders should be allowed to choose their preferred insurance
supplier in the knowledge that they will receive the same standard of
reinstatement and cover irrespective of the value of their claim after a disaster
which is clearly stated in the policy they purchase. This will be achieved if the
EQC cover follows that of the insurer, thereby removing the difficulties that arise
with two standards of assessment and repair methodology applying to the one

property.

We also support the fourth purpose as insurers themselves prudently seek to
effectively manage their financial risks with respect to natural disasters. The
Canterbury earthquake series occurred in the wake of the global financial crisis and
incurred losses estimated by The Treasury to be about $NZ40 billion, of which about
$20 billion will be covered by private insurers and $13 billion by EQC. If New
Zealand did not have high rates of insurance penetration, then the Crown would
have incurred additional costs in a challenging economic environment. For these
reasons, it is important that private insurance cover remains affordable and
available to all. This is one reason why ICNZ points to the need for the Government
to monitor regulatory costs that attach to the premiums homeowners pay.

The discussion document refers to a suggestion that EQC be permitted to play a
role in natural hazard mitigation either by funding mitigation or carrying out mitigation
works itself. It is said the proposed purpose statement is broad enough to permit but
not require this activity. ICNZ supports the notion of mitigation to reduce risk, but we

2 We believe ‘siteworks’ is a misnomer for the extent of the work it is proposed to cover and that there
should more appropriately be a separate ‘land cover’ which will be more limited than the current EQC Act
provides for.
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would oppose post-disaster, area-wide as in suburb-wide mitigation activity being
funded by EQC if that were to reduce the amount payable to individual homeowners
by EQC. This would cloud the purpose of EQC cover and provide benefit to those
who do not insure. It would also reduce the funding available from the EQC cap to
individual properties which the discussion document proposes would fall under a
single building cover. Area-wide mitigation should not absolve EQC from its site-by-
site liability to homeowners who have purchased insurance.

Our proposal to have a separate, redefined ‘landworks’ (as opposed to ‘siteworks’
cover) and building cover addresses the issues thrown up by area-wide remediation
later in the submission. Our approach reflects clarification from The Treasury that
the reference to ‘area-wide’ mitigation in the discussion document is intended to be
far more limited in its application to specific residences as opposed to suburbs.

1b If not, what changes would you suggest, and why?

Please see commentary above in reference to the Cabinet paper’s objectives for
legislation.

In addition, the objective in the Cabinet Paper that the legislation ought to “support
the contribution of a well-functioning insurance industry to [encourage] economic
growth opportunities in New Zealand” should be borne in mind in relation to the
matters we discuss below. EQC and the insurance industry must work together with
as much alignment as possible and this is a theme that underpins many of our
recommendations and submissions below. It is also important to bear in mind that
it is the same global capital markets that help protect both EQC and the insurance
industry (i.e. the reinsurers).

What types of perils will EQC cover?

2 That EQC continue to insure against the following perils: earthquake,
natural landslip, volcanic eruption, hydrothermal activity, tsunami, and storm
and flood (with, in the case of storm and flood, only residential land being
covered).

2b If not, what changes would you suggest, and why?

ICNZ supports EQC continuing to cover those perils listed, subject to our comments
below in relation to the need to redefine and separate ‘siteworks’ or what we now
refer to as ‘landworks’ from the overall EQC building cap. This new approach would
mean EQC has obligations to reinstate land damaged by a specified natural peril to
provide a building platform on which a dwelling that complies with the Building Code
can be reinstated. The rationale for this is covered later in this submission.
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We note that the discussion document under the heading ‘technical issues’ refers
to a proposal to change the definition of ‘volcanic activity’. ICNZ is not aware of the
detail of the proposed extension of cover that is contemplated, but in principle would
support a definition of this natural peril that is more comprehensive as this would
minimise disputes around EQC cover. Further, and more importantly EQC and
insurers’ cover need to align. Currently, some insurers provide volcanic cover that
mirrors the EQC Act. More information on the change of definition is needed in order
to confirm our view.

What types of property will EQC insure?

3 That EQC building cover continue to be available to residential buildings
and dwellings in non-residential buildings.

3a Do you agree that EQC building cover should continue to only be available
to residential buildings and dwellings in non-residential buildings?

ICNZ supports the continuation of EQC cover for dwellings in residential and non-
residential buildings where the residential component is 50% or more of the
building’s use. This acknowledges that more people are likely to reside in
apartments in mixed use buildings in future. Those who choose to live in apartments
or who cannot afford to live in houses should not be disadvantaged by a scheme
which has a purpose that recognises the importance of housing in supporting the
recovery of communities after a natural disaster. There would be further
disadvantages for residents if no EQC cover applied because they would also face
the prospect of more limited cover as standard commercial deductibles for
earthquake range may be up to 5% of the sum insured for the building.

If this approach is taken, then it would make sense to align the EQC’s definition of
an event with that which applies to commercial buildings. Currently EQC uses a 48-
hour period to define separate events for residential cover. This should be changed
to 72 hours to align with standard commercial cover that body corporates purchase
(see also response to 8b).

ICNZ notes that many mixed use buildings with commercial, retail operations and
some residential use lend themselves by their very nature to complexity around the
collection and calculation of the levy and reinstatement following damage. Much of
this cover is brokered business and can lead to disputes as to whether the correct
EQC levy has been collected if at all. Consideration should be given to placing a
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more explicit requirement on body corporates and/or brokers to ensure the levy is
appropriately applied and collected.

Later, in this submission, we propose an alternative to the two approaches in the
discussion document as to how EQC cover reinstates during the period of
insurance. One reason for this alternative is to avoid encouraging under-insurance
from occurring where the status quo allows reinstatement to occur after each loss
on an open-ended basis. In apartment buildings, this is likely to occur more
frequently because they are typically lower cost properties. So, it is not difficult to
imagine how multiple reinstatements would far exceed the sum insured of an
apartment. So, if there is a preference to provide residents with EQC cover in a
mixed use building, there is more reason to support our alternative approach to
reinstatement of EQC cover.

One recommendation we do have for small apartments of less than 100 sg/m is that
the Act be amended to enable the sum insured be used as a basis of calculating the
levy. EQC have been requiring either the size of the unit or a certificate related to
the value of a rebuild.

3b If not, what forms of accommodation or living arrangements do you think
should be added or removed, and why?

ICNZ supports the status quo where EQC cover applies to all residential units in
multi-use buildings, but where damage beyond the unit is only covered by EQC if
the dwelling constitutes 50% or more of the total area of the building. This provides
administrative simplicity as to what the EQC levy applies to and therefore clarity of
cover.

ICNZ supports holiday homes being included under EQC cover largely on the
grounds of simplicity and clarity of claims administration. ICNZ believes that trying
to exclude holiday homes would give rise to definitional problems requiring insurers
to distinguish between a primary and secondary home.

ICNZ also supports EQC cover applying to retirement villages but not to nursing
homes reflecting that they are distinguishable on the basis that one is a dwelling of
choice while the other is determined by patient care arrangements. However, the
line between the two may not always be entirely clear as care arrangements can be
provided in retirement villages, so greater definition in this area is desirable.

We also understand that under the Act that retirement villages are covered where
the units are owned by residents, but units occupied under a license agreement are
not. Again, there is a need for greater clarity particularly since residents will include
elderly, vulnerable people whose expectations are that they do have EQC cover.
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4 That EQC land cover only be available for land associated with residential
buildings. Therefore, dwellings in non-residential buildings would not receive
any EQC land cover.

4a Do you agree that EQC land cover should only be available for land
associated with residential buildings?

ICNZ supports this proposal. This is consistent with the purpose of the Act to re-
house people after a natural disaster.

Those who choose to live in residential units within commercial buildings (where
most of the building’s use is commercial) should not be entitled to land cover.
Commercial insurance for such buildings provides no land cover. The principle that
should apply is to restore the owner to the position they were in prior to the disaster.
This would mean reinstatement of the dwelling, not the land, or in the event of the
total loss of the building, the payment of the sum insured that would enable purchase
of a dwelling in another commercial building.

It would also be inappropriate to provide EQC land cover for undeveloped land
where there is no residence. It would also introduce administrative complexity to the
scheme to provide such cover as the levy attaches to the insurance cover and
insurers do not insure land.

The Canterbury experience did highlight that a few landowners on un-developed
sites in the Red Zone were left exposed after the disaster. Appropriately, no EQC
funds were used to provide compensation to these individuals. If Red Zoning occurs
in the future, the question of compensation should remain a Government decision,
but should not be covered by EQC.

4b If not, what coverage of land cover would you prefer, and why?
See answer to 4a.

Extending building cover to include more siteworks and main access way

5 That EQC building cover be extended to include siteworks and the main
access to the building.
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5a Do you agree that EQC building cover be extended to include siteworks
and the main access to the building?

As a general observation, the Canterbury experience shows that land can be
damaged in earthquakes to such a degree that it compromises normal building
solutions for reinstatement. EQC has an obligation to reinstate land to enable
rehousing to occur. In many instances, the remediation solutions for repairing or
rebuilding on badly damaged land will involve a combination of land remediation
around the foundation works and site specific engineering/foundations. It is vitally
important to appreciate this point as it drives to the heart of the purpose to ensure
people are rehoused after a natural disaster.

Many of the land issues in Christchurch have stemmed from the need for EQC to
return the land to its pre-disaster state or, if that is not practicable, to provide
appropriate compensation. This stems from the origins of the land cover which
came into effect after the 1979 Abbotsford disaster where land was lost completely
and there was an identified need for the Act to ensure there was sufficient land
compensation to enable a house to be built on another site. This is limited to the
value of the minimum area that a Territorial Authority would consent for a house to
be built on.

The changes to the Act after Abbotsford meant separate cover was created for
buildings and land. The High Court recently found that the way the current Act is
worded, land damage cannot be indemnified by building repair.

In our view, the purpose of the EQC cover should be to ensure that a building
platform can be provided upon which a house can be built after a disaster which is
wholly consistent with a prime purpose of the Act and the reason for introducing
land cover post-Abbotsford. For this reason, ICNZ proposes introducing the concept
of ‘landworks’ cover which would be separate from the building cover. It is important
to note that private insurers have never — and likely will never — indemnify land.
Without EQC land cover to provide a platform for a building, landworks costs to
reinstate a building may be unaffordable for homeowners.

The ‘Landworks’ concept proposed by ICNZ would include requiring EQC to meet
the additional foundation/earthwork costs resulting from damage to land due to
earthquake (or other natural perils it covers) over and above what would be required
to repair or rebuild under current Building Act requirements as specified by the
Territorial Authority. Essentially, EQC would pay (in addition to the building cap) for
the necessary earthworks and/or enhanced foundations required to provide a
building platform in terms of the most cost effective engineering solution. The point
being that EQC has a role to indemnify for the drop in quality of the land as a result
of natural disaster, which reduces the land’s ability to provide an effective platform
for the building. Further, noting the High Court’s decision above, indemnification for
land damage must not be limited to remediation of the land itself. The Act must allow
land damage to be remedied through repairs to the building. For example, a
hypothetical building could be reinstated with either a $100,000 horizontal soil
mixing technique or $50,000 gravel raft (which involves some work on the ground
and an enhanced foundation). Currently, because of the High Court’s decision, EQC
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would be restricted to the $100,000 solution despite the fact that a more affordable
and effective solution exists to remedy the drop in quality of the land as a platform
for the building. For this reason we submit landworks to remedy land damage to
reinstate a platform for the building could include some part of the foundation work
(though this would be payable under EQC'’s land cover, not the building cap).

Landworks would also include all earthworks, retaining-wall reinstatement and other
factors required to enable a repair or rebuild to occur. The thrust of the definition
proposed below is designed to simplify what insurers and EQC cover.

In our view, this approach would remove the difficulties presently experienced in
terms of the overlap between land and building cover. The way the discussion
document proposes inclusion of siteworks within the building cap creates a new
set of insurmountable problems.

ICNZ does not support the inclusion of siteworks as part of the building cover. We
believe that the insured could be dramatically exposed to the risk of being under-
insured as a result of the proposal to combine site works as part of the building
cover. This results from operating in a sum insured environment where the onus of
estimating the appropriate level of insurance rests with the insured. For instance,
in Wellington, where many homes are located on hillsides, homeowners could not
or would not be able to estimate their siteworks costs. A geotechnical survey may
be needed that would include the taking of one or more core samples for analysis.
This could also mean that homeowners in higher risk areas may not insure at all
due to the perceived additional cost and effort required to arrange this testing. An
analogous scenario is that found in health and life insurance where medical
examinations and tests act as a disincentive to people to take out more or
improved insurance cover due to the additional time and cost involved.

The insuring public have little experience of quantifying building costs and while
various sum insured calculators ask questions on slope of section, retaining walls
and pathways they will not be able to provide information for the problem sites.
Even if problematic sites were known (which they will not always be), they would
require a site specific assessment of likely sitework costs - an expensive
proposition for a homeowner to arrange. Indeed, the amount of cover required
would in turn depend on the nature and severity of the natural disaster event. It
would be highly likely that siteworks would be grossly underestimated which would
result in a much lower amount being left available to build or repair a house. This
leaves insureds in the invidious position that for each location it will be unknown
what portion of the deductible will be available for the building because they will
not have been able to determine in advance the likely site work costs.

EQC’s cap could be completely used up on complex siteworks. If that occurred
then the sum insured remaining for the rebuild of the dwelling may not be
sufficient. For example in the case of say, an $800,000 sum insured home, if
$200,000 is spent on siteworks then only $600,000 would remain to build an
expected $800,000 home. By including the siteworks in the EQC cap the risk of
any shortfall, currently held by EQC, would fall on the homeowner. If there were
extensive underinsurance, then this would pose a risk to the Crown.

The proposal as it stands also potentially leaves insurers exposed to costs for land
or ‘earthworks’ which they do not provide cover for. The EQC deductible (or ‘cap’)
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applicable to the building has a very significant impact on the level of residual risk
that insurers are taking and this impact operates in a geared sort of way. Not
knowing the amount of the deductible applicable to the building is thus a material
problem from a risk and pricing perspective which will result in detrimental results
for the homeowner.

EQC has not been able to provide any data on separate sitework costs which
therefore makes any attempt at correctly pricing such cover impossible. In the
absence of established models and statistical data private insurers would have to
make assumptions erring on the high side, even allowing for coverage within an
EQC cap. Such increases in premium, inflated for all the uncertainty, would not
meet Treasury’s purpose of affordable premiums for homeowners.

Private insurers are prudentially regulated by the Reserve Bank of New Zealand
under the Insurance (Prudential Supervision) Act 2010 and as part of that
oversight the Bank requires insurers to work within solvency standards regulating
that sufficient reinsurance be held to allow for a 1 in 1,000 year event. To
determine what that exposure might be insurers use earthquake models
developed by recognised modelling companies. At present the available
earthquake models cannot account for site works. To allow any degree of
confidence in the modelled results to be given to the private insurers’ Appointed
Actuaries (who are responsible under the Act to determine the 1 in 1,000 year
event limit) the modellers will be required to disregard the EQC cap to some extent
to allow for the fact that in some cases private insurers will be covering the
rebuilding cost from ground up rather than with the EQC deductible. This will
increase the modelled loss resulting in higher reinsurance premiums which will
ultimately work through to homeowners.

The Cabinet Paper at paragraph 34 speaks of historic EQC data and suggests that
85% of land claims may be less than $20,000 and that officials have suggested
that $20,000-$50,000 be included in the cap for siteworks. Siteworks may on
average be in the vicinity of these amounts but of course they are not the ones of
the greatest concern; it is the outliers from a large event that needs fuller
consideration as they may exhaust the full cap in an extensive and widespread
natural disaster that require consideration. It is a fact that EQC’s data on such
costs is limited which makes modelling of the risk a significant unknown.

The proposal in the discussion document would also likely lead to more cash-
settled, total loss situations because siteworks would be significantly
underestimated. Overall, this proposal shifts all the risk to the insured who would
not be in a position to manage their reinstatement as well as would otherwise be
the case.

ICNZ'’s discussions with The Treasury on this issue have proved helpful. The
Treasury finds the risk of underinsurance and the risk to the Crown the most
persuasive argument. It is not convinced about the matters raised by the fact that
insurers do not insure land or ‘earthworks’ saying that insurers take on the risk of
rebuilding a property and if EQC did not exist, then such work would be part of the
building cover. It says insurers provide just such cover in Australia where several
of those who provide residential cover in New Zealand provide cover. The
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Treasury also favours a single cover because it says that would better enable an
economic decision to be made around land reinstatement. For instance, it would
more clearly determine the merits of rebuilding a property in Wellington’s Oriental
Parade relative to one on a hillside in a less affluent area.

ICNZ’s counter to this is that ‘siteworks’ is normally regarded as scraping land to
prepare for the laying of foundations and not more invasive work which is
necessary in New Zealand involving geotechnical land testing on a site by site
basis. In Australia, insurers do not insure the land beneath the house and so is not
priced for in the cover provided there. If the intention of the discussion document is
that ‘siteworks’ include any work required to rebuild the house, then the costs
could be quite considerable, such as, if a landslip damaged a property.

Further, with the proposal for the building cover to include reinstatement of the
main access way and retaining-walls the situation becomes more complex and
likely a lot more expensive. Rebuild modelling is based around the rebuild of the
dwelling itself and does not include retaining-walls and access ways. Modelling
retaining-wall costs are particularly challenging in part because many of these
have shared ownership. There is also a lack of clarity around access ways, for
instance, would a crack on a small part of an access way require a rebuild of the
entire access way?

In addition, homeowners will also face the challenge of estimating the complex
overlay of costs associated with demand surge inflation during a recovery period
that could last five years or more. Further, ICNZ’s proposed solution below
mitigates each of these factors.

While it might be possible to model damage over a wide area based around
average losses, it will not be possible without detailed site specific inspections to
estimate rebuild costs. This means that even though modelling might solve some
of the problems that arise from a single building cover, the insured would still
remain significantly exposed to underinsurance which runs counter to the
objectives of reform.

ICNZ submits that the solution to these problems lies in having a separate building
and ‘landworks’ cover. The building cover would be capped at $150,000, a lower
amount, than the discussion document proposes which recognises the costs to be
picked up by ‘landworks’.

The landworks cover would be limited to the economic value of the land. The ‘land’
would be defined as the minimum area that a Territorial Authority would provide
consent for a property to be built on.

Landworks would be based on the most cost-effective solution and would include:

- Any land/foundation works resulting from damage to land due to earthquake
(or other natural perils EQC covers) over and above what would be required
to repair or rebuild under current Building Act requirements as specified by
the Territorial Authority. A holistic view of remediation would be adopted to
enable a property to be repaired or rebuilt consistent with a least-cost land-
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foundation engineering solution, but separate landworks and building cover

would continue. By way of example:

o A site with a land value of $300,000 has land damage which will cost
$200,000 to remediate and the foundation solution necessary following
land remediation would be $50,000; BUT

o Instead of doing the extensive land remediation at a cost of $200,000,
simpler land remediation can be undertaken at a cost of $100,000 if
combined with an enhanced foundation solution costing $100,000.
Clearly, the latter is a more efficient and fiscally responsible way of
indemnifying the homeowner because a total of $200,000 (instead of
$250,000) is required to achieve the same result. In our view the Act
should make it clear that EQC can discharge its obligation in the above
example by paying $200,000 from the land cap.

o This approach is the most financially viable and efficient way to
manage land claims. EQC is simply being provided with the legislative
mandate to consider the most reasonable, economic and practicable
way of resolving land issues. It also removes any potential driver on
the part of either EQC or the insurer to push costs between land or
building cap as the economic “ruler” provides an objective test as to the
most appropriate outcome.

- All post-event testing (including geotechnical or other expert investigation
work) required to develop and enable reinstatement solutions on the site.
(Of course the geotechnical and other testing costs which are carried out for
EQC’s purposes of damage assessment would not form part of the
landworks cover as this is a claims handling expense incurred by EQC in
order to assess the claim and its own potential liability).

- Removal of spoll (liquefaction, volcanic ash), potentially dangerous
elements (e.g. rocks that may fall)

- The level of cover for retaining-walls as is currently outlined in the Act
should be changed from indemnity to replacement value

- Drainage including soak pits

- The main access way, including bridges

- Costs to comply with hazards (under section 71-74 of the Building Act and
RMA compliance

- All retaining-wall reinstatements necessary to enable a rebuild or repair to
proceed consistent with a least cost land-foundation engineering solution.

- ‘Area-wide’ work (which we understand following discussions with Treasury
to mean work carried out outside the boundaries of the damaged property
that is required to enable a repair/rebuild at the specific site to occur). In
other words, area-wide mitigation work such as bunds or levees would not
deplete a homeowner’s landworks cover, but costs (for example) to work on
a cliff adjacent to a site but not owned by that homeowner could be covered
as landworks necessary to remedy the damage to the owner’s site.

- Any land or foundation work which is the most sensible and economic
solution to adopt at a particular site would not be rejected solely on the
basis that there may be some element of land improvement as a natural
incidence of the remediation solution. Our experience in Canterbury has
shown that EQC feel compelled to draw a hard (and, in our view, artificial)
line where a remediation solution may include an element of land
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improvement, even though unavoidable improvement may result due to the
remediation work.

Such an approach would address several frictional issues that have arisen in
Christchurch.

First, it removes the current difficulties homeowners and insurers are experiencing
with EQC over whether it will contribute to earthworks that have been carried out
in order to progress repairs and rebuilds based on least cost engineering land
remediation-foundation solutions.

Second, it describes how cash settled properties can be fairly compensated for
land loss.

Third, it caps the exposure of EQC to the economic value of a defined area of land
enabling it to model its exposure and calculate the impact of that on the levy —
currently EQC has no ability to calculate its exposure to land and charges no levy
for land cover.

Fourth, it addresses the need to draw down on the building cover for area-wide
remediation.

We also note that it has long been the position that EQC compensates
homeowners for the costs for dealing with vulnerabilities such as flood and
liquefaction caused by natural hazards. The proposal in the discussion document
to no longer provide this compensation is a relatively significant departure from
this position. While this issue does not directly impact the insurance industry we
anticipate that other submitters may wish to see further consideration given to this
issue and the reasons for this change.

5b If not, what do you think should be done instead, and why?

See answer to 5a.

EQC to no longer provide contents insurance

6 That EQC no longer offer residential contents insurance.

6a Do you agree that EQC should no longer offer residential contents
insurance?

ICNZ supports this change. The private insurance market will be able to cover this

additional risk and by removing EQC from dealing with any claims it also removes
another potential frictional cost and duplication of effort and resources between
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EQC and private insurers. Further, a purpose of the Act is to focus on reinstatement
of residential dwelling post catastrophe, and compensation for contents damage
below $20,000 is not central to that purpose.

A point that is sometimes missed in public discussion about the status quo is that
individuals must have private contents cover in order to have EQC cover available
to them. We note data released by EQC shows from 1997 t02015 (including the
Canterbury earthquake series) the sum cost of contents claims for all perils covered
by EQC was $540 million. For the ‘business as usual’ years, 1997-2009, the total
was only about $7.5 million.

Clarity though is required on those items considered to be or not to be contents.
Items such as landlord’s chattels and carpets and drapes could be considered either
a house component or contents depending on an individual insurer’s wordings. The
best approach is for the EQC cover to follow the individual insurer’s policy rather
than seek to define this in the Act.

6b If not, what level of contents cover do you think EQC should offer, and
why?
N/A

6¢c For insurers, what do you anticipate the impact would be on premiums
your company charges for residential contents insurance, if EQC no longer
offered residential contents insurance?

Please note the information in section 1.4 regarding the Official Information
Act.

ICNZ’s members will respond individually to this question. ICNZ faces potential
Commerce Act and confidentiality issues if it sought to draw together pricing data.

How much insurance will EQC offer?

7 That the monetary cap on EQC building cover be increased to $200,000 +
GST.

7a Do you agree with the proposed increase in the building cap to $200,000 +
GST?

ICNZ'’s view is strongly influenced by whether separate ‘siteworks’ or as described
earlier ‘landworks’ and building cover is in place. As noted above, itis our very clear
view that siteworks cannot be included in a single statutory cap. This in turn may
mean that with siteworks no longer being included, a lesser monetary cap for
dwelling damage between $100,000 and $200,000 is more appropriate. On this
basis only, we recommend a building cap of $150,000. ‘Landworks’ would have a
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natural cap of its own determined by the economic value of the land as discussed
earlier (5a).

However, absent any separation of siteworks from the building cover, ICNZ supports
an increase in the cap from the current amount of $100,000 to a maximum of
$200,000.

7b If not, what cap would you prefer, and why?

As noted above, the appropriate level of cap will depend on what The Treasury
proposes to legislate as a cap for dwelling cover once siteworks/landworks is
separated out from the building cap. If the proposal ICNZ has set out is accepted,
then we would support a $150,000 building cap.

7c Do you have strong views on the merits of a $150,000 + GST cap versus a
$200,000 + GST cap?

See our comments above.
7d If so, what are they?

As noted, ICNZ's views are predicated on whether separate covers are
contemplated. Other matters that should be considered are that ICNZ supports a
strong competitive private insurance market. The role of public insurance as outlined
in the discussion document is to support and complement private insurance cover,
not replace it. In principle, the cap should not be set at a level above which the
private sector would otherwise provide cover without an adverse impact on the
affordability and availability of insurance. This would appear to be consistent with
an objective of the changes to ensure the effective management by the Crown of
fiscal risks associated with natural disasters.

The discussion document supports a higher cap because of concern that over time
private insurers will increase premiums in high risk areas as models become more
sophisticated. So, a higher cap has been chosen to improve affordability in high risk
areas. However, as noted, insurance penetration remains very high today and there
is no reason for that to change should the increase in cap be to $150,000 as
opposed to $200,000, say under a separate siteworks/landworks and building cover
arrangement. This is despite the ability for insurers to technically rate high risk areas
now. For instance, private insurance can technically rate a modest house in Petone
(subject to earthquake, tsunami, liquefaction and flood risks) at $6000 per annum
premium, but the actual premium charged reflects competitive market pressures.

ICNZ believes that if the Government’s concerns were realised at some future time
consideration should then be given to either an adjustment to the cap or the
desirability of encouraging housing developments in high risk areas by muting the
risk signals.

The proposal for a 5 yearly review of the cap can address any issues that may arise.
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7e For insurers, what do you anticipate the impact would be on premiums
your company charges for residential property insurance, if the proposals in
this document regarding changes to building cover were implemented?
Please provide this information for a monetary cap for EQC building cover of
both $150,000 and $200,000.

Please note the information in section 1.4 regarding the Official Information
Act.

ICNZ’s members will respond individually to this question. ICNZ faces potential
Commerce Act and confidentiality issues if it sought draw together pricing data.
However, members will need to know what figure Treasury proposes to provide as
a dwelling cap once siteworks/landworks is removed. Upon receipt of this
information ICNZ’s members may be able to respond individually in relation to this
guestion as we are cognisant of potential Commerce Act, confidentiality
implications, and matters of commercial sensitivity.

Reinstatement of EQC cover after an event

8 That EQC building cover reinstate after each event.

8a Do you agree that EQC cover should reinstate after each event? If not,
what is your preferred alternative, and why?

No, ICNZ supports a third option to the two offered in the discussion document due
to the significant shortcomings that they each suffer from which the discussion
document itself identifies. The proposed third option has some features of both
options in the discussion document, but with fewer shortcomings than either of
them. It is also more aligned with how current private insurance policies operate
(compared to wordings historically in the market and in force during the Canterbury
earthquake sequence). It also reduces the exposure of the EQC scheme to multiple
events during the period of insurance.

This third option provides transparency and a cap for both EQC and insurers of
their future exposures. It also incentivises customers to not underinsure. Under
the status quo, which the discussion document proposes, EQC cover reinstates to
100% at each event. This means that customers could receive cover for which
they have not paid and get a total rebuild from a sum insured just over the EQC
building cap. So, for instance, if the cap were $150,000 and someone insured
their property for $151,000 and there were three earthquakes causing $150,000
damage per quake, this could result in a $450,000 rebuild. It is unfair that people
should receive such a benefit when EQC only collects one amount of premium.
Similarly, insurers who have collected premium over and above the EQC cap
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should be expected to contribute for single or multiple events when costs go
above this limit. ICNZ’s option is fairer and importantly reduces the complications
around apportionment of costs which experience in Canterbury showed consumed
a vast amount of time and effort through joint reviews and dealing with
apportionment issues.

Under our proposal, EQC’s maximum liability would not exceed an amount equal to
one maximum payment under that cover until the property is completely repaired.
EQC would pay the full costs of accumulating damage in each event until it reached
the cap, and pay nothing more until the repair was fully completed. The insurer
would be liable for any further damage from earthquake (or other specified peril)
above the cap but only up to the sum insured until repairs were fully completed.

This approach is also consistent with the fundamental insurance principle of
indemnity i.e. for the insured to be put back to the same position after an event (or
after several events) that they were in immediately prior to the loss. This means the
insured should never obtain (or require) any more than what they were insured for
regardless of whether loss was caused by fire or a series of earthquakes. The total
that can be paid out should not exceed the sum insured and may involve a
maximum $150,000 EQC payment (under our proposal for building cover plus
separate ‘landworks’) with the balance paid by the private insurer.

The option favoured in the discussion document is at odds with the approach taken
by private insurers. Most residential (and all commercial policies) have moved to a
sum insured and include clauses now aggregating losses, so the reinstatement of
insurance cover only occurs once the damage is reinstated. While it might benefit
private insurers to have EQC on the hook for multiple caps with each event, this
offends a principled approach and what is beneficial for New Zealand. Further, the
frictional cost of having to agree and apportion loss with EQC for each and every
event is so significant as to outweigh potential the benefits. Although apportionment
between events will still be necessary for reinsurance purposes and to a more
limited extent for determining under and over cap claims, the former will have no
impact on delaying recovery. As for the latter, the need for apportionment would be
significantly reduced and if insurers were assessing and managing all claims
subject to an EQC audit of under cap claims, it would virtually remove the issues
that have caused delays for homeowners.

ICNZ'’s option proposes that the full sum insured should not be reinstated until after
permanent repairs have been completed to a property. This does not mean that the
dwelling would not have insurance cover, but that the cover would be limited by the
amount of damage already sustained. Naturally each insurer will have its own
specific policy wording but in general terms, policies would specify that the sum
insured would be reduced by the amount of damage incurred prior to the completion
of permanent repairs.

During the process of repairs a contract works policy can be arranged to cover the
works in progress so there is a form of automatic reinstatement which covers the
homeowner for the residual value of the damaged house under their original
homeowner’s policy, plus the value of repairs completed to date under the contract
works cover. If the insurer is undertaking the repair, then they would be liable for
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the damage until the repair is completed and should take out contracts work
insurance. If the insured manages their own repairs, then they should take out
contract works cover which could be part of the settlement as a repair expense of
the original claim.

This approach has the additional benefit of encouraging repairs to be undertaken
as quickly as possible in order to get full EQC cover reinstated.

This approach means that there will be alignment between EQC cover and
insurance policies. Issues of damage apportionment are greatly reduced as the
aggregate damage in the first or subsequent events falls solely on EQC until its cap
is exhausted and then reverts wholly to the insurer after that point. Under the
intended future model where insurers would manage claims it would also provide a
far easier (and less-resource intensive) practice whereby a loss adjuster simply
needs to know the point at which an aggregate repair cost exceeds the EQC cap
(at which time the costs begin to be covered by the insurer instead of EQC).
Provided there is no underinsurance the homeowner is kept adequately indemnified
without as their sum insured cap effectively “floats” with them depending on whether
it goes down (and EQC or the insurer are liable) because of loss, or then goes back
up because repairs to a dollar value have been undertaken.

Here are four scenarios to illustrate how the policy would apply based on a $150,000
EQC cap and a sum insured of $600,000.

Scenario 1

EQ event 1, estimated damage $100,000. The damage is unrepaired. EQC liability
$100,000 less excess. EQC cover is reduced by $100,000 to a remaining $50,000.
Another event happens before any permanent repairs are completed.
EQ event 2, estimated additional damage $ 250,000. Total unrepaired
damage $100,000 + $250,000 = $350,000. EQC pays $150,000, Insurance
company pays $200,000 and the house is repaired.

Scenario 2

EQ event 1, Damage $100,000. The damage is repaired. EQC pays repair costs
of $100,000 less excess and the EQC sum insured is fully reinstated. EQC cover is
back to $150,000.

Another event happens after the damage has been repaired.
EQ event 2, estimated additional damage $250,000. Total unrepaired
damage $250,000. EQC liability $150,000 and Insurance company liability
$100,000.

Once the house is repaired the EQC cover is reinstated to $150,000 and the total
sum insured is reinstated to $600,000. EQC paid 2 losses worth a total of $250,000
and the Insurance Company paid $100,000 and the Insured has full cover again
because the dwelling has been repaired.

Scenario 3
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EQ event 1, estimated damage $100,000. The damage is not repaired. EQC liable
for repair costs of $100,000 less excess. EQC remaining cover reduces to $50,000.
EQ event 2, estimated damage $ 250,000. Total unrepaired damage $350,000.
EQC liability $100,000 plus $50,000 = $150,000 and Insurance company liability
$200,000.

Once the house is repaired the sum insured is reinstated.
If a fire were to happen before any earthquake damage repairs were made the sum
insured for fire damage should be $600,000 less $350,000 = $250,000. The Insured
would receive the following cheques.

EQC $150,000 (EQ 1)
EQC $50,000 (EQ 2)

Insurance Company $200,000 (EQ Damage) Insurance Company $250,000 (fire
damage)

Total $600,000. The principle of Indemnity is upheld.

Scenario 4

EQ Event 1, unrepaired damage $300,000. EQC liability $150,000. Insurance
Company liability $150,000.

Another event happens before any permanent repairs are completed.
EQ Event 2, unrepaired additional damage $300,000. EQC Liability $0. Insurance
Company liability $300,000.

The dwelling is now a constructive total loss and EQC would pay a cheque for
$150,000 and the Insurance Company would pay a cheque for $450,000 and the
Insured would receive a total payment of $600,000.

This examples are premised on the basis that the insured had a policy insurance
for $600,000 current at the time of each event with the same insurer. This is
irrespective of the expiry or renewal of the cover.

8b Do you agree with retaining the current definition of an event?

The discussion document says EQC applies a definition of an event on the basis of
all damage caused within 48 consecutive hours as the direct result of a natural
disaster. To align with the practice of private insurers in writing commercial
insurance this should be increased to 72 hours. This would simplify the
management of claims where residential units are located in commercial buildings.

Apart from this, the definition and timing of event has less practical and operational
impact if ICNZ’s proposal to remove automatic reinstatement of cover as outlined
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above is adopted. If ICNZ’s approach as outlined in 8a is adopted, the critical
guestion is timing of repairs; not necessarily timing of damage until the EQC cap
aggregate is exhausted.

8c If not, what is your preferred definition, and why?

Please see the answer to 8a and b.

EQC land cover

9 That land cover be limited to situations where the insured land is a total
loss meaning it is not practicable or cost-effective to rebuild on it.

9a Do you agree that the proposed enhanced building cover, combined with
restricting land cover to situations where the site of the insured building
cannot be rebuilt on, would resolve, for future events, many of the recent
difficulties with the interaction between land and building cover?

For the reasons outlined above in section 5 in relation to siteworks/landworks, ICNZ
does not believe siteworks/landworks can be included in one combined cap with the
building cap. This means that it is equally inappropriate to limit land cover to
situations where the land cannot be rebuilt on. Homeowners who suffer land
damage and require siteworks to be carried out still require land cover even though
they fall short of a “total land loss” situation.

Instead, it is ICNZ’s view that the solution to this siteworks and land cover issue can
be resolved as outlined below:

e Legislative clarity is required around what constitutes siteworks/landworks
and what structures EQC covers. ICNZ’s view is that siteworks/landworks
must include all work (as defined in section 5), including ground-testing and
professional advice where required for reinstatement, design solutions,
earthworks/enhanced foundations required because of damage to land due
to one of EQC’s specified perils and actual on site work, that is required to
enable the repair or rebuilds. Insurers do not insure land as a matter of
course.

e Insurers and their experts should manage the claim and when costs which
fall within this clear definition are required then those are EQC’s
responsibility.

e The total amount of EQC'’s liability for landworks will always be capped at
the amount that EQC could be called upon to pay if the land itself cannot be
built on (see below)

e The determination of whether a cost incurred on a site is dwelling or
landworks-related is a question of fact in each case and the insurer and loss
adjuster responsible for managing the site are in the best position possible
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to determine this (subject of course to audit by EQC and reinsurers as
outlined below in section 17).

e This approach provides a holistic site-specific view and eliminates
duplication of resource (in terms of both time and cost). One set of experts
would review the damage to the property and its land and make a
recommendation as to reinstatement which would then translate into a scope
of works from which the landworks costs could be separated for EQC to pay
and the remainder of the costs are divided between EQC (up to its cap) and
the remainder to the insurer.

e Landworks should encompass either “true” siteworks such as land
remediation or a different and more economic approach such as more
extensive foundations, depending on what is required at the site.

Appurtenant structures

ICNZ notes that in Section 7 of the Discussion Document it is proposed that the new
Bill will include consideration of what will constitute an appurtenant structure. ICNZ
supports review of this aspect of EQC cover and is of the view that the current
position of EQC providing cover for appurtenant structures should be retained but
with further definitional clarity. Following the Canterbury earthquake sequence EQC
and ICNZ needed to establish an agreed protocol (Protocol 5) on what should be
treated as appurtenant in relation to patios, porticos, pergolas and the like. ICNZ
submits that the new Bill should provide more definitional clarity around these items
and around what is excluded from EQC cover in schedule two of the current Act.
ICNZ would welcome the opportunity to provide input into appropriate definitions.

A status quo position also supports the proposal to separate ‘landworks’ and
building cover to enable the specific appurtenant structures, for instance, separate
garages to be reinstated.

ICNZ acknowledges that if the purpose of the EQC scheme is to rehouse, an
argument can be mounted that appurtenant structures be excluded from that cover
unless they are integral to the structure of the dwelling. However, on balance we
believe it is better to meet homeowners’ expectations such structures are covered
rather than risk that they cannot be reinstated for want of land remediation.

9b If not, what is your preferred alternative, and why?

See above.

9c Do you agree that restricting land cover to situations where the site of the
insured building cannot be rebuilt on is appropriate, given the EQC scheme’s
focus on providing homeowners the resources to repair, rebuild or re-
establish homes elsewhere?
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As above, it is ICNZ’s view that land cover should not be restricted to situations
where the land cannot be rebuilt on. It is our view that siteworks/landworks should
be a separate component of EQC money available to redress land issues up to the
maximum that would be paid if the land was a total loss. The land being defined as
the minimum area that a Territorial Authority would provide consent for a house to
be built on.

The critical issues though that arise around this proposal are what determines
whether land cannot be rebuilt on and who makes that determination?

Where land has totally disappeared as in a landslide or cliff collapse the inability to
rebuild in situ is clear and that is why land compensation was introduced to the EQC
scheme after the 1979 Abbotsford disaster. ICNZ would argue in the interests of
certainty for homeowners that this would also apply in a situation where there is
imminent loss of land. We understand that EQC defines this as a loss that in the
balance of probabilities will occur within 12 months.

While physical loss of land is clear, it is not clear how it will be determined that it is
not economically feasible to repair or rebuild in situ. A pure economic approach
would argue that the trigger for economic loss would be if the additional cost of
repair or rebuilding on the damaged land that arose because of the damage to the
land exceeded the value of the land.

However, in Wellington, for instance, there are many properties with ‘million dollar’
views built on hillsides where the value of the land may be a small proportion of the
capital value and where the owner has taken out a sufficient cover to rebuild on site.
Should those properties be deemed not economically feasible to repair when a
repaired property would command a high resale price? If not, then the trigger for
determining uneconomically viable land will need to take into account the value of
the property, repair costs and the sum insured. It should still mean though that the
EQC landworks liability is capped by the value of the land, so the decision to
repair/rebuild in those circumstances should reside with the owner or their insurer.

This leads to the second issue which is who determines whether the trigger has
been reached. ICNZ acknowledges EQC, as the provider of land cover, clearly has
a mandate to make that determination where it is not possible to repair or rebuild on
land. However, it is less clear when it comes to determining the economic feasibility
to repair on badly damaged land. If an insurer (or homeowner) believes a repair
can be carried out at less cost than a total loss then it will object to EQC determining
that it is not economically feasible to do so. At the very least, if EQC were to be
determining economic feasibility, it would need to be informed of the repair costs by
the insurer.

It is critical for the homeowner to understand how their land will be determined as
unfit to be rebuilt on. This is particularly so since their home is dependent on the
land underneath. If the land is treated as a total loss but the home itself has little or
no damage, the homeowner may be left without the resources to repair, rebuild or
to re-establish elsewhere. ICNZ believes criteria should be drawn up irrespective of
who decides whether land is an economic loss and these should clearly relate to
whether a property can be repaired or rebuilt on the land.
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ICNZ’s view is that the determination of economic viability should only arise if the
homeowner or insurer has decided not to reinstate on the land. The EQC liability
would be capped at the value of the land. If insurers were managing all claims, then
they would be better placed to make that determination.

There is a stronger case for the insurer to determine the economic feasibility of
rebuilding or repairing in situ. This is because the economic feasibility hinges
entirely upon the costs that the insurer is responsible for on the assumption that
such properties will be over cap as is almost certainly the case where land has been
badly damaged. So, EQC'’s liability with respect to repair of the dwelling is not
material to the decision. EQC'’s liability with respect to land cover is for total loss
only, but the economics of a feasible repair are determined solely by the insurance
policy and the homeowner’s ability to reinstate an insurable property.

In terms of an appropriate measure of “economic feasibility”, it is important to look
at the land and building together to ensure fairness. We explain our views as follows.

EQC'’s review proposes that land cover only apply “where rebuilding is not
practicable”. Currently, EQC will assess land and typically cash settle for the
lesser of the cost of repairs or the value of the minimum lot size per District Plan.
However, assessing land only in absence of what is occurring with the building
can lead to perverse outcomes where the land is deemed a total loss but the
dwelling is not. The EQC review presents an opportunity to improve the situation,
if possible.

The dwelling is interdependent with the land. Any approach must therefore
consider both at the same time. The solution then is to focus first on what the
impartial best outcome for the individual site would be. This can be determined by
viewing this decision point from the perspective of a “rational property owner”.

A rational property owner is one that will choose the most economic outcome
between the costs of remediation versus the value of the asset. The cost of
remediation will equal the damage to the dwelling and any siteworks to the land
that is necessary to carry out the dwelling repairs. So, what happens if the
siteworks/landworks cost exceeds the value of the minimum lot?

If EQC only cover the value of the minimum lot plus the EQC cap for dwelling
repairs, and the insurer pays the dwelling repairs less EQC cap, the property
owner will have to cover the difference between the minimum lot size and the cost
of siteworks/landworks. ICNZ identifies this problem though the extent that it is a
problem is uncertain.

What this does clearly point to though is that assessment and handling of the
landworks claim is not one that can be the sole responsibility of EQC. ICNZ
acknowledges though that EQC will have a role with respect to needing flexibility
to remediate land issues across wider areas as that might apply to some specific
properties.
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9d If not, what is your preferred alternative, and why?
Please see answer to 9c.

9e Do you have any concerns regarding the proposed change to the
configuration of building cover in light of the move by most insurers to
provide sum insured home insurance policies?

We have already covered this point by highlighting the concerns that arise under
the proposal to combine siteworks/landworks and building under the one cover.
This increases the risk of under-insurance in a sum insured environment and why
ICNZ advocates for separate landworks and building cover.

By way of background, the move to sum insured by most insurers arose as a direct
result of the Canterbury earthquakes when it was made clear that the risks to
reinsurers and insurers of open-ended replacement and uncapped liability was too
high to be sustainable. Maintaining the reinsurance industry’s confidence in
providing cover to New Zealand has required a shift to sum insured by most
insurers. The sum insured is the maximum an insurer will pay for a claim and this
is determined by the insured who is best placed to make that decision because they
know more about their own property than the insurer. An agreed sum insured will
speed the recovery timeframe in a future event because when properties are
deemed a total loss the maximum compensation is known immediately and is not a
matter for dispute, negotiation or determined on the basis of notional rebuild costs.

As insurers have never insured land, proposed changes to land cover and the
transition to sum insured do give rise to significant concerns under a single siteworks
and dwelling cover as outlined above.

Concerns could arise for the Government if there was significant under-insurance
which meant that after a disaster there was insufficient funding to rebuild from the
combined EQC and private cover. The k