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Executive summary

The collapse of HIH gave rise to considerable and justifiable concern amongst
shareholders, policyholders, governments and the broader community.

As Australia’s largest general insurer with more than 3.8 million customers in
Australia and another 700,000 in New Zealand, Insurance Australia Group has a
crucial interest in the long term viability of insurance as a product valued by the
community.

Insurance Australia Group welcomes the opportunity provided by the Royal
Commission to outline its position on how the insurance industry can improve its
governance and stability so that it can provide affordable cover, meet claims and
provide value for shareholders.

Insurance Australia Group believes that there are four principal ways in which the
insurance industry can best meet these objectives.  These are:

• investing in robust risk control frameworks and mechanisms that protect
policyholders and provide certainty to shareholders;

• pricing products realistically;

• ensuring that consumers understand what they are buying when they
purchase a policy, and that products do not arbitrarily advantage or penalise
particular individuals or groups; and

• committing  to and supporting on a continuing basis a comprehensive and
clearly defined regulatory framework that facilitates more affordable
premiums and more predictable claims costs, particularly in the more
volatile classes of long tail liability.

As part of this submission, Insurance Australia Group makes recommendations that it
believes can improve the industry and its governance, and enable it to address the
concerns provoked by the HIH collapse.
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Corporate Governance

Insurance Australia is a new corporate brand in the insurance industry.  It represents
the retail insurance brands of NRMA Insurance, SGIO and SCIC in Australia and
State Insurance and Circle in New Zealand.

Before January 2002, the former corporate entity was NRMA Insurance Group
Limited (NIGL).  NIGL had its fair share of Board and governance difficulties.  This
flowed in large part from the demutualisation of NRMA Insurance from the mutual
NRMA Ltd road service arm in 2000.  These were widely canvassed in the popular
media and arguably damaged the company’s reputation.

Based on this experience and in the context of the prevailing discussions both
domestically and internationally about transparency and accountability, Insurance
Australia Group is convinced that companies must be prepared to engage in public
debate about “key” governance issues, such as executive accountability, Board
performance and auditor independence.

Insurance Australia contends that effective and robust corporate governance depends
in the long term on corporate culture which values and rewards accountability and
transparency and has in place strong and well understood checks and balances. It does
not believe that externally imposed rules which are not “owned” by companies and
their staff achieve effective governance.

Regulators can and should prescribe minimum standards but they cannot mandate
culture or behaviour.  Ultimately, Boards and management should be responsible for
their own cultures and behaviour, and for openness in company governance.

Recommendation

Insurance Australia recommends that insurers, rather than regulators,
demonstrably align their corporate governance frameworks to support and
advance behaviour and operations that are sustainable.  Measures of reform
could include:

• Board commitment to continuous improvement, such as structured rotation
of Board members, objective assessment of director and Board performance,
and communication to external stakeholders about what Boards are doing to
promote good governance and sustainability;

• Commitment to ensuring Boards are comprised of directors who are more
reflective of the community’s involvement in insurance.  Ideally, Boards
should be composed of directors with a balance of specialised functional and
generalist skills;

• Active Board involvement in long term strategic planning;
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• Clearly linking corporate governance and performance management.  This
could include tying executive incentives and remuneration to risk
management outcomes and to meeting long term objectives;

• Investing in comprehensive risk control frameworks that put the Board’s
approach to corporate governance into effect;

• Comprehensive disclosure to the markets of corporate governance practices;

• Formal review of the Approved Actuary’s valuation of insurance liabilities;
and

• More emphasis on auditor independence by rotating audit partners from the
contracted audit firm.

Consumer protection

Insurance Australia supports reform in insurance consumer protection arrangements.
It suggests four key areas of reform:

a. Affordability

Insurance can only continue to be a sustainable product if it remains affordable.
Insurance Australia is working to provide competitively priced insurance by focusing
on efficiency and cost control.

We aim to keep premiums as low as possible through good risk management
practices, including identifying fraudulent claims, educating policyholders about how
to minimise their risk and supporting programs to reduce the crime rate.

However, there is scope to help make insurance more affordable for people with
limited means, such as pensioners and single parent families.  This includes
developing new, basic insurance products.  There is also a relationship between
affordability and the current tax impost on insurance premiums.

b. Simplicity

Insurance contracts should state clearly what is being insured at the time of purchase
and reassure customers that there are no hidden caveats buried deep in the policy
document.  Insurance Australia companies pioneered the concept of plain English
insurance.
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Insurance Australia Group is committed to continuing to take the lead in this area. It is
now reviewing and redesigning all documents and contracts to make sure they are
clear, easy to understand and state unambiguously what the insurance policies do and
do not cover.

c. Availability

While insurance should be broadly available, the reality is that it may not be available
to everyone.  The nexus between Insurance Australia and its customers is dependent
upon us doing the right thing by the customer and the customer also doing the right
thing.

There will be a small group of people who will constitute a high risk and who may
engage in fraud.  For example, people with criminal histories may be denied insurance
under a risk management assessment.  This should be clearly spelt out by insurance
companies so that consumers have full information as to why insurance cover has
been denied.

d. Security

When people buy insurance, they buy protection and peace of mind.  Customers have
a right to expect that an insurance company to which they have paid a premium will
be solvent when they need to make a claim.

The HIH experience drives home the vital importance of good corporate governance
and sound management to keep insurance companies viable and profitable so they can
pay claims.

Insurance Australia believes options should be considered to determine the most
effective and efficient system for protecting consumers from possible future failures
by insurance companies.  These options could include a Policyholder Protection
Scheme.

Aside from insolvency, major catastrophes such as flood and terrorism also need to be
addressed.  These issues operate outside the ambit of a normal insurance claim, and
require governments, the industry and the wider community to work co-operatively to
find a satisfactory solution.

Recommendation

Insurance Australia recommends an early warning system with the Australian
Prudential Regulatory Authority (APRA) be the primary mechanism for
protecting policyholders and claimants from the consequences of failure.  This
would involve an enforceable protocol administered by APRA.
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Should a failure occur after the intervention of regulators, Insurance Australia
considers a national scheme should be put in place to take responsibility for
outstanding claims for defined categories of customers, of a failed insurer.

As a starting point, this should involve consolidating and centralising existing
State and Territory statutory guarantees (through nominal insurers,
supplementation funds etc) to ensure proper alignment with prudential
regulatory functions.  The remaining Commonwealth, State and Territory
arrangements for HIH liabilities could serve as a template for developing
eligibility criteria for other classes of insurance to be covered.

The funding mechanism for such a scheme should apply a flat percentage levy to
be applied to premiums.  Sucha mechanism should be managed by the
government and industry.  It should consolidate and replace State and Territory
government funding schemes and other ad hoc taxes on general insurance, such
as the NSW Insurance Protection Tax.

The shareholder capital in viable insurance companies should not be placed at
risk in the event of a failure of a competitor.

Insurance Australia does not consider the industry’s obligation goes beyond
protecting the policyholders of a failed insurer, and would not extend such
protection to shareholder or other stakeholders.

Prudential standards

Insurance Australia supports the six Prudential Standards introduced by APRA in
2002.  These standards should support a strong prudential framework.

The standards and their supporting Guidance Notes were finalised following
comprehensive consultation between APRA and general insurers.  Insurance Australia
supports the principles underlying the standards, and Insurance Australia will
continue to liaise with APRA about how they will be implemented.

Recommendation

Insurance Australia recommends ongoing industry support for the current levels
of prescription in APRA’s six Prudential Standards.  Insurance Australia
believes these standards will underpin a strong prudential framework for
general insurance companies.
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Financial reinsurance

The basic premise behind financial reinsurance instruments is that the additional value
gained by the business, in the form of more predictable returns and reductions in
capital requirements, exceeds the cost.  Insurers engage in a great deal of
sophisticated modelling and scenario-testing exercises to make sure assertions can be
justified.

The key to regulating financial reinsurance contracts is to successfully identify risk
transfer.  Today’s system could be improved by making the identification of risk
transfer the responsibility of reinsurance brokers and the reinsurers themselves.

Insurance Australia believes detailed comment will also be made by professional
organisations. Insurance Australia concurs with and supports each of the 26 points
under the “Special Matters” heading in the Institute of Actuaries of Australia’s
submission to the Royal Commission..

The use of Accounting Standard AASB1023 and, where necessary, AASB 1033
(dealing with accounting treatment of financial reinsurance products) provides
appropriate support for the financial reinsurance contracts in question.

The application of these standards must be accompanied by appropriate actuarial
advice.  This advice must relate to valuing future cash flows.

Recommendation

Insurance Australia recommends that innovation in alternative means of risk
transfer - and financial reinsurance products in particular - be encouraged.
Active control of reinsurance contracts needs to be maintained using the means
already available to individual insurers, reinsurers and APRA.

Role of State and Territory governments

Government insurers remain a large part of the insurance sector.  They capture almost
one-third of total premium income and hold an even larger share of liabilities.  State
and Territory duplication in providing some insurance products such as this also
creates tensions between national authorities regulating the industry and the various
State and Territory agencies that regulate much of the industry’s cost base.  It also
adds enormous complexity to delivering efficient insurance services to the
community.
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Large sections of the general insurance market remain closed to the private sector, and
this has inhibited development of a strong viable industry.

The true cost of State insurers is obscured because they continue to take advantage of
the same constitutional provisions that once protected State banks from external
scrutiny under the national prudential supervisory regime.

This experience alone should be sufficient warning that public sector organisations
are just as vulnerable as the private sector to failures of governance, particularly when
managing large pools of funds.

State monopoly insurers are also particularly vulnerable to short-term pressures.  In
dealing with these, it is often difficult to align the short-term solution with the
efficient management of long term insurance liabilities.

Recommendation

Insurance Australia recommends all government insurance providers be
required to meet APRA prudential and reporting standards.  This will help
develop a level prudential playing field.  In this environment, the performance of
different entities providing insurance products is measured on the same basis.

Where required, a government guarantee may be provided to satisfy minimum
capital requirements.  The value of that guarantee should be clearly identified on
the balance sheets of insurers and the relevant government.

Model Scheme Design

Problems that arise in the statutory classes of insurance are also effect in the public
liability arena, and to some extent in the other long tail crisis in the professional
indemnity arena.

These problems have resulted in many inequities and inefficiencies in how claims are
settled and paid.  These include:

• the legal system has been left to distribute benefits to injured people with no
corresponding responsibility or accountability for the cost of this to the wider
community;

• the law of negligence has gradually moved away from its original justification - as
an incentive to take responsibility for care and safety.  Instead, the law is now
often a device for finding the “deepest pockets” available to compensate an
injured person;
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• commercial discipline in how insurance products are priced and managed can
sometimes be lacking.  Premiums have been set at unrealistic levels in the past,
without proper regard for the long tail nature of these claims and the way claims
costs escalate over time; and

• there is ample local and international evidence that making lump sum payments
discourages some people from making a speedy and full recovery.  The evidence
shows the longer a person is in the compensation system, the longer it takes them
to recover.  This has resulted in over-compensation for less serious matters.  It
also means funds that might otherwise be available to improve compensation for
more needy cases are being spent settling more minor matters.

Insurance Australia believes there is now sufficient experience with different legal
and administrative arrangements for long tail insurance in Australia to set out
principles for a stable, efficient legal and administrative compensation system for the
States and Territories.

These principles should be the starting point for developing a consistent national
approach.  A national approach would pave the way for a more efficient, innovative
and competitive national market.

Good scheme design principles implemented within a co-operative federal framework
will also help define the roles and responsibilities of the levels of government
involved in long tail insurance.

The Commonwealth’s role of overseeing a strong and efficient insurance sector could
be boosted greatly by State and Territory legal and administrative arrangements that
are more sensitive to the needs of individuals and to how important a stable cost base
is for the insurance industry.

These principles are also relevant to the debate about other unregulated types of long
tail insurance including public liability and medical and professional indemnity.

Insurance Australia believes that reducing uncertainty about claims costs through
good regulatory reform will reduce the capital required to support long tail insurance.
This type of reform could also reduce the loadings on premiums needed to support
this capital.

Another result of reform could be that long tail premiums will be better aligned to the
current cost base.  At the moment, premiums are often inflated on the assumption that
the trend to more expensive claims costs will continue for at least the next few years.

Recommendation

Insurance Australia recommends the design of an efficient regulatory
framework for long tail classes of insurance.  This should include legislation
governing the scheme and how it is administered.
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It should aim for:

• uniformity between schemes and jurisdictions.  This will help deliver
consistent outcomes for any particular set of individual circumstances
irrespective of where or how an accident occurred;

• an optimum level of stability and predictability;

• more affordable premiums; and

• a bias in compensation towards more seriously injured people.  This will
ensure premium dollars go to those most in need.

Regulatory alignment

Insurance Australia notes the roles of APRA, the Australian Securities and
Investments Commission, and the Australian Competition and Consumer Commission
can sometimes overlap.

This overlap can create significant inefficiencies in the market if it is allowed to
remain and grow.  Greater costs and higher premiums needed to cover these costs are
other results.

Regulators overseeing insurance need considerable, in-depth understanding of the
complex relationship between price, return on equity and capital investment involved
in the industry and its products.

The international competitiveness of Australian insurance could be negatively
affected if regulators do not fully understand how these factors influence insurance,
and if regulators’ actions and decisions are not made with an understanding of these
factors.

Insurance Australia also believes disparate State and Territory-based regulation of
accident compensation schemes creates substantial market inefficiencies.

Insurance Australia suggests there are options to rectify this situation, including:

• a single regulatory body responsible for the financial services industry, to oversee
prudential supervisory functions and consumer protection, including relevant price
monitoring; and

• closer coordination of existing regulatory bodies via a formal consultative
mechanism.
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Recommendation

Insurance Australia recommends that APRA be given responsibility for any
price monitoring activities in general insurance.  This complements APRA’s role
supervising risk-based capital adequacy requirements and undertaking universal
‘health checks’ of licensed insurers.

Taxation

In regard to taxation, Insurance Australia contends:

• the Australian insurance sector bears a  disproportionate share of the tax burden
through stamp duty, fire services levy and GST;

• this burden increases the cost of insurance premiums;

• insurance taxes result in underinsurance and non-insurance in households and
businesses throughout Australia; and

• State and Territory Governments need to reform insurance taxes and reduce the
current taxation burden.

Recommendation

Insurance Australia recommends a national system of insurance taxes that is fi r,
consistent and more understandable to taxpayers.   To achieve this, it is
recommended all State and Territory taxes imposed on general insurance
business be eliminated – that is, the abolition of the stamp duty on insurance and
the shifting of the burden of the fire services levy to all property owners.

Insurance Australia’s recommendations

Insurance Australia trusts this submission can make a positive contribution to the
Royal Commission’s deliberations under the “General Issues” section of its terms of
reference.

Insurance Australia’s intention is to provide an overall view of the challenges facing
the nation’s insurance industry.

It hopes it can make a contribution on each of the issues highlighted by the
Commission.
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1 The Community and Insurance

1.1 Community needs and expectations

Insurance is a fundamental service to the community.

Insurance provides us with confidence to go about our daily lives, knowing that in the
case of accident or catastrophe, we will receive financial support or compensation to
help us resume our normal lives.

Buying insurance involves people facing similar risks co-operating by creating a pool
of resources.  This pool can be drawn on in the case of an accident or natural disaster,
to repair, rebuild or help people recover their health.

Insurance allows efficient management of risk.  This is a critical feature in a modern,
developed economy.

Insurance underpins confidence, which is an intangible but essential part of
investment, wealth creation and business growth.

Almost every aspect of daily life – in the workplace, on the roads, in our business and
daily lives – carries the risk of us being exposed to a potential hazard.

The rule of law – another essential part of a modern, developed economy – creates
another layer of hazard.

This involves our liability for the impact our actions may have on others – for
example, injuries or damage we may cause to people and their property from careless
driving.

Most people and enterprises choose to buy insurance because they would rather pay
that price than carry by themselves the burden of worry about the future of their
business, home or other assets.

Efficiently managing some types of risks is seen as so critical to the community that
insurance is compulsory - workers’ compensation, motor vehicle third party and
builders’ warranty for instance.

Market
Environment

Community

Corporate
Governance

Regulation
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A general insurer such as Insurance Australia brings a number of core skills to the
community including:

• underwriting and pricing risk;

• meeting claims through repair or replacement of assets or cash payments;

• administration of insurance policies;

• investment of pooled funds (premiums);

• claim recoveries; and

• capital management.

When it writes a policy, an insurer enters into an agreement with the individual and
the community. This agreement is built on trust.  It requires that an insurance
company will accurately calculate the risk and spread the financial costs of managing
that risk among people facing similar risks.

People meet the costs of having their risk managed by paying a reasonable premium.
In return, they expect they will be able to make a legitimate claim when the need
arises.

The community accepts that the insurance company is entitled to make a reasonable
return on its investment by managing these risks.
However, the community also recognises this investment needs to be managed on a
sustainable basis so that insurance will continue to be available and claims paid when
there is a genuine need.

The community is rightly concerned if there is evidence that an insurance company
has put short-term profits ahead of putting aside funds to adequately pay claims.
Companies that do this undermine the basic principles of insurance.

The community also has a right to expect that insurance companies will operate
sustainably by devoting resources and expertise to help individuals and the
community better manage risk, promote safer behaviour and reduce the impact of
natural disasters.

To fulfil their obligations to customers, insurers must also make sure they are viable
in the long-term and that they have adequate reserves.  These reserves help make sure
money and resources are available when customers need to lodge and settle claims.

Efficiency and affordability are also part of good insurance.  Sustainable insurers
invest in reducing the overall cost of claims and consequently, help keep insurance
affordable.
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The cost of insurance and the ability of insurance companies to pay claims are being
discussed nationally at all levels – around kitchen tables, in workplaces and by
governments.

The collapse of HIH Insurance, the events of September 11 2001, and increases in
international reinsurance costs due to global catastrophes, is affecting the confidence
our communities have about how insurance companies pool risk.

The inability of some medical defence organisations to provide liability cover for
doctors is also fuelling community concern.

If the insurance industry is going to maintain its franchise to operate, the community
must acknowledge the necessity and desirability of insurance.

In return, insurance companies must respond to the challenge by operating in a
sustainable manner so the community can be confident that insurers, now and in the
future, will deliver on their side of the bargain.

1.2 Focusing on the fundamentals of insurance

The uncertainties involved in underwriting insurance risk are “capital hungry.”

Factors that increase the volatility of the definition of risk or the outcomes of claims
costs will increase the capital needed to underwrite that risk.  This can reduce the
efficiency of an insurance business.

Insurance is based on three essential elements:

• recognising an “insurable event” -  or one where the outcome can be uncertain, -
like a storm or bushfire;

• demonstrating an “insurable interest” or financial loss from an insured event; and

• identifying “insurable risk”  or the ability to predict possible outcomes and
therefore price the risk - even if the range of outcomes may be very wide.

This is a simple way of trying to encapsulate a complicated list of matters related to
understanding the nature of risk and insurance upon which any good textbook could
expand1.

Insurance Australia submits that a central part of management for any insurer is to
keep capital support required for the business at the lowest level possible, without
endangering policyholder security.

Legitimate ways of achieving this include geographically diversifying insured risks
and spreading the type of risks insured.



Page 16

Another important instrument is reinsurance.  The industry needs to keep open the
opportunities for adding to Insurance Australia’s range of effective tools in this area
(see Section 4.7).  However, the effect of increasing the capital needs prompted by
changes in the volatility of the underlying definition of insurable risk should not be
overlooked.

This trend has been particularly apparent in some classes of liability insurance over
recent years.

Unless the trend is reversed, insurers will continue to be pressured to increase capital
support per dollar of premium collected.  If this continues, this will lead to increasing
margins in premium rates to allow insurers to meet the reasonable demands of
shareholders.

1.3 Insurance Australia in the community

Because Insurance Australia views insurance as a community product, it views its
relationship with the community as vital to its future.

As a publicly listed company, Insurance Australia has an obligation to produce value
for its shareholders.  But this does not preclude it having an obligation to act in a
sustainable way in the community.

When collecting premium payments from its customers, people need to know that
Insurance Australia’s companies will be managed well enough to be able to pay
legitimate claims when they are lodged.

But it also believes it has a responsibility to the community beyond meeting this basic
expectation.

Insurance Australia is actively involved in the communities in which it operates, by
helping its customers reduce the need for them having to make a claim.

It does this by helping individuals and families make their homes safer and assisting
them better protect property against theft.  It works with public authorities,
governments and motor vehicle drivers to help modify driver behavior reduce road
crashes and driver-related injuries.

In factories, workshops and offices, Insurance Australia’s workers’ compensation
people help make workplaces safer.  And when injuries do occur, it tries to get people
better sooner by encouraging earlier intervention and rehabilitation.

Once or twice a week, we test crash cars at our Motor Vehicle Industry Research
Centre in Sydney so we can advise car manufacturers how to modify vehicles to make
them safer and less expensive to repair.
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And each year we sponsor groups to help them make their communities safer by
reducing crime.

These activities are important because they help reduce stress, injury and accidents
among our Insurance Australia’s customers. This activity also helps reduce the
number of claims and the cost of those claims.  In turn, this helps keep down the cost
the community pays for insurance.

Our companies also fund and develop programs to make sure other industries with
which we interact are themselves sustainable.  This is why, for instance, we have
committed resources in skills and management training for smash repairer managers
and bodyshop apprentices and sponsor the Housing Industry Association Awards.

Insurance Australia’s specific involvement to reduce risk in the
community

Insurance Australia’s extensive community involvement falls into four categories:

• sponsorship  - directed at supporting crime prevention programs; injury prevention
activities focused on road-related accidents and workplace injuries; support of
emergency services to provide rapid quality response;

• advocacy – pursuit of public interest insurance issues on behalf of the community.
Issues range from negotiating with motor vehicle manufacturers about safety
design, to home and vehicle safety advice to improve safety, and working with the
Motor Accidents Authority of NSW on a television campaign aimed at improving
learner driver experience;

• risk management support for employers, employees, motorists and the wider
community; and

• research and development – sharing information with law enforcement agencies
and the community generally about results of research such as crash tests.

(See Appendix A for details of programs.)

Injury management and rehabilitation

Insurance Australia is the only Australian insurer involved in every workers’
compensation and compulsory third party compensation scheme open to private
insurers.  Because of this, it has a unique perspective on health and social issues for
thousands of people supported within these systems.

A recent study by the Royal Australian College of Physicians’ Faculty of
Occupational Medicine, supported by Insurance Australia, confirmed the long-held
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belief that people within compensation systems, on average, have poorer health
outcomes than people in the broader health system.

The study suggests some reasons for this can be found in the adversarial legal system
and financial incentives that encourage people to hold out for large lump sum
compensation payments, rather than return speedily to robust health.

The findings of these studies reinforce Insurance Australia’s commitment to world’s
best practice and continuous improvement in injury management and rehabilitation
services.  Maintaining this commitment at very high levels is often difficult within the
patchwork of legal and regulatory systems  in Australia.

In many ways, the jigsaw of insurance compensation systems means the focus of why
systems were originally put in place has been lost. The interests of individuals and the
community are best served by improving the long-term health and independence of
injured people.  This is where the various systems around the country have to refocus
their efforts.

Encouraging injuries to be reported as soon as they occur, and using proven
treatments to get injured people better sooner, have been part of recent reforms to
some Australian injury compensation schemes.

Insurance Australia has actively contributed to developing and designing regulatory
frameworks needed to achieve better outcomes for injured Australians.  It will
continue to play this role.

Short tail claims management

Insurance Australia’s short tail claims operations are guided by:

• paying claims based on a customer’s full entitlement under the insurance contract;

• managing claims costs through a network of relationships with key suppliers who
offer our customers quality service and products.  This involves detailed contracts,
service level agreements, business plans and performance management systems,
including support and coaching, to support delivering quality and cost effective
goods and services to our customers;

• leveraging purchasing power to reduce replacement and repair costs.  This reduces
the cost of insurance to the customer;

• timely and efficient resolution and payment of claims; and

• a dispute resolution procedure that support good customer dispute management.
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Property protection

Insurance Australia and its companies work with governments, the media, community
organisations and suppliers to help protect property against accidents and natural
disasters.

It sees this role as part of it what it does as a business.  Insurance products and activity
that encourage people to reduce risk and live safer lives are very much part of
sustaining the value of insurance in society and helping communities better manage
their risks.

For example, in NSW, Insurance Australia has been working with the Wollongong
City Council and the State Emergency Service to develop a comprehensive resident
education program on flood mitigation in the Illawarra region.

Insurance cover for flood prone areas continues to be a challenge for governments,
regulators, the insurance industry, and community groups - especially as development
pressures see more urban development in flood prone areas.

Insurance Australia and its companies have been co-operating with governments and
the community to raise awareness about which regions are especially prone to
flooding.

ASIC has remarked on efforts to educate consumers about steps they can take to
minimise flood exposure.

A serious gap in the community’s efforts to tackle this problem is failure by the three
tiers of government to reduce the potential for damage and loss of life resulting from
flood.  This includes reluctance to prohibit building in flood prone areas.

As well as floods, Insurance Australia companies actively provide advice and
warnings to customers about how they can better protect themselves and their
property against natural disasters.

For instance, NRMA Insurance was a leading user of the media to communicate key
safety and property damage minimisation tips immediately after the 1999 Sydney
hailstorm.

(The economic impact on NSW of claims paid out by the insurance industry for
damage from that storm in 1999 contributed more to the NSW economy than
preparations in that same year for the Sydney Olympic Games.)

During the January 2002 NSW bushfires, in addition to NRMA Insurance helping
customers by telephoning them and going door-to-door in bushfire affected areas, the
company also sponsored operation of one of two giant firefighting helitankers used to
fight the fires.  This helped reduce devastation and loss of property.

On a national basis, Insurance Australia’s CrimeSafe grants provide $200,000
annually to community groups working on local initiatives to reduce crime.  Insurance
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Australia also sponsors a Handbrake Turn, a program that delivers training and
education to young people at risk of becoming involved in crime. The program also
improves their education, training and job chances.

Insurance Australia works with police, national motor vehicle safety organisations,
theft reduction bodies and chambers of commerce to provide the community with
useful information about steps to better protect homes, businesses and motor vehicles
from theft or damage.

In NSW, NRMA Insurance and the State Chamber of Commerce have implemented a
risk minimisation education program for small and medium businesses.

1.4 Being there to pay claims

Policyholders need to be confident that should the time come when they need to make
a claim, it will be paid according to the promise of the insurer.

In addition to Federal Government regulators - APRA, ASIC and ACCC - ensuring
this promise is met, the insurance industry has put in place its own regulation to deal
with complaints about claims.

The Insurance Council of Australia has established a General Insurance Code of
Practice and the General Insurance Enquires and Complaints scheme.

This is a national scheme for consumers to resolve disputes between customers and
their insurance companies, or claimants who have a dispute with another person's
insurance company in relation to motor vehicle property damage - i.e. third party
claims.

The scheme also provides free advice and information about any general insurance
matter.  Participation by insurance companies is voluntary, but all major insurance
companies are members of the Scheme, and all decisions concerning complaints are
binding on members.

This overall framework of government regulators and self-regulation deals with:

• product disclosure: the policyholder is provided with all relevant information upon
which to make an informed decision;

• pricing and competition: the policyholder is offered a range of insurance products
made available in a competitive environment;

• sales practice regulation: quality of sales advice and customer service provided by
the insurer is maintained at the highest possible level;

• solvency requirements: the insurer maintains sufficient capital and resources to pay
claims as required;
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• use of personal information: all personal information provided by the policyholder
to the insurer is stored and used appropriately; and

• sources of redress: the policyholder has an adequate source of redress in the event
of dissatisfaction.

What it does not provide is a guarantee that claims will be met in the event of insurer
insolvency.

The collapse of HIH has underlined the need for a “safety net” to ensure that claims
will continue to be met in the event of business failure.

In privately underwritten workers’ compensation jurisdictions, supplementation or
nominal insurer funds were in place to protect injured workers. Insurance Australia
was able to maintain services with minimal disruption after acquiring the HIH
workers’ compensation business.

Similar arrangements existed to protect motor vehicle compulsory third party (CTP)
claimants in NSW and Queensland as well as builders’ warranty claimants in relevant
jurisdictions.  Collectively, however, this costs governments more than $1 billion.
This burden is ultimately borne by the community, through special taxes and levies.

The methods used by each State and Territory government demonstrates there is little
uniformity.  This is dealt with in a later section of this document.  In particular the
NSW Government resorted to applying an Insurance Protection Tax (IPT) – an annual
cost to NSW-based insurers of $65 million.

This tax could not be factored into the cost base of the business to determine the price
of its products – the first such tax in Australia.  The Insurance Protection Tax is an
example of an arbitrary tax by spreading the impact across all insurers, regardless of
the type of business they write, only on NSW-based insurers and without regard for
the risk profile of the insurer.

There was no similar protection for many HIH claimants in other insurance classes,
such as public liability and professional indemnity.  The Federal Government
recognised there were many other cases of potential hardship arising out of the
collapse.  As part of its response, it established HIH Claims Support Ltd, a special
$600 million fund to meet those claims, subject to a number of restrictions on
quantum and eligibility.

The collapse of HIH, indirectly through its role as a reinsurer, also played a role in the
provisional liquidation of United Medical Protection.  This collapse has demanded
further Federal Government guarantees – potentially worth hundreds of millions of
dollars.

Without these arrangements, the consequences of the HIH collapse would have been
devastating for many thousands of Australians.

As it is, those who do not qualify for assistance, such as larger businesses, will still
suffer significant damage.  Public funds that could be better used to fund basic
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services such as schools, hospitals and roads, are being diverted to meet the
obligations of private business.

The impact of flood and terrorism also require examination.

These types of events occur outside the ambit of a normal insurance claim, because
they have peculiar characteristics, including an unpredictable range of outcomes.
They require a joint community response involving government, industry and
consumer groups.

A policyholder protection scheme in Australia

In a competitive market economy, such as Australia’s, consumers can choose
products based on price, quality of products and services and the credentials of the
company with which they do business.

The community expects legitimate claims will be paid.  But it also realises that in a
market economy, a company failure may occur.  This imposes a responsibility on
companies to fulfil their obligations to the customer, and on governments to provide
support to the community when the market fails.

In a normal private sector environment, the unexpired liabilities of a failed company
are met by the liquidator from the sale of assets.

The shortfall is a loss borne by the employees, customers, suppliers and shareholders
of the failed company.

A failure in an insurance company is felt more widely because liabilities will
normally be dominated by third party claims -  by people who had no choice about
dealing with the company.

These claimants face the difficult choice of pursuing the liable insured individual or
business directly.  These parties may not have sufficient assets.  Alternatively,
claimants can take their place with other unsecured creditors.

An insurance failure can result in genuine hardship, particularly in personal injury
cases where people rely on compensation to rebuild their lives.

In compulsory insurance schemes, such as transport accident and workers’
compensation, claims against insolvent insurers are treated in the same way as claims
against uninsured parties, and are funded through nominal insurer schemes.

The collapse of HIH resulted in liabilities of more than $1.2 billion being borne by
these schemes, even though the collapse was unrelated to these lines of business and
the relevant regulatory authorities had little or no capacity to prevent it.

The experience has reinforced community expectations that at least some of the
victims of insurance failure will be protected.  However, it also demonstrated an
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urgent need to clarify roles and responsibilities for insurer insolvency, and the
appropriate mechanism to meet outstanding claims in case of future failures.

Since the failure of HIH there have been arguments that the other insurance
companies should carry this loss because they benefits from the demise of the
industry’s second largest player.

The reality is that insurers receive no benefit from the failure of another insurer.

Companies price their products according to the risk appetite they individually have,
not according to the risk profile of the whole industry.  Individual risk appetite is
reflected in a company’s return on equity and in the demand for its shares.

Thus, the shareholder invests with a company on the basis of how well it performs
relative to the industry sector and the other investment alternatives.  Some
shareholders may also discriminate between companies on the basis of the companies’
market conduct.

Suggestions that the insurance industry should be responsible for funding the failure
of another industry participant must recognise the extra cost already borne by
companies that have a relatively lower risk profile through greater capital
requirements, and the security this affords customers, employees, suppliers and
shareholders.

The community is rewarded by transacting with a low risk insurer.

If the government forces all other insurance companies to subsidise the loss of a high
risk company, then the shareholders of other companies are all penalised for being
risk averse.

This creates a perverse result.  The accepted view is that it is in the interest of the
community to reward prudence, and penalise excesses.

By creating a disincentive to conservative capitalisation, the effect may be to increase
the risk of another insurance failure instead of preventing it.

Taking this approach to its logical conclusion, contributions to industry “rescues”
should be linked to risk profile so that the lower the level of capitalisation, the greater
the contribution.  While this would be consistent with each insurer’s own probability
of failure, the result could be a domino effect – one insurer insolvency could trigger
another as the next weakest is forced to make the greatest contribution.

The new prudential standards will make a failure of another APRA-licensed insurer
very unlikely.  But the industry and regulators agree a failure cannot be ruled out
some time in the future.

APRA’s early warning capabilities should identify an insurer in financial difficulty
and advise the Reserve Bank of Australia, which could use its mandate of maintaining
stability in the financial system to assist the insurer with a loan.  This should increase
the scope for an insurer in difficulties to conduct an orderly run-off of liabilities under
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regulatory supervision, without requiring a formal liquidation.

Even with that additional layer of protection, there is still residual risk of a failure.
Insurance Australia considers that policyholders, particularly those in more vulnerable
parts of the community, should be confident that their insurance contract will continue
to be fulfilled, even if their insurer fails.

A national protection scheme to fund clearly-defined types of claim needs to be
considered.

Such national protection arrangements would enable all policyholders to understand
their level of protection when they buy an insurance product.  It should also mean
responsibility for prudential supervision and responsibility for dealing with the
consequences of failure would be better aligned.

Any national arrangements should include a mechanism to be triggered in the event of
failure to fund eligible, outstanding claims.  This mechanism should be broadly based,
such as a flat percentage of premiums.  Its primary purpose is to repair confidence in
the general insurance market.

Consumers who pay the levy are the ultimate beneficiaries of a sustainable insurance
market.  These arrangements should explicitly exclude alternatives such as levies on
the capital of other insurers, because these would penalise prudence and further
undermine the integrity of the market.

The funding mechanism should also take account of the following issues:

• there are currently a number of taxes and levies applying to insurance that
substantially increase the cost of products (see Section 6.2);

• liquidity difficulties may arise for some insurers if funding were on a pre-event
basis; and

• funds will not be used productively in a pre-event situation – they would most
likely parked in a trust fund, or worse diverted to other Federal Government uses.

(See Appendix B for overseas experience.)

Recommendations

Insurance Australia recommends that early warning intervention by APRA and
the RBA (to the extent required) be the primary mechanism for protecting
policyholders and claimants from the consequences of failure.

Should a failure occur after the intervention of regulators then Insurance
Australia considers that a national scheme should be put in place to take
responsibility for outstanding claims for specified individuals and other defined
categories of customers of a failed insurer.
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As a starting point, this should involve the consolidation and centralisation of
existing state and territory statutory guarantees (through nominal insurers,
supplementation funds, etc) to ensure proper alignment with prudential
regulatory functions.  The remaining Commonwealth, state and territory
arrangements for HIH liabilities could serve as a template for the development of
eligibility criteria for other classes of insurance to be covered.

The funding mechanism for such a scheme should be application of a flat
percentage levy to be applied to premiums and managed by an entity under
APRA but jointly managed by the Government and industry.  This funding
mechanism should consolidate and replace the state and territory government
funding schemes and other ad hoc taxes on general insurance, such as the NSW
IPT.

The capital of shareholders in viable insurance companies should not be placed
at risk in the event of a failure of a competitor.

Insurance Australia does not consider the industry’s obligation goes beyond
protecting the policyholders of a failed insurer.  Protection should not extend to
shareholder or other stakeholders.

A scheme like this would be an essential pillar in building a sustainable level of
community confidence in insurance.  It would also clearly align the roles of
governments that regulate insurance and the obligations of governments and the
industry to provide comfort and certainty to policyholders.

It would also underpin the industry’s ability to quickly deal with systemic faults that
can also affect consumer confidence.

Policyholders could also be better informed about the financial stability of an
insurance company if insurers were required to publish their credit rating in policy
documents.

1.5 Profitability and consolidation of the general insurance industry

Unlike most industries that generate a relatively stable profit stream by selling their
core products, the general insurance industry has mostly suffered large losses from
selling insurance.

In the past, these substantial underwriting losses have been offset by income from
investing premiums.

The downturn in the equities market - in 2002, the worst performance in 14 years -
and very low interest rates have reduced investment income.

In many cases the accounting practice of “mark to market” - valuing investments at
current prices - means that insurance companies have experienced investment losses
on investment income.   Net profit after tax has been volatile.
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Underwriting Result 

In recent years, insurers have attempted to introduce underwriting performance
stability by pricing their general insurance products more realistically.  The ability to
sustain premium revenue growth and being able to control claims costs are critical to
this strategy succeeding.

Insurers are seeking to reduce the volatility of earnings (illustrated above) by
geographically diversifying their customer base and diversifying their product range.

Improvements in capital efficiency are also being achieved through scale.

Internationally and in Australia, there have been mergers and acquisitions as
insurance companies address profitability and capital efficiency.

The structure of the Australian industry is highlighted in the illustration below.  It
shows the mergers and acquisitions in the general insurance industry over recent
years.

New competitors are also emerging from other financial service sectors, notably
banks, and also from outside the industry, such as motor vehicle retailers.  These new
competitors are often involved in underwriting and distribution (banks) or in
distribution only (motor vehicle retailers).

1995 1996 1997 1998 1999 2000
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NRMA, SGIO, SGIC, RACV (joint venture), HIH (workers
compensation)

Allianz, MMI, Switzerland, Federation, FAI, CIC, HIH Personal Lines

QBE, Australian Eagle, MLC, UAP (port), Mercantile Mutual (joint
venture), ITT Hartford (port), Kemper, CE Heath, HIH (Commercial
& Travel), Carlingford, Nat Ins Co of NZ, Colonial Mutual, Trade
Indemnity

Royal, Sun Alliance, Phoenix, AAMI, RAC (WA)

Suncorp, AMP, GIO, RAQ (joint venture), TGIO

South British, United, NZI, General Accident,
Commercial Union, Union, Fortis,

IAG

Allianz

Royal & SunAlliance

QBE

Suncorp

CGU
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It is reasonable to expect consolidation will continue, albeit at a decreasing rate.  This
means the foundations have been, and continue to be, laid for a better-ordered, but
still competitive, marketplace.

(See Appendix C for an outline of the Australian general insurance industry.)

1.6 Competition and the insurance industry

The Australian general insurance industry is viewed as having low barriers to entry in
short tail classes of insurance - limited to the national regulatory requirements,
including APRA’s minimum capital and solvency requirements.  It is also thought to
be over-serviced.  There are more than 100 insurers in the market.

Short tail insurance accounts for about 60 per cent of annual premiums paid by
Australian consumers and businesses.

The market for comprehensive car, buildings and contents insurance products is
serviced by a large number of insurers, providing an enormous range of offerings to
customers.

In this market there is intensive price, service and product competition.  Consumers
have access to a healthy range of products from which to choose.  They are able to
take  advantage of special features such as loyalty and multi-policy discounts.

This is in stark contrast with the market for long tail products, which account for the
remaining 40 per cent of premiums.

There have been sporadic outbreaks of price competition in long tail classes, but these
are often followed by large losses and wholesale withdrawal of insurers from the
market.

This cycle is now being played out in the markets for public liability, medical
indemnity and professional indemnity insurance.  The impact of these crises on the
community has been amplified by the collapse of HIH, which was once active in these
markets.

Governments have responded to the latest “crisis” in these classes with laws designed
to improve stability and certainty of future claims costs by more clearly defining
negligence, and by moving to impose thresholds and caps on damages.  Insurance
pools have also emerged to plug gaps in capacity, in some cases with government
support.
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The drawn out processes involved in settling claims for long tail insurance means it
may take many years before it is clear whether the latest legislative changes have
improved access to key insurance products, or whether they have simply added
further layers of complexity to an already distorted and inefficient regulatory
framework.

Insurance Australia announced in September 2002 that with Allianz and QBE, it was
planning to offer a public liability product for not-for-profit volunteer and community
organisations in NSW and the ACT, pending ACCC approval and passage of State
Government tort reforms.

The debate during the past 12 months about the reform of long tail classes has
overlooked the fact that the dominant player in the Australian marketplace is the
public sector.

Government insurers – predominantly State but also Federal – collectively account for
more than half of all long tail insurance premiums collected in Australia.  This is a
very high proportion for a sector such as insurance.

The size of the market open to competition and private investment is even further
reduced by the presence of specialist entities, such as local government mutuals and
medical defence unions.  These organisations operate via mechanisms such as
discretionary trusts, outside the regulatory framework in which private companies
must operate.

The high number and variety of State and Territory government-owned and, or,
managed insurance schemes in a relatively small economy (by global standards)
places Australia in a unique position internationally.

These schemes - primarily in injury and accident compensation and builders’
warranty insurance - developed in an ad hoc manner, largely independently of each
other.

The result for consumers and the community is an often confusing and complex
patchwork of arrangements, working to achieve essentially the same purpose but with
large variations in costs, processes and coverage.

Most government insurance monopolies were created in response to perceived failures
in private markets.  From what we know today, these failures accurately reflect
regulatory failure.

State monopolies were created following withdrawal of private insurers from
providing motor vehicle compulsory third party or workers’ compensation insurance –
by far the two largest long tail insurance classes.

These were rational business decisions in the face of escalating claims costs, driven
by high levels of economic inflation and increasing claim frequencies.  Another
contributing factor for past private withdrawal was that highly regulated premiums
were not allowed to keep pace with increasing costs.
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It is interesting to note that markets in which private insurers now underwrite the two
major long tail classes generally enjoy strong levels of competition and, in historical
terms, more affordable premiums.

Through its NRMA Insurance brand, Insurance Australia is the leading insurer in the
largest competitive transport accident market – New South Wales.  Through its SGIO
brand it is the largest private sector workers’ compensation provider in Australia.

In both jurisdictions, governments and regulators have, without exposing taxpayers to
underwriting risk, built a body of experience working in partnership with insurers to
achieve social policy outcomes.

But the majority of statutory state-based insurance in Australia continues to be written
by government monopolies.  In most cases insurers act as agents, but have no
underwriting exposure.  They therefore have no direct financial interest in the
schemes.

The public sector’s domination of the long tail insurance business and the fragmented
regulatory framework for the private sector has in many ways impeded the
development of a viable, sustainable and large-scale market for long tail insurance in
Australia.

Data

Crucial information about trends in key areas such as injury claims is scattered across
a large number of public and private organisations.  There are very large differences
in recording and reporting standards.

It is virtually impossible to establish meaningful national benchmarks and
performance standards or to identify and monitor emerging national trends, even
within individual companies.

This has wider social policy implications, as well as implications for the insurance
industry.  For example, work at the national level on a comparative performance-
monitoring model for occupational health and safety has suffered from a lack of
standardised data.

Skills

The long tail insurance business requires highly developed and specialised skills from
the people working in it.

Claims managers must have a socially and commercially sensitive blend of legal,
medical and financial knowledge, as well as strong negotiation and people skills.
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Long tail underwriters need to exercise mature judgment about the qualitative and
quantitative measures of risk, and develop a pragmatic but disciplined approach to the
dynamics of the market.

Effective injury management to improve claims outcomes is a particular focus in best
practice long tail claims operation.

However, there are no national standards or protocols for managing common injuries.

These skills are best developed in transport accident and workers’ compensation
where there is enough volume.  The skills gained in these areas are then adapted to the
more specialised liability classes.

Because the long tail market in Australia is so fragmented, career paths are limited
and skills development tends to focus on the requirements of specific schemes or
products rather than on Australian or international best practice.

In schemes where insurers are government agents rather than underwriters, the
demands on insurers may be driven more by political factors than by sound insurance
practice.  This is also often reflected in the skills employed.

Sometimes, this results in unacceptably high staff turnover as people move out of the
industry to seek better opportunities elsewhere.  The small pool of talent also makes it
difficult for insurers to enter new markets at home or offshore, or to expand their
range of long tail offerings.

Systems

Efficiently managing long tail liabilities requires sophisticated computer systems to
track development of individual claims, monitor payments and make sure estimates of
outstanding liabilities are based on realistic and accurate data.

Public and private insurers generally use systems developed to meet the requirements
of specific schemes.  Changes to schemes – a regular event – require these systems to
be updated, often at great cost.

An insurer operating in multiple jurisdictions may find itself operating as many
different computer systems and shouldering all the associated development and
support expenses as a cost of business.

Insurance Australia is moving to a single national platform for all personal injury
claims that will meet the requirements of at least 10 different legislative and
regulatory regimes.

National consistency in scheme design would mean substantial savings in systems and
support.
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New entrants

The small and highly fragmented long tail premium pool in Australia makes this
country an unattractive market for insurance capital, compared to other global growth
opportunities and other classes of business.

Poor data, limited opportunities in the two major long tail classes, a small and
fragmented domestic skills base and the cost of disparate systems create significant
barriers to entry for experienced global underwriters.

This has been reinforced by the most recent developments in monopoly schemes.  The
trend here has to been to replace insurers as agents with specialised third-party claims
managers from the United States.

The result has been smaller operations for insurers in those jurisdictions and less
capacity to support other products.

It is significant that the European Union, which is already well down the track of
creating a single insurance market, has identified Australian insurance monopolies as
a key competition and market entry issue to be addressed in the upcoming round of
global trade negotiations.

National Competition Policy and the “public interest”

The recent National Competition Policy (NCP) review of State and Territory
insurance legislation provided the first real opportunity to objectively assess the
community benefits these monopolies.

Most initial reviews of CTP motor vehicle and workers’ compensation insurance were
completed by the late 1990s.  Subsequent reviews were completed by 2001.

Insurance Australia has identified common themes from the various reviews used to
argue the community benefits of state monopolies, compared to competitive private
insurance.

a. Commercial and economic considerations may lead to problems in determining
risk reflective premiums, distorting the price signals to employers regarding
health and safety (NCP).

New prudential arrangements mean general insurers have a very strong commercial
and economic incentive to fully fund premiums and fully reflect different risk factors
in their prices.
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Regulatory regimes for private statutory insurance markets tend to be designed to
blunt the impact on vulnerable sectors by requiring some element of community
rating.

Government monopoly insurers are subject to a different incentive mix.

As a rule, premiums are determined as much by political factors as economic and
commercial considerations.  The history of monopolies is punctuated by deferring
difficult decisions on premium and of the inevitable financial pressures emerging
some years down the track – usually after policymakers and Members of Parliament
who made the original decision have moved on.

The table (details in Appendix D) illustrates the substantial deficit of government-
operated schemes in light of the new APRA standards and private industry average
capitalisation levels.

New APRA Minimum Capital Standards Private Industry Average Capitalisation Level

Adjusted Total Required Statutory % of Net Technical Capital Industry Avg Srpls/(Dfct) % of
Assets Liabilities Min Capital Srpls/(Dfct) Assets Reserves Ratio Risk Capital to Industry Assets

$b $b $b $b $b $b $b
Total of public run
Accident Compensation
Schemes

25.1 29.1 5.3 -9.3 -37% 27.6 45% 12.4 -16.4 -66%

b. Private insurers could use CTP and workers’ compensation schemes as leverage
to secure other forms of general insurance from larger employers to the exclusion
of small business (NCP).

“Bundling” is a positive feature of competitive insurance markets.

Sophisticated insurance companies will tailor comprehensive and economic solutions
for individual customers.

This occurs in commercial and private markets.  For example, a CTP policy entitles
IAG’s customers to discounts on other products.  These discounts are not available in
States where CTP is a government monopoly.

Similarly, competitive markets are inherently better placed to develop innovative
solutions to differing needs of individual small and large businesses, as different
insurers target particular segments of the market.

IAG has particularly targeted the small business area in commercial insurance.  In this
segment, customer numbers grew by 50 per cent in 2001-2002. The lack of
specialisation among monopoly providers tends to result in a one-size-fits-all
approach.

c. The competitive behavior of private insurers may result in premium discount
wars, leading to premium volatility and scheme destabilisation (NCP).
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It is true that competition should put a brake on premium price rises to consumers.
Under new prudential arrangements, this is likely to be more sustainable and
consistent than in the past.

Discounting is now likely to occur in sectors where an insurer wants to build market
share, has taken a more positive view of the risk or has established a competitive
advantage.

Section 5 of this submission demonstrates how scheme destabilisation usually flows
from broader regulatory failures.  The market’s response to adjustments can cause
some initial difficulty for consumers.  But it can also create the necessary political
pressure for prompt remedial action by governments and legislatures.

d. The profit motive introduced by a privately underwritten market would introduce
further costs to industry, which would put downward pressure on workers’
benefits (NCP).

It is not clear why the profit motive should be a barrier to establishing a competitive
workers’ compensation market, any more than it is a barrier to the efficient supply of
any other essential business service.

Profit is required to service insurance capital.  And all insurance requires capital,
whether in the form of investment funds or government guarantee.

Section 5, more clearly describes how monopoly insurance has imposed massive
capital strain on the Australian public sector and has reduced its capacity to fund
roads, schools and hospitals.

There is also no evidence that government guarantees have worked to protect worker
benefits when measures have been required to contain claims costs.

The cost of those guarantees is not reflected in workers’ compensation premiums.  As
such, they effectively represent a hidden subsidy to business.

In contrast, the need to service private capital creates a natural commercial discipline
to optimise efficient delivery of entitlements.

This means the primary focus is on minimising the transaction costs, rather than the
benefits themselves.  This creates a natural incentive to work with individual
employers to prevent injuries rather than to control costs by limiting benefits.

e. Multiple providers would increase the potential for variance in legislative
interpretation and inconsistent claims management (NCP).

The regulatory framework should be able to encourage adherence to minimum
standards without stifling the benefits of competition, which include innovation and
world class service.

A monopoly provider lacks incentives to achieve outstanding performance. This
results in higher costs.  These are more often than not passed on to employers and
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consumers.  These costs include the opportunity cost of alternative investment and the
potential cost of management failures in the system.

A national legislative and administrative approach for statutory schemes will result in
more consistent standards and much lower transaction costs.

f. The narrow size of the data pools of competitive insurers leads to scheme
instability and detracts from the ability to invest in education and other risk-
reducing programs and innovations (NCP).

Data pooling is a feature of most competitive private markets for statutory insurers
and regulators.

IAG submits more needs to be done to consolidate all data held by public and private
sector insurers.  If this can be achieved, the industry and the community will have at
its disposal a comprehensive knowledge base to assist better regulate insurance and
reduce risk.

IAG recently invested more than $1 million in a public education campaign aimed at
the parents of learner drivers. The campaign was based on extensive research, and
provides a good example of a co-operative risk reduction initiative by a statutory
scheme regulator and a private insurer.

g. The introduction of private claims management would result in potential staff
cutbacks and reduced service levels for consumers and employers in regional
areas (NCP).

Reasonable workloads and high service standards are critical if long tail liabilities are
to be efficiently managed, whether or not they are in the public or private sector.

In the 1980s, NSW GIO (as a government monopoly) tried to control CTP costs by
reducing staff to a point where they were unable to manage claims effectively.  This
led to massive increases in liabilities.

Company and market regulatory interdependence

Market
Environment

Corporate
Governance

Community

Regulation
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As noted earlier, the community expects insurance companies to be sustainable, well
managed businesses that are able to pay when customers need to make a claim.

The Insurance Australia diagram above illustrates the relationships between
community needs and expectations; the external market environment, moulded by
economic, social and technological pressures; the internal corporate governance of
companies; and the regulatory framework including self-regulation, prudential
supervision and consumer protection.

The remaining sections of this submission address the details of a sustainable
framework for general insurance.

Section 3 deals with Corporate Governance, which is at the heart of a soundly
operated sustainable business and is central to corporate self-regulation.  Self-
regulation needs to be in harmony with formal regulation promoting good business
practices.

Companies must be prepared to engage in open, honest and constructive debate about
“headline” governance issues such as executive control frameworks, Board
performance and auditor independence.

The “bedrock” of good corporate governance in any organisation lies in the culture of
that organisation.  Any supervisory model - and APRA’s is no exception - can only
provide a reasonable check that the appropriate minimum standards of governance are
in place.

Supervision needs to provide protection for policyholders and promote long term
financial business viability.  These issues are dealt with in Section 4.

The proper prudential supervision of the insurance industry must also embrace
appropriate pricing of insurance products.  It must also consider the impact that taxes
and other imposts have on premiums in a competitive market.

Australia has a highly competitive and relatively efficient private general insurance
industry.  The same cannot be said of the role of State and Territory governments in
how they regulate the provision of insurance products.

The private sector will emerge from the HIH crisis as a better industry.  But the public
sector shows no signs of equaling the reforms being undertaken for and by the private
sector.

Until the public sector applies the same transparency in corporate governance and
prudential standards, then consumers and taxpayers will not benefit from efficiency
gains.  These issues are dealt with in Section 5.

However, more needs to be done to build a regulatory framework capable of nurturing
a world-class insurance industry.

The ongoing roles of all tiers of government to provide a stable environment for
insurers needs to be defined and well recognised.
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To do this, inter-dependencies between the Federal prudential function and the
underlying cost base driven by regulations and laws in the States and Territories have
to be recognised.  It also means understanding that the capital required by national
solvency standards and the cost of insurance is tied closely to claims volatility.

2.1 Regulatory alignment

The current insurance debate has concentrated on the symptoms associated with the
level of premiums charged for insurance and the willingness of the insurance industry
to offer some types of cover4.

If we look beyond these, the roles and responsibilities of various statutory regulatory
bodies that have responsibility for the insurance industry are dislocated.

There is concern Federal and State regulators may not be fully recognising what costs
are associated with delivering services to the high standard the community demands,
or the capital necessary to meet future requirements.

This is echoed in the debate about energy regulation that has caught the attention of
the Productivity Commission and the Parer Committee (Energy Review Committee)5.

The same principles governing the energy sector should apply to the insurance
industry.

This means the pricing regulator must consider the prudential margins and other
prudential requirements set by the technical regulator.

Another major difficulty for the insurance industry is the web of regulation, laws and
systems in a relatively small economy.

A more consistent approach could help keep insurance costs down and introduce
consistency.

The reasoning?

• differing legislation for CTP insurance across all States and Territories;

• differing workers’ compensation legislation across all States and Territories; and

• individual workers’ compensation programs for specific industries (totally
separate and largely independent of the States and Territories workers’
compensation legislation) such as Coal Mines Insurance (CMI) in New South
Wales and another which relates to Seafarers, and the Commonwealth
Government’s Comcare.

Section 5 provides more detailed discussion about these problems.  It features an
argument for more consistency in State and Territory regulation for long tail classes
of insurance.
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Uniformity is also important to the regulatory environment.  The overlap between the
ACCC’s regulatory oversight of pricing and consumer protection, ASIC’s consumer
protection and APRA’s prudential supervision functions really do need attention.

More recently, the Office of the Federal Privacy Commissioner has introduced yet
another layer of regulatory compliance affecting insurers.

The experience of Insurance Australia is that ASIC, APRA and the ACCC often
overlap in their regulatory duties.

This is confusing for insurers and results in the same information, or variants of the
same information, being provided to different regulators.

More importantly, the demands of two, and sometimes three, regulators can be at odds
and their policy objectives may not - and in the past have not - been aligned.

Essentially the three agencies are expected to:

• maintain confidence in Australia’s financial system - dealt with by APRA and
ASIC;

• promote public understanding of the financial system - dealt with by ASIC;

• secure the right degree of protection for consumers – dealt with by ASIC and the
ACCC; and

• help to reduce corporate financial crime  - dealt with by ASIC.

Clearly ASIC has functions that cross over all aspects of the regulatory supervision of
financial services.  APRA and ACCC overlap with ASIC on other key functions.

Insurance Australia has identified problems within the current regulatory framework.

Often, regulators do not ‘talk’ to one another on detailed issues6.

Insurance companies provide similar information to two or more regulators.  In an
efficient and more sustainable market, this information should be provided once.  This
would reduce the regulatory burden on companies.

Regulators also sometimes make conflicting public statements.  This is confusing
enough for consumers and the community, but also places policy stresses on insurers.

A good example of this friction is recent conflicting APRA and ACCC statements
about the appropriate price level for insurance premiums.

The Government’s decision to require the ACCC to continue to monitor insurance
premium levels has also caused the ACCC to publicly dispute APRA’s role.
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The ACCC is simply being asked to estimate the ‘savings’ from government actions
to limit claim payments, while failing to recognise other fundamental changes in
factors acting upon the insurance sector’s ability (a prudential matter and therefore in
APRA’s bailiwick) to fund long-tailed insurance contracts.

All regulators need to be able to sensibly and intelligently assess risks in the insurance
market.  If regulators get the price wrong, the market may be distorted - hurting
consumers and insurance company shareholders.

In a truly competitive market, there should be no need for price regulation.  The fruits
of such regulation can be seen in a number of State schemes in the past - including a
string of expensive and unfunded liabilities.

As well as coming directly to insurers, consumers’ complaints about insurance can
also be made to the ACCC or ASIC.  The role of the Insurance Enquiries and
Complaints Scheme has been dealt with previously.

Often, this can be a lottery.  Pricing complaints have been referred to Insurance
Australia from the ACCC and ASIC.

Best practice - in the interests of efficiency and the best use of competitive business
resources in - suggests it would be less confusing for the community and insurers if
there was a single point of contact with regulators responsible for consumer-related
general insurance issues.

The Federal Government’s recent initiative to establish a one-stop-shop contact
telephone number for the Australian Banking Industry Ombudsman, Insurance
Enquires and Complaints and the Financial Industry Complaints Service, illustrates
the value of linking consumer complaint functions for similar financial services.  This
service is called Banking, Insurance & Investment Assistance.

Insurance Australia notes that interpretations of the duties of the regulatory bodies
responsible for applying the Prudential Standards also overlaps - for instance, the
fitness and propriety of members of the Board of directors.  Clearly, APRA, as
supervisor of the Risk Management Standard, claims responsibility for monitoring
this issue.

However, ASIC, fulfilling its role of maintaining public confidence in those
controlling Australian business, is perceived as having a similar responsibility.

Insurance Australia does not have a simple solution to this issue.

But in the interests of transparency and consumer and business confidence, there is a
case for change.

Insurance Australia believes the community wants efficient and effective Government
supervision without duplication or conflict.  The community has a right to know who
does what - who is responsible, who regulates, and why.
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Removing ambiguity will also reduce barriers to entry into the Australian market as
perceived by foreign investors.  An outline of regulatory regimes in the EU, the UK
specifically, the Canada and US is at Appendix F.

There are a number of options to make the regulatory environment simpler for the
community.  These include:

• closer coordination of existing regulators on detailed issues;

• creating an over-arching “super-regulator” – sitting over the Federal and
State/Territory regulators;

• having a lead regulator with primary responsibility for general insurance, liaising
when necessary with other relevant regulators; and

• a single regulatory body responsible for the financial services industry, with
oversight of prudential supervisory functions, and consumer protection, including
relevant pricing monitoring functions.

Recommendation

Insurance Australia recommends that APRA be given the responsibility for price
monitoring activities in relation to the general insurance industry.  This would
complement APRA’s role of supervising the risk-based capital adequacy
requirements and undertaking its universal ‘health check’ of licensed insurers.
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3 Corporate governance

3.1 Background

Recent corporate collapses and corporate behaviour in Australia and overseas has
undermined community confidence in corporate governance.

The Commission has stated it is interested in submissions on corporate governance
generally.

All companies, not just general insurers, are faced with the challenge of achieving
sustainable corporate governance that meets the needs of groups such as shareholders
and customers, as well as the wider community.

This section outlines Insurance Australia’s views, overall philosophy and approach to
corporate governance in a broad sense, using APRA’s “governance standards” as a
reference point.

Section 4 deals with more detailed comments about the adequacy and appropriateness
of APRA’s new Prudential Standards applying from 1 July 2002.

3.2 Community expectations

To say the least, the corporate sector in Australia and internationally, especially the
US, has not enjoyed good press over the past year about how some companies are
governed.

Market
Environment

Corporate
Governance

Community

Regulation
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In its days as NRMA Insurance Group Limited, Insurance Australia experienced its
own corporate governance issues, many of them flowing from the demutalisation of
NRMA Insurance and NRMA Ltd in 2000.

This experience has reinforced to Insurance Australia how important corporate
governance issues are to its people, shareholders, policyholders and the wider
community.

Companies must be prepared to engage in public debate about “headline” governance
issues if they are serious about addressing the community’s concerns about how
companies are governed - ethics, executive accountability, Board performance and
auditor and actuary independence are just some issues.

The culture of an organisation, rather than its compliance with a regulatory checklist,
is at the heart of how any organisation or company is governed.

Any supervisory model - and APRA’s is no exception - can only aim to provide a
reasonable check that minimum standards of governance are in place.

During the last two years, Insurance Australia has refined its corporate governance
framework and culture.  These changes may be relevant to the broader debate about
governance and the community’s confidence in Boards and senior management.

For instance, the operating principles agreed by Insurance Australia’s executive team
to drive its behaviour are:

• honesty;

• teamwork;

• meritocracy;

• transparency; and

• social responsibility.

3.3 Insurance Australia’s corporate governance framework

Background

Large companies like Insurance Australia operate in an increasingly complex
environment.  In this environment, the Board has a responsibility to make sure
conflicting stakeholder interests are balanced properly.
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For insurance companies, perhaps the most perennial of “conflicts” is the need to
balance the needs of shareholders with the security needs of customers.

Shareholders want a high return on their investment.  Policyholders want capital
strength to ensure their claims will be paid, and they want affordable premiums.

At Insurance Australia, this dichotomy is resolved by acknowledging that
policyholder security underpins capital requirements, and that the needs of
shareholders underpin performance and value creation.

Key elements of Insurance Australia’s Corporate Governance structure

The corporate governance “structure” of an organisation is traditionally reflected in
how the Board is composed.

Boards establish committees to reflect the importance and profile of certain aspects of
corporate governance and to deal with these matters.

Insurance Australia has refined its corporate governance structure to address changes
in community expectations about governance and to address problems it has needed to
grapple with in the past.

Insurance Australia is not putting itself forward as the model for how insurers should
be governed.  Rather, it seeks to share its experiences and describe how Insurance
Australia has attempted to address community concerns and new market expectations.

The following table summarises Insurance Australia’s Board and Committee
structure.

3.4 Board composition and skills

Board

Goals, objectives, strategies
Group policies
Performance monitoring
Conformance monitoring

Audit

Committee

Chairman’s

Committee

Risk Management
& Compliance

Committee

External financial reporting
Related-party transactions
External audit engagement,

relationship
Internal audit plan, co-ordination
Financial and capital governance
Actuarial engagement,

relationship

Remuneration
Board composition
HR policies
Social responsibility

Risk management and control
systems

Compliance framework process



Page 44

Compliance with APRA Requirements

IAG supports the governance principles in APRA’s prudential standards.  It believes
this is consistent with best practice and that the standards address (albeit at a high
level) such as the role of the Board, its obligations, independence and skills.

APRA rightly relies on insurers to adapt these principles to their own circumstances,
while continuing to adhere to its risk management requirements.

APRA requires Boards to have the right skills and experience to understand the risks
of its business (Guidance Note GGN 220.1 – 1).

APRA also states this could include (but is not limited to) actuarial, accounting,
finance, insurance business and legal expertise.

IAG considers functional skills of Board members are very important.  But it
advocates they are not the sole measure of an effective or competent Board.

Probably even more important than functional skills are more generalist attributes -
appropriate detachment, boldness and inquisitiveness to challenge, analyse and fully
understand senior management decisions and the wider business, social and political
environment.

This submission provides Insurance Australia with the opportunity to present some of
its views (as expressed by Directors) on skills and experience relative to the duties of
a director.  A summary of these is set out in the table below.

Key skill area Description of skills and/or experience
Executive management
experience

  Senior levels, long term planning in social, business, regulatory
frameworks

  Working with boards, CEOs
  International roles
  Evidence of continuing education, broadening of skill base
  Ability to work in team environments

Accounting and legal   Broad-ranging knowledge of, experience in accounting and
reporting issues

  Working with executives, internal audit/risk teams, external audit
partners/firms

  Working with industry bodies (eg. Group of 100, FRC/AASB)
and regulators and industry policy setters/politicians

Human Resources   extensive management of senior executives
  Experience with establishment of policies and ethical standards

of corporate behaviour
  Monitoring of compliance with legal, regulatory requirements

Character/attitude   Handle longer-term, wide ranging issues without having the
detailed and extensive information available to and discussed by
executives

  Refrain from “second guessing” executive business decisions
made with long term industry experience, but to judge in the light
of  their own breadth of experience and knowledge

  Challenge views and proposals, change managements’ strategies
and take well-researched risks
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3.5 Focus of the current debate

In the light of recent events debate has centred on the following areas:

• director appointment and reappointment processes;

• independence and integrity;

• skills and capability; and

• Board performance assessment.

Appointment of directors

A common view in the community is that shareholders do not really get much of a say
in appointing and reappointing directors.

Insurance Australia acknowledges this concern but notes that companies have made
progress in engaging the broader market in the process of director selection.  Failure
to do so invariably is reflected in the share price.

Insurance Australia’s Chairman’s Committee has formal responsibility for reviewing
Board composition and nominations and makes recommendations to the Board on
candidates for appointment as directors.  The committee engages an external search
firm to conduct the sourcing and screening process.

Shareholders need to feel that they can trust a Board to act in their long-term interests.
More broadly, the community needs to believe that Boards will guide organisations in
a socially responsible manner.  Boards and companies need to communicate in plain
terms what they are doing for shareholders and how they fit into the community.

Organisations need to look beyond the annual report and annual general meeting to
engage the community on this issue, and on how a company is operating.  Insurance
Australia, for instance, is committed to helping communities reduce the risk of
insurable events.  It is developing strategies to engage communities about how it is
doing this.

Independence and integrity

The spate of recent company collapses in Australia and in the US has fuelled
community concern about the “true” independence of Boards from company
management.
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Commentary on this issue tends to reflect concern that, over time, directors may fall
into a pattern where challenging management proposals gradually subsides and that
acquiescence relegates Boards to be “rubber stamps”.  There is an assertion that fixed
term appointments and/or director rotation will fix this problem.

The idea of ‘rotating’ out the best people because of some idea that they, over time,
become too close to management, does not bear scrutiny if the quality of directors
meets the high standards required by formal evaluation process and public election.

Directors should be ‘rotated’ out of an organisation when they do not contribute
significantly to the work of the Board, when their age requires so under the law, or
when they wish to retire.

Insurance Australia does not support mandatory rotation of directors.

Any move to legislate change in this area on a national or industry basis should first
acknowledge that a successful director rotation program relies on having a pool of
talented and experienced directors available to be appointed to Boards.

It must also be acknowledged that for Australia to nurture good Boards, there needs to
be a transparent approach to managing the performance of directors.

Director’s skills and capabilities

A persistent theme in the debate about corporate governance is a view that there is a
dearth of director capability in Australia.

This is reflected in high profile directors sitting on a number of large corporate
Boards.  It is also widely acknowledged there are a limited number of directors in
Australia with expertise in general insurance business.

If the insurance industry believes this is a problem, then the industry must act to fill
the gap.

A sustainable solution to these problems hinges on more investment in director
education and training.

It is interesting in this context to note the trend of “Australian company directors
going back to school.7”

In the financial services industry the trend is towards establishing minimum education
and training requirement.  The Financial Services Reform Act will make minimum
education requirements mandatory for people delivering financial services to
customers.
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One needs to ask if this is also appropriate for directors and senior executives.  At the
very least, companies need to able to respond to stakeholder questions about how they
can develop and maintain the skills of their directors.

Insurance Australia has already developed an “Insurance 101” insurance seminar that
introduces the fundamentals of general insurance to new directors and senior
executives.  In addition, Insurance Australia hosts biannual Board strategy fora at
which Board members consider long-term strategic issues.

The “talent pool” perception could also be addressed by a demonstrable commitment
by Boards to equip new and existing directors with the skills and knowledge needed
to effectively meet their legal obligations and community expectations.  This could
include, for example, company-sponsored accredited education programs.

Assessing Board performance

A Board’s effort is not the only factor contributing to company profitability,
performance and longevity.

The success of a company may or may not be the result of the decisions of the Board
alone.

“Bad” business decisions can produce poor results despite the efforts of exceptional
executives and Boards.  “Favoured” businesses will be successful despite having only
moderately able executives and Boards.

A Board makes little difference to how people outside a company perceive
performance in the short term.  Internally, executives may quickly notice the impact
of different directors, but this takes a number of years to translate into “market”
performance measures.

What a Board can be measured against, far sooner, is its choice of CEO and how it
implements policies and strategies.

In the short term, some idea of the likely impact of a Board can be reflected in the
views of regulators, auditors, actuaries, consultants, market analysts, executive search
consultants, media commentators, business competitors and large customers.  The
views of these parties are reflected in the reputation of a company.

While subjective, and measured in only broad terms, the reputation of an organisation
is very important in its ability to attract executive talent and how well it can achieve
growth and business targets.
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Evaluating how directors perform

Directors are elected by shareholders for three-year terms.  The ultimate test of a
director’s performance is reflected in the votes of shareholders.  However, in the
absence of direct knowledge about the performance and abilities of a director,
shareholders usually follow the recommendation of the chair and other Board
members.

With this in mind, it may be advisable for the performance of an individual director to
be formally considered by the Chair and other directors, on a cyclical basis - perhaps
every three years.

The chair may advise and counsel directors, but a more formal process should be
carried out prior to any recommendation being made to shareholders about re-
election.

The chair, fellow non-executive directors, the CEO and other executive directors, if
any, could complete a written evaluation on a director’s performance.  Performance
measures for directors are less precisely determined than for executives, but should
reflect the contributions of individual directors to teamwork, debates on significant
issues and proposals, advice and assistance given to management and into regulatory,
industry and social developments affecting the business.

Summary

The most appropriate place to reflect on corporate governance philosophies and
practices is in a company’s published annual report.

The community, including customers and shareholders, is demanding more
information about corporate governance, beyond the traditional disclosures about
committees and the internal audits.

Disclosing more about how directors and senior managers actually run companies will
go a long way towards meeting community and market concerns about the quality of
directors and management teams.

Insurance Australia is not advocating more prescriptive or additional governance
requirements from APRA.  The solution lies in promoting transparency, reflected in
genuine responses to reasonable requests from key stakeholders for information about
how companies are governed.

3.6 Board committees

Insurance Australia has recently restructured its Board sub-committees to allow it to
better focus on corporate governance and align Insurance Australia’s governance
framework with APRA’s expectations.
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Insurance Australia’s Board and committee structure described below should not be
seen as a model for governance of all insurers, but an example of how an organisation
has responded to community concerns and emerging market expectations.

Chairman’s Committee

This committee’s responsibilities fall under “people” and “social” issues.  Matters
relating to people responsibilities have been dealt with elsewhere in this section.

Insurance Australia has always viewed “social responsibility” as a core value of the
company and it is one of the operating principles that guide how it does business.

The committee is specifically responsible for considering and reviewing and setting
standards for social and ethical issues and impacts affecting the company and its
relationship with the community.

Audit Committee

The Insurance Australia Audit Committee deals with accounting and actuarial
matters.

Because of the nature of insurance and its focus on managing risks, review and
oversight of actuarial estimates and judgements are critical elements of corporate
governance in an insurance company.

The charter of this committee reflects the balance of responsibilities between
accounting and actuarial matters and the relationship between the two.  The
committee also reviews the group’s relationship with the external (“approved”)
auditor and consulting actuaries.

The Insurance Australia Board has also established a framework for dealing with the
approved auditor’s firm when and if it also provides other services to Insurance
Australia and its companies.

Some of the guiding principles governing Insurance Australia’s relationship with its
external auditors include:

• fees for other services not be greater than audit fees;

• the approved auditor’s firm should only be used to review financial information,
and not be involved in preparing it;

• Insurance Australia must not engage the approved auditor’s firm for any project
that would put the firm in a position of auditing its own work;
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• no ex-partners from the approved auditor’s firm to be appointed as a director of
Insurance Australia and any proposed appointment to management be subject to
the Board’s consent;

• that the Audit Committee and Board review the approved auditor’s appointment
every three  years; and

• audit partners be rotated every seven years.

Insurance Australia’s framework also expressly prohibits the approved auditor’s firm
providing the company with actuarial opinion, legal and management services of
relating to decision-making, supervisory or monitoring services.  Insurance
Australia’s annual report will disclose the details of the external audit engagement
framework.

Insurance Australia does not support audit firm rotation.

There is a risk that audit firm rotation would not work in practice.  For example, the
Insurance Australia Board could not countenance appointment of a firm simply
because it was next on the list and if it did not bring the range and depth of skills and
experience required to conduct an independent audit.

Insurance Australia also considers that it is more important that partners and
managers, and not firms, be subject to independence tests.  Boards rely less on the
“brand” of the firm and more on the individuals engaged to deliver audit and actuarial
opinions.

In insurance, independence is not only restricted to the role of the approved auditor
and audit firm.

The role of Approved Actuary also needs to be considered.

APRA’s governance standards indicate the Approved Actuary can either be an
employee of an insurance company or a third party expert such as a consulting actuary
from a professional services firm.

Insurance Australia’s Approved Actuary is an employee of the group.  This
arrangement could give rise to concerns about a potential lack of independence on the
part of the Approved Actuary.

Insurance Australia acknowledged this concern by introducing peer review where
another actuary (the “consulting actuary”) external to the group reviews the work of
the Approved Actuary.

In turn, the Audit Committee monitors the consulting actuary’s effectiveness and
independence.
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Risk Management and Compliance Committee

Insurance Australia’s Risk Management and Compliance Committee is the key
structural link between the Board and the group’s risk and control framework.

Its responsibilities cover:

• risk management;

• internal control; and

• compliance.

The scope of the committee’s “risk” responsibilities has recently expanded to include
all types of risk to which insurers are exposed.

This changed framework reflected a broader effort to align the group’s governance
and management structures and to meet APRA’s new supervisory framework.

The charter of the committee expressly acknowledges direct right of access to the
committee by the group’s internal audit and compliance staff.  Internal audit staff also
have direct access to the Audit Committee.

3.7 Organisational risk and control framework

Leadership

The critical link between the Board and management is the CEO.

If corporate governance and risk management are not seen by the wider organisation
as important to the CEO, the Board will have a hard task convincing the community
that the culture of the company is aligned with the Board’s philosophy.

At Insurance Australia, the CEO’s formal and Board-endorsed risk management
responsibilities include:

• primary responsibility for implementing the Board’s policies;

• providing periodic assurance to the Board about the effectiveness and adequacy of
risk management and control systems;

• promoting a risk management and control framework that articulates clear and
powerful “risk appetite” boundaries; and

• supporting an environment that does not tolerate behaviour that might compromise
prudent risk management practice.
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Risk management is routinely described in public forums by the CEO as an Insurance
Australia core competency.  The company has invested substantial resources to make
sure this capability is maintained and developed.

Performance management

There must be a clear line of sight between the people who govern the organisation
and the people who manage its risks and pursue the business objectives.

A corporate governance structure that looks good on paper will not work properly
unless governance principles are integrated effectively into how the business is
managed.

Perhaps the most important “litmus test” lies in making a connection between
corporate governance and performance management.

At Insurance Australia this connection is made by tying management incentive plans
to clearly defined risk management outcomes.  Staff bonuses are reduced or lost by
failure to achieve the risk management component of incentive plans.

By outlining this approach to risk management, Insurance Australia is not suggesting
that APRA or any other regulator should make these kinds of practices mandatory.  A
healthy corporate culture will make these connections without outside intervention.

However, any supervisory risk assessment by APRA should explicitly address the
extent to which corporate governance matters are included in how executive
performance is measured in insurance companies.

These issues lead in naturally to the “headline” issue of executive options.

A sustainable corporate governance model ties executive options to long-term
corporate objectives and to external benchmarks.

By linking performance measurement to rolling targets, companies are able to
discourage short-term thinking by senior management and reinforce the importance of
medium to longer term strategic planning.  This type of measurement can also help
reduce the sole focus some executives have on the current financial year.

Insurance Australia has restructured its executive option arrangements in line with
this philosophy.

To make executive remuneration more transparent to the wider community, details of
the operation of executive option arrangements should be fully disclosed in annual
reports.

On the issues of accounting for executive options, Insurance Australia acknowledges
the difficulty of this given the inherent uncertainty and subjectivity involved in
valuing option arrangements over time.
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However, the worldwide practice of not recognising options as a corporate expense
when the options are granted is inconsistent with a governance model based on
sustainability.

3.8 Risk management framework

The 2002 APRA relicensing process required Insurance Australia to develop a formal
Risk Management Strategy to put Insurance Australia’s corporate governance
philosophy into action.

As well as providing Insurance Australia with an opportunity to challenge and refresh
existing risk management strategies, the relicensing exercise prompted senior
managers to discuss and debate how risks should be managed.

The Risk Management Strategy summarises how Insurance Australia manages key
risks.  It addresses the whole risk spectrum including:

• risk tolerance and principles;

• key roles, responsibilities;

• strategy for managing the risk (in detail);

• reporting processes; and

• monitoring activities.

Insurance Australia established a formal management committee - the Asset Liability
Committee - to oversee risk management across the group.  It makes
recommendations to the Board about risk appetite.

In addition to a Chief Financial Officer, the group also has a Chief Risk Officer, who
is also the Approved Actuary.

These senior executives balance the interests of shareholders and policyholders and
their role is a fundamental part of Insurance Australia’s strategy for managing risks.

This brief overview of Insurance Australia’s risk management regime has been
included to reinforce the importance of embedding risk management principles in
how companies are managed.
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3.9 Data integrity

One of the root causes of recent company failures appears to be data manipulation that
has been exacerbated by inadequate processes to check and make sure that data has
integrity.

Companies need to respond to growing community concern that the “numbers can’t
be trusted”, and should work to ensure data remains valid, accurate and complete.

In the United States, the corporate regulator has responded by seeking sworn
statements from CEO’s accompanying published financial statements.  It is not clear
whether ASIC will want to introduce similar measures in Australia.

While this swift response may focus minds of Boards and executives, it can only
result in piecemeal fixes in the short term.

If markets are to operate efficiently, the data used to base decisions on needs to be
accurate and needs to be trusted.

To guarantee this, companies need to implement arrangements that ensure the
ongoing integrity of their data.

Proposals for APRA or a related national agency to take on an expanded or new role
collecting data have emerged as part of the debate about the availability and
affordability of some long tail insurance products.

Insurance Australia strongly supports key performance indicators for the major long
tail classes of insurance.  Access to timely, accurate and detailed empirical
information is a critical element of any “early warning” mechanism for the effective
regulation of insurance.

However, the value and effectiveness of any centralised warehouse will be highly
dependent on the quality of data collection at the level of individual organisations.

Accurate, detailed and consistent data is a fundamental requirement to effectively run
any contemporary insurance business.

Such data underpins all the key decision-making processes.  This statement may
appear obvious, but it is necessary for leaders of organisations to be constantly
reminded of its importance.

The reasons for this are that information needs are changing rapidly to support
business planning, regulatory and monitoring requirements.  Ongoing improvements
in the availability of information, via IT advancement and the community’s generally
increasing perception of the value of data, are also having an effect on the importance
of accurate data collection and analysis.
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Data needs and availability can best be monitored by a “control cycle”. This ensures
that at each stage of any process using data, the right questions are asked about
changing needs and sources.

A brief description of the key data-reliant processes in a general insurer and the means
of protecting data veracity are listed below.

Valuation of insurance liabilities - the accuracy of estimates of outstanding claim and
premium liabilities is dependent on how accurately one can examine previous
patterns, trends and precedents from the run-off of the same type of (or similar)
business.

Data requirements extend far beyond the accounting fundamentals.  They also include
historical payment and case estimate details on areas defined as a proxy for
homogeneity of risk, rather than “class of business”.  In addition, it is important to
supplement this company-specific data with industry information.  An effective
checking process for this data is essential, and it cannot rely solely on comparing
standard, audited accounts.

Pricing of insurance contracts - support for the way premiums are set should be
grounded on technical pricing considerations.  These, in turn, rely heavily on liability
valuation - especially for longtail business - but also need other detailed information
on risk characteristics, and must be supported by information about the expenses
related to underwriting the business.

Additional data needs include information on price elasticity - for example, how much
interest the consumer has in the cost of insurance - and rates being offered by
competitors are among additional needs.

Reinsurance - the need to model potential outcomes from each individual outwards
reinsurance contract, and how these contracts combine to influence the overall
reinsurance portfolio, requires a unique range of data.  These are based on the
projected incidence of catastrophes, individual large risks and combinations of events.
The different ways that this type of data is used emphasises how important accurate
and complete data is to efficiently run a business.

Data integrity cannot be simply achieved by allocating an individual in the company
to the task.  It requires a framework built on clearly defined roles and responsibilities,
particularly those of line management, the Approved Actuary and the Approved
Auditor.  Processes, reporting and monitoring must be clear and must be understood.

APRA’s Prudential Standard on Liability Valuation goes some way to addressing the
data responsibilities of the Approved Actuary.  Moreover, the Approved Actuary’s
data responsibilities must be placed within a broader framework of data
accountability.

Insurance Australia is finalising a control framework for data integrity.  It will include
data extraction and reconciliation controls as well as a regular and clearly defined data
integrity “sign-off” from the Approved Auditor to the Approved Actuary.  Formal
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discussions between line management and actuarial staff about portfolio valuations
are held quarterly.

3.10 Corporate governance and financial reinsurance

A 1999 edition of the Swiss Re periodical, Sigma posed the question: “Is Alternative
Risk Transfer (ART) a passing fashion or [a means to provide] risk management for
the 21st century?”8.

Now, barely three years later, the answer is clear.

The worldwide insurance industry has eagerly absorbed the new approach suggested
in Sigma to improve the efficiency of the general insurance business, and work is
continuing on further development of ART.

ART is somewhat of a misnomer and to an extent, represents a marketing ploy by the
reinsurance industry and capital markets.  Many so-called “alternative” methods are
merely different representations of traditional, well-established and secure reinsurance
techniques.

However, there are undoubtedly innovations that incorporate more flexibility in
management and better availability of data.

Some product innovations include:

• establishing captive insurance entities;

• insurance bonds;

• insurance derivatives;

• multi-year/multi-line products;

• multi-trigger products;

• contingent capital; and

• financial reinsurance (or finite risk).

Perhaps the best way of describing the differences between ART methods and so-
called “traditional” reinsurance is by spelling out the philosophy behind management
of an insurance entity.

ART reflects a desire to take a more holistic view of how risk is managed as opposed
to the standard “silo” management mentality of the past, whereby interaction of risks
across different areas of the company - for example, investment risk versus
underwriting risk - is not recognised.
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This latter approach was consistent with traditional approaches to reinsurance and
individual lines of insurance risk and fixed reporting timeframes.

Insurance Australia has provided descriptions of the large actual and potential value
added to the business by reinsurance solutions elsewhere in this submission.

From a corporate governance perspective, transparent and effective ART, including
financial reinsurance, will help make sure the industry remains innovative and
competitive.

3.11 Conclusions/Recommendations

Insurance Australia recommends that insurers, and not regulators,
demonstrably align their corporate governance frameworks to achieve longer-
term objectives.

Key elements of a sustainable corporate governance framework include:

• Board commitment to continuous improvement reflected in rotation of Board
members, assessment of director and Board performance and
communication to external stakeholders about what Boards are doing to
promote sustainability and meet social responsibility expectations;

• collective approach to Board skills that balances functional skills with
generalist skills;

• establishment of a clear connection between corporate governance and
performance management, for example, by tying executive incentive and
remuneration arrangements to risk management outcomes and long-term
objectives;

• investment in comprehensive risk control frameworks that reflect the
Board’s approach to corporate governance ;

• comprehensive market disclosure of corporate governance practices;

• formal review by an externally appointed actuary of the valuation of
insurance liabilities;

• auditor independence – Insurance Australia supports audit partner rotation;
and

• regulatory supervision activity focused on identifying “early warning” signs
of corporate performance at risk.
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4 Adequacy and appropriateness of the new Prudential Standards

4.1 History

In 1996, the Wallis Committee - charged by the Federal Treasurer to review the
Australian financial services market - received submissions from the general
insurance market.

The message sent by the industry was largely interpreted by the committee as “no
major changes required”.

When Wallis reported in March 1997, only minor recognition was afforded to general
insurance.  The report’s recommendation was that a new body charged to regulate the
financial services industry should deal with general insurers in manner consistent with
the model of the old Insurance and Superannuation Commission.

This new body,  APRA, was established on 1 July 1998.  It was initially given an ill-
defined role, intended to fit in with the Reserve Bank’s responsibility for the stability
of the financial system, ASIC’s focus efficiency and fair conduct in financial matters,
and the ACCC.

General insurance was soon included in the reform process, necessarily implemented
by APRA as part of clarification of its role, and described - after HIH’s collapse at
least - as a “complete overhaul”.

To its credit, APRA invited market participants to play an active part in a review and
reform of the regulation of general insurance.  Three policy discussion papers were
issued in September 1999.  They dealt with proposed reforms to the general insurance
legislative and supervisory framework.

Market
Environment

Corporate
Governance

Community

Regulation
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In April 2000 revised papers were released which took into account initial feedback
from insurers.  The following month, draft standards were issued for comment in
conjunction with an APRA and industry seminar. The Federal Government approved
APRA’s reform process in November 2000, and legislation was passed in August
2001.

4.2 The new standards - contents

In February 2002 APRA tabled the final version of the six Prudential Standards,
which took effect from 1 July 2002.

They represent the “middle tier” of the revised Australian supervisory structure for
general insurance.  The Standards cover the following issues:

• Capital Adequacy (GPS 110);

• Assets in Australia (GPS 120);

• Liability Valuation (GPS 210);

• Risk Management (GPS 220);

• Reinsurance Arrangements (GPS 230); and

• Transferred Amalgamation of Insurance Business (GPS 410).

The Standards and their supporting Guidance Notes were finalised after a
comprehensive, interactive process between APRA and the general insurance
industry.

Insurance Australia was involved heavily in this process in its various previous guises
of NRMA Insurance and NRMA Insurance Group Limited.  We also participated
actively in preparation of submissions by the Insurance Council of Australia.

Refining the standards was challenging and rewarding.  Insurance Australia believed
its concerns with the original draft standards were addressed by APRA and fully
considered before the final version was issued to the industry.

Insurance Australia was, and is, very comfortable with the principles underlying the
standards.  Some practical implementation issues remain.  These will only be fully
understood when a “track record” for applying the standards is established.

The following sections deal with Insurance Australia’s views on the appropriateness
of the standards and the tools in place to ensure they are properly applied.

One issue is APRA’s ability to liaise with general insurers.  Insurance Australia
recognises APRA’s willingness to treat the standards as a “living, breathing
apparatus”.
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However, it recognises any emerging problems would be better addressed by pursuing
the following management initiatives:

• incorporation of staff with practical industry experience into the APRA
framework.  This could be achieved by a number of methods.  For instance,
secondment of experienced insurance personnel to APRA may meet the need; and

• a schedule of meetings between industry players and APRA management.  The
key objective would be to create relationships to advance issues, rather than ad
hoc and reactive meetings on problems as they arise.

Insurance Australia believes APRA could play a more active role in releasing and
managing statistical and other data.  This could include ensuring “inwards” data
supplied by reinsurance brokers and reinsurers matches the “outwards” data provided
by direct writers of insurance.

Insurance Australia would appreciate a return to the regulator having a direct ability
to undertake statistical analysis of individual insurers and market data - and when
possible, to make this information publicly available.

4.3 Capital adequacy

The capital adequacy standard aims to secure the interests of policyholders by
requiring insurers to put aside and retain an appropriate amount of minimum capital.

The insurer may choose to abide by a “prescribed method” for calculating the
minimum capital requirement (MCR) or to get approval for an internal model.

Whichever method is used, the MCR is determined using risk-based considerations
relating to insurance risk, investment risk and concentration risk – as well as the
interactions between these risks.  The standard defines “Tier 1” – or permanent –
capital and “Tier 2” – or transitory - capital.

The comments made in Appendix G may assist APRA’s efforts to continually
improve the capital adequacy regime.

Insurance Australia’s specific comments cover:

• aiding comparability between insurers;

• encouraging appropriate risk management behaviour; and

• allowing operation of a competitive insurance industry.
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Minimum capital

A key area needing better information and more understanding is the interpretation of
MCR.

Any confusion about the use of MCR by APRA as a “true minimum”, or as a level of
capital adequacy - or a mix of both - could reduce management efficiency.  Insurance
Australia understands that capital ratios of 1.1, 1.2 and 1.5 are considered to be
important indicators by APRA.  Capital ratio is defined as solvency ratio divided by
MCR.

The key issue here is that if APRA provides a general opinion on the level of capital
strength represented by a specific ratio, it may effectively change the market
perception of capital adequacy.  More detail on this is at Appendix G.

4.4 Assets in Australia

The standard exists to define assets considered acceptable to support the general
insurance business in Australia.  For instance, intangible assets, future income tax
benefits and assets under a floating charge, mortgage or other security (to the extent
of indebtedness secured by such assets) are excluded.  The conditions for qualification
of other investments as approved assets are also described in some detail.

Insurance Australia is in broad agreement with the definitions and descriptions of
“assets in Australia” spelled out in the Prudential Standard.

Quarantining assets in Australia

Insurance Australia notes APRA is silent on allowing only assets in Australia to
support Australian insurance and other business liabilities.  Insurers with overseas
operations should not have the option of using assets in Australia to support foreign
business.

Because foreign insurers are not required to quarantine appropriate assets to support
their Australian businesses, Australian insurers are relatively disadvantaged on the
world stage.

There is, however, significant support for removing barriers to investment by insurers
in foreign markets - and there are many such barriers.

For example, foreign insurers wanting to enter the US market must obtain substantial
letters of credit before they can underwrite any business.  Also, there are no barriers to
“intra-EU” investment by companies in major Western European markets.
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4.5 Liability valuation

Liability valuation relies heavily on the advice of the Approved Actuary.  Insurers are
required to appoint an Approved Actuary, with the exception of certain smaller
companies with insignificant long tail portfolios.

The definition of insurance liabilities includes outstanding claims, related
management expenses and premium liabilities.

When reporting on the estimated amount of these liabilities, the Approved Actuary
must include an aim for risk margins at a 75 per cent level of sufficiency.  An
appropriate risk-free rate of discount must also be allowed.

The Approved Actuary’s advice to the company’s Board of directors is a compulsory
requirement, except in the exceptional cases raised earlier.  APRA must be advised if
the Board decides not to accept this advice, or otherwise strays from the standard.

Insurance Australia supports establishing of APRA’s set of principles for the
consistent measurement and reporting of the insurance liabilities of all general
insurers in Australia.  The comments at Appendix G relate to the key issues
emanating from adopting the standard:

• calculation of premium liabilities;

• risk margins;

• consistency with Australian Accounting Standards, and

• disclosure.

Approved Actuary - peer review

Insurance Australia supports peer review of the Approved Actuary.  It is relatively
immaterial whether this involves external review of an internal report, or vice versa.
The main incentive for this approach is retention of objectivity and independence of
advice.  Greater detail is provided at Appendix G.

Consistent accounting

The APRA liability standard and the AASB standards are inconsistent.  The APRA
Standard reflects uncertainties inherent in insurance business better [???] than
AASB1023 does.  Appendix G develops this further.
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4.6 Risk management

The key requirements of the risk management standard are maintenance of an
appropriate degree of probity and competence.

This means the regulator must be informed of and be comfortable with the company’s
governance structure and risk management strategy.  An annual Board declaration
ensures compliance with the standard.

As an early step towards establishing minimum acceptable risk management
standards, GPS 220 is highly prescriptive.

Insurance Australia finds this level of prescription to be educational and helpful.  It
has assisted it to focus on risk management issues and to establish risk management
strategies and appropriate corporate governance standards.

The prescription does not impinge on the culture of the organisation and has not
prevented Insurance Australia from continuing to establish a beneficial risk
management ethos.

Insurance Australia was impressed by the extent to which APRA listened to the
industry during the consultative process involved in finalising the standard.  In
particular, APRA’s model is based on an internationally recognised risk control
framework.

Insurance Australia supports:

• establishing basic governance through appropriate controls;

• a risk assessment process;

• information and communication procedures; and

• a monitoring framework.

Insurance Australia also fully agrees with the structure to test the fitness and propriety
of the Board of directors and senior management.  Folding this structure into
Insurance Australia’s organisational culture has proved to be straightforward and
relatively painless.

4.7 Reinsurance Arrangements

Insurance Australia’s reinsurance arrangements must follow a reinsurance
management strategy approved by the Board.  This is involves informing the regulator
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if significant reinsurance arrangements arise, or if material deviation from the strategy
occurs.

Insurance Australia believes the supervision of reinsurance arrangements requires full
access to contractual information by experienced personnel.

The nature of reinsurance means that optimal reinsurance must be specific to the risks
being considered.  These risks can only be met following examination of the contract.

Insurance Australia’s general comments on the Standard are at Appendix G.

The benefits of innovative reinsurance approaches

Alternative Risk Transfer (ART) is a rather ambiguous term that defies a single
general definition.

However, the majority of ART solutions are usually tailored to specific client
problems and offer integrated, multi-year, multi-line cover.

ART solutions aim to increase the efficiency of the risk transfer, broaden the spectrum
of insurable risks and tap the capital markets for additional capacity.

Perhaps the best way of differentiating ART methods from so-called “traditional”
reinsurance is this additional flexibility to fundamental proportional and non-
proportional risk transfer solutions.

There are few truly new products in this arena.  What has grown, however, is an
ability and to package existing tools in an innovative fashion.  Financial reinsurance
or “finite risk” solutions are a sub-set of ART.

Financial reinsurance

The basic premise behind using financial reinsurance instruments is the additional
value gained by the business by “smoothing” returns exceeds the cost of the financial
reinsurance contracts.

This type of “smoothing” has historically been an integral part of managing general
insurance.

Achieving this in the past has involved varying the strength of reserves from year to
year to allow timed release of profit in various areas of the business.

Approaches relying on financial reinsurance arrangements, if properly regulated,
allow the process to be tracked.  The main reason historical methods are no longer
effective is that accounting and regulatory standards are exercising more control over
the strength of reserves.
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The key to regulating financial reinsurance contracts is to successfully identify risk
transfer.  One means of ensuring this is close regulation of individual contracts.

Insurance Australia does not advocate this approach.

It is inefficient and there are practical disadvantages involved in APRA acquiring the
skills and resources to do the job.

The current system could be improved, however, by increasing the responsibility of
reinsurance brokers to identify risk transfer before going ahead with individual deals.

Insurance Australia strongly supports maintaining freedom of options for reinsurance
arrangements, including properly regulated financial reinsurance contracts.

Other support

Insurance Australia agrees with the view of the Institute of Actuaries of Australia
(IAA about the value of flexible access by general insurers in Australia to a full range
of reinsurance options.  Essentially, the IAA’s submission to the Royal Commission
points to these benefits, in actuarial terms, including applying properly regulated and
controlled financial reinsurance approaches.

4.8 Transfer and amalgamation of insurance business

Full details of any transfer or amalgamation of business must be provided to the
regulator and be approved before any such transaction can take place.

Insurance Australia agrees with the form of the standard.

4.9 General disclosure issues

There is little clarity in APRA’s requirements for general disclosure, despite an
overwhelming appreciation of how valuable appropriate disclosure of information is
to fostering a healthy insurance sector.

Insurance Australia notes, based on a disclosure made in May 2001 to the Basel
Committee, that APRA is in broad agreement with the internationally accepted “Three
Pillars” approach to financial services regulation.

However, APRA may have some reservations about the level of helpful disclosure in
“Third Pillar” - Market Discipline.
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Insurance Australia suggests the Prudential Standard should include a section on
disclosure requirements.  In this submission, Insurance Australia restates the
principles it set out in its December 1999 and July 2001 submissions to APRA.

Insurance Australia also believes disclosure requirements need to carefully balance
the following matters:

• the need to improve the community’s perception  of the insurance industry, albeit
tempered by the need to avoid any disclosure that would seriously destabilise the
industry or aggravate existing problems;

• a desire to facilitate market comparison among industry participants;

• protecting commercially sensitive information - for example, disclosing future
capital requirements may “telegraph” commercially sensitive information to the
market;

• avoiding burdening the industry with more costs;

• disclosure should not operate against the aim of prudential supervision by
deterring companies from providing additional information;

• policyholders should not be unnecessarily confused by being given  more
information than is necessary for their insurance decisions;

• the extent to which there should be additional disclosure over and above minimum
hurdles”;

• an understanding, shared with APRA, of what disclosure is in the “public
interest”; and

• timing and relevance of disclosure and therefore the extent to which the
information is actually of value to policyholders needs to be properly considered.

An appropriate compromise outcome to these requirements can best be met by clearly
defined, understandable, regular statistical returns and standard annual report
“inserts”.

Appendix H includes a proposal for collecting industry data on personal injury claims.
This is an example of the type and detail of useful statistical returns.

4.10 Effectively implementing the new Prudential Standards

There is some uncertainty about APRA’s ability to effectively implement its new
standards.  This will remain until a “track record” has been established.  Nevertheless,
it is important for insurers to have confidence in APRA’s ability to get early warning
systems in place and to act on them.
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It would be naive to suggest that such systems be fully disclosed.

Firstly, there must not be any incentive for market participants to “game” the
standards.  Secondly, subjective differences how individual insurers operate and are
managed will have an effect on the means used to identify current or future solvency
problems for each insurer.

APRA’s methods of identifying solvency problems need to be transparent.  The
insurance market would benefit from a clear message from APRA that it has this issue
well in hand.

One way of providing such “evidence” would be for relevant industry experience and
expertise to be available to APRA’s staff, as discussed earlier in this section.

Another demonstration would be for APRA to provide the industry with a modus
operandi for how it will identify early warning signals.  This could, for instance,
include the means by which differences in corporate governance frameworks are
assessed along with what other quantitative guides may be used.

There is an analogy here with the skills required of a Board of directors to allow it to
effectively govern its company.  While a Board needs to demonstrate a balance
between relevant industry-based knowledge and the “bold detachment” of
independent directors (see Section 3), APRA needs to show it has the right mix of
independence and relevant expertise.

Additional suggestions about implementing the standard on an ongoing basis are at
Appendix G.

4.11 Conclusion

As raised in Section 4.2, Insurance Australia feels APRA’s interactive approach to the
insurance industry when developing the standards benefited the final “product.”

In this section (and as detailed at Appendix G) Insurance Australia has recommended
ways to improve practical implementation of the standards.  It believes these
suggestions could increase self-regulatory discipline among individual insurers to a
very high level - and hence support fully the corporate governance framework set out
in Section 3.

These suggestions include:

• better definition of the MCR;

• a more effective role for the Approved Actuary; and

• more focused areas for disclosure.
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The potential ineffectiveness of some of the standards are also discussed, especially
those that if not addressed effectively, could reduce market efficiency, including:

• quarantining of assets in Australia;

• accounting standards; and

• financial reinsurance.

5 Role of State and Territory Governments

As Australia’s leading provider of statutory motor vehicle compulsory third party
(CTP) and workers’ compensation insurance, Insurance Australia operates within a
patchwork of schemes, most of which are under almost continual review and
change.

This reflects the tension inherent in all liability products.  Insured people,
particularly in compulsory schemes, are unlikely to have much interest in the
product beyond the price they must pay.  People making claims, on the other hand,
want to maximise whatever entitlements may be available.

In Australia, the States and Territories have carried the burden of balancing these
conflicting forces.  Their experiences regulating CTP and workers’ compensation
are now being drawn on in dealing with similar issues in public liability,
professional indemnity and builders warranty insurance.

The current patchwork of different arrangements to do essentially the same thing
creates direct and indirect costs borne by consumers or the broader community.

These arrangements also disperse the knowledge and skills needed to efficiently
perform these tasks and it make it much more difficult to change the negative
culture of people wanting to be in the system for longer to maximise the
compensation they may receive.

5.1 Common problems

A number of themes recur in the history of regulating liability insurance.

1.  Prime responsibility for determining appropriate compensation for injured
people has been left to the adversarial legal system, with no accountability for
what this costs the community.

2.  The legal system, confronted with cases of genuine need, has gradually
devolved the law of negligence from its common law origins - to encourage
responsibility for the care and safety of others - to be a device for finding the
deepest pockets available.  Insurers most often have the deepest pockets.
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3.  As discussed earlier, there have been many instances of poor commercial
discipline in pricing and managing liability products.  Because of this, the costs
of today’s insurance events have been transferred to a future generation of
premium payers.

4. The focus on lump sums at all levels in the system has inflated what the
community pays for injury compensation.  The system rewards illness rather
than encouraging injured people to work towards a full recovery.  In some
schemes, there is evidence that the most serious injuries, involving significant
lifetime impairment, are under-compensated while less serious injuries, where
a full recovery can be expected, consume an excessive share of premium
dollars.

5.2 The solution

Insurance Australia’s experience in CTP and workers’ compensation indicates it is
possible for regulators to strike a fairer balance between the legitimate needs of
injured people and the expectations of the community for stable, affordable and
sustainable insurance cover.

The national debate about injury compensation insurance creates a window of
opportunity for governments to work together and coordinate regulation to develop
world’s best practice compensation systems.

A commitment to best practice does not mean setting the lowest common
denominator in benefits available for genuinely or seriously injured people.

Rather, it involves clear rules of entitlement and those rules being applied
consistently.

World best practice will also tilt benefits towards more seriously injured people
who need the most care.

Entitlements for less seriously injured people should provide all the support and
encouragement needed for them to rebuild their lives and get out of the system
quickly.  People should not be rewarded for staying in the system.

A smaller proportion of premium will be consumed by the claims process, and
more will be available to injured people, if claims outcomes are more consistent.
In this type of environment, insurers will need less capital to support their injury
compensation products.  This should be reflected in lower prices.

Insurance Australia has looked extensively at best practice internationally, as well
as gathering data and experience from its involvement in injury compensation in
Australia.
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Using this knowledge, it has developed a model of an “ideal” scheme.  Insurance
Australia believes this will help promote discussion and debate about the future of
injury compensation in Australia.

Objectives

The objectives in designing best practice compensation arrangements should be:

a.  uniformity between jurisdictions, i.e. consistency irrespective of where the
accident occurred;

b.  uniformity between various schemes, i.e. consistency irrespective of how the
accident occurred;

c.  maximum stability and predictability;

d.  affordability by those who are required to pay the premiums; and

e. fair and just compensation to all, but with more emphasis on protecting the
seriously injured.

The key features of an ideal scheme are:

• fully-funded, with stable and predictable performance, which allows the scheme to
be sustainable without legislative change for a substantial period;

• maintenance of premiums that can be afforded by all sections of the community;

• privately underwritten;

• focused on injury management and optimal health outcomes;

• full or close to full indemnity for the economic loss of persons who have suffered
serious  injury;

• ensuring scarce community resources are husbanded by limiting the damages for
less serious injuries and ensuring benefits are preserved for and applied to the
purpose for which they are awarded;

• retention of a high element of individual assessment within an objective
framework.  The result of this is a smaller need for the external intervention
settling claims by courts or tribunals;

• optimal return of scheme funds to claimants, and minimising funds needed to meet
the financial imperatives of other stakeholders; and
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• providing a framework where the veracity of claimants can be properly tested and
in which only those who are properly entitled to receive benefits do so.

Scheme design issues

Insurance Australia’s approach has been to look at the components of all schemes
individually and put together a design for a revamped compensation system that
recognises the inter-relationship between the various components.

Fault/No Fault

One of the fundamental issues is criteria to determine access to compensation -
whether the common law negligence action should be retained with requirement to
prove the injury was caused by the fault of someone other than the injured person.

The principle of fault underlying the common law negligence action has been based
on notions of moral culpability and social responsibility.

The idea that a wrongdoer should be required to compensate an innocent victim for
the injury inflicted is founded on concepts of community justice such as:

• providing restitution for the victim;

• punishing the wrongdoer; and

• acting as a deterrent against such conduct in the future.

In the context of motor vehicle accidents, Insurance Australia has concluded the fault
principle is no longer relevant in determining either access to or the availability of
damages.

The reasons for reaching this conclusion are:

• the fault principle does not appear to operate as a meaningful deterrent to poor
driver behaviour;

• the fault principle does not punish the wrongdoer by requiring she or he to pay
damages because this is already covered by compulsory insurance.  The real
punishment for a wrongdoer who is also injured in the same accident is the
exclusion from access to equivalent benefits themselves; and

• the concept of reasonable care on which fault is based is now artificial.  Causes of
crashes are often complex and numerous.
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In workers’ compensation, it has long been acknowledged that fault should not be the
criteria for access to a minimum level of benefits.

However, common law negligence action has been retained in some jurisdictions as a
threshold to get access to more comprehensive benefits available under common law.

Insurance Australia has concluded that fault and the adversarial system should have
no place determining compensation for workplace injuries.

Benefit levels should be determined according to the seriousness of the injury rather
than fault.

The reasons for this are:

• the no-fault concept is already accepted in workers’ compensation;

• injury prevention and workplace safety incentives are already well entrenched in
workers’ compensation systems.  Retaining fault as a threshold for higher benefits
does little to enhance this; and

• Premium-setting mechanisms reflect risk and reinforce incentives for injury
prevention and workplace safety, even in a no-fault environment.

While Insurance Australia has rejected applying the fault principle, it has not
necessarily rejected all aspects of the common law approach to compensation.

Similarly, retaining a fault principle would not mean retaining a full common law
system.  Each facet of scheme design still needs to be reviewed independently to
determine the best approach.

Common Law and no fault

Common Law

Besides the fault principle, Common Law also includes:

• once-and-for-all assessment resulting in a lump sum;

• full indemnity;

• individual assessment of damages according to the impact of the injury on the
injured person;

• finality following settlement both for the injured person and the insurer;

• adversarial process resulting in delays in delivery of benefits; and

• access to judicial determination.
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While aspects of Common Law offer some advantages such as individual assessment
and finality when claims are settled, other aspects of it have disadvantages.

The main criticisms of Common Law are:

• the once-and-for-all approach resulting in under or over compensation;

• lump sums not being used for the purposes for which they were intended with
claimants sometimes continuing to rely on the welfare system;

• focus on maximising the lump sum having an anti-rehabilitative effect;

• high costs of the adversarial system i.e., legal, medico-legal and other associated
costs;

• delays in obtaining benefits resulting in hardship for claimants; and

• unpredictability of damages due to individual assessment and judicial variations.

No fault

No fault schemes commonly exhibit the following features:

• no need to prove fault but still some limited exceptions, for example, severe
intoxication, criminal conduct;

• benefits determined by statute;

• periodic payments for economic loss with upper limits determined usually at a
level below average weekly earnings;

• medical and care costs met on a cost-incurred basis possibly subject to maximum
limits;

• limited payments for non-economic loss;

• immediate delivery of benefits subject to waiting periods;

• open-ended payment period;

• objective assessment of injury; and

• administrative structure and review processes, and limited access to court.
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The advantages of no fault schemes are they are more immediately and readily
accessible to a broader group of claimants.  They also provide ongoing benefits on a
needs basis.  They provide consistency and certainty of entitlements, and they avoid
the stress associated with the adversarial system.

However, no fault schemes have also been criticised.

The main disadvantages are seen as:

• the level of benefits provided is usually less than full indemnity and can be unduly
harsh;

• there are greater administrative costs involved managing ongoing claims; and

• the open-ended nature of many claims makes it difficult to estimate the future cost
of claims.

Non-Economic Loss

Payments for non-economic loss are described as “general damages” in Common Law
schemes.  They are probably the most controversial and volatile component of the
benefit structure.

The key difficulties created by payment for non-economic loss are:

• it absorbs a disproportionately high percentage of claims pay outs;

• it is the major driver of the propensity to claim for less serious injuries;

• is discourages early return to work and claim finalisation;

• it is a significant cause of disputation;

• there is a high degree of subjectivity in how it is assessed; and

• it is the major cause of instability and unpredictability of how schemes perform.

Various measures have been introduced to the different schemes in an attempt to
control non-economic loss payments and access to these payments.

The difficulty with the Common Law approach to non-economic loss is that
assessments are subjective and there are no thresholds or caps.  This can lead to
inconsistent awards and inflation.
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Remedies to these problems may include:

1. Raising the level of severity of injuries required before damages for non-
economic loss are available.  This approach usually involves determining a
“whole-of-person” impairment, and the percentage of whole-of-person
impairment that determines access to non-economic loss.  However, once access
is granted, assessing award damages remains still subjective.

2. Another alternative approach to introduce more objectivity in assessing non-
economic loss is to restrict payment of non-economic loss to specified injuries.
Under this approach, each specified injury carries a percentage of compensation.
The person making the claim would be entitled to a payment determined by
applying that percentage to a specified capped amount.

3. The final alternative is to totally remove entitlement to non-economic loss
altogether.  This has the advantage of avoiding all the difficulties outlined above
and avoids potential for instability created by retaining non-economic loss.

Insurance Australia, as its preferred position, supports total removal of damages for
non-economic loss.

However, if there are policy imperatives for retaining damages for non-economic loss,
Insurance Australia recommends adopting the specified injury approach.  It cautions,
however, that the level of benefit set would need to be actuarially affordable.

Proposed model

The model Insurance Australia is drawn to is closer to the no fault model.

There are too many disadvantages with Common Law arrangements.  However,
Insurance Australia has sought to combine aspects of both models to design a model,
which provides:

• encouraging and adopting risk management and injury prevention principles;

• objective assessment of injury;

• appropriate treatment to maximise health outcomes;

• immediate periodic payments for a limited period with “basic benefits” available
to people who qualify for access to the scheme;

• encouragement and support for early return to work;

• longer term benefits available only to seriously injured people;
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• statutorily defined benefit levels for basic benefits;

• higher, longer-term benefits for the seriously injured people including ongoing
medical care and costs to be met by a pooled fund.  Payments for loss of earning
capacity would be compensated by a lump sum; and

• an administrative structure and review process limiting access to the courts.

The major feature of this model is separating basic benefits from long-term benefits.
However, the criterion for long-term benefits is determined according to how serious
the injury is, rather than according to fault.

The method of delivering benefits comprises a mixture of periodic payments,
reimbursement of ongoing expenses and lump sums.

See Appendix I for more details.

Scheme administration

Competitive Private Market

Insurance Australia believes private scheme underwriting is essential to the
commercial discipline of full funding and the benefits that can be delivered by
competition in the market.

While it would be possible to have a model for a single government insurer, this
presents the significant risks discussed previously.

Regulatory Framework

A uniform scheme requires an active administrative and regulatory framework clearly
focused on affordability, equity and stability.

Because the Federal Government is granted power under the Constitution to legislate
for:

“Insurance, other than State Insurance; also State Insurances extending beyond the
limits of the State concerned…”

there are Constitutional issues around the extent to which the States and Territories
have power to make laws regarding insurance.

Today, the Federal Government controls the regulatory framework prescribing and
monitoring insurer solvency.

State and Territory governments, however, also play a role in insurer solvency
through the statutory classes of motor vehicle and workers’ compensation insurance.
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The States and Territories also control pricing of compulsory insurance.  This is the
basis upon which entitlements are founded for fault and no fault, as well as the level
of benefits payable, how claims are handled, how service providers and regulated and
upon which disputes are resolved and the court system operates.

This can result in duplication between State, Territory and Federal regulators and
inconsistent approaches.  Rationalising the approaches of Federal, State and Territory
governments will be critical for an effective and efficient regulatory and prudential
system to evolve.

Underwriting and insurance Issues

Adopting of a no-fault model for accident insurance will require developing a first
party - as opposed to a third party - scheme.

First party insurance follows the person rather than the vehicle, as now occurs in
fault-based schemes.

However, first party cover would be covered by the policy of the vehicle involved and
would extend to all occupants in a vehicle as well as pedestrians and cyclists.

A further issue is to what extent differential pricing should be permitted in a
compulsory scheme.

Insurance Australia proposes the current model in the New South Wales CTP scheme
strikes a good balance.  It involves an element of community rating, which preserves
affordability and availability to all sections of the community, while allowing insurers
some scope to reward good risks.

5.3 Long-term care

Arrangements for long term care of catastrophically injured people – those with
significant, permanent brain or spinal damage – are a major part of the compensation
system.

These arrangements also require major contact between the insurance industry and the
health and social security systems.  More importantly, these arrangements are
fundamental to quality of life for thousands of the most disadvantaged people in our
community.

Reform of these arrangements is a key issue in the current debate about long tail
insurance, particularly in medical indemnity.  In this class of insurance, the cost of
care for victims of medical misadventure has rendered some types of cover to be
uneconomic.
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Insurance Australia is a long-term advocate of a more rational and consistent
approach to the needs of catastrophically injured people.

Insurance Australia has been an active participant in the campaign for tax reform to
allow structured settlements.  There are three distinct aspects to this debate that will
all need to be resolved.  They are addressed during the next few pages.

Equity

People who suffer fundamental, life-changing injuries face futures that differ,
depending on where and how they are injured.

Public health and social security systems provide basic support, but for most people,
this means a standard of living far below their pre-injury status.  This reality creates
some pretty powerful incentives to find an insured entity to blame for the injury so
that people can get access to common law damages – essentially, whatever is humanly
possible to restore an injured person to their pre-accident lifestyle.

Transport accidents are the major cause of compensable catastrophic injuries in
Australia.  In these cases, there is often a very fine and arbitrary line determining fault
- especially in cases involving pedestrians, cyclists and motorcyclists who are also the
most vulnerable people using our roads.

Some jurisdictions such as Victoria, Tasmania and Northern Territory have responded
to perceived inequities in motor accident compensation by introducing no fault
elements to their schemes.  New South Wales has been examining options to improve
this aspect of its scheme for some years.

However, this inevitably results in some trade-off.  This may include the standard of
care.  While this is superior to the public system, it is lower than that potentially
available through full Common Law compensation.

Such trade-offs are also found in all workers’ compensation schemes that have long
been no fault in practice, but in most cases retain elements of Common Law for the
most serious injuries.

The majority of catastrophic injuries remain non-compensable.

Activities resulting from injures in or on water are the leading cause of spinal injury -
diving, water skiing and surfing for instance.  The gulf between public and insurance
regimes has encouraged many people to test the boundaries of the law of negligence,
often at great cost.  Even when they are unsuccessful, they add to the cost and
uncertainty of liability insurance for the whole community.
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Standard of care

Even within the insurance system, there are big variations in the standard of care
provided to catastrophically injured people.

Adversarial system and lump sum settlements combine to create an environment in
which injured people are encouraged to optimise their apparent needs so they can
maximise their settlements.

In turn, this requires that insurers be involved in the minutiae of a claimant’s personal
lives to make sure the care offered is fair and reasonable, but not excessive.

For example, the number of hours of nursing care, modifications to homes and
vehicles and purchasing and maintaining specialist equipment are all major insurance
settlement costs.

Provisions are made as part of lump sums to make sure these needs can continue to be
met.  But it is not unusual to see levels of care reduced after claims have been settled
and these funds used for other purposes.

Under the NSW Motor Accident Compensation Act, guidelines have been developed
for attendant care.  These are based on a clinical assessment of average needs for
different levels of impairment.

The guidelines are an important step forward to achieve more certainty in the cost of
these claims - although the effectiveness of these guidelines will depend on
objectivity and consistency in assessing individual circumstances.  No-fault transport
accident schemes have also established care standards that could assist develop a
consistent national set of standards.

Funding

Any funding model for a consistent national approach to long-term care must first
resolve equity issues. These include clearly establishing eligibility and developing
appropriate standards of care.  Resolving these issues will allow a clear view to be
formed about an appropriate funding mix from the insurance, health and social
security systems.

A pure insurance model will raise issues about affordability - particularly if the pool
of eligible claimants is expanded.

Fully providing for lifetime care costs in a conventional insurance pricing model
would at least ensure funds were put aside from premiums paid by the at-fault party to
meet the future needs of the injured person.

But the associated costs of capital to cover uncertainty about the ultimate cost would
have big implications for the overall cost of insurance.
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Insurers and the community have a clear commercial need to finalise claims as soon
as possible.  The longer they remain open, the greater the uncertainty about the
ultimate cost.

Funding of ongoing lifetime long-term care means the claim remains open for the life
of the person who has been injured.  These liabilities have grown over the years and
have undermined the solvency of the State insurance schemes with no-fault benefits.

The alternative to this is a pay-as-you go model, funded by new or existing taxes.

This is effectively how care of catastrophically injured people outside the insurance
system is funded now.  Any change to broaden eligibility would mean savings for the
public system.

Conversely, any change in how long term care is approached which reduces the role
of insurance would increase costs to taxpayers.

A pure pay-as-you-go system also raises inter-generational equity issues – the
consequences of the risks taken today being borne by the taxpayers of the future.
Pay-as-you go arrangements will also reduce incentives to minimise risk now created
by the cost of long-term care being embedded in insurance premiums.

The sensible approach, then, would seem to be to rationalise the existing mix of
insurance and public funding, based on a clear national policy that treats
catastrophically injured people equitably and consistently.

Considerable work has been done on full funding models for long-term care outside
the insurance system to provide lifetime care.  Tax changes to allow structured
settlements will be an important step in this direction.

5.4 Financial position

Australia is in a unique position in the number and variety of State and Territory
government-owned and managed insurance schemes in what is a relatively small
economy by global standards.

These schemes relate primarily to accident compensation.  But they also include risks
such as builders’ warranty, developed ad hoc and largely independently of each other.
The result is a patchwork of complex arrangements to achieve essentially the same
purpose with large variations in costs, processes and coverage.

In the 1970s and 1980s, private insurers withdrew from key markets for CTP and
workers’ compensation.  It was a rational market response to escalating claims costs,
driven by high levels of economic inflation and increasing propensities to claim.
Highly regulated premiums that did not keep pace with those increasing costs also had
an impact.
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Markets in which private insurers continued to underwrite are now generally
relatively stable.  Regulators have built a body of experience to achieve good social
policy outcomes without exposing taxpayers to underwriting risk.

The collapse of HIH exposed the lack of alignment between the role of these States
and Territories in regulating these specific product markets and the role of national
prudential supervision.  The result was liabilities of more than $1.2 billion reverting to
the States and Territories.

Meanwhile the majority of statutory State-based insurance continues to be written by
government monopolies.  In some cases insurers act as agents, but have no
underwriting exposure and little financial interest in scheme performance.

Government insurance monopolies have a history of incurring large, unfunded
liabilities while operating outside the national prudential regulatory framework.

This has, at times, created significant financial pressure for governments and required
quite severe corrective action through reduced statutory benefits and direct capital
injections.

As was once the case with State banks, State insurers enjoy Constitutional protection
from external prudential supervision.  It is open to question whether or not this
continues to be correct as a strict legal interpretation.  But it is also open to question
whether this remains good public policy.

Understanding the true financial position of State and Territory monopolies has been
made more difficult by big variations in their approaches to estimating their
outstanding liabilities.

Some, like NSW WorkCover and SA WorkCover, simply report a central estimate –
which is just as likely to be an underestimate as an over-estimate.

A proposal to move the NSW scheme to the current APRA standard of 75 per cent
probability of sufficiency will be considered by a review of scheme design, due to
report in June 2003.

Others attempt to align themselves with the standards without formally subjecting
themselves to the equivalent level of external scrutiny.

The Insurance Commission of Western Australia’s 2001 Annual Report notes that its
liabilities are calculated to a confidence level of 80 per cent - higher than the new
APRA Standard.  However, the Commission’s actuarial report for the corresponding
period shows a prudential margin of only 6.2 per cent.

Generally accepted actuarial standards in Australia for long tail liabilities such as
CTP, particularly in a largely common law scheme such as WA, suggest a prudential
margin at least twice that level – in the order of 12-20 per cent - would be required to
achieve 80 per cent confidence.
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A 6.2 per cent margin may be justified by a long history of stability (see comments on
The Cost of Volatility) but the WA actuarial report shows growth in claims costs is 6
per cent above the inflation rate.  It also notes there are signs a threshold for smaller
claims is being eroded.  Taken together, this is clear evidence the scheme is not stable
and does not support such a small prudential margin.

The SA Motor Accident Commission complied with the APRA Standard for some
years  - 15 per cent prudential margin above the central estimate of its outstanding
claim liabilities as one of its objectives.

However, this requirement was withdrawn recently when the State Government
announced a 15 per cent increase in CTP premiums to restore that scheme’s solvency
levels.  The SA Government said a more appropriate solvency standard would be
determined by Ministerial direction - which does not yet appear to have been issued.

Government monopolies also depart from industry standards in their approach to
investing funds reserved to meet technical liabilities, which comprise their
outstanding claims and unearned premium.

Weighting in the new APRA minimum capital requirements in favour of risk-free
investments, reinforces the standard approach by the insurance industry.  Assets are
managed to minimise the chance that significant negative asset-related changes will
affect the funds available to meet liabilities.  This is done by matching the assets and
liabilities by type and term.

This should result in a reasonable short-term strategy, dominated by guaranteed fixed
interest investments, with sufficient cash and other liquid investments to deal with
cash flow fluctuations.

This template applies to equally to short and long tail business - although the
inflationary aspects of longer tail claims may be recognised by a small proportion of
equity investment in the provision.  But anything more than 10 per cent would be
exceptional.

State monopoly funds have chosen not to apply these principles to their investment
policies.  Details about this are at Appendix D.

Both Victorian funds included around 50 per cent equity investment in their
“technical provisions” as at 30 June 2001.

The NSW WorkCover investment portfolio, although more conservative, is still
substantially more equity-rich than even the most “heroic” of private sector
investment strategies.

During the buoyant investment markets of the 1990s, strong returns from such high-
risk investment strategies helped to bolster the balance sheets of these entities and
offset deterioration in claims costs.

More recent trends in equity markets paint a somewhat different picture.
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A 10 per cent short term fall in equity values – broadly in line with recent events on
Australian and international markets – would result in a 5 per cent reduction in the
funding level of either of the Victorian accident compensation schemes.  All other
things being equal, the cost is equivalent to an annual premium rate increase of 20 per
cent or 5 per cent annually spread over four years.

There can be some justification for thin capitalisation and high-risk investment
strategies, where insurance is backed by a government guarantee, and at least an
implicit ability to increase premiums and contributions or reduce future entitlements
of claimants.

However, such corrective measures have a cost.  And the community is entitled to
clearly understand its exposure.

At the very least, investment exposure should be recognised by a fluctuation reserve
in the State balance sheet.  This would establish some meaningful benchmarks for
comparing the performance of State insurers with the private industry.

Even with this adjustment, there is a strong argument that high-risk investment
policies do not demonstrate the right level of discipline to manage long tail liabilities,
and may in fact indicate a generally looser management philosophy.

When married to variations in actuarial standards, the effect of the different
governance standards for publicly owned entities is to “muddy the waters” when
considering whether they are the best means of providing key insurance services.

In the short term, it is not feasible to impose APRA standards directly on government
monopolies because of the magnitude of their under-capitalisation.

Analysis by Pricewaterhouse Coopers indicates capital injections of between $9
billion and $15 billion will be required to bring these entities into line with standards
now applied to the private sector.

If APRA capital requirements represent a reasonable measure of the financial risk
inherent in these insurance classes, these figures also indicate the magnitude of the
exposures of government guarantees.

As an alternative to direct capital injections, it is open to governments to require their
insurance authorities to be subject to APRA assessment of their minimum capital
requirement and then provide an explicit guarantee to cover the capital shortfall.

This would provide far greater rigor, transparency and consistency in how
government monopolies are supervised.  This type of supervision would also assist to
more accurately determine the true costs and benefits of providing public sector
insurance.
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5.5 Conclusions/recommendations

Recommendation

• all statutory classes of insurance, like all other forms of general or life
insurance, should be subject to the same APRA standards.  Such a
requirement would assist governments to make truly objective assessments
about the true cost of carrying insurance risk.  It would also be the best mode
of service delivery under statutory schemes for the benefit of the community
and future generations;

• harmonising the benefits available for insured people within an objective
framework will result in a fairer basis of compensation than under the
current adversarial systems; and

• an emphasis on early intervention and rehabilitation.  In Insurance
Australia’s experience as a claims manager, this results in better outcomes
for injured people than protracted disputes.

See Appendix I on features of the proposed scheme design, and Appendix J on
comparison of CTP schemes.

6 Pricing issues

6.1 Cost of insurance volatility

The concept of risk-based capital underlies the minimum capital requirements
(MCRs) for insurers - the cornerstone of the new APRA Standards.

This prudential framework also prompts insurers to base their day-to-day capital
management on the need to maintain a buffer above the MCR to ensure they can
continue to write business in the face of any short-term losses.  Under this framework,
an insurance company’s management would be more focused than ever on the risk
factors affecting its capital base.

The need for risk-based capital is easy to understand.  Insurance has an element of
taking a gamble on assessing risk,  and an insurer must be prepared to lose money if
events go against it.  The greater the risk of losing money, the higher is the return
expected by the investors providing insurance capital.

In simple terms, where there is complete certainty about any financial outcome, the
risk-based element of the capital support requirement is zero.
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Because there is always an element of risk in any transaction, some level of capital
must be available in case that risk materialises and some return is expected for putting
that capital at risk.

In banking, capital is needed to protect depositors in the event that loans are not
repaid.  As there is ample experience on default rates for most loan types, a relatively
small buffer of capital is required to cover the likelihood of defaults being worse than
expected.

Some lending carries a higher degree of uncertainty, so banks are required to provide
an additional buffer of capital to reflect the increased risk and service it with an
additional interest rate margin.  The actual total capital required by any individual
bank will therefore vary according to mix of business.

Under the previous insurance prudential regime, arbitrary capital standards were
applied with little regard to the different level of risk for individual companies.  Under
the new APRA standards, a variation on the banking principles now applies to general
insurance.  Here, the “borrowers” pay the premiums and “depositors” are those with a
claim.

In short tail insurance products, which account for about 60 per cent of premiums paid
by the Australian community, there is a low risk that premiums will be insufficient to
meet all claims.

The average number and cost of most common types of claims are well understood
and there is a relatively low variation year-on-year.  A modest amount of capital is
required as a buffer to meet the cost of catastrophic events, such as storms.  This is
augmented in the global reinsurance market where sophisticated models attempt to
predict the number and cost of such events around the world.

There is far less certainty about long tail claims that may not be reported, let alone
paid, for many years after the policy has expired.  Prudent underwriting of long tail
business demands a clear understanding of claims history as a basis for predicting the
ultimate cost of future claims, and therefore an appropriate premium.

If the cost and frequency of claims has been relatively stable for a long period, then
future claims cost can be predicted with some confidence.  But if there is a history of
volatility, and trends in claims cost vary significantly from those in the broader
economy, premiums cannot be set with the same level of confidence.  In these
circumstances, a larger capital buffer is required.

A big appetite for capital in volatile long tail insurance classes amplifies the impact on
consumers of global financial trends.

Where the supply of insurance capital is limited, such as in the wake of  September 11
2001, very high underwriting returns are required to attract the capital necessary to
write these lines – particularly when investment returns are also low.
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Conversely, a plentiful supply of capital and buoyant investment markets will force
prices down – in recent times to unsustainable levels – as investors seek the higher but
riskier yields available in long tail insurance.

In particular, capital requirements for the current volatile world of liability insurance
impose an onerous burden on insurance:

• it would not be unusual for outstanding claims to represent three to four years of
business.  The uncertainty is thus “geared up” relative to premium income, leaving
prudent capital needs (i.e. at least 50 per cent greater than the MCR) at levels
comparable to the net annual premium income for the business.  In turn, this leads
to high profit loadings (10 per cent or more) to provide an appropriate, risk-based
return to shareholders; and

• risk margins on liabilities add a “second layer” of pseudo-capital.  APRA
Standards require reserves to be at least at the 75 per cent confidence level  - that
is, a 75 per cent probability that reserves will be sufficient to pay claims and 25
per cent probability that they will not be sufficient.

Variability of claims cost outcomes for large claims, superimposed inflation effects on
average costs and trends in claims frequency tend to increase the range of probability
of ultimate claims costs and therefore the size of the risk margins.

High levels of uncertainty in Australian long tail classes reflect the relatively
unregulated nature of many aspects of the claims process.  Unlimited access to
common law and, in some cases, variable judicial interpretations of “negligence” all
feed into the size of margins and the capital required.

It follows that any reduction in the level of uncertainty through appropriate regulatory
reform of claims costs will reduce the capital required to support long tail insurance -
and therefore the loadings on premiums to support this capital.

Better stability also means long tail premiums will be better aligned to the cost base,
rather than inflated on the assumption that recent upward trends will continue over the
next three or four years.

Simply by reducing the delays in the claims process, it may be possible to slash the
capital requirements for liability business by 50 per cent or more.  This is because
there will be less time for costs to escalate and more certainty about the outcome.

Clear entitlements for claimants and more consistent outcomes of disputes will
introduce greater certainty.  Australian markets would remain subject to trends in
global capital markets, but the size of the swings would be much smaller and there
would be less impact on consumers.

The appropriate form for regulating long tail insurance claims has been debated by the
community for some time.  Section 5 of this submission deals in more detail with the
type of regulatory reforms required to bring stability in long tail insurance closer to
that of the short tail market.
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The Royal Commission has an important role to play providing some context and
direction for further reform.

All levels of government should understand that a commitment to best practice in how
regulatory frameworks for long tail insurance claims are designed and managed is
critical to a sustainable and efficient insurance industry.

Consumers benefit by lower premiums, and the economy as a whole benefits from
more productive use of investment capital.

6.2 Taxes

Insurance Australia has long argued that the Australian insurance sector is one of the
most highly and unfairly taxed sectors in Australia.

Specifically:

• insurers bear a disproportion share of the taxation burden through stamp duty, fire
services levy and GST;

• this burden increases the cost of insurance premiums to consumers;

• insurance taxes result in underinsurance and non-insurance in households and
businesses throughout Australia; and

• State and Territory Governments need to reform insurance taxes and reduce the
current taxation burden.

Insurance taxes - impact on business and household consumers

The insurance tax burden is worsened by the cascading effect of a Fire Services Levy
(FSL) applied to a basic premium, then GST applied to both, then Stamp Duty applied
to the premium plus FSL plus GST - a tax on a tax on a tax.

The cumulative impact of “taxes” on the cost of insurance(and subsequent
affordability) can add  up to  62 per cent to the cost of insurance for businesses in
metropolitan areas.

This tax impost highlights the need to review insurance taxes and their impact on
insurance affordability.

Any review, which leads to a reduction in State and Territory taxes on insurance,
would prevent potential future liabilities to Government budgets that are called upon
when businesses fail following non-insurance or under-insurance, or support people
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who lose assets for the same reasons.   A summary of recent surveys on the level of
underinsurance and non-insurance is at Appendix K.

The benefits of insurance taxation reform

When the Federal Government announced it would fundamentally reform the taxation
system by introducing a GST, it also announced that the revenue would go to the
States and Territories and that they would remove some of their taxes.

The GST is a growth tax.  It will build revenue for State and Territory governments.
As a result, there needs to be an opportunity to reduce certain State and Territory
government taxes.

Indeed, State and Territory governments agreed to eliminate some indirect taxes as
part of the 1999 Inter-governmental Agreement on the Reform of Commonwealth-
State Financial Relations, which was related to the GST-based reforms of the
Australian taxation system.  These agreements should consider insurance taxes and be
implemented within the agreed time frame or earlier.

To assist this implementation process, State and Territory Governments should
commission reviews of their insurance taxes and charges.

Any review should investigate the efficiency, equity and administrative simplicity of
the States’ and Territories’ tax bases and identify measures that provide a more
competitive environment for business, simplicity and transparency in the design of
taxes and improved equity in the likely incidence of taxes.

See Appendix L for further details on impact of taxes.

Conclusions and recommendations

Governments should recognise the essential benefits of insurance to the economy and
community generally and implement a taxation system, which encourages insurance.
This includes abolition of stamp duty on insurance and the shifting of the burden of
the fire services levy to all property owners.

Recommendation

Insurance Australia recommends implementing a national system of insurance
taxes that is fair, equitable, consistent and easy for taxpayers and consumers to
understand.  To this end, State and Territory Governments should eliminate all
taxes imposed on general insurance business.
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6.3 Pricing approach short-tail - Insurance Australia’s approach

Insurance Australia has always regularly reviewed its claims experience and costs and
made adjustments to premiums based on these data and other factors, including
premiums offered by competing insurers.

Since January 2000, such reviews of claims and costs, along with estimates of
potential future trends, have been undertaken every couple of months for the major
short tail classes of business, and premiums adjusted accordingly.

The approach adopted in January 2000 reflected a change in Insurance Australia’s
premium setting philosophy.

The new philosophy is to implement adjustments to rating factors rather than to
introduce across the Board base rate changes.  This provides for a fairer premium,
more closely reflecting the individual level of risk associated with a specific
customer.  It therefore minimises the extent to which good risk customers subsidise
poorer risk customers.

This approach also means some customers have experienced premium decreases
while others have experienced increases.

For all classes of business the rationale for the premium rate changes has been to
produce a satisfactory business result.  A satisfactory result is defined by the volume
of business and the underwriting result.

6.4 Statutory insurance pricing

To gain market share and operate in a competitive market, general insurers also need
the flexibility to offer price incentives to consumers who minimise risky behaviour.

However, price supervision is an aspect of statutory insurance underwritten by general
insurers.  This is consistent with the compulsory nature of such schemes.  Price
supervision should have three regulatory goals:

• ensure the fully funded position of a scheme;

• ensure reasonable pricing including the affordability of premiums for the broadest
range of consumers, as well as fair but not excessive returns for insurers; and

• prevent aggressive under-pricing, which may lead to scheme instability through
extreme pricing fluctuations.

Where general insurers underwrite statutory insurance, the ‘file and write’ system is
the model of price supervision which best achieves these regulatory goals, with
minimal government intervention.
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This system gives insurers some flexibility in the pricing of policies, and government
the capacity to reject prices which may be too low to properly fund the scheme, or too
high in terms of affordability and fair returns for insurers.

The ‘file and write’ system should be the process for price supervision whereby
insurers ‘file’ prospective premium rates by a certain date for certain categories or
classifications, and within rating parameters set by the regular.  If the regulator does
not reject the premium rates within a specified timeframe, the insurer can proceed to
underwrite policies at the filed rates.

If price supervision is conducted by State and Territory authorities in relation to
premiums charged by general insurers as underwriters of a statutory scheme,
Insurance Australia supports the ‘file and write’ model of price supervision for
statutory insurance.

This model best meets the needs of general insurers to flexibly and properly price
risk, within a framework that enables government to ensure that a scheme remains
fully funded with affordable prices and fair returns for insurers.

Insurance Australia considers that since short tail products operate in a competitive
market they do not require the above type of price supervision.
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Footnotes

1 e.g., Chapter 1 of “Actuarial Practice of General Insurance” by Hart, Buchanan and
Howe.

2 http://www.rba.gov.au/FinancialSystemStability/financial_system_stability.html.
3 General Insurance Statistics, APRA, June 2001, and Insurance Australia data.
4 Regulatory Reform in the Insurance Industry, Paul Baxter, July 2002 – see

Appendix E.
5 ibid.
6 Notwithstanding the Council of Regulators Annual Report 2001 that identifies a

high-level forum for co-operation and collaboration amongst RBA, ASIC and
APRA.

7 Australian Financial Review, 5 July 2002.
8 Alternative risk transfer (ART) for corporations, Sigma No.2/1999, Swiss Re.
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Summary of key recommendations

Corporate Governance

Recommendation

Insurance Australia recommends that insurers, rather than regulators,
demonstrably align their corporate governance frameworks to support and
advance behaviour and operations that are sustainable.  Measures of reform
could include:

• Board commitment to continuous improvement, such as structured rotation
of Board members, objective assessment of director and Board performance,
and communication to external stakeholders about what Boards are doing to
promote good governance and sustainability;

• Commitment to ensuring Boards are comprised of directors who are more
reflective of the community’s involvement in insurance.  Ideally, Boards
should be composed of directors with a balance of specialised functional and
generalist skills;

• Active Board involvement in long term strategic planning;

• Clearly linking corporate governance and performance management.  This
could include tying executive incentives and remuneration to risk
management outcomes and to meeting long term objectives;

• Investing in comprehensive risk control frameworks that put the Board’s
approach to corporate governance into effect;

• Comprehensive disclosure to the markets of corporate governance practices;

• Formal review of the Approved Actuary’s valuation of insurance liabilities;
and

More emphasis on auditor independence by rotating audit partners from the
contracted audit firm.
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Consumer protection

Recommendation

Insurance Australia recommends early warning intervention by the Australian
Prudential Regulatory Authority (APRA) and the Reserve Bank of Australia
(RBA) be the primary mechanism for protecting policyholders and claimants
from the consequences of failure.

Should a failure occur after the intervention of regulators, Insurance Australia
considers a national scheme should be put in place to take responsibility for
outstanding claims for specified individuals, and other defined categories of
customers, of a failed insurer.

As a starting point, this should involve consolidating and centralising existing
State and Territory statutory guarantees (through nominal insurers,
supplementation funds etc) to ensure proper alignment with prudential
regulatory functions.  The remaining Commonwealth, State and Territory
arrangements for HIH liabilities could serve as a template for developing
eligibility criteria for other classes of insurance to be covered.

The funding mechanism for such a scheme should apply a flat percentage levy to
be applied to premiums and managed by an entity under APRA but jointly
managed by the Government and industry.

This funding mechanism should consolidate and replace State and Territory
government funding schemes and other ad hoc taxes on general insurance, such
as the NSW Insurance Protection Tax.

The shareholder capital in viable insurance companies should not be placed at
risk in the event of a failure of a competitor.

Insurance Australia does not consider the industry’s obligation goes beyond
protecting the policyholders of a failed insurer. Protection should not extend to
shareholders or other stakeholders.

Regulatory alignment

Recommendation

Insurance Australia recommends that APRA be given responsibility for any
price monitoring activities in general insurance.  This complements APRA’s role
supervising risk-based capital adequacy requirements and undertaking universal
‘health checks’ of licensed insurers.
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Prudential standards

Recommendation

Insurance Australia recommends ongoing support for the current levels of
prescription in APRA’s six Prudential Standards.  Insurance Australia believes
these standards will underpin a strong prudential framework for general
insurance companies.

Financial reinsurance

Recommendation

Insurance Australia recommends that innovation in alternative means of risk
transfer - and financial reinsurance products in particular - be encouraged.
Active control of reinsurance contracts needs to be maintained using the means
already available to individual insurers, reinsurers and APRA.

Role of State and Territory Governments

Recommendation

Insurance Australia recommends that all government insurance providers be
required to meet APRA prudential and reporting standards.  This will help
develop a level prudential playing field.  In this environment, the performance of
different entities providing insurance products is measured on the same basis.

Where required, a government guarantee may be provided to satisfy minimum
capital requirements.  The value of that guarantee should be clearly identified on
the balance sheets of insurers and the relevant government.

Model scheme design

Recommendation

Insurance Australia recommends the design of an efficient regulatory
framework for long tail classes of insurance.  This should include legislation
governing the scheme and how it is administered.
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It should aim for:

• uniformity between schemes and jurisdictions.  This will help deliver
consistent outcomes for any particular set of individual circumstances
irrespective of where or how an accident occurred;

• an optimum level of stability and predictability;

• more affordable premiums; and

• a bias in compensation towards more seriously injured people.  This will
ensure premium dollars go to those most in need.

Taxation

Recommendation

Insurance Australia recommends a national system of insurance taxes that is
fair, equitable, consistent and easier for taxpayers and consumers to understand.
To achieve this, it is recommended all State and Territory taxes imposed on
general insurance business be eliminated, so that more Australians are able to
afford insurance and so that insurance is not taxed at the same rate as “sin”
products like tobacco and alcohol.


