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Dear Mr Potts 
 
Insurance Australia Group (IAG) welcomes the Review announced by the Federal 
Treasurer, the Hon. Peter Costello into the extent and nature of discretionary mutual 
funds and direct offshore foreign insurers operations in Australia.  IAG feels that it is 
appropriate for it to make a formal submission to you on this topic.  IAG’s submission 
is set out below. 
 
What is IAG’s interest in the Review? 
 
IAG is the largest general insurance group in Australia and New Zealand (by 
reference to premium written in these countries).  It provides personal and 
commercial insurance products under some of the most respected and trusted retail 
brands including NRMA Insurance, SGIO, SGIC, CGU and Swann Insurance in 
Australia, and State and NZI in New Zealand.  
 
IAG's core lines of business include: 
• Home insurance  
• Motor vehicle insurance  
• Business insurance  
• Consumer credit insurance  
• Extended warranty insurance  
• Compulsory third party (CTP) insurance  
• Workers’ compensation insurance  
• Retirement financial advice  
• Professional risk insurance  
 
IAG has a crucial interest in the long-term viability of insurance as a product valued 
by the Australian community.  IAG 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 
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predictable claims costs, particularly in the more volatile classes of long tail 
liability. 

 
IAG believes that regulation has an important role to play within the Australian 
insurance market.  IAG contends that the rationale for prudential regulation of 
general insurance is one of consumer protection. It also has a role in ensuring that an 
even playing field is maintained with respect to competition when implementing 
prudential regulation.  Within the general insurance sector, IAG considers that a 
substantial information “asymmetry” exists, in that policyholders may not be equipped 
with sufficient information on which to base a decision to insure.  The consequences 
of this are adverse for policyholders if it results in insurance claims not being met.  It 
is unreasonable to expect retail consumers to conduct a detailed review of the 
financial security of their insurance contract or its provider.  They should be entitled 
to assume a base level of security from all providers of retail insurance operating in 
the local market.   
 
While discretionary mutual funds and direct offshore foreign insurers are permitted to 
continue to operate without either obligations to provide “true” insurance (i.e. an 
enforceable contract to pay claims for specified losses rather than a right to request a 
fund to exercise its discretion in favour of the claimant) or meet capital adequacy 
requirements, consumers remain inappropriately exposed. Accordingly, regulatory 
reform must ensure that consumers are adequately protected and that market 
failures are alleviated, but also that competitive forces are sustained. In fact, we 
believe that Australian consumers believe that they are protected by regulation from 
the impact of insurance company failure. 
 
Given the above considerations, IAG believes it is necessary to provide the same 
level of protection to consumers (and third parties) of products supplied by 
discretionary mutual funds and direct offshore foreign insurers as is provided to 
consumers of products supplied by insurers subject to prudential regulation under the 
provisions of the Insurance Act 1973.  These two separate areas of concern are 
discussed below. 
 
Discretionary Mutual Funds 
 
IAG believes that the general public do not sufficiently understand the risks 
associated with participation in mutual schemes.  
 
IAG  acknowledges that some discretionary mutual funds have played a useful role in 
the marketplace where they were designed and/or provided by occupational groups 
which customarily had difficulty obtaining cover in the market or, alternatively, where 
like occupational groups entered into a scheme to provide a mutual discretionary 
fund, as long as the fund was supported by a licensed insurer. However, we question 
whether discretionary mutual funds have a continuing role in the marketplace where 
they are merely offering "insurance-like" cover that is otherwise available in the 
marketplace.    
 
As you may be aware, discretionary cover insurance-like products (mutual schemes) 
operating in Australia involve no legal obligation by the provider to meet the costs of 
an insured event.  The provider of such cover merely accepts that it will, in its 
discretion, consider meeting such claims.  Although discretionary mutual schemes 
may have significant financial backing, competent management and good intentions, 
such schemes leave consumers without the protection of the Insurance Act 1973.   
 

 



 

IAG’s concerns have also been noted by the Australian Prudential Regulation 
Authority (APRA) which highlighted that mutual funds are inherently flawed.  APRA 
has highlighted the risks of small businesses, professional associations and 
community groups using unregulated insurance providers.  APRA stated that 
“unregulated insurance is not in the public interest because the average consumer is 
in no position to understand the complexities, uncertainties and limitations of the 
cover provided and, in particular, the possibility of the provider not being around 
when a claim is made.  The two main forms of unregulated and unreliable insurance 
are provided by unauthorised foreign insurers and discretionary mutual funds”. 
(Graeme Thompson, APRA, 29 November 2002, General Insurance Industry – The 
Supervisor’s Perspective). 
 
APRA further stated,  
 

“Discretionary mutual funds that pool resources to provide coverage to 
members on a discretionary basis are not licensed under the Insurance Act 
because there are no contractual terms and conditions governing the 
payment of a claim.  They have been established over many years by groups 
seeking savings through forms of cover that escape various taxes, the 
Insurance Contracts Act and industry complaints schemes, as well as APRA’s 
capital and other requirements of the Insurance Act.” (Graeme Thompson, 
APRA, 29 November 2002, General Insurance Industry – The Supervisor’s 
Perspective). 

 
The Australian Securities and Investments Commission (ASIC) also stated, “It is 
important that people who take cover from these type of arrangements realise that 
this is not insurance in the legal sense.  There is no solvency or prudential regulation 
of such products neither by the APRA, nor by the ASIC”.(IR 03-17 ASIC’s interim 
approach for regulation of mutual risk products – 15 July 2003). 
 
As you are aware, the HIH Royal Commission also noted that holders of forms of 
discretionary cover are potentially exposed to the same difficulties that holders of 
discretionary medical indemnity coverage recently experienced. 
 
IAG believes all providers of insurance and insurance-like products should be 
required to meet the APRA prudential and reporting standards.  IAG submits that this 
will help develop a level prudential playing field.  In this environment, the 
performance of different entities providing those products is measured on the same 
basis. 
 
It is not IAG’s intention to exclude discretionary insurance-like products from the 
Australian marketplace.  However, we do consider that promoters of mutual schemes 
should be required to fully and transparently disclose to consumers the risks inherent 
in participating in such schemes.  Although such schemes may be subject to certain 
regulatory requirements (e.g. the Corporations Act, in particular the Australian 
Financial Services legislative provisions), ultimately, we believe that all issuers of 
insurance and insurance-like products operating in Australia should be subject to the 
same uniform regulatory, prudential and capital requirements.  We believe that this 
will inevitably lead to a more robust and secure insurance marketplace for the greater 
benefit of both consumers and the Australian economy as a whole. 
 
Direct Offshore Foreign Insurers 
 
Direct offshore foreign insurers are permitted to offer insurance coverage in Australia 
if the policy is introduced to the policyholder by an authorised local broker and the 



 

policyholder is informed of the insurer’s foreign status (section 34, Insurance (Agents 
& Brokers) Act 1984). 
 
However, this legislative requirement does not provide any guarantee that the insurer 
is subject to the same prudential and regulatory requirements which apply to 
Australian domestic and authorised foreign insurers. 
 
 
 
On 8 May 2003, the APRA released a consumer alert cautioning consumers against 
unauthorised foreign insurers (its second in as many months) whereby APRA noted: 
 
 

“...policy-holders should know that the appointment of an authorised local 
broker to solicit business on behalf of the unauthorised foreign insurer does 
not mean that the cover provided is subject to the full protection of Australian 
laws and regulation..” 

 
Of further concern to IAG is the possibility that the existing notification requirement is 
not carried over to the Financial Services Reform Act and even this minimalist 
safeguard will be lost.  
 
Again, it is not IAG’s submission that foreign insurers be excluded from operating in 
the Australian market or to limit their commercial activities.  They have a valuable 
role to play given that many unauthorised foreign insurers operate in niche markets 
and offer insurance coverage typically difficult to secure in Australia.  Rather, IAG 
believes that by subjecting all insurers operating in Australia to uniform regulatory, 
prudential and capital requirements, a more robust and secure insurance market will 
evolve for the benefit of the whole Australian economy.  Accordingly, we consider 
that there is a need for this issue to be considered by the Government in its current 
deliberations on wider industry reform.  
 
As for concerns that subjecting all foreign insurers operating in Australia to the 
existing prudential framework overseen by the APRA will result in an exodus of 
insurers operating in niche markets that have been left vacant by local operators,  
IAG believes that such a scenario, if accurate, only strengthens the case for uniform 
regulation.  Some niche and other sensitive lines of insurance are precisely the 
sectors of the market that require a strong regulatory presence by virtue of the high 
risk nature of the activities and property being insured. 
 
IAG considers that recommitting to an insurance market, which has companies 
operating in a regulatory vacuum for the sake of ensuring that cover is available to 
those who seek it (no matter what the quality), is not an optimal public policy result.  
IAG believes that it suggests a misplaced concern for an outcome rather than a 
viable ongoing solution to the original problem. 
 
At a time when the insurance industry is seeking to restore consumer confidence in 
its stability following the demise of the HIH Insurance Group, IAG considers that it 
would be an opportune time for the Australian Government to address the legislative 
anomalies associated with the nature of discretionary mutual funds and direct 
offshore foreign insurers operating in Australia. 
 
We at IAG are happy to discuss this submission and to assist the Review in any way 
we can.  If you wish to discuss this matter or make further inquiries please contact 
Barbara Hayes, Head of Government Relations & Policy, on (02) 9292 9744. 



 

 



 

Yours sincerely 
 
 
 
 
 
Michael Hawker 
Chief Executive Officer 
Insurance Australia Group 
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