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Strong growth narrows Tower’s loss

Tower Limited (NZX/ASX:TWR) has today announced continued strong growth and improvement of
sales through digital channels, a declining expense ratio, and positive progress through a major
technology upgrade, demonstrating that the transformation of the company is well underway.

While more customers are choosing to insure with Tower, the removal of the Peak Re legacy issue,
impacts of severe weather and short-term claims challenges have resulted in Tower reporting a full
year loss of $6.7 million, a $1.3 million improvement on the prior year.

Features of Tower's 2018 full year result:

e Key metrics:
- Strong growth achieved
= Gross written premium in core book increased 11.9% over prior year
= Growth of 18,192 risks in core book

= 45% of new business sales online in September 2018, up from less than 10%
during FY16

- Increases to claims costs
= Severe weather in the Pacific contributed to claims cost increases as well as
development of prior year claims and other cost impacts in New Zealand
» Each of these is well understood with pricing and underwriting responses
either already implemented or in train to improve performance through the
coming year

- Management expense ratio decreased
= Management expense ratio decreased to 39% compared to 39.9% in prior year

- Major technology upgrade progressing well
»  Full replacement of core platform with leading technology is tracking to
expectations, with costs remaining within tolerances
= [T simplification is a critical enabler for Tower's transformation and will
accelerate growth and reduce expenses, delivering a step change in results
from the end of FY19

e Reported full year loss of $6.7 million impacted by
- $16.2 million after-tax impact from Peak Re settlement
- $11 million before-tax impact from weather and large events
- Minor adjustment to Canterbury provisions, resulting in a $3.6 million after-tax impact

e Continued positive progress closing Canterbury earthquake claims, with open claims almost
halved, down to 163, from 323 on October 12017
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Transformation into a challenger brand is driving growth

Tower's full year result shows that its efforts to transform into a digital challenger brand are driving
improved performance.

Strong growth is a result of more customers choosing to insure with Tower thanks to a continued
focus on simplifying insurance and delivering fairer pricing for all.

Tower Chief Executive Richard Harding is pleased with Tower's progress in the transformation of
the business.

“The strong growth we've achieved, especially through our digital channels, is testament to the
work we've done to make insurance simpler and easier, and I'm pleased customers are noticing and
choosing to insure with us,” said Harding.

Mr Harding said that while the reported result is disappointing, finalising the Peak Re dispute and
removing this legacy issue from the business provides confidence and certainty for the future of the
company.

‘While it offsets our growth, the resolution of the Peak Re dispute is a positive step forward, and the
short-term challenges we've seen in claims have been addressed through pricing and underwriting
responses.

“We are now building on this positive momentum and expect to see strong growth continue over
the coming year as we keep transforming our business.

‘Combined with the successful delivery of our new IT platform in the coming year, we are well
placed to continue challenging the market and offering customers a genuinely different option
when it comes to insurance, said Harding.

ENDS

Richard Harding

Chief Executive Officer

Tower Limited

ARBN 088 481 234 Incorporated in New Zealand

For media queries, please contact:
Nicholas Meseldzija

Head of Corporate Communications
Mobile: +64 21 531 869

Email: Nicholas.meseldzija@tower.co.nz
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Tower management review - full year to 30 September 2018

Features of half year 2018

e Transformation of core business well underway and driving strong GWP growth
in the core New Zealand book of 11.9% on the prior year, and strong volume
growth, with 18,192 risks added to the core New Zealand book.

e Claims costs increased due to severe weather in the Pacific along with some prior
year development in New Zealand and other cost impacts. Each of these is well
understood and pricing and underwriting responses either already implemented
or in train to improve performance through the coming year.

e Magjor technology upgrade progressing well, with replacement of core platform
with leading technology tracking well

e Reported full year loss of $6.7 million impacted by
- $16.2 million after-tax impact from Peak Re settlement
- $11 million before-tax impact from weather and large events

- Minor adjustment to Canterbury provisions, resulting in a $3.6 million after-
tax impact

Continued positive progress closing Canterbury earthquake claims, with open
claims almost halved, down to 163, from 323 on October 1 2017

Full year summary

Tower has strong underlying New Zealand and Pacific businesses and the 2018
Financial Year has seen the continued delivery against its strategy to transform.

With a focus clearly on simplifying and improving all aspects of our business to
differentiate the company, strong growth in GWP and customer numbers, contained
expenses and a major technology upgrade progressing well, demonstrates that
transformation is well underway.

The implementation of risk-based pricing and continued improvements in digital
channels added 18,192 new risks? to Tower's core New Zealand portfolio, seeing core
NZ GWP for the year grow 11.9% contributing to total GWP of $336 million.

Tower reported a loss after tax of $6.7 million for the year ended 30 September 2018
(FY18), narrowing from a loss of $8 million for the year ended 30 September 2017 (FY17).

The strong growth of $23.7m in gross written premium and $13.1m in net earned
premium has been offset by storm activity, higher claims costs, the resolution of the
Peak Re dispute as well as an increase in ultimate incurred claims for Canterbury.

Severe storm activity in New Zealand and the Pacific resulted in an $11 million before-tax
impact to underlying profit, seeing it decline to $13.6 million, from $18 million in the year
prior.

1.  Following the end to Tower’s distribution relationship with Kiwibank on 4 April 2018, the ‘core’ portfolio now refers to the NZ
business excluding the ANZ Bank and Kiwibank portfolios. The FY17 comparative has been restated to be consistent with this
approach.

2. In prior years Tower has reported volumes using policy numbers as the relevant metric. Tower has changed to using risk 1
numbers as the key metric in FY18 to align with internal management reporting and to better illustrate risk exposures, e.g.,
where one policy might cover several risks.
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Claims costs increased over the 2018 financial year, with weather in the Pacific the most
significant impact along with some prior year development in New Zealand and other
cost impacts. Each of these is well understood and pricing and underwriting responses
either already implemented or in train to improve performance through the coming year.

Severe weather across the Pacific increased claims costs significantly in FY18. Cyclone
Gita impacted Tonga heavily, while Cyclones Keni and Josie impacted Fiji, resulting in a
10.4 percentage point uplift on the Pacific FY17 claims ratio. Reinsurance is being utilised
to minimise impacts of weather along with ongoing refinement of products and
underwriting criteria.

New Zealand claims expenses also increased over the 2018 financial year due to a
number of claims challenges, however, these are being countered with pricing and
underwriting responses to improve performance.

A continued focus on non-personnel costs saw the management expense ratio
decrease almost 1% to 39%, while still allowing further investment in the business.

GROUP PROFIT SUMMARY (MNZ5m)

% million FY18 FY17 cChange
Gross written premium 3361 3124 237
iGross earned premium 3231 3061 170
Reinsurance expense (531 (49 2 390
HNet earned premium 2700 2560 13.1
Met claims expense 1412} 124.2) 171
Large events claims expense (Lo (7. (36
FManagement and sales expenses (105.4) 02 .4) (300
Underwriting profit 12.4 229 {10.5)
Investment and other revenue 72 a1 11
Financing costs (0D =y, 03
Underlying profit before tax 191 282 {Q.2)
INcome tax expense (5.5 (10 2 47
Underlying profit after tax 12.6 12.0 {4.5)
Peak Re settlement (16 2 00 (620
Christchurchimpact 36 (18 B) 151
Kaikoura impact 03 Nl 45
Corporatetransaction costs (0.2 3.0 20
Foreigntax credit write-offs L= =) 07
Eusinessin runcff 00 17 (17
Cther non-underlyingitems 06 a0 06
Reported loss after tax (6.7 {2.0) 13

Tower's Pacific premium remains stable and in line with the same period in the prior
year, however, underlying profit of $2.2 million has been impacted by Cyclones Gita,
Josie and Keni and a small number of commercial fires.

Tower continues to make solid progress settling claims in Canterbury, reducing open
claims by 160. On October 1 2017, Tower had 323 open claims remaining. In the
intervening 12 months, the number of open Canterbury Earthquake claims was reduced
to 163, with 318 claims were closed, however, 115 new claims from the EQC were
received and 43 claims were reopened.
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Transformation momentum is accelerating

Tower holds a unique position in the New Zealand insurance market, with a solid existing
customer base, yet plenty of room to grow. A clear strategic plan to continue
transforming and growing the business by delivering a compelling, challenger
proposition to the market will see Tower turn industry norms upside down and
revolutionise the way customers interact with the company.

The achievements seen to date show that there is a powerful platform for future growth
with progress seen in crucial areas:

o Focus on customers has delivered strong growth

e Management expenses ratio has reduced, while continuing to invest

e Major technology upgrade progressing well

e Increases to claim costs well understood with action taken to offset inflation

Focus on customers driving growth

Overview
e Strong GWP growth of 11.9% in core book with total GWP growing strongly at
7.6%

e Growth inrisks in core New Zealand book increased significantly by 18,192

e 45% of new business sales online in September 2018, up from less than 10%
during FY16

e New approach to pricing combined with simple and easy products driving
impressive customer growth and improved mix

Tower's focus on customers has seen continued growth in its core New Zealand
portfolio in FY18, with 18,192 risks added to the core book and GWP increasing 11.9%.

GROWTHIN GWP{NZSm)
az 2.4

o

F¥17 QWP MNZRate  MNZVolume  Pacific  Remediation FY1g QWP
Grawth in PHG

With Tower's new product suite fully available online, and continued refinement and
optimisation of the digital sales channels, more customers are choosing Tower,
delivering a significant uplift in new business sales, with 45% of new business sales
online in September 2018, up from less than 10% in FY16.

In the Pacific, Samoa, American Samoa and the Solomon and Cook Islands have
returned to growth thanks to additional underwriting, pricing and marketing support for
local teams. However, this growth has been offset by the continued remediation of the
Papua New Guinea portfolio to reduce risk and exposure which will lead to improved
profitability.
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This positive result across Tower's businesses is being achieved through a combination
of:
e Ongoing pricing improvements in New Zealand motor, house and contents
portfolios to offset increased claims costs
e Constant refinement of underwriting criteria enabling more granular assessment
to improve profitability of portfolio
e Attracting new, profitable customers with improved and targeted offerings;
e Building and refining Tower's digital offering and online sales process
e The creation of the Pacific operations centre, centralising back office functions,
ensuring that the pricing and underwriting approach is consistent and minimises
claims leakage

New Zealand and Pacific claims expenses

Overview
e Claims costs increased across New Zealand and Pacific
¢ Inflation is well understood and has been addressed through pricing and
underwriting responses already implemented or in train to improve performance
through the coming year
e Strengthened underwriting and risk selection in the Pacific to improve profitability

New Zealand claims expenses increased in FY18 due to a number of claims challenges,
however, these challenges are well understood and swift action has been taken to
address each of them.

YEAR ON YEAR CHANGE IN CLAIMS RATIO - NEW ZEALAND

129 115 Q6%

F¥'17 claims mtio, Change in Increases to prior FYL7 adjusted for Improved claim - Higher cost per Higher cost per Higher cost per FYLS claims ratio,
including large poduct mixvs vearclaims  claims eserving fequencyonhZ  claimon MZ claimonhZ claimon MZ including large
evernts Fl7 and mix Howse Haowse Mator Contents events

Throughout the year an increase in the development of open FY17 claims was
experienced. The reserving model used didn't respond well during the claims backlog
experienced due to storms, understating expected development of claims in FY17. This
resulted in a 1.2 percentage point increase in the claims ratio and the reserving
methodology has now been updated accordingly.

Tower's new, simpler products have resulted in a decrease in NZ House claim
frequency, however, this positive result has been offset by an increase in severity, driven
by a number of large house fires and the increased costs relating to increasing Health &
Safety costs and asbestos testing requirements which is an industry-wide issue driven
by regulatory change. In response to these issues Tower has strengthened pricing and
improved its underwriting criteria and expects to see improved outcomes in the coming
year.
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Supply chain constraints and inflation continues to impact the industry with increasingly
advanced technology in cars seeing the cost of repair rise. Tower is addressing motor
claims inflation through pricing and more granular underwriting.

A higher cost per claim in Tower's NZ Contents book is also linked to the increase in
house fires and work has been completed to actively address this through improved
pricing and underwriting.

In the Pacific, severe weather increased claims costs significantly in FY18. Cyclone Gita

impacted Tonga heavily, while Cyclones Keni and Josie impacted Fiji, resulting in a 10.4
percentage point uplift on Tower's FY17 Pacific claims ratio.

YEAR ON YEAR CHANGE IN CLAIMS RATIO - PACIFIC
40%

-1.5%

Fyl7claims  Change inmix Cyclone Gita  Cyclones Josie FY17adjusted  Papua Mew  Fiji. excluding  MPI excluding Other countries FylSclaims

ratio, including between and Keni far storms and Guinea cyclbnes cyckbnes ratio, including
lame events countries s country mix lame events
Fyl7

In Fiji, an increase in claims expenses mostly relates to motor claims inflation and in
Tower's National Pacific Insurance business, a small number of large commercial fires
have driven the claims ratio higher.

Reinsurance is being utilised to minimise impacts of weather and constant refinement of
Tower's pricing, product offering and underwriting criteria in response to weather events
and claims inflation means that Tower expects to see its claims ratio excluding large
events to revert to prior year levels.

Severe weather events and reducing volatility

Overview
e Severe and unprecedented weather drove increased claims expenses in both
FY17 and FY18
e Losses for these two years are significantly above long-term trends
e Gross impact of weather events in FY18, before reinsurance $20.1 million
e Reinsurance structure will reduce volatility from exposure to large events with
FY19 reinsurance secured on favourable terms

The past two years have seen a number of unprecedented and severe weather events
that have impacted communities and the business beyond expectations. Impacts to
Tower in FY17 totalled $15.5 million before reinsurance, and this year reached a gross
amount of $20.1 million, well above both Tower's 10 year average of $7.6 million, and its
five year average of $11.3 million.

This is not unique to Tower, with industry wide losses in New Zealand from weather in
the 2018 calendar year totalling over $200 million so far.
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In response to these increased impacts Tower has adjusted pricing and strengthened its
reinsurance programme to increase cover and reduce volatility from large events in
FY19.

Tower has:

e Doubled its aggregate cover from $10 million to $20 million and increased the
excess from $7 million to $10 million

e Increased cover for single large events from $5 million to $7.5 million, once its
excess of $10 million is used

¢ Purchased drop-down cover to bridge the gap between aggregate and
catastrophe cover

e Secured FY19 reinsurance on favourable terms

Tower is putting in considerable effort and taking all appropriate steps to preserve
capital and reduce any volatility from these short-term weather abnormalities.
Building capability while controlling costs

Achievements
¢ Management expense ratio continues to improve
¢ Investment made to build capability and deliver growth

Tower has maintained its focus on non-personnel related costs, reducing the
management expense ratio to 39% in FY18, compared to 39.9% FY17.

Tower has achieved a significant capability lift with a lower expense ratio thanks to close
management of costs. Tower has increased capability in the pricing and underwriting,
technology and digital, data lake, data science, claims management, procurement and
customer insights areas.

In addition, the management expense ratio of 39.0%, includes incremental investment of:
e $1.0m to reduce cyber security risks
e $1.2m on acquisition, including partnerships and marketing
e  $0.7m on ancillary IT system refresh

Tower expects expenses will continue to stabilise as simplification programme initiatives
are embedded, with a step change in productivity gains to be realised after the
implementation of its new IT platform.

Major technology upgrade underway

The key to accelerating Tower's transformation is a new IT platform that enables the
simplification of products and processes. This will remove complexity for frontline teams
and enable the delivery of a unique and revolutionary customer experience.

Combined with Tower's push to move 50 - 70% of all transactions online, removing
complexity from the business will deliver significant cost savings and productivity gains.

Tower is now approaching the half way mark of this programme and progress to date is
in line with expections. This programme is complex and includes legacy replacement,
digital enhancement and product rationalisation. The programme remains on track to
deliver in the first half of the 2019 calendar year.
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At the half way point costs are within tolerances, however like all projects of this nature
there remains risk and complexity in the delivery. Tower's robust governance controls
include a focus on managing delivery risk and cost trade-off.

Key benefits to be seen from Tower's new IT platform include the ability to:

o Create and deliver a unique customer experience

. Quickly deliver simple, customer focussed products

. Target specific, profitable customer segments through granular, and
automated pricing and underwriting

o Charge fairer and more accurate premiums through improved access to, and
use of, internal and external data

. Easily trial new products and pricing

. Rationalise products and reduce claims costs by improving the customer
claims journey and overall claims management

o Significantly reduce our cost base and realise large productivity gains by
moving low value transactions online

o Add value through improved employee engagement

Tower's approach to implementing this new IT platform is designed to deliver on a dual
purpose - accelerate transformation and protect and realise shareholder value.

Tower's robust governance approach and clear roadmap forward will enable Tower to
commence selling new business on the new platform in the first half of the 2019
calendar year. Once new business is live, migration of the existing book can start.

Canterbury update

Tower continues to make solid progress settling claims in Canterbury, reducing open
claims by 160. On October 1 2017, Tower had 323 open claims remaining. In the
intervening 12 months, the number of open Canterbury Earthquake claims was reduced
by 318. However, 115 new claims from the EQC were received and 43 claims were
reopened.

Tower's gross outstanding claims have more than halved since September 2016. This
demonstrates that solid progress is being made. In addition, the amount of IBNR / IBNER
and risk margin has increased from 60% to 95% of case estimates.

Case estimates BeN 480 589 739 932
IENR/IENER' 2lds 220 344 474 440
Risk margin 804 108 139 182 119
Additional risk margin 50 100 100 = =
Actuarial provisions 88948 428 583 656 559
Gross outstanding claims 729 908 1172 1395 1491
Ratio of provisions to case

estimates g8 897 99% 89% 60%

Notes:
1. IBNR/IBNER includes claims handling expenses
2. Ratio of IBNR / IBNER plus risk margin to case estimates
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Tower also welcomes the recent government announcement of an enquiry into EQC as
an important step toward ensuring that mistakes of the past are learnt from and not
repeated in future.

EQC Act reform will assist in ensuring past experience is not repeated and that the
pitfalls and problems associated with the EQC set up and the 2010 model can be
avoided. Tower strongly believes that the Kaikoura model is successful and that any
reform of the EQC must include these changes.

Solvency position
Tower holds significant capital over and above the minimum regulatory requirement.

As at 30 September 2018, following the Peak re settlement and the weather events
earlier this year, Tower Insurance Limited held approximately $78 million of solvency
margin, $28 million above RBNZ requirements and equivalent to 234% of minimum
solvency capital. An additional $25 million in corporate cash is also held by Tower
Limited.

Tower retains access to undrawn debt facilities and has a preference to fund remaining
IT investment from debt.

TOWER INSURANCE LIMITED SOLVENCY POSITION
PLUS CORPORATECASH (Sm)

B Net cash heldin
corporate

m TIL's solvency margin
above RENZ minimum

B TIL's RENZ minimum
solvency margin

BTIL's MSC

BNZ facility (drawndown)

30-5ep-17 21-Mar-18 20-5ep-18
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Outlook

Tower is transforming, and is focussed on progressing initiatives that will continue
accelerating momentum and deliver long-term shareholder value.

Tower has provided a one-off guidance for FY19 to demonstrate its confidence in the
strategy and performance of its underlying business. Tower's guidance for underlying
NPAT in FY19 is in excess of $22m.

This includes the following assumptions:

o Continued momentum in revenue growth and sales through improved digital
channels

J Underwriting and pricing changes will be implemented, continuing to drive
improvement in mix of risk, as well as addressing inflation

. Pacific contribution will return to normal levels

o The management expenses ratio will be maintained at a steady level

o The Aggregate excess will be fully utilised for weather events

Accordingly, Tower's Board has determined that in FY19, Tower will pay a dividend of
50% to 70% of reported NPAT where prudent to do so.

Tower is being transformed and the work underway will deliver significant long-term
value.



TOWER LIMITED

Results for announcement to the market

Reporting Period

12 months to 30 September 2018

Previous Reporting
Period

12 months to 30 September 2017

Amount (000s) Percentage change
Revenue from ordinary $NZ 335,973 6%
activities
Profit (loss) from $NZ (6,726) (16)%
ordinary activities after
tax attributable to
security holder
Net profit (loss) $NZ (6,726) (16)%

attributable to security
holders

Interim/Final Dividend

Imputed amount per
security

Amount per security

Nil Nil

Record Date

Not Applicable

Dividend Payment Date

Not Applicable

Comments:

For the year ended 30 September 2018 Tower
Limited reported a 6% increase in revenue as a
result of policy and premium growth.

Tower Limited reported a net loss attributable to
security holders of $(6.7)m due to an impairment
charge related to the settlement of a reinsurance
claim and an increase in claims expense over the
prior year.

Refer attached 30 September 2018 audited Financial Statements for Tower
Limited and Presentation for more detailed analysis and explanation.
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TOWER LIMITED
CONSOLIDATED FINANCIAL STATEMENTS FOR THE YEAR ENDED 30 SEPTEMBER 2018

NOTES TO THE FINANCIAL STATEMENTS

D6 TAX

Accounting Policy

Current tax

Current tax is the amount of income taxes payable or recoverable in respect of the taxable profit or loss for the period. Itis
calculated using tax rates and laws that have been enacted or substantively enacted by the reporting date. Current tax for
current and prior periods is recognised as a liability (or asset) to the extent that it is unpaid (or refundable).

Deferred tax

Deferred tax is accounted for using the comprehensive balance sheet liability method in respect of temporary differences
arising from differences between the carrying amount of assets and liabilities in the financial statements and the
corresponding tax base of those items.

Deferred tax assets and liabilities are recognised for temporary differences at the tax rates expected to apply when the
assets are recovered or liabilities settled, based on the tax rates enacted or substantively enacted for each jurisdiction.
Deferred tax assets are recognised to the extent that it is probable that taxable profits will be available against which
deductible temporary differences or unused tax losses can be utilised. Such assets and liabilities are not recognised if the
temporary difference arises from goodwill or from the initial recognition (other than in a business combination) of the other
assets and liabilities in a transaction that affects neither the taxable profit nor the accounting profit.

Deferred tax balances attributable to amounts recognised directly in equity are also recognised directly in equity.

Income tax expense

The income tax expense is the tax payable on taxable income for the current period, based on the income tax rate for
each jurisdiction and adjusted for changes in deferred tax assets and liabilities attributable to temporary differences and
unused tax losses.

GST

All revenues, expenses and certain assets are recognised net of goods and services taxes (GST) except where the GST is
not recoverable. In these circumstances the GST is included in the related asset or expense. Receivables and payables
are reported inclusive of GST. The net GST payable to or recoverable from the tax authorities as at balance date is
included as a receivable or payable in the balance sheet.

Tax consolidation

Tower Limited and its subsidiaries are part of a single consolidated group for New Zealand tax purposes, with the
exception of Tower Insurance Limited.

Tax cash flows

Tax cash flows are included in the statements of cash flows on a net basis other than to the extent that the GST is not
recoverable and has been included in the expense or asset.

Imputation credit account
The balance of the imputation account at the end of the year is determined having adjusted for imputation credits that will

arise from the payment of income tax provided; dividends recognised as a liability; and the receipt of dividends recognised
as receivables at the reporting date.
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Independent auditor’s report
To the shareholders of Tower Limited

The financial statements comprise:

the consolidated balance sheet as at 30 September 2018;

the consolidated income statement for the year then ended;

the consolidated statement of comprehensive income for the year then ended;

the consolidated statement of changes in equity for the year then ended;

the consolidated statement of cash flows for the year then ended; and

the notes to the financial statements, which include a summary of general accounting policies.

Our opinion

In our opinion, the financial statements of Tower Limited (the Company), including its subsidiaries
(the Group), present fairly, in all material respects, the financial position of the Group as at 30
September 2018, its financial performance and its cash flows for the year then ended in accordance
with New Zealand Equivalents to International Financial Reporting Standards (NZ IFRS) and
International Financial Reporting Standards (IFRS).

Basis for opinion

We conducted our audit in accordance with International Standards on Auditing (New Zealand) (ISAs
NZ) and International Standards on Auditing (ISAs). Our responsibilities under those standards are
further described in the Auditor’s responsibilities for the audit of the financial statements section of
our report.

We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis for
our opinion.

We are independent of the Group in accordance with Professional and Ethical Standard 1 (Revised)
Code of Ethics for Assurance Practitioners (PES 1) issued by the New Zealand Auditing and Assurance
Standards Board and the International Ethics Standards Board for Accountants’ Code of Ethics for
Professional Accountants (IESBA Code), and we have fulfilled our other ethical responsibilities in
accordance with these requirements.

Our firm carries out other services for the Group in the areas of solvency return assurance and agreed
upon procedures. The provision of these other services has not impaired our independence as auditor
of the Group.

PricewaterhouseCoopers, 188 Quay Street, Private Bag 92162, Auckland 1142, New Zealand
T: +64 9 355 8000, F: +64 9 355 8001, pwc.co.nz
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Our audit approach

Overview

An audit is designed to obtain reasonable assurance whether the financial
statements are free from material misstatement.

Overall group materiality: $3,241,000, which represents approximately 1% of
premium revenue.

We chose premium revenue as the benchmark because, in our view, it is a key
financial statement metric used in assessing the performance of the Group and
is not as volatile as other profit and loss measures, and is a generally accepted
benchmark. The 1% is based on our professional judgement, noting that it is
also within the range of commonly accepted revenue related thresholds.

Materiality

Audit scope

The following have been determined as key audit matters:
e Valuation of outstanding claims

e Valuation of EQC recovery receivables

o Recoverability of the deferred tax asset

Materiality
The scope of our audit was influenced by our application of materiality.

Based on our professional judgement, we determined certain quantitative thresholds for materiality,
including the overall Group materiality for the financial statements as a whole as set out above. These,
together with qualitative considerations, helped us to determine the scope of our audit, the nature,
timing and extent of our audit procedures and to evaluate the effect of misstatements, both
individually and in aggregate on the financial statements as a whole.

Audit scope

We designed our audit by assessing the risks of material misstatement in the financial statements and
our application of materiality. As in all of our audits, we also addressed the risk of management
override of internal controls including among other matters, consideration of whether there was
evidence of bias that represented a risk of material misstatement due to fraud.

We tailored the scope of our audit in order to perform sufficient work to enable us to provide an
opinion on the financial statements as a whole, taking into account the structure of the Group, the
accounting processes and controls, and the industry in which the Group operates.

Our Group audit scope focused on the most financially significant subsidiary, which contributes
approximately 83% of the Group’s premium revenue. We performed further audit procedures over the
balances and transactions of the non-significant subsidiaries and the consolidation of the Group’s
subsidiaries.

57
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Key audit matters

Key audit matters are those matters that, in our professional judgment, were of most significance in our audit
of the financial statements of the current year. These matters were addressed in the context of our audit of
the financial statements as a whole, and in forming our opinion thereon, and we do not provide a separate

opinion on these matters.

Key audit matter

How our audit addressed the key audit matter

(1) Valuation of outstanding claims (2018
$148,976,000, 2017 $181,156,000)

We considered the valuation of outstanding claims
a key audit matter because of the complexity
involved in the estimation process and the
significant judgements that management make in
determining the balance.

The valuation of outstanding claims relies on the
quality of underlying data and involves significant
judgements and assumptions given the inherent
uncertainty in estimating the expected present
value of future payments for claims incurred.

In particular, judgement arises over the estimation
of payments for claims that have been incurred at
the reporting date but have not yet been reported to
the Group, as there is generally less information
available in relation to these claims, and claims that
have been reported but there is uncertainty over the
amount which will be settled.

Outstanding claims include a risk margin that
allows for the inherent uncertainty in the central
estimate of the future claim payments. In
determining the risk margin, the Group makes
judgements about the volatility of each class of
business written and the correlation between each
division and between different geographical
locations.

Relevant references in the financial statements
Refer to notes B2, B3, B4 and B5 to the financial
statements, which also describes the elements that
make up the balance.

Our audit procedures included obtaining an
understanding of key controls, including key data
reconciliations and management review of the

estimates.

Historical claims data is a key input to the actuarial
estimates. Accordingly, we:

(0]

Evaluated the design effectiveness and tested
controls over claims processing;

Re-performed claims data reconciliations;

Assessed a sample of claim case estimates at
the year end to check that they were
supported by appropriate documentation;
and

Inspected a sample of claims paid during the
year to confirm that they were supported by
appropriate documentation and approved
within delegated authority limits.

Together with PwC actuarial experts we:

(0]

Evaluated the actuarial models and
methodologies used by comparing with
generally accepted models and
methodologies applied in the sector and with
the prior year;

Assessed key actuarial judgements and
assumptions and challenged them by
comparing with our expectations based on
the Group’s experience, our own sector
knowledge and independently observable
industry trends;

Considered the work and findings of the
external independent actuaries engaged by
the Group; and

Assessed the risk margin, by comparing to
known industry practices and the Actuaries
Institute recommended framework. In
particular we focused on the assessed level of
uncertainty in the central estimate.

We have no matters to report from the procedures
performed.
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(2) vValuation of Earthquake Commission
(EQC) recovery receivables (2018
68,400,000, 2017 $65,100,000)

We considered EQC recovery receivables a key audit
matter because significant management judgement
is required to value expected recoveries from EQC
in respect of land damage and building costs, as
these recoveries are subject to agreement with EQC.

The expected recoveries from EQC are related to the
Canterbury earthquakes which requires judgement
and actuarial expertise to evaluate the attribution of
claims cost between the major earthquake events, in
particular the September 2010 and February 2011
events.

Relevant references in the financial statements

Refer to notes B3 and E1 to the financial
statements.

We assessed management’s approach to estimate the
EQC recovery receivables. We reviewed
correspondence with EQC and held discussions with
management, lawyers, external advisors and external
independent actuaries to understand assumptions,
including the attribution of losses to the different
Canterbury earthquake events, used to establish the
right to recovery. We compared these assumptions
with sector peers and obtained evidence for any
significant variances.

We considered the range from which the amount
recognised has been determined and assessed whether
the current circumstances could support a different
recovery receivable amount.

We have no matters to report from the procedures
performed.

(3) Recoverability of the deferred tax asset
on tax losses (2018 36,376,000, 2017
37,782,000)

The Group has a deferred tax asset balance of
$36,376,000, of which $30,685,000 relates to
deferred tax assets arising from past tax losses.

We considered recoverability of the deferred tax
asset a key audit matter because it is sensitive to the
Group’s expected future profitability and its
entitlement to offset these losses against future
profits. Significant management judgement is
involved in forecasting future taxable profits which
are inherently uncertain.

Relevant reference in the financial statements
Refer to note D6 to the financial statements.

We evaluated management’s assessment of the
recoverability of the deferred tax asset, including
understanding the progress made by management in
improving the profitability of the business in recent
periods, which includes the remediation of the causes
of past losses through, amongst other things,
assessment of the Canterbury earthquakes claims and
related reinsurance and other recoveries (assessment
of the recoverability of the receivables from EQC) and
other expense reduction and income initiatives.

We assessed the operational plan used in the deferred
tax asset recoverability assessment by comparing
previous operational plans with actual results and
assessed the appropriateness of the assumptions used
in the operational plan. We used our tax specialist to
assess whether the Group is entitled to offset the tax
losses against future profits.

We have no matters to report from the procedures
performed.
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Information other than the financial statements and auditor’s report

The Directors are responsible for the annual report. Our opinion on the financial statements does not
cover the other information included in the annual report and we do not express any form of assurance
conclusion on the other information.

In connection with our audit of the financial statements, our responsibility is to read the other
information and, in doing so, consider whether the other information is materially inconsistent with
the financial statements or our knowledge obtained in the audit, or otherwise appears to be materially
misstated. If, based on the work we have performed on the other information that we obtained prior to
the date of this auditor’s report, we conclude that there is a material misstatement of this other
information, we are required to report that fact. We have nothing to report in this regard, except that
not all other information was available to us at the date of our signing.

Responsibilities of the Directors for the financial statements

The Directors are responsible, on behalf of the Company, for the preparation and fair presentation of
the financial statements in accordance with NZ IFRS and IFRS, and for such internal control as the
Directors determine is necessary to enable the preparation of financial statements that are free from
material misstatement, whether due to fraud or error.

In preparing the financial statements, the Directors are responsible for assessing the Group’s ability to
continue as a going concern, disclosing, as applicable, matters related to going concern and using the
going concern basis of accounting unless the Directors either intend to liquidate the Group or to cease
operations, or have no realistic alternative but to do so.

Auditor’s responsibilities for the audit of the financial statements

Our objectives are to obtain reasonable assurance about whether the financial statements, as a whole,
are free from material misstatement, whether due to fraud or error, and to issue an auditor’s report
that includes our opinion. Reasonable assurance is a high level of assurance, but is not a guarantee
that an audit conducted in accordance with ISAs NZ and ISAs will always detect a material
misstatement when it exists. Misstatements can arise from fraud or error and are considered material
if, individually or in the aggregate, they could reasonably be expected to influence the economic
decisions of users taken on the basis of these financial statements.

A further description of our responsibilities for the audit of the financial statements is located at the
External Reporting Board’s website at:
https://www.xrb.govt.nz/standards-for-assurance-practitioners/auditors-responsibilities/audit-report-1/

This description forms part of our auditor’s report.

Who we report to

This report is made solely to the Company’s shareholders, as a body. Our audit work has been
undertaken so that we might state those matters which we are required to state to them in an auditor’s
report and for no other purpose. To the fullest extent permitted by law, we do not accept or assume
responsibility to anyone other than the Company and the Company’s shareholders, as a body, for our
audit work, for this report or for the opinions we have formed.

The engagement partner on the audit resulting in this independent auditor’s report is Karl Deutschle.

For and on behalf of:

QM\'erLowmfw(eA

Chartered Accountants Auckland
28 November 2018
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