AAMI

This submission is presented by Australian Associated Motor Insurers Limited
(AAMI), 616 St Kilda Road, Melbourne, Victoria, 3004.

This document has been prepared in response to the Productivity Commission’s
request for submissions for their inquiry into the impact of NCP and related reforms.
The Commission has also asked for comments on other areas that offer opportunity
for significant gains to the Australian economy, by removing impedi ments to
efficiency and enhancing competition.

Australian Associated Motor Insurers Ltd (AAMI) isa part of the Promina Group
(Promina), which is Australia’ s third largest insurance company.

AAMI isasubstantial underwriter of Motor, Home and CTP insurance, and is
anticipating writing almost 3 million policies in 2004 with gross written premium of
over $1.2b. CTPisan important component of our business with AAMI writing
business in both New South Wales and Queensland.

AAMI isadirect distributor, with no intermediary involvement. It provides insurance
for the general population, including younger people through its non-standard risks
agency, Just Car Insurance Agency Pty Limited (JCIA). AAMI now operatesin all
Australian states except Western Australia and the Northern Territory, and has a
network of 53 branches and service centres.

In 2002 the National Competition Council wrote a summary of their findings to date
in regards to long tail insurance services'. This paper aso contained various
recommendations in terms of steps forward. Since this time there appears to have
been little activity in regards to CTP Insurance.

This paper looks at those findings and examines whether there has been any
significant changes since. It reaches some conclusions and makes some
recommendations on the way forward.

Summary of Concerns

Although there has been a great deal of restructuring in the financial sector over the
last 10 years or so, to support the philosophy of a competitively based markets, the
CTP Insurance market continues to be largely run by State based monopolies and
heavily regulated. The table below (Table 1) gives a summary of the status of CTP
Insurance provision across Australia. The table demonstrates the continuing
dominance of state based monopoly schemes, and the lack of uniformity in approach
across the country, which from our view (as supported by our industry, please see the
Insurance Council of Australia s submission to this Productivity Commission’s
inquiry?), causes an inefficient market place, whether due to lack of economies of
scale or scope being realized or unnecessary compliance costs.
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Tablel

Queendland = Private underwriters
» Regulatory and structural barriersto competition
=  Very minor change after NCP review

NSW = Private underwriters
= Some capacity for competition
»  Satisfied NCP tests

Victoria = Public underwriting
= TAC ispure monopoly
= No effective change following NCP review

Tasmania = Public underwriting

= MAIB is pure monopoly

= No effective change following NCP Review
= Pricing subject to review by GPOC

South = Public underwriting
Australia = Oneinsurer appointed as claims manager
» No effective change following NCP review
Western = Public underwriting
Austrelia = |CWA is pure monopoly
» No effective change following NCP review
ACT » Private underwriting
= Currently one insurer only, others can apply to participate
Northern » Public underwriting viaTIO
Territory = No private sector participation

» No change following NCP review

In the private markets there are currently 7 insurers underwriting, the majority in
NSW.

The 2002 NCP Assessment examined the CTP Insurance markets in each State, but
reached no overall conclusions, asking instead for more data. The tone of the
Assessment however suggested that there was concern that the state based monopoly
schemes were inconsistent with the National Competition Policy’ s objectives, i.e. that
the public interest arguments that were fielded by the States/Territories did not
conclusively outweigh the ongoing costs that the consumer is having to absorb when
purchasing CTP Insurance. (For example, in NSW, a major market, where private
insurers underwrite, consumers generally enjoy strong levels of competition between
theinsurers. This experience contrasts sharply with the reality for those consumers
living in State based monopoly markets).
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Since this point there has been no real movement within the CTP Insurance area,
although the Productivity Commission has conducted an inquiry into Worker’s
Compensation and Occupational Health and Safety Frameworks, which has clear
paralelsto the CTP Insurance market. AAMI supports the findings of thisinquiry,
principally that the existing workers compensation arrangements undermined
competitiveness, finding that differencesin Australia’ s workers compensation
arrangements resulted in significant compliance burden for multi-state employers and
uncertainty for employers and employees.

This thinking can be extrapolated to CTP Insurance where many of the issues, for
example, private insurers underwriting in different legislative environments, causes
inefficiencies and increased compliance costs impacting on insurers and consumers.
The lack of ability to transfer the CTP product from one jurisdiction to another and
the links between CTP and State based vehicle registration systems, means thereis no
competition for the State based monopoly schemes. Additionally with the differences
between levels of access to compensation/benefits within the State based schemes
means that the consumer is treated differently, depending on where he/she lives.
Equity clearly isanissue asis forum shopping.

AAMI recommends that the National Competition Council continues to examine the
areaof CTP Insurance, in line with its original mandate. If the Council wishesto
approach AAMI about the realities of being a private insurer underwriting and
managing claimsin the area of CTP Insurance, AAMI would be delighted to provide
assistance.

Brief Overview of the CTP Mar ket

In all jurisdictions CTP insurance is mandatory and applies to the vehicle.
Government believes that these requirements are important, ensuring all not at fault
injured parties have access to insurance. NCP reviews and AAMI support this view,
also noting that the mandatory nature of these forms of insurance ensures parties
responsible for accidents cannot avoid contributing to the benefits available for
affected individuals.

Benefits paid under CTP Insurance typically cover medical, hospital and rehabilitation
expenses, legal costs, loss of earnings and in many cases, compensation for pain and
suffering. In some cases, benefits are paid on statutory formulas, in others they are
based on common law or statutory benefits and the common law. Accessto the
common law is provided in the ACT and restricted in NSW, Victoria, WA and SA,
Queendland and Victoria. In Victoriaand Tasmania, statutory no fault benefits are
also available. In NT statutory benefits are available to residents only, while non-
residents have access to common law.
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Concernswith Current Status

Review and Reform Progress by the Statesand Territories

All governments completed reviews of their statutory monopoly insurers by early
2001.

Victoria— conducted a second review of CTPin 1999. Thisreview reversed the first
reviews recommendation for multiple provision. Inits 2001 annual report to the
Council, the Victorian Government informed the Council it will review the scope for
greater contestability in the provision of CTP viafurther outsourcing (market testing)
by the Transport Accident Commission (TAC). The government is still considering
the mechanism for third party reviews of the TAC premiums that was a
recommendation of the 2000 reviews.

WA —review of CTP was finalised in 2000, recommending multiple provision.
Amending legidlation was withdrawn in 2000 and no action has been taken since.

SA —second review of CTP —1999. Reversed 1998’ s review that multiple provision
should be introduced. The Government reaffirmed in 2001 that the Motor Accident
Commission remains the sole provider of CTPinsurancein SA. SA’s NCP report
reiterates that the State has demonstrated a public interest case for retaining the single
statutory provider of CTP.

Tasmania— In the 2002 NCP annual report the Government stated that it would
examine the Victorian review of the TAC before making decisions about its M otor
Accident Insurance Board.

NT —review of CTP completed in late 2000 and the Government is considering the
recommendations. Review argued for retaining the monopoly arrangements but
suggested that the Government consider franchising out the operation of the CTP
Scheme. It recommended clarification of legidlative objectives and replacing
references in legidation to the Territory Insurance Office with the ‘ designated
insurer’.

NSW, ACT and Queensland — alows for multiple suppliers therefore no NCP issue.

Overall there has been aclear lack of activity in this area of government.

Public Interest Evidence

The issue of monopoly versus multiple provision is central to the Council’s
consideration of whether jurisdictions CTP arrangements are consistent with NCP.
Governments have used the public interest argument, in that the benefits of a
monopoly provision outweigh the costs. However they have been unable to clearly
demonstrate this and arguably the success of the NSW scheme in promoting active
competition between providers, together with significant international experience,
shows that this argument is not valid.
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Premiums

In most jurisdictions there is little connection between the risk-profile of the insured
and the premium the insured paysin CTP. All motorists tend to pay the same
regulated premium regardless of their driving history or the evidence of driving
behaviour of their peer group. The ‘community rating’ aspect of CTP diminishes the
incentives for risk minimisation that could arise from differential premiums reflecting
factors such as age, driver history, experience and measures taken to reduce risk.

One concern that arises from this methodology, is that the neither the insured or the
community is aware of the level of cross-subsidisation. Thereisaclear lack of
transparency between what the insured pays for CTP and the real cost. Theinsuredis
given no choice (in al jurisdictions, bar NSW) and even then, no information to make
an informed choice.

Therefore should the benefits of risk related premiums be considered? It would give
the consumer a more equitable outcome, instead of asking low risk driversto
subsidise high risk drivers.

In Australia the privately underwritten NSW scheme goes closest to aligning risk
profiles with the premium charged.

Of equal concern isthe potential for Government’s to utilize these monopolies as
sources of revenue via premiums that exceed the necessary prudential level. In such
instances, a hidden tax is clearly in operation.

Economies of Scale

Some state/territory governments have argued to date that the size of the market in
their state does not justify the provision of insurance by more than one supplier
because economies of scale would not be realised.

However it isfelt that states/territories have not provided sufficient evidence of the
market size required to achieve economies of scale, but they have implied to date that
costs would be higher if smaller, multiple suppliers were alowed in place of
monopoly providers. This has not been the private insurance sector’ s experience to
date with small scale operators being able to successfully compete against larger scale
operators in the NSW and Queensland markets. And in any case, private insurers can
spread many of their fixed costs over arange of insurance products and thus enjoy
economies of scale that governments are unable to realize.

Economies of Scope

Statutory monopoly providers specialise in providing one insurance type. This
specialisation denies the monopoly insurer access to economies of scope, whereas
private insurers participating in competitive markets usualy offer arange of insurance
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products and can take advantage of the systems, human resources and insurance
expertise that they have devel oped.

Choice and I nnovation

There are costs of monopoly provision re choice and innovation. The lack of choice
for consumers denies them the potential to compare the services and benefits offered
by competing companies. Additionally, the competitive provision of insurance
services would be more likely to result in innovative approaches to products whilst
meeting the minimum requirements.

Prudential Supervision/Licensing

Monopolies typically require more regulation than required by competing companies.
The challenges, costs and pitfalls associated with endeavoring to regul ate a monopoly
for both efficient pricing and quality service are well known to the Commission.

The HIH experience has been noted as adding to the costs of insurance in some of
states where private insurers compete for CTP insurance business. It isalso claimed
to have resulted in alarge bill to governments to meet HIH’ s liability. The relevant
States imply that public monopoly insurers are more immune to such failures,
however the history of financial calamities in insurance monopolies over the last
decade suggests that this is wishful thinking. Political expediency remains an issue
and the ability to shift costs inter-temporally in the long tail schemesis a serious risk.

Effective prudentia supervision makes a substantial contribution to sound financial
performance by insurers. It can be seen that this relationship has been belatedly
recognised following HIH’ s collapse and appropriately acted upon.

APRA have been reviewing, with the industry and federal government, the
appropriate prudential standards for the industry. These tend to be higher than those
of the States (which has led to problemsin the past with blowouts in unfunded
liabilities). Stage Il Reform is now in the process of being finalized and implemented.

With these rigorous prudential standards, APRA could be allowed to be a central
regulator for general insurers providing CTP. Thiswould remove regulatory overlap
with the States, which creates confusion, jurisdictional discrepancies and improve
insurers’ confidence in how they price when underwriting.

If the State/Territory monopoly scenario continues, the States continue to regulate the
consumer side of service provision. If the scheme were to become national, ASIC
would be the obvious choice of regulator for consumer issues, asit isfor all other
insurance products that are under the Corporations Act 2001. CTP can be redefined
under the Corporations Act as aretail product and consumer protection/disclosure can
be aligned to that of all other retail insurance products (e.g. comprehensive motor).
Thisin fact, could also happen under a State based privatised scheme.
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Outsourcing

The monopoly providersin various states outsource some of their functions to private
companies. To the extent that these companies are chosen after a competitive bidding
process, outsourcing may allow the achievement of at least some of the cost savings
likely to arise from the competitive provision of insurance.

AAMI would like to see a greater participation in outsourcing some of the functions —
at the very least. For example, AAMI has a specialization in claims management that
has been built up over many years. 1t would like the opportunity to apply its
methodology on a national level, which should result in lower claims management
costs, therefore lower premiums to the insured, without compromising the final
outcome for the injured client. AAMI’s claims management methodology
concentrates on early intervention, which has been proved to be the most effective
medically, and financially efficient way of case managing.

Cost/benefit Analysis

One of the issues facing Insurers and the National Competition Council isthe
difficulty that now existsin trying to ascertain which type of scheme provides greater
consumer benefit. One reason for thisisthe markedly different benefits/thresholds
available under different schemes, as well as different pricing structures. The lack of
uniformity across the country has led to adilution in available intelligence to be able
to make informed decisions. If it isdifficult for theindustry to analyse, it is
impossible for the community and the consumer.

Impact on Risk Credit Rating for the Jurisdictions

One of the often ignored consequences of jurisdictions retaining the ultimate risk of
their compensation schemes is the potential for this additional risk to adversely impact
the State Credit Rating. This potentially can cause significant increasesin the cost of
funding State debt and needs to be properly considered in any cost benefit analysisre
the efficiency of a monopoly scheme.

Conclusions

For al of the reasons outlined above the National Competition Council needs to
continue itswork in looking at the area of CTP Insurance. From AAMI’sview, the
most effective and efficient scheme would be one that was national and privatised. At
the very least claims management should be competitively tendered to allow for
reduced overall costs, which could be passed onto consumers via cheaper premiums
or better services.
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