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MANDATORY INSURANCE

Legal and Economic Myths and Realities

Background – The Australian Legal and Constitutional Framework
Australia is a federal country, comprising six States and two Territories, each with their own Government and Parliament, and a federal or national Government and Parliament.  There are many similarities between the constitutional arrangements in Australia and those of the United States of America.

Australia has a mixture of both common law and statute law, reflecting its British legal heritage.

Constitutional responsibility for most laws relating to liability and property rests with the States and Territories.  As a result, laws relating to most areas of mandatory insurance (especially laws relating to motor vehicle personal injury liability and workplace injury) are made by the States and Territories.

As there are eight jurisdictions making laws in the most common areas of mandatory insurance, there can be differing approaches (in some cases widely differing approaches) to the same issue.  This submission will therefore give an overview of the arrangements that exist in Australia, but will not attempt to provide detailed information in relation to all forms of mandatory insurance in all Australian jurisdictions.

Background – Underwriting of Mandatory Insurance

In addition to the mandating of insurance cover, Australia has often legislated to take the underwriting of mandatory insurance away from the insurance market, and to create special purpose "statutory insurance" corporations.  These statutory corporations are owned by the state, and invariably are given monopoly positions over their respective fields of cover.  This has been a particular feature of insurance for workplace injuries and, to a slightly lesser extent, insurance for motor vehicle personal injury liability.

The Australian experience, therefore, is that the intervention of governments (state or federal) can affect –

· The obligation to have the insurance in the first place (the mandating of insurance cover);

· The underwriting of the insurance cover (public sector or private underwriting);

· The nature of the insurance cover (terms and conditions of the "policy");

· The pricing of the cover.
Examples of these elements will be given in the responses to the Questionnaire.

Background – Public Policy

Legislative intervention in the insurance market invariably occurs in the pursuit of some element of public policy.  An understanding of the nature and operation of mandatory insurance should, perhaps, also involve a brief examination of the public policy objectives behind the legislative intervention, and whether those objectives are in fact being achieved.  

Sometimes, mandatory insurance can be used in order to achieve public policy objectives unrelated to the normal operation of the insurance market.  Whether this is desirable is a matter of contention, because the introduction of mandatory elements can distort the operation of the insurance market, create unintended outcomes, and often fail to achieve the intended public policy objectives.

Likely public policy objectives will be discussed in the responses to the Questionnaire.
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Responses to Questionnaire
1. Basic Factors

1.1 The mandatory insurance contract or coverage requirement is laid down –

1.1.1 By law

Examples of legislated mandatory insurance cover in Australia are:

· Motor vehicle bodily injury liability insurance;

· Workplace injury liability insurance;

· Professional indemnity insurance for lawyers;

· Professional indemnity insurance for financial advisers;

· Builders warranty insurance;

· Terrorism insurance for certain types of property.

1.1.2 Systematically by a co-contracting party

Examples of insurance that is mandated by a co-contracting party in Australia are:

· Home buildings insurance (required by the lending bank or other financial institution)

· Lessors (particularly lessor of commercial property) often require the lessee to maintain insurance against damage to the property, and public liability insurance cover.

1.2 Context in which a mandatory insurance requirement was laid down

1.2.1 Without haste

Examples of insurance that was mandated without haste include:

· Motor vehicle bodily injury liability insurance;

· Workplace injury liability insurance;

· Professional indemnity insurance for lawyers.

1.2.2 In haste

Examples of insurance that was mandated in haste include:

· Terrorism insurance for certain types of property, which occurred after the world wide reinsurance market withdrew cover for terrorism events;
· Professional indemnity insurance for financial advisers.
1.3 Nature of the risk

1.3.1 Property insurance

Examples of mandatory property insurance include:

· Terrorism insurance, which is included in the property insurance policies for commercial and industrial property;

· Home buildings insurance (required by banks and financial institutions);

· Property insurance required by lessors;

· Builders warranty insurance (although in most States and Territories, the insurance only protects the home owner if the builder goes into liquidation or disappears, the policy does not operate with respect to building defects).
1.3.2 Liability insurance

1.3.2.1 Professional or business liability

Examples of mandatory professional or business liability insurance include:

· Motor vehicle bodily injury liability insurance in respect of motor vehicles owned by businesses;

· Workplace injury liability insurance (also known as workers' compensation, or employers' liability insurance);

· Professional indemnity insurance for lawyers;

· Professional indemnity insurance for financial advisers

· Public liability insurance and/or professional indemnity insurance for organisations undertaking certain types of activities where contact with the general public is involved (such as amusement parks, activities conducted in public places or using public facilities, and until recently, incorporated associations).

1.3.2.2 Liability in private life

Examples of mandatory liability insurance in private life include:

· Motor vehicle bodily injury liability insurance in respect of privately owned motor vehicles (in some States and Territories, the cover is largely third party liability cover, in other States and Territories the cover is a combination of first party – no-fault – cover and third party liability cover);

· Workplace injury liability insurance for injuries sustained by employees employed to work in the home.
1.4 Exclusions

1.4.1 Permitted exclusions

Large employers can apply to become "self insurers" under the various workplace injury liability insurance schemes.  Self insured employers do not have to carry workplace injury (workers' compensation) insurance, and are regulated by the respective federal, State or Territory regulatory body.

1.4.2 Prohibited exclusions

Terrorism exclusion clauses are deemed ineffective under the federal Terrorism Insurance Act 2003, and insurance companies providing commercial property and business interruption insurance can obtain reinsurance protection for losses arising from acts of terrorism from a federal government statutory body called the Australian Reinsurance Pool Corporation.  For the terrorism cover to operate, there must be a formal declaration by the federal government that a "terrorist act", as defined in the legislation, has occurred.

1.4.3 Imposed exclusions

The only exclusions permitted under motor vehicle bodily injury liability insurance are motor vehicles that are used only on private property.  Any motor vehicle (including any motorized tractor or implement) that at any time may be used on a public road must be covered by the mandatory insurance.

Where the actual nature of the cover to be provided is mandated (especially in legislation), the definitions associated with the mandatory cover will inevitably set out the risks that are and are not covered by the mandatory insurance.  In this way, there can be imposed exclusions from the cover being offered.

1.5 Penalties for lack of insurance

1.5.1 Criminal penalties

There are criminal penalties for failure to take out motor vehicle bodily injury liability insurance, and for failure to take out workplace injury liability insurance.  The criminal penalties are in the form of substantial fines.

1.5.2 Administrative penalties

1.5.2.1 Disqualification from practicing or carrying on a profession, occupation, trade or business

Lawyers and financial advisers who do not carry professional indemnity insurance required by the relevant legislation can be disqualified from carrying on their profession or business.  Indeed, lawyers will not be able to obtain the necessary practicing certificate without prior proof of professional indemnity insurance cover being in place.

1.5.2.2 Other penalties

Borrowers are usually required to demonstrate that they have home buildings insurance in place before a bank or financial institution will release funds to complete the purchase of a property.  After this point in time, little or no action is taken by the banks to ensure ongoing compliance with the obligation to insure the property.

1.5.3 Civil penalties

A person or business who owns a motor vehicle which does not carry the required mandatory insurance will be personally liable for any damages payable as a result of the use of that vehicle.  Invariably, there will be a statutory body (mostly called the Nominal Defendant) which will pay any damages awarded in favour of an injured person, and the Nominal Defendant will then seek to recover those damages from the owner of the motor vehicle.

A business that was required to maintain workplace injury liability insurance, and failed to do so, will be personally liable for the full value of any damages paid to injured workers employed by that business.

2. Methods of effecting mandatory insurance

2.1 Taking out a contract covering the risk

2.1.1 No

In Australia, the terms of the "insurance policy" for motor vehicle bodily injury liability insurance, and workplace injury liability insurance, is set out in the relevant legislation of each State and Territory.  In these circumstances, there is no insurance contract as such, and the insured simply purchases a certificate of insurance cover.

2.1.2 Yes

2.1.2.1 Under an individual contract

Home owners purchasing home buildings insurance that has been mandated by their bank or financial institution have a broad freedom of contract.  The bank or financial institution would want to be satisfied regarding the amount of insurance cover purchased, but otherwise leaves it to the home owner to agree the terms and conditions of cover with the insurer.

Professional indemnity insurance for financial advisers is normally taken out on an individual contract basis, with the insurer providing the terms and conditions of cover according to its perception of the relative risk of the insured.

Builders warranty insurance is taken out on an individual contract basis, but the terms of cover are largely mandated by the relevant State or Territory legislation.

2.1.2.2 Under a group contract

Mandatory professional indemnity insurance for lawyers is normally provided under a group insurance policy, and lawyers apply for and are granted cover under that policy.

2.1.3 Selection of the risk by the insurer:  Given that the insurance is mandatory for the insured, is there any way of compelling the insurer to contract?

2.1.3.1 No.  What are the consequences?

Professional indemnity insurance for financial advisers is being introduced as a licence condition for financial advisers in Australia, but there is nothing to compel insurers to offer the cover that is being mandated.  It may well be that there is a regulatory gap if the required cover is not available in the market place.

Home buildings insurance that is mandated by banks and financial institutions is the standard form of cover provided in that market.  There is a ready supply of cover for home owners.  If a home owner is declined cover on underwriting grounds after the property has been purchased, it is unlikely the bank or financial institution would be aware of this.

2.1.3.2 Yes:

In many cases, motor vehicle bodily injury and workplace bodily injury insurance is provided by government owned statutory corporations, operating as a monopoly in their respective State or Territory jurisdictions.  Where the insurance is provided by private insurers operating in a competitive market, the insurers are nonetheless licensed and regulated in relation to their operations.  Any persistent refusal to provide cover would be likely to place their licence to operate in that market at risk.

Mandatory professional indemnity insurance for lawyers is invariably placed with a monopoly provider of the cover.  In these circumstances, there is no capacity to decline cover.

2.2 Coverage automatically included in a freely effected contract

2.2.1 No

A number of areas of mandatory insurance in Australia involve a statutory insurance policy, with little or no ability to negotiate terms and conditions.  These are not freely effected insurance contracts.  As noted above, motor vehicle bodily injury insurance and workplace injury insurance cover is regulated by statute, with no ability to negotiate terms and conditions.

2.2.2 Yes

Terrorism cover is automatically included in freely effected commercial and industrial property insurance, because any exclusion of the cover is made ineffective by the operation of the federal legislation.

As noted above, home buildings insurance provides the cover required by banks and financial institutions.  This type of insurance is freely effected by the home owner.

3. Financial Aspects

3.1 Amount of Cover

3.1.1 Limit of Cover

3.1.1.1 Unlimited Cover

In Australia, motor vehicle bodily injury insurance and workplace injury insurance both offer essentially unlimited cover under the policies set out in the relevant statutes of the Australian States and Territories.  This is the case regardless of whether the cover is provided by a State-owned insurer or by a private insurance company operating in this class of business.  

3.1.1.2 Legally required minimum cover

Professional indemnity insurance for lawyers and for financial advisers must carry a minimum level of cover, in accordance with the relevant statutes.  For example, in the State of New South Wales, the mandatory minimum level of cover for professional indemnity insurance for lawyers is $1.5 million per claim.

For builders warranty insurance, State and Territory legislation will determine the nature and level of cover that must be included in the insurance policy.  In the State of New South Wales, the contract must provide for cover of not less than $300,000 in relation to each dwelling to which the insurance relates.

3.1.2 Deductible

3.1.2.1 Prohibited

Where the insurance policy is regulated by statute, there is usually no ability to provide for a deductible as such.  This is especially the case where the insurance relates to motor vehicle bodily injury insurance and workplace injury insurance.

3.1.2.2 Mandatory

In some cases relating to personal injury compensation, benefits that are defined by legislation have their own "deductible", if the benefits only operate after a certain threshold has been met.  For example, the first week of wage loss might not be covered, or the first $400 of medical expenses.  Generally, this is a feature of the design of benefits available under the statutory compensation scheme, rather than a feature of the "insurance" policy as such.

3.1.2.3 Optional

While banks and other financial institutions that provide finance for residential dwellings require insurance against the loss of the building, there is very little oversight of the terms and conditions of that insurance.  In these circumstances, the policyholder might negotiate a deductible with the insurer, in order to reduce the level of premium that would otherwise be payable.

Optional deductibles might also be available in certain professional indemnity insurance programs, depending on the profession and the jurisdiction in which the professional operates.

3.2 Amount of the premium
Australia has a wide variety of premium setting mechanisms for insurance that is subject to mandatory controls imposed under legislation.  These range from fixed price setting, to full freedom to price the risk.  

The nature and level of government intervention in or control of pricing varies across the various States and Territories of Australia.  For example, in the State of Western Australia –

· Motor vehicle bodily injury insurance is covered by a government owned monopoly insurer, and premiums are fixed by the state government; and

· Workplace injury insurance is offered by private insurers, in a competitive market, with little government regulation or control of prices.
In the State of New South Wales –

· Motor vehicle bodily insurance is offered by private insurers in a competitive market, with prescribed bonus/malus arrangements and a "file and write" premium review mechanism; and

· Workplace injury insurance is offered by a government owned monopoly insurer with premiums fixed by the state government.

Other variations can and do occur across the Australian jurisdictions.

As a general rule, where the insurance is offered by a monopoly government owned insurance corporation, and provides cover and pays benefits defined in the relevant legislation, it will be highly likely that the premium will also be fixed by the government.  Where private insurers provide the cover, there may be either limited or no controls over premium.
3.2.1 Fixed by the state

3.2.1.1 No, never

State and territory governments do not impose price controls on home building insurance mandated by banks and financial institutions.  There are also no price controls on professional indemnity insurance, where such insurance is required by legislation.

3.2.1.2 Yes

Premiums are fixed or controlled by the state or territory government primarily in relation to motor vehicle bodily injury insurance, and workplace injury insurance.

As noted above, the level of price control will mostly depend on whether the cover is being provided by a monopoly government owned insurance corporation (in which case the premium will be controlled by the relevant state government), or whether private insurers provide the cover (in which case there will be limited or no control on premiums).

Where motor vehicle bodily injury insurance is prescribed by the relevant government, the premium will usually vary according to the type of vehicle being insured.  Owners of all vehicles within each class of vehicle usually pay the same premium, regardless of the age or driving history of the vehicle owner or the people likely to be driving the vehicle.  This is also known as "community rating", where the risks of a particular group (ie all vehicles falling within that particular class of vehicle) is spread across the total number of vehicles in that class.

In workplace injury insurance, the government will often specify the premium for each industry sector, in the form of a percentage of wages paid by an employer in that particular industry sector.

3.2.2 Freely fixed by the parties

3.2.2.1 No, never

As noted above, where a government owned corporation is the monopoly insurer in a state or territory, there is usually little or no capacity for the parties to negotiate a premium for the cover being provided. 

3.2.2.2 Yes

Premiums will be freely determined by the parties in relation to home buildings insurance required by financial institutions, liability and other insurance required by commercial and other landlords, professional indemnity insurance required by legislation, and commercial and industrial property insurance covered by the terrorism insurance pool operated by the Australian federal government.

3.2.3 Bonus-Malus System

3.2.3.1 Unregulated

Workplace injury insurance offered by private insurers in Western Australia, Tasmania, the Northern Territory and the Australian Capital Territory has unregulated bonus-malus arrangements.  Insurers are free to offer reductions or apply loadings according to the employer's claim history.

3.2.3.2 Regulated

Government owned monopoly workplace injury insurers in Queensland, New South Wales, Victoria and South Australia have the capacity to increase or reduce premiums according to claim history, in accordance with the regulations of the relevant state.  In some cases, there is a very specific formula that must be applied to determine the employer's premium.

Motor vehicle bodily injury insurers in the State of New South Wales have the capacity to increase or decrease premiums within limits determined by the state insurance regulator for this class of business.  This allows a limited amount of individual rating, according to the age of the youngest driver or the driving history of the vehicle owner, but the limits of the bonus-malus arrangements mean that a large element of community rating remains.  In other words, limits on the amount of malus that can be applied will mean that premiums for younger drivers do not fully cover the risk.  Conversely, the limits on the amount of bonus that can be allowed means that safer drivers do not get the deeply discounted premiums their risk profile might warrant.  Accordingly, insurers need to balance their portfolios with matching numbers of high risk and lower risk vehicles.  Overall, the system allows some degree of risk rating while ensuring the premiums for the high risk vehicles do not become excessively expensive.

3.2.4 Do policyholders consider the premiums charged for mandatory insurance acceptable or unacceptable?

There is a high degree of intervention by the state and territory governments in premium setting in Australia for both motor vehicle bodily injury insurance and workplace injury insurance.  This means that premiums in these classes of insurance can be (and have been) political issues from time to time.

On the one hand, any policyholder will almost always indicate that current premiums are too high.  At the same time, there does not appear to be any particular outcry or protest about the current levels of premiums in the various states and territories.

The main form of public comment in recent times has been calls from employer groups for reductions in workplace injury insurance premiums following periods of profitability by government owned insurers.  Employers tend to call for any "surplus" to be delivered in the form of lower premiums, rather than the payment of higher benefits to injured claimants or the payment of some form of dividend to the state.  The State of New South Wales reduced workplace injury insurance premiums by 10% during the 2007/2008 financial year because of perceived profits within the scheme at that time, consistent with the desire of employers to have profits passed back to them in the form of lower premiums.

3.2.5 If the insurance were not mandatory, would the premium charged for it be the same or significantly higher?

Where there is little or no government intervention in the pricing of mandatory insurance, it can be assumed that the premiums are a reasonable reflection of the nature and cost of risk being insured.  If the insurance ceased to be mandatory, there would be a risk that the higher risk (and therefore higher priced) policyholders might not take out the insurance cover.  This might have an impact on the insurer's portfolio for the particular class of business, and there may be a resulting impact on the premiums for the ongoing business written by the insurer.  It is difficult to assess the nature and level of this potential impact.

In motor vehicle bodily injury insurance, the nature of government intervention in pricing is such as to impose a large measure of community rating, which operates as a cross subsidy to provide a substantial price reduction for high risk policies.  Hence, in the absence of mandatory insurance, insurers would be likely to charge prices that are more reflective of the risk being underwritten, on the basis that there is a higher likelihood of higher risk policyholders not paying a higher premium.  In the absence of community rating, it is inevitable that the premium charged for high risk policyholders would become significantly higher.  It is also possible that the premiums for lower risk policyholders could also reduce.

3.3 Financial Data:  are there studies making it possible to know:

3.3.1 The profit or loss generated by mandatory insurance

In Australia, a substantial portion of motor vehicle bodily injury insurance and workplace injury insurance is underwritten by government owned corporations, often on a monopoly basis within their respective jurisdiction.  In each case, the relevant corporation publishes an annual report including detailed financial information regarding the profit or loss sustained from its operations in the year under review.

The Australian Prudential Regulation Authority (APRA) publishes information on insurance business written by private sector insurers authorised by it to conduct insurance business in Australia, including where relevant mandatory insurance.  Information is published on gross premium revenue and gross incurred claims by State and Territory across a range of classes of insurance business.  This includes information on –

· Motor vehicle bodily injury insurance (called CTP motor vehicle in the APRA tables); and

· Workplace injury insurance (called Employers' liability in the APRA tables).
The most recent APRA publication, as at 22 December 2008, is the APRA Half Yearly General Insurance Bulletin, December 2007, issued on 7 August 2008, available at www.apra.gov.au.

Other mandatory insurance underwritten in the private sector would be in the other general classes of insurance reported by APRA.  For example, mandatory professional indemnity insurance would be reported under "professional indemnity" along with non-mandatory cover of that nature.

3.3.2 Whether the risk in question would be insurable if it were not mandatory?

The Australian terrorism insurance pool was implemented after terrorism risks associated with commercial and industrial property insurance became uninsurable.  It is not likely that the risk would be insurable in the absence of the terrorism insurance pool, and hence the ongoing mandating of cover through the pool is achieving a benefit in the community.

There are few, if any, studies making it possible to know (with any degree of confidence) whether other risks would be insurable if the cover were not mandatory.  Where there is a substantial element of community rating or cross subsidy, it is likely that there would be a significant change to the "insurability" and pricing associated with any removal of the requirement to have insurance cover.  If current pricing reflects the underlying risk profile, there would be less likelihood of the risk becoming uninsurable.

3.3.3 Whether persons exposed to a given risk would voluntarily take out insurance against it if it were not mandatory?

There are few, if any, studies in Australia which would indicate whether persons would take out insurance voluntarily if the obligation to insure was not mandatory.

Medical practitioners and health professionals are not required by Australian law to maintain professional indemnity insurance, but virtually all medical and health professionals have some form or insurance cover.

4. Reinsurance

4.1 Mandatory reinsurance

Terrorism risk reinsurance (provided through the federal government's Australian Reinsurance Pool Corporation) is mandatory for insurers providing commercial and industrial property insurance (for further information, see:  http://arpc.treasury.gov.au/content/default.asp).  

Apart from this, reinsurance is not mandated in Australia.

4.2 Attitude adopted by private insurers in your country

Private insurers that underwrite mandated insurance in Australia generally have full freedom to take out reinsurance protection as they see fit.  They are subject at all times to the prudential regulation of the Australian Prudential Regulation Authority for the proper management of their risk portfolios, and APRA will carefully review the reinsurance protection maintained by direct underwriters for all forms of cover.

Private insurers are able to purchase reinsurance cover in Australia, and on the world markets.

4.3 Economic Aspects

There are very few restrictions on the capacity of insurers operating in the Australian market to arrange and effect reinsurance protection.  They are subject to the normal market arrangements in relation to terms and conditions, and in relation to the cost of reinsurance.  Australian and international reinsurance brokers service the Australian market, and are generally able to place reinsured risk in the world markets.

5. International Aspects

5.1 Does your country have any law that deals with the issue of mandatory insurance in an international context?

Mandatory insurance requirements largely relate to activity that occurs in Australia, or risks located in Australia.

Australia has federal legislation dealing with civil aviation – the Civil Aviation (Carriers Liability) Act 1959.  That legislation deals with both domestic civil aviation and international civil aviation.  The legislation includes mandatory insurance requirements for carriers that operate in Australian air space.  It would appear that under Part IVA of the Act, it is possible that insurance taken out in the carrier's home country may be sufficient for the purposes of the Australian legislation so long as the policy specifically states that policy provides the cover that is required by Australian law.

5.2 Where insurance is mandatory in your country for a given activity, are foreign persons required to carry such insurance in order to engage in that activity in your country?

Where a foreign person undertakes an activity that is subject to mandatory insurance, that person must carry the required insurance in order to engage in that activity.

For example, if a foreign person owns a motor vehicle in Australia, that person must take out mandatory motor vehicle bodily injury insurance cover.  If the foreign person employs someone, they must take out workplace injury insurance cover.  If the foreign person borrows funds from a bank or financial institution in order to purchase residential property, the bank or financial institution will require the person to take out property insurance in respect of the building.

In each case, the obligations on the foreign person are essentially identical to the obligations on Australian citizens undertaking similar forms of activity.

Insurance taken out in the foreign person's home country would not be recognized for the purposes of mandatory insurance requirements in Australia.

5.3 Is it legal to take out mandatory insurance with a foreign insurer?

As a general rule, it is not possible to take out mandatory insurance with a foreign insurer in Australia
.  Mandatory insurance for foreign civil aviation carriers is likely to be an exception to this rule.

Motor vehicle personal injury insurance, and workplace injury insurance, must be taken out with insurer(s) authorised to issue this type of insurance in each state or territory.  In some states and territories, the insurer is government owned, and has a monopoly on the type of insurance in that particular state or territory.

There is a specified insurer providing mandatory levels of professional indemnity insurance for lawyers in each Australian state or territory.  Optional levels of cover may be purchased on the open market.

5.4 Mandatory coverage included in an optional contract where the optional contract is taken out abroad
It is difficult to envisage a situation where mandatory cover might be included in an optional contract which is taken out abroad.

6. Assessment and Recommendations

6.1 The system of mandatory insurance (or coverage) should be prohibited?

6.1.1 As a matter of principle, no coverage should be mandatory.

Some would argue that total personal freedom must include the capacity to manage one's risks and potential exposures as one sees fit, and that mandatory insurance arrangements are an infringement of individual rights and freedoms.

From a broader community perspective, there will be many instances of daily activity where, if an injury or loss occurs, the majority in the community would expect that there would be some system or process which provides a response to that injury or loss.  For example, most societies now require a system for responding to injury on the roads or at the workplace.  In many instances, that system takes the form of insurance.

Australia respects individual rights and freedoms (even though Australia does not have a Bill of Rights as such), but Australians also support and expect to have access to support mechanisms in many cases of injury or loss.

As a general rule, there is a reasonable balance in Australia between areas where insurance is mandated, and areas where insurance is optional.  Australians would be unlikely to support the overall abolition of mandatory insurance.

6.1.2 For practical reasons.

There are, however, issues of moral hazard.  The presence of a safety net mechanism (often in the form of mandated insurance) can result in a decreased effort on risk management and risk mitigation, either by individuals or by communities.  For example –

· Australia regularly experiences severe bush fires in metropolitan and rural areas.  Insurance for property losses following bush fires is not mandatory, so it is a matter for individual insurers and policyholders to decide whether bush fire risk is to become a key issue when the policy is being negotiated.  It is up to the insurer to decide whether to take account of bush fire risk and, if appropriate, bush fire mitigation efforts.

If property insurance for bush fire losses is mandated, the capacity to negotiate the nature and level of cover to be provided, or the level of risk mitigation that must be undertaken, is likely to be lost.  Indeed, if the mandating of cover introduces an element of community rating, any incentives to mitigate against bush fire losses would be removed.  This would have to be undesirable, from a community perspective.

· Australia also experiences regular flooding, often causing severe damage in towns and cities.  The general (non-life) insurance industry has been examining the potential to introduce wide-spread flood insurance, but is constantly faced with the need to spread the cost of floods across a wide pool of policyholders.  This would constitute a community rating process, and if implemented, would diminish the onus on flood prone property holders to manage and mitigate their potential losses.  There are also equity issues if property owners who deliberately purchase properties that are not exposed to flood, are required to contribute to the insurance pool for flood losses.

The presence of generally available flood insurance is also likely to reduce the onus on local government authorities, who control the use of land, to limit residential and other activity in flood prone areas.  If insurance is available, they are more likely to permit land useage, in the knowledge that they will not be responsible for any property loss if a flood occurs.

· For a period of time, some Australian states required house builders to carry insurance for building defects or other breaches of the builder's warranty.  In some cases, this form of insurance effectively replaced arrangements for the licensing of house builders by the state.

In effect, the insurance process was used as a mechanism to regulate quality control in the home building industry.  Experience found that insurance was ineffective for this purpose, because if the builder breached policy conditions the insurer would be entitled to cancel the policy and refuse to pay claims, thereby leaving the property owner without any effective remedy.  States that wanted to regulate builders found that it was far more effective to regulate the process directly, and not rely on insurance as a surrogate for effective government regulation.
In conclusion, there will be instances where the community expects an insurance mechanism to exist, and to be able to rely on that mechanism if an injury or loss occurs.  There will be other occasions where it is better to maintain freedom of contract for insurance purposes, especially if moral hazard issues are likely to arise.

In each case, very careful public policy analysis is required to firstly decide the public policy objectives that are paramount, and to then determine the most effective means of achieving those objectives.  Mandatory insurance may or may not play a role in meeting those objectives.

6.2 The current mandatory insurance should be repealed?

6.2.1 Property Insurance

The Australian Reinsurance Pool Corporation was introduced following the collapse of terrorism risk insurance world wide.  The ARPC responded to a total market failure in this area of insurance.  It is widely accepted that the ARPC should be repealed if and when the insurance market is able to provide terrorism risk insurance on reasonable terms and conditions, but not before this occurs.

Other forms of property insurance mandated by landlords and finance providers operate on normal commercial terms and conditions, and provide security to the landlord, bank or finance company.  There are no strong reasons for the repeal of mandated cover of this nature.

6.2.2 Liability Insurance

Mandatory professional indemnity insurance for lawyers practicing in Australia is operating well, and there are no calls for change at the present time.  The major outstanding issue is the extent to which slight variations in the requirements between the states and territories is hindering attempts to achieve national rights to practice law in Australia (rather than being admitted to practice in specific states or territories).

There are issues for mandatory professional indemnity insurance for financial advisers.  The nature and terms of cover required by the relevant regulations is not currently available in the Australian market, and underwriters are reluctant to provide the cover set out in the regulations.  Discussions are ongoing regarding the most effective mechanism to protect clients of financial advisers.

Apart from this, there are no strong pressures for changes to mandatory liability insurance arrangements in Australia at the present time.  This is especially the case since the Australian Government made it difficult for unauthorized foreign insurers to provide cover in respect of Australian risks.

6.2.3 Personal Insurance

There is no suggestion that mandatory motor vehicle personal injury insurance should be repealed in Australia.  

6.3 Mandatory insurance should be confined to certain specific risks?

6.3.1 Civil liability:  motor vehicle, medical malpractice, etc

6.3.2 Property damage:  disasters, main residence, business interruption, etc

6.3.3 Personal Injury:  through individual or group insurance, for children, etc

6.3.4 Death insurance:  for borrowers, etc

6.3.5 Life insurance:  retirement, etc

6.3.6 Dependency insurance

As noted above, the existence of mandatory insurance should be considered in the context of a detailed understanding of the public policy objectives that are sought to be achieved.  In some cases, mandatory insurance is an appropriate mechanism, and workplace injury insurance is a good example of this.  In other cases, mandatory insurance may not achieve the desired public policy objective (mandatory professional indemnity insurance for financial advisers will not be effective if the insurance market does not in fact offer the nature of the cover mandated by the relevant regulations).

Hence, rather than suggesting mandatory insurance should be confined to certain specific risks, it is perhaps a better statement to say that mandatory insurance should only operate where there are clear public policy objectives to be attained, and that mandatory insurance is the most appropriate mechanism to contribute to the attainment of those objectives.  Careful consideration must be given to alternative options, moral hazard issues, market capacity and unintended consequences before an insurance solution is mandated.

Australia also has contrasting responses to the mandating of cover by state owned underwriters.  In the States of New South Wales and Queensland, motor vehicle personal injury insurance is provided by privately owned insurers, and workplace injury insurance is covered by public insurance corporations.  In Western Australia and Tasmania, the reverse is the case.  All four States would no doubt argue that they have the correct approach to the underwriting of these types of insurance.

It is suggested that the mandating of state owned underwriters (often in a monopoly context) also needs to be undertaken in a clear public policy context, with clear analysis of the reasons why the insurance risk should be carried by the public sector and not spread across prudentially regulated private insurers operating in a competitive market.  This has not happened in recent years.

6.4 Some types of mandatory insurance should be developed?

6.4.1 Which ones?  Disaster risks, risks to the vulnerable and those in a weak situation.

6.4.2 At a national, international or worldwide level.

6.4.3 For moral reasons

6.4.4 For reasons of efficacy

6.4.4.1 Access to insurance facilitated by mutualisation – lower premiums

6.4.4.2 Need to compel those who do not concern themselves with precaution, prevention, contingencies, etc.

Legislation relating to international civil aviation (or at least in relation to carriers operating in Australian air space) is a good example of a public policy objective being achieved by a system of mandatory insurance that operates at the international level.  The Australian requirements retain a large element of freedom of contract and freedom of price, so long as basic elements of cover are included in the insurance policy.  

If mandatory insurance is examined from the perspective of public policy outcomes, moral issues, reasons of efficacy and mutualisation, protection of the vulnerable and weak are all relevant considerations for potential areas of cover.  The real issue, though, is whether the insurance process will be the most effective mechanism to achieve the desired outcome, or whether some other form of government sponsored program or safety net is appropriate and a more effective solution.

Motor vehicle personal injury insurance in Australia provides a good case study of possible options to meet a public policy objective.  Australia has both no-fault and third party liability compensation mechanisms (some states have both), government monopoly providers and competitive private insurers.  Most states have a single premium for all vehicles in a given class (including privately owned motor cars), and one state has a bonus-malus system, within limits, to allow a degree of underwriting by insurers.  The regulatory authorities in each state and territory all believe they have the "best" system in Australia, but there is no sound analysis of the issue, because there is no consensus as to what are the public policy objectives that are being sought. 

6.5 If you agree with the principle of mandatory insurance do you think –

6.5.1 Mandatory insurance should be effected by taking out a specific insurance contract, by automatic inclusion in an existing insurance contract, by developing a group insurance contract or by obliging insurers to provide insurance?

Once it is decided that a mandatory insurance regime is desirable, there are still a range of options under which the regime could operate.  Australia traditionally legislates the actual policy wording for motor vehicle personal injury insurance and workplace liability insurance.  Other forms of mandatory insurance are included in commercial contracts.  The mechanism for implementing the mandatory cover will (or should) depend on the objectives that sought to be achieved. 

It is desirable, however, to retain as much freedom of contract as possible, in order to ensure competitive pressure can develop and operate for the benefit of policyholders, and innovation and product development opportunities are available to the industry.

6.5.2 A rate of premium should be fixed by law or fixed freely?

The proper pricing of risk should be encouraged at all times, unless there are clear reasons for some element of community rating or cross-subsidization.  There are good examples in Australia where a mandatory policy can be offered in a competitive environment, and this operates for the benefit of policyholders generally, and particularly those who can demonstrate active and successful risk management initiatives.

6.5.3 A bonus-malus system should apply?

If the insurance mechanism is to be most effective, underwriting of individual risks should be facilitated, where appropriate by a bonus-malus system.  However, New South Wales is the only State where bonus-malus operates in motor vehicle bodily injury insurance.  Controls on the bonus-malus process still result in affordable premiums for high risk vehicles, and lower premiums for safer drivers.

6.5.4 The limit of cover should be the same for everyone, subject to a minimum, or freely determined by the parties?

In some cases, the desired outcome will dictate a standard limit of cover (and possibly including the nature of the cover as well).  In other cases, a minimum level of cover might be sufficient.  Once again, it depends on the outcome that is sought to be achieved.

6.5.5 Clauses defining the risks covered and the exclusions should be imposed by law?

If the intention is to mandate a broad level of cover, it is most likely preferable to prescribe the terms of the cover in the relevant regulation (workplace injury insurance is an example of this).  If, however, the intent is to provide a minimum level of cover, that should be specified, with the parties remaining at liberty to negotiate and agree the nature and cost of cover over and above the minimum mandatory level (professional indemnity insurance for lawyers is an example of this).

6.5.6 Reinsurers operating in the relevant domestic market should be required to provide reinsurance?

Reinsurance operates in a largely free, world wide market.  It is desirable, therefore, that direct underwriters have the largest possible ability to seek and negotiate reinsurance protection from that market, and reinsurers need to have the capacity to assess and price the risks they are reinsuring.  Forcing reinsurers to provide certain types of cover could have undesirable prudential regulatory outcomes, and it is generally desirable that these should be avoided.

6.5.7 The state should act as last-layer reinsurer?

If the insurance market is unable to provide a desired level of cover, there should be no objections to the state acting as a reinsurer of last resort or implementing some similar mechanism to achieve the same outcome.  The Australian Reinsurance Pool Corporation provides that level of protection, in the absence of reinsurance cover for terrorism risks.

Where the insurance market is able to provide all necessary cover, it should be given the opportunity to do so.

6.5.8 A Guarantee Fund system should be established?

Guarantee Funds are an ideal mechanism to protect policyholders who are unable to make informed decisions regarding the financial security and strength of their insurer (especially policyholders who purchase cover directly from the insurance market).  These policyholders can suffer major hardship if their insurer fails, and this was apparent in Australia after the failure of the HIH Insurance group in March 2001 (Australia had no guarantee fund at that time, and a special assistance package was established by the federal government to assist individuals and small businesses suffering hardship following the collapse of HIH.)

Where cover is purchased through insurance brokers or by corporations with experienced risk managers, the presence of a guarantee fund could give rise to moral hazard issues – the cheapest price will always be taken, because the policy will always be paid.

Further, the existence of a guarantee fund may encourage reckless behaviour by certain players in the insurance market, because their customers will always have their claims paid.

Australia has recently implemented arrangements for a standing guarantee fund, which will only operate if an insurer collapses, and will only provide protection for individuals and small businesses.  The guarantee fund will be dormant, and will only operate to the extent to which there is a deficiency of funds to meet policyholder claims.  Where a deficiency occurs, the regulator will implement a levy on the remainder of the industry to fund the shortfall.

� The prudential regulation of private insurance underwriters carrying on business in Australia, and of private insurance contracts, is the constitutional responsibility of the federal Government.


� Since July 2008, it is impossible to obtain cover in Australia from unauthorized foreign insurers unless the insured has a high level of turnover (at least AUS$200 million), the nature of the risk is atypical, cover for the risk cannot reasonably be placed in Australia, or the insurance is required by foreign laws:  section 3A(1), Insurance Act 1973 (Commonwealth).
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