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Abbreviations
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AMIL
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DDR
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IAAust
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MCR
MDASA
MDAV
MDAWA
MDO
MIA
MICWA
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MPSTas
PIICA
QDM
UMP

XOL

Australian Competition and Consumer Commission
Australian Medical Association

Australasian Medical Insurance Limited

Australian Prudential Regulation Authority
Australian Securities and Investment Commission
death, disability and retirement

extended reporting benefits

Health Professionals Insurance Australia Pty Ltd
incurred but not reported

Insurance Council of Australia

Institute of Actuaries of Australia

key performance indicators

minimum capital requirement

Medical Defence Association of South Australia
Medical Defence Association of Victoria

Medical Defence Association of Western Australia
medical defence organisation

Medical Insurance Australia Pty Ltd

Medical Indemnity Company of Western Australia Pty Ltd
Medical Indemnity Protection Society

Medical Protection Society of Tasmania
Professional Indemnity Insurance Company Australia Pty Ltd
Queensland Doctors Mutual

United Medical Protection

excess of loss
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Glossary of terms

This glossary contains a brief description of common terms used in the medical indemnity
insurance industry that appear in this report.

Term

claims expenses

claims-incurred cover

claims-made cover

claims frequency

combined ratio

excess

expense ratio

incident
incurred but not reported

claims (IBNRs)

insurance contract

long-tail class

loss ratio

medical defence
organisation (MDO)
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Meaning

all payments made in the current year on claims arising in
current and prior notification years, as well as any adjustments
to outstanding claims reserves across the period

the insurer agrees to indemnify the policyholder for any valid
claims arising from incidents that occur during the coverage
period, with a claim able to be lodged at any time in the future

the insurer agrees to indemnify all claims arising from incidents
notified during the policy period, so long as the incident
occurred during the current period, or any prior policy periods in
which the policyholder has held continuous claims-made cover
with the insurer up to and including the current period, or to an
earlier retroactive date

the number of claims by notification year expressed as a
proportion of the total number of indemnified members

the sum of the loss ratio and the expense ratio showing
whether the sum of expenses (claims expenses and other
expenses) is less than or exceeds premium (or subscription)
revenue for the year

an amount of the loss that will be paid by the insured party
before the insurer pays the claim

the sum of all underwriting and general expenses (excluding
reinsurance expenses) as a proportion of premium (or
subscription) revenue for the year

an incident resulting in a personal injury or death which may
develop into a claim against the medical practitioner

claims arising from incidents or losses that have occurred but
are yet to be reported to the insurer

a contract whereby, in return for a premium paid by the person
purchasing the contract, an insurer agrees to indemnify the
purchaser up to a specified limit in the event of a claim against
them

a class of insurance in which there may be a delay of many
years before a claim is reported and/or paid

the total claims expense in a year as a proportion of premium
(or subscription) revenue for the year

a not-for-profit mutual organisation created by and owned by
medical practitioners to provide a range of services to
members, including indemnity
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minimum capital
requirement

notification year

personal injury or
death claim

premium revenue

reinsurance

reinsurance expenses

retroactive date

return on net assets

return on target capital

run-off cover

subscription revenue

ultimate claims costs

the amount of capital APRA requires insurers to hold as a buffer
to absorb unusual or extreme shocks. The minimum capital
requirement is commensurate with an insurer's risk profile, but
subject to a minimum of $5 million

the year in which the insurer is notified of a claim or an incident
which may potentially give rise to a claim

a claim relating to an incident that results in the injury or death
of a third party individual

the amount of gross written premium which is 'earned’ during
the period, earned being the proportion of risk covered

the contract/agreement by which an insurer cedes some of its
premium (or subscription) in exchange for the reinsurer
accepting some of the risks underwritten by that premium.
Simply put, this is insurance for an insurer

the amount of premium (or subscription) revenue ceded to
reinsurers for reinsurance during a period

the date from which cover commences. In the case of claims-
made cover, all incidents occurring after this date will be
covered so long as the policyholder is still covered when the
notification of a claim is made

overall industry profitability expressed as total profits as a
percentage of the average net assets held by the industry over
the period

overall industry profitability expressed as total profits as a
percentage of the average net assets required to be held by the
industry to meet APRA's target capital

cover purchased to extend the period for notifying and insurer
of a potential claim; this is required when a practitioner either
transfers to a new underwriter or ceases practice

revenue earned in a given year from the subscriptions paid for
membership to an MDO

all claims costs which the insurer expects will eventually be paid
for claims arising in a given notification year. The insurer may
not finish paying out on claims arising in a notification year for
several years—the ultimate cost includes all of these expected
future payments yet to be made. These payments are included
in the ultimate cost in the nominal dollars in which they expect
to be made

underwriting performance a measure of the performance of the underwriting activities of

underwriting year

an insurer, comparing the claims expense and operating
expenses of running an insurance operation against the
premiums charged to support the insurance operation

the year in which an insurance policy was issued
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Summary

Background

Medical practitioners around Australia, especially those performing high risk procedures,
have expressed concern about the premiums they pay for medical indemnity cover. Some,
such as obstetricians and those practising in rural and regional areas, have ceased to
practise (or threatened to do so) apparently as a result of recent increases in premiums.

The provisional liquidation in May 2002 of Australia’s largest medical indemnity provider,
United Medical Protection (UMP), also concerned medical practitioners as it potentially left a
majority of them without indemnity protection.

The Australian Government responded to these concerns by implementing various reforms
in 2002 and 2003, including direct financial support to medical practitioners and new
regulatory arrangements which changed the way medical indemnity cover is provided.
These reforms were designed to deliver more affordable insurance premiums for medical
practitioners and strengthen the long-term viability of the medical indemnity industry in
Australia.

ACCC’s monitoring role

In October 2002 the Prime Minister announced that the Australian Competition and
Consumer Commission (ACCC) would monitor medical indemnity premiums to assess
whether they are actuarially and commercially justified.

To undertake this task, the ACCC asked the five current providers of medical indemnity
insurance to private medical practitioners to supply a range of quantitative and qualitative
information about their premium setting arrangements, cost structures and the impact of a
number of government reforms (including tort reforms) on their operations for the current
underwriting period.*

The five current providers of medical indemnity insurance are Australasian Medical
Insurance Ltd (AMIL), Health Professionals Insurance Australia Pty Ltd (HPIA), Medical
Indemnity Company of Western Australia Pty Ltd (MICWA), Medical Insurance Australia Pty
Ltd (MIA) and Professional Indemnity Insurance Company Australia Pty Ltd (PIICA).

This is the first of three monitoring reports to be produced by the ACCC for the Australian
Government over the next three years.

Background to the medical indemnity industry

Medical indemnity insurance indemnifies medical practitioners for financial losses arising
from actions brought against them as a result of the performance of their professional
duties. Claims against medical practitioners relate to personal injury and are lodged against
a medical practitioner as a result of a breach, or perceived breach, of a given standard of
care in the treatment of a patient.

1 For four out of the five providers this period related to the 2003-04 underwriting year (i.e. 1 July 2003 to
30 June 2004). For the remaining provider this period related to the 2003 underwriting year (i.e. 1 January 2003
to 31 December 2003).
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Before 1 July 2003 medical indemnity protection was traditionally offered by medical
defence organisations (MDOs). They operated on a not-for-profit basis as ‘mutuals’ that
were owned and operated by members. They offered indemnity protection to medical
practitioners as part of a range of services to their members.

Indemnity cover provided by MDOs was ‘discretionary’, i.e. the medical practitioner had no
contractual right to be indemnified by the MDO. Rather, the MDO retained the discretion to
decide whether or not to provide indemnity to the medical practitioner. In practice it was
rare for an MDO not to provide indemnity except for cases involving fraud, criminal activity,
sexual misconduct or drug abuse.

The MDOs operated mainly along state lines and were outside the prudential framework
regulated by the Australian Prudential Regulation Authority (APRA). This put authorised
general insurers, who are within that regulatory framework, at a competitive disadvantage
compared with MDOs. As a result, their attempts to enter the medical indemnity market in
the past were limited and generally unsuccessful.

These arrangements changed on 1 July 2003 when the government implemented a
legislative requirement that medical indemnity cover must be provided as an insurance
contract between the medical practitioner and an insurer authorised by APRA to conduct
insurance business. This meant that MDOs were no longer able to provide indemnity
protection and coverage could no longer be discretionary.

Historic costs and prices in medical indemnity insurance?

Insurers consider several factors when setting medical indemnity premiums. These include
the direct costs of providing insurance (such as paying out and administering claims), other
related costs (such as reinsurance), and administrative overheads incurred by the insurer in
operating its business. Premiums set by insurers will reflect a mix of corporate objectives,
such as achieving profit and/or capital targets and meeting future business growth
strategies. However, claims costs and reinsurance costs have historically been the major
components of premiums charged by insurers.

Analysis of data provided to the ACCC showed that the costs of providing medical
indemnity insurance increased in real terms between 1998 and 2002. This was driven by
increases in claims costs and reinsurance expenses.

e Claims costs increased as a result of increases in both the number and size of claims.
Between 1998 and 2002, claims as a proportion of policies increased. Over the same
period, the average size of claims increased by 50 per cent—from $86 000 in 1998
(valued at 30 June 2002) to $129 000 in 2002.

e Reinsurance expenses as a proportion of gross subscription revenue increased from
30 per cent in 2000 to 52 per cent in 2002.

Indemnity providers charged higher subscription fees for medical indemnity from 2001.

2 For the purposes of this historical analysis, subscription fees are used as a proxy for indemnity prices. Before
1 July 2003 the price of indemnity cover was not separated out of the subscription fees that medical
practitioners paid to MDOs for indemnity and other services. In practice, the amount of subscription revenue
represented by non-indemnity services was relatively small. Since 1 July 2003, the price of indemnity protection
can be separately identified through the premiums paid by medical practitioners to authorised insurers.
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e Average subscriptions (adjusted to 2002 dollars) declined by 27 per cent between 1999
and 2000, increased on average by 12 per cent in 2001 and then increased by an average
of 15 per cent in 2002.

Indemnity premiums paid by individual medical practitioners vary according to a number of
factors, including differences in the risk profile of medical practitioners. This risk profile is
mainly determined according to the practitioner’s medical speciality, the state in which their
practice is located and their income/billing band.

The ACCC analysed changes in average premium rates for key medical specialties set by
medical indemnity providers for the indemnity periods beginning 1 July 2002 and 1 July 2003.

e The largest increase in average rates over these two periods occurred in obstetrics (with
gynaecology), with average rates increasing by over 17 per cent. For premiums in place
from 1 July 2003, an obstetrician (with gynaecology) was charged an average of around
$59 000 for indemnity protection.

e The smallest increase occurred in general surgery, with the average premium rate
increasing by around 2 per cent. From 1 July 2003 a general surgeon was charged an
average of around $27 000.

Historically, there has been cross-subsidisation in medical indemnity pricing. Medical
practitioners in low-risk specialities have subsidised the cost of indemnifying

high-risk specialties through the rates charged by medical indemnity providers. MDOs and
medical practitioners generally saw this cross-subsidisation as important to preserve the
practice of high-risk medicine.

Medical indemnity providers have also cross-subsidised the cost of retirement cover by
effectively requiring practising practitioners to fund the retirement of other medical
practitioners by providing retirement cover at a minimal charge.

Historic financial performance of the medical indemnity
industry

The ultimate test of actuarial and commercial justification of premiums lies in the ability of
insurers to satisfy basic financial criteria showing they are able to meet current obligations
and are likely to continue being able to do so.

A key indicator of this is the ‘net combined ratio’ which shows whether total costs (claims

costs and expenses) exceeded or were less than premiums. If the ratio is greater than 100
per cent it shows that an insurer is making an underwriting loss and if the ratio is less than
100 per cent an insurer is making an underwriting profit.

The ACCC examined the net combined ratio for indemnity providers of medical indemnity
insurance between the 2000 and 2002 financial years. Although the medical indemnity
industry operated on a not-for-profit basis before 1 July 2003, these calculations
nevertheless indicate whether or not the industry, in aggregate, was ‘breaking even’ or
making a loss on its indemnity activities.

e The ACCC estimates that the net combined ratio increased from 170 per cent in 2000
to 189 per cent in 2001. It then increased significantly in 2002 to 632 per cent. Thus
medical indemnity insurers as a whole made a significant loss on subscription revenue
written in 2002.
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The 2000 and 2002 results are unusual in that they were greatly affected by changes to the
formal recognition of ‘incurred but not reported’ liabilities (IBNRs) by a number of indemnity
providers, resulting from the introduction of new accounting standards.® This treatment had
the effect of bringing large abnormal items into the liability valuations of MDOs within a
relatively short time period. For general insurers operating in Australia, IBNR liabilities must
be recorded in the year in which the unreported claims are estimated to arise, which means
that IBNRs would normally be built up progressively over the time periods in which the
premium revenue was recognised.

Even in the absence of this treatment of IBNRs, it would have been unlikely that the
medical indemnity industry as a whole would have achieved net combined ratios below
100 per cent during this period. The ACCC calculated additional net combined ratios that
excluded the impact of IBNRs where possible. These ratios were estimated at 118 per cent
in 2000, 189 per cent in 2001 and 219 per cent in 2002.

This analysis indicates that the financial performance of medical indemnity providers varied
substantially in recent years and that, overall, the medical indemnity industry incurred
significant losses.

ACCC methodology

The ACCC’s methodology focused on how premiums were derived by the five medical
indemnity providers from an actuarial and commercial perspective.

The ACCC'’s assessment of the actuarial justification of premiums considered the technical
actuarial aspects of pricing. It examined the process adopted by medical indemnity
providers in deriving premium rates, including their risk assessment of a claim arising from a
particular group of medical practitioners as well as the strategy employed by the provider in
managing that risk. It also considered the providers’ approach in constructing those
premiums, the level of analysis used to support pricing assumptions and the extent to
which other relevant issues (such as medical indemnity and tort reforms) were considered in
setting premiums.

The ACCC's assessment of the commerecial justification of premiums considered whether
insurers’ current premiums and pricing strategies would be sustainable in a viable and
ongoing commercial market. In effect, this involved assessing whether insurers were in fact
charging premiums that might be considered unsustainable in a commercial market
environment.

There is clearly some overlap in the consideration of the actuarial and commercial
justification of premiums as many of the commercial aspects are important factors for the
actuary to consider when recommending premium rates and structures.

In view of the new regulatory arrangements, APRA was aware that the current providers of
medical indemnity did not have sufficient capital to satisfy these requirements. As a result,
transitional capital arrangements were introduced to apply to medical indemnity providers
between 1 July 2003 and 30 June 2008. This is an important issue in the current medical
indemnity environment, and therefore the ACCC was required to examine its impact on
premiums on both an actuarial and a commercial basis.

3 The relevant accounting standard was issued by the Urgent Issues Group (UIG) of the Australian Accounting
Standards Board (UIG 47).
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Assessment of the actuarial justification of medical
indemnity premiums

The ACCC found that premiums were actuarially justified for four of the five current
indemnity providers. With respect to the remaining provider (HPIA), the ACCC was
unable to determine whether premiums were actuarially justified, due to a lack of
information it provided regarding its assumptions and supporting analysis.

The ACCC considered two major aspects of insurers’ pricing strategies—first, whether or
not the overall premium pool of each insurer was adequate to cover projected costs; and
second, whether or not specialty premium rates were determined using actuarially sound
methods.

Overall premium pool

The ACCC found the overall premium pools of insurers to be actuarially justified. Insurers
had made extensive use of actuaries in preparing liability assessments, pricing reports and
funding plans required by APRA.

The ACCC also found that all five providers are currently raising capital through premium
loadings. On average, across the five providers, about 36 per cent of their overall premium
pool determined for the current underwriting period was allocated to capital accumulation.
The insurers’ funding plans suggest that this form of capital accumulation will continue
throughout the APRA transitional period.

The ACCC noted that raising capital through premium loading is one of a number of ways
available to insurers. Other sources of capital are current shareholders, MDO members/
policyholders, and offers to third parties. However, it is apparent that access to capital from
existing shareholders will be limited, while the other two options may alter the ownership or
control of the insurer. Whatever method an insurer adopts needs to be considered in the
context of its overall business strategy.

Once the existing insurers raise the level of capital required by APRA, it is reasonable to
expect that premium loadings may reduce. However, a loading in the premium may not be
completely removed as the insurer may need to include a profit margin to ensure a
reasonable rate of return. However, the implied profit margin could be lower than the capital
loading currently built into premiums.

The ACCC also assessed the extent to which insurers had factored into overall costs and
premiums the government’s high cost claims scheme (the government agreed to reimburse
medical indemnity providers 50 per cent of the insurance payout over

$2 million for claims notified on or after 1 January 2003) and state tort reforms.

e Four of the five providers factored the high cost claims scheme into their reinsurance
by placing only 50 per cent of their exposure to claims over $2 million.* Compared with
placing 100 per cent of their claims exposure, this measure resulted in lower reinsurance
premiums paid by insurers to reinsurers than would have been charged in the absence
of this measure. These lower reinsurance premiums were factored into premiums
charged to medical practitioners. The remaining insurer reinsured 100 per cent of its risk

4 On 10 October 2003 the Minister for Health and Ageing, the Hon. Tony Abbott MP, announced an extension to
the high cost claims scheme to cover 50 per cent of claims between $500 000 and $20 million. The ACCC will
monitor this revised measure in subsequent monitoring reports.

Xii ACCC Medical indemnity insurance—monitoring report December 2003



in excess of $2 million in 2003-04 because it regarded some aspects of the scheme as
uncertain when it renegotiated its reinsurance program. However, the insurer indicated
that it intended to place only 50 per cent of its risk when renewing its reinsurance for the
2004-05 underwriting period.

e Inrelation to tort reform, all five providers allowed for lower claims costs as a result of
recent changes in the discount rate across most state and territories. They did not
consider reduction in claims costs for other major tort reforms, such as caps on
damages for personal injury claims. However, some insurers noted that premium rate
setting for 2004-05 would concentrate further on quantifying the impact of tort reform
on costs and premiums as claims experience emerged.

Specialty premium rates

Insurers charge different premium rates for different medical specialties. The ACCC’s
analysis of specialty premium rates showed that insurers adopted different premium
relativities to the technical rates recommended by their actuaries. Reasons for this
divergence related to

e insurers maintaining cross-subsidisation and

e some aspects of claims experience information was limited which meant that some
insurers could not accurately determine premium relativities.

These issues are discussed in more detail below.

Maintenance of cross-subsidisation by insurers

Medical practitioners in low-risk specialities have subsidised the cost of indemnifying those
practising in high-risk specialties to make their insurance premiums more affordable.
Interestingly, several insurers indicated to the ACCC that they expected some degree of
unwinding in cross-subsidised premiums in the following underwriting periods to better
reflect the level of risks being underwritten.

It is not clear that in a more competitive market substantial levels of cross-subsidisation
among practitioners with different risk profiles could continue to exist. The potential for
other insurers entering the market in the medium to longer term to ‘cherry pick’ low-risk
specialties may put pressure on existing insurers to unwind this type of cross-subsidy. In a
more competitive environment, it is possible that the extent of cross-subsidisation would
diminish to ensure the ongoing financial viability of existing medical indemnity insurers.

Medical indemnity providers have also cross-subsidised retirement cover. The ACCC is
aware that the Australian Government, in conjunction with the medical indemnity industry, is
currently developing a longer term solution to the issue of affordability for run-off cover.

Limitations in some aspects of claims experience information

The extent to which actuaries were able to estimate particular aspects of the premium rate
relativities using sound actuarial principles was affected by the degree to which detailed
claims experience was available. For example, the ACCC found that some insurers,
particularly the smaller ones, were limited in their ability to accurately estimate the
components of state-based premium relativities because of the lack of reliable information
on state-based claims experience. This meant that some insurers needed to make relatively
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simplistic estimates and as a result included a flat loading on premiums for medical
practitioners located outside the insurer’s home state. In the absence of reliable state-based
claims experience information, this would be an actuarially justified approach.

The ACCC considered that adopting different rates from the technical rates recommended
by the actuary was still actuarially sound as the overall premium pool was still expected to
be achieved, and the risk, in most cases, was quantified.

Assessment of the commercial justification of medical
indemnity premiums

The ACCC found that, in the current market environment, premiums set by the five
providers were considered to be commercially justified. This assessment recognised the
need for insurers to raise adequate capital to ensure that they have the financial capacity to
continue underwriting medical indemnity insurance. The uniformly adopted method of
raising capital through premiums, in the absence of further competition, is projected to
achieve this objective. This process of capital accumulation is also occurring in an industry
that has incurred substantial losses in recent years.

The ACCC is not aware of any new entry that may occur in the medical indemnity industry in
the short term. On this basis, the pricing methods of existing medical indemnity insurers are
considered sustainable and reflect the commercial obligations of the insurers. Generally,
medical indemnity insurers forecast strong profits between 2003 and 2008, with all net
retained profits contributing to insurers’ capitalisation strategies up to 30 June 2008.

Itis too early to say whether competitive conditions in the medical indemnity industry will
change in the longer term, and in particular whether there will be new entry and increased
competition. The ability of insurers to continue to raise capital through premiums in the
longer term, and to cross-subsidise specialties, largely depends on the competitive
pressures which emerge over time.

Key findings

e The medical indemnity industry as a whole has incurred losses in recent years, with
increases in costs exceeding increases in subscription revenue. In 2000 and 2002 the
industry was particularly affected by unusual and one-off changes to the accounting
treatment of IBNRs.

e Regulatory reforms were introduced in 2002 and 2003 designed to deliver more
affordable insurance premiums for medical practitioners and strengthen the
long-term viability of the medical indemnity industry.

e The ACCC assessed premiums charged by four of the five medical indemnity
providers in 2003-04 and found them to be actuarially justified. This was on the basis
that the overall premium pool of insurers was adequate to cover projected costs.
Insurers adopted specialty premium rates that were different to recommended
technical rates. However, these were considered actuarially sound as the overall
premium pool was still expected to be achieved.
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e The ACCC was unable to determine if premiums of the remaining provider (HPIA)
were actuarially justified because of a lack of information it provided about its
assumptions and supporting analysis.

e All five medical indemnity providers are raising capital through premium loadings to
enable them to meet capital requirements set by APRA by 30 June 2008.

e In the current market environment, premiums set by the five medical indemnity
providers were considered to be commercially justified. This assessment recognised
the need for insurers to raise adequate capital to ensure that they can continue to
underwrite medical indemnity insurance.
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1 Introduction

1.1 Background

On 23 October 2002 the Prime Minister announced a framework of reforms in response
to rising medical indemnity insurance premiums for medical practitioners and the need to
ensure a viable and ongoing medical indemnity insurance market following the entry of
United Medical Protection (UMP) into provisional liquidation in May 2002.°

The reforms were aimed at ensuring key private medical services, including in rural and
regional areas, are maintained. They included direct financial support for certain speciality
groups of medical practitioners and a high cost claims scheme to meet 50 per cent of the
cost of claims payments greater than $2 million made by medical indemnity insurers.®
The government’s reform measures are outlined further in chapter 3.

As part of the reform framework, the Prime Minister announced that the Australian
Competition and Consumer Commission (ACCC) would monitor medical indemnity
premiums to assess whether they are actuarially and commercially justified.” This report
is the first of three ACCC reports to the Australian Government arising from this role.

1.2 Ministerial request

On 19 November 2002 the Treasurer, the Hon. Peter Costello MP, wrote to the ACCC about
this new role. He indicated that the measures announced by the Australian Government
were intended to place the medical indemnity insurance industry on a commercial basis,
while ensuring that medical practitioners (especially those practising in comparatively high
risk disciplines) are appropriately covered. He also expressed the government’s concern
that the market develops in a viable manner, with industry participants correctly provisioning
for the risks they are underwriting.

The Treasurer indicated that the ACCC’s monitoring role was to start on 1 January 2003 for
three years and was not a direction under the Prices Surveillance Act 1983.8

5 Prime Minister media release, ‘A new medical indemnity insurance framework’, 23 October 2002. At the time
UMP entered provisional liquidation it was Australia’s largest provider of medical indemnity protection, providing
indemnity to about 60 per cent of the nation’s medical practitioners.

6 On 10 October 2003 the Minister for Health and Ageing, the Hon. Tony Abbott MP, announced an extension to
the high cost claims scheme to cover 50 per cent of claims between $500 000 and $20 million.

7 Prime Minister media release, loc. cit.

8  The Prices Surveillance Act 1983 enables the ACCC, where the government declares products or services, to
formally monitor prices with the objectives of promoting competitive pricing wherever possible and restraining
price rises in markets where competition is less than effective.
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1.3 Scope of report

The scope of the ACCC'’s role is limited to medical indemnity insurance written in Australia
by insurers that indemnify medical practitioners (i.e. doctors) working in the private health
sector. At the time of this report, there were five such insurers.®

In Australia, medical indemnity insurance is also offered by a number of commercial insurers
to other medical professionals that practise in the private health sector, such as hospital and
ancillary staff including midwives, nurses and other medical staff. In addition, medical
practitioners who practise in the Australian public health sector are generally indemnified
against medical malpractice by the relevant state-based public sector insurer for the work
they perform in the public health system.’® They do not need to take out their own private
medical indemnity insurance to cover that work.

1.4 Approach to monitoring

The ACCC established a framework for assessing the actuarial and commercial justification
of medical indemnity premiums.

In assessing the actuarial justification of premiums the ACCC considers the technical
actuarial aspects of pricing. It examines the process adopted by medical indemnity
providers to derive premium rates, the approach they take to construct those premiums, the
level of detail they use to support pricing assumptions and the breadth of issues they take
into consideration.

In assessing the commercial justification the ACCC considers the ability of medical
indemnity providers to meet their commercial obligations to key stakeholders. It assesses
the impact on premium rates of APRA's minimum capital regulatory requirements that
medical indemnity providers need to achieve to reach a fully capitalised position by 30 June
2008, as well as broader commercial obligations such as the rate of returns to shareholders
who supply the necessary capital. The ACCC’s assessment framework is discussed further
in chapter 5.

The ACCC's analysis covers all of the five medical indemnity providers in Australia that offer
insurance to private medical practitioners.

In mid-2003 the ACCC requested a range of quantitative and qualitative information from
those providers about their premium setting arrangements, cost structures and the impact
of various government reforms, including tort reforms, on their operations.*

9 Australasian Medical Insurance Limited; Health Professionals Insurance Australia Pty Ltd; Medical Indemnity
Company of Western Australia Pty Ltd; Medical Insurance Australia Pty Ltd and Professional Indemnity Insurance
Company Australia Pty Ltd. Further details about these insurers are provided in chapter 2.

10 parliament of the Commonwealth of Australia, Medical Indemnity (Prudential Supervision and Product Standards)
Bill 2002, Revised explanatory memorandum, 2002, p. 6.

11 Some of the information required by the ACCC is also collected by APRA under its role of overseeing the
prudential framework governing the medical indemnity industry from 1 July 2003. The ACCC aligned its
information requirements as much as possible to those of APRA in an effort to minimise duplication costs for
industry providers. However, the ACCC’s role in medical indemnity insurance is one of price monitoring.
Therefore, while the information required by both the ACCC and APRA was broadly consistent, the ACCC needed
more detail.
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This first report examines premiums set by medical indemnity providers for the
underwriting period following the start of the ACCC'’s role on 1 January 2003. For four out
of the five providers, this underwriting period is 2003-04 (i.e. 1 July 2003 to 30 June 2004).
For the remaining provider (in this case, UMP/AMIL), this underwriting period is the
calendar year 2003 (i.e. 1 January 2003 to 31 December 2003).

To help prepare this first report, the ACCC engaged two actuarial consultants, Taylor Fry
Consulting Actuaries and Ernst and Young Actuarial Business Consultants Pty Limited,
to provide technical actuarial assistance.

1.5 Qualifications

The ACCC'’s analysis is based on information supplied by each of the five insurers and their
affiliated MDOs. The ACCC relied on the information provided by insurers rather than
performing an independent verification of their information.

The level of detail and quality of information provided by insurers varied. This was
particularly apparent in relation to the extent of information provided by individual insurers
regarding assumptions underpinning their pricing strategies.

Some of the reports requested by the ACCC (see section 5.7) were not available and/or not
provided by a number of insurers. This was usually because insurers did not produce these
reports as part of their premium setting arrangements. Some insurers provided alternative
information in an effort to satisfy the ACCC’s information requests.

While the ACCC was able to draw conclusions based on the information from most insurers,
in some cases more detailed information would have assisted its analysis. The ACCC will
raise this issue with the relevant insurers given it will continue to ask for information as part
of its ongoing monitoring role.

In preparing this report, it was necessary for the ACCC to maintain the confidentiality of
individual insurers’ information. Therefore, some quantitative aspects of the ACCC'’s
analysis, particularly regarding its assessment of individual insurers’ information, could not
be disclosed in this report.

1.6 Previous ACCC insurance reports

In March and September 2002 the ACCC released two market pricing reviews on the
general insurance industry.’> They examined the state of the general insurance market and
the financial performance of the various classes of general insurance.

On 5 July 2002 the Australian Government asked the ACCC to monitor costs and premiums
in the public liability and professional indemnity sectors of the insurance market on a six
monthly basis over two years. The government released the first monitoring report on

4 August 2003.2

12 ACCC, Insurance industry market pricing review—March 2002; Second insurance industry market pricing
review—September 2002. These reports are available from the ACCC’s website at accc.gov.au.

13 ACCC, Public liability and professional indemnity insurance, monitoring report, July 2003. This report is available
from the ACCC'’s website.
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The ACCC'’s price monitoring reports in medical indemnity insurance are unrelated to
these reports due to differences in purpose and scope.

1.7 Report outline

The report contains 6 chapters and 4 appendixes.

Chapter 2 provides an overview of the medical indemnity insurance industry in Australia
both before and after 1 July 2003. It examines the main features of medical indemnity
insurance as well as the industry structure, concentration and the new regulatory
arrangements that apply to the medical indemnity industry. Appendix A presents information
on the APRA guidelines for transitional arrangements that apply to medical indemnity
insurance in relation to meeting minimum capital requirements by 1 July 2008.

Chapter 3 outlines the Australian Government reforms to medical indemnity insurance.
This chapter also monitors developments in state and territory tort reform targeted at
constraining personal injury claims costs.'* Further details on these reforms are in
appendix B. The ACCC presents its views on the state of competition in the medical
indemnity industry in appendix C.

Chapter 4 examines historical trends in costs, premiums and the financial performance of
the medical indemnity industry between 30 June 1998 and 30 June 2002. It also discusses
the pricing methods adopted by medical indemnity providers when setting premiums in the
2003 or 2003-04 underwriting year. Appendix D contains information on the role of
reinsurance in medical indemnity pricing and the structure of the reinsurance industry.

Chapter 5 outlines the methodology adopted by the ACCC in its monitoring program of
medical indemnity insurance and examines its framework for assessing the actuarial and
commercial justification of medical indemnity insurance premiums.

Chapter 6 presents the ACCC’s assessment of the actuarial and commercial justification of
medical indemnity insurance premiums in Australia.

14 personal injury claims comprise the bulk of medical indemnity claims costs and therefore are an important
feature of the premiums charged by medical indemnity providers.
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2 Overview of medical indemnity
Insurance

2.1 Introduction

On 1 July 2003 the Australian Government implemented legislative reforms that changed
the nature of the medical indemnity insurance product offered to medical practitioners and
the environment in which the industry operates in Australia. This chapter briefly examines
the medical indemnity insurance framework both pre-reform and post-reform. It outlines the
features of medical indemnity and identifies the industry’s structural characteristics.

Relatively little information, at least historically, has been publicly available about the
structure of the medical indemnity industry and the way in which it operates. In preparing
this overview, the ACCC has drawn on existing material and material derived during the
course of undertaking this monitoring exercise.

Specific information about the legislative reforms introduced by the Australian Government
on 1 July 2003 is presented in chapter 3.

2.2 What is medical indemnity insurance?

Insurance provides protection against the unfortunate consequence of future events by
transferring the possible risk of loss from a person or organisation (the insured) to the
insurer. To gain this benefit, the insured pays the insurer a sum of money known as a
premium (the cost of insurance cover).*®

2.2.1 Liability insurance

Medical indemnity insurance is a form of liability insurance. Liability insurance is a type of
insurance where the insurer undertakes to indemnify the insured in relation to losses
incurred as a result of the insured becoming liable for a breach of duty imposed by common
law, contract or legislation.®

Depending on the type of duty, compensation may be based on the common law principles
of tort. A tort is a wrong involving a breach of duty, such as the duty of care under the law of
negligence but does not include a criminal wrong. The law of torts aims to restore the
person who suffered from the breach of duty to the position they were in before the tort
was committed—known as restitution. Therefore, if a wrong (tort) is found to be committed
on one party by another party (the tortfeasor), then the tortfeasor is considered to be liable
and is required to make restitution for damage suffered.'’

There are a number of different types of liability insurance: for example workers’ compensation,

motor vehicle third party, public liability and professional indemnity. Liability insurance differs
from first party insurance as the latter covers an insured party’s direct risks. Liability insurance
covers risks third parties are exposed to due to the actions of the insured.®

15 Insurance Council of Australia, Background Paper No. 7 to the HIH Royal Commission, ‘A Profile of the General
Insurance Industry’, November 2001, p. 3.

16 ACCC, Public liability and professional indemnity insurance, monitoring report, July 2003, p. 5.
17 ibid.

18 ACCC, Public liability and professional indemnity insurance, monitoring report, July 2003, p. 20.
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Medical indemnity insurance is a type of professional indemnity insurance. Professional
indemnity insurance indemnifies professional people for their legal liability to their clients
and others relying on their advice and/or services.’® In the case of medical indemnity
insurance, the professional being insured is the medical practitioner—indemnity coverage
reduces their exposure to financial losses arising from personal injuries actions brought
against them as a result of the performance of their professional duties.?°

2.2.2 Medical malpractice

Malpractice insurance is another name for professional indemnity insurance but this title has
generally been reserved for the medical professions.? Although medical indemnity insurance
provides similar protection to that for other professionals, the nature of medical malpractice
claims against medical practitioners will generally differ from claims against other professionals.

Accountants, lawyers, investment advisers and valuers, for example, are usually sued for
‘economic loss’, that is, loss of past and/or future income occurring as a result of advice

provided. Claims against architects and engineers often relate to some physical damage
leading to economic loss. They may also involve personal injury.??

Claims against medical practitioners relate to personal injury and are lodged against a
medical practitioner as a result of a breach, or perceived breach, of a given standard of care
in the treatment of a patient. This may lead to the injured party seeking compensation from
the insured for general pain and suffering, past economic loss, future economic loss,
medical costs, attendant care costs and legal costs.

These types of compensation are typically referred to as ‘heads of damage’ and are similar
to claims arising in public liability insurance in which personal injury claims represents a
major portion of overall claims costs. More information on the types of claims and
associated costs of medical indemnity insurance is presented in chapter 4.

2.2.3 Long-tail insurance

As with the other types of liability insurance, medical indemnity insurance is often referred
to as ‘long-tail’ insurance. This means that many years may pass between the period for
which cover was provided and the date when claims are finally settled. This contrasts with
most claims for damage to motor vehicles or homes which tend to be made in the year in
which cover is provided, with final settlement usually occurring soon after the claim is lodged.?®

19 ibid, p. 26.

20 For the purposes of this monitoring role, the ACCC has defined medical indemnity insurance as that provided to
medical practitioners—that is, general practitioners, surgeons, physicians, etc. Indemnity insurance provided to
other health professionals such as dentists, nurses and other allied health professionals has not been
considered in this report. However, the ACCC is currently monitoring indemnity insurance provided to these other
professionals in a separate exercise for public liability and professional indemnity insurance. Further information
on this monitoring role can be found at the ACCC’s website.

21 Jnsurance Council of Australia, Submission to Ministerial Forum, Addressing the issues in professional indemnity
insurance, March 2002, p. 1.

22 ACCC, Public liability and professional indemnity insurance, p. 26.
23 ACCC, Public liability and professional indemnity insurance, monitoring report, July 2003, p. 20.
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Depending on the statute of limitations which varies between each state and territory,
medical indemnity claims can be made years after an incident, even if the doctor is no
longer practising medicine. When examining personal injury costs associated with public
liability insurance policies, the ICA has previously commented that:

If a child of one year of age in NSW was injured, legal action could be commenced some 25 years after
a policy has expired. There is no need to commence legal action until the child achieved maturity at

18 years of age when the Statute of Limitations of 3 years applies. A further extension of 5 years may
also be granted.?

This long-tail characteristic places considerable pressure on providers of such cover to be
able to identify the likely cost of future claims and build this into their pricing (premium)
structures.®

2.2.4 Types of indemnity coverage

Traditionally, medical indemnity cover was provided to medical practitioners on an incidents-
occurring (otherwise known as claims-incurred) basis. Incidents-occurring cover provides
indemnity for valid claims arising from incidents that occur during the period of cover, with a
claim able to be lodged at any time in the future.?® Under this type of protection, the medical
practitioner is indemnified for claims arising from incidents that occurred during the period
of cover, even if the claim is lodged with the indemnity provider after the practitioner ceases
practising medicine (for such reasons as retirement, disablement or death) or moves to
another indemnity provider.

Since 1997 several medical indemnity providers have offered (in some cases exclusively)
claims-made cover. Claims-made cover allows a medical practitioner to notify the insurer of
a claim within the terms of the current cover, for an incident that occurred within a
recognised period.?

Claims-made cover is different to claims-incurred cover because, in this former case, the
incident must have occurred and the claim must have been notified to the indemnity
provider in the period of coverage. This means that the medical practitioner is not covered
for past incidents that are notified to the indemnity provider after the practitioner ceases
practicing medicine or moves to another indemnity provider. Claims-made cover is standard
within the broader general insurance industry for providing professional indemnity insurance
contracts.®

24 Insurance Council of Australia, Public Liability Submission to Ministerial Forum, March 2002, p. 10.

25 parliament of the Commonwealth of Australia, Medical Indemnity (Prudential Supervision and Product Standards)
Bill 2002, Revised explanatory memorandum, 2002, p. 8.

26 jbid, p. 8.

27 Before 1 July 2003, this ‘recognised’ period related to the medical practitioner’s annual membership with the
insurers. After 1 July 2003 this ‘recognised’ period relates to the policy period specified in the insurance contract
issued by the medical indemnity insurer to the medical practitioner.

28 Where a medical practitioner is indemnified on a ‘claims-made’ basis, this may necessitate the purchase of what
is known as ‘run-off’ or ‘extended reporting benefits’ cover. Run-off cover provides the medical practitioner with
indemnity coverage for claims notified to the insurer after the end of the recognised period for incidents
occurring during that period. In the event of a medical practitioner dying, becoming disabled or retiring after a set
period with a given insurer, it was common practice in medical indemnity insurance for the insurer to provide
indemnity free of charge to the medical practitioner. This coverage is typically known as DDR cover. Extended
report benefits allow the insured to notify the insurer of an incident that occurred prior to the current period of
cover. More information on these additional types of indemnity coverage is presented in chapter 4.
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2.3 Characteristics of the industry—before 1 July 2003

2.3.1 Industry participants

Before 1 July 2003 medical indemnity cover was offered to medical practitioners in Australia
for over 100 years through medical defence organisations (MDOS).

These organisations operated as not-for-profit ‘mutuals’ that were owned and run by
members. In this case, the members are medical practitioners. MDOs offered indemnity
protection as part of a range of services to members in return for an annual subscription fee.
In addition to indemnity protection, the other services included:

e legal advice and assistance for non-indemnity related situations, i.e. criminal matters or
defamation cases

e medical practice advice
e risk management services and programs

e representation at medical board matters, disciplinary proceedings and coronial
inquests.?®

At 30 June 2003 there were seven MDOs active in providing indemnity protection in
Australia. These included:

e the Medical Defence Association of Victoria (MDAV)

e the Medical Indemnity Protection Society (MIPS)

e United Medical Protection (UMP)¥

o Queensland Doctors Mutual (QDM)

e the Medical Defence Association of South Australia (MDASA)
e the Medical Protection Society of Tasmania (MPSTas)

e the Medical Defence Association of Western Australia (MDAWA). 3t

29 Various sources—MDO annual reports; Deloitte Touche Tohmatsu, Medical Indemnity in Australia, November 2001.

30 The United Medical Protection group includes United Medical Protection (UMP), Australasian Medical Insurance
Limited (AMIL) and the Medical Defence Union (MDU).

31 Historically, the MDOs were not the only organisations through which medical indemnity was offered to medical
practitioners. During 1994 a Commonwealth Government inquiry into the professional indemnity arrangements in
place for health professionals noted the following organisations offered medical indemnity in Australia at the
time:

e UK-based societies—the Medical Defence Union (MDU) and the Medical Protection Society (MPS) both
operated branches in Australia

o The Confederation of Australian Medical Defence Organisations (CAMDO)—in 1994 the members of CAMDO
were: the NSW Medical Defence Union, MDAV and MDAWA

o The MPS agents—these MDOs operated as agents for MPS. The MPS agents in 1994 were: MIPS, MPST,
MDASA, the Medical Protection Society of New South Wales and the Medical Defence Society of Queensland.

The two major UK insurers, the MDU and the MPS, were both active in the market for a considerable period of
time. However, both had withdrawn from the market by the end of the 1990s, and entered into agreements with
several existing Australian MDOs to transfer some or all of their known and unknown claims liabilities. Due to
these changes, the results of the historical trend analysis contained in this report for the period between 1998
and 2002 should be interpreted with some caution.
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Some commercial insurers have also been present in the medical indemnity industry at
certain times, although their presence has been temporary. GIO Limited offered cover for a
short period in the late 1980s and early 1990s. St Paul Insurance Australia entered the
medical indemnity industry in 2000, but withdrew worldwide the following year.?

2.3.2 ‘Captive’ insurers

Although MDOs were not insurance companies authorised by APRA to conduct insurance
business, they did have some associations with authorised insurers. Before 1 July 2003 all
MDOs operating in Australia had access to subsidiary or ‘captive’ insurance companies.
These captives were established primarily to provide reinsurance cover to the parent MDO.*

2.3.3 Geographic boundaries

MDOs have traditionally provided protection to medical practitioners in their ‘home state’.3
This was supported by state-based data analysed by the ACCC for all MDOs for the year
ending 30 June 2003. Table 2.1 identifies all MDOs active in each state and territory in that
year. It also identifies the MDO with the largest market share, in terms of indemnity
numbers, in each jurisdiction.®

Table 2.1 MDO offering indemnity cover by state and territory—

year ending 30 June 2003

State/territory MDOs providing indemnity MDO with largest market
protection share in that state/territory

New South Wales/

Australian Capital Territory UMP, MDAV, MDAWA and MIPS UMP

Victoria MDAV, MIPS, UMP, and MDASA MDAV

Queensland UMR QDM and MDAV UMP

South Australia MDASA and UMP MDASA

Western Australia MDAWA and UMP MDAWA

Tasmania MPSTas, UMP and MDAV MPSTas

Northern Territory UMP and MDAV UMP

Source:  Derived by ACCC from responses provided for seven MDOs

32 Insurance Council of Australia, Background paper No. 9 to HIH Royal Commission, 2001, p. 10.

33 Reinsurance is an arrangement whereby an indemnity provider cedes some of its premium underwritten in
exchange for the reinsurer accepting some of the risk. This is insurance for the insurer. Reinsurance
arrangements within the medical indemnity industry are discussed in detail in chapter 4. AMIL, the captive
insurer of UMP, differed by providing a direct, retail contract of insurance to UMP members with the first layer of
reinsurance provided on a discretionary basis through UMP and subsequently reinsured back through AMIL.

34 parliament of the Commonwealth of Australia, Medical Indemnity (Prudential Supervision and Product Standards)
Bill 2002, Revised explanatory memorandum, 2002, p. 6.

35 The ACCC was unable to publish many of the detailed statistics on the market shares of individual MDOs in
order to protect the confidentiality of their commercial information.
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The data analysed by the ACCC also showed that across all states and territories, the market
share of the largest MDO in each jurisdiction was on average about 78 per cent for the year
ending 30 June 2003.

Although the reasons for this are unclear, most medical practitioners have been reluctant,
at least historically, to join MDOs located outside of the state in which they practise.
Possibly ease of access to an MDO'’s services, especially their office and staff, are an
important factor in medical practitioners’ decisions. However, in later years, some MDOs
have expanded operations into other states and territories. The most active industry
participant at national level is UMP, providing protection to over half of all Australian
members of MDOs.3¢

2.3.4 Market shares

The number of indemnity members belonging to each MDO is used as a proxy to determine
the distribution of market shares within the industry. Only indemnified Australian medical
practitioners are included in this analysis. Membership of MDOs will typically be higher than
these figures, due to members for whom MDOs are not required to meet claims, i.e.
students and employer indemnified, or who are not medical practitioners as defined for the
purposes of this report, i.e. allied health professionals, dentists and overseas practitioners.

Chart 2.1 shows the percentage of the total numbers of indemnity members in Australia
within each MDO based on data for the year ending 30 June 2003. This was the latest
information available to the ACCC from MDOs for its monitoring analysis.

Chart 2.1 MDO members with indemnity cover—year ending 30 June 2003

QDM  MPSTas
1.8% 1.7%

MDASA \ /

UMP
50.8%

17.0%

Source:  Derived by ACCC and includes data for seven MDOs

The chart shows that the largest MDO was UMP, comprising around 50 per cent of all
medical practitioners in Australia. In terms of membership, QDM (1.8 per cent) and MPSTas
(1.7 per cent) were the smallest MDOs, with QDM having only been in existence since the
year ending 30 June 2002, and MPSTas operating only in Tasmania.

36 However, following the entry of UMP into provisional liquidation in May 2002, the general trend seems to be for
affected medical practitioners to return to their local MDO rather than an interstate competitor.
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Chart 2.2 shows the trend in market shares based on indemnified membership statistics for
each of the seven MDOs between the years ending 30 June 1998 to 30 June 2003.%"

Chart 2.2 Percentage of all medical indemnity members by MDO—
years ending 30 June 1998 to 30 June 2003
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This chart shows that UMP was the largest MDO between 1998 and 2003. It also shows
that UMP’s membership increased substantially relative to other MDOs in 2000. This may
have been due to the exit of the UK-based indemnity providers from the market and transfer
of some membership to UMP rather than the transfer of members from other MDOs to UMP.

Since 2000, the total number of medical indemnity members in Australia has remained
relatively constant. UMP’s market share decreased between 2000 and 2003, with most
MDOs experiencing corresponding increases in their market shares across this same period.

37 UMP membership numbers relate to the previous calendar year, i.e. membership for the 2002 calendar year has
been recorded against the financial year ending 30 June 2003. The ACCC understands that UMP membership
levels are assessed in August of each calendar year, therefore this allocation is expected to have no material
impact on market shares.
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2.3.5 Subscription revenue

The value of the medical indemnity insurance industry was examined by the ACCC in terms
of the total value of subscription revenue earned by MDOs. This refers to revenue earned by
MDOs from the issuing of subscriptions to members. Before 1 July 2003 the price of
indemnity coverage was not separated by medical indemnity providers from the charges for
other membership services provided to medical practitioners. In practice, the amount of
subscription revenue and total expenses represented by non-indemnity services is likely to
have been relatively stable and consistent across insurers and therefore would not distort
the analysis.

Chart 2.3 shows the total value of subscription revenue in real terms (including call revenue)
earned by five MDOs for each of the years ending 30 June between 1999 and 2002.

In addition to subscription revenue, several MDOs made ‘calls’ upon their members for
additional funding during this period. Calls are compulsory requests by MDOs to members
to contribute additional funds to the MDO over and above the usual subscription payable in
ayear.®

Chart 2.3 Total subscription revenue—real terms—
years ending 30 June 1999 to 30 June 2002
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Source:  Derived by ACCC and includes data for five MDOs.
Data is shown in real terms adjusted to 30 June 2002 values using the average weekly earnings (AWE)
index published by the Australian Bureau of Statistics (ABS).

The chart shows that the total value of subscription revenue in real terms was about
$177 million in 1999. It reached $292 million in 2001. In 2002, it reduced to $258 million.

38 Such calls have been made to cover current or anticipated future shortfalls in funds available to meet claims
costs. To ease the financial burden on members, MDOs generally give members the option of taking several
years to pay the amount of the call. Generally, if a member refuses to pay the call, the MDO can refuse to
provide the services ordinarily offered to that member upon paying their subscription, including indemnity cover.

12 ACCC Medical indemnity insurance—monitoring report December 2003



The chart also shows that, excluding call revenue, the real value of subscription revenue
consistently increased between 1998 and 2002 at an annual rate of around 11 per cent.
During this period, calls were also made by most MDOs totalling $61 million in 2000,

$79 million in 2001 and $15 million in 2002. This movement in call revenue influenced the
overall trend in the value of subscription revenue for these years.

APRA statistics at 30 June 2002 indicate that private sector premium revenue written across
the general insurance industry in Australia totalled about $18 billion.*® The analysis above
suggests that the revenue generated by the medical indemnity industry in 2002 represented
less than 2 per cent of the premiums collected across the general insurance industry.

Chapter 4 contains a more detailed historical analysis of subscription revenue.
2.3.6 Nature of indemnity cover

Discretionary cover

Before 1 July 2003 medical indemnity cover was provided by MDOs on a ‘discretionary’
basis. This meant the medical practitioner had no contractual right to be indemnified by the
MDO. Rather, the MDO retained the discretion to decide whether or not to provide
indemnity and assistance to the medical practitioner. An MDO could simply refuse to fund
a medical practitioner’s defence and payout (in the event of a settlement or adverse court
decision) and the medical practitioner would have no recourse against this decision.

In practice however, MDOs generally exercised this discretion in favour of the medical
practitioner.*® Refusals by MDOs to offer indemnity would generally only occur in cases
involving fraud, criminal activity, sexual misconduct or drug abuse.

In providing discretionary cover, the amount of indemnity provided to medical practitioners
was considered to be unlimited.** This meant that, when agreeing to indemnify the costs
of a claim, the MDQ's liability in relation to that claim would be potentially uncapped.
However, in practice, this cover was limited by the capital available to the MDO to meet the
cost of such claims.*?

Compulsory insurance

Many forms of professional indemnity insurance are compulsory. Apart from changes
recently introduced into New South Wales, there are no legislative requirements
compelling medical practitioners to hold this type of insurance.*® However, most medical
practitioners obtained indemnity protection as part of the overall package of services
offered by the MDO.

39 APRA, Selected Statistics on the General Insurance Industry—year ending 30 June 2002, key statistics, p. 5.

40 parliament of the Commonwealth of Australia, Medical Indemnity (Prudential Supervision and Product Standards)
Bill 2002, Revised explanatory memorandum, 2002, p. 6.

41 Another implication of discretionary cover was that the price of medical indemnity protection was not subject to
stamp duty levied by state and territory governments. This is discussed in more detail in chapter 4.

42 parliament of the Commonwealth of Australia, Medical Indemnity (Prudential Supervision and Product Standards)
Bill 2002, Revised explanatory memorandum, 2002, p. 8.

43 The exception to this was in New South Wales with the Health Care Liability Act 2001 from 5 July 2001. Section
19 of the Act specifically provides that a person will not be able to practise as a medical practitioner unless they
are covered by approved medical indemnity insurance. A summary of this Act is in appendix B.
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2.3.7 Regulatory arrangements

While medical indemnity cover appeared in substance to be an insurance product, MDOs
were not insurance companies authorised by the Australian Prudential Regulation Authority
(APRA) to conduct insurance business. The discretionary cover MDOSs provided fell outside
the definition of insurance business for the purposes of the Commonwealth’s Insurance Act
1973. Therefore, APRA did not regulate MDOs nor were they subject to the prudential
standards and consumer safeguards that apply to the services and products offered by
general insurers.

2.3.8 Financial performance

MDOs have traditionally operated on a not-for-profit basis. This means that they have tried
to set prices to meet their known liabilities and recover their operating costs.

However, the estimate of an MDO's liabilities—in particular ‘unknown’ liabilities relating to
incurred but not reported incidents (known as IBNR liabilities)—has been a contentious
issue in recent years. In the late 1990s considerable debate surrounded the proper
accounting treatment of the liabilities arising from MDOSs’ discretionary indemnity products.

Some MDOs argued that their ability to exercise discretion meant that no liability arose until
a claim had been reported to the MDO and the MDO had made a decision to exercise its
discretion in favour of the member.

Other MDOs argued that the liabilities of an MDO should be treated for accounting
purposes in the same manner in which insurance companies account for insurance
liabilities. Insurance companies are required by accounting standards to recognise a liability
for IBNR claims underwritten on an occurrence basis. This treatment meant that some
MDOs had not fully provided for the liabilities arising from IBNR claims. This under-
provisioning created a source of potential financial instability for the MDOs concerned. In
June 2002 an abstract (Number 47) was issued by the urgent issues group of the Australian
Accounting Standards Board requiring MDOs to account for all IBNR liabilities.*

As an indicator of the financial position of the medical indemnity industry, chart 2.4 shows in
nominal terms the total assets and total liabilities of several MDOs between 30 June 1999
and 30 June 2002.%°

44 Parliament of the Commonwealth of Australia, Medical Indemnity (Prudential Supervision and Product Standards)
Bill 2002, Revised explanatory memorandum, 2002, p. 7.

45 This chart has been constructed in nominal terms as it represents the surplus or shortfall in assets over liabilities
measured in dollar values as at the balance date for each reporting period.
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Chart 2.4 Total assets and total liabilities of MDOs—nominal terms—
as at 30 June 1999 to 30 June 2002
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Source:  Derived by ACCC and includes data for five MDOs.

The chart shows that total assets and total liabilities (including IBNR liabilities*®) increased
over the period. Total assets increased by about $880 million between 1999 and 2002 (an
increase of 114 per cent). Total liabilities increased by about $945 million between 1999 and
2002 (an increase of 135 per cent). It also shows that in June 1999 total assets exceeded
total liabilities by around $74 million. By June 2001 however, total liabilities exceeded total
assets by around $341 million. At 30 June 2002 the industry had net assets of around

$11 million, however this included an asset valued at $460 million representing the
government guarantee to indemnify IBNR claims for UMP members.

IBNR liabilities have been a particular problem for UMP and its subsidiary insurance
company, AMIL. In April 2002 UMP/AMIL applied to the courts to be placed into provisional
liquidation.*” A major contributor to its problems was the failure of the company to set aside
adequate provisions to cover IBNR liabilities. UMP/AMIL did not have sufficient capital to
fund its IBNR liabilities, thereby making it insolvent and unable to continue trading.

On 29 April 2002 the Australian Government offered a guarantee to UMP/AMIL that would
ensure that claims were paid and that medical practitioners would still have access to
indemnity protection up to 30 June 2002. On 31 May 2002 the government extended this
guarantee to 31 December 2003. As part of this announcement the government indicated
that it would assume liability for all IBNR liabilities as at 30 June 2002 where there was not
adequate provision for these liabilities.*® UMP/AMIL was the only medical indemnity
provider to be included in this arrangement.

46 Where the value of IBNR liabilities has been disclosed in an annual report, but not accounted for on the balance
sheet, this value has been included as a liability for the purposes of this chart. This amounts to an increase of
about $25 million in liabilities in 1999 and 2000, and approximately $475 million in 2001.

47 The Supreme Court of New South Wales released UMP from provisional liquidation on 10 November 2003. See UMP
press release, ‘United members regain control as provisional liquidation lifted’, 10 November 2003.

48 Prime Minister media release, ‘Medical indemnity insurance’, 31 May 2002.
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2.4 Characteristics of the industry—after 1 July 2003

On 1 July 2003 the government introduced a wide range of reforms that changed the way
the medical indemnity industry operates. This section identifies the main characteristics of
the new medical indemnity framework in operation after this date. Industry statistics from
1 July 2003 were not available from the medical indemnity insurers at the time the ACCC
prepared its report. Data available as at 30 June 2003 was included, where possible, in the
previous section.

Specific information about the legislative reforms introduced by the Australian Government
on 1 July 2003 and the perceived benefits of these changes is in chapter 3.

2.4.1 Industry participants

Since 1 July 2003 only insurance companies authorised by APRA to conduct insurance
business can offer medical indemnity insurance to medical practitioners.

The five authorised insurers who currently provide medical indemnity insurance in Australia are:
e Australasian Medical Insurance Ltd (AMIL)

e Health Professionals Insurance Australia Pty Ltd (HPIA)

o Medical Indemnity Company of Western Australia Pty Ltd (MICWA)

o Medical Insurance Australia Pty Ltd (MIA)

e Professional Indemnity Insurance Company Australia Pty Ltd (PIICA).

Although MDOs are no longer able to provide indemnity cover to medical practitioners,
they provide non-indemnity services to members in return for an annual subscription fee
(outlined in section 2.3.1).

The ACCC was not aware of any major activity by general insurers in the medical indemnity
market at 1 July 2003.

2.4.2 Geographic boundaries

The ownership structure of the five authorised insurers is as follows:
e AMIL—owned by UMP

e HPIA—owned by MIPS*

e MICWA—owned by MDAWA

o MIA—owned by MDASA

o PIICA—owned by MDAV.

49 HPIAis 100 per cent owned by MIPS. However as at 1 July 2003, MDAV had a 100 per cent holding of the Medical
Defence Union Pty Ltd (MDU), and the MDU had a 45.5 per cent holding of Professional Management Australia Pty Ltd—
which is a 100 per cent owner of MIPS. At the time this report was prepared, the ACCC understood that the transfer of
ownership of HPIA to MIPS was in the process of being finalised.
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The geographical distribution of the five authorised insurers is largely determined by the
membership profile of the affiliated MDOs. This was outlined in section 2.3.3. HPIA provides
insurance products to members of MIPS, MPSTas and QDM.

The five authorised insurers require that medical practitioners entering into insurance
contracts also become members of either their parent or affiliated MDO. %°

2.4.3 Contractual insurance

Since 1 July 2003 it is a legislative requirement that medical indemnity insurance be
provided in the form of an insurance contract between the authorised insurer and the
medical practitioner.! This means that the authorised insurers are unable to offer
discretionary, unlimited indemnity protection.

The medical practitioner pays a premium in return for their indemnity contract.*

This contract forms a legally binding arrangement between the policyholder and the
insurer, setting out the terms and conditions under which indemnity is to be provided.
The types of terms and conditions specified in such contracts generally relate to:%3

e period of insurance

e premium amount payable by the medical practitioner

e maximum amount of indemnity

e policy deductibles

e retroactive date, which is the date from which incidents will be indemnified
e list of exclusions from the policy

e other policy conditions (such as requirements for claims notifications, alteration of
insureds’ risk, consent to settlement).

2.4.4 Regulatory arrangements

As mentioned above, medical indemnity cover must be provided as a legally binding
insurance contract. Under the Insurance Act 1973, only insurers who are authorised by
APRA can issue them.

This change effectively extended APRA's prudential supervision to encompass medical
indemnity given that all insurers offering medical indemnity insurance are now required to
comply with APRA's prudential standards relating to general insurance.>* These
requirements include:

50 This behaviour constitutes a breach of the third line forcing provisions of the Trade Practices Act. As aresult, all five
authorised insurers submitted third line forcing notifications to the ACCC in 2003. These notifications have not been
revoked by the ACCC. All are available from the ACCC'’s public register which can be found on the website.

51 Inthe case of UMP/AMIL, contractual insurance has been offered since 1 January 2003.

52 When insurance changes from discretionary to contractual, stamp duty must be levied. This is discussed more fully in
chapter 4.

53 Asaresult of the government’s medical indemnity reforms, minimum product standards relating to cover limits and
retroactive cover apply to medical indemnity insurance contracts. These product standards are administered by ASIC.
This is discussed later in this chapter.

54 See APRA's website http://www.apra.gov.au for further information on APRA's general insurance prudential standards
and guidance notes.
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e compliance with APRA's liability valuation standards, which mandates the appointment
of an approved actuary who estimates the liabilities and risk margin

e having risk management systems, including pricing and underwriting control
mechanisms®

e possession of a minimum level of capital based on an assessment of identified risks but
subject to a minimum of $5 million.%

For the existing medical indemnity insurers, APRA has established a scheme for transitional
arrangements whereby providers have up to five years (from 1 July 2003 to 30 June 2008) to
comply with these minimum capital requirements.5” From 1 July 2008 all medical indemnity
insurers must be fully capitalised.

To participate in these transitional arrangements, insurers must submit an ongoing funding
plan to APRA for approval. APRA released a series of guidelines in early 2003 specifying the
content of the funding plans and the role of actuaries and auditors with respect to
constructing these plans. These guidelines are summarised in appendix A.%8

The Insurance Act also sets out requirements for firms seeking to exit the industry, with
guidelines for assigning liabilities, transfers and amalgamations, and winding up.

ASIC also has a regulatory role in medical indemnity insurance. It is responsible for the
general administration of new product standards and disclosure requirements that apply to
medical indemnity insurance policies. These include:

e the minimum cover limit requirement that an insurer may offer or provide to a medical
practitioner is $5 million

e the contract has to provide a compulsory offer for retroactive and run-off cover for
otherwise uncovered prior incidents. Run-off cover provides medical practitioners
leaving practice with protection against claims arising from prior incidents.%°

55 APRA website, prudential reform of the general insurance industry http://www.apra.gov.au/general/general-insurance-
reformscfm#risk.

56 Aninsurer's minimum capital requirement (MCR) is determined to have regard to a range of risk factors that may
threaten the ability of the insurer to meet policyholder obligations. These risks fall into three broad types:
insurance risk (the risk that the true value of net insurance liabilities could be greater than the value determined
under the liability valuation); investment risk (the risk of an adverse movement in the value of an insurer’s assets
and/or off-balance sheet exposures); and concentration risk (the risk associated with an accumulation of
exposures to a single catastrophic event). Sourced from APRA Prudential Standard GPS 110 available from
APRA's website.

57 Existing general insurers seeking to enter the medical indemnity industry are unable to participate in these
arrangements (as they should already be capital compliant).

58 Parliament of the Commonwealth of Australia, Medical Indemnity (Prudential Supervision and Product Standards)
Bill 2002, Revised explanatory memorandum, 2002.

59 ASIC also has an enforcement role in medical indemnity insurance, that of enforcing the requirement that
premiums in relation to cover contained within the terms of compulsory offers is reasonable. Parliament of the
Commonwealth of Australia, Medical Indemnity (Prudential Supervision and Product Standards) Bill 2002, Revised
explanatory memorandum, 2002.
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2.5 Conclusion

This chapter presented a brief overview of medical indemnity insurance both before and

following the implementation of structural changes by the Australian Government on 1 July

2003.

Table 2.2 presents a summary of the major features of medical indemnity and the
structural characteristics of the industry both pre-reform and post-reform.

Table 2.2 Major features of medical indemnity insurance—
pre-reform and post-reform

Medical indemnity before 1 July 2003 Medical indemnity after 1 July 2003
pre-reform post-reform

Indemnity protection provided by medical Indemnity protection provided by

defence organisations commercial insurers

MDOs not subject to regulation by APRA Insurers are regulated by APRA

and operateas mutuals on a not-for-profit

basis for members

Indemnity provided as a bundled product Indemnity provided as a separate product

to medical practitioners to medical practitioners

Cover is discretionary Cover is provided through an insurance policy

which is subject to terms and conditions

MDOs offering both claims-incurred cover Insurers offering claims-made cover only
and claims-made cover

Source:  Derived by ACCC
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3 Government reform of medical
indemnity insurance

3.1 Introduction

On 1 July 2003 the Australian Government introduced a series of reforms to the medical
indemnity industry to deliver more affordable insurance premiums for medical
practitioners and strengthen the long-term viability of the medical indemnity industry in
Australia. They included direct financial support to medical practitioners as well as
regulatory changes to the way in which medical indemnity cover is provided to medical
practitioners. Some of these regulatory changes have already been discussed in chapter 2.

This chapter presents a brief summary of related developments in tort reform
implemented by state and territory governments. These reforms are commonly associated
with improving the affordability of public liability and professional indemnity insurance in
Australia. However, they are also relevant within the context of medical indemnity
insurance given that many of the tort reforms introduced by governments so far have
focused on constraining increases in the number and costs of personal injury claims—
these types of claims comprise a large part of medical indemnity costs and thus the
insurance premiums paid by medical practitioners.

In this chapter, the discussion of tort reform concentrates on monitoring the impact on
costs and premiums of these particular reforms that were announced and implemented by
governments up to 30 June 2003. This time period is relevant because of the way in which
medical indemnity providers set their premiums for 2003. In the initial stage of pricing,
providers rely on valuations conducted by their appointed actuaries of their claims liabilities
in the preceding June (in this case as at 30 June 2002). However, medical indemnity
insurers typically set their prices about one month before the next indemnity period (in this
case final prices would have been determined in May/June 2003 for the current
underwriting period commencing on 1 July 2003). This therefore offers medical indemnity
providers the scope to incorporate the impact of any major developments in tort reform
between 30 June 2002 and 30 June 2003.

3.2 Background to medical indemnity reform

To understand the government’s recent reform process, it is important to discuss the
reasons for change.

Before the implementation of reforms, two significant developments occurred in the
industry:

e UMP was placed into provisional liquidation on 3 May 2002, potentially leading to a
majority of medical practitioners in Australia without indemnity cover

e sustained large increases in subscriptions to MDOs to the point that some medical
practitioners were paying over a third of their incomes for indemnity cover, and
deciding to leave the profession altogether or cease certain high-risk procedures such
as obstetrics.®°

60 parliament of the Commonwealth of Australia, Medical Indemnity Bill 2002, Revised explanatory memorandum, 2002, p. 4.
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In response to these problems, the government considered it necessary to develop long-
term proposals for the medical indemnity industry in consultation with state and territory
governments, medical practitioners, the Australian Medical Association (AMA), commercial
insurers and medical indemnity providers.

3.3 Medical indemnity reform by the Australian
Government

On 31 May 2002 and 23 October 2002 the government announced its plans to reform the
medical indemnity industry to improve access by medical practitioners to affordable medical
indemnity insurance and ensure a viable and ongoing market. The reform package was also
aimed at ensuring that key private medical services, including in rural and regional areas,
were maintained.®! Further measures were announced by the government on 23 May 2003.

All of these measures are outlined below. Some are more relevant to the ACCC’s
monitoring role than others. For example, the ACCC'’s analysis of the actuarial and
commercial justification of premiums specifically considered the impact on costs and
premiums of the government’s high cost claims scheme, premium subsidy arrangements
and changes to the medical indemnity framework. The ACCC’s assessment methodology
is outlined in detail in chapter 5.

3.3.1 Government measures announced on 31 May 2002

IBNR scheme

The government first outlined the incurred but not reported (IBNR)®? scheme on 31 May 2002
in response to the entry of UMP into provisional liquidation on 3 May 2002, in which:

e the government agreed to provide funding of IBNR liabilities that were unfunded as at
30 June 2002, with payouts beginning in early 2003

e the aim of the scheme was to ensure that the liabilities of MDOs can be met without
exposing their individual members to claims against them arising from these liabilities

e the cost to government of funding these liabilities was to be recouped through a levy
on medical practitioners who were members of the medical defence organisations
(MDOs) that contributed to the IBNR liabilities.5?

3.3.2 Government measures announced on 23 October 2002

The measures announced on 23 October 2002 included premium subsidies, a high cost
claims scheme, further details of the IBNR scheme, changes to the regulatory framework,
an extension of the government’s guarantee to UMP and various industry measures.

61 Prime Minister media release, ‘A New Medical Indemnity Insurance Framework’, 23 October 2002.

62 IBNR is the industry term for incidents which have occurred and for which the insurer is likely to incur a liability but
which itis not yet aware.

63 0On 10 October 2003 the Minister for Health and Ageing, the Hon. Tony Abbott MP, announced that current IBNR levy
notices would be withdrawn and existing payments refunded. New levy notices will be issued after the Minister’s policy
review process is completed. See media release, ‘New medical indemnity arrangements’ 10 October 2003.
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Premium subsidies

The government announced it would provide a premium subsidy from 1 January 2003 to
ensure practitioners undertaking high-risk specialties such as obstetricians, neurosurgeons
and procedural GPs (most of whom work in rural and regional areas) could afford premiums.

e The subsidy was designed to be equivalent to 50 per cent of the difference between
the cost of the premiums plus the IBNR levy® (if applicable) and the corresponding
cost for gynaecologists, general surgeons and non-procedural GPs in the relevant state
and territory. For neurosurgeons, in light of the particularly high premium costs that
some face, the subsidy was to increase to 80 per cent on the part of their premium that
exceeded $50 000.

High cost claims

The government also introduced the high cost claims scheme to address the issue of high
cost claims related to medical incidents. The aim of the scheme was to lower premiums by
reducing the potential cost of large claims to insurers.

e The government agreed to reimburse medical indemnity providers, on a per claim
basis, 50 per cent of the insurance payout greater than $2 million for claims notified on
or after 1 January 2003°%°

e The scheme excludes claims relating to providing public hospital services or that are
otherwise already covered by state and territory governments.

Medical indemnity regulatory framework

From 1 July 2003 medical indemnity insurance providers were placed within a regulatory
framework to encourage a more commercially sustainable focus in providing insurance by
service providers (AMIL was fully regulated by APRA from 1 January 2003). Better
policyholder safeguards were introduced, including:

e from 1 July 2003 medical indemnity providers were brought into the regulatory
framework that applies to general insurers, thus becoming insurers ‘authorised’ by
APRA?®¢ to supply insurance, imposing upon them a range of prudential safeguards to
mitigate insolvency risks

e medical indemnity insurance must be provided as an insurance contract between an
insurer and the medical practitioner

e medical indemnity providers must maintain capital at a level specified by APRA as part
of its minimum capital requirements (MCR). For those who do not have this level of
solvency at the outset (1 July 2003, or 1 January 2003 for AMIL), transitional provisions
apply and these insurers have until 30 June 2008 to reach the required funding level

e minimum product standards are to be developed

64 This levy represents the cost of the Federal Government's incurred but not reported scheme (IBNR) which was to be
met by contributions levied on practitioners who were members of the medical defence organisation that contributed to
the IBNR liabilities.

65 On 10 October 2003 the Minister for Health and Ageing, the Hon. Tony Abbott MP, announced an extension to the high
cost claims scheme to cover 50 per cent of claims between $500 000 and $20 million.

66 APRA is the Commonwealth regulator of financial services. Further details are provided in chapter 2.
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e authorised providers of medical indemnity cover are required to submit claims data to
the Australian Government.

These changes created new roles for APRA and ASIC in regulating the medical indemnity
insurance industry. These roles were outlined in chapter 2.

Extension of the government’s guarantee to UMP

To allow time for the new measures to take effect, the government offered to extend the
term of its guarantee to the provisional liquidator of UMP by 12 months until 31 December
2003. This extension was subject to approval by the New South Wales Supreme Court
allowing UMP and its licensed insurer, AMIL, to continue in provisional liquidation and
authorising the provisional liquidator to accept the extension of the guarantee.

Industry measures

In addition to these measures which were designed to address structural problems in the
medical indemnity industry, the government also supports additional industry measures
focusing on quality and safety improvement, such as improving clinical risk management,
reducing adverse events and improving patient safety. It considered that such measures
would benefit the provision of health services and have flow-on effects to medical
indemnity issues in the long-term.®”

3.3.3 Government measures announced on 23 May 2003

On 23 May 2003 the Prime Minister announced further measures as part of the
government’s medical indemnity reform package. These were aimed at allowing medical
practitioners to continue to practise with increased certainty about their medical indemnity
insurance cover and are outlined below.

‘Blue sky’ scheme

Some medical practitioners were concerned that the introduction of legally enforceable
medical indemnity insurance contracts from 1 July 2003, wherein the contractual liability of
the insurer would be capped at a specified amount of damages, could expose the personal
financial assets of medical practitioners to meeting the costs of large awards for damages
in excess of the contract limit. This is commonly referred to in the insurance industry as
the ‘blue sky’ issue.

To address these concerns, the government established a blue sky scheme in which it
agreed to assume 100 per cent of any damages payable against a doctor that exceeds the
threshold (currently set at $20 million), and applies to claims notified under medical
indemnity insurance contracts from 1 July 2003, and a threshold of $15 million for claims
notified in the period of 1 January 2003 to 30 June 2003.5¢

The government also indicated that its blue sky scheme was to be funded by an ex-post
charge imposed on the medical indemnity provider that insures the doctor against whom
the damages are payable.

67 Prime Minister media release, ‘A new medical indemnity insurance framework’, 23 October 2002.

68  Senator Patterson and Senator Coonan media release, ‘Medical indemnity—threshold for blue sky scheme’, 6 June 2003.
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The government indicated that the possibility that such an arrangement would be called
upon was very low. Furthermore, it announced that the scheme would be reviewed after
three years to determine whether it remains necessary given state and territory tort reform
and claims trends.® The impact of tort reform on medical indemnity costs and premiums
is discussed later in this chapter.

Retirement cover

Some medical practitioners also expressed concerns about the availability and affordability
of retirement cover and their ability to continue to ‘pre-fund’ that cover during their working
life. In response, the government announced details of minimum interim retirement cover
requirements whereby medical indemnity providers must offer retirement cover to
medical practitioners ceasing practice in 2003-04, and offer it on an annual renewable basis
for at least six years, on the same terms and conditions.

With medium to longer term retirement cover arrangements, the government indicated
that it wants to ensure medical practitioners have access to arrangements where they do
not have to pay material premiums after they retire. Therefore, in consultation with medical
indemnity providers and the medical profession, the government announced it would
examine options including continued market provision underpinned by minimum
retirement cover standards and a government guaranteed statutory retirement cover
scheme funded by medical practitioners. The results of this study are expected to be in
place by 1 July 2004.7

3.4 Tort reform by state and territory governments

Since early 2001 tort reforms have been introduced into Australia progressively by most
state and territory governments in response to perceived problems in the affordability and
availability of public liability and professional indemnity insurance.” Many of the tort
reforms deal directly with constraining the number and size of personal injury payouts. As
most medical indemnity claims are related to personal injury cases, the government
expects some of these reforms to have a substantial impact on the costs of medical
indemnity insurance.

The major changes in tort reform include the introduction of:

e caps on damages for economic loss (i.e. loss of past and/or future income) and non-
economic loss (i.e. compensation for pain and suffering)

e minimum thresholds of impairment to access damages for non-economic loss
settlement awards

e changes to the limitation periods for personal injury cases

e increases in the discount rate that apply to claims payouts.

69  Prime Minister media release, ‘Medical indemnity: certainty for doctors’, 23 May 2003.
70 ibid.
71 The impact of tort reform on costs and premiums in public liability and professional indemnity insurance is subject to a

separate monitoring role by the ACCC. See ACCC report, Public liability and professional indemnity insurance, monitoring
report, July 2003 for further details.
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Appendix B contains a detailed summary of the tort reform initiatives implemented by
respective state and territory governments up to 30 June 2003. This time period is relevant
because of the way in which medical indemnity providers set their premiums for 2003. In
the initial stage of pricing, medical indemnity providers rely on valuations of their claims
liabilities that were conducted by their appointed actuaries in the preceding June (in this
case as at 30 June 2002). However, medical indemnity insurers typically set their prices
about one month before the next indemnity period (in this case final prices would have
been determined in May/June 2003 for the current underwriting period commencing on

1 July 2003). This therefore offers medical indemnity providers scope to incorporate the
impact of any major developments in tort reform between 30 June 2002 and 30 June 2003.

At a joint ministerial meeting on 30 May 2002, federal, state and territory governments
identified that the unpredictability in interpreting the law of negligence was a factor driving
up premiums. They agreed to appoint an expert three-member panel to examine the law of
negligence™ chaired by the Hon. Justice David Ipp. The panel released its report on

2 October 2002. ™

It recommended amendments be made to the standard of care to be applied to medical
practitioners in assessing negligence. The new test means that a medical practitioner will
be protected against a claim for negligence if they have acted in accordance with an
opinion widely held by a substantial number of respected medical practitioners working in
that field. Several state governments have either adopted, or announced they will adopt,
this modified standard of care.

3.4.1 Expected impact of tort reform on the medical indemnity
industry

Australian, state and territory governments have all indicated that they expect tort reform
to deliver more affordable insurance products to the community. They expect that tort
reform will help in reducing the number, size and duration of claims as well as having
flow-on benefits for the availability, adequacy and affordability of medical indemnity cover.

Australian, state and territory ministers participating in a joint ministerial meeting on

2 October 2002 requested actuarial advice assessing the impacts of the proposed national
reforms to negligence law on the affordability and availability of public liability insurance.
PricewaterhouseCoopers (PwC) prepared this report and it was presented to the joint
ministerial meeting on 15 November 2002.7 This report also assessed the expected
impact of tort reform on medical indemnity insurance.

In relation to medical indemnity insurance, the report indicated that:

e the estimated effect of those reforms that could be formally assessed was a reduction
in medical indemnity claims costs of around 20 per cent

e all other things being equal, these reductions in claims costs might translate into a
corresponding reduction in insurers’ premiums to medical practitioners of between
15 and 18 per cent.

72 Minister for Revenue and the Assistant Treasurer, joint communiqué, ministerial meeting on public liability, 30 May 2002.
73 The Hon. David Ipp, Review of the Law of Negligence, October 2002.

74 PricewaterhouseCoopers, Report to the insurance issues working group of heads of treasury—Actuarial assessment of
the recommendations of the Ipp report, November 2002.
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PwC noted that the estimated reduction was based on data for the public liability class of
insurance, although the results can be extended to medical indemnity. They also noted
that these estimates were relative to the pre-30 June 2001 environment and that any
reforms beyond this date were not factored into this estimate.”™

The government also indicated on 23 October 2002 that it would continue to review the
need for direct financial support and high cost claims arrangements as state law reforms
and other elements of its package affect the availability and cost of medical indemnity
insurance. It also indicated that the appropriateness of Commonwealth support to develop
a commercially viable market would be reviewed in light of broader insurance market
developments, including stabilisation of global reinsurance markets and removal of NSW
premium caps.’

3.5 Conclusion

During 2002 and 2003 the Australian Government introduced several reforms to address
problems in the medical indemnity insurance industry and to ensure its ongoing viability.
The reforms included direct financial support to medical practitioners as well as regulatory
changes to the way in which medical negligence indemnity cover is provided to medical
practitioners. It is possible that structural changes to the medical indemnity industry may
facilitate competition in the longer term.

The government agreed to work with the state and territory governments to move towards
consistent tort and legal system reforms designed to complement its medical indemnity
reforms in the longer term. Results of independent actuarial analysis about the expected
impact of proposed tort reforms on medical indemnity claims and premiums indicated that,
other things being equal, cost savings and corresponding reductions in premiums were
expected.

The government has also indicated that it expects that savings from the range of initiatives
being undertaken by the Commonwealth, state and territory governments will lead to
more affordable medical indemnity insurance premiums for medical practitioners.

75 The PwC report contained several qualifying statements. PwC commented that the majority of the Ipp Report’s
recommendations were not easily costed, either because suitable data is not collected or is collected in a form which
is not amenable to statistical analysis. It also commented that, in many cases, how the recommendations would work
in practice is unclear and it was not possible to pre-emptively determine how they will ultimately be applied. PwC noted
that its estimated cost savings were very uncertain and the actual outcome of experience could be significantly
different. They also added that the results were based on Australia-wide data, and therefore were generic and did not
necessarily apply to the circumstances of any particular jurisdiction.

76 Prime Minister media release, ‘A new medical indemnity framework’, 23 October 2002.
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4  Costs, premiums and financial
performance in medical indemnity
insurance

4.1 Introduction

The Australian Government asked the ACCC to monitor medical indemnity premiums to
assess whether they are actuarially and commercially justified. To do this, the ACCC
requested a range of information from all five of the current medical indemnity providers
about their costs and pricing approaches.”

This chapter outlines the ACCC’s findings about historical trends in the costs associated
with providing medical indemnity insurance between the years ending 30 June 1999 and
30 June 2002.7® It also examines trends in prices charged by providers for indemnity
protection including an analysis of the rates charged for key medical specialties. Earlier
time series analysis is included where medical indemnity providers provided reliable data
to the ACCC.™

The chapter then summarises information about the methodology adopted by insurers to
determine medical indemnity premiums and the types of factors they consider when
assessing the risk of medical practitioners.

Finally, the chapter examines the financial performance of the medical indemnity industry
up until 30 June 2002.

4.2 Factors that influence premiums

Several factors are likely to influence the level of medical indemnity premiums charged by
insurers. These include the direct costs of providing insurance (such as paying out and
administering claims), other related costs (such as reinsurance), marketing, underwriting
and issuing of policies as well as administrative overheads incurred by the insurer in
operating its business. Premiums set by insurers reflect a mix of corporate objectives, such
as achieving profit targets for shareholders, capital targets and meeting future business
growth strategies.

Based on the information medical indemnity insurers provided to the ACCC, claims costs
and reinsurance costs have in the past been the major determinants of the indemnity
prices charged by providers. For this current underwriting period, the new legislative
framework and required capital targets have meant that capital accumulation has been a
key determinant of the premiums charged by insurers. This is discussed below.

77 These organisations are listed section 2.4.1.

78 The ACCC's analysis does not include data relating to costs and premiums for the year 30 June 2003 as it was not
available at the time of the ACCC’s information request to insurers. This data will be examined by the ACCC in
subsequent monitoring reports.

79 Due to structural changes that occurred within the medical indemnity industry in the late 1990s, the results of the
historical trend analysis contained in this report for the period between 1998 and 2002 should be interpreted with some
caution.
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4.3 Costs of medical indemnity insurance

As part of the ACCC's analysis, the five insurers identified the cost components of their
respective premium pools for 2003-04. Table 4.1 shows the percentage of the aggregate
premium pool set by insurers for each cost category and is presented as an average
estimate based on the responses across insurers.

Table 4.1 Components of premium pool—medical indemnity—2003-04%

Components Percentage of premium charged by insurer (%6)8*
Capital accumulation 36

Net claims costs 32

Reinsurance expenses 17

Underwriting and general expenses 15

Total premium pool 100

Source:  Derived by ACCC and includes data from all five insurers.

This table represents the required premium pool and does not include statutory third party
collections such as stamp duty and the GST

The ACCC has not assessed whether the level of these costs is appropriate. Because
these costs are expressed as a proportion of the insurers’ total pool of funds expected to
be collected from premiums generally, they do not necessarily reflect the proportion of
costs for individual premiums charged to medical practitioners.

The table shows that the largest component of the premium pool across insurers (on
average 36 per cent) relates to the progressive accumulation of capital as part of APRA's
new minimum capital requirements in 2003-04.

The second largest component of the premium pool across insurers (on average
32 per cent) in 2003-04 relates to the cost of claims.

Medical indemnity insurers typically cede some of their premium to reinsurers to manage
the risks inherent in their insurance business and the cost of this reinsurance reflects an
average of around 17 per cent of the premium pool across insurers. The role of reinsurance
in medical indemnity pricing is discussed later in this chapter.

Underwriting and general expenses (on average around 15 per cent) are incurred by
insurers in running their insurance business. Underwriting expenses refer to those costs

80 Each component in table 4.1 was calculated as a proportion of the aggregated pool across the five insurers. Net claims
costs refer to the insurers’ central estimate of claims costs (which were inflated and discounted) net of reinsurance
recoveries that were expected to be incurred in the 2003-04 notification period. Capital accumulation includes all
explicit capital loadings in premiums and funding for items which would ordinarily be expected to be supported by
capital. The treatment of claims handling expenses varied across insurers, although most insurers appeared to include
them in net claims costs.

81 These are the proportions that each component represents of the overall premium pool for the 2003-04 underwriting
period. The capital component is a new component in 2003-04 and because it represents a significant proportion of the
overall premium pool, the percentages represented by the remaining components are not directly comparable with
results for previous years.
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incurred by insurers in issuing indemnity protection. General expenses typically include
employee related expenses and office expenses such as office rent and maintenance,
telephone, electricity and office supplies.

The importance of claims costs and reinsurance costs in medical indemnity pricing is
discussed in detail below. The role of capital accumulation in indemnity pricing is
examined as part of the assessment of the actuarial and commercial justification of
premiums which is provided in chapter 6.

4.3.1 Claims costs of medical indemnity insurance

Section 4.3 indicated that claims costs represent a large portion of the premium pool
collected by insurers.

Medical indemnity claims typically involve compensation for personal injury (both physical
and psychological). In its submission to the March 2002 Public Liability Forum, the Institute
of Actuaries outlined the breakdown of personal injury claims. This analysis also applies to
medical indemnity insurance. The main elements of compensation considered in the
settlement of a claim are referred to as heads of damage, and include:

e economic loss—this includes past loss of income (before settlement of a claim) and
loss of future earning capacity

e treatment and care—this includes the cost of medical treatment, hospital care,
prosthetic and other aids, rehabilitation, home modification, domestic and live-in help
and fund management

e non-economic loss—this includes costs for pain and suffering, loss of use of limbs,
bereavement

e exemplary damages

e plaintiff legal costs awarded against the defendant.®?

The ACCC examined historical trends in overall claims costs based on information provided
by insurers as part of its monitoring program. The results are discussed in section 4.5.

4.3.2 Reinsurance expenses

As noted in section 4.3, the cost of reinsurance comprises a significant component of the
premiums charged across insurers. It is therefore important to understand the role of
reinsurance and the way in which it operates.

Reinsurance is an important method by which an insurer manages the risk inherent in its
insurance business. To ensure that there are enough funds to meet the cost of possible
claims, insurers must assess the risk of a claim arising and its possible cost when setting
premiums. Risk is determined by numerous factors such as the likelihood of a claim
occurring, its time of notification and severity. The insurer derives these estimates based
on past experience and predictions of future trends for groups with similar risk
characteristics.

82 Institute of Actuaries, Submission to Public Liability Forum, March 2002, p. 5.
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When an insurance policy is issued, the risk that the policyholder will be required to make
a payment is effectively transferred to the insurer. The way in which an insurer manages
this risk is important. There are two ways in which an insurer can ensure it has sufficient
funds to meet expected future costs. APRA’s establishment of minimum capital
requirements is one way in which insurers must manage their risk.

The other way in which an insurer can seek to minimise its exposure to large risks is to
offload a portion of this risk to a reinsurer. This is known as reinsurance. The insurer pays the
reinsurer a premium and this cost is also factored into premiums. The cost of reinsurance
is largely determined by international markets and varies over time. This is because most
reinsurance associated with medical indemnity insurance is placed offshore, combined
with the fact that the Australian medical indemnity market is regarded as small in global
terms. More information on the structure of the reinsurance industry is in appendix D.

The two main types of reinsurance arrangements are:

e proportional reinsurance—this covers all forms of reinsurance where the reinsurer and
the reinsured share in any loss payments in exactly the same proportion as they have
shared in the split up of the original premium®?

e non-proportional reinsurance—where the reinsurer makes a loss payment to the
reinsured only when the reinsured’s loss exceeds a pre-determined limit.8
Non-proportional reinsurance tends to be the type used in the medical indemnity
industry. Examples of non-proportional insurance include excess of loss reinsurance
(XOL) and stop-loss reinsurance.

XOL reinsurance is where the direct insurer carries all individual losses incurred in respect
of a claim or event up to a certain limit and the reinsurer pays the loss in excess of this
amount (known as the attachment point) up to an agreed limit. In addition there may be an
aggregate limit in respect of all claims assumed by the reinsurer.

Stop-loss reinsurance is where the reinsurer is obliged to cover any part of the total annual
loss burden that exceeds an aggregate attachment, where the attachment is defined as a
percentage of annual premium income or a fixed sum.#

The ACCC examined historical trends in reinsurance costs based on information provided
by insurers as part of its monitoring program. The results are discussed in section 4.6.

83 Insurance Council of Australia, ‘Submission to HIH Royal Commission—background paper— Reinsurance’, 2001, p. 16
84 ibid, p. 15.

85 Swiss Re, An introduction to reinsurance, p. 28.
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4.4 ACCC data analysis—overview

The ACCC has examined historical trends in costs and premiums in the medical indemnity
industry from the year ending 30 June 1999 to the year ending 30 June 2002, the most
recent information available at the time of the ACCC'’s information request. Longer time
series were analysed where possible, however, this could not be done in all areas due to
limitations in the information submitted by some insurers to the ACCC.%

Based on this information, the ACCC has examined trends in several key indicators
identified below.

4.4.1 Claims

The cost of claims is the most significant cost driver in medical indemnity insurance.
The ACCC has examined three key indicators including the ultimate cost of claims, claims
frequency and the average size of claims. These are defined below.

e ultimate claims costs by notification year—this measure indicates the trend in ultimate
costs of claims® expected to be met by medical indemnity insurers by year of
notification.s®

e claim frequency—this shows the number of ultimate claims expected by year of
notification expressed as a proportion of the total number of indemnified members® in
the corresponding underwriting year.*® Claims frequency shows trends in the numbers
of claims an insurer may expect for a given number of members/policies over time.

e average size of claims—this shows the ultimate expected®® average size of claims
arising from a given notification year that will eventually be settled. It shows trends in
the average size of claims expected to be settled by insurers.

86 |tisimportant to note that time series data before the year ending 30 June 2000 may contain substantial data set
changes. This relates to the fact that the number of members accounted for by the MDOs changed substantially during
these years as a result of structural changes in the industry, and, therefore, care should be taken when drawing
conclusions regarding increases in claims numbers and costs over the period.

87 Ultimate claims costs refers to all claims costs which the insurer expects will eventually be paid for claims arising in
that notification year. For example, the insurer may not finish paying out on claims arising in a notification year for
several years—the ultimate cost includes all of these expected future payments yet to be made. These payments are
included in the ultimate cost in the nominal dollars in which they expect to be made.

88 The notification year is the year in which the insurer is either notified of an incident occurring (for example, a medical
practitioner reports to their MDO that an incident has occurred which may later be claimed upon—when the claim
eventually arises, it will be allocated back to the year in which the incident was notified to the MDO) or, if there has been
no prior notification of the incident, when a claim is lodged with the MDO (for example, in the case of a claim relating to
afailure to diagnose, where the medical practitioner is unlikely to have been able to notify the MDO of this occurring due
to their being unaware of the incident).

89 Indemnified members are all members who receive indemnity cover from an MDO, and are therefore considered to be
‘at risk’ of a claim. This number includes allied health, dentists and overseas practitioners and is therefore different
from the indemnified medical practitioners’ measure used in chapter 2. The definition of indemnified members is used
throughout this chapter.

90 n general, the notification year will be directly comparable to the underwriting (or ‘membership’) year as membership
was generally undertaken on a financial year basis (calendar year for UMP).

91 The ultimate cost of claims is based on the insurer’s best estimate of what that ultimate claims cost will be. As this
estimate is subject to uncertainty, the average claim size for any given notification year will be an expected average size,
until all claims have been settled for that year.
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4.4.2 Other expenses

The ACCC examined trends in two other major categories of expenses—underwriting and
general expenses, and reinsurance expenses.® Underwriting and general expenses relate
to all expenses incurred by the industry, other than reinsurance expenses and claims
expenses. Reinsurance expenses refer to the amount of premium ceded to reinsurers for
reinsurance during the period. Both underwriting and general expenses and reinsurance
expenses are examined by comparing them to gross subscription revenue over time.%
This indicates how much of gross subscription revenue they represent and whether this
percentage has changed over time. As with other costs, the ACCC has not assessed
whether the level of these costs is appropriate.

4.4.3 Premiums

To examine historical trends in subscriptions and membership, the ACCC has used one
main indicator, the average subscription. This is based on the gross subscription revenue
earned in one underwriting year, divided by the number of indemnity members for that
year, in real terms.%

Subscription rates rather than premium rates have been used in this analysis. Before 1 July
2003 the price of indemnity coverage was not separated by medical indemnity providers
from the charges for other membership services provided to medical practitioners. Gross
subscription revenue is a more appropriate amount for comparison, as total expenses
incurred in each period also included the expenses associated with membership services
other than indemnity. In practice, the amount of subscription revenue and total expenses
represented by non-indemnity services is expected to be relatively stable and consistent
across insurers and therefore would not distort the analysis.

4.4.4 Financial performance

The ACCC has examined the historical financial performance of the medical indemnity
industry, measuring it in terms of its underwriting performance. Underwriting performance
in general insurance is frequently assessed in terms of a number of ratios.

Although the medical indemnity industry operated on a not-for-profit basis before

1 July 2003, these calculations nevertheless indicate whether or not the industry, in
aggregate, was breaking even or making a loss on its indemnity activities. The following
analysis is based on an assessment of several ratios using data on a financial year basis

92 The application of accounting standards by MDOs has differed across MDOs and across time. Therefore, all expenses
other than claims expenses and reinsurance expenses have been grouped together in the single category of
underwriting and general expenses.

93 The ACCC’s monitoring report on public liability and professional indemnity insurance (July 2003) compared expenses
for these classes of insurance to gross written premium. In the case of medical indemnity, it was considered
appropriate to compare these expenses to gross subscription revenue (ie. the subscription revenue which was ‘earned’
in that year) as most policies are underwritten on a financial year basis, with the exception of UMP In a period of
increasing premiums, this is likely to overstate UMP’s ratios, therefore the industry wide ratio will also be overstated. For
the purposes of consistency across all providers, the ACCC considered such overstatement to be acceptable and
unlikely to significantly alter these findings.

94 Inflated using the average weekly earning index (AWE) published by the Australian Bureau of Statistics (ABS) (catalogue
number 6302.0).
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sourced from annual reports produced by MDOs.* The ACCC has not commented on the
economic appropriateness of these results.

The ratios® examined were:

loss ratio—this is calculated as the total claims expense attributable to the accounting
year®” on claims arising from that or any prior years as a proportion of gross
subscription revenue. This ratio shows the proportion of gross subscription revenue
that is represented by claims expenses arising in that year.

expense ratio—this is calculated as the sum of all underwriting and general expenses
(this excludes reinsurance expenses) as a proportion of gross subscription revenue.%
It shows the proportion that expenses represent in terms of gross subscription revenue.

reinsurance ratio—this is calculated as reinsurance expense as a proportion of gross
subscription revenue. As with the expense ratio, it shows the proportion of gross
subscription revenue that the reinsurance expense represents.

combined ratio—this ratio shows whether the sum of all expenses is less than or
exceeds subscription revenue for the year. It can be expressed gross of reinsurance
(i.e. before taking into account the amounts paid for reinsurance and sums received
back from reinsurers) or net (i.e. after taking into account the amounts paid for
reinsurance and sums received back from reinsurance protection). A ratio less than
100 per cent indicates that a company makes an underwriting profit (i.e. premiums
more than cover the cost of claims and operating expenses). A ratio greater than
100 per cent indicates that the company has an underwriting loss. This means that
the higher the ratio, the greater the underwriting loss. %

gross combined ratio = the gross loss ratio + the gross expense ratio. This ratio shows
whether the sum of expenses (claims expenses and underwriting and general
expenses) is less than or exceeds gross subscription revenue for the year. This ratio
indicates the underlying profitability of the portfolio before considering the impact on
the results of the form and cost of the adopted reinsurance program.

net combined ratio = the net loss ratio + the net expense ratio. This ratio shows the
underwriting performance of insurers after taking into account the outcomes of their
reinsurance activities.

95

96

97

98

99

The basis on which these ratios have been constructed differs from the ACCC’s monitoring report on public liability and
professional indemnity insurance (July 2003) due to differences in the range of data available.

The ratios (with the exception of the reinsurance ratio) have been constructed on both a gross and net of reinsurance
basis. The ACCC examined gross ratios as they indicate the underlying profitability of an insurer’s total portfolio. The net
ratio is also examined because it shows the financial performance of that part of the business retained by the insurer.

Claims expenses include all payments made in the current year on claims arising from current and prior notification
years, as well as any adjustments to outstanding claims reserves across the period. As these reserves are held on an
inflated and discounted basis, the claims expense in a given period will also be on an inflated and discounted basis.

This differs from the ACCC July 2003 report, where general expenses were not included. In single-line insurance
operations such as MDOs, all general expenses will primarily relate to the provision of medical indemnity insurance, and
therefore it is appropriate to include these expenses. General expenses were not included in the ratios in the ACCC July
2003 Report due to the inability of some insurers to appropriately divide these expenses across multiple lines of
insurance and other operational activities.

Depending on the level of investment income, prudential margins and comparative level of prior year provisions, a net
combined ratio in the order of 110 per cent could still represent a break-even position. This is possible as investment
income earned in the year is available to offset any underwriting loss.
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4.5 Trends in medical indemnity claims

4.5.1 Ultimate claims costs

Chart 4.1 shows the trend in ultimate claims costs!® for claims notified between the years
ending 30 June 1997 and 30 June 2002.

Chart 4.1 Ultimate claims costs by year of notification—
years ending 30 June 1997 to 30 June 2002
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Source:  Derived by ACCC and includes data for four MDOs.

This chart shows that a steady increase in the ultimate cost of claims expected by year of
notification occurred between 1997 and 2002. In 1997, the ultimate claims costs totalled
about $72 million. By 2002 this had increased to $271 million (reflecting an increase of
around 276 per cent over the period).

In summary:

The ultimate cost of claims by year of notification increased significantly by around an
average of 276 per cent between 1997 and 2002.

100 Calculated as total past payments and gross inflated and undiscounted outstanding claims liabilities as at 30 June
2002. As aresult, the ultimate cost includes all payments in the nominal dollar values in which the insurer expects the
payment to be made.

101 UMP records notifications by calendar year, not financial year. The ACCC considered it inappropriate to adjust these
figures without knowledge of claim notification patterns, therefore UMP’s calendar years have been allocated to the
following financial year, i.e. the 2001 calendar year has been allocated to the year ending 30 June 2002 financial year.
This creates a six-month lag for UMP data compared with other indemnity providers.
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4.5.2 Claims frequency

Chart 4.2 shows the ultimate number of claims expected to be met by insurers for each
notification year between the years ending 30 June 1998 and 30 June 2002, and the

corresponding claims frequency by numbers of members.1%?

Chart 4.2 Ultimate claim numbers and claims frequency by year of notification—
years ending 30 June 1998 to 30 June 2002
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Source:  Derived by ACCC and includes data for seven MDOs.

This chart shows that the number of medical indemnity claims increased from about 1090

in 1998 to about 2300 in 2002 (reflecting an increase of 111 per cent).

The chart also shows that the trend in claims frequency has fluctuated across the period.

It increased from about 3.2 per cent in 1998 to about 3.9 per cent in 1999. It subsequently

decreased to 3.3 per cent in 2000 and increased to 4.2 per cent by 2002.

In summary:

increased from 3.2 per cent in 1998 to 4.2 per cent by 2002.

The number of claims by year of notification increased between 1998 and 2002.

The frequency of claims by year of natification fluctuated across the period, but overall it

102 Membership numbers include all ‘at risk’ members. This does not make a material difference for most indemnity
providers from the number of medical practitioners recorded in chart 2.1. However for UMP this will include other ‘at risk’
policyholders due to inseparability of data, i.e. allied health professionals, dentists and overseas practitioners.
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4.5.3 Average size of claims

Chart 4.3 shows the trend in the ultimate average size of claims expected by notification
year between 1997 and 2002.13

Chart 4.3 Ultimate average claim size by year of notification—
years ending 30 June 1997 to 30 June 2002
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Source: Derived by ACCC and includes data for four MDOs.

This chart shows that the average size of claims increased between 1997 and 2002.

The average size of claims increased from about $78 000 in 1997 to about $114 000 in 1999.
This was followed by a decline in the average claim size to about $107 000 in 2000, and a
subsequent increase to about $129 000 in 2002. Between 1997 and 2002 the average
claim size increased by around 65 per cent.*

In summary:

The average size of claims by year of notification increased from about $78 000 in 1997
to about $129 000 in 2002.

103 Calculated using the ultimate number of claims expected, total past payments and gross inflated and undiscounted
outstanding claims liabilities as at 30 June 2002. As with chart 4.1, UMP calendar year of notification data as been
allocated to the subsequent financial year of notification.

104 Chart 4.1 and chart 4.2 show that ultimate claims numbers and ultimate claims costs related to medical indemnity
increased between 1997 and 2002, albeit at different rates. Differences between the rate at which the average claim
size increased compared to the rate of increase with respect to claims numbers and claims costs may be due arange
of factors, such as structural changes in the market during this time and changes in the mix of claims. For example,
where the increase in claims numbers has been driven by an increase in relatively small claims, this will change the
claims profile and result in a smaller average size even though total ultimate costs will have increased. Conversely,
given the size of the industry, a small number of very large claims in any given notification year will significantly affect
the average claim size. The occurrence of such large claims is volatile, and variations in their occurrence will greatly
affect the average claim size from year to year.
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4.6 Trends in other expenses

This section examines the other cost components of medical indemnity insurance by
examining historical trends in reinsurance as well as underwriting and general expenses
based on data provided by insurers to the ACCC.

Chart 4.4 shows reinsurance and underwriting and general expenses as proportions of gross
subscription revenue for the years ending 30 June between 2000 and 2002.1% A longer
time series analysis was not possible due to limitations in the data provided by insurers.

Chart 4.4 Reinsurance expense and underwriting and general expenses as
proportions of gross subscription revenue-years ending 30 June 2000 to
30 June 2002
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Source: Derived by ACCC and includes data for five MDOs.

The chart shows that underwriting and general expenses increased as a proportion of
gross subscription revenue from around 20 per cent in 2000 to about 37 per cent in 2001.
They subsequently decreased to about 34 per cent in 2002.

The chart shows that reinsurance expenses as a proportion of gross subscription revenue
remained constant at around 30 per cent in 2000 and 2001, before increasing markedly to
around 52 per cent in 2002.

Further discussion of the underlying drivers of these changes is in section 4.8.

105 As previously noted, gross subscription revenue has been used as medical indemnity providers did not separate out
subscription revenue arising from indemnity activities from subscription revenue sourced from non-indemnity activities.
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In summary:

Reinsurance expenses as a proportion of gross subscription revenue increased from
30 per cent in 2000 to 52 per cent in 2002.

Underwriting and general expenses increased as a proportion of gross subscription
revenue from 20 per cent in 2000 to 37 per cent in 2001, then decreased to 34 per cent
in 2002.

4.7 Trends in subscriptions

The ACCC examined the historical trend in the average subscription rate payable by
members of MDOSs. This average gives a broad indication of the trend in real subscription
rates payable, on average, by all indemnity members of MDOs between the years ending
30 June 1999 and 30 June 2002. This average subscription rate can be interpreted as a
crude measure of the changes in subscriptions rates payable by all indemnified members
on average over the period.1%

Chart 4.5 shows in real terms the trend in the average subscription rate between the years
ending 30 June 1999 and 30 June 2002.

Chart 4.5 Average subscription rate—real terms—
years ending 30 June 1999 to 30 June 2002
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Source:  Derived by ACCC and includes data for five MDOs. Data is shown in real terms adjusted to 30 June 2002 values
using the AWE index published by the ABS.

106 Due to data limitations and the need for the ACCC to maintain the confidentiality of individual insurers’ information, this
rate averages across claims incurred and claims-made cover, income bands, MDOs and jurisdictions. For the purposes
of this chart, UMP membership data has been allocated on an identical basis to that employed for chart 2.1. UMP
membership also includes policyholders not considered to be medical practitioners for the purposes of Chart 2.1 but
are financial members, i.e. allied health professionals, dentists and overseas practitioners.
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The chart shows that the average subscription rate decreased in real terms from approximately
$3 300 in 1999 to approximately $2 400 in 2000. The average rate then increased by over
12 per cent in real terms to about $2 700 in 2001, and by 15 per cent to about $3 100 in 2002.

During this period, a number of MDOs began to offer claims-made indemnity protection

(two MDOs, for example, began offering claims-made cover from 1 July 2000). As a result,
the average subscription payable is likely to have been affected by changes in coverage, and
associated discounts that are offered to members in the initial periods of claims-made cover.

Given the method used for calculation of the average subscription rate, this rate cannot be
used to indicate the actual average rate paid by medical practitioners. Rather, the average
subscription rate calculated above indicates the broad trend in subscriptions payable
across the industry for the last four years.

The ACCC also briefly examined changes in subscriptions of key specialty groups, chosen
on the basis of those relevant to the government’s premium subsidy scheme, namely:
non-procedural GPs

procedural GPs

general surgeons

neurosurgeons

gynaecologists

obstetricians (with gynaecology).

Because of limitations in the data provided by insurers, the ACCC was unable to examine
movements in the numbers of medical practitioners in these specialty groups across time.
However, it could construct the average rates payable by these key specialties in the two
latest underwriting years: 1 July 2002 to 30 June 2003; and 1 July 2003 to 30 June 2004.%°7

Table 4.2 summarises these indicative average rates.'%

Table 4.2 Average subscription/premium rates—key specialties—
years ending 30 June 2003 and 30 June 2004%°

Year ending Year ending

Specialty 30 June 2003 30 June 2004 % change
GP non-procedural $ 3944 $ 4120 45

GP procedural $13890 $15348 105
Surgeon (general) $26 550 $27 133 22
Surgeon (neuro) $40 642 $46 954 155
Gynaecologist $24 755 $28 640 15.7
Obstetrician & Gynaecologist $50377 $59179 175

Source:  Derived by ACCC and includes data for all medical indemnity providers

107 This relates to the 2002 and 2003 calendar years for AMIL.

108 These rates are exclusive of stamp duty and GST which applied only in 2003-04. They include subscriptions separately
payable in 2003-04 for continuity purposes. The rates are for mature claims-made policies averaged across all income
bands, MDOs and jurisdictions.

109 The average rates represent the average rates charged by medical indemnity insurers. They do not include any
adjustment for premium subsidies received from the government’s medical indemnity subsidy scheme, as any
subsidies are received after the medical practitioner pays the full premium.
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The table shows that the rates payable by all six specialties increased between the 2003
and 2004 underwriting periods. The largest increase in average rates was experienced by
obstetricians (with gynaecology), increasing by over 17 per cent. The smallest increase
occurred in general surgery, with the average premium rates increasing by around 2 per cent.

This table only represents the movements in the average rate payable. The rates paid by
medical practitioners in all of the above specialties are likely to vary greatly. For example,
based on the data from medical indemnity providers an obstetrician (with gynaecology)
may face a premium of anywhere between $5 000 and $130 000 in the 2004 underwriting
year depending on their individual circumstances. The factors that influence medical
indemnity prices are discussed in section 4.8.

In summary:

The real average subscription rate declined by 27 per cent between 1999 and 2000,
then increased by over 12 per cent and 15 per cent in 2001 and 2002 respectively.

The premium rates (including membership subscription fees) set for key specialties
increased for the year ending 30 June 2004 from 2003, with increases ranging between
2 per cent and 18 per cent.

4.8 Medical indemnity insurance pricing

Little public information about medical indemnity pricing has been available to date.
This section outlines the issues considered by the current five providers in determining
premium rates based on the information provided to the ACCC.

4.8.1 The involvement of actuaries in pricing

Medical indemnity pricing is a complex process. Given the long-tail nature of insurance,
some pricing aspects require complex actuarial assessments to be made about future
expected costs associated with providing this type of insurance. The insurer must consider
this actuarial assessment in the context of its overall objectives regarding the general
financial position of the insurance company. The desire by the insurer to balance its
operating requirements and cost structure against other objectives such as offering
affordable indemnity protection to medical practitioners can be difficult.

All medical indemnity insurers appointed actuaries to assist them with developing pricing
structures for 2003-04. However, the extent of the actuaries’ involvement and the level of
sophistication of the statistical actuarial models varied across insurers. The role of the
actuary in medical indemnity pricing is to identify the ‘technical’ aspects of pricing,
including examining the following factors specific to the insurer:

e cost trends—includes claims costs, expenses and reinsurance. This enables the actuary
to identify the required “fully funded premium pool’, which refers to the overall pool of
funds that is required to cover such claims costs and associated expenses

e corporate objectives—in particular, capital protection and capital accumulation targets.
This enables the actuary to identify the required ‘minimum risk pool'—i.e. the minimum
pool of funds that is required to ensure capital targets will be met in the event of
adverse claims outcomes
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e risk relativities—includes consideration of relativities across medical specialties, state
boundaries and income bands/billing levels.

These factors are discussed in more detail below.

Determining the fully funded premium pool

An actuary’s determination of the required fully funded premium pool is likely to require
consideration of a number of factors:

e the expected costs of claims that are covered by the individual insurance policies
issued in the current underwriting period plus

e an appropriate risk margin on the expected claims costs which is intended to reflect the
uncertainty in the expected claims costs plus

e expenses expected to be incurred in the current underwriting period plus
e future expenses required to administer claims arising in future years plus
e the net cost of reinsurance!?® for the current underwriting period plus

e the cost of any subsidised indemnity products (such as DDR cover)!!! accumulated in
the year less

e investment income earned on premiums until the date of payment of claims and
expenses.

Determining the minimum risk pool

Some actuaries determined the minimum risk pool. The purpose of the minimum risk pool
is to identify the minimum pool of funds that is required so as not to expose the insurer’s
capital to the risk that the assessment of the expected claims costs is too low. The actuary
considers several factors in deriving the minimum risk pool that are intended to adjust the
estimate of the fully funded premium pool:

e expected claims costs are adjusted upwards to the insurer’s maximum exposure
amount (this is commonly referred to as the stop loss retention amount which is the
amount at which reinsurance recoveries would be received by the insurer). This
essentially allows the actuary to estimate the amount of funds that would be required
should it incur a severe deterioration in its claims costs experience

e the net cost of reinsurance is replaced by the full reinsurance premium. This refers to
the situation where the actuary assumes that no funds are recovered from the reinsurer
and that it is fully exposed to total claims costs liabilities.

110 The net cost of reinsurance is defined as the reinsurance premium paid for the period less the expected recoveries.

111 This relates to death, disability and retirement (DDR) cover. Among the various insurance products offered by medical
indemnity insurers the cost of offering this product is subsidised by other products in order to make it more affordable
for medical practitioners. This is discussed further in section 4.8.4.
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Risk relativities

As with other types of insurance, the risk profile of the insured is an important determinant
when setting individual premium rates. Typically, the higher the risk profile of the doctor,
the higher the premium considered necessary for the insurer to cover the cost of expected
future claims.'? The differences in premium rates among the medical professionals are
referred to as premium ‘relativities’. These are estimated by the actuary based on an
analysis of claims costs associated with medical practitioners.

Based on the information provided by medical indemnity insurers, the risk profile of the
medical practitioner is determined according to several factors.

e Medical specialty—insurers rate the risk profile of medical practitioners according to
the type of clinical services they provide. Examples of medical specialties include GPs,
non-procedural GPs, obstetricians, gynaecologists, surgeons, plastic surgeons,
orthopaedic surgeons, anaesthetists, neurosurgeons etc. The rationale for these types
of groupings is based on evidence that shows claims experience patterns vary
according to the complexity of the medical procedures carried out. Medical
practitioners that practise relatively more complex medical procedures (such as
obstetrics and neurology) are likely to face a higher risk of medical negligence claims
being made against them compared to medical practitioners that perform less complex
medical procedures (such as local GPs). The complexity of the medical procedures is
also a key determinant of the size of medical negligence claims, suggesting that claims
against neurosurgeons for medical negligence are likely to be relatively more
expensive than claims against general surgeons. The grouping of medical specialties
varies across medical indemnity insurers, with some recording five specialty groups,
while other insurers incorporate up to 80 specialty groups into their relativity pricing.

e State in which a practice is located—the location of the doctor’s clinical practice can
also influence the premium relativity. This may reflect the different legislative
requirements among states and territories, whereby damages for medical negligence
are subject to different compensation laws. For some of the smaller medical indemnity
providers, accurately determining state relativities can be difficult given the smaller
membership that they may hold in certain states. This lack of membership data may
make it difficult for the actuary to analyse such relativities.

e Income band/gross billing levels—premium relativities can also be determined on the
basis of income/gross annual billings generated by the medical practitioner in their
clinical practice. Insurers regard this as a crude, but equitable manner of assessing the
relative amounts of clinical practice undertaken and therefore the risk the insurer is
exposed to. The levels of movements of the billings level are usually determined
through discussions with clinicians and by observing market conditions.

4.8.2 The role of the insurer in pricing

The insurer’s pricing decision is not limited to the information examined by the actuary.

As well as considering the required premium pool and the technical rates recommended
by the actuary, the insurer also sets premiums to achieve several (sometimes competing)
overriding corporative objectives. This suggests that there is scope for the actual premium
rates charged by the insurer to differ from the technical rates recommended by the actuary.
It is not a requirement that the insurer’s board accept the actuary’s recommended rates.

112 New South Wales, under the Health Care Liability Act 2001, is currently the only state in which the premium relativities
are capped for particular medical specialties.
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Beyond the actuary’s pricing advice, some of the wider considerations that insurers have
commented on when determining their final premium structure include the following:

e Recognising the commercial environment—this may involve insurers limiting the size
of premium increases for particular groups of medical practitioners and particular
indemnity products.

e Cross-subsidisation—traditionally, medical indemnity providers have subsidised the
costs of indemnity of higher risk medical practitioners at the expense of lower risk
medical practitioners. This is an industry wide practice, which some insurers claim is
aimed at ensuring that all medical practitioners, not just those in lower risk categories,
are paying indemnity coverage at an affordable price.

e Taxation requirements—since medical practitioners now buy insurance policies rather
than discretionary indemnity coverage, they need to pay stamp duty on the full amount
of the premium. Previously a lesser amount of stamp duty was built into the
subscriptions paid to MDOs (the stamp duty was only paid on the premium component
of the subscription to reinsurers. The stamp duty is now payable on the full indemnity
premium). The level of extra cost to medical practitioners varied by state depending on
the rate of stamp duty. Also, given medical indemnity providers are no longer not-for-
profit organisations since 1 July 2003, their premiums are also subject to the goods and
services tax (GST).

e Contingencies—some insurers commented that their premiums allow adequate
contingency in the targeting of premium rates to achieve the required premium pool
even if there is unexpected loss or unpredictable change of their membership.

e Profit—given that capital allocated to insurance business is at risk, the providers of that
capital usually seek relatively higher returns compared with less risky business.
A critical component in pricing in setting the profit margin. All medical indemnity
insurers referred to this either as a capital loading or contingency loading.

4.8.3 Pricing methods

Several pricing methods are available to insurers generally.'1®

e Market rate pricing—this is market share oriented. It is based on observing the prices
that competitors (the market) charge and then deciding on a price that conforms to the
market, without specific regard to how profitable this market rate is.

e Target pricing—this is cost oriented. It is based on a decision to charge rates which are
expected to make a chosen level of profit.

e Cost plus pricing—this is also cost oriented. The approach determines the expected
cost of claims and adds a percentage to cover administrative expenses and a profit/
capital margin.

e Demand adjusted pricing—this is demand oriented and is consistent with maximising
profits. The price charged is what customers will pay for the product according to what
they think it is worth, regardless of the cost of claims and administration or the
insurer’s need for profit. Under this method, prices will be low if demand is low relative
to supply and will be high if demand is high.

113 These pricing methods were sourced from the ACCC's report, Public liability and professional indemnity insurance,
monitoring report, July 2003, p. 51.
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The pricing information provided by medical indemnity insurers to the ACCC suggests that
they typically employ more than one pricing method, albeit to varying degrees, when setting
premiums for such insurance. Their pricing method is likely to vary according to the type of
indemnity product offered and the risk profile of the medical practitioner being indemnified.

In their pricing strategy, medical indemnity insurers must determine the overall pool of
funds that must be raised through premiums as well as the individual rates charged to
medical practitioners.

e When setting the overall premium pool, the information provided by insurers suggests
that most currently employ a cost-oriented approach, using a mix of cost plus pricing
and target pricing. The insurer’s overall premium pool is largely determined by
estimating expected incurred costs (namely claims and reinsurance costs) as well as
including a capital margin which is intended to enable the insurer to meet APRA's
minimum capital requirements. This pricing approach suggests that market share
oriented pricing strategies are not a primary focus for the insurers.

e When setting individual premium rates, the information provided by insurers suggests
that cost oriented approaches appear to be less important to the insurer. This is borne
out by the fact that some aspects of medical indemnity insurance have typically been
cross-subsidised in an effort by insurers to improve the affordability of certain products
and minimise the indemnity costs for particular groups of medical practitioners.

The existence of cross-subsidisation in medical indemnity pricing is discussed in
section 4.8.4.

Some insurers specifically commented to the ACCC on the objectives of their internal
pricing process, with some suggesting that it is to set prices so that:

e the recommended risk-minimisation pricing pool is achieved
e a suitable contribution to capital is made

e a balance is struck between commercial considerations and the actuarially determined
risk relativities, noting that considerable cross-subsidies exist between some medical
specialties

e corporate objectives are met.

4.8.4 Difference in pricing for products

The nature of the indemnity product offered by medical indemnity providers is important in
determining pricing. There are four main medical indemnity product types offered by
providers including the following.

e Standard medical indemnity claims-made product—this provides indemnity cover to
medical practitioners for the current claims-made period.*** Typically, rates are
graduated over a number of years from a ‘clean’ claims-made state where an insurer
faces only a small risk of a claim being notified in the same year the incident occurred
to a ‘mature’ claims-made state where notifications in the policy period may be in
respect of incidents that occurred many years ago. The latter situation occurs once a
policyholder has been insured for a number of years and is considered to be in a
‘mature’ state.

114 The ACCC understands that none of the existing medical indemnity providers were offering a claims-incurred productin
the current underwriting period.
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e Retrospective cover—this provides the medical practitioner with indemnity cover for
claims that may arise in the period before the start date of the insured’s policy. The
premium payable under this type of cover is usually based on a percentage of the
mature premium. In setting the pricing for retrospective date premiums, some insurers
commented that the underlying pricing principle is that of capital contribution. Longer
term members have paid subscriptions in the past that incorporate a capital
contribution. New members requiring a prior inception retrospective date may be
required to do the same by paying a one-off loading on the premium. Subsequent year
premiums are charged at a mature rate. For example, a new member seeking
retrospective cover for three years may be charged a rate of 130 per cent of the mature
premium by some insurers, whereas a member seeking retrospective cover for five
years may be charged 150 per cent of the mature premium. The subsequent premium
for 12 months is likely to be 100 per cent of the mature premium.

e Extended reporting benefits (ERB)—this is also known as ‘run-off’ claims-made cover
and is available when an insured medical practitioner transfers to another indemnity
provider. Rather than purchase retrospective cover from his new provider, the medical
practitioner may choose to purchase ERB from his old provider to indemnify in the
event that claims arise in the future period in which he is no longer a member with that
existing provider. The medical practitioner’s choice to buy either retrospective cover or
ERB may depend on the price charged by the respective providers for their product
and/or the terms and conditions of the coverage offered by each provider.

e Death, disability and retirement (DDR)—this is also known as run off claims-made cover
which is available only on death, permanent disability and retirement. It is intended to
provide indemnity protection for claims that arise against the medical practitioner in the
event of their death, permanent disability or retirement for incidents that occurred
when the medical practitioner was in clinical practice.

The ACCC understands that there has been a long history of subsidisation of DDR products
within the medical indemnity industry. Currently, most providers offer the DDR product at a
minimal price (of around $200 to $300) which is considered to be far less than the cost to
the insurer of providing such cover.'*® The rationale put forward by the industry for
subsidising this product has been to ensure that medical practitioners who are no longer
able to generate an income in the event of death, disability or retirement can afford to buy
this type of cover.

On 23 May 2003 the Assistant Treasurer, Senator the Hon. Helen Coonan announced a
feasibility study by the Australian Government into the pricing of run-off cover, with any
consequent new arrangements in place by 1 July 2004 to ensure that medical practitioners
have access to appropriate and affordable cover in retirement.16

A number of insurers offer some of these indemnity products as a combined product, for
example, some insurers offer claims-made cover and retrospective cover as one indemnity
product.

115 Although the claim frequency for these claims is relatively small, insurers indicated that only a nominal fee was charged
which would cover the administrative costs associated with the cover.

116 Assistant Treasurer media release, ‘Medical indemnity package finalised’, 23 May 2003.
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4.9 Trends in financial performance

The ACCC examined the underwriting performance of insurers to determine the
performance of the industry over three years between the years ending 30 June 2000 and
30 June 2002. The ACCC used several ratios commonly used in the insurance industry to
assess performance of the industry.

49.1 Ratios

The ratios used by the ACCC can be calculated both gross and net of reinsurance expenses
and recoveries in the year.

The ACCC examined gross ratios, which show performance of the industry before the
impact of reinsurance, to assess the underlying profitability of the business. Net ratios are
also examined to assess the performance of that part of the business retained by the
insurer. Any differences between the gross and net ratio highlight the impact of
reinsurance on the business.

The ACCC examined underwriting performance in terms of the loss ratio, the underwriting
and general expense ratio, the reinsurance ratio and the combined ratio. These terms were
defined in section 4.4.4.

The following ratios are all constructed on an aggregate basis, using data provided by five
of the seven MDOs active in the market throughout the period. The ACCC considers the
results to be representative of the performance of the industry as a whole.1*”

4.9.2 Loss ratio

The loss ratio can be calculated gross or net of reinsurance costs and recoveries. The gross
loss ratio is calculated by taking claims expenses!® by accounting year and dividing it by
gross subscription revenue earned in the corresponding accounting year.

The net loss ratio takes reinsurance recoveries!®® out of claims expenses and takes
reinsurance expenses away from gross subscription revenue.

Table 4.3 shows the gross and net loss ratios for the years ending 30 June 2000 to
30 June 2002.

117 Asthe ratios are constructed using aggregated data, they represent the average performance of all medical indemnity
providers across the period and therefore do not necessarily reflect the results of any individual medical indemnity
provider.

118 Claims expenses are comprised of the total claims payments in the year, added to the change in outstanding claims
reserves over the year. As previously noted, claims expenses are recorded on an inflated and discounted basis. This
calculation is similar to that used to calculate subscription revenue, where the subscriptions received in the year are
added to the change in subscription reserves over the year to arrive at subscription revenue.

119 Similar to claims expenses, reinsurance recoveries revenue is comprised of the actual reinsurance recoveries received
in the year, added to the change in the outstanding reinsurance recoveries over the year.
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Table 4.3 Gross loss ratio and net loss ratio—
years ending 30 June 2000 to 30 June 2002

Year ending 30 June Gross loss ratio Net loss ratio
2000 192% 141%
2001 84% 136%
2002 283% 561%

Source:  Derived by ACCC and includes data for five MDOs

The table shows that the gross loss ratio decreased from 192 per cent in 2000 to 84 per cent
in 2001, and subsequently increased to 283 per cent. The net loss ratio decreased
marginally from 141 per cent in 2000 to 136 per cent in 2001, and then increased
significantly to 561 per cent in 2002.12°

The table shows that the gross and net loss ratio changed greatly between 2000 and 2002.
These changes are likely to have been influenced by the changes in the treatment of IBNR
claims costs during this period. The explicit inclusion of IBNR related claims costs into the

liability valuations of MDOs has resulted in a significant deterioration in both the gross and
net loss ratios for the years ending 30 June 2000 and 2002.1%

Movements in the net loss ratio reflect both variations in the gross loss ratio and variations
in the outcomes of reinsurance activities. In 2001 the collapse of HIH, a major medical
indemnity reinsurer in Australia, led to one-off revisions in expected recoveries for the
majority of MDOSs. Therefore, while the substantial movement in the gross loss ratio from
2000 to 2001 would ordinarily have created a similar movement in the net loss ratio, the
impact of HIH largely offset this improvement when examining the net loss ratio. In 2002 the
combination of substantially higher reinsurance premiums and large IBNR related expenses
is likely to have resulted in the deterioration of the industry gross and net loss ratios.

4.9.3 Expense ratio

The expense ratio can also be calculated gross or net of reinsurance expenses. The gross
expense ratio is calculated by taking underwriting and general expenses by accounting
year and dividing it by the gross subscription revenue earned in that year. The net expense
ratio takes the underwriting and general expenses and divides them by net subscription
revenue (gross subscription revenue less reinsurance expenses).

Table 4.4 shows the gross and net expense ratios for the years ending 30 June between
2000 and 2002.

120 Qvertime, it is expected that the gross loss ratio will be lower than the net loss ratio. Where reinsurance is priced on a
technical basis (see appendix D), reinsurance recoveries could be expected to be less than the price paid for that
reinsurance. Therefore, after allowing for both reinsurance recoveries and reinsurance expenses, the net loss ratio, in
the absence of high catastrophic loss, should be higher than the gross loss ratio. The table highlights that this
relationship does not always hold. Although somewhat infrequent, reinsurance recoveries could easily exceed the price
paid for that reinsurance. The year ending 30 June 2000 is an example of such a period, where the loss ratio improved
on anet basis.

121 The abnormal expense items relating to IBNR claims expenses included in total claims expenses for these years were
as follows: $65 million for 2000; and $475 million for 2002. The gross ratio for 2001 was unaffected by any abnormal
items relating to IBNR expenses.
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Table 4.4 Gross expense ratio and net expense ratio—
years ending 30 June 2000 to 30 June 2002

Year ending 30 June Gross expense ratio Net expense ratio
2000 20% 29%
2001 37% 52%
2002 34% 71%

Source:  Derived by ACCC and includes data for five MDOs

The table shows that the gross expense ratio was around 20 per cent in 2000, and increased
to 37 per cent in 2001, remaining relatively constant (at 34 per cent) in 2002. The net
expense ratio progressively increased from 29 per cent in 2000 to 52 per cent in 2001, and
to 71 per cent in 2002.1%2

The increase in the gross expense ratio across the period occurred across all of the five
MDOs, albeit at different rates.

The increase in the net expense ratio during the period is likely to reflect the growth in
expenses relative to subscription revenue from 2000 to 2001. The further increase in 2002
in the net expense ratio is caused by the increase in reinsurance premiums paid that year
which resulted in lower net subscription revenue.

The trend in the gross expense ratio is consistent with the trend in underwriting and
general expenses shown in chart 4.4.

4.9.4 Reinsurance ratio

The reinsurance ratio is calculated as reinsurance expenses divided by gross subscription
revenue. It is calculated as a separate ratio because reinsurance is a different type of
expense to underwriting and general expenses in that it is somewhat discretionary, and
because it is a major component of total expenses.

Table 4.5 shows the reinsurance ratio for the years ending 30 June between 2000 and 2002.

Table 4.5 Reinsurance ratio—years ending 30 June 2000 to 30 June 2002

Year ending 30 June Reinsurance ratio
2000 30%
2001 30%
2002 52%

Source:  Derived by ACCC and includes data for five MDOs

122 The net expense ratio should almost always be greater than the gross expense ratio, as net subscription revenue is
smaller than gross subscription revenue. This may not be true in some circumstances (e.g. unusual timing of
reinsurance commissions).
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The table shows that the reinsurance ratio was constant at 30 per cent in 2000 and 2001
before increasing to 52 per cent in 2002.

The increase occurred across all of the five MDOs, albeit at different rates. The reasons
behind this increase are not entirely clear, however they may relate to either changes in
the amount of reinsurance cover sought by MDOs, or increases in the reinsurance premium
payable for a given level of cover or, perhaps a combination of both of these factors.

The reinsurance ratio is consistent with the trend in reinsurance expenses shown in chart 4.4.

495 Combined ratio

The gross combined ratio is calculated by adding together the gross loss ratio and the
gross expense ratio. The net combined ratio is the sum of the net loss ratio and the net
expense ratio.

Table 4.6 shows the gross and net combined ratios for the years ending 30 June 2000 to
30 June 2002.

Table 4.6 Gross combined ratio and net combined ratio—
years ending 30 June 2000 to 30 June 2002

Year ending 30 June Gross combined ratio Net combined ratio
2000 213% 170%
2001 120% 189%
2002 317% 632%

Source:  Derived by ACCC and includes data for five MDOs

The table shows that the gross combined ratio decreased from 213 per cent in 2000 to
120 per cent in 2001, and subsequently increased to 317 per cent in 2002. The net combined
ratio increased across the period from 170 per cent in 2000 to 632 per cent in 2002.1%

This table highlights significant variation in both the net and gross combined ratios,
reflecting the considerable number of significant one-off events occurring during the
period, as discussed earlier in this section. In the absence of these events it is, however,
unlikely that the medical indemnity industry would have achieved gross or net combined
ratios below 100 per cent across the period. As previously noted, these ratios represent
the average performance of the industry, and do not reflect the results of individual
medical indemnity providers.

To highlight this, table 4.7 below shows the adjusted gross and net combined ratios for the
years ending 30 June 2000 to 30 June 2002 after excluding the expenses associated with
bringing IBNRs onto the books of several MDOs.?*

123 Asnoted in relation to Table 4.3, the net combined ratio is lower than the gross combined ratio in the absence of large
losses that would generate significant reinsurance recoveries.

124 Calculated by removing the abnormal items relating to the formal recognition of IBNR liabilities in the profit and loss from
claims expenses for that period. Revisions to these liabilities in years subsequent to their formal recognition, which will
resultin an increase or decrease in claims expenses for the year in which the revision is made, have not been excluded.
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Table 4.7 Gross combined ratio and net combined ratio (IBNR adjusted)—
years ending 30 June 2000 to 30 June 2002

Year ending 30 June Gross adjusted combined ratio Net adjusted combined ratio
2000 176% 118%
2001 120% 189%
2002 118% 219%

Source:  Derived by ACCC and includes data for five MDOs.

The table shows that the adjusted gross combined ratio decreased from 176 per cent in
2000 to 120 per cent in 2001 and remained relatively stable at 118 per cent in 2002. The
adjusted net combined ratio increased from 118 per cent in 2000 to 189 per cent in 2001,
further increasing to 219 per cent in 2002.

This table suggests that, even without abnormal expenses related to bringing previously
unaccounted for IBNRs onto the books, the medical indemnity industry did not perform
strongly (on a gross or net basis) between 2000 and 2002 with costs greatly exceeding
revenues.

In summary:

The gross combined ratio declined from 213 per cent in 2000, to 120 per cent in 2001
then increased to 317 per cent in 2002. These movements are likely to have been
greatly affected by increases in expenses created by changes in the formal recognition
of IBNRs by MDOs.

The net combined ratio increased across the period from 170 per cent in 2000 to
189 per cent in 2001 and to 632 per cent in 2002. This was also probably affected by
IBNRs, as well as the reduction in expected reinsurance recoveries from HIH after its
collapse.

This analysis indicates that there was significant variation in the financial performance of
the medical indemnity providers in recent years and that, overall, the medical indemnity
industry incurred significant losses.

4.10 Conclusion
Based on the data provided by medical indemnity providers, the ACCC found that between
the year ending 30 June 1998 and 30 June 2002:

e The cost of claims and reinsurance were major influences on the pricing of medical
indemnity insurance during this period.

e Claims costs increased because of increases in the number and size of claims.

e The frequency of claims fluctuated over the period, but overall it increased from
3.2 per cent in 1998 to 4.2 per cent in 2002. This means that more claims were
notified in 2002 than in 1998 for a given number of indemnity members.

e The average size of claims increased from approximately $86 000 in 1998 (valued at
30 June 2002) to approximately $129 000 in 2002 (a 50 per cent increase).
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Other costs, such as reinsurance, underwriting and general expenses increased overall.

e Reinsurance expenses as a proportion of gross subscription revenue increased
from 30 per cent in 2000 to 52 per cent in 2002.

o Underwriting and general expenses as a proportion of gross subscription revenue
increased from 20 per cent in 2000 to around 34 per cent in 2002.

Indemnity providers charged higher subscriptions for medical indemnity insurance
from 2001. The real average subscription rate declined by around 27 per cent between
1999 and 2000, increased by over 12 per cent in 2001 and by 15 per cent in 2002. The
statistics are difficult to interpret due to a change in cover from a claims-incurred to a
claims-made basis over this period for some medical indemnity insurers.

Indemnity premiums paid by individual medical practitioners vary accordingly to a
number of factors, such as differences in their risk profiles. The risk profile is primarily
determined by their medical specialty performed, the state in which their practice is
located and their income/billing band.

Historically, there has been cross-subsidisation in medical indemnity pricing. Medical
practitioners in low-risk specialties have subsidised the cost of indemnifying high-risk
specialties through the rates charged by medical indemnity providers. Providers have
also cross-subsidised the cost of retirement cover.

The net combined ratio (that is, expenses including claims costs plus underwriting and
general expenses less expected reinsurance recoveries, as a proportion of gross
subscription revenue less reinsurance expenses) showed that there generally has been
significant variation in the financial performance of medical indemnity providers in
recent years, and that, overall, the industry has incurred significant losses. This was
probably brought about by changes in the formal recognition of IBNRs by a number of
indemnity providers and the reduction in expected reinsurance recoveries from HIH
after its collapse.
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5 Actuarial and commercial justification
of medical indemnity premiums

5.1 Introduction

The ACCC'’s role in medical indemnity insurance as outlined by the Australian Government
on 23 October 2002 is to assess whether the insurance premiums are actuarially and
commercially justified.

Unlike other types of insurance within the general insurance framework, there are
currently no specific actuarial professional standards that apply to the pricing of medical
indemnity insurance. This means that there is little formal guidance as to whether medical
indemnity insurance premiums are actuarially and commercially justified. For the ACCC to
assess the actuarial and commercial justification of premiums set by medical indemnity
providers in 2003, it was therefore necessary for the ACCC to establish its own
assessment framework.

It is important to note that the ACCC’s analysis is necessarily focused on how premiums
are derived by the five medical indemnity providers from an actuarial and commercial
perspective. This review is not intended to assess the appropriateness of an insurer’s
premium levels in terms of whether they are considered ‘too high’ or ‘too low’. The ACCC
has also not assessed the appropriateness of insurers’ profitability or costs in terms of their
economic efficiency. This would require the ACCC to have an intimate knowledge of each
insurer’s business and access to commercially sensitive corporate models which is
beyond the scope of the government’s request. The ACCC notes, however, that
competition in the medical indemnity industry may increase over the longer term.

This would generally be expected to align costs, prices and profits to an economically
appropriate level.!®

This chapter describes the methodology adopted by the ACCC for this exercise.
The results of the analysis are presented in chapter 6.

5.2 Scope of assessment methodology

The ACCC'’s assessment methodology covers the five providers in Australia that currently
offer medical indemnity insurance to private medical practitioners. These organisations
were specified in section 2.4.1.

This first report examines premiums set by medical indemnity providers for the
underwriting period following the commencement of the ACCC's role on 1 January 2003.
With the exception of UMP/AMIL, this period relates to the 2003-04 underwriting year
(i.e. 1 July 2003 to 30 June 2004). For UMP/AMIL, this period relates to the 2003
underwriting year (i.e. 1 January 2003 to 31 December 2003).

The remainder of this chapter outlines the assessment methodology adopted by the ACCC
in its assessment of the actuarial and commercial justification of premiums.

125 Economic efficiency requires that costs are minimised for a given level of output. Generally, the stronger the
competition, the more likely it is that costs will be economically efficient. Similarly, the stronger the competition, the
more likely it is that profits will not be excessive.
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5.3 Actuarial justification of premiums

The ACCC understands that all medical indemnity providers engaged external actuaries in
their premium setting process for the current underwriting period. However, for premiums
set in 2003 the nature and extent of the involvement of actuaries in pricing decisions of
medical indemnity is likely to have varied across insurers.

The Institute of Actuaries of Australia (IAAust) is the professional body representing the
actuarial profession in Australia. One of its key responsibilities involves establishing and
maintaining professional standards.'* As indicated previously, there are no existing formal
standards or guidance notes established by the IAAust for medical indemnity premiums.
The ACCC examined existing professional standards which revealed that the general
professional standards of the IAAust apply to actuaries conducting actuarial work on
medical indemnity premiums.

In particular, clause 26 of the IAAust’s professional code of conduct states:

An Actuary is expected to include in any report a statement including to whom the report is addressed,
a statement describing or clearly identifying the data and the actuarial methods and assumptions
employed, and a statement drawing attention to any important implications of those methods.

Any report should contain sufficient information and discussion to enable a client to form a view on

the appropriateness and implications of the recommendations. (IAAust, December 2001, p. 5)

Clause 25 states:

Actuaries must exercise their best judgement to ensure that any advice provided is based on sufficient
and reliable data, on adequate and appropriate assumptions, and on sound actuarial principles.
(IAAust, December 2001, p. 5)

The professional training of actuaries does not stipulate the ‘correctness’ of any one
approach or method. Rather, it relies on the professional judgment of the actuary providing
the advice. However, it is evident from the code of conduct that whatever approach or
method is employed, it must be clearly documented and supported.

5.4 Actuarial justification of premiums—assessment
factors

Without an established framework, the ACCC considered it appropriate to assess the
actuarial justification of premiums taking into consideration a number of broadly defined
factors.

The ACCC's review of the actuarial justification of premiums considers the technical
aspects of pricing. It examines the process adopted by the insurers in the derivation of
premium rates, the approach for constructing those premiums, the level of detail used to
support pricing assumptions, the rigour of the analysis and the extent to which other
relevant issues, such as recent medical indemnity and tort reforms have been considered
in setting prices.

The specific areas of the ACCC's evaluation are as follows.

e Ratings process—the method used by the medical indemnity insurer’s actuary to
determine premium rates. The factors considered by the ACCC include:

126 More information about the Institute of Actuaries can be found at its website http://www.actuaries.asn.au
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o the extent to which premium rates are based on sound actuarial professional
standards (such as existing standards related to disclosure of information to enable
another actuary to reproduce the results)

o the method employed by the actuary to construct the aggregate premium pool,
associated premium relativities, the assumptions adopted and the rigour associated
with those assumptions

o the extent to which the insurer’s board adopted the actuary’s recommended
premium rates'?’

o the degree to which the actuarial results can be internally reconciled with pricing
reports and other reports, such as the funding plan and outstanding liability
assessments.!?®

Pure risk premium—the level of premium that is required to purely meet the cost of
expected medical indemnity claims and associated costs. This can be difficult to
determine accurately given the ultimate costs associated with these claims are not likely
to be known for a number of years after the premium has been set (see section 2.2.3).
The estimate of the pure risk premium excludes the premium amount necessary to
cover the insurer’s expenses, reinsurance expenses and profit margin. Factors

e issues related to the cost structure of claims, such as the adopted claims frequency
assumptions, allowances for large claims, the projected rate of claims cost
increases, legal costs, discount rate, and the projected growth rate of membership

Expenses—the expenses incurred by the insurer as a result of acquiring, writing and
servicing the insurance business. Factors considered include:

e assessing the basis of cost allocation across membership categories and the effect
on expenses of structural changes from a discretionary mutual to an authorised
Reinsurance expenses—the amount of premium ceded to reinsurers for reinsurance

o whether or not the reinsurance program is used effectively to minimise the risk

o the extent to which the cost of reinsurance is included in premium rates

o the assessment of expected recoveries compared to premiums.

Capital—the funds that must be raised by an insurer to support its operations. Factors

e assessing the capital structure of the insurer and the cost effectiveness of how the

Currently, there is no formal requirement which specifies that the insurer’s board must adopt the actuary’s
recommended premium rates. The role of the actuary and the role of the insurer in pricing of medical indemnity

This assessment does not involve the ACCC commenting on the economic appropriateness of the cost allocation
across membership categories (that is, whether or not costs are loaded onto particular groups relative to another).

°
considered include:
numbers and profile.
°
insurer.1?®
°
during a period. Factors considered include:
exposure of the portfolio
recommended by the actuary
°
considered include:
capital is raised
127
insurance was discussed in chapter 4.
128 The content of these reports is explained later in this chapter.
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e quantifying the impact on premiums of any allowance that is made to either raise
the level of capital or service the capital raised.

o Profit—the surplus of funds that emerges after reinsurance costs, claims expenses and
underwriting expenses are deducted from premium revenue. Factors considered include:

e examining the basis of the profit margin implied by the actuary’s recommended
premium rates. In this case, the analysis is focused on identifying sources of an
insurer’s profit rather than assessing the appropriateness of an insurer’s overall
profitability levels in terms of whether projected levels are ‘too high’ or ‘too low’

o quantifying the capital allocated, the targeted return on capital and the imputed
return on capital. The targeted return on capital is the required rate of return on
invested capital specified by the medical indemnity provider. The imputed return on
capital is the expected return based on the adopted assumptions and actuarial
modelling.

e Recommended rates/relativities—the premium rate and/or price relativities across the
various risk specialties that are recommended by the actuary to the insurer’s board.
Factors considered include:

o the extent of the analysis to confirm or modify risk specialities

e quantifying cross subsidies and incorporation of board policy in the recommended
rates

e comparing the actuary’s recommended premium relativities against the actual
premium rates charged by the insurers, with insurers being asked to explain any
material differences.

5.4.1 Actuarial justification—other factors

Government reforms

The ACCC also examined the impact of measures arising from the Australian
Government’s medical indemnity package and relevant tort reform initiatives introduced by
state and territory governments on costs and premiums.**° The ACCC requested specific
commentary on the following government initiatives.

e High cost claims scheme (HCCS)—medical indemnity providers were asked to detail
the effect this scheme has had on costs (in particular reinsurance costs) and premiums.
When the effect of the scheme was limited to the reinsurance arrangements of the
provider, details of its positive effect it had on the terms and conditions secured,
including price, were requested.

e Premium subsidy arrangements—medical indemnity providers were asked to
comment on the extent to which the introduction of premium subsidies for specific
specialties had impacted on premium rates for those specialties.

e Tort reform—medical indemnity providers were asked to detail the effect of tort
reforms on the premium setting arrangements. This included specific commentary by
jurisdiction of the effect on costs, premiums, assumptions and methodology
employed. Where no consideration of the effect of tort reforms on costs and premiums
was given, this was to be noted.

130 These reforms were discussed in chapter 3. A summary of tort reform implemented by state and territory governments
up to 30 June 2003 is provided in appendix B.
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Cross-subsidisation

Other issues affecting the actuarial justification of premiums generally not related to recent
government reforms were also considered. One of the most significant issues to be
considered in medical indemnity pricing relates to the various levels of cross-subsidisation
historically present in the premiums charged for this type of insurance. The issue of cross-
subsidisation is discussed briefly in section 4.8. There are at least two types of cross-
subsidisation in the industry.

e Cross-subsidisation between specialties—historically, medical practitioners in low-risk
specialities have subsidised the cost of indemnifying high-risk specialties through the
premium rates charged by medical indemnity providers. This
cross-subsidisation was seen as important by MDOs and medical practitioners to
preserve the practice of high-risk medicine. It is unclear whether these subsidies will
remain or whether they will be unwound if competition increases in the longer term.

e Cross-subsidisation between current and retired members—historically, the premium
setting arrangements adopted by indemnity providers have effectively enabled
practising medical practitioners to fund the retirement of other medical practitioners by
providing retirement cover free of charge. Retirement cover arrangements are however
likely to change following the findings of the Australian Government’s study into
affordable retirement options.**

The ACCC asked medical indemnity providers to comment on these issues of cross-
subsidisation. Cross-subsidisation was considered an important issue to address as it
effectively involves a shift away from the actuarially justified premiums charged for a given
specialty to cover the likely costs of providing indemnity. It may also affect the commercial
justification of premiums.

5.5 Commercial justification of premiums

As with actuarial justification, the concept of commercial justification has no standard
definition. Furthermore, the split between actuarial and commercial justification is
somewhat artificial as many of the commercial aspects are important factors for the actuary
to consider when recommending premium rates and structures.

For the ACCC'’s assessment, the earlier discussion on actuarial justification was
deliberately restricted to the technical rating process of premiums. This leaves
commercial justification to encompass more general actuarial pricing principles that
consider the ongoing viability of the insurer. Commercial justification can also be linked
with the examination of ‘worse than expected’ scenarios. This kind of examination
determines the financial position of the organisation in the event of less than favourable
circumstances, such as a decline in membership or increasing reinsurance costs.

The ACCC also formed the view that the commercial justification of premiums also
involved whether insurers’ current premiums and strategies would be sustainable in a
viable and ongoing commercial market environment. In effect, this involved assessing
whether insurers were in fact charging premiums that might be considered unsustainable
in a commercial market environment.

131 Prime Minister media release, ‘Medical indemnity: certainty for doctors’, 23 May 2003.
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Organisations will ideally examine the financial impact of pricing decisions on their
operations. Fiscally responsible insurers do this by preparing business plans that describe
how they intend to manage their business. They also prepare detailed corporate plans on
the financial effect (operating statement and balance sheet implications) of the business
plan on their overall corporate strategies.

5.6 Commercial justification—assessment factors

The following indicates the broad factors considered by the ACCC in assessing the
commercial justification of medical indemnity premiums charged in the current
underwriting year:

e solvency targets—an assessment of whether the provider was solvent and was likely to
stay solvent based on information insurers have already provided to APRA as part of its
prudential role

e emerging profit—factors such as profitability of the premium rates recommended by
the actuary. Consideration was also given to what the profit margin was likely to be,
based on the actual premiums charged

e capital targets—assessing the insurer’s capital raising strategy, progress towards
meeting its capital requirements and progressive targets as outlined in its funding plan
to APRA for capital compliance by 30 June 2008. This is a similar assessment to that
conducted by APRA for its prudential purposes. Consideration was also given to
insurers’ strategies to build the necessary level of capital, in the event of excesses or
shortfalls in the accumulation of capital against the funding plan targets

e operational issues—issues considered included the appropriateness and extent of the
corporate governance framework, risk management strategies, investment strategies,
and reinsurance arrangements entered into by the provider

e trends in performance indicators—apart from examining trends in the above statistics,
insurers set themselves key performance indicators (KPIs) against which to measure
organisational performance. These KPIs were considered as well as a broader set of
performance indicators so that the overall financial position of the insurers could be
assessed.

5.6.1 Commercial justification of premiums—other factors

Government reforms

Similar to its assessment of the actuarial justification of premiums, the ACCC’s method for
‘commercial justification’” also examined the effect on costs and premiums of recent
government reforms relating to the medical indemnity package (the high costs claims
scheme and premium subsidy arrangements) and tort reform initiatives.

The ACCC's assessment also considered the effect of other government reforms relating
to medical indemnity on the commercial justification of premiums. The most notable was
the legislative move to the prudential framework for all forms of medical indemnity.

This change has required all medical indemnity providers to be authorised insurers,

issue insurance policies and meet APRA’'s minimum capital requirements.
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Cross-subsidisation

Other issues affecting the commercial justification of premiums not specifically related to
recent government reforms were also considered. As noted with respect to actuarial
justification, issues related to the various forms of cross-subsidisation historically present
in the premiums charged for medical indemnity were considered important in the context
of the ACCC'’s analysis.

There are a number of reasons for examining the issues of both cross-specialty and
retirement subsidisation in the context of commercial justification of premiums. For
example, offering cross-subsidised products, especially for retiring medical practitioners,
may provide insurers with a strong incentive to attract new policyholders and retain
existing ones. In this circumstance, the divergence of actual premium rates from actuarially
justified rates may be considered commercially justified. However, it is not clear that in a
more competitive market substantial levels of cross-subsidisation between practitioners
with different risk profiles could continue. The potential for selective ‘cherry-picking’ entry
by other insurers in the medium to longer term targeting low-risk specialties may expose
cross-subsidising insurers to adverse selection issues in that they may be left with higher
risk specialties which could threaten their financial viability. In this kind of competitive
environment it is possible that the extent of cross-specialty cross-subsidisation would
diminish to ensure the ongoing financial viability of existing medical indemnity insurers.!32

5.7 ACCC’s information request to insurers

For the ACCC to fulfil its monitoring requirements, it was necessary to directly approach
medical indemnity providers to request the relevant information. The ACCC developed a
uniform information request for insurers to complete. Before finalising this request, the
ACCC consulted extensively with insurers on its role and information requirements.

The ACCC also piloted its information request directly with insurers and other stakeholders
such as APRA. Much of this feedback was incorporated. During these consultations, all
insurers indicated a willingness to participate in the ACCC’s monitoring program.

In developing this request, the ACCC was aware that APRA requires a range of information
from medical indemnity providers for prudential purposes. In determining its own
information requirements, the ACCC therefore made every effort, to the extent possible,
to align its information request with APRA's requirements to minimise the information
burden on medical indemnity insurers. However, the ACCC was given a role in price
monitoring and consequently required a different level of detail than that of APRA to fulfil
the requirements of its role. The information request, while broadly consistent with APRA's
requirements in many respects, was necessarily more detailed in parts.

The following sections briefly describe the nature of the reports and information the ACCC
requested from medical indemnity providers.

132 This does not necessarily mean that premiums for high-risk specialties would increase considerably, or atall. In a more
competitive environment, for example, costs and hence premiums, including those charged to high-risk specialties,
may be driven down.
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5.7.1 Actuarial pricing report

The ACCC understood that each medical indemnity provider commissioned actuarial
pricing reports for premiums to apply for the 2003-04 underwriting year. The ACCC
requested a copy of this report.

The ACCC further outlined the desired scope and detail to be covered in these reports.
While such detail was not ordinarily included in the actuarial pricing report, the ACCC
requested that the report include additional commentary on any effect government
reforms had on the actuarial assessment performed for the indemnity provider, including
but not limited to:

e the high cost claims scheme (HCCS)

e tort reform enacted in various jurisdictions.

5.7.2 Actual premium rate report

The ACCC requested that the medical indemnity provider prepare a report detailing the
actual premiums charged for all forms of indemnity in the current underwriting year,
including those rates charged for run-off cover.

Where actual premium rates differed from the relativities set out in the actuarial pricing
report, the indemnity provider was asked to detail the reasons for these differences.
This discussion was to include all relevant commercial and regulatory factors affecting
the pricing decisions made by the indemnity provider.

As with the actuarial pricing report, the ACCC asked indemnity providers to comment
specifically on any effects the following government reforms had on the actual premium
rates being charged:

e the high costs claims scheme (HCCS)
e premium subsidies

e tort reform enacted in various jurisdictions.

A range of historical information relating to membership and subscription rates was also
requested from the indemnity provider and its predecessor MDO, where available.
Where possible, this information was presented in chapters 2 and 4.

5.7.3 Actuarial liability valuation report

The ACCC requested the latest available liability valuation report produced by the
indemnity provider’s actuary. In most cases, this was likely to be the 30 June 2002 liability
valuation report. This report was expected to contain commentary on all material issues
influencing the assessment of the outstanding claims and premium liabilities.

The ACCC also indicated in its request to insurers that, for its assessment, future liability
valuation reports may be expected to comment on the effects of a range of government
reforms including the high cost claims scheme and tort reform enacted in various
jurisdictions.
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5.7.4 Otherinformation

The ACCC requested a range of other information from indemnity providers. In doing so, it
was anticipated that the following items would have been either previously submitted to
APRA or readily available:

e funding plan—a copy of the funding plan submitted to APRA before 30 June 2003 was
requested

e financial projections—projections supporting the ‘best’ estimate'®*® and stress tests, as
ordinarily supplied to APRA, were requested

e a copy of the insurance policies offered to medical practitioners

e annual reports—of the predecessor MDO and authorised insurer for the last five years
where available

e summary triangulation statistics®**—these were requested where they were not
otherwise provided in the specified reports

e other information—indemnity providers were asked to supply any other information
that they considered important for the ACCC to perform its assessment.

5.8 Conclusion

The ACCC'’s role in medical indemnity insurance involves assessing whether the
premiums are actuarially and commercially justified.

As there are currently no actuarial standards that apply to the pricing of medical indemnity
insurance, the ACCC was required to establish its own assessment framework.

The ACCC'’s assessment of the actuarial justification of premiums considers the technical
actuarial aspects of pricing. It examines the process adopted by medical indemnity
providers in the derivation of premium rates, including their risk assessment of a claim
arising from a particular group of medical practitioners as well as the strategy employed by
the provider in managing that risk. It also considers the approach taken by providers for
constructing those premiums, the level of analysis used to support pricing assumptions as
well as the extent to which other relevant issues (such as medical indemnity and tort
reforms) were considered in setting prices.

The ACCC'’s assessment of the commercial justification of premiums considers whether
insurers’ current premiums and pricing strategies would be sustainable in a viable and
ongoing commercial market. In effect, this involves assessing whether insurers were in
fact charging premiums that might be considered unsustainable in a commercial market
environment. In view of the transitional capital arrangements that apply to medical
indemnity providers between 1 July 2003 and 30 June 2008 (see section 2.4.4), the
ACCC's assessment also considers the ability of medical indemnity providers to meet their
commercial and regulatory obligations regarding key stakeholders, including APRA and the

133 Also known as the ‘central’ estimate, the ‘best’ estimate is a standard actuarial term that refers to the actuary’s
estimate of liabilities that contains no deliberate or conscious over or under estimation. In statistical terms, the best
estimate is the expected mean value of a range of possible outcomes.

134 Triangulation statistics refers to statistics on claims numbers or costs that are prepared on two reporting bases
(i.e. incident year versus report year, year of notification versus year of settlement).
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medical practitioners. The ACCC is not required to assess the appropriateness of these
obligations, rather whether the insurer is able to meet its obligations. This relates to
assessing the effect on premium rates of regulatory requirements relating to medical
indemnity providers achieving a fully capitalised position by 30 June 2008 as well as other
requirements such as the rate of return on the capital employed.

The ACCC obtained the necessary information directly from the five medical indemnity
providers. The results of the ACCC’s analysis are presented in the following chapter.
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6 ACCC assessment of the actuarial and
commercial justification of premiums

6.1 Introduction

This chapter presents the ACCC's findings regarding the actuarial and commercial
justification of medical indemnity premiums charged for the 2003-04 underwriting period
(this period related to the 2003 calendar year in the case of AMIL) by the five current providers.

The analysis examines the actuarial and commercial justification of premiums at an
industry level by identifying a number of issues common to medical indemnity pricing
across the industry.

6.2 Qualifications

The ACCC's analysis is based on information supplied by each of the five insurers and their
affiliated MDOs. The ACCC relied on the information provided by insurers rather than
performing an independent verification.

The level of detail and quality of information provided by insurers in response to the
ACCC'’s information request varied. This was particularly apparent in the information
provided by individual insurers regarding assumptions and supporting analysis
underpinning their pricing strategies.

Some of the reports requested by the ACCC (see section 5.7) were not available or not
provided by a number of insurers. In most cases, this was because insurers did not
produce these reports as part of their premium setting arrangements. Some insurers
provided alternative information to satisfy the ACCC'’s information requests. The ACCC was
able to draw conclusions based on the information provided by most insurers. However,

in some cases more detailed information would have assisted the ACCC’s analysis.

This issue will be raised with the relevant insurers in the context of future information
requests by the ACCC as part of its ongoing monitoring role.

In preparing this report it was necessary for the ACCC to maintain the confidentiality of
information provided by individual insurers. Therefore some quantitative aspects of the
ACCC'’s analysis, particularly in relation to its assessment of individual insurer’s
information, could not be disclosed in this report.

6.3 Assessment methodology

The ACCC’s methodology for assessing the actuarial and commercial justification of
premiums was outlined in detail in chapter 5.

The ACCC'’s review of actuarial justification of premiums considers the technical aspects
of pricing. It examines the process adopted by the insurers in the derivation of premium
rates, the approach for constructing those premiums, the level of detail used to support
pricing assumptions, the rigour of the analysis and the extent to which other relevant
issues (such as recent medical indemnity and tort reforms) have been considered in
setting prices.
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The ACCC's assessment of the commercial justification of premiums considers whether
insurers’ current premiums and pricing strategies would be sustainable in a viable and
ongoing commercial market. In effect, this involves assessing whether insurers were in
fact charging premiums that might be considered unsustainable in a commercial market
environment.

6.4 ACCC assessment of the actuarial and commercial
justification of premiums—industry analysis

Based on current industry conditions, the ACCC generally considered that the premiums
charged by the majority of the medical indemnity industry for the current underwriting
period to be actuarially and commercially justified.

The ACCC's assessment of the actuarial justification of premiums on an industry-wide
basis is presented in sections 6.5 and 6.6. Its assessment of the commercial justification of
premiums is presented in sections 6.7 and 6.8.

6.5 Summary assessment of the actuarial justification of
premiums

The ACCC found that, for four of the five current indemnity providers, premiums were
considered to be actuarially justified. With respect to the remaining provider (HPIA), the
ACCC was unable to determine whether premiums were actuarially justified due to a lack
of information it provided regarding its assumptions and supporting analysis.**®

Two main aspects of insurers’ pricing strategies were considered. Firstly, the ACCC
assessed whether or not the overall premium pools of the insurers were adequate to cover
expected costs. Secondly, it assessed whether or not specialty premium rates were
determined using actuarially sound methods.

6.5.1 Overall premium pool

With respect to the overall premium pools of insurers, the ACCC found them to be
actuarially justified. It was evident that insurers made extensive use of actuaries in
preparing liability assessments, pricing reports and funding plans required by APRA.
Generally, the overall required premium pool recommended by the actuary was accepted
by the insurer.

The ACCC also found that all five providers are currently raising capital through explicit
premium loadings. Across the five providers, on average, around 36 per cent of the overall
premium pool determined for the current underwriting period was allocated to capital
accumulation. The funding plans provided by insurers suggest that this form of capital
accumulation will continue through the APRA transitional period.

135 The ACCC consulted extensively with HPIA about the areas in which additional information was required. The ACCC
wrote to them on 30 September 2003 indicating that if they did not provide the information sought, this would affect the
ACCC's ability to carry out its monitoring role and thus the information it provided in its report to the Australian
Government about HPIA.
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The ACCC notes that raising capital through premium loading is one of a number of ways
that may be available to insurers to accumulate capital. Other sources of capital are
injections from existing shareholders, or share offers to members/policyholders and/or
third parties. However, these options have different effects on the insurers. For example,
sourcing capital from existing shareholders (assuming that they have sufficient capital to
adequately capitalise the insurer) would deplete the capital reserves of the shareholders,
while the other two options may alter the ownership or control of the insurer. The method
adopted by an insurer needs to be considered in the context of its overall business
strategy. It is possible that insurers may need to consider other ways of raising capital
should new entry into the industry occur in the longer term.

Once the existing insurers raise the required level of capital, it is reasonable to expect that
premium loadings may reduce. However, it is possible that the loading in the premium
may not be completely removed as instead of a capital loading it may become necessary
to include a profit margin to ensure that the insurer obtains a reasonable rate of return.
However, the implied profit margin is likely to be lower than the capital loading currently
built into premiums.

6.5.2 Specialty premium rates

The ACCC'’s analysis regarding specialty premium rates showed that insurers adopted
different premium relativities to the technical rates recommended by their actuaries.
The ACCC considered that adopting different rates from the technical rates was still
actuarially sound as the overall premium pool was still expected to be achieved, and this
risk, in most cases, was quantified. Reasons for this divergence related to:

e the maintenance of cross-subsidisation by insurers

e limitations in some aspects of claims experience information which meant that some
insurers were unable to accurately determine relativities.

These are discussed in more detail below.

Maintenance of cross-subsidisation by insurers

As indicated previously, medical practitioners in low-risk specialities have subsidised the
cost of indemnifying high-risk specialties to make insurance premiums to medical
practitioners practising in high-risk medicine more affordable. A number of insurers
indicated to the ACCC that some degree of unwinding of subsidies in premiums was
expected in the following underwriting periods to better reflect the level of risks being
underwritten.

It is unclear whether or not substantial levels of cross-subsidisation between practitioners
with different risk profiles could continue in a more competitive market. The potential for
selective ‘cherry-picking’ by other insurers entering the market in the medium to longer
term targeting low-risk specialties may put pressure on existing insurers to unwind this
type of cross-subsidy. In a more competitive environment it is possible that the extent of
cross-specialty cross-subsidisation would diminish to ensure the ongoing financial viability
of existing medical indemnity insurers.

Medical indemnity providers have also cross-subsidised the cost of retirement cover.
The ACCC is aware that the Australian Government, in conjunction with the medical
indemnity industry, is currently developing a longer term solution to the issue of
affordability for run-off cover.
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Limitations in some aspects of claims experience information

The extent to which actuaries were able to estimate particular aspects of the premium rate
relativities using sound actuarial principles was affected by the degree to which detailed
claims experience was available. The ACCC found that the ability of some insurers,
particularly the smaller ones, to accurately estimate the components of state-based
premium relativities was hindered by the lack of reliable information on state-based claims
experience. This meant that insurers needed to make relatively simplistic estimates and
included a flat loading on premiums for medical practitioners located outside the insurer’s
home state. In the absence of reliable state-based claims experience information, this is
considered to be an actuarially justified approach.

6.6 Detailed assessment of the actuarial justification of
premiums

The ACCC's review of medical indemnity premiums identified a number of issues
common across the industry. These issues are examined below according to the criteria
adopted by the ACCC in fulfilling its assessment role.

6.6.1 Ratings process

Based on the information provided by insurers, the ACCC found that the method employed
in constructing the premium pool was generally consistent across medical indemnity
insurers. In most cases, the required premium pools were constructed by considering the
aggregate cost of claims, reinsurance costs and administration costs plus an additional
margin for capital growth.

This indicates that medical indemnity insurers employ sound actuarial principles in setting
the overall premium pool.

6.6.2 Pure risk premium

The basic building block for determining the premium pool is the pure risk premium, which
represents the direct cost of settling claims (see section 4.8.1). In most cases, insurers
estimated the total losses arising from claims notified in the year, projected the payments
according to an assumed pattern and then discounted the payments to allow for expected
investment income. In one case, the projected payments were not discounted.

Claims costs were expected to increase at rates in excess of wage inflation. These
increases reflect the observed increases in claims costs in recent years and the
expectations that such increases will continue to occur. The effect of government reforms
on claims costs is assessed in section 6.6.6.

The stated approaches were all considered sound and, in most cases, the assumptions
were supported by the analysis conducted in the most recent actuarial assessment of
insurers’ outstanding claims liabilities.
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6.6.3 Expenses

The ACCC examined the amount of expenses that were incorporated into premiums for
2003-04. As indicated in section 4.3 expenses represented on average 15 per cent of the
premium pool across insurers and were the smallest component of the pool.1*

All premium pool estimates included allowance for expenses. However, only limited
information was supplied by insurers supporting their projected operating costs.
The MDOs provided budget estimates for 2003-04, which formed the basis of the
assessed expense loading of the authorised insurer.

Most actuaries explicitly recognised that a component of the budgeted cost represented
costs associated with 2003-04 notifications and that a further component was required for
future expenses associated with handling claims.

Given the significant change in operations on 1 July 2003 it is unlikely that a more detailed
assessment could have been prepared. However, as experience emerges, it would be
reasonable to expect that more detailed expense investigations would be undertaken to
enable more accurate assessments of expenses to be performed and incorporated into the
premium pool.

6.6.4 Reinsurance expenses

The ACCC examined the reinsurance expenses incurred by insurers to assess several
factors including whether or not the reinsurance program was used effectively to minimise
the insurer’s risk exposure.

All medical indemnity insurers had secured reinsurance for claims arising against the
2003-04 notification period to manage the risks inherent in their portfolio. They all used a
combination of excess of loss and stop loss reinsurance to manage their risk exposure.t’
The cost of this reinsurance was factored into the premiums charged by insurers to
medical practitioners.

The attachment point for excess of loss reinsurance and aggregate retention for stop loss
reinsurance adopted by insurers varied across the industry. The attachment point refers to
the limit at which the insurer is prepared to meet the cost of individual claims (or events)
while the aggregate retention refers to the amount which the insurer is prepared to fund
for the whole year—the costs of claims above these limits (subject to an agreed maximum)
is then payable by the reinsurer to the insurer. The attachment point and aggregate
retention for individual insurers may reflect several features of the insurer, such as its
willingness to accept the risk of unpredictable large claims, its size and overall risk rating.

It was not possible for the ACCC to determine the ‘correct’ attachment point or aggregate
retention at which insurers should secure reinsurance.

136 While this percentage is lower than that experienced by the general insurance industry, it is not uncommon for medical
indemnity where many of the costs are reported as part of the claims costs and not as operating expenses. This acts
to lower the observed expense rate. The significant capital loading in premiums also acts to lower the observed
expense rate.

137 The importance of reinsurance in managing risk and the nature of the reinsurance arrangements adopted by medical
indemnity providers were discussed in chapter 4.
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The ACCC examined the costs associated with reinsurance compared with expected
reinsurance recoveries and observed that some insurers expected reinsurance recoveries
in the current underwriting period to be considerably less than the value of premiums
ceded by the insurer to the reinsurer.® The ACCC acknowledges that the trade-off
between the cost of reinsurance and the security that a medical indemnity insurer is
prepared to accept in placing reinsurance is ultimately a business decision for the insurer
to determine.

Once existing medical indemnity insurers are fully capitalised, there may be some scope
for insurers to reassess their reinsurance program. Assuming all other things remain equal,
a reduced level of reinsurance could potentially result in cost savings for the insurer.

This may create scope for lower reinsurance costs to be reflected in the premiums paid by
medical practitioners. A similar outcome could be achieved if the reinsurance rates reduce.

6.6.5 Recommended rates/relativities

The ACCC examined the premium rate relativities across the various risk specialties that
were recommended by the actuary to the insurer’s board.

Generally, the ACCC found that most medical indemnity insurers had undertaken extensive
analysis of premium relativities to determine premium rates for each category of
membership.

The ACCC also found that the extent to which some insurers, particularly the smaller ones,
were able to accurately determine the components of state-based premium relativities
was hindered by the lack of reliable information on state-based claims experience.

This meant that some insurers needed to make relatively simplistic estimates and included
a flat loading on premiums for medical practitioners located outside the insurer’'s home
state. In the absence of reliable state-based claims experience information, this approach
is still considered to be actuarially justified.

Access to more reliable, state-based claims experience information at an industry level
could improve the accuracy of state-based premium relativities in some instances.
However, the ACCC recognises that no industry-wide information currently exists.!%

6.6.6 Government reforms

The ACCC examined the effect of the government’s medical indemnity reforms (in
particular, the high cost claims scheme (HCCS) and premium subsidy arrangements) and
state tort reform on costs and premiums.

The ACCC found that the extent to which these measures had been considered by
insurers varied across the industry.

138 |n some instances, the reinsurance premiums incorporated in the funding plans may overstate the net cost of
reinsurance as some programs may provide a rebate if claims experience is better than expected. Any part return of
reinsurance premium acts to increase the insurer’s profit and, based on the current policy of retaining all profit, will
further increase the insurer’s capital base.

139 On 23 October 2002 the Prime Minister announced that authorised providers of medical indemnity cover will be required
to submit claims data to government along with all other general insurers, consistent with the new arrangements being
developed in the context of public liability reform. See Prime Minister media release, ‘A new medical indemnity
framework’, October 2002, p. 5.
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In relation to the HCCS, four of the five insurers had factored this measure into their
reinsurance by placing only 50 per cent of their exposure to claims over $2 million in their
program.* Compared with placing 100 per cent of their claims exposure, this measure
resulted in lower reinsurance premiums paid by insurers to reinsurers than would have
been charged in the absence of the HCCS. Insurers did not quantify the size of the cost
savings in their pricing reports, although it is reasonable to assume that the premium may
have been double the actual excess of loss reinsurance premium for those insurers who
obtained excess of loss insurance above $2 million. The actual reinsurance premiums
were factored into premiums charged to medical practitioners.

One insurer reinsured 100 per cent of its risk in excess of $2 million for the 2003-04
underwriting period. The insurer indicated to the ACCC that this was because it regarded
some aspects of the scheme to be uncertain at the time it renegotiated its reinsurance
program with the reinsurer. It also indicated that it intended to place only 50 per cent of its
risk when renewing its reinsurance program in the 2004-05 underwriting period.

e In relation to premium subsidy arrangements, insurers did not incorporate this measure
directly in their pricing strategy. This was appropriate as it is a subsidy paid directly by
the Australian Government to high-risk specialty doctors and should not influence the
pricing approach of insurers.

e In relation to tort reform, all insurers allowed for lower claims costs as a result of recent
changes in the discount rate across most states and territories. No reduction in claims
costs for other major tort reforms, such as caps on damages for personal injury claims
was considered by insurers. However, some insurers noted that premium rate setting
for 2004-05 would concentrate further on quantifying the effect of tort reform on costs
and premiums as claims experience started to emerge.

6.6.7 Cross-subsidisation

The ACCC examined the extent of cross-subsidisation between risk specialties and current
and retired members and the extent to which these cross-subsidies were quantified by
insurers. Cross-subsidies can still be considered actuarially justified provided that they are
recognised and quantified so that the impact on profit of any change to the membership
profile can be assessed.

The ACCC found that cross-subsidisation was a common feature in medical indemnity

prices across all insurers. However, it also found that the extent of cross-subsidisation

varied among the insurers. Some insurers had quantified the extent of cross-subsidisation
and identified which speciality groups were being subsidised by which groups. DDR cover
is heavily cross-subsidised by all insurers, reflecting the high level of members’ sensitivity
to this issue.*** This form of cross-subsidisation was still considered actuarially justified as
the overall premium pool provided sufficient revenue to meet the expected cost of claims.

140 On 10 October 2003 the Minister for Health and Ageing, The Hon. Tony Abbott MP, announced an extension to the high
cost claims scheme to cover 50 per cent of claims between $500 000 and $20 million. The ACCC will monitor this
revised measure in subsequent monitoring reports.

141 |n May 2003 indications were that this cover would continue after 1 July 2003 for practitioners ceasing practice in 2003
04 with the cost of retirement cover for longer term members as low as $300 per annum. The second stage of the
government’s medical indemnity package dealing with a longer term solution to the cost of retirement cover is due to be
in place by 1 July 2004. See Assistant Treasurer media release, ‘Medical indemnity package finalised’, 23 May 2003.
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Several insurers indicated, as part of their corporate strategies for 2003-04, that they were
seeking to unwind some of the cross-specialty cross-subsidisation, with a view to
reallocating it to areas where it is most needed (such as DDR cover). This may bring
previously cross-subsidy inclusive premiums more into line with technical rates.

6.6.8 Capital

The ACCC examined the capital structure of insurers and the cost effectiveness of how
capital was raised to determine the impact on premiums of any allowance that was made
by the insurer to either raise the level of capital or service the capital raised.*?

Capital is normally classified as equity or debt. In addition, hybrid forms exist that have
features of both equity and debt. Equity is classified by APRA as tier 1 capital and is
included in the assessment of the insurer’s capital base. Although debt and hybrid
instruments are classified as tier 2 capital, which has restrictions on the amount that is
included in the capital base, they can provide a useful source of capital for satisfying
APRA's MCR for medical indemnity.4®

The ACCC found that all five providers are currently raising capital through premium
loadings. Table 4.1 indicated, across the five medical indemnity providers, on average,
around 36 per cent of their overall premium pool for the current underwriting period was
allocated to capital accumulation. As a result, capital is being raised through profits after
GST and stamp duty, with income tax payable on any profits. The funding plans provided by
insurers suggest that this form of capital accumulation will continue throughout the APRA
transitional period, although the level was projected to decrease by some insurers.

Sources of capital

Capital can be raised from individuals and corporations in several ways including through:4
1 capital injections from existing shareholders

2 share offers to MDO members/policyholders

3 share offers to third parties

4 premium loading (i.e. raising premiums).

These options are discussed below.

Some of these options may alter the ownership or control of the insurer. The method
adopted by an insurer would need to be considered in the context of its overall business
strategy.

142 The change from MDOs to authorised insurers from 1 July 2003 resulted in several substantive changes to the
operations of medical indemnity providers. One of the significant changes was to the level of capital required by APRA
to support the business. In recognition of the change, special transition arrangements were introduced by APRA that
allowed medical indemnity insurers to meet the target capital for medical indemnity by 30 June 2008.

143 Further information on tier 1 capital and tier 2 capital can be sourced from APRA's prudential standard GPS 110.

144 The funding plans submitted to APRA by medical indemnity providers are required to detail the methods of capital
growth that will be used by the provider during the transition period. In its funding plan guidelines, APRA listed several
capital growth options which include (1) organic growth of capital (this would be achieved through profitability, through
underwriting, expense control and investments, enabling a body corporate to accumulate retained earnings), (2)
additional capital growth (this would involve transactions such as a capital injection from a parent entity, or capital
raising through the issue of shares or other capital instruments) and (3) business restructure (a body corporate may be
able to restructure its business strategies, business mix, asset portfolio, reinsurance arrangements to generate a
lower minimum capital requirement). Sourced from APRA's guideline, ‘Matters to be Included in a Funding Plan’ (29 May
2003) from APRA's website.
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1. Capital injections by existing shareholders

Medical indemnity insurers are currently owned by their respective MDOs (see section
2.4.2).1% As the MDOs operate on a not-for-profit basis, it is likely that the extent to which
they, as shareholders, have access to capital that they could inject into the insurers is
limited. The ACCC noted that one MDO indicated that it would provide additional capital if
required but still elected to raise capital through retained profit.

e The advantage of this approach is that ownership and control of the insurer would
remain unchanged. Premiums could also be lower than expected under this approach
than under the current approach (i.e. through premium loading). Lower premiums
would be expected because the capital loading that is currently built into premiums
would be removed and replaced by a profit loading to provide a reasonable return on
capital to shareholders. It is likely that this profit loading would be lower than the
current capital loading.

e The disadvantage of this approach is that, as indicated above, many of the MDOs are
not expected to have sufficient capital.

2. Share offers to MDO members/policyholders

For the existing medical indemnity insurers, another potential source of additional capital is
the existing policyholders of the insurer, who are also members of the related MDO(s).

Under this option, the insurer could make a share offer to existing policyholders.

e The advantage of this approach is that members/policyholders would become
shareholders, which would encourage loyalty and promote a strong interest in the
financial viability of the insurer. Shareholders could also expect to receive a dividend on
their investment.

e The disadvantages are that premium increases would still need to be significant to
service the expectation of a reasonable dividend, the insurer may also have experienced
considerable reluctance from members to invest given the difficulty experienced in
NSW for member calls by UMP, and current shareholder interests would be diluted.

3. Share offers to third parties

Offers to subscribe capital could also be made to third parties. In most cases this requires a
prospectus to be issued detailing the nature of the offer and forecast financial outlook.
This capital would dilute the holdings of existing shareholders and may have implications
for the management structure. It is also possible that the trading of shares could result in
the transfer of ownership between parties.

To attract capital, premiums would have to be set at a level that produces sufficiently
attractive returns to potential investors.

4, Premium loading

In all cases medical indemnity insurers indicated that they intend to raise the necessary
additional capital by including an explicit loading in premiums.

145 |n most cases, MDOs are the shareholders of the subsidiary insurers. However, some MDOs only act as agents and do
not have a shareholding in the insurer.
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Raising capital through premiums is relatively straightforward. Premiums include a loading
so that, after tax, sufficient profit is retained to provide the desired level of capital.

e The advantage of this approach to the medical indemnity insurer is that there are no
establishment costs (preparation and issuing of prospectus and underwriting fees
needed when raising equity) and there is no dilution of equity for existing shareholders
or accumulation of debt on the balance sheet.

e The disadvantage is for members who provide the capital at relatively high cost but do
not receive any equity in the insurer. As the capital is a loading in premiums, 10 per cent
GST and between 5 and 10 per cent stamp duty are charged in most jurisdictions.
Income tax is also charged on profit at 30 per cent. As a result, every $1 of premium
paid by medical practitioners converts to $0.58 of capital and so is not necessarily an
efficient mechanism for raising capital. The resultant high premiums might also make
this business attractive to adequately capitalised insurers that could enter the medical
indemnity market and attract business through lower premiums which do not include a
capital loading.4¢

Under options 1, 2 and 3 premiums would need to include a profit margin for insurers to
provide adequate returns to shareholders. However, in the short term it is possible that the
capital margin built into premiums under option 4 could be higher than the profit margin
allowed for under the previous options.

Under option 4, once the required level of capital is raised, it is reasonable to expect that
premium loadings may reduce. However, it is possible that the loading in the premium
may not be completely removed as instead of a capital loading it may become necessary to
include a profit margin to ensure that the insurer obtains a reasonable rate of return on the
invested risk capital. The level of the profit margin is likely to depend on the amount of
capital in the business and the return targeted by the insurer. However, the implied profit
margin is likely to be lower than the capital loading currently built into premiums.

6.6.9 Profit

The ACCC examined the basis of insurer’s profit margin as part of the assessment of
actuarial justification.

Overall, the medical indemnity industry is expected to generate strong profits in the
current underwriting period as a result of the premiums charged. Premium revenue is
expected to increase by 34 per cent between 1 July 2003 and 30 June 2007. These
premiums include significant loadings referred to as capital loadings or contingencies,
which are commensurate with profit loadings. This is consistent with information provided
by insurers indicating that all net profits are being retained by insurers to build their capital
to levels that meet or exceed APRA's target capital for medical indemnity.’*” Data analysed

146 The ability of insurers to load premiums to build up capital arises from the fact that the policies do not offer fully mature
claims-made cover, i.e. no cover is offered for incidents that occur before a cut-off date. These earlier incidents would
be covered by the medical practitioner’s previous claims-incurred cover. In the move from claims-incurred to claims-
made cover, the cost of claims allowed for in the claims-made premium is initially less than the mature claims-made
cost. If the insurer continues to charge the same premium, more of this premium will emerge as profit. The
government’s IBNR scheme means that insurers do not need to building up further funding for claims incurred before
the cut-off date.

147 The ACCC is aware that most general insurers retain a margin above APRA's MCR. The current capital accumulation
strategies of the existing medical indemnity insurers in the context of their target capital level would appear to be
consistent with this wider industry practice.
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by the ACCC indicates that industry profits are significant in the year ending 30 June 2004.
They are, however, expected to decline by the year ending 30 June 2007.14¢

6.7 Summary assessment of the commercial
justification of premiums

The ACCC found that, in the current market environment, premiums set by the five
insurers were considered to be commercially justified.#°

This assessment recognised the need for insurers to raise adequate capital to meet
APRA’s target capital for medical indemnity and ensure that they have the financial capacity
to continue underwriting medical indemnity risks. The uniformly adopted method for
raising capital through premiums, in the absence of further competition, is projected to
achieve this objective. This process of capital accumulation is also occurring in an industry
that has incurred significant losses in recent years.

The ACCC is not aware of any new entry that may occur in the medical indemnity industry
in the short term. Based on current market conditions continuing in the short term, the
pricing methods of existing medical indemnity insurers are therefore considered
sustainable and reflect the commercial obligations of the insurers.

Generally, insurers forecast strong profits between 2003 and 2008, with all net retained
profits contributing to insurers’ capitalisation strategies up to 30 June 2008.

It is too early to say whether competitive conditions in the medical indemnity industry will
change in the long term, and in particular whether there will be new entry and increased
competition. The ability of insurers to continue to raise capital through premiums in the
longer term largely depends on the degree to which such competitive pressures emerge
over time.

6.8 Detailed assessment of the commercial justification
of premiums

A more detailed assessment of the ACCC’s review of the commercial justification of
premiums is presented below.

6.8.1 Solvency targets

The ACCC assessed whether medical indemnity providers were solvent and were likely to
stay solvent.

The ACCC considered that the industry was expected to be in a strong solvent position
between 2003 and 2008 on the basis of information provided by insurers in their funding
plans which forecast a strengthening capital base and increased MCR coverage over the
period.

148 This is consistent with claims costs moving closer to fully mature claims-made costs over time.

149 The ACCC's assessment of the commercial justification of premiums also extended to HPIA. For this analysis and as a
starting base, it was assumed that the premium information supplied by HPIA was actuarially justified, despite the
ACCC being unable to verify this.
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6.8.2 Emerging profit

The ACCC assessed the expected profit margin on the basis of the actual premiums
charged by medical indemnity providers.

Across the medical indemnity industry strong profits are forecast between 2003-04 and
2007-08 resulting from high premiums. All net profits are being retained to build up capital
to meet APRA's target capital for medical indemnity.

For some medical indemnity insurers, profit projections are based on an assumption that
current competitive conditions continue between 2003 and 2008 as they assume that
capital loadings can be maintained. Other insurers expect the loadings to decrease as
capital is accumulated. In both cases it is possible that increased competition among
existing providers or from new entrants has the potential to alter the profitability of the
current five providers. It remains to be seen whether increased competition will
materialise.*®°

6.8.3 Financial performance

This section assesses the projected financial performance of the medical indemnity
industry for the years ending 30 June 2004 to 30 June 2007.%% It is based on information
provided by individual insurers that has been aggregated.

The measures used to assess financial performance include the following.

e Financial position—the financial position of the industry examines the net asset!*?
position of the industry over the period to assess whether or not, on an industry-wide
basis, APRA's target capital for medical indemnity will be met within the stipulated time
frame.%3

o Returns on net assets—to build capital, medical indemnity insurers have chosen to
include capital charges in premiums charged from 1 July 2003 onwards. The ACCC
examined the returns that insurers expect to generate on two bases. First, the ACCC
examined the return on the overall level of net assets held by the medical indemnity
industry. Second, it examined the return on the target capital level of the industry.s*
The second measure is considered to be representative of the net returns which a fully
capitalised insurer could expect to make under current market conditions and premium
rates.

o Underwriting performance—the ACCC has examined the projected underwriting
performance of the medical indemnity industry in terms of the loss ratio, expense ratio,
reinsurance ratio and the combined ratios. These ratios were defined in section 4.4.4.

150 The ACCC's views about competition in the medical indemnity industry is presented in appendix C.

151 APRA required funding plans to be submitted for a five-year period. Due to differences in the five-year period chosen by
insurers, the ACCC's analysis on an industry-wide basis has been limited to the period from 30 June 2004 to 2007.

152 Net assets are used as a proxy for equity/capital for this analysis.

153 Asdiscussed in chapter 3, all medical indemnity insurers are required to comply with APRA's minimum capital
requirement (MCR). Medical indemnity insurers have, however, upon application to APRA, been granted an exemption
until to 30 June 2008, in order to allow them time to build capital to meet APRA's target capital for medical indemnity.

154 This is based on APRA's target level of capital for medical indemnity.
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Financial position

Chart 6.1 below shows the industry’s ratio of assets to APRA's MCR between the years
ending 30 June 2004 and 30 June 2007.

Chart 6.1 Net asset to MCR ratio—years ending 30 June 2004 to 30 June 2007
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Source: Derived by ACCC and includes data for all five insurers.

The chart shows that at 30 June 2004 the industry is expected to have a net asset to MCR
ratio of approximately 118 per cent, which is below APRA's target capital for medical
indemnity. From 30 June 2005 onwards the industry is expected to have a net asset ratio
which increases from approximately 131 per cent at 30 June 2005 to 137 per cent at

30 June 2007, which exceeds APRA's target capital for medical indemnity.

Overall, this indicates that the medical indemnity insurance industry is projected to hold
net assets equal to the APRA's target capital for medical indemnity by 30 June 2005.
However, it is important to note that individual insurers expect to require longer or shorter
periods than that indicated in the above chart to meet this target.

Returns on net assets

Chart 6.2 shows the projected returns on net assets!® and target capital’*® across the
medical indemnity industry between the years ending 30 June 2004 and 30 June 2007.

155 The return on net assets is the total industry profit expressed as a ratio of the average level of net assets held across
the period.

156 The return on target capital is the total industry profit expressed as a ratio of the average level of target capital required
to be held across the period. Target capital is specified by APRA for medical indemnity as indicated by insurers in their
funding plans.
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Chart 6.2 Returns on net assets and target capital—
years ending 30 June 2004 to 30 June 2007
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Source: Derived by ACCC and includes data for all five insurers.

The chart shows that returns on net assets are projected to decrease from approximately
57 per cent in 2004 to 16 per cent in 2007. The return on target capital is also projected to
decrease across the period from 45 per cent in 2004 to 18 per cent in 2007.

The decline in the projected returns is due to lower levels of profit emerging as claims
costs are expected to increase at a higher rate than premiums.

In the year ending 30 June 2004 the return on net assets is expected to exceed the return
on target capital. This is due to the actual level of net assets held by the industry being
lower than the level of APRA's target capital for medical indemnity. This means that for the
same amount of premium, the returns are expected to be higher in terms of the net assets
actually held by the industry and reflect the comparatively low level of capital currently
available. This is consistent with the analysis shown in chart 6.1 which shows that the net
assets to MCR ratio is expected to below APRA's target capital for medical indemnity until
30 June 2005.

Between 2005 and 2007 the net assets position of the medical indemnity industry is
expected to exceed that required to meet the target level. As a result, the returns
generated are projected to be less than those that would be expected if the industry only
held the minimum level of net assets required to meet APRA's target capital for medical
indemnity.
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Underwriting performance

Loss ratio*®”

Table 6.1 shows the projected gross and net loss ratios for the industry between the years
ending 30 June 2004 and 30 June 2007.

Table 6.1 Gross and net loss ratios—years ending 30 June 2004 to 30 June 2007

Year ending 30 June Gross loss ratio Net loss ratio
2004 57% 53%
2005 64% 65%
2006 70% 73%
2007 73% 7%

Source:  Derived by ACCC and includes data for all five insurers

The table shows that the gross loss ratio for the industry is projected to increase from
approximately 57 per cent in 2004 to 73 per cent in 2007. The net loss ratio is also
projected to increase across the period, from approximately 53 per cent in 2004 to

77 per cent in 2007.

The net loss ratio is projected to increase over the period at a rate exceeding that of the
gross loss ratio. This is due to higher projected increases in reinsurance expenses relative
to projected increases in reinsurance recoveries.

As noted in relation to table 4.3, in general, net loss ratios would be expected to be higher
than gross loss ratios. In this table, the estimates for the year ending 30 June 2004 show,
however, an expected gross loss ratio that is higher than the net loss ratio.**®

The primary driver behind the expected increases in the loss ratios is the projected
reduction in capital loading for some insurers as premiums are not increasing in line with
expected increases in claims costs across the period. The move to ‘mature’ claims-made
policies by insurers across this period is likely to contribute to the projected increases in
claims costs across this period. The offering of ‘clean’ claims-made policies by several

157 The loss ratio can be calculated gross or net of reinsurance costs and recoveries. The gross loss ratio is calculated by
taking claims expenses by accounting year and dividing it by gross premium revenue earned in the corresponding
accounting year. The net loss ratio takes reinsurance recoveries out of the claims expenses and takes the reinsurance
expenses away from gross premium revenue. Claims expenses are comprised of the cost of claims paid out in the year,
added to the change in outstanding claims reserves over the year. The change in outstanding claims reserves will
include the claims costs expected to arise from this year, reductions from past years due to claim payments made this
year, as well as any revisions to prior years’ outstanding estimates. Similar to claims expenses, reinsurance recoveries
revenue is comprised of the actual reinsurance recoveries received in the year, added to the change in the outstanding
reinsurance recoveries over the year. The ACCC notes that loss ratios based on financial years have several
shortcomings. For example prior year adjustments can significantly alter the ratio, prudential margins increase the
basic cost of claims and investment income for the current financial year is not effectively incorporated. The result of
this is that these loss ratios will tend to over-estimate the underlying claims expense.

158 The reinsurance results for anumber of MDOs have been significantly affected by the need to secure reinsurance
cover through authorised vehicles for the run-off of claims for which the MDO is still liable from members prior to 1 July
2003. The relative impact of these arrangements on reinsurance outcomes diminishes over time as these outstanding
provisions are run down, and reinsurance outcomes begin to reflect only the reinsurance cover secured for the ongoing
insurance operations of authorised insurers.
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authorised insurers, along with the removal of the costs of past IBNR claims from AMIL,
has resulted in lower expected claims costs in the initial years. These claims costs are
expected to increase, albeit at a reduced rate, across the period as the claims-made
policies offered by insurers reach ‘maturity’.

Expense ratio'*

Table 6.2 shows the gross and net expense ratios for the medical indemnity industry
between the years ending 30 June 2004 and 30 June 2007.

Table 6.2 Gross and net expense ratio—years ending 30 June 2004 to 30 June 2007

Year ending 30 June Gross expense ratio Net expense ratio
2004 15% 18%
2005 15% 18%
2006 14% 17%
2007 14% 17%

Source:  Derived by ACCC and includes data for all five insurers

The table shows that the gross expense ratio is projected to remain constant across the
period, declining from 15 per cent in 2004 to 14 per cent in 2006 and remaining constant
thereafter. The net expense ratio is also projected to remain constant, declining from

18 per cent in 2004 to 17 per cent in 2006 and remaining constant thereafter.

This indicates that, in general, expenses across the medical indemnity industry are
projected to increase in line with the expected increases in premiums across the period.
However, the situation varies across insurers, with some projecting a reduction in the
expense ratio.

Reinsurance ratio®°

Table 6.3 shows reinsurance premiums as a proportion of premium revenue (reinsurance
ratio) for the medical indemnity industry between the years ending

30 June 2004 and 30 June 2007. It measures the extent to which risks are ceded to
reinsurers and, to some degree, the relative cost of reinsurance.

159 The expense ratio can again be calculated gross or net of reinsurance expenses. The gross expense ratio is calculated
by taking underwriting and general expenses by accounting year and dividing it by the gross premium revenue earned in
that year. The net expense ratio takes the underwriting and general expenses and divides them by net premium revenue
(gross premium revenue less reinsurance expenses).

160 The reinsurance ratio is calculated as reinsurance expenses divided by gross premium revenue. Reinsurance is

calculated as a separate ratio because reinsurance is a different type of expense to underwriting and general expenses
in that it is somewhat discretionary, and because it is a major component of total expenses.
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Table 6.3 Reinsurance ratio—years ending 30 June 2004 to 30 June 2007

Year ending 30 June Reinsurance ratio
2004 16%
2005 17%
2006 18%
2007 18%

Source:  Derived by ACCC and includes data for all five insurers

The table shows that the reinsurance ratio is expected to increase marginally across the
period, from approximately 16 per cent in 2004 to 18 per cent in 2006.

The increase in the reinsurance ratio reflects that most medical indemnity insurers
projected reinsurance premiums to increase at a higher rate compared with premiums.
However, this view was not uniform across all insurers indicating that there is a
considerable divergence in views about the future cost of reinsurance.

Combined ratio

Table 6.4 shows the projected gross and net combined ratios for the medical indemnity
industry between the years ending 30 June 2004 and 30 June 2007.

Table 6.4 Gross and net combined ratio—year ending 30 June 2004 to 30 June 2007

Year ending 30 June Gross combined ratio Net combined ratio
2004 72% 71%
2005 79% 83%
2006 85% 90%
2007 87% 94%

Source:  Derived by ACCC and includes data for all five insurers

The table shows that the projected gross combined ratio is projected to increase across
the period from 72 per cent in 2004 to 87 per cent in 2007. The net combined ratio is also
projected to increase, from 71 per cent in 2004 to 94 per cent in 2007.161

161 The table shows that with the exception of 2004, the net combined ratio exceeds the gross combined ratio. As
previously noted, the outcomes for 2004 have been significantly distorted due to reinsurance arrangements undertaken
to secure MDOSs’ run-off. In general, the ACCC found that the cost of securing reinsurance cover from 1 July 2003
onwards significantly exceeded its expected recoveries. This results in net combined ratios which exceed the gross
combined ratio. The above ratios indicate that the net combined ratio is generally higher than the gross combined ratio;
however the associated benefit from an insurer’s perspective is greater certainty in outcomes. As previously
discussed, the ACCC acknowledges that ultimately the level and cost of reinsurance arrangements undertaken by
insurers are commercial decisions.
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This indicates that the underwriting performance across the medical indemnity industry is
expected to be profitable between 2004 and 2007. However, the overall contribution to
profit is expected to decrease over that period. This reflects the projected higher increases
in claims costs relative to premiums increases and therefore reduction in capital loading as
it is gradually replaced by a profit loading.

It is apparent that the projected profit represents a substantial turnaround since 2002 when
large underwriting losses were reported. As only limited information was available in
respect of the year ending 30 June 2003, it was not possible to reconcile these forecasts
with past performance. It is expected that the anticipated turnaround in profitability is
associated with premium increases in the year ending 30 June 2003, the switch from
claims-incurred to claims-made cover from 1 July 2003 by several providers (without
commensurate decreases in premiums), as well as the removal of the majority of the IBNR
tail for UMP/AMIL as a result of the government’s IBNR scheme. The ACCC will examine
medical indemnity performance for the year ending 30 June 2003 when financial
information becomes more readily available.

6.8.4 Capital targets

The ACCC also considered the financial strength of insurers by considering the impact of
an excess or shortfall in profit on their capital accumulation strategies.

Section 6.6.8 indicated that the capital accumulation strategy across all insurers involved
raising capital through premiums. The funding plans submitted by insurers to APRA
indicate that all expect to meet APRA's target capital for medical indemnity by 30 June
2007. These funding plans also showed that some insurers expect to capitalise more
quickly than others. However, the timing of capitalisation is ultimately a commercial
decision for each insurer.

The ACCC considered the main risk to insurers achieving their capital targets related to the
possibility of increased competition occurring in the longer term. The extent to which this
might eventuate is not clear.

Several insurers considered the effect of possible ‘worse than expected scenarios’ as part
of the funding plan. Some insurers considered the possible effect of loss of membership
on their financial position.

6.9 Conclusion

The ACCC was asked by the government to assess the actuarial and commercial
justification of medical indemnity premiums.

Based on current industry conditions, the ACCC generally considered that the premiums
charged by the majority of the medical indemnity industry for the current underwriting
period to be actuarially and commercially justified.

With respect to the actuarial justification of premiums, the overall premium pools adopted
by insurers were determined using actuarially sound methods. All five providers included
an explicit capital loading into premiums. In most cases, insurers adopted different rates to
the technical rates recommended by their actuary. The main reasons for this divergence
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related to maintenance of cross-subsidisation by insurers and the limitations in some
aspects of claims experience which meant that some insurers were unable to accurately
determine relativities. These premium rates were still considered actuarially sound as the
overall premium pool was still expected to be achieved and the risk, in most cases, was
quantified.

With respect to the commercial justification of premiums, the ACCC’s assessment
recognised the need for insurers to raise capital to ensure that they have the financial
capacity to continue underwriting medical indemnity insurance and that the uniformly
adopted method for raising capital through premiums, in the absence of further
competition, is projected to achieve this objective. Generally, insurers forecast strong
profits between 2003 and 2008, with all net retained profits contributing to insurers’
capitalisation strategies up to 30 June 2008.

It is too early to say whether competitive conditions in the medical indemnity industry will
change in the longer term, and in particular whether there will be new entry and improved
competition. The ability of insurers to continue to raise capital through premiums in the
longer term, and to cross-subsidise specialties, is largely dependent on the degree to
which such competitive pressures emerge over time.
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A Summary of APRA medical indemnity
guidelines

A.1 Introduction

Under the transitional provisions of the Medical Indemnity (Prudential Supervision and
Product Standards) Act 2003 (the Medical Indemnity Act), institutions wishing to provide
medical indemnity cover have up to five years to comply with the minimum capital
requirements imposed by prudential standards made under the Insurance Act 1973 (the
Insurance Act). This is intended to give certain medical indemnity providers time to reach
appropriate levels of prudential capital, given the industry has generally not previously
been subject to prudential supervision.

To facilitate these transitional provisions, APRA has issued the following three guidelines.1%2

A.2 Matters to be included in a funding plan

A funding plan must demonstrate that the body corporate!®® will be able to meet the
minimum capital requirements, and any other additional capital requirements imposed by
APRA, by no later than the end of the transition period. Accordingly, a funding plan should
establish methods and measurable targets to achieve compliance with the minimum
capital requirements during the transition period.

A funding plan should also reflect planned developments in the body corporate’s operating
environment, forecast results and specify measures to be undertaken where targets are
not met. It is not intended as a substitute for a business plan.

A funding plan is to include the following elements.

Capital position: the capital position of the body corporate at the time of application or at
the nearest time when accounts were prepared.

Methods of capital growth: the method to be used to increase the capital of the body
corporate during the transition period.

Measurable targets: measurable and identifiable targets supported by appropriate financial
projections to show how these targets are to be achieved. Targets must be set quarterly
and the body corporate must report to APRA on the compliance with these targets. At the
very least, targets must be set for the minimum capital to be achieved.

Measures to address non-compliance with targets: the types of measures to be undertaken
by the body corporate if it fails to meet specified targets. At a minimum, this must provide
for reporting to the Board, in line with reporting to APRA, of a failure to meet specified
targets.

162 A full copy of the guidelines is available from the APRA website: http:/mwww.apra.gov.au/General/Medical-Indemnity-
Insurance.cfm

163 A body corporate is either a medical defence organisation or a body corporate prescribed in the Medical Indemnity Act.
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Financial projections: the financial projections to support targets. Financial projections
should be undertaken on a best estimate basis and the funding plan should identify the
key risks that may affect achieving the targets.

No reduction in capital: no reduction in capital allowed unless prior APRA approval is
obtained. Under no circumstances will APRA allow a capital reduction where a body
corporate is not meeting its specified targets.

Reporting: a specified commitment by the body corporate to report to APRA in writing
whether or not the targets have been met. Where the targets have not been met, the
report must identify these as well as the measures that have been used to address the
non-compliance. Reporting must be both quarterly and annual.

Revisions to the funding plan: a body corporate is to review the adequacy of its funding
plan annually. A funding plan may only be revised when a body corporate fails to meet a
target specified in the plan; receives advice from an independent auditor/actuary that the
information in the plan should be revised; or seeks APRA's prior approval where there are
grounds that warrant a revision to the plan.

Certification: a funding plan must be certified by an independent auditor and independent
actuary.

A.3 Certification of funding plans by auditors and
actuaries

These guidelines set out matters which an independent auditor or independent actuary is
to certify in a funding plan.

An auditor must provide a report that includes such matters as the financial projections
prepared by management, the body corporate’s historical financial performance and
financial position, and the ability of the body corporate to raise capital. The auditor must
also consider the reasonableness of the assumptions used in preparing the plan.

An actuary must also provide a report that states whether the assumptions made in the
funding plan and supporting financial projections are reasonable and appropriate
considering the nature of the funding plan, historical performance and trends of the body
corporate and the medical indemnity industry. The actuary must consider the assumptions
made in the financial projections and if the plan has identified any key risks.

A.4 Qualifications and independence of auditors and
actuaries

These guidelines set out an auditor or actuary’s necessary qualifications and degree of
independence from a body corporate to certify a funding plan.

The auditor and actuary must give the body corporate a written statement that they comply
with the guidelines.
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B Tort reforms as at 30 June 2003

B.1 Introduction

This appendix outlines the tort reforms that state and territory governments have
implemented up to 30 June 2003.

This period is relevant because of the way medical indemnity providers set their premiums
for 2003-04. In the initial stage of pricing, providers rely on valuations of their claims
liabilities that were conducted by their appointed actuaries in the preceding June (in this
case as at 30 June 2002). However, medical indemnity insurers typically finalise their
prices around one month before the next indemnity period (in this case final prices would
have been determined in May/June 2003 for the current underwriting period starting on

1 July 2003). This offers medical indemnity providers scope to incorporate the impact of
any major developments in tort reform between 30 June 2002 and 30 June 2003.

B.2 Initiatives announced by governments that were
implemented as at 30 June 2003

B.2.1 New South Wales

The Health Care Liability Act 2001 (HCL Act) was introduced into the NSW Parliament on
19 June 2001 and began on 5 July 2001. The HCL Act sets limits on damages that may be
recovered for injury or death caused by a health care provider and protects medical
practitioners, registered nurses and certain health practitioners from civil liability when
voluntarily providing health care to injured people in an emergency.'%

The objectives of the HCL Act are:

e to facilitate access to fair and sustainable compensation for people who sustain severe
injuries from the provision of health care

e to keep down the costs of medical indemnity premiums, in particular by limiting the
amount of compensation payable for non-economic loss in cases of relatively minor
injury, while preserving principles of full compensation for those with severe injuries
involving ongoing impairment and disabilities

e to promote the reasonable distribution across the medical indemnity industry of the
costs of compensation for people who sustain severe injuries from the provision of
health care

e to facilitate the effective contribution by medical indemnity providers to risk
management and quality improvement activities in the health care sector

e to enable the medical profession and the community to be better informed about the
costs of compensation for, and developing trends in, personal injury claims arising from
the provision of health care.

164 part 4 (proportionate liability) of the HCL Act was repealed through the Civil Liability Act 2002. However, this latter Act did
not affect proceedings commenced in a court before the repeal of that part.
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The main provisions of the HCL Act include:

e fixing the maximum amount of damages for past or future economic loss that may be
awarded to net weekly earnings of $2 603

e requiring lump sum damages for future economic loss to be discounted by
5 per cent (or as per Regulations)

e not awarding damages for gratuitous attendant care services unless the court is
satisfied with a number of requirements

e not awarding damages to a claimant for non-economic loss (i.e. general damages)
unless the severity of the non-economic loss is at least 15 per cent of a most extreme
case

e fixing the maximum amount of damages for non-economic loss (general damages) that
may be awarded at $350 000 (indexed to AWE)

e establishing a 15 per cent threshold of impairment for non-economic damages
according to a sliding scale

e not awarding interest on damages for non-economic loss

e providing for structured settlements.

Section 19 of the HCL Act specifically provides that a person will not be able to practise as
a medical practitioner unless the person is covered by approved medical insurance.

The Civil Liability Act 2002 was introduced into the NSW Parliament on 28 May 2002 and
has been in force retrospectively since 20 March 2002. Its main provisions relate to
implementing caps on damages and thresholds for personal injury damages claims.
They include:

e fixing the maximum amount of damages for non-economic loss (general damages) that
may be awarded at $350 000 (indexed to AWE)

e establishing a 15 per cent threshold of impairment for non-economic damages
according to a sliding scale

e fixing the maximum amount of loss for damages for economic loss at three times the
rate of AWE for NSW

e requiring the claimant to prove realistic future earnings

e requiring lump sum damages for future economic loss to be discounted by
5 per cent (or as per Regulations)

e no interest awarded on damages for non-economic loss or gratuitous attendant care
services

e allowing damages claims under the Compensation to Relatives Act 1987 to be reduced
to incorporate contributory negligence of the deceased person

e no exemplary or punitive damages
e limits on recovery for gratuitous attendant care

e limits on legal cost claims to the greater of $10 000 or 20 per cent of damages less
than $100 000

e new requirements on lawyers and penalties to apply for unmeritorious claims and
defences
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e allowing costs to be awarded on an indemnity basis if incurred after the failure to
accept an offer of compromise.

The Civil Liability Amendment (Personal Responsibility) Act 2002 was introduced into
Parliament on 23 October 2002 and was assented on 28 November 2002.1% It:

e allows waivers and voluntary assumption of risk (subject to amendments of the
Trade Practices Act 1974)

e provides for peer acceptance defence in connection with civil liability of professionals
in tort or contract

e provides that no civil liability arises for a failure to take reasonable care in respect of a
risk, or to warn of a risk, that a reasonable person would consider to be an inherent
obvious risk

e protects from liability volunteers and good Samaritans who act in good faith
e facilitates structured settlements

e ensures that saying sorry does not represent an admission of guilt

e limits claims for nervous shock

e limits damages for injuries suffered by a person while intoxicated

e allows proportionate liability for claims involving economic loss in property damage in
non-personal injury activities

e limits liability for injury or death or damage to property resulting from self-defence or
arising from criminal conduct

e sets new limitation periods for personal injury cases.

B.2.2 Queensland

The Personal Injuries Proceedings Act 2002 was introduced into the Queensland Parliament
on 30 June 2002 and began retrospectively from 18 June 2002. This Act:
e sets out procedures for speedy resolution of claims for damages for personal injury

e provides a requirement for the mandatory early notification of claims following an injury
or the appearance of symptoms

e provides a requirement for the mandatory exchange of information (including medical
reports) to facilitate early settlement and avoid costly litigation

e sets out restrictions on legal advertising including the banning of ‘no win no fee’
advertising

e limits the amount of legal costs that can be awarded in specified circumstances—no
legal costs being payable for claims under $30 000 and a maximum $2 500 in costs
begin payable for claims between $30 000 and $50 000

e allows expressions of regret by defendants

e limits compensation for economic loss to three times AWE

165 Schedules 1[1], 1 [4], commenced on 10 January 2003.
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e excludes jury trials in personal injury claims
e provides that courts cannot award exemplary, punitive or aggravated damages
e provides for a court to make a consent order for a structured settlement

e provides that a person rendering first aid or other assistance to person in distress in an
emergency in not liable.

Although the Personal Injuries Proceedings Amendment Act 2002 was introduced into
Parliament on 30 July 2002 and began on 29 August 2002, sections 4 and 8 of the Act
began on 18 June 2002. The Act provides transitional provisions for the Personal Injuries
Proceedings Act 2002.

The Civil Liability Act 2003 was introduced into the Queensland Parliament on

11 March 2003 and received assent on 4 April 2003. The Act began in three stages with
some sections starting on 2 December 2002, some on assent and Chapter 2, Part 2 relating
to proportionate liability would commence on a day to be fixed by proclamation. The main
features of this Act included:

e caps on damages

e (general damages must be based on an assessment of injury, with a maximum cap
of $250 000

o further, Courts cannot order the payment of interest on awards for general damages
o loss of earnings capped at three times the rate of AWE

e courts cannot award exemplary, punitive or aggravated damages in relation to a
claim for personal injury damages

e provision for contributory negligence, which provide that the court may reduce the
plaintiff’s damages up to 100 per cent.

e provision for structured settlements

e peer opinion for standard of care for professionals, where a professional does not
breach a duty arising from providing professional service if it is established that a
professional acted in a way that is widely accepted by peer professional opinion

e avolunteer does not incur any personal civil liability for any act or omission done or
made by the volunteer in good faith when doing community work

e expressions of regret are not admissible in proceedings
e removal of the need to warn of obvious risks
e limits on the time period for medical practitioners to be notified of potential claims

e written notice must be given for medical negligence claims for personal injury
within one month of first consulting a lawyer and nine months of symptom
discovery.
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B.2.3 Victoria

The Wrongs and Other Acts (Public Liability Insurance Reform) Act 2002 was introduced into
the Victorian Parliament on 12 September 2002 and began, in part, on 23 October 2002.1%
The Act covers the following matters:

e caps on loss of earnings at three times AWE
e cap on non-economic loss at $371 380 indexed to the consumer price index (CPI)

e sets a discount rate of 5 per cent with adjustments from time to time to reflect actual
real investment returns

e provides for structured settlements
e allows people who partake in risky activities to waive their right to sue

e in determining whether a plaintiff has established a breach of the duty of care owed by
a defendant, requiring courts to take account of the fact that a plaintiff may have been
affected by alcohol or drugs or was engaged in a criminal activity

e protection from liability for good Samaritans and volunteers
e ensures saying sorry does not represent an admission of liability

e protects food donors from liability where they have donated food to charities in good
faith

e requires insurers to account clearly for the collection and remission to the fire brigades
of amounts the insurers collect from insurance policy as ‘fire services levies’

e allows for the appointment of a special Insurance Commissioner to the Essential
Services Commission, responsible for collecting insurance data to ensure transparency
and fairness in pricing premiums.

The Limitation of Actions Amendment Act 2002 was introduced in Parliament on

16 October 2002, and began on 4 November 2002. It amends the Limitations of Actions Act
1958 to reduce further the period within which certain actions for damages for personal
injuries can be brought from six to three years after injury except for adult disabilities,
which remains at six years, except for minors.

The Wrongs and Limitation of Actions Acts (Insurance Reform) Act 2003 was given assent on
the 16 June 2003. The Act amends the Wrongs Act 1958, Limitations of Actions Act 1958,
Building Act 1993, and the Accident Compensation Act 1985. This Act provides:

e a5 per cent threshold of impairment for general damages
e a 10 per cent threshold for psychiatric impairment

e exemptions to the thresholds in the cases of loss of a foetus during pregnancy, loss of
a breast or a claim where the fault is intentional and is done with intent to cause death
or injury or sexual assault/misconduct

e limits recovery of damages for gratuitous attendant care services
e statute of limitations reduced from six to three years for adults from the date of discoverability

e actions not permissible if more than 12 years has expired after the event which caused
injury.

166 Sections 8 and 11 and Part 5 of the Act are scheduled to commence, subject to amendments to the Trade Practices Act
1974 and the Fair Trading Act 1999.

ACCC Medical indemnity insurance—monitoring report December 2003 89



B.2.4 South Australia

The Statutes Amendment (Structured Settlements) Act 2002 was introduced into the South
Australian Parliament on 12 September 2002 and began on 1 December 2002. It allows for
damages orders for personal injury to award structured settlements.

The Recreational Services (Limitation of Liability) Act 2002 was introduced on 5 September
2002 and began, in part, on 1 December 2002 and then fully on 19 December 2002.

It allows for duty of care to be modified by a registered code for providers of high-risk
recreational activities. It also provides that after two years the South Australian Economics
and Finance Committee must investigate and report to the Parliament on how the Act
affects the availability and cost of insurance for providers of recreational services.

The Wrongs (Liability and Assessment of Damages) Amendment Act 2002 was introduced
on 14 August 2002 and began on 1 December 2002.1%" The main features of the Act include:

e placing caps on general damages for pain and suffering to $241 500 indexed to the CPI

e placing thresholds (seven days impairment or $2750 in medical expenses) for general
damages payments and using a regulated scale of damages related to the severity of
injury

e placing caps on payments for loss of earnings capacity to $2.2 million

e reducing damages where the injured party was intoxicated and this contributed to the
accident

e excluding award of damages for injuries suffered by a person engaged in a criminal
activity

e providing protection for good Samaritans
e strengthening the protection to volunteers

e allowing that saying sorry may not be an admission of liability.

B.2.5 Western Australia

The Civil Liability Act 2002 was introduced by the Western Australian Government into
Parliament on 14 August 2002 and began from 1 January 2003.%¢ It provides for:

e a cap on damages for economic loss of three times average weekly earnings
e structured settlements
e a threshold for damages for non-economic loss, indexed, of $12 000

e athreshold of $5000 and a cap on damages for gratuitous care to AWE in Western
Australia

167 The Law Reform (IPP Recommendations) Bill 2003 was introduced into Parliament on 2 April 2003 passed on
4 December 2003. It amends the Wrongs Act 1936, the Limitation Act 1936, and the Motor Vehicle’s Act 1959, and
provides for a person who provides a professional service incurs no liability in negligence arising from the service if itis
established that the provider acted in a manner that was widely accepted in Australia by members of the same
profession as competent professional practice. A person does not owe a duty of care to another person to warn of an
obvious risk and liability for damages is excluded if, at the time of injury, the claimant was engaged in criminal conduct.

168 The Civil Liability Amendment Bill 2003 was introduced into parliament on 20 March 2003, and assented on 30 October
2003. It addresses protection for good Samaritans; ensuring apologies do not represent an admission of liability;
provision of damages for mental harm; and provision for contributory negligence.
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e restrictions on advertising by lawyers of personal injury services.

The Volunteers (Protection from Liability) Act 2002 was introduced on 19 June 2002 and
was scheduled to begin on 1 January 2003. It protects volunteers from incurring civil
liability when doing voluntary community work. It also provides that community
organisations that organise the volunteers’ work may incur the civil liability from which
volunteers are protected when doing that work.

As part of the Western Australian Government’s medical indemnity reform package
announced on 6 May 2003, the WA Department of Health is providing free medical
indemnity cover for visiting medical practitioners (VMPs) treating public patients in public
hospitals.’®® This coverage has been provided by the government’s insurer, RiskCover,
from 1 July 2003 and replaces the private cover VMPs previously had to buy.

B.2.6 Tasmania
The Civil Liability Act 2002 was introduced into the Tasmanian Parliament on 1 October
2002, and was scheduled to start on 1 January 2003. It provides for:

e restricting the level of damages for those injured where the use of recreational drugs,
including alcohol, has contributed to the injury

e restricting people from being able to claim damages if injured while engaging in
criminal activities

e using structured settlements
e ensuring that saying sorry is not an admission of liability

e a person practising a profession does not breach a duty arising from the provision of a
professional service if it is established that the professional acted in a manner that
(at the time the service was provided) was widely accepted in Australia by peer
professional opinion as competent professional practice

e past and future loss of earnings capped at a maximum of 4.25 times AWE.

B.2.7 Australian Capital Territory

The Civil Law (Wrongs) Act 2002 was introduced into the ACT Legislative Assembly on
20 August 2002 and was scheduled to come into effect on various dates between
10 October 2002 and 1 July 2003.° The Act allows for:

e the provision of structured settlements
e courts determining liability separate from an order of damages

e limiting damages for loss of earning equivalent to three times AWE

169 AVMP is either a general practitioner or a specialist engaged on a fee-for-service basis to provide medical services to
public patients in non-tertiary public hospitals.

170 Sections 1 and 2 of the Act began on 10 October 2002 (LA section 75 (1)) [good Samaritans, volunteers, effect of death
on action, wrongdoers]. Part 7.1 commenced on 1 July 2003 [limitation of liability of innkeepers]. Part 11.1 began on
30 April 2003 [neutral evaluation of liability]. Chapter 10 of the Act began on 1 January 2003 [limitation of legal costs].
The remainder of the Act began on 1 November 2002 [wrongful or omission causing death, injury from mental or
nervous shock, damages, defamation, trespass, mitigation of strict liability except inkeepers, misrepresentation,
miscellaneous).
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e protecting volunteers and good Samaritans from liability, including bushfire volunteers
e establishing new presumptions in regard to contributory negligence

e replacing common law rules regarding standard of care an occupier of premises must
show to people entering the premises in relation to any dangers to them

e no legal costs in personal injury cases where the award is $50 000 or less, and
maximum costs allowed for legal services are the greater of $10 000 or 20 per cent

e prohibiting lawyers from prosecuting civil claim where there are no reasonable
prospects of success

e establishing a regime for neutral evaluation of cases to resolve disputes more quickly
and cheaply.t™

B.2.8 Northern Territory

The Consumer Affairs and Fair Trading Amendment Act (No 2) 2002 was introduced into the
NT Legislative Assembly on 20 August 2002 and began, in part, on 1 December 2002.
The Act removes a statutory impediment to the self-assumption of risk by people
undertaking risky recreational activities.

The Personal Injuries (Liabilities and Damages) Act 2003 was introduced into the NT
Legislative Assembly on 17 October 2002 and began on 1 May 2003. It provides:

e past and future loss of earnings capped at a maximum of three times AWE

e threshold for non economic loss of 5 per cent scaling of awards up to an indexed cap
of $350 000

e no damages for those engaged in criminal activity and limited liability for contributory
negligence

e protection of good Samaritans
e the use of structure settlements

e saying sorry not an admission of liability.

The Personal Injuries (Civil Claims) Act 2003 was introduced into the NT Legislative
Assembly on 27 February and began in part on 1 July 2003.1"? It aims to improve the
efficiency of processes for resolving claims for damages for personal injuries and to assist
the affordability of those claims. It changes court procedures and legal practitioners’
operations, speeds claims processing with compulsory conferencing, and limits recovery
of legal costs where court damages are less than earlier settlement offers.

171 For completeness it should also be noted that the Civil Law (Wrongs) Amendment Bill 2003 was introduced to
parliament on the 24 June 2003 and began on 9 September 2003. This amendment bill provides greater certainty in
personal injury outcomes, particularly in the case of medical negligence.

172 Sections 1-4, 6, 12-15 and 22 are in force from 1 July 2003.

92 ACCC Medical indemnity insurance—monitoring report December 2003



C ACCC views on competition in the
medical indemnity industry

C.1 Introduction

It is possible that recent changes to the medical indemnity framework may facilitate
competition within the medical indemnity industry, possibly from general insurers.

The discussion of the industry’s geographic boundaries in chapter 2 suggests that the
medical indemnity industry has historically operated along state boundaries. In many
instances, a state’s medical practitioners have been supplied by essentially a regional
monopoly, or at best, a duopoly; there is limited evidence of competition across state
boundaries.

This appendix considers the current state of competition in the industry. It is based on the
limited information that is currently publicly available on the state of competition. The
ACCC has not sought the views of industry participants on aspects of this assessment.
Consequently, the views expressed by the ACCC in this section should be considered
preliminary only. They do, however, in some instances raise issues that the ACCC may
follow up in subsequent reports.

C.2 Barriers to entry

Barriers to entry can be any feature of a market that places an efficient prospective entrant
at a major disadvantage compared with incumbent firms. They may consist of sunk costs;
legal or regulatory barriers; access to scarce resources enjoyed by incumbent firms;
economics of scale and scope; product differentiation and brand loyalty; and the threat of
retaliatory action by incumbents.'”®

There are likely to have been two types of entry barriers to the medical indemnity industry
to date. The first type is the barriers that exists in the general insurance industry as a
whole, for example, economies of scale, the need for brand recognition and minimum
capital requirements.?’* These barriers are high but not prohibitive.

The second type of barriers is likely to relate to the specific features of the medical
indemnity market and is additional compared with the broader general insurance industry.
Some of these features have been discussed earlier in this report.

On the demand side, the main entry barrier specific to the industry may be the apparent
reluctance of medical practitioners to switch from one provider to another. This is similar to
brand loyalty and increases the difficulty a new entrant would face in obtaining a viable
share of the market. This feature may help to explain the historic geographic composition
of the industry.

A possible explanation for medical practitioners’ apparent brand loyalty may be that since
discretionary indemnity protection has historically been bundled with the subscription fee
to an MDO, and it is likely that the cost of such protection (as well as other services

173 ACCC, Merger Guidelines, p. 49. A copy of these guidelines is available from the ACCC website.
174 ACCC, Public liability and professional indemnity insurance, monitoring report, July 2003, p. 17.
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provided by MDOs) may not have been transparent to medical practitioners. This would
make it more difficult for members to compare services offered by alternative MDOs and
therefore reduce their incentive to switch to a competitor. It may also mean that a new
entrant may have had to supply the full range of services if the individual services could not
be unbundled from the total package. This could increase the cost of entry.

On the supply side, the additional barriers to entry may have been:

e the lack of aggregate industry data about claims experience to enable general insurers
to competitively assess the medical indemnity market

e the discretionary nature of the medical indemnity protection offered by MDOs
e the packaging of medical indemnity protection with other services provided by MDOs

e the specialised knowledge held by MDOs in dealing with claims against medical
practitioners

e MDOs have been outside the APRA regulatory framework. It is possible that general
insurers have been at a competitive disadvantage to MDOs given that MDOs:

o did not have to fund IBNRs, thereby lowering their reported estimated liabilities and
artificially lowering premiums relative to insurers who fund IBNRs

e were not required to pay stamp duty on protection offered on a discretionary basis,
therefore lowering the price of indemnity protection

o before 1 July 2003, they were able to offer protection on a ‘claims incurred’ basis
without needing to maintain higher capital requirements.

These factors have generally provided a competitive pricing advantage to MDOs compared
with insurers who are subject to regulatory requirements.

The historic lack of strong competition between incumbents and of successful entry by
general insurers indicates high entry barriers. While there have been examples of limited
entry by general insurers, these have not been profitable or sustained.

C.3 Import competition

Conceptually, import competition could arise from overseas commercial insurers. There
are no restrictions on medical practitioners’ ability to source medical indemnity protection
from overseas, although statistics that measure the size of the leakage to overseas
suppliers are not available. However, anecdotal evidence suggests that providing medical
indemnity protection to Australian medical practitioners by such suppliers is very limited
(perhaps non-existent) and therefore unlikely to place a competitive constraint on the
activities of domestic suppliers.

C.4 Summary of competitive conditions
The discussion above suggests that the supply of medical indemnity protection has

historically been dominated by MDOs who operate largely along state lines. The
geographic markets are generally supplied under monopoly or duopoly conditions.
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MDOs have operated outside the APRA prudential regulatory framework. This has put
authorised general insurers, who are within the regulatory framework, at a competitive
disadvantage compared to MDOs and their attempts to enter the market have been limited
and unsuccessful.

The expansion of APRA's prudential regulatory framework to include MDOs is likely to level
the playing field somewhat for general insurers and lower the height of barriers to entry.
Medical indemnity providers have lost their not-for-profit status meaning that they are now
subject to the same taxation requirements as those that apply for general insurers. They
are required to correctly provision for IBNR liabilities and APRA's prudential safeguards,
such as its minimum capital requirements. It is possible that competition in the supply of
medical indemnity protection may improve in the longer term both in terms of existing
suppliers competing more strongly in their non-traditional geographic areas as well as
entry from general insurers.
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D Reinsurance within the medical
indemnity industry

D.1 Introduction

This appendix provides some background on reinsurance—in particular, it defines the
concept of reinsurance and its importance to the medical indemnity industry. It also
provides an outline of the reinsurance market as well as some of the issues regarding the
pricing of reinsurance premiums.

D.2 Product market

Reinsurance is where one insurer decides to insure with another insurer part or all of its
liabilities under the policies it has issued, or more precisely:

Reinsurance is the transfer of part of the hazards or risks that a direct insurer assumes by way of
insurance contract or legal provision on behalf of an insured, to a second insurance carrier, the reinsurer,
who has no direct contractual relationship with the insured.”®

Direct insurers need reinsurance to:

o limit, as much as possible, annual fluctuations in the losses they must bear on their
own account

e be protected in case of catastrophe.'’®

D.3 Types of reinsurance

The oldest form of reinsurance is known as facultative which involves the placement and
acceptance, both discretionary, of individual risks between insurers and reinsurers.*’”

The most common form of reinsurance today is known as obligatory, which involves
automatic treaty cover for entire portfolios or business lines. Under these contractual
arrangements, usually negotiated annually, an agreed share of specified risks is ceded to
the reinsurers.

Both forms of reinsurance may be either proportional or non-proportional in type.

Proportional reinsurance

This covers all forms of reinsurance where the reinsurer and the reinsured share any loss
payments in exactly the same proportion as they have shared the split up of the original
premium.’8

175 Swiss Re, An introduction to reinsurance (definition according to M Grossman, Reinsurance- An Introduction), p. 9.
176 ibid, p. 9.

177 Insurance Council of Australia, Submission to HIH Royal Commission, Background Paper—Reinsurance, p. 6.

178 ibid, p. 16.
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Non-proportional reinsurance

This is a form of reinsurance where the reinsurer makes a loss payment to the reinsured
only when the reinsured’s loss exceeds a pre-determined limit.1”® With non-proportional
reinsurance, there is no set ratio for dividing the premiums and losses between the direct
insurer and the reinsurer. The share of losses that each pays will vary depending on the
actual amount of loss incurred.8

Non-proportional reinsurance tends to be the type used in the medical indemnity industry.
Particular examples of non-proportional insurance that are relevant to medical indemnity
insurance include excess of loss reinsurance (XOL), and stop-loss reinsurance.

e Excess of loss reinsurance is where the direct insurer carries all individual losses
incurred up to a certain limit and the reinsurer pays the loss in excess of this amount
(known as the attachment point) up to an agreed limit. In addition there may be an
aggregate limit in respect of all claims assumed by the reinsurer. Excess of loss
insurance can be broadly divided into covers per risk (where each claim incurred for
each individual risk can trigger the cover) and covers per catastrophic event (where a
loss event must occur which involves several covered individual risks at the same time
in order to trigger the cover).1®!

e With stop-loss reinsurance, the reinsurer is obliged to cover any part of the total annual
loss burden that exceeds an aggregate attachment, where the attachment is defined as
a percentage of annual premium income or it may be a fixed sum.*® Stop loss is
designed for direct insurers who are seeking comprehensive protection against
fluctuations in their annual loss experience. It should not be used to guarantee a profit
for the insurer.1®

D.4 Importance of reinsurance

Reinsurance is an important element of the insurance business in general as it assists
insurers to manage financial and underwriting risk. Insurance companies buy reinsurance
for a number of reasons, in particular, to limit liability on specific risks, to stabilise loss, to
protect against catastrophes and to expand capacity.'® Due to the nature of medical
indemnity insurance, reinsurance is particularly important for the industry.

Reinsurance, and in particular, excess of loss reinsurance, is characterised by low claims
frequency and high loss severity, neither of which are predictable. The lines of insurance in
which liability is the slowest to develop are the long-tail lines.

As previously mentioned, medical indemnity insurance is a form of long tail insurance.
This means a long time can pass between the period for which the insurance cover is
provided and the date the claim arising from an incident during that period are finally
settled. Because it is difficult to identify the likely cost of future claims, insurance
premiums must be calculated and collected now for future losses. Also, as most medical
indemnity claims relate to personal injuries, they have the potential to be very large.

179 ibid, p. 15.

180 Swiss Re, An introduction to Reinsurance, p. 20.

181 jbid, p. 25.

182 jbid, p. 28.

183 Swiss Re, Proportional and non-proportional reinsurance, p. 26.

184 Reinsurance Association of America, Fundamentals of property casualty reinsurance, p. 3.
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D.5 Industry participation

The size of the reinsurance market, in terms of premium revenue, is difficult to quantify
with some companies/syndicates specialising more in international medical malpractice
than others. Although there is ample capacity internationally to reinsure Australian medical
indemnity providers, the difficulty appears to be in attracting competitive capital to be
allocated to the Australian market.

The ACCC understands there may be between 10 and 20 potential reinsurers for Australian
medical indemnity, with more than a hundred reinsurers generally. These reinsurers are
both globally and domestically based. Much of the domestic writing is carried out from a
branch office in Australia of a bigger international parent company such as, Munich, Swiss,
Converium, ERC Francona, General Cologne Re. There are very few purely domestic
reinsurers in Australia, one exception being QBE.

Internationally, the London market of insurance companies and syndicates is dominant in
providing medical indemnity coverage. This includes companies such as Hannover,
Marketform and Lloyds. The London reinsurance market is fairly stable, having developed
long-term relationships with the many insurance companies. However, individual
companies do exit the market as seen by the historical lead of CNARe and HIH. The
reinsurance companies offering medical protection have also remained reasonably stable.

Some recent events may have had a major impact on the reinsurance market. Anecdotally,
the collapse of HIH has attached a stigma to participating in the Australian market. Along
with September 11 2001, this has brought the concept of unlikely events occurring, and
the issue of insurance, to the fore. Some companies took severe losses as a result of these
events, but the fallout was not as great as some expected. However, these events have
given reinsurers the leverage to demand large margins over the past year. This sequence
of events is not uncommon. In the years following Hurricane Andrew, which caused
devastation in parts of America in 1992, the reinsurance market had extremely profitable
results.

There does not appear to be major barriers to entry or exit in the reinsurance market.
Reinsurers are subject to similar capital requirements and regulations that apply to the
general insurance market in that particular country. There have been several entrants into
reinsurance, particularly in the Bermudian market. Nor is it uncommon for the capital
backing a reinsurance underwriting team to change, for example, corporate capital now
accounts for most of the business written out of Lloyds of London.

D.6 Reinsurance pricing

Although the setting of reinsurance premiums is complex, reinsurers aim to strike a
balance between how much the insurance market will tolerate, the competitive pressures
required in order to secure the business, technical pricing aspects and long-term profit. 1¢°

185 Technical pricing refers to an actuarial type of analysis that aims to come up with the best estimate indication of
expected losses for new treaties and identifying if the given price offered meets company expense and profit targets.
This would involve analysing expected losses to different prospective treaties, average claim sizes, claim frequency,
expected margins and returns based on a given level of expected losses and determining the variability in expected
losses.
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Also, most reinsurers have a company strategy either by class and type of business or
geographical location. Invariably a lot of weight is given to the building of potential long-
term relationships. More specifically the reinsurer will look at management, methods of
underwriting and risk selection, claim operations, financial status and credit rating, the
structure of the reinsurance program, the stability of the market, any reforms and the
environment in general.

These factors would also be considered by medical indemnity providers when choosing a
reinsurer. In this instance, greater importance is attached to the credit rating of the
reinsurer and finding a long-term partner. Given the changes that can occur there is a need
to have several ‘quality’ reinsurers, particularly one that actively assists in managing both
large and aggregate losses.

Medical indemnity providers potentially have the scope to shop around for a reinsurer.
Invariably there will be several reinsurance companies competing but only three or four
will take on most of the risk. The broker will mediate this position with the objective of
satisfying both parties if possible. In general, medical indemnity providers tend to use
several reinsurers, but historically the size of the reinsurance program in Australia has only
warranted up to four major players.

Australian medical indemnity providers do have the ability to negotiate their reinsurance
premium. However, any negotiations will depend upon the environment.

Reinsurance premiums have increased substantially over the last two years. The pure rate
increase is estimated at around 15 to 20 per cent per annum. The pure rate in this context
relates to the increase in premium for the same level of coverage. However, it is difficult to
be more precise about this increase as in many cases the medical indemnity providers
have changed their coverage. Although the ACCC does not have access to premium data
for the reinsurance market, it is understood that they have increased the individual excess
of loss retention or increased the attachment point of the aggregate stop-loss cover.

To some extent the price of reinsurance is determined by a market cycle. Essentially, high
profits for the reinsurance industry attract other companies to enter the market creating
competition; continued competition gives rise to price reductions. If there are too many
reductions the reinsurance industry claims experience will start to suffer; some
reinsurance industries will leave the market, giving rise to new players. The remaining
market will enforce higher pricing regimes to increase margins and returning to
profitability. Then the cycle begins again.
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