<o

Law Council
OF AUSTRALIA

7 October 2011

Ms Caroline Le Couteur

Chairperson, Public Accounts Committee
ACT Legislative Assembly

Canberra ACT 2600

Email: Andrea.Cullen@parliament.act.gov.au

Dear Ms Le Couteur,

RE: ROAD TRANSPORT AMENDMENT (THIRD PART INSURANCE) BILL 2011

| refer to the Law Council of Australia’s submission to the Public Accounts
Committee of the ACT Legislative Assembly concerning the Road Transport
Amendment (Third Part Insurance) Bill 2011 (the Bill) dated 15 September 2011.

| enclose the following documents, by way of addendum to the Law Council’s
earlier submission:

1. Article in The Sydney Morning Herald entitled “Revealed: The great green
slip rip off”, dated 7 October 2011;

2. Extract from the NSW Motor Accident Authority’s 2005/6 Annual Report; and
3. Extract from the NSW Motor Accident Authority’s 2009/10 Annual Report.

The Law Council submits these documents for consideration by the Committee, as
they tend to re-enforce the Law Council’s earlier submissions with respect to the
compulsory third party (CTP) insurance scheme in NSW.

A simple comparison of the profit estimates for 2000-2004 between the MAA’s
Annual Reports for 2005/6 and 2009/10 demonstrates both the size of profits
realized by NSW CTP insurers and the extent to which projected profits have been
consistently under-estimated since changes to the NSW CTP scheme were
introduced in 1999.

As previously stated, the CTP insurance market in NSW is comprised of 7 major
insurers, none of which enjoys a dominant market share. Since changes to NSW
CTP laws were introduced in 1999, those insurers have consistently claimed
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profits in the range of 25-31 per cent, notwithstanding that the NSW Government’s
actuarial advisers, Taylor Fry, estimate profits in the range 4 % - 6 per cent are
considered reasonable.

The Law Council emphasizes that those insurers are simply acting in the best
interests of their shareholders, within the limits of the legislative framework
introduced in NSW in 1999. The NSW Motor Accidents Authority regulates
premiums in NSW and requires CTP insurers to lodge estimates of profit margins
annually. Due to the long-tailed nature of the scheme, the actual profits claimed in
any given underwriting year do not crystallise until 5-6 years after the premium is
written. Accordingly, while NSW insurers continue to over-estimate claims and
underestimate profits to be realized for more recent underwriting years, all
evidence suggests profits well in excess of estimated returns will ultimately be
realized.

While the NSW Government has consistently turned a ‘blind-eye’ to these matters,
12 years after the 1999 changes were introduced significant pressure is now
building to reverse the inequities apparent under the NSW scheme and to restore
benefits that were transferred from injured motorists to CTP insurers.

Accordingly, the Committee, and the entire legislature, should view with caution
the Government’s assurances that premiums in the ACT are regulated. There is
no transparency around estimated and actual profits in the ACT CTP scheme,
given neither the NRMA Ltd, ACT Treasury or the Road Transport Authority have
been required to publicly disclose this information, as is required in NSW. If the
present Bill proceeds, there will be no public scrutiny of the basis upon which
premiums are determined or the estimated or actual profit claimed by the ACT’s
monopoly CTP insurer.

The Law Council would be pleased to respond to any queries on this matter when
its representatives appear before the Committee on 12 October 20117 (1 [1 [J

Yours sincerely,

Bill Grant
Secretary-General

Enclosures: 3
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The sting in’éverry
motorist’s third-party

insurance policy

The $2.5 bi

EXCLUSIVE
Heath Aston .
STATE POLITICAL EDITOR

MOTORISTS have been overcharged
$500 each over the past decade under
a green slip system that allows insur-
ance companies to consistently over-
estimate future claims and pocket
billions in resulting “super profits”

Since 2000, insurers have taken an
estimated $2.5 billion above an 8 per
cent profit margin deemed reason-
able by the NSW government. Their
actual margin has averaged 24 per
cent and in 2002 reached 31 per cent.

The profit gouge equates to an
extra $50 on every one of the 1.3 mil-
lion compulsory third-party policies,
or green slips, issued each year by
companies such as NRMA Insurance,
Suncorp, GIO, Allianz and QBE.

The state government has begun
an internal review on the issue.

The legal profession is calling for
an overhaul of the scheme, saying a
“systemic failure” in the way prices
are set—and the lack of any powers to
rein in insurers — has led to drivers
being overcharged and accident vic-
tims hung out to dry. While motorists
will demand $50 off the price of green
slips, the NSW Bar Association wants
the inflated profits redirected to the

EXCLUSIVE
.+ Heath Aston
 STATE POLITICAL EDITOR

beenbagging an average 24 percent. Whilethe =~
number of accidents has been falling, insurers '
have continued to overstate expected payouts.

CAR owners in NSW are paying $50 too much
for compulsory third-partyinsurance, deliv-
ering billions of dollars in super profitsto
insurers. The companies have been allowed to
overestimate accident claim costs consist-
ently, adding as much as $300 million a year to

their coffers since 2000.

Thesstate government declaresan 8 per cent
profitmargin as “reasonable” butinsurers have

90 per cent of accident victims who
receive no compensation under the

~. scheme, established by the former

premier-Bob Carr in 1999. o
Lawyers believe the fault in the

system lies in the way insurers pro-

duce their own estimates to set

prices. The cost of green slips rose
from $343 in 2000 to $428 last year, -

according to industry figures. At the
same time claims tumbled by 2000
to a low of 10,220 in 2007-08.

Between 2000 and 2007, insurers
bagged $1.78billion in excess
profits and lawyers say preliminary
figures for the years up to 2011 sug-
gest that will rise past $2.5 billion.

For years lawyers have been frus-
trated by the inequity in the system
but have now taken action.

“It appears as if the [Motor Acci-
dent Authorityl is unable to acknowl-
edge a fundamental flaw in scheme
design,” the NSW Bar Association

wrote to the Standing Committee on:

Law and Justice, which is conducting
its annual review of the authority.
“It may well be that the MAA thinks
premiums are being set in anticipa-
tion of insurers keeping 8 per cent of
premium written, yet the insurers
inevitably seem to end up with a
profit in excess of 25 per cent premi-
um written. For this to happen once

Many of the state’s 1.3 million drivers will
wanta $50 refund. Butlawyers say the money
should go to accident victims, 90 per cent of
whom are notentitled to any compensation.

Victims left empty-handed include a
woman who lostseven teethin a caraccident
butwas denied compensation. The insurance
assessor concluded she could still “chewon |
the other side ofhermouth”.

» Fullreport — Pagel14

‘Revealed: the great green slip rip

ion green sl

A smashing business |

.Insurers' profits :
‘ABOVE THE 8% AGREED  AS A % OF
“REASONABLE" RETURN

~80%

........ 29%

* Bar Association says these estimates
will rise once “long tail” claims are settled.

or twice might be an understandable
anomaly. For it to happen year after
year points to systemic failure in the
premium approval process.” :
The chairman of the Bar
Association’s common law commit-
tee, Steve ~Campbell, SC, -said:
“Looking at the size of the profits ...
there is no reason why you couldn’t

PREMIUMS WRITTEN

SOURCE: uumhmns_mmomr’s ANNUAL REPORT 2009-10

have a reduction in green slips and_

an increased level of compensation
for victims.” .

The Australian Lawyers Alliance
was just as critical of the seemingly
toothless authority in its submis-
sion, written by a barrister, Andrew
Stone.“It is simply too easy for
insurers to hide excessive profitabil-

¢ The éstimated extra
profits insurers have
collected since 2000

5 billion
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ity in excessively pessimistic calcu-
lations of future payouts,” he wrote.

The Greens MP David Shoebridge
wants a parliamentary review of the
authority’s role. “This is an ongoing
rort by insurers which the NSW gov-
ernment has been turning a blind
eye to for more than a decade,” he
said. “The government must either
give more generous benefits to
injured people or take some effect-
ive action to rein in the prices
charged by green slip insurers.”

A spokesman for the Finance Min-
ister, Greg Pearce, said an internal
review of excessive profits and green
slip pricing was under way.

The MAA released a statement say-
ing the government was looking at
issues including “excessive insurer

affordable CTP green slip pricing”.
The Insurance Council refused to
comment but its submission says the
system is effective and equitable.
" “We submit that the CTP scheme
is meeting public expectations to
ensure that more of the compensa-
tion dollar is going to meet the
needs of injured people, which has
been estimated to be 66.5 per cent
of total premiums in the period
commencing 1 July, 2010.”
- » Editorial — Extra,Page 8
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Report on profit

Section 28(1) of the MAC Act requires a licensed insurer to disclose to the MAA “the profit margin on which a premium is hased”and
“the actuarial basis for calculating that profit margin”. Section 28(2) requires that the MAA report annually to the Legislative Council
Standing Commiittee on Law and Justice on its assessment of the profit margin on which & premium is based and the actuariat basis for
its cafculation, as provided to it by a licensed insurer.

The MAA usually receives a premitem filing from each insurer at least annualiy ard considers all of the factors that go into calculating
the proposed premivms. The MAA may reject a premium if it will not fully fund the liabilities o if it is excessive, In relation to profit, the
Act provides that & premium will fully fund the liahilities if the premium is sufficient to “provide a profit margin in excess of all claims
costs and expenses that reprasents an adeguate raturn or capital invested and compensation for the risk taken” (section 27{8){c)).

The MAA must, therefore, not reject a premiusm on the basis of the level of the profit as long as the level is within the range that
ensures an adequate return on capital but is not excessive, The MAA has made every effort to ensure that the profit component of the
premium is assessed against objective criteria and has adopted a methodology prepared by Taylor Fry actearies,

The Taylor Fry methodobogy refers 1o a‘tepresentative’insurer and involves three components:

1 the determination of a suitable quantum of total capital (net assets) for a representative insurer
2 the determination of a suitable allocation of insurer capital to NSW (TP

3 the calculation of a profit loading to service the allocated capital at a fair rate of return.

The rapresentative insurer is based on the average of insurers writing CTP business in NSW. Taylor Fry calculations are based on
representative insurer holding capital equal to 58 per cent of CTP technical provisions, which is approximately equal to 66 per cent of
outstanding claims provision (OCP) for NSW CTP. The insurer also holds additional (implicit) capital as a prudential margin within the
provision for outstanding claims. The Taylor Fry methodology for allocating capital to the CTP line of business is consistent with APRA's
new prudential regime.

There are wide variations in levels of capitalisation between individual insurers. The allocation of capital by the representative insurer
used in the derivation of the profit margin is skightly higher than the highest notional capital allocation reported by an individual (TP
insurer.

The indicative range resulting from Taylor Fey's cafculagions is a profit of 4.5-6 per cent of gross premium for the representative insurer,
As the range of profit margins refates to a representative insurer, they are iflustrative ondy. [t is fully expected that profit margins filed
by individual insurers may vary from thesm, reflecting the insurers’ own business structures. The MAA accepts that the level derived by
the Taylor Fry methodology sets the minimun level of profit to ensure an adequate return: on capital and that actual profit levels will be
within a range above this as long as the level is justified! by the insurer and not considered by the MAA as excessive.

Over the last six years, profit margins ranged from 7.5 to 10 per cent for individual insurers, with an industry average between 7.7 and
8.7 per cent. The MAA considers this range of prefit margins to be reasonable although the MAA has engeing discussions with the (TP
insurers who believe that the level of profit derived from the Taylor Fry methodology is not adequate,

Following the passage of legistation by the NSW Parliament in May 2006, special benefits for children including lifetime care and
support were scheduled to commence on 1 (ctober 2006. This required insurers to submit filings to the MAA in July 2006 for policies
incepting 1 October to reflect the new benefit structure. Given this need, the MAA did not raguire insurers to lodge a filing in 2005-06.
According to 526(1) of the MAC Act an insurer must lodge a filing once each year or such longer period as the MAA may alfow. Insurers
were still able to file for changes to their premiums at any time.

Motor Accidents Authority of NSW 2005-2006 Annual Report




Profit margins in insurer filings

Filing period Range (%) Weighted average {%)
1999-00 7.5-95 7.7
2000-01 7.5-95 79
2001-02 75-95 8.2
2002-03 7.5-95 8.2
2003-04 7.5-97 8.5
2004-05 75-100 8.7
2005-06 75-100 8.7

The slight increase in the projected profit margis in recent years reflacts increased allocation of capital to this ine of business in
accordance with revised APRA standards. The MAA believes the risk of writing business in the NSW (TP scheme is less than for other
long tail business because of the legislative changes to promote scheme stability and the existence of a regulater to closely monitor
scheme performance. The MAA also believes that with the introduction of the Lifetime Care and Support (LTCS) Scheme, insurers will
requirs less capital to underwrite CTP as a significant portion of the risk will be included in the LTS fund and therefore insurers will
require a lower amount of profit from (TP,

Realised profit

Section 5{2){d) of the Act provides that the insurers, as recefvers of public money that is compulsorily levied, should account for their
actual profit margins. The assessment of profit requires a review of the devefopment of the underwriting year from the time of the
premium filing. The premium filing includes the insurers’ prospective estimates of the profit margin but the actual profit or loss thatan
insurer may uftimately make will depend on the extent to which the other assumptions in the pramium filing are correct,

The profit or loss that an insurer makes on ar underwriting year will depend in the main on the level of daim liabilities, During the
development of an underwriting year as claims are received and paid, insurers identify a central estimate of claims cost in reqular
valuations. To meet APRA requirements insurers must hofd a risk margin above the central estimate. If subsequent valuations identify a
reduction in the claims cost, insusers will be able to release a proportion of the prudential margin for that underwriting year. That an
happen at any time during the development of ar underwriting year. However, it may also be necessary for insurers to strengthen their
reserves if the valuation identifies increased claims cost.

The table opposite presents the current estimates of claims liabilities for 2ach underwriting year and the estimated profit as a percent-
age of written premium. it is important to note that this is only an estimate of what the realised profit will be if the current liability
valuation is correct,

Historically, NSW CTP experience has been volatile. Insurers’ profit under the Mator Acciderts Act 1988 from 1991 to 1999 varied from an
estimated 33 per cent loss in 1994 to an estimated 26 per cent profit in 1996. The average profit for this period is estimated to be eight
per cent of premigms.

The MAA assesses the estimated future profit by accounting for the actual payments made to date and current estimates of the liabili-
ties for each underwriting year. These estimates do not represent actual profit but a current indication of the profit that may be realised
once all claims are paid if the current liability valuations prove correct. They are, therefore, heavily qualified by the fact that they will
change as the scheme develops further and claims are paid. For example, even for the first underwriting year of the new scheme with
94 per cent of full claims finalised, this represents only 80 per cent of the estimated uftimate incurred claim cost. As the larger claims
are finalised over the next few years, this may change the estimated incurred claims cost.

HMotor Accidents Authority of NSW 2605- 2006 Annual Report
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Realised profit

Section B{2} {d) of the Act provides that the insurers, as recsivers

of public money that is compulsorily levied, should account for their
actual profit margins. The assessment of profit requires a review

of the development of the underwriting yaar from the fime of the
premium filing. The premium filing includes the insurers prospective

has made every effert fo ensure that the profit component of the
premium is assessed against objective criteria and has adopted
a methodology prepared by the scheme actuaries,

The following table presents the current estimates of claims liabilities
for each underwriting vear and the estimated profit as a percentage
of the written premium. | is important to note that this is only an

estimate of what the realised profit will be if the current liability
valuation is correct.

estimates of the profit margin but the actual profit or loss that an
insurer may ultimately make will depend on the extent to which the
other assumptions in the premiurm filing are realised. The Authorily

SCHEME DEVELOPRENT BY UNDERWRITING YEAR

NERNARNG VAR

IR B SEPREREEE ,

2000 1,325 200 36 99

2001 1,321 193 36 99! 670

2002 1,342 185 36 o8| e84

2003 1,395 197 39 97| 73

2004 1,476 202 42 % | 766

2005 1,451 224 41 92| 817

2006 1,426 218 42 83! 843

2007 1,221 173 n/a e8! 835

2008 1,178 167 nfa 461 850 i
2009 1328 180 n/a 241 1,084 79 | 4128 cc160. Wl e
Note:

1. Wih effect from 1/10/06, bulk-billed costs became payable by the Motor Accidents Authority out of lavy revenue, and ceased heing paid by insurers out of thelr pramiorm
revenue, Thus, for the 2007 (2006/07) undenwriting year {and subsequent underwriting years), bulk-billed costs are not part of the total costs borne by insurers in analysing
estimated profitability of premiums for insurers.

2. Since further claims developrent is anticipated for underariting year 2010, it would be more sensifive to changes in the assurmptions and projactions and hence it has been
excludad from the above table.

3, Since claims payments occur over a period of time after premiurms have been collected, the estimated value of ultimate claims payments per underwriting year is discounted
back to the time of premium collection in order to obtain a valid measure of profit as at the time premiums were paid.

4. The proportion of ultimate clainis Habilitiss which are still outstanding is much rmore for recent underwriting years than for eatlier underwriting years. Therelore estimates
of the discounted value of profit for recent undenwriting years are much mare sensitive to uncertain assumptions regarding future claim payments than estimates for earlier
underwriting years.

Estimated profit is presented in three (3) scenarios dapanding on the estimate of outstanding claims Habilities.

&, Claims payments shown in the table above, relate only to scenario (2} of the profit estimates.

TARNUAL REPORT 2009/10759



The previous table presents the current estimates of claims liabilities
for each underwriting year and the estimated profit as a percentage
of the written premium. it is Important to note that this is anly an
estimate of what the realised profit will be if the current claims
liability valuation is correct.

The estimated profit is presented in three scenarios:

1. If outstanding claims lizbilities turn out fo be 10 per cent mere
than the updated central estimate of those clairms liabilities

2. If outstanding claims lisbifities tum out to be exactly the updated
(as at 30 June 2C10) central estimate of those claims liabilities

83

If outstanding claims liabilities turn out to be 10 per cent less
than the updated central estimate of those claims liabilities

The previcus table above shows the amount ($m) and proportion

(%) of profit estimated for each scenario (numbering in the table
corresponds with the summary above). The results show the range

of estimates of profit calculated assuming that the outstanding claims
liabilities as at 30 June 2010: (1) 10 per cent more (2} Exact (3) 10
per cent less than the updated central estimate of outstanding claims
Habilities. For instance, for the underwriting year 2000 (199%/2000)
the estimated profit is: $396m (30 per cent), $398m (30 per cent}

or $400m (30 per cent) using scenaric 1, 2 or 3 respectively.

The estimates of profitability with respect to a given underwriting
yaar, in this report, could be different to the previous report as at
June 2002, Such differences arise largely due fo revisions in the
actuarizl estimates of uitimate claim costs.

CLAIMS

At the end of June 2010, a total of 72,234 notifications had been
received by insurers in relation to accidents since 1 October 2003.
Of these, thers were 58,866 full claims, and 13,368 Accident
Notification Forms (ANF) which had not converted to full claims
by 30 June 2010. After nine years of steady decline, the estimated
ultimate number of notifications per accident year appears to be
rising as from 2008/0%, which has almost 12,000 notifications.

Mo-faull ANF

From April 2010, the NSW Compulsory Third Party or Green Slip
insurance scheme has been expanded so that anyone injured in a
motor vehicle accident in NSW, regardiess of who was at fault, may
be able to access benefits. The change relates specifically to the ANF
which providas for the early payment of reasonable and necessary
medical expenses and/or lost earnings up fo a maximum of $5000,

2003/04 5,995 2,269 12,264 26 12,290
2004/05 2,676 2,035 11,711 45 11,757
2005/06 2,178 1,908 11,088 81 11,167
2006/07 8,928 1,654 10,582 147 10,729
2007/08 8,625 1,293 $,918 302 10,226
2008/09 8,786 2,141 10,927 805 11,732
2009/10 3678 2,068 5,745 1321 | 7,067
TOTAL 58,866 13,368 72,234 2728 | 74982

1. Accident years run from 1 Getober to 30 September. 2008/10 covers only nineg manths, and the IBNR claims projection is for these nine months. Mo estimates have been made

for the [ast three months of this accident vear and the associated 1BNR claims.
1BNR - Incurred but not reportad claims,

Data as at 30 June 2010 .

2005710 ANFs are higher due to the introduction of no-fault ANFs in April 2010,

ooa W

The estimated ultimate number of notifications is used o calcuiate
two measures, claim frequency and propensity to claim. Claim
frequency is the number of notifications par 10,000 registered
vehicles. The following table shows that the estimated claim

60 WMOTOR ACCIDENTS AUTHORITY

Tha truncated reort does not give a olear piclurs of the claims development process This is a case where more data is definitsly better.

frequency continued to drop from 30 for the 2003/04 accident year
o 23 for 2007/08. However, in line with the recent increases in
netifications, the claim frequency estimate for 2008/02 has gone up
ta 26 notifications per 10,000 registered vehicles.





