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unknownunknown1BLIGNAULT, Ms Ardele, Director Government and Stakeholder Relations, Australian Bankers Association

100001CHAIR0CHAIR—I call the committee to order. This is a public hearing of the Senate Economics Legislation Committee to receive evidence concerning the Terrorism Insurance Bill 2002. The provisions of the bill were referred to the committee following a report of the Selection of Bills Committee, presented on 19 March. The committee is to report to the Senate by 16 May 2003. 

Before we begin taking evidence, I remind you that all witnesses appearing before the committee are protected by parliamentary privilege with respect to their evidence. Parliamentary privilege refers to the special rights and immunities necessary for the discharge of parliamentary functions without obstruction or fear of prosecution. Any act by any person which operates to the disadvantage of a witness on account of evidence given by that witness before this committee is treated as a breach of privilege. These privileges are intended to protect witnesses. I must also remind you that giving false or misleading evidence to the committee may constitute a contempt of the Senate.

I welcome to the table Ms Blignault of the Australian Bankers Association. The committee prefers all evidence to be given in public but should you at any stage wish to give any part of your evidence in private you may ask to do so and the committee will consider that request. The committee has before it a written submission from the ABA. Are there any alterations or additions you would like to make to the submission at this stage?

unknown1unknown1Ms Blignault—No, there are not.

100001CHAIR0CHAIR—Would you like to make a brief opening statement before we proceed to questions?

unknown1unknown1Ms Blignault—Yes, thank you. The Australian Bankers Association, on behalf of all member banks, welcomes the opportunity to appear in front of the Senate Economics Legislation Committee and to continue to contribute to the resolution of significant commercial and financial difficulties created by the withdrawal of terrorism insurance cover by the global insurance industry as a consequence of the events in the USA on September 11, 2001. The ABA considers the consultation process surrounding the bill to have been excellent as it has provided ongoing opportunities for the banks to enter into detailed and meaningful discussions with the Treasury and other stakeholders with the clear objective of working towards a solution in the best interests of all Australians. This is an issue that affects all Australians and, while the risk of a terrorist attack may vary, everyone faces the risk to some extent.

The ABA strongly supports the Terrorism Insurance Bill 2002. Unfortunately there is still no adequate terrorism insurance cover available and it has been 1½ years since the events in the United States on September 11. This situation continues despite the dreadful Bali bombings on October 12 last year. The most immediate issue faced by the banking industry is the impact that the lack of appropriate insurance is having on loan security and servicing. If an asset held as security is destroyed by an act of terrorism and there is no insurance coverage for that risk—which is currently the case—then the value of that security could potentially reduce to nil. The loss of assets and operational capacity will adversely impact on the borrower’s debt servicing capacity. This problem is particularly acute for project infrastructure and property finance. Banks contribute substantially to financing these very large projects that add great value to the Australian economy. As well as major buildings, these projects include major transport facilities and the delivery of gas, electricity and water to capital cities as well as to regional, rural and remote Australia.

Financing of these projects is typically organised on what is called a limited recourse to sponsor basis, with the lenders taking security only over the assets and the cash flows generated by those assets. If those assets are destroyed and there is no appropriate insurance cover then the banking industry will face very large losses. Presently, on insurance policy renewal, managers of, investors in and lenders to large project infrastructure and property projects are faced with uninsured terrorism risk exposure. Not only is the building itself affected but this uninsured exposure potentially impacts on all Australians because of the underlying retail investments in these projects through property trusts and superannuation fund membership.

As all Australians are potentially affected, it is important that the scheme be compulsory. The compulsory nature of the scheme is also essential to its viability by ensuring that premiums are set at a reasonable cost for insurance. While compulsory, the differential in premiums reflects some degree of risk with higher risk classes, such as CBD assets, paying a higher premium. Examples of currently exposed assets include iconic CBD office towers, shopping centres, manufacturing industries, airports, toll roads, railways, power stations, resource processing plants, gas pipelines, LPG plants, electricity transmission facilities and distribution networks, water and sewage treatment plants, and telecommunication facilities.

The inability to obtain insurance cover for acts of terrorism is significant not just for current projects but also for projects that may be undertaken in the future. The banking industry needs commercial certainty if it is to lend for these projects which are essential for all Australians. The banks’ inability to obtain terrorism cover for their own staff is a major issue and a significant financial exposure. A terrorist attack that caused significant loss of life or injury to employees would obviously be a dreadful occurrence and would have a very large financial cost in addition to loss of expertise and business continuity impacts on the bank.

Such a terrorist attack could also result in injury to third parties, including customers, visitors and suppliers. With public liability policies having terrorism exclusions, such claims are currently uninsured. This places significant contingent liability on all parties involved in property. This is a serious issue for bank owned property where there is public access as well as staff access. The ARPC scheme provides both public liability and business interruption cover, which would provide cover for these two significant exposures.

Banks are in the business of banking. Terrorism insurance risk and insurance risk generally are risks that banks are not in the business of taking, are not capitalised or authorised to undertake and cannot price. Banks also have little or no ability to mitigate such risks. The insurance market is the only real commercial risk transfer market. By providing a legislative solution for the problems created by the withdrawal of terrorism cover as a consequence of the events in the USA on September 11, the Commonwealth government can provide the vitally needed cover that is currently unavailable.

In conclusion, currently there is a clear market failure. Adequate insurance for a terrorist act is not available. The small offerings that are available are uncommercial, as the cost is exorbitant, the cover is too limited and there is uncertainty as to what risks are really covered. The duration of this market failure is unlikely to be short and it is not in the interests of any of the stakeholders to suffer an actual terrorist attack prior to an agreed solution being put in place. Therefore, we strongly support this bill and the establishment of the Australian Reinsurance Pool Corporation. We appreciate that much of what I have said is well recognised. However, the ABA and its member banks thank the committee for an opportunity to appear and would like to highlight the importance of the speedy implementation of the Terrorism Insurance Bill 2002.

3L62Conroy, Sen Stephen0Senator CONROY—Do banks or other lenders require insurance against losses as a result of acts of war?

unknown2unknown1Ms Blignault—I do not think you can actually insure for an act of war, but I can confirm that for you. I do not think it is available.

3L62Conroy, Sen Stephen0Senator CONROY—If the government declares a war on terrorism and, for instance, defines an organisation like Hezbollah as well known for terrorist acts, are we at war with them? If they blow up a building in Australia, is that war or is that terrorism?

unknown2unknown1Ms Blignault—I think that question is outside the scope of the banks to answer. I think that is probably—

3L63Conroy, Sen Stephen0Senator CONROY—It is about the definition in the bill and you support the definition in the bill. I am just trying to get an understanding of where you see the difference between an act of terrorism and an act of war.

unknown3unknown1Ms Blignault—My understanding of the bill is that it is actually up to the Attorney-General to declare it an act of terrorism, so the decision would be made by the government.

3L63Conroy, Sen Stephen0Senator CONROY—So if we have a declared war with terrorism, if Hezbollah is identified as a terrorist organisation and it says that it was the one that blew up the Sydney Harbour Bridge, by your understanding of the bill can the Attorney-General then turn around and say, ‘That was not an act of war—we happen to be at war with them, but that was an act of terrorism instead’?

unknown3unknown1Ms Blignault—My understanding of the bill is that the government does make that decision and it cannot rescind once that decision is made.

3L63Conroy, Sen Stephen0Senator CONROY—So a declaration that we are at war with terrorism and a particular terrorist organisation does not mean that they cannot declare a particular act by the party we are declared to be at war with a terrorist act?

unknown3unknown1Ms Blignault—My understanding is that that is the government’s call.

3L63Conroy, Sen Stephen0Senator CONROY—I just want to ask about the state of the market at the moment. As you went through your opening speech, I wrote down different words. Is there no cover available or is there no adequate cover or no appropriate cover?

unknown3unknown1Ms Blignault—There is limited cover available and it is currently what we would consider uncommercial. I can give you a couple of examples of what is available. For terrorism cover on one landmark CBD asset, one of our banks was quoted a premium of 450 per cent of the current property insurance premium, despite the cover only covering one-third of the property value. I can give you another example—

3L63Conroy, Sen Stephen0Senator CONROY—What does that mean—450 per cent of previous premium cover?

unknown3unknown1Ms Blignault—Yes, but you only get one-third of the property covered.

3L63Conroy, Sen Stephen0Senator CONROY—What did the previous premium cover—100 per cent of the property?

unknown3unknown1Ms Blignault—Yes, indeed—complete cover.

GB63Collins, Sen Jacinta0Senator JACINTA COLLINS—More than just terrorism?

unknown3unknown1Ms Blignault—Yes, indeed. I can give you another example.

3L63Conroy, Sen Stephen0Senator CONROY—Please.

unknown3unknown1Ms Blignault—One of the banks found the highest level of cover available for its property portfolio, which is worth $200 million, to be less than four per cent of the portfolio value—in fact, they could not buy insurance above four per cent. Another example is a bank being quoted an increase of 40 per cent for its current property insurance premium, which only provided cover for $300 million, and their property portfolio was worth $4.3 billion.

3L63Conroy, Sen Stephen0Senator CONROY—How are banks coping with the situation right now? It has been a year and a half since September 11. Have banks stopped lending for projects, or are they seeking higher interest rates to compensate them for the increased risk? What has actually been happening in the marketplace over the last 18 months—are they just wearing it?

unknown3unknown1Ms Blignault—Currently banks are assessing each project on a case by case basis. We are doing it with goodwill and with optimism that this insurance scheme will come into place very quickly, while realising the level of exposure. Banks are not absorbing the costs, because banks cannot price the risk—they are not capitalised or authorised to do so. It is not an option.

3L63Conroy, Sen Stephen0Senator CONROY—So you have not been increasing interest rates on the loans?

unknown3unknown1Ms Blignault—No.

3L63Conroy, Sen Stephen0Senator CONROY—You mentioned that banks would be concerned about making the loans. Are you able to provide the committee with any examples of particular projects where financial institutions have withheld finance because the property owner has been unable to obtain insurance?

unknown3unknown1Ms Blignault—No, I cannot give you an example of a project not going ahead,  but I can give you the example—probably the best known example—of the privatisation of Sydney airport, which was covered by government indemnity because there was no terrorism insurance available to the financiers. As I said, to date projects have gone ahead because banks, in good faith, have proceeded to finance certain projects with a high degree of optimism that this pool will be in place.

3L64Conroy, Sen Stephen0Senator CONROY—Are your member banks seeking coverage for a wide range of commercial property loans? Is it just in the CBD or is it broader that that?

unknown4unknown1Ms Blignault—The banks have a number of exposures, not only in CBD properties but also in infrastructure projects—the cross-city tunnel is often cited as an example, as well as power stations. Banks have done their due diligence. It is very hard for banks to assess risk. We are not in the business of assessing risk, there is no history of banks being able to assess risk, and the insurance market itself has extreme difficulty in assessing risks.

3L64Conroy, Sen Stephen0Senator CONROY—Banks offer insurance products, though. I have my home loan bundled.

unknown4unknown1Ms Blignault—But not for terrorism.

3L64Conroy, Sen Stephen0Senator CONROY—They are not Robinson Crusoe in that. But banks do know how to price risk.

unknown4unknown1Ms Blignault—They do indeed, but not for terrorism.

3L64Conroy, Sen Stephen0Senator CONROY—That is what an interest rate is! The case that you have made supports the need for a scheme, yet in your submission you support this scheme in its entirety.

unknown4unknown1Ms Blignault—Yes.

3L64Conroy, Sen Stephen0Senator CONROY—Could your concerns be met by another model? For example, I think IAG have suggested a postfunded scheme or a scheme where participation by the insured was optional. Why are you committed to this? Is it simply that this is the first that has been put forward after consultation and something you desperately need to get in place? And I am not implying anything—when I say ‘desperately’, I mean we want to resolve this quickly. Were there other schemes that the ABA and your members considered, or are you locked into this and this is the only scheme you would accept?

unknown4unknown1Ms Blignault—This is the model that was put to us, that we considered and that we are happy with. We are not aware of any other models specific to the Australian environment and circumstance.

3L64Conroy, Sen Stephen0Senator CONROY—So you are not familiar with the IAG scheme?

unknown4unknown1Ms Blignault—No. Senator Conroy, you asked me about a postfunded model. I can answer the second part of your question now. While a postfunded model has a few things going for it—you know exactly how much premium you need to collect after the event because you can assess the damage—a prefunded model does have some advantages: it allows you to have a framework in place in case something happens, you can respond immediately, people know what to do, and a quick response clearly has some benefit in limiting the cost of exposure.

3L64Conroy, Sen Stephen0Senator CONROY—I think IAG is the postfunded model.

unknown4unknown1Ms Blignault—Yes.

3L64Conroy, Sen Stephen0Senator CONROY—For instance, we have a postfunded model for super funds where, if a super fund goes belly up, the industry gets levied. Everyone seems comfortable with that, particularly if it is a very large super fund. It might not have all the same characteristics, but it is fundamentally a postfunded system. Everyone seems comfortable that that covers the risk issues. There seems to be certainty: nobody is running around saying, ‘Oh my God, super funds aren’t really covered’ for some diabolical circumstance.

unknown4unknown1Ms Blignault—We are looking for commercial certainty—something that provides adequate terrorism insurance and that the banks know where they stand and what will happen in the event of a terrorist attack. We feel that the scheme gives us that certainty.

100004CHAIR0CHAIR—Thanks, Ms Blignault.

[9.22 a.m.]

unknownunknown5MUTCH, Mr Kevin David, Honorary Life Member, Past President and Member, Association of Risk and Insurance Managers of Australia

100005CHAIR0CHAIR—I welcome to the table Mr Kevin Mutch from ARIMA. Mr Mutch, the committee has your written submission; are there any additions or alterations you wish to make to the written submission?

unknown5unknown1Mr Mutch—I would like to give some emphasis to certain aspects of that presentation.

100005CHAIR0CHAIR—You might do that in your opening statement. Would you care to proceed now with your opening statement?

unknown5unknown1Mr Mutch—In a sense, ARIMA represents a raft of members: public organisations, individual professionals and corporate Australia. I dare say it is in respect of corporate Australia that we have our greatest concern in relation to this legislation. The model, which was being discussed quite recently, was established in a quick manner. I suggest that there was not a very wide circulation of views outside certain—what I would classify as—‘vested interests’. Amongst corporate Australia, the only entities which were canvassed in the initial review were Sydney Water and the Sydney casino. I do not believe that is a very wide representation of the needs of corporate Australia.

The model is compulsory, and I dare say ARIMA are concerned by that. There are similar schemes established around the world, and the highlight of those schemes is the fact that they are all voluntary—with one exception: France. So why is it that in other parts of the world a voluntary scheme has been able to operate—other than what is perceived to be the needs of this country? For example, in Namibia there is a voluntary scheme to cover not only terrorism but sabotage in a very wide definition. I dare say one need not dwell on that. The same applies to South Africa. The South African scheme, SASRIA, is also voluntary. That particular scheme covering acts of sabotage against property is, shall I say, flush with funds. The voluntary scheme has obviously been able to survive and is now deemed to be in surplus.

I would also like to give some emphasis to the American scheme. In America corporations are obliged to provide tourism insurance cover, and an insured person, a buyer, has the option to say no. In America the average indication by far—in fact above the mean—is that people have rejected it. They have not taken the option to purchase tourism insurance. In Europe some 12 months ago a number of major insurers of this world were looking at forming a pool. That has now been withdrawn on the basis of lack of interest. One can understandably appreciate that there was a genuine concern about the threat of terrorism in that period immediately following that fateful day in September of 2001 but, if one looks at the loss profile against terrorism since that date, there are not a lot of events that one could put down to terrorism apart from the one in Bali. It is not as though the world is under siege from terrorist attacks. One of the issues around it being voluntary is that, if you have operations that are not at risk, you are being forced to subsidise a scheme.

100005CHAIR0CHAIR—How can you tell whether an operation is at risk though?

unknown5unknown1Mr Mutch—The company I work for is a global mining resource group and we have obviously had expert studies on this particular topic. Terrorism will be directed towards targets with high population where there will be high casualties and where the impact will be significant and will gain TV coverage.

100005CHAIR0CHAIR—I would not have thought that is right, with respect. Look at September 11. You had a target which was not a military target but population dense, that is, the World Trade Center. You had at the same time another target which was a military target which was not especially population dense, that is, the site of the Pentagon. The great difference between the two targets would have suggested—and I am no expert on this—that there is an indiscriminate character to what might be hit by terrorist attack.

unknown5unknown1Mr Mutch—I acknowledge that but I make the point that certainly the two towers site was a high population density target. The Pentagon would fall into a target which was very visible and which would carry a tremendous public relations—

100005CHAIR0CHAIR—But if visibility is the test, almost anything can be very visible. A mine could be a very visible thing.

unknown5unknown1Mr Mutch—I suggest that operations in regional Australia are not likely to be the target because they are not going to attract high casualties and/or property damage which would cause TV coverage around the world. The top corporations of this country have discussed this particular topic and they all have the same view: they do not believe that they have a corporate need for terrorism insurance. The ability for those in need to source a form of financing is supported, but we have what will be a levy on corporate Australia and small-business Australia to finance, in our considered view, CBD exposures.

The other aspect of the scheme is the model itself. It is interesting that ARIMA members paid $A4 billion in premiums. The insurance industry of Australia, as I understand from this particular model, will have an exposure of $1 million per insurer per year. I suggest that the insurance industry has got off very lightly in making a contribution to this matter. We have a structure whereby the pool will be established and will be topped up as appropriate through government indemnities and bank financing, all of which has to be repaid.

If the worst, the unthinkable, should occur and there is a hit to the tune of, say, $A3 billion, that will then have to be recognised by corporations as the potential future liability on their financial statements, because they will have to make up the shortfall. In other words, any monies in excess of what is within the pool, which has a maximum capacity of $300 million at the end of three years, will be loaned through a government indemnity but will have to be repaid by the insurers of this country. They will have to recognise that exposure. We are talking about very large amounts of money. That has been pointed out to the committee that was formulating this particular scheme.

We do believe that the model needs some more work and that there are some significant issues to be addressed. What happens in five years is that, if there have been no hits against the scheme, and we still have $300 million there, eventually people are going to have to make a decision on that. There is an expectation that the industry will come forward and establish more market related, user-friendly premiums in the future. But they certainly would not with the scheme in operation and with that amount of money to one side. Commercial reality suggests that in this country we will never see a competitive sabotage system, because of the structure. I re-emphasise the situation in USA where corporate need has been confined to CBD interests and power stations. We have banks as our members, and they obviously have an interest in retaining this cover. You have been briefed on that previously. It is interesting that the demand for terrorism cover is more hotly pursued by the Australian banks than the foreign banks working in project finance in this country.

3L66Conroy, Sen Stephen0Senator CONROY—I am unaware of who the members of the Association of Risk and Insurance Managers of Australasia are. Obviously Rio Tinto must be among them as they have loaned you for the day, but who else are members of your association?

unknown6unknown1Mr Mutch—Members of the association include Telstra, Shell, BHP-Billiton, Alcoa, the major banks et cetera. There is a very strong presence of corporate Australia, middle-level Australia, and the public sector—councils and the like.

3L66Conroy, Sen Stephen0Senator CONROY—Apart from banks and the property sector, the rest of your members really do not think it should be compulsory?

unknown6unknown1Mr Mutch—No. There was a canvass of members soon after S11. At that particular time the insurance companies were including in all of their policies an exclusion for terrorism. They inserted an exclusion not only for terrorism but also for sabotage in the general sense. There was a concern that that was excluded. People were looking not only at exclusion for terrorism but exclusion for sabotage. That was a concern to members. The terrorism issue as defined has been partly addressed for those who feel they have a need, but elsewhere the exclusion stays.

00AOT6Webber, Sen Ruth0Senator WEBBER—For my home state of WA it is obviously very resource intensive in terms of our industry base. It has been put to me by some of the industries in WA, particularly multinational ones, that as part of their pricing structure and financing structure they have always taken these risks into account and therefore they are opposed to this scheme being made compulsory because it is already part of their structure. They put it to me that it is only sectors that have not taken these risks into account who now want to make it compulsory for everyone else. It will be an additional cost burden on them because it is already part of their pricing—companies like BP and what have you.

unknown6unknown1Mr Mutch—Are you suggesting that corporations such as BP, BHP Billiton and what have you in paying for insurance have recognised their risk profile?

00AOT6Webber, Sen Ruth0Senator WEBBER—In paying for insurance and making decisions about whether to go ahead with significant development projects and what have you and their financing of those, they take these kinds of risks in as part of their cost structure. Their concern is that this will be an additional cost burden because now they are going to have this whacked on top of them when they feel that they are already covering it through their existing cost arrangements.

unknown7unknown1Mr Mutch—I totally support the view that the corporations do assess the risk profile of a particular project or business not only from the point of view of project creation but in an ongoing sense. Obviously banks have an interest in the project creation part. There is the ongoing part, but that is taken into account. I am not aware of any projects which have faltered because of this particular issue, to be quite frank.

3L67Conroy, Sen Stephen0Senator CONROY—Mr Mutch, you may have been here when the Bankers Association appeared and heard most of their evidence. They were indicating that the reason there have been no projects not going ahead was that everyone was working on goodwill that this bill would be passed. Do you foresee that, if the bill was not passed in its current form, the banks would then put a stop to projects?

unknown7unknown1Mr Mutch—I am surprised the banks are acting with goodwill, if I may say so! But in a more serious vein, I would suggest not, because, as I understand, overseas banks do not have the same concern. It is a competitive business out there and I think the marketplace will dictate activity.

3L67Conroy, Sen Stephen0Senator CONROY—What expectations do you have about the cost of terrorism insurance that will be paid by your members if the scheme is compulsory? Have you done any calculations? Insurers such as Royal and SunAlliance have made it clear that premiums will reflect more than the cost of reinsurance.

unknown7unknown1Mr Mutch—The premiums paid by our members total in the order of $4 billion, but that does include workers compensation and what have you. Workers compensation is excluded from this particular piece of legislation, as are some other policies. We believe that the premiums will, depending on the rate struck, potentially exceed expectations behind the architects of this particular piece.

3L67Conroy, Sen Stephen0Senator CONROY—Do you think there can be a price signal with a compulsory product? There is no cap on premiums—are you worried about the level of premiums?

unknown7unknown1Mr Mutch—It is an interesting point. If you look at the top 20 corporations of this country you could just about get into the 80-20 rule. A substantial amount of the asset structure of this country is held within the top 20 corporations, excluding banks, who do not own operating assets. I doubt it would impact pricing in those major corporations. It would impact their competitiveness and the position of Australia in terms of investment but it may not impact product pricing. We are concerned that stamp duty and fire brigade levies, which go up to as high 80 per cent in certain states, are attached to insurance premiums. For every dollar in premium there is in addition of up to 80 cents in stamp duty, the fire brigade levy and GST. So it does magnify the impact on corporate Australia.

3L67Conroy, Sen Stephen0Senator CONROY—There is a suggestion that companies may insure offshore in response. If it is compulsory, can they go offshore? Can they say, ‘We are insured, but we are insured offshore’? Or if it is compulsory are you locked in?

unknown7unknown1Mr Mutch—The insurance market of this country is quite limited. There are virtually only one to two Australian insurance companies left. The rest are purely subsidiaries of overseas corporations, insurance companies and reinsurance companies, both American and European. The companies that do operate in this country—including companies from overseas and Australian companies such as QBE—carry a certain amount of risk, but the rest is reinsured, and it is reinsured externally. I am sure APRA would be able to support that. Australia represents two per cent of the global insurance market and about four per cent of the losses, so a lot of the premium does go offshore. Major corporations such as Shell, BHP Billiton, Amcor, Alcoa and so on rely upon global markets to insure their operations. The component of retained premium risk in this country for the top 20 to 30 corporations would be in the order of 10 to 15 per cent only.

3L67Conroy, Sen Stephen0Senator CONROY—You have also raised concerns about how the bill applies to global insurance policies taken out by Australian companies. Could you explain the impact of the scheme on those?

unknown7unknown1Mr Mutch—Personally, I do not have quite the same concern. As I said, in endeavouring to insure their operations, Australian corporations insure within Australia and also offshore. The policies effected offshore that are applicable to Australian risk would still attract the levy. What is being suggested is that a corporation may have assets in Australia and assets offshore and the issue is how, therefore, you establish the split between what is subject to the levy and what is not. I do not have a problem with that, because you would do it by simply using declared asset and business interruption values.

100007CHAIR0CHAIR—Thank you.

Proceedings suspended from 9.45 a.m. to 10.18 a.m.

unknownunknown8VERWER, Mr Peter John, Chief Executive Officer, Property Council of Australia

unknownunknown8ZORBAS, Mr Michael Edward, Chief Advocate, Property Council of Australia

100008CHAIR0CHAIR—I welcome to the table officers and representatives of the Property Council of Australia. The committee prefers all evidence to be given in public, but should you at any stage wish to give part of your evidence in private you may ask to do so and the committee will consider your request. The committee has before it your written submission. Before I invite you to make an opening statement, are there any alterations or additions to the written submission?

unknown8unknown1Mr Verwer—None.

100008CHAIR0CHAIR—I invite you to make a brief opening statement, and then we will proceed to questions.

unknown8unknown1Mr Verwer—The Property Council very much appreciates the opportunity to make a written submission to this Senate committee and to appear before you. There are two points that I would like to make in my introductory remarks. The first relates to the issue of market failure and the second relates to our very strong support for the scheme that has been proposed, particularly for its compulsory nature. In relation to market failure, it is possible to get terrorism insurance cover in the marketplace at the moment. The problem is that that cover is what we call Clayton’s insurance: it is totally inadequate for the needs of the marketplace, there are very major exclusions, the definitions of ‘event’ and ‘terrorism’ are ambiguous, the cover is totally inadequate in terms of whether it would deal with chemical or biological attack and it rarely deals with business interruption and public liability. A point that I have not made in the submission, but which I should stress strongly, is that the cover that is available generally deals only with a portion of the value of the assets that are attacked by terrorists. That portion generally is no greater than 25 per cent and is most often far less. Even when you get this cover, the view of our members is that it is pretty much useless.

What are the implications of this? The major problem for us, and our driver for seeking the cover in the first place, is that the financial community insists on property assets being covered and having appropriate terrorism insurance. This did not exist in the past because the terrorism risk was low and it was just lumped into the overall property insurance risks policy. Now they insist on it. Overseas and also in Australia, when there was still some doubt about whether we would have an appropriate framework in this country, we saw deals that were stopped. This was because the banks, I think quite rightly, said, ‘If your underlying collateral is at risk’—and the built environment, with the investment sector, provides all of the underlying collateral in the Australian economy—‘and if our guarantee that we are going to be able to get our money back is at risk and is not covered, then we have a major problem.’ This meant that they were beginning to hesitate to loan for new buildings and refurbishments and to finance the sale of buildings. That is one of our fundamental drivers for trying to seek some certainty in the marketplace.

The second driver was that it is fair to say that the directors of companies that own property felt that they had an obligation under the Corporations Law to identify terrorism risks and to manage them. They were unable to do so. They had a feeling that, unless they got some sort of cover, they were not acting in the interests of their members or at least there was a chance that they could be accused of not having acted in the interests of their members. That is the reason why so many of our members got inadequate Clayton’s cover in the past and why they are so determined that we should have a more robust scheme. So that is the issue of market failure—we believe it exists.

In terms of our support for the scheme, I think there are two key issues here. We support it because it is quite elegant and it is superior to the models that have been developed overseas, in our view. There is a cost associated with running the scheme and we would prefer not to pay it, frankly. But I suppose our main point, which I have summarised in the submission, is that there is a risk here that did not exist before. The risk faces all Australians—we are all in this together. As long as there is an equitable sharing of the cost of paying for this scheme, then it is appropriate that there be a compulsion element.

My very strong argument is that this scheme is not developed for the big end of town. A revolution has occurred in the property sector in the last 10 years. If you look at the buildings and infrastructure in Australia’s major cities, the great majority of that is now collectively owned. It is owned by super funds and industry funds. In fact, this occurred because of the Keating revolution in relation to superannuation. If Karl Marx were alive today, he would be a superannuation fund manager. He would be investing in property big time, because it is the only thing that is actually providing a good return.

3L68Conroy, Sen Stephen0Senator CONROY—I am going to frame this Hansard.

00AOT9Webber, Sen Ruth0Senator WEBBER—I knew it was worth coming in.

unknown9unknown1Mr Verwer—The implication of this is that, if you take a stereotypical big end of town city like Sydney and you look at all the investment grade property, 71 per cent of that is actually owned collectively. These are the people that are called now the big end of town. If in the end the collective owners have to pay up because it is made voluntary and they are the only ones in the scheme, they are the ones who in fact will be bearing the burden of the voluntary scheme.

My final point, which also is trying to answer some of the points made in the other submissions, is that there are only four or five big buildings at risk here so why do we need this massive scheme to deal with that situation? Suburban, metro, rural, regional people say there is no risk and ask why they should be part of that. I think the answer to that is that terrorism risks cannot be identified. Clearly we have seen some trophy building attacks with the World Trade Center, but I used as an example in our submission Port Arthur, which is not a classic terrorist act but which nevertheless indicates that this sort of aberrant behaviour cannot be predicted. If you look at what Shoko Asahara did in Tokyo with the sarin gas attacks on infrastructure in subways—6,000 people injured, 12 dead—these are the sorts of things that we are trying to protect people from with this system. We believe that it is very robust. We consider $300 million a sort of excess paid in advance. Ultimately, if there were an attack, we would have to fork out $1 billion. It is not an amount of money that we like to pay, as I said at the outset but, if it is shared across the board with the widest possible base but with relativities reflecting risk, then we think that it is justified.

100009CHAIR0CHAIR—Thank you, Mr Verwer. Mr Zorbas, do you have anything to add?

unknown9unknown1Mr Zorbas—No.

3L69Conroy, Sen Stephen0Senator CONROY—Thank you for that eloquent, even elegant, opening submission. The previous witness—and I appreciate that you were not here then—indicated that overseas banks/financial institutions were not demanding the same sort of scheme and risk policy response from government as is being demanded here in Australia. In your opening remarks I think you indicated that was not the case in your view and that a number of projects have not gone ahead because of these fears. Do you have some evidence that you can give the committee—it does not have to be now—about the response overseas in terms of banks and the financial community saying that they are not going to do this?

unknown9unknown1Mr Verwer—I can give one example, a public example. Commercial mortgage backed securities—which are a form of securitised property which bundle up the income streams from assets—are constantly rated by Moody’s. In the light of S11 and with Moody’s assessment of the lack of terrorism cover in the US at the time, they downgraded those products. That is a very public example of the fact that they made an assessment of risk; they looked at the framework which is available to manage the risk; they said it was inadequate and said, ‘These products have to be downgraded.’ That is a very tangible example of the market’s reaction.

3L69Conroy, Sen Stephen0Senator CONROY—The previous witness representing a large part of corporate Australia argued that a number of sectors had actually priced in this risk already. He said that now that sector, which had not previously priced this in, is trying to rope everybody else in to help pay for their lack of preparation in this circumstance. Do you want to respond to that?

unknown9unknown1Mr Verwer—I am sure that senators are used to industry bodies coming before them and claiming the same constituency or overlapping constituencies, and I am going to do that right now. The corporate real estate sector, which differs from the investment real estate sector and which owns lots of property but for whom property is not the core business, is closely involved with the Property Council. We are talking about the Telstras, Australia Posts, Eastman Kodaks, BHPs et cetera. Their view is along the lines of the Property Council view—that is, we need a model here which is robust. These are risks which have not been identified. You can price them in if you want to but, if you are doing anything with the financial sector, you are going to need to have cover for the reasons that I mentioned in my opening remarks. 

3L69Conroy, Sen Stephen0Senator CONROY—I think their argument was essentially about the compulsory nature; it was not disagreeing that there was pricing and not pricing. It was basically saying that the mining sector, for instance, has already priced it in. Senator Webber talked about Western Australia. The mining industry has already priced in terrorism acts to its operations, and why should it now be made to pay because CBD properties and a few power stations have not previously priced that in. Their argument is not that there is not a need for these to be taken into account but that, fundamentally, they do it and now they are going to be penalised because you have not.

unknown9unknown1Mr Verwer—Because they are self-insurers.

3L610Conroy, Sen Stephen0Senator CONROY—Yes.

unknown10unknown1Mr Verwer—Our view is that the situation has changed. I can understand their perspective, but they are a very small part of the total Australian ownership landscape.
00AOT10Webber, Sen Ruth0Senator WEBBER—Not in my state.

unknown10unknown1Mr Verwer—The engineering sector is a very large sector. Those pieces of plant are huge factors of production. They drive productivity in those businesses, and I understand that. Basically, they have big pieces of plant. What is fundamentally being insured by this scheme is investment assets that produce returns, which are then distributed to the superannuates and the rest of them and the businesses that operate in those buildings. This is the beauty of the scheme—the business operation cover and the public liability cover. That sort of cover is necessary if we are going to have a robust scheme. They do not think about that sort of stuff. They do not have a problem with the fact that there are thousands of tenants in an oil rig or a mining installation. I understand where they are coming from, but I think the problem is bigger than them.

3L610Conroy, Sen Stephen0Senator CONROY—You could possibly argue that just because you blow up the head office of these companies it makes no difference to the actual making of money by the operation.

unknown10unknown1Mr Verwer—Let me take that on board.

3L610Conroy, Sen Stephen0Senator CONROY—That could have been the portent of their argument; I do not know.

00AOT10Webber, Sen Ruth0Senator WEBBER—For instance, I come from Western Australia. You were talking about people identifying icons for terrorist attacks and what have you. The assessment that has been undertaken in Western Australia is that the area that is most vulnerable is a town called Karratha, rather than the CBD of Perth, because that is the town that services the offshore oil and gas industry. That is where the majority of investment in Western Australia and all of the infrastructure that you were talking about is. In fact, there are about to be three new oil rigs built on the other side of the reef off our coast. That sector does price that in to their existing financing and costing structures, so why should they then have to pay twice because there is a problem with the CBD in Perth when the majority of our state economy is actually in the north-west? It is not in Perth. The majority of our investment is in the north-west. We are not a CBD based economy as such.

unknown10unknown1Mr Verwer—I would have thought that this is actually a very strong argument for there to be a compulsory scheme, because the settlements at Karratha are at risk. When they say it has been priced in, that does not actually mean they have made any provision for it; it means that they are taking a big risk, that is all. Our members price a whole bunch of things in as well and to the extent that there is a further risk they want to insure for it.

00AOT10Webber, Sen Ruth0Senator WEBBER—Talking to companies like BP about the arrangements that they have, I think they have actually made arrangements for that. I think they have more vigorous arrangements in place than government in Australia does in the way they react to any threat and what kind of insurance and other structures they have in place. As I say, I do not know that this scheme necessarily addresses the needs of the resource sector. They would say that, because they have always been exposed to the Middle East, they have always had this issue at the forefront of their mind.

3L610Conroy, Sen Stephen0Senator CONROY—Having an oil rig blown up is—

00AOT10Webber, Sen Ruth0Senator WEBBER—They always take that into account.

unknown10unknown1Mr Verwer—They are taking a punt; that is fine. We prefer not to take that punt.

3L610Conroy, Sen Stephen0Senator CONROY—Their argument is that you should pay for it yourself.

00AOT10Webber, Sen Ruth0Senator WEBBER—Yes. They take the punt and that is priced into the way they make their economic decisions, and you think therefore they should pay an extra cost on top of that by making this compulsory.

unknown10unknown1Mr Zorbas—Under those circumstances, where this pool were to operate, they would then not incur that self-insurance cost, of course, because they would have access to the Australian Reinsurance Pool Corporation backing. By payment of their premium—which in the case of Karratha and those offshore oil rigs would be heavily subsidised by CBD dwellers, because of course they are going to be in the least viable geographic region and the lowest possible premium is going to accrue—they are not actually being charged twice. In fact, they are being charged a lot less than a lot of other similar sized value assets in what are deemed to be CBD areas. There is no double cost to them. To some degree their need for self-insurance is completely removed by the compulsory scheme, because they are covered then. This sort of cover obviously supports a very broad range of things that are not otherwise possible. I must admit I am not privy to their exact insurance arrangements. I presume they are self-insured rather than seeking overseas insurance cover, which, as we have said, is Clayton’s cover regardless of who you are.

unknown11unknown1Mr Verwer—If they are self-insured, there is no levy. They do not have to pay.

unknown11unknown1Mr Zorbas—That is right.

unknown11unknown1Mr Verwer—They are already out.

unknown11unknown1Mr Zorbas—So, either way, I cannot see how they are affected negatively by this process.

unknown11unknown1Mr Verwer—To the extent that they want to gain insurance for the residential components of the service areas rather than the rigs, they are paying two per cent of whatever it is as opposed to 12 per cent. We do not think that the 12 per cent that is being paid because, say, Australia Square is slap bang in the middle of the CBD is a relativity which is quite fair, because we think the risk is actually more widely and evenly spread. But we are willing to go along with it. And we think that, if they are self-insured, then they do not have a problem anyway. To the extent that they want to use traditional insurance, they are only paying two per cent on top of that. It is really a bargain.

3L611Conroy, Sen Stephen0Senator CONROY—It is wonderful to see that Karl Marx is now making a return on behalf of the Property Council  too.

unknown11unknown1Mr Verwer—Absolutely. Lenin could be required for this one.

3L611Conroy, Sen Stephen0Senator CONROY—You mentioned a figure of 12 per cent. Has that already been determined? Is that the negotiated outcome?

unknown11unknown1Mr Verwer—The special purpose entity will decide the final number.

3L611Conroy, Sen Stephen0Senator CONROY—Yes, that is what I thought.

unknown11unknown1Mr Verwer—Everything we have been told is that, basically, it is two per cent on top of your premium—not on the asset value but on the premium. You still decide your level of cover and still choose between different covers, and so there are still market forces at work there. But then you basically whack on another 10 per cent because prime CBD is considered to be at higher risk. As I have already said, I do not believe that is the case, but I can understand the intuitive argument.

3L611Conroy, Sen Stephen0Senator CONROY—Our next witness is a representative from small business. They just do not believe they should bear this impost at all. What would you say to them? What would you say to small businesses who are basically saying, ‘Don’t make it compulsory’?

unknown11unknown1Mr Verwer—I would say that I treat their argument with the utmost courtesy and disagree with everything that I have read about it. I have already made a case, or at least advanced an argument, that we are not talking about a big end of town scheme here. There were two bases for that. Firstly, it is not the big end of town that owns all of these buildings, offices, shopping centres, hotels and leisure centres any more. They are collective investment schemes. Secondly, among the major beneficiaries of this scheme are those who occupy the buildings. It is not just the collective owners. Ninety per cent of the tenant bases of all our cities are small businesses. If there were an attack—and a chemical or biological attack is probably the most likely—whole blocks would be taken out and those who would suffer most, who would get no recompense under the current system or schemes, are all of the tenants, the small businesses. There would be massive business interruption there and they would be in courts for a decade trying to get any money out of the owner.

3L611Conroy, Sen Stephen0Senator CONROY—Mr Potter might argue that you are actually asking small business to cross-subsidise your members. That is the nature of insurance, but do you think that is a fair thing for small business, which has the lowest risk?

unknown11unknown1Mr Verwer—I think the current scheme is quite good at allocating risks to different players and charging a levy based on that risk. It is quite good at recognising the point that you have made. I think that has been handled quite elegantly under the current scheme. I do not think there is any cross-subsidy. Is there a cross-subsidy?

unknown11unknown1Mr Zorbas—Not that we are aware of.

3L611Conroy, Sen Stephen0Senator CONROY—That one stretches it more than the Karl Marx analogy, can I say.

unknown11unknown1Mr Verwer—Where, Senator, does the cross-subsidy come? 

3L611Conroy, Sen Stephen0Senator CONROY—A small country town store in the middle of nowhere is not going to be cross-subsidising the CBD? What is the chance of a terrorist attack on a country store in Wagga Wagga?

9L612Mackay, Sen Sue0Senator MACKAY—Or Mukinbudin.

unknown12unknown1Mr Verwer—It is small and the nature of that risk is reflected in two ways: first, by the fact that it is only a two per cent surcharge and, second, it is two per cent on a very small number. The sort of figure the Insurance Council, which can speak for itself, is talking about is $15 to $30.

3L612Conroy, Sen Stephen0Senator CONROY—That is what they say now. But there is no cap on what they are going to be able to charge. My next question is: are you worried about insurance companies profiteering? A lot of people are concerned that, as far as I can understand, there is no price cap being put place. There are guidelines as to what can make up the components but the profit margin is available to them to do whatever the market can bear, almost. You have a compulsory scheme and no compulsory price cap. Are you concerned about that? Should small businesses, which may end up paying more than $10 or $20, be concerned about that? 

unknown12unknown1Mr Verwer—I think there is merit in exploring means to ensure that there is no exploitation of this scheme by insurance companies. 

3L612Conroy, Sen Stephen0Senator CONROY—Other insurance companies have suggested that a postfunded scheme may be a more appropriate way to go without creating this great edifice. I mentioned to a previous witness that superannuation funds have—for loss—a postfunded scheme whereby levies are just put across everybody if the fund goes belly up. Is that not an alternative that would cover off on the certainty issues—a one-off levy? You put legislation in place saying that there will be a levy in the event of these things happening.

unknown12unknown1Mr Verwer—A universal levy?

3L612Conroy, Sen Stephen0Senator CONROY—Yes.

unknown12unknown1Mr Verwer—One of the reasons I believe this scheme is elegant is that, rather than having to rush something into place should the worst occur, there is already a mechanism set up whereby equitable levies have been determined. A lot of work is going to be needed to be done on postcodes and all of the rest of it, but that is good because that injects equity into the system. The key issue here is certainty. The difference between the superannuation example and the sort of situation that would occur with a terrorist attack is that here we are talking about an attack on assets which fundamentally are collateral for the finance system and it is because those physical assets are not covered that we have uncertainty. This scheme deals with that because a cover is in place and guaranteed by the federal government. Under a postfunded scheme you still do not have that. If that could be created, if we could get the same sort of certainty through the smart design of a postfunded scheme, then we would be all ears, but we have not seen that to date.

3L612Conroy, Sen Stephen0Senator CONROY—No work was done in that direction. It was just, ‘Here’s the scheme we are going to go with.’ A couple of insurance companies have now suggested this as an alternative. We have to make a decision: do we rush this one through now because everyone says, ‘We have to do something’ or do we have a more considered look at an alternative proposal which even you concede could be equally as elegant and less costly to everybody?

unknown12unknown1Mr Verwer—Ironically, the first proposer of the post-funding model was the Treasurer and his personal staff. Do you guys want to go along with that? When we canvassed it with our members at the time, the view was this: how are we going to tell our unit holders, how are we going to be able to tell our shareholders, how are we going to be able to tell the public that all of these assets which are providing these returns are covered? Under the current scheme everything is in place. If events occur a mechanism is triggered and there are declarations by the Treasurer and the Attorney-General. It is all neat. We look at it at the end of the day and say, ‘How much does it cost to buy this certainty?’ It is $300 million. That is not a lot of money when it is shared. If the burden falls on just a few we have a bigger problem. It is $300 million for a scheme that is far superior to any of those proposed overseas; we consider it something worth investing in. 

1000012CHAIR0CHAIR—Thank you.

 [10.46 a.m.]

unknownunknown13POTTER, Mr Michael Edmund, Chief Executive Officer, Council of Small Business Organisations of Australia Ltd

1000013CHAIR0CHAIR—Welcome. The committee has before it your submission. Are there any alterations or additions you would like to make to the submission?

unknown13unknown1Mr Potter—There are no adjustments.

1000013CHAIR0CHAIR—Would you care to make a brief opening statement before we proceed to questions?

unknown13unknown1Mr Potter—Thank you for the opportunity for the Council of Small Business Organisations of Australia Ltd to appear at this public hearing on the provisions of the Terrorism Insurance Bill 2002. The Council of Small Business Organisations of Australia Ltd has contacted all its members regarding the Terrorism Insurance Bill. There has been a near -unanimous response from our members that they do not feel that small business should be burdened with the cost of paying for terrorism insurance. The belief of our membership is that terrorist acts should be seen in a community context similar to a national disaster and that government should self-insure for such instances.

In the bill the proposed premium structure for insurance indicates the rates the insurance companies will put into the pool, but it does not indicate the exact amount the insurance companies would actually charge small business on their premiums. This needs to be clarified. Our membership does not believe that government should single out the business sector to pay for this measure. In the event that the Australian Reinsurance Pool Corporation is closed, we are not confident that the funds collected would be returned to the contributors. In a perfect world, if government is going to go into terrorism insurance, it should self-insure and provide funds as and when terrorist acts occur. My understanding is terrorism insurance is available but at high cost, and this terrorism insurance bill ultimately reduces the cost for those high-risk insurers by having their premiums subsidised by small business. I am open to questions.

3L613Conroy, Sen Stephen0Senator CONROY—Is there anything from the Property Council that you would like to respond to?

unknown13unknown1Mr Potter—I would like to respond only briefly to the fact that they are thinking about a postfunded scheme. When the bombing took place outside the Hilton, where we could have destroyed all the Commonwealth leaders, there was no discussion at the time about protecting that high-value property in Sydney. This whole issue seems to have come to light as a result of September 11. The first thing we have to look at is: what is the likelihood of a repeat of September 11 in Australia? It is very low.

1000013CHAIR0CHAIR—How do we know? This is a point that other witnesses made earlier in the day. These events, of their very nature, are not able to be anticipated.

unknown13unknown1Mr Potter—This is true. Of course, our not being able to anticipate it today is presumably for the same reason we could not anticipate it two years ago, five years, 10 years ago and 20 years ago, but we as a nation at that time did not feel there was a need to have that type of insurance cover. Ultimately, what it comes down to—and it is interesting what the Property Council said—is protecting high-property assets, assets that principally were developed in CBD districts. But now those property owners wish to have coverage. There is coverage available to them but it is at a high cost. So the solution to the problem is to spread the cost to reduce premiums so it appears to be fairer. Interestingly enough, the comment they just made was that most of those properties are supported by small business. The question then becomes: when they pass the premium out along the way to those properties—at eight or 10 per cent, as the case may be—will that get transferred in increased rental charges to the small business? Effectively, the small business could get a double whammy. They will have an increase in rent to cover the insurance cost of the property owner, plus they will have an increase of insurance premiums on their own policies. This is a big issue.

At the end of the day, what are we really looking at? What is the likelihood in real dollar terms that something is going to happen in the next six months, 12 months, two years or five years? In the bill itself it says that, if after a certain period of time nothing has happened, we are going to disband the bill. I like that concept of having a postfunded scheme. Why don’t we wait and see what happens? Let us look at what happened in Canberra in January. We had fires. What happened with the community at that point in time? People rallied around and said, ‘We need to help the people who have suffered this national disaster.’ I think, in real terms, that is what would happen in the event of a terrorist attack. People would say, ‘This is an issue; let’s see how we can work through it.’ But to set up a whole process just in case is very costly. Out of that $360 million that is going to be in the pool, what is going to be the cost that goes in administration? At the end of the day, we have to err on the side of caution and say, ‘Yes, if it happens, let’s do something then but let’s not create a bureaucracy now, waiting for in the future, ultimately to protect a few very rich people.’

3L614Conroy, Sen Stephen0Senator CONROY—Given your recent experience with insurance companies and their pricing on a whole range of issues, are you confident that, if businesses are forced to take out terrorism insurance, they will not be exploited by insurance companies in terms of the levels of premiums, given there is no cap?

unknown14unknown1Mr Potter—There is no cap, and that has certainly been a concern for us in our submission. The issue is that all insurance companies fundamentally are there to make a profit. In fact, coming here today I heard AMP saying they are going to split up into two divisions, one to put aside the loss division in the UK. Ultimately, the premium holder, irrespective of the kind of insurance policy, is going to pay for what the insurance companies are going to do in the event of a loss. In the case of public liability and professional indemnity, we have seen the massive increases that have taken place. We would like to think that, if you are going to encompass a plan for terrorism insurance, why not encompass a plan that covers public liability and professional indemnity for small business as well? We could all have very low premiums. Maybe that might be a better option than just looking at the particular interests of property.

3L614Conroy, Sen Stephen0Senator CONROY—I think even the Property Council suggested—although they did not quite, and I am putting a few words in their mouths and they may have to respond—this concern about exploitation by the insurance companies and the need to look at this. Would some amendments empowering the ACCC to be closely involved in the monitoring of any insurance premiums satisfy you?

unknown14unknown1Mr Potter—Of course, this comes back to under which section we would be looking at the ACCC. If we are looking at section 46, right now we are in a very poor situation because of the High Court ruling that effectively says: to have market power you have to be in a position to increase prices and not lose customers. It might be interesting to see whether that would occur in the same place with the insurance companies. If they increased their prices, would they retain their customers?

3L614Conroy, Sen Stephen0Senator CONROY—In a compulsory system?

unknown14unknown1Mr Potter—We could argue that was market power under the High Court ruling and take action for predatory pricing. So it is a tough one. The issue is simply that there needs to be clear guidance. Our view is that the small businesses that are in remote areas and are low risk should not be paying their insurance companies for those properties in the CBD districts which, if we look at it, have made massive profits over the years. Those properties should be self-funding. No small business can go out and get other people to pay for their cost of operation. In essence, this is what is happening in this insurance criteria.

When Trowbridge came and spoke to me back in September, it was simply a case of saying, ‘We have to do something because of September 11, and here is a solution to offset the costs of those property owners that have high risk and spread it to the whole community so they are reducing the costs.’ We would argue that that is the responsibility of that risk. When they went into business and decided to develop a site, part of the consequences of their action was that they might have to cover it for insurance. As I understand it, terrorism insurance is available and it is at high cost.

1000014CHAIR0CHAIR—I suppose you also say that it is not truly spreading the loss through the entire community; it is spreading the loss through other sectors of the community, of which your constituents are one.

unknown14unknown1Mr Potter—They would certainly be the major ones that I would see. I do not think this insurance covers personal home property, so you are not picking up personal insurance; it is basically on properties in the CBD and rural areas, and non-CBD areas where you have property insurance.

1000014CHAIR0CHAIR—You are saying that the risk should be spread across the entire community by treating these events as natural disasters, so that the entire community, that is, all taxpayers, will bear the burden of covering them in the event that they were to happen. As I apprehend your evidence, your problem is that this loss sharing is a bit asymmetrical.

unknown14unknown1Mr Potter—If it is shared across the whole of the community, as it would be in the case of a natural disaster, you would be acting at the time it occurs. What we are doing right now is trying to anticipate that something is going to happen and then create this mechanism that is going to control the money in the event that it is going to be needed. Of course, in the event that there is a claim, the rates jump up dramatically. Either way, a small part of the community is paying for the potential risk for the rest of the community. I am saying why not wait for the risk to occur, because the general feeling is that the risk of terrorism in this country compared with other parts of the world is very low.

3L615Conroy, Sen Stephen0Senator CONROY—You mentioned the consultation process. Was that the entire consultation process that your organisation—

unknown15unknown1Mr Potter—We contacted all our members.

3L615Conroy, Sen Stephen0Senator CONROY—No, I meant when Mr Trowbridge came to knock on your door.

unknown15unknown1Mr Potter—They came out to many associations and many groups to discuss the process. We then shared that with our members at that time and again, at that time, they rejected the concept.

3L615Conroy, Sen Stephen0Senator CONROY—Does the bill as it stands now differ from the proposal put to you in the consultation process?

unknown15unknown1Mr Potter—Fundamentally the initial process was really just talking about the concept of the premium. I did not look at its structure closely at that time. The Australian Reinsurance Pool Corporation was not mentioned at the time we discussed that issue. But, again, I can understand that, if you are going to set up a structure, you need a commission of sorts that is going to protect it and take care of itself. I am not even going into that aspect of the bill; I am assuming that we would take the view that we do not want it. If you have to have a bill then obviously you need a structure to be managed and I think the way the structure is laid out in the bill is acceptable.

3L615Conroy, Sen Stephen0Senator CONROY—To clarify a point you were discussing with Senator Brandis, you believe that the postfunded scheme should be across the whole community rather than, as I think a couple of insurance companies are suggesting, a postfunded scheme across the whole business community. You would say, ‘It should be treated as a natural disaster, a la bushfires, and the levy should be on everybody rather than just the business community.’

unknown15unknown1Mr Potter—If we have to have a levy, it should be on everybody. If we make the assumption right now that a terrorist attack is going to occur, where is it going to happen? Who is going to be affected? It is not just going to be businesspeople who are affected; it is going to be the whole community. Therefore, the whole community should take on that responsibility. The question is basically this: how do you fund it and when do you fund it? How did we fund the bushfires?

3L615Conroy, Sen Stephen0Senator CONROY—With a great deal of difficulty—with the federal government had been blackmailing the ACT over Graham Samuel.

1000015CHAIR0CHAIR—Order, Senator Conroy.

unknown15unknown1Mr Potter—That is another issue. I will not go into that. From our point of view, it really comes down to the fact that we would prefer to see that we do not create the process but that we wait to see what happens in the marketplace. If something happens, let us treat it like we do now—a national disaster—and work towards it then. I agree, people will probably dig deeper and give more when they can see something happening. The other fear they have in the small business world is that the money is going to go into a pool. What is going to happen to it? Will they ever get it back if it is not used? We do not want another Ansett levy fiasco.

3L615Conroy, Sen Stephen0Senator CONROY—A very fair call.

00AOT15Webber, Sen Ruth0Senator WEBBER—Indeed.

1000015CHAIR0CHAIR—Thank you, Mr Potter.

 [11.06 a.m.]

unknownunknown15EDWARDS, Mr Murray Lloyd, Manager, Market Access and Pricing Unit, Financial Systems Division, Department of the Treasury

unknownunknown15SIRAULT, Mrs Penny, Policy Adviser, Market Access and Pricing Unit, Financial Systems Division, Department of the Treasury

1000015CHAIR0CHAIR—Welcome. I note that the evidence of the Treasury is being taken not in the usual sequence, which is at the end of the hearings, in order to meet the convenience of senators. I should indicate to the Treasury witnesses that in the event that there is anything arising from evidence to be taken later in the day from the Insurance Council of Australia on which they would wish to comment perhaps they could make a brief written submission to the committee. Do you have any comments to make about the capacity in which you appear today?

unknown15unknown1Mr Edwards—My unit is responsible for developing and implementing the scheme that we will be talking about today.

1000016CHAIR0CHAIR—Would either of you like to make a short opening statement?

unknown16unknown1Mr Edwards—I have not prepared a formal statement, but there are two or three key points I would like to make to start off with. Firstly, this scheme is deliberately very narrowly targeted to fix up a market failure problem in the commercial property market. I think the committee is well aware of the rationale and the issues behind that from the submissions that the ABA and others have made to it.

Secondly, the government is very intent on only being in the business of terrorism insurance for as little a period as possible—it has made it very clear that it wants to get out as soon as the market enables it—and that is very much reflected in the way that we have sought to design this scheme. The legislation sets out only the very broad parameters. Regulations will prescribe the detail of the contracts and so forth to be covered, and the terms of coverage will be captured in contractual arrangements between the Australian Reinsurance Pool Corporation and insurers.

I note that there has been a lot of discussion about the scheme’s compulsory nature. I would make the general comment that the very strong advice coming to us was that a scheme of this type simply cannot work without compulsion in the Australian context. It is a relatively small market, the scope for adverse selection in insurance terms is very high and you must be able to accumulate sufficient resources to have a reasonable spread of risk up front. All of those factors mean that you really have to have a compulsory scheme. The alternative is that the government would have to take on what it would see as unacceptable risk. That is all I need to say at this point.

1000016CHAIR0CHAIR—Mrs Sirault, do you want to add anything?

unknown16unknown1Mrs Sirault—No, I don’t.

3L616Conroy, Sen Stephen0Senator CONROY—How did Treasury arrive at the numbers in the scheme—that is, the $300 million pool backed by a $1 billion loan and a $9 billion guarantee? Have scenarios been modelled, or are these figures just intended to give some scale, some comfort, to industry?

unknown16unknown1Mr Edwards—We did utilise the services of Trowbridge Consulting in developing the design of the scheme. They, on our behalf, consulted with a lot of people throughout the industry and other stakeholders. I think it was a consensus view that, based on the sorts of event probabilities we see in Australia, those sorts of total resources are about right for our context. Clearly, we can never do much more than guess on these things, because if we could do anything better the insurance industry would be back in this market offering insurance.

3L616Conroy, Sen Stephen0Senator CONROY—Were these consultants independent of industry? You need the expertise, so you have to consult people who are from the industry, but when they picked these numbers were you able to independently verify that they were appropriate?

unknown16unknown1Mr Edwards—While we have had people suggest that they might not be enough and so forth, we have not had a lot of feedback to say that they are inadequate in an overall sense in terms of the objective of the scheme, which is to give some contractual certainty that insurance compensation will be there.

3L616Conroy, Sen Stephen0Senator CONROY—It is stated that the scheme will cover business interruption. Is that practical? Thousands of businesses would be hit by an attack on an electricity generation facility.

unknown16unknown1Mr Edwards—It will cover business interruption to the extent it is covered in the underlying policy. The insurance companies will clearly factor in the extent to which they will provide business interruption insurance for other events of that sort. So we expect that the industry will have the parameters there set fairly tight.

3L616Conroy, Sen Stephen0Senator CONROY—Will the GST be levied on top of the terrorism insurance premium?

unknown16unknown1Mr Edwards—The premium is intended to operate just as it would in a commercial market.

3L616Conroy, Sen Stephen0Senator CONROY—So the answer is yes?

unknown16unknown1Mr Edwards—The answer is yes. It will form part of the base premium.

3L616Conroy, Sen Stephen0Senator CONROY—How much extra GST revenue do you think the scheme will generate—10 per cent on $300 million?

unknown16unknown1Mr Edwards—We are talking roughly $100 million in collections a year to the pool. We are talking—

3L616Conroy, Sen Stephen0Senator CONROY—$30 million over three years.

unknown16unknown1Mr Edwards—Maybe something like that.

3L617Conroy, Sen Stephen0Senator CONROY—But that is based purely on the $300 million; that is not based on the actual premiums that will be charged. It has been indicated by the industry that it will be more than that.

unknown17unknown1Mr Edwards—For sure.

3L617Conroy, Sen Stephen0Senator CONROY—So there is a minimum of $30 million extra GST coming but, depending on the final insurance premium level, it could be more than $30 million.

unknown17unknown1Mr Edwards—It could be. I qualify that by saying that we have not done any specific analysis on that.

3L617Conroy, Sen Stephen0Senator CONROY—I am sure you have not. But it is fair to say that the higher the premium charged by insurers is the higher the government’s GST windfall will be?

unknown17unknown1Mr Edwards—The higher the base premium, the higher the GST.

3L617Conroy, Sen Stephen0Senator CONROY—Thanks.

unknown17unknown1Mr Edwards—Which goes to the states, of course.

3L617Conroy, Sen Stephen0Senator CONROY—Sometime in the very near future. Can you confirm that the bill currently contains no restriction, no cap, on the amount of terrorism risk premium that can be charged by insurers to policyholders?

unknown17unknown1Mr Edwards—There is no formal cap imposed through the legislation.

3L617Conroy, Sen Stephen0Senator CONROY—No formal cap? Is there an informal cap running around which we have not noticed?

unknown17unknown1Mr Edwards—No. We are talking here of a fairly competitive environment.

3L617Conroy, Sen Stephen0Senator CONROY—We are talking about the Australian insurance industry?

unknown17unknown1Mr Edwards—Yes.

3L617Conroy, Sen Stephen0Senator CONROY—And the words ‘competitive environment’ were in the same sentence. I thought the whole point of this was that there is no competition and there is no reinsurance market. I thought this was a market failure.

unknown17unknown1Mr Edwards—I am saying, more generally—

3L617Conroy, Sen Stephen0Senator CONROY—It is a competitive market failure!

unknown17unknown1Mr Edwards—This scheme piggybacks on commercial contracts, and so there is competitiveness out there in terms of people writing commercial contracts for insuring buildings for risks other than terrorism now—there is a very competitive market in that. All this will do this excise the terrorism carve-outs of those contracts. So at the base level there is quite a strong competitive market environment.

3L617Conroy, Sen Stephen0Senator CONROY—But how can there be a price signal in a compulsory system?

unknown17unknown1Mr Edwards—It is a small bit of the overall premium.

3L617Conroy, Sen Stephen0Senator CONROY—Yes, but it is a compulsory system and so there can be no price signals. You are required to take it out irrespective of the price—that completely destroys the competitive market.

unknown17unknown1Mr Edwards—It is still competitive in the sense of any add-ons—

3L617Conroy, Sen Stephen0Senator CONROY—Yes, perhaps they are competing upwards rather than downwards.

unknown17unknown1Mr Edwards—We are saying, ‘We will reinsure you at a set premium,’ and then that has to be factored in by the insurance company—they have got to pick up admin costs and so forth—and there is, of course, taxation on top of that. The extent to which the insurers could charge above that premium is a matter for competition, I suspect.

3L617Conroy, Sen Stephen0Senator CONROY—Or lack of competition.

unknown17unknown1Mr Edwards—It is a fairly strong and competitive market. We recently had a Productivity Commission report which confirmed that.

00AOT17Webber, Sen Ruth0Senator WEBBER—Why is this section of the insurance market competitive when no other section is? For example, there has been ongoing evidence about there not being a competitive market in public liability insurance and a whole range of other aspects of insurance. Why would this be a competitive market all of a sudden when we cannot manage to achieve that anywhere else?

unknown17unknown1Mr Edwards—They are specific lines of insurance. They are lines of insurance totally different from commercial property.

00AOT18Webber, Sen Ruth0Senator WEBBER—So that is competitive, even though it is offered by the same companies as all these other suites of insurance which are not competitive?

unknown18unknown1Mr Edwards—Not necessarily to the same extent, no. Sure, there are a lot of problems with a lot of those liability lines, and we are dealing with those as well—

00AOT18Webber, Sen Ruth0Senator WEBBER—You are very busy.

unknown18unknown1Mr Edwards—I am. In fact, a lot of those lines are supplied into Australia from outside, but I think one could sustain an argument that in commercial property, motor vehicle property, housing—

00AOT18Webber, Sen Ruth0Senator WEBBER—Is terrorism insurance supplied into Australia from outside?

3L618Conroy, Sen Stephen0Senator CONROY—But the reinsurance market has collapsed; that is what everyone is saying.

unknown18unknown1Mr Edwards—In terrorism, sure—

3L618Conroy, Sen Stephen0Senator CONROY—But it is the reinsurance market across the board. It is not just terrorism that is causing the problems—it is oil tankers running aground, it is natural disasters, it is bad weather and so on. The problem in the international reinsurance market is that it has basically dried up. September 11 was a big factor in that, but it was not the only factor. You can have a competitive market here in Australia but if the reinsurance market, which is a global market, is nonexistent then it hardly passes the competitive test if it cannot take out reinsurance.

unknown18unknown1Mr Edwards—We are not seeing the same problems in commercial property insurance, housing insurance—those more short-term lines of insurance—as we are seeing in the longer tail part of the world. It is really in that longer tail part of the world where capital has dried up—I agree with that—that we are experiencing all these problems; it is not in this more predictable commercial end, or real property end, of the market.

00AOT18Webber, Sen Ruth0Senator WEBBER—Are you confident that that bit of the market is going to be consistently quarantined from other aspects of the insurance market which we are having problems with—that it is just going to keep going gangbusters and not run into the same difficulties?

unknown18unknown1Mr Edwards—All I can say at this point is that we are not getting the same sorts of indications of problems in that part of the market.

3L618Conroy, Sen Stephen0Senator CONROY—The explanatory memorandum states on page 12 that, while the government will not set premiums charged to policyholders:

It is proposed, nevertheless, to explore possible acceptable cost recovery arrangements for insurers in regard to reinsurance premiums charged by the Scheme.

What sorts of arrangements have been explored?

unknown18unknown1Mr Edwards—We have not gone into that sort of detail as yet. At the end of the day, it will have to be a policy call as to whether we feel we have to.

3L618Conroy, Sen Stephen0Senator CONROY—So at this point, despite what it says on page 12 of the EM, no work has been done?

unknown18unknown1Mr Edwards—We have not done any specific exploring with the industry on that line. There are options—we could rebate some of the premium to cover costs and so forth—but whether we want to do that is a policy call, I think.

3L618Conroy, Sen Stephen0Senator CONROY—We had the GST example where the government championed the ACCC to avoid price exploitation. Has the government considered a role for the ACCC in preventing price exploitation in this area?

unknown18unknown1Mr Edwards—No.

3L618Conroy, Sen Stephen0Senator CONROY—I note that the Medical Indemnity (Prudential Supervision and Products Standard) Bill 2002 requires insurers to offer medical indemnity premiums that are reasonable and that APRA is empowered to issue guidelines for determining whether a premium is reasonable. Has the government considered a similar approach here?

unknown18unknown1Mr Edwards—No, we have not.

3L618Conroy, Sen Stephen0Senator CONROY—Have you any idea why not? The EM commits to looking at some of these things; the government has a parallel-style bill—

unknown19unknown1Mr Edwards—I come back to the point I made earlier: at this point, we think there is quite a competitive market out there, and we do not really need these sorts of provisions.

3L619Conroy, Sen Stephen0Senator CONROY—Is the Treasury aware that following the introduction of a terrorism insurance scheme in the United States—which you might possibly argue has an even more competitive market—there have been reports of massive premium increases?

unknown19unknown1Mr Edwards—That is a totally different scheme. While it is obviously directed to the same issue, essentially that scheme requires insurers to go out and commercially price the risk up to a certain level—up to $40 billion, I think.

unknown19unknown1Mrs Sirault—Yes, it is $40 billion.

unknown19unknown1Mr Edwards—It is a little paradoxical, I guess, in the sense—

3L619Conroy, Sen Stephen0Senator CONROY—We should in a competitive market—

1000019CHAIR0CHAIR—Let him finish.

unknown19unknown1Mr Edwards—that, on the one hand, the market actually pulled out of this area because they could not price it, and under the American scheme they have forced it back into the market, so they have to price it. I think that is one of the key things that is leading to those sorts of exhorbitant prices, whereas we have basically said that we will reinsure at a set price, in the expectation that there will be normal industry and taxation mark-ups on that price.

3L619Conroy, Sen Stephen0Senator CONROY—I would be frightened to put on the public record that I was happy with normal insurance industry mark-ups.

unknown19unknown1Mr Edwards—I come back to the competitive point again.

3L619Conroy, Sen Stephen0Senator CONROY—The UK and the US terrorism insurance schemes are voluntary. Why does the bill propose a regime where thousands of small businesses will have to buy a product that they may not want?

unknown19unknown1Mr Edwards—As I mentioned in the opening statement, the dynamics of the Australian market are such that it is very small and there is enormous scope within it for adverse election and so forth.

3L619Conroy, Sen Stephen0Senator CONROY—Shouldn’t the user-pays principle apply?

unknown19unknown1Mr Edwards—Again, I come back to why we are in this business: it is because nobody can price it. So we priced it at a level that the market will not.

3L619Conroy, Sen Stephen0Senator CONROY—I think people can price it; they just do not want to pay the premium that covers the price of it.

unknown19unknown1Mr Edwards—Yes, but the market cannot price it. We have set a price which clearly is below market price. It really comes down to a judgment and a policy call.

3L619Conroy, Sen Stephen0Senator CONROY—You seemed to indicate earlier that you had been watching from afar over in Treasury, so you would have heard the comments by the Association of Risk and Insurance Managers that people could avoid the proposed scheme by insuring offshore. I think that was in their submission. Has Treasury examined the potential for the scheme to be evaded in this way?

unknown19unknown1Mr Edwards—We have extensively gone into the legalities and so forth. We are quite confident that this scheme captures offshore insurance.

3L619Conroy, Sen Stephen0Senator CONROY—Okay.

unknown19unknown1Mr Edwards—There is one area where there may be some doubts about legal standing, and that is obviously in regard to a global contract that is written in, say, New York for a major company which has incidental property in Australia. That could be an issue, but my understanding is that you are talking there about the very large end of town there and, for the most part, those people are after this cover and so they will voluntarily come in.

3L619Conroy, Sen Stephen0Senator CONROY—The explanatory memorandum states:

Premiums collected from insureds will be paid by insurers to the Scheme in order to fund a $300 million pool and to repay any loan required in the event claims exceed the resources of the pool.

I would like to clarify whether it is intended that the Commonwealth will be able to recover any funds paid out under its guarantee through reinsurance premiums?

unknown19unknown1Mr Edwards—In theory, yes.

3L620Conroy, Sen Stephen0Senator CONROY—In theory. The bill provides the bare bones of the scheme, as I think you have indicated. The operation of the scheme is dependent on directions made by the minister. Amongst other things, the minister can require the ARPC to pay money to the Commonwealth, set premiums to be charged for insurance contracts issued by the ARPC and set out the extent to which risk is to be retained by the insured under a contract of reinsurance with the ARPC. What is the justification for the fact that these directions are not disallowable instruments?

unknown20unknown1Mr Edwards—I guess—

3L620Conroy, Sen Stephen0Senator CONROY—They are the substantive policy decisions that are being made, and yet the parliament is not getting an opportunity to have its say on them. You can respond by saying that it was a government decision. I will be perfectly relaxed if you say that.

1000020CHAIR0CHAIR—What is the answer, Mr Edwards?

unknown20unknown1Mr Edwards—In some respects, allowing decisions to be disallowed does get problematic in a practical sense, particularly when you are talking about premiums and so forth. Even under a normal arrangement, an instrument might sit in the parliament for a couple of sessions. What happens if insurance companies are out there charging the higher premium and then it gets disallowed? A lot of that sort of thinking went into the way we designed these issues.

3L620Conroy, Sen Stephen0Senator CONROY—Sure, but the alternative to that is—and this will be the case under this structure—the Treasurer will have complete discretion to increase the reinsurance premium payable by insurers and consequently the premiums paid by policyholders. The Treasurer can make an announcement tomorrow and put the premiums up.

unknown20unknown1Mr Edwards—He could, yes.

00AOT20Webber, Sen Ruth0Senator WEBBER—And, because it is a compulsory scheme, there is no recourse for anyone, anywhere, once he does that.

unknown20unknown1Mr Edwards—There is always—

3L620Conroy, Sen Stephen0Senator CONROY—Political recourse.

unknown20unknown1Mr Edwards—Yes.

00AOT20Webber, Sen Ruth0Senator WEBBER—Apart from that, there is—

3L620Conroy, Sen Stephen0Senator CONROY—the Senate committee process, which he so fears! What will happen to the funds in the reinsurance pool if the scheme is wound up in three years?

unknown20unknown1Mr Edwards—The government has not made any formal announcements on that. The reason is—

3L620Conroy, Sen Stephen0Senator CONROY—Surely, the money should go back to the people who paid it?

unknown20unknown1Mr Edwards—There are practical considerations involved in that. Another factor is: how, logically, do we see ourselves getting out of this world? One of the possibilities is that you would reinsure the risk, commercially, out of the pool. So down the track there may be no question of funds being in the pool; the funds are simply being used to reinsure the risk.

3L620Conroy, Sen Stephen0Senator CONROY—But the government of the day would have complete discretion to decide what to do with the funds. That is fundamentally the position in the bill.

unknown20unknown1Mr Edwards—Yes. The legislation provides that it will be reviewed within three years.

3L620Conroy, Sen Stephen0Senator CONROY—The New South Wales government has raised the need for the scheme to cover places of worship. Does the government intend to make a regulation to ensure that the bill covers them?

unknown20unknown1Mr Edwards—That is a policy question for the Treasurer.

3L620Conroy, Sen Stephen0Senator CONROY—I would like to ask about the scope of the scheme. In contrast to the US and British schemes, the proposed Australian scheme does not cover damage that results from the hazardous properties of nuclear material; it is usually lumped in as one of the weapons of mass destruction. Could you explain why that was excluded? That is one of the standard terrorism fears. One of the reasons we went to war in Iraq was the worry about WMD.

unknown20unknown1Mr Edwards—The reasoning behind that was that nuclear risk had been excluded from commercial contracts for a large number of years. For the last 30 years, it has generally been excised from commercial contracts. We have to decide how we get out of this business at the end of the day. If you put a clause on nuclear material in there, in particular, I suspect that locks you in, probably forever, because nobody is going to cover that commercially.

3L621Conroy, Sen Stephen0Senator CONROY—But this is a non-commercial solution, isn’t it?

unknown21unknown1Mr Edwards—It is a non-commercial, interim solution pending the market coming back to a reasonable level. So the thinking behind not putting a clause on nuclear material in there was, if the markets had not covered it before September 11 and you wanted to cover it now, you would be locking yourself in much more than simply getting back to a pre-September 11 situation.

3L621Conroy, Sen Stephen0Senator CONROY—The bill states in clause 16 that members of the Australian Reinsurance Pool Corporation ‘must not engage in any paid employment that, in the minister’s opinion, conflicts or may conflict with the proper performance of the member’s duties’. Given this requirement, do you think that it is likely that a current director or executive officer of the insurer would serve on the board of the ARPC?

unknown21unknown1Mr Edwards—Again, that would be a matter for the Treasurer, but I do not think that absolutely rules it out. In fact, our advice is to that effect.

unknown21unknown1Mrs Sirault—That is right.

3L621Conroy, Sen Stephen0Senator CONROY—I notice that clause 42 of the bill provides a constitutional safety net in the event that the operation of the legislation amounts to an acquisition of property. Could you outline the nature of the concerns that this clause is intended to address?

unknown21unknown1Mrs Sirault—Under clause 7 of the bill, there is an obligation for the corporation to compensate insurers if there is a liability arising from the operation of clause 8 for contracts that are in place before the commencement of this bill. That would mean contracts that are in place before 1 July or that are entered into before 1 October—1 October being the date from which the ARPC will commence collecting premiums. Essentially, the constitutional—

3L621Conroy, Sen Stephen0Senator CONROY—So are we worried that we are acquiring the property right of the insurance company? Am I missing the point?

unknown21unknown1Mrs Sirault—The acquisition of property might be that the insurance company has not had an opportunity to collect a premium from the insured.

unknown21unknown1Mr Edwards—So essentially what we are doing is imposing a liability on the insurance company. The insurance company has had no opportunity to collect a premium and the arrangements there are that, obviously, if there was an event, we would compensate for those contracts. But that is just a safety net clause to say that, if there is some oversight or whatever or we get it wrong, we will make good.

3L621Conroy, Sen Stephen0Senator CONROY—Does any commercial insurance company provide insurance for losses that are a result of acts of war?

unknown21unknown1Mr Edwards—I am not aware of it.

3L621Conroy, Sen Stephen0Senator CONROY—Why don’t insurance companies insure against acts of war?

unknown21unknown1Mr Edwards—I guess that, because of the risks and the devastation and things, it would be for similar reasons that they will not ensure for terrorism now. It is the same rationale.

3L621Conroy, Sen Stephen0Senator CONROY—I asked this of the Australian Bankers Association earlier: do banks or other lenders require insurance against losses as a result of acts of war?

unknown21unknown1Mr Edwards—Obviously, if you cannot get cover for it then they cannot demand it.

3L621Conroy, Sen Stephen0Senator CONROY—Post September 11, how do you distinguish between terrorism and acts of war?

unknown21unknown1Mr Edwards—That would be a legal question which would be taken into account by the Treasurer. Under the bill, of course, the Treasurer has to make a declaration, so you would have regard to international definitions or accepted legal definitions and also to the advice of your intelligence services.

3L621Conroy, Sen Stephen0Senator CONROY—What advice would you have when the government declares a war on terrorism? We are currently at war with terrorism—that is a war. We have a war against al-Qaeda. If al-Qaeda blows a building up, is that an act of terrorism or an act of war?

unknown21unknown1Mr Edwards—Again, that would come down to the legal definition.

3L621Conroy, Sen Stephen0Senator CONROY—You should have advice on that now. We are at war with al-Qaeda. If they blow something up here in Australia, on your legal advice now—and I presume that you must have legal advice on this—is that an act of war or an act of terrorism? We have declared war on them, so I presume that, if they bomb us, it is an act of war rather than an act of terrorism.

unknown22unknown1Mrs Sirault—We do not have legal advice on that issue. I guess, once the scheme commences, if an act of terror is committed by an organisation against which the government has declared the war on terror, it would be considered in the context of international law. Also, consideration would be given to it by the Treasurer in consultation with the Attorney-General, under our bill.

1000022CHAIR0CHAIR—I suppose it is not mutually exclusive, either, if you look at the definition of ‘terrorist act’ in the bill.

unknown22unknown1Mrs Sirault—That is right.

3L622Conroy, Sen Stephen0Senator CONROY—That is what I was trying to get to the heart of. I appreciate that, at the end of the day, it will come down to a subjective judgment, but I am looking for the difference between terrorism and an act of war. If we have declared war on al-Qaeda—and I think we have named al-Qaeda and said that we are at war with them—and if they actually take the fight to us, does that declaration stop it being an act of terrorism? That is really the issue I am trying to get to the bottom of.

unknown22unknown1Mr Edwards—There is the same issue and a boundary line between what is a terrorist act and what is just an act of malicious damage. You mentioned religious institutions earlier and that is clearly an issue that arises in that context. For that reason we have put the requirement, which other schemes have as well, for these things to be declared to clarify those issues in the light of the facts at the time. I do not think we can do better than that at this point.

3L622Conroy, Sen Stephen0Senator CONROY—I picked al-Qaeda in particular because it is one that we have clearly made a declaration about. I am surprised that we have not got some legal advice. When it comes before the chamber, I will ask the minister whether we have received some legal advice by then, and he might be able to answer us in the chamber to assist a speedy passage. My next question may fall into the same category where you need to get some advice: would an act of state sponsored terrorism in Australia constitute an act of war by that state against Australia?

unknown22unknown1Mr Edwards—Again, I cannot answer that offhand.

3L622Conroy, Sen Stephen0Senator CONROY—For instance, had the Taliban held off a bit longer in Afghanistan and initiated an attack on Australian soil, would that fall into a ‘war’ or a ‘terror’ category? I seek some guidance on that. If Australia engages in hostilities against a country, and that country responds by attacking Australia using covert means that resemble terrorism, is that terrorism or an act of war?

1000022CHAIR0CHAIR—Or both?

unknown22unknown1Mr Edwards—Again, it comes down to these questions of nuance, I guess.

3L622Conroy, Sen Stephen0Senator CONROY—Parliament has to consider these issues, and it is important for us to try to work our way through them so that we are confident that when we pass the legislation we have an understanding. Could you seek some guidance for us on that.

1000022CHAIR0CHAIR—There is no definition of ‘war’ in the bill, but there is a definition of ‘terrorist act’. As I understand it, the bill is operative in the event that conduct which falls within the definition of a terrorist act occurs whether or not that might also, in one view of international law, constitute war. Is that basically it?

unknown22unknown1Mrs Sirault—Under the Treasurer’s power to declare an act of terrorism and to declare a terrorist incident, he cannot declare an act to be a declared terrorist incident if it is an act of war.

3L622Conroy, Sen Stephen0Senator CONROY—So there is an issue of legal definition around what is war and what is terrorism.

unknown22unknown1Mrs Sirault—Particularly when we are having a war on terror.

3L622Conroy, Sen Stephen0Senator CONROY—My next question will come to that.

unknown22unknown1Mr Edwards—We did take advice as to whether we should have a definition of ‘war’ in the bill and that advice was, ‘No, there is established international law,’ and so forth.

3L622Conroy, Sen Stephen0Senator CONROY—Does the government concede that conflict between nations in the future may increasingly take forms that have hitherto been regarded as terrorism? That goes to the heart of what is war and what is terrorism. Again, if there is any legal advice that can be made available to the committee, these are the sorts of questions that we might ask the minister on the floor in the committee stage. If there is a pattern of such acts, is it possible that the total losses resulting from such acts may exceed the $10 billion indemnity?

unknown23unknown1Mr Edwards—I suspect so, yes.

3L623Conroy, Sen Stephen0Senator CONROY—Does the government believe that it is possible to provide insurance against acts of war?

unknown23unknown1Mr Edwards—It is certainly not the intention of this scheme to provide insurance cover.

3L623Conroy, Sen Stephen0Senator CONROY—The criteria are going to determine whether an event is an act of terrorism or an act of war. Is the Treasurer bound to stick with the criteria that are publicly available at this stage or is there some subjectiveness to it? What is the absolute test?

unknown23unknown1Mr Edwards—I guess it must come down to a judgment call, at the end of the day. We are still to talk in detail with the Attorney-General’s Department about who will have a key role advising on that. So I presume we do need to develop that.

3L623Conroy, Sen Stephen0Senator CONROY—It is not clearly set out in the bill, as you say. You have decided not to put ‘war’ in, but you have put ‘terrorism’ in.

unknown23unknown1Mr Edwards—Yes.

3L623Conroy, Sen Stephen0Senator CONROY—Basically, letting the Treasurer decide at the end of the day is the way the legislation is going.

unknown23unknown1Mr Edwards—That is consistent with other schemes. In fact, it seems to be at a lower level than other schemes.

3L623Conroy, Sen Stephen0Senator CONROY—What organisations made representations to the government to get it to intervene in the insurance market with respect to losses resulting from the terrorism events? Who has been campaigning for this?

unknown23unknown1Mr Edwards—Certainly the groups that have appeared before you today, the financial sector—the Australian bankers, in particular—and the Property Council.

3L623Conroy, Sen Stephen0Senator CONROY—Karl Marx made a showing earlier.

00AOT23Webber, Sen Ruth0Senator WEBBER—Apparently!

unknown23unknown1Mr Edwards—It has been mainly the financial sector and property markets.

3L623Conroy, Sen Stephen0Senator CONROY—It is mainly the banks and the Property Council.

unknown23unknown1Mr Edwards—Yes, and that, as I said in my opening—

3L623Conroy, Sen Stephen0Senator CONROY—The Business Council have not made a submission?

unknown23unknown1Mr Edwards—No, but they—

3L623Conroy, Sen Stephen0Senator CONROY—What about any individual large businesses?

unknown23unknown1Mr Edwards—We have had correspondence with individual large businesses, yes.

3L623Conroy, Sen Stephen0Senator CONROY—Does the government believe that it has the capacity to underwrite all risks to business resulting from acts of terrorism?

unknown23unknown1Mr Edwards—It has capped the commitment at $10 billion, so I guess that is an indication of where it believes its capacity lies.

3L623Conroy, Sen Stephen0Senator CONROY—Why has the government given priority to providing reinsurance for insurance companies with terrorism risks relating to commercial property, business interruption and associated public liability and not to providing cover for losses resulting from acts of terrorism for private residential property or personal injuries that are not associated with a business insurance policy—in other words, things that probably would not fall under WorkCover or something like that?

unknown23unknown1Mr Edwards—First of all, we understand that there is insurance cover coming back in the domestic sector. I get conflicting reports still, but there is some cover out there and it seems to be coming back. But I think the critical point is that the aim is to address where there are broader systemic economic consequences. If projects that always should go ahead—

3L623Conroy, Sen Stephen0Senator CONROY—But we saw in the bushfires here that many people did not have private residential insurance cover. They are going to be affected by a terrorist act if they happen to be next door.

unknown24unknown1Mr Edwards—Sure, and the reality is that, if they are affected by a terrorist act, just as with the Canberra bushfires, governments will come in and look at the circumstances of people at the time and work out what compensation is appropriate. The critical difference between that and the commercial property area is that, in the commercial property area, you need contractual certainty about your risk cover.

3L624Conroy, Sen Stephen0Senator CONROY—It could be argued that this is the government simply assuming risk for banks, insurance companies and super funds—that the government is just taking on the risk.

unknown24unknown1Mr Edwards—There is a risk transfer, for sure. But of course who owns the super funds?

3L624Conroy, Sen Stephen0Senator CONROY—As you would have seen, Karl Marx made an appearance earlier for workers’ capitalism. We have had the workers’ capitalism argument. Isn’t it the case that the general concept of reinsurance is that insurance companies spread large risks—particularly risks that individually have a very large dollar value but only a very small likelihood of occurrence—amongst a large number of insurers so that in the unlikely event of a very large loss the individual insurance company’s exposure is limited? Isn’t that the whole principle?

unknown24unknown1Mr Edwards—Sure.

3L624Conroy, Sen Stephen0Senator CONROY—Does the proposed Australian Reinsurance Pool Corporation take over the role of reinsurance for individual insurance companies for large losses resulting from terrorist acts?

unknown24unknown1Mr Edwards—No, I think almost by definition.

3L624Conroy, Sen Stephen0Senator CONROY—But, rather than spreading the risk in a normal commercial manner, isn’t the proposed ARPC going to concentrate risk with respect to losses that exceed the proposed $300 million pool and therefore draw either on the $1 billion line of commercial credit or the $9 billion government indemnity?

unknown24unknown1Mr Edwards—That is right.

3L624Conroy, Sen Stephen0Senator CONROY—So, instead of spreading it, it has concentrated it in one organisation.

unknown24unknown1Mr Edwards—That is the effect. No other organisation will take on the risk.

3L624Conroy, Sen Stephen0Senator CONROY—If a number of terrorist acts result in losses that exceed the $300 million, the $1 billion and the $9 billion, how will the government determine which claims are paid?

unknown24unknown1Mr Edwards—Within the bill there is a pro rata power to reduce payouts by private insurers in response to policies on a pro rata basis, reflecting the resources available from the pool.

3L624Conroy, Sen Stephen0Senator CONROY—Realistically, if the losses are greater than $10.3 billion, there will be enormous pressure on the government to step in and pick up the rest.

unknown24unknown1Mr Edwards—For sure.

3L624Conroy, Sen Stephen0Senator CONROY—That is the reality.

unknown24unknown1Mr Edwards—The important difference there is that whatever the government did above the contractual thing would be determined on the basis of normal social and political criteria—which is equity, what is fair, and so on and so forth.

3L624Conroy, Sen Stephen0Senator CONROY—That would be like paying people who were insured more than people who were not insured. Did that particular proposal last 24 hours?

unknown24unknown1Mr Edwards—I cannot comment.

3L624Conroy, Sen Stephen0Senator CONROY—The explanatory memorandum on pages 8 and 9 pays significant attention to the importance of rapidly establishing the $300 million pool. Isn’t it the case that if the likely level of the pool for terrorist attacks were limited to $300 million it would be very much more likely that private insurance capital would be available, and isn’t the real issue addressed by this bill the much larger risk covered by the $9 billion government indemnity?

unknown24unknown1Mr Edwards—I come back to the point that the only reason we are in this business or getting into this business is because nobody can estimate what the losses might be or what the probability of those losses are.

3L624Conroy, Sen Stephen0Senator CONROY—So you would agree that, while $300 million is a very large amount of money, it is far less significant in the context of terrorism insurance than the $9 billion government indemnity? It is a bit of fluff on the front. It is the $9 billion pool behind that is the attraction.

unknown24unknown1Mr Edwards—That certainly gives the surety that funds will be there to meet the insurance claims at the end of the day, but I think we should not get too carried away. The twin tower event was exceptional in historical standards. The US Treasury did some analysis of the previous nine largest events leading up to it and indexed them to 2001 dollars. I think in total they added up to about $US4 billion. So you are talking about an exceptional loss in that one event of $40 billion in the current structure.

3L625Conroy, Sen Stephen0Senator CONROY—You are combining a string of factors like fully fuelled aircraft being rammed into some of the tallest buildings in the world. There were some individually significant events there—

unknown25unknown1Mr Edwards—Absolutely.

3L625Conroy, Sen Stephen0Senator CONROY—that are probably unlikely to reoccur given the changes in security by the airlines and that sort of stuff. Terrorists are very inventive and they will find new ways, but there was a sequence of very big occurrences that may not be able to come together in the future.

unknown25unknown1Mr Edwards—That is impossible to say, I guess.

3L625Conroy, Sen Stephen0Senator CONROY—I appreciate that. Can you name instances in Australia where government insurers have had to avail themselves of government guarantees to cover losses, particularly on property transactions that exceeded $300 million?

unknown25unknown1Mr Edwards—I do not have any information on that.

3L625Conroy, Sen Stephen0Senator CONROY—Can you take that on notice. Are you aware of the total insurance losses associated with September 11? Is there a figure yet? I know that it is still being argued about, but what is the latest figure?

unknown25unknown1Mr Edwards—The latest estimate that I have seen is in the order of $US40 billion.

EZ525Abbott, Tony, MP03L625Conroy, Sen Stephen0Senator CONROY—Has the Australian National Audit Office reported on the Commonwealth government’s contingent liabilities, level of comfort and indemnities? I know that the answer to that is yes, because I had the audit office in front of me discussing that very issue at the public accounts committee. So I will help you with the answer there: it is a yes, I think. What efforts has the Commonwealth made to reduce its contingent liabilities? I think from the evidence yesterday—my apologies for asking the questions and then answering them myself; I am just helping things to speed along—they have come down a bit. Is that consistent with your recollections?

unknown25unknown1Mr Edwards—I have not seen data on that.

3L625Conroy, Sen Stephen0Senator CONROY—Does the Commonwealth generally seek to avoid providing commercial organisations with indemnities? The most recent indemnity that we have granted was to Sydney Airport Corporation—indemnity for their board, certainly.

unknown25unknown1Mr Edwards—I do not have particular expertise in that regard. Again, I suspect there were policy calls for the government at the time.

3L625Conroy, Sen Stephen0Senator CONROY—It is just good luck that I happened to be in front of the public accounts committee yesterday. When the Commonwealth has to pay a contingent liability like a government indemnity is that an outlay?

unknown25unknown1Mr Edwards—It would be.

3L625Conroy, Sen Stephen0Senator CONROY—Do outlays reduce the budget surplus and therefore result in a higher level of government debt?

unknown25unknown1Mr Edwards—I would assume so, yes.

3L625Conroy, Sen Stephen0Senator CONROY—If the Commonwealth did not provide the indemnity, how much capital would it have to provide to the Australian Reinsurance Pool Corporation to meet APRA prudential requirements for a private insurance company accepting the same level of risk?

unknown25unknown1Mr Edwards—I have no idea. I do not think anyone has.

3L625Conroy, Sen Stephen0Senator CONROY—It would be a large number, though.

unknown25unknown1Mr Edwards—It would be a large number.

3L625Conroy, Sen Stephen0Senator CONROY—Can you take that on notice and come back to us with that?

unknown25unknown1Mr Edwards—Yes.

3L625Conroy, Sen Stephen0Senator CONROY—Are you aware of any cases in Australia in the past where state government insurance companies have not had sufficient capital and have relied on government guarantees to write large amounts of business, including reinsurance, and sustained very large losses that had to be borne by the taxpayer?

unknown26unknown1Mr Edwards—From memory, I cannot recall an insurance company.

3L626Conroy, Sen Stephen0Senator CONROY—I think the government probably successfully off-loaded GIO in New South Wales before that happened, from the look of the AMP bottom line.

unknown26unknown1Mr Edwards—I know there were a couple of banks.

3L626Conroy, Sen Stephen0Senator CONROY—What due diligence has been done by Australian banks or the Australian Bankers Association on the particular terrorist risks to be covered by government? Are you aware of whether they have done any?

unknown26unknown1Mr Edwards—I am not aware of any.

00AOT26Webber, Sen Ruth0Senator WEBBER—There was some discussion earlier about whether the scheme should be pre-event or post-event funded. I do not want to go into that policy decision, although it has been put to me that the problem with a pre-event funded scheme dealing with something where we cannot estimate what the losses are likely to be is that we will end up with a pool that is either too much or too little for dealing with any specific event. How does developing a pre-event funded levy compare with the recommendations of the HIH royal commission, which seemed to lean towards post-event funding in instances like this?

unknown26unknown1Mr Edwards—That is an alternative option. At the end of the day, it was a policy decision that having a prefunded approach has advantages. In the first instance, you have a ready pool of funds to apply to an event—it gives the added certainty that there is some cash there to apply—and it also means that those benefiting from the risk are making a contribution for that benefit. There is an argument to say that that might facilitate the market coming back more readily than a post-event funded type of arrangement.

00AOT26Webber, Sen Ruth0Senator WEBBER—But it would be very easy to argue, if you were a small business owner in a place like Mukinbudin in Western Australia, that there is absolutely no risk. But they are going to be contributing to this.

unknown26unknown1Mr Edwards—Certainly, the risk is lower in those places.

00AOT26Webber, Sen Ruth0Senator WEBBER—I would say it is pretty much nonexistent. Hardly anyone knows where it is.

unknown26unknown1Mr Edwards—But business interruption is quite a benefit under this scheme and, quite clearly, there are many scenarios where people even in those remote places could be impacted.

00AOT26Webber, Sen Ruth0Senator WEBBER—How far have we gone down the track to a definition of business interruption? How far downstream will the cover actually apply? I talked about this earlier today. For instance, one of the places in Western Australia that is identified as being most likely to face a terrorist attack is the township of Karratha and round the Burrup, rather than Perth itself, because that area does all the servicing for the offshore oil and gas industry. If there is a terrorist attack there that interferes with our gas supplies—and gas is the major provider of power through Western Australia—how far down the stream is business interruption going to be covered?

unknown26unknown1Mr Edwards—It is determined by the terms written into the underlying policy. All we are doing is piggybacking straight off the underlying commercial policy. So whatever the insurance company has commercially provided as business interruption cover—all the caps and whatever around that—

00AOT26Webber, Sen Ruth0Senator WEBBER—But considering this is going to be a new and compulsory scheme, have we given any thought to making it compulsory to be explicit about how far down the stream business interruption goes—given the arguments that are still taking place in America over claims on business interruption there?

unknown26unknown1Mr Edwards—Again, our intention was to put as light a touch on this scheme as we can—again, we have that objective of getting out. Really the whole scheme is intended purely to run off the back of what people commercially negotiate for losses other than those caused by terrorism. Prior to September 11, you had terrorism cover because there was no distinction between losses due to terrorism or any other loss covered under the contract. The industry then excised losses arising from terrorist events as defined, and that was driven very much by the major reinsurers.  All this legislation does is nullify that exclusion. Everything else in the contract, therefore, is the same, and that determines your payment if it is a loss due to terrorism—if you can follow me on that.

00AOT26Webber, Sen Ruth0Senator WEBBER—Yes. Therefore, I go back to my small business in Mukinbudin. They have obviously made their own decisions about that in terms of identifying losses. What they have is purely an additional cost—an additional form of insurance that they do not feel they need but is not actually going to cover them. The only way they see that they would have any impact would be through business interruption and downstream cover, but that is not actually going to offer them any additional protection. They are not the ones who are going to be blown up, because no-one knows where they are.

unknown27unknown1Mr Edwards—Yes, but to the extent that they may not be able to access power, gas or whatever for a couple of weeks, they lose all their stock and so forth.

1000027CHAIR0CHAIR—Thank you, Mr Edwards. Thank you, Mrs Sirault.

Proceedings suspended from 11.57 a.m. to 1.31 p.m.

unknownunknown28ANDERSON, Mr Peter Maxwell, Manager, Policy, Insurance Council of Australia

unknownunknown28MAGUIRE, Mr Philip Anthony, Deputy Chief Executive, Insurance Council of Australia

unknownunknown28MASON, Mr Alan John, Executive Director, Insurance Council of Australia

unknownunknown28MORGAN, Mr John Kerin, Legal Adviser to Insurance Council of Australia, Allens Arthur Robinson

1000028CHAIR0CHAIR—I welcome representatives of the Insurance Council of Australia, who are giving evidence by videoconference link. The committee prefers all evidence to be given in public, but should you at any stage wish to give any part of your evidence in private you may ask to do so and the committee will consider your request. The committee has before it a written submission from the Insurance Council. Are there any corrections or alterations you wish to make to that written submission?

unknown28unknown1Mr Mason—No, we are happy with the submission.

1000028CHAIR0CHAIR—Mr Mason, would you or any of the other gentlemen like to make a brief opening statement before we proceed to questions?

unknown28unknown1Mr Mason—Thank you. Firstly, we would like to thank the committee senators for allowing us to appear by videoconference. That is most appreciated on our part. By way of opening remarks, we observe that the Terrorism Insurance Bill is a response by government to a community need rather than a specific need of the insurance industry itself. We have been most happy to cooperate and to assist government in the implementation and in fact the delivery of this package. We have had extensive consultations with Treasury, which have been ongoing over some months now. The concerns that we have, as we indicated in our submission to the committee of 22 April, largely relate to administration and systems changes and whether or not insurers have sufficient timing within which to accommodate the bill. It is probably worth noting that there will obviously be some substantial costs to insurers in systems changes and administration. At this point, I think it would probably be better if we were to respond to questions from the committee. 

1000028CHAIR0CHAIR—Thank you, Mr Mason. Do any of the other gentlemen wish to make an opening statement?

unknown28unknown1Mr Mason—No.

1000028CHAIR0CHAIR—There is some anecdotal evidence, I know, that there are a number of major projects the start of which has been delayed or which are being held up because of uncertainty about insurance coverage for terrorism. Is that the experience of the Insurance Council? Would you like to speak to the issue of the effect on major project starts—the current position—awaiting the passage of this bill?

unknown28unknown1Mr Maguire—We have also heard that anecdotal evidence from our member companies and from a number of purchasers of insurance and, indeed, from some of the financial institutions that had exposure or potential exposure to supporting, through loan or funding mechanisms, some of those developments. That anecdotal evidence has been not only in Australia but also overseas. If you were to ask for specific examples we would not be in a position, from the Insurance Council’s viewpoint, to provide you with those specific names.

1000028CHAIR0CHAIR—That is understandable, and I suppose there are no quantitative estimates either.

unknown28unknown1Mr Maguire—No, that is right.

1000028CHAIR0CHAIR—Thank you.

00AOT28Webber, Sen Ruth0Senator WEBBER—How strongly does the council support the compulsory nature of the scheme?

unknown28unknown1Mr Mason—The compulsory nature of the scheme is obviously a decision of the policy makers. From our point of view, it is probably the only efficient mechanism by which to spread the cost equitably and to avoid the adverse risk selection—as we call it in the insurance industry—that would be likely to result if it were a voluntary scheme. I will expand on that. If you had adverse risk selection, it would be only those people who would think themselves as being most at risk who would seek to buy the cover, who are the very people who need it. If the full cost of their exposure were to be charged to them, they would not be able to secure the cover anyway.

If something like a terrorism event occurs, which is very much akin to war type exposures that all governments face, it is a cost that ultimately has to be put on the whole community. If somebody attacked the CBD of a major city it would not be just the target buildings that would have a loss, all the business infrastructure that depended upon that—the suppliers, the customers et cetera—would be affected. So to spread the cost as widely as possible would seem to us to be the most equitable way of doing it.

00AOT29Webber, Sen Ruth0Senator WEBBER—Are any of your members offering terrorism insurance at the moment?

unknown29unknown1Mr Mason—I believe that one or two of them have been—and are probably continuing to do so—in very limited circumstances. But the capacity available and the terms for that cover are very restrictive and very expensive.

00AOT29Webber, Sen Ruth0Senator WEBBER—What kinds of terms are people looking at from those that offer it at the moment?

unknown29unknown1Mr Maguire—I can only say that I have seen media comment and comment from some of the major purchasers that the cost they are being charged for the cover is exceptionally high. It is mainly organisations such as the airports corporations that are getting the cover. They are getting cover for fire and explosion only and not any other types of damage or consequential loss. So it does not fit the full needs of the buyers.

00AOT29Webber, Sen Ruth0Senator WEBBER—It was recently brought to my attention that IAG does not seem to agree with the council’s position on supporting this bill. In fact, they say that the probability and severity of losses from a terrorism event are not calculable in advance and are therefore unsuitable for insurance or, indeed, for pre-funding. Do any other members of your organisation hold that view? Is there a range of views within the council?

unknown29unknown1Mr Mason—We are aware of the Insurance Australia Group submission. They have concerns about the tax cascading effect on the terrorism cover as well—as an aside, the level of taxation on insurance products is something we fully agree with them about and is something the royal commissioner has just made a series of recommendations about—but the answer to that lies in another place, I suspect. We are not aware of any particular submissions by other members; we are aware of one company, I think, that has made a submission to the committee indicating the cost to them of systems changes in implementing this, which are very substantial. I am sure that would be a feature replicated across the industry. If the industry has concerns they are, as I said earlier, about system changes, timing and the costs of doing this. It is still working through those issues with Treasury as the regulations and reinsurance contracts are developed.

unknown29unknown1Mr Morgan—I think you will find in the Treasurer’s initial announcements that he identified that one of the reasons for introducing this legislation was a perceived market failure, which was really related to the fact that there is an acknowledgment that this is difficult if not nearly impossible to price. As I understand the scheme which is proposed, it is a scheme to provide a fund and the price is not necessarily one which is directly related, like an actuarial calculation of a future risk. 

00AOT29Webber, Sen Ruth0Senator WEBBER—It has also been put to me that the insurance industry has a vested interest in a prefunded scheme—obviously, IAG seem to have some concerns about that—because it generates revenue for insurers whereas a postfunded scheme would not. Would you like to comment on that?

unknown29unknown1Mr Mason—The insurance industry has no real vested interest in the model. The insurance industry, I am sure, would be able to manage a post-event funded model equally well as a pre-event funded model. The industry itself does not particularly gain any advantage from it being pre-event funded. In the design of the scheme, the intention was to have a pool of available funds in the event that something occurred. But the majority of funding is going to come from the line of credit and the government’s $9 billion indemnity provided in the legislation. In the indicative reinsurance premiums that I think are set out in the explanatory memorandum or the impact statement, you will note that the post-event funding rates are set at three times the pre-event funding rates now. The pre-event element of this is quite insignificant in the overall scheme of things.

00AOT29Webber, Sen Ruth0Senator WEBBER—Is it not also the case that a post-event funding model would more directly comply with the recommendations of the HIH royal commission?

unknown29unknown1Mr Mason—You are talking about a policyholder protection scheme?

00AOT29Webber, Sen Ruth0Senator WEBBER—Yes.

unknown29unknown1Mr Mason—We have advocated a policyholder protection scheme and the royal commission has recommended one that is post-event funded. There are a series of reasons for that being post-event funded, largely related to: one, there is a very low likelihood of the risk of needing those funds occurring and, two, there is a major concern about moral hazard around a pre-event funded scheme. There are costs to insurers’ capital and so forth of a pre-event funded scheme, which is basically an insurance scheme.

I do not think the two things are necessarily the same, because this scheme is providing true insurance cover to the community seeking the cover, whereas a policyholder protection scheme is really a contingent fund against failure where we have a very strong regulatory system in place to try to prevent or militate against that failure ever occurring. I think war and terrorism are slightly different, in that the participants have little or no ability to influence whether or not a terrorism event occurs.

00AOT30Webber, Sen Ruth0Senator WEBBER—Indeed. You indicated in your opening statement that one of the areas you still have concern about is the issue of timing. Can you expand on that?

unknown30unknown1Mr Anderson—The proposed scheme, whether it is prefunded or postfunded, will mean substantial system changes for insurers. They will have to go back and totally reconfigure their computer systems and their clerical procedures. It is going to take many months to do and it is going to be quite costly. I think you have a submission from one company that indicates they are looking at $1.5 million in set-up costs. The changes will have to be incorporated in insurance company renewal notices, which are sent out prior to 1 October. In fact, they will be going out in early to mid-August. That means they have to have their systems totally tested and in place by the end of July. Given that the bill has not even passed yet, we do not have regulations yet and there are many more unanswered questions to deal with, our members are quite concerned about whether they will have enough time to have all this in place, fully tested and up and running, by the end of July.

00AOT30Webber, Sen Ruth0Senator WEBBER—In your submission, you also indicated a number of other outstanding concerns with the bill, including definitions of CBD and urban and rural areas, the effects of minimum retention and particular classes of insurance which are to be deemed to be eligible insurance contracts. Can you outline the nature of these problems and how your negotiations with Treasury are proceeding?

unknown30unknown1Mr Morgan—I will go to the items you mentioned in order. In respect of the distinction between the different types of location, Treasury, as I understand it, have agreed that that will be done by postcode, which does in fact fit in with the current insurance system. Weighting is done by that device. We are waiting on Treasury to provide us with the postcodes which will be applicable.

In relation to the minimum retention, a proposal has been put to the industry for incorporation into the new reinsurance agreement which goes a long way to resolving the issues regarding minimum retention. It now recognises the different sizes of different companies and the ability of those companies to retain on their own balance sheets part of the risk. Although the final details have not yet been ironed out, it basically proposes a retention fee of the lower of $1 million or four per cent of a past year period of fire and ISR premium. The four per cent of fire and ISR premium, the industrial special risks class, will largely ameliorate the problems for small companies.

The classification of insurance policies as eligible insurance contracts has been dealt with by the regulations. There have now been two papers circulated on that issue, and there are ongoing discussions. We have gone a long way to working out what should be in the regulations and how the regulations will define those classes. There are some particular issues, which really relate to trying to find a system of defining what is in and what is out, by reference to existing practices, so that you do not have the need to change systems and identify types of policies in a way in which they are not identified at the moment.

00AOT30Webber, Sen Ruth0Senator WEBBER—Are there are other issues that you think need to be ironed out so that we can have all this tested and put in place by the end of July?

unknown30unknown1Mr Morgan—The only other general issue is the finalisation of the terms of the reinsurance agreement with the proposed ARPC—the pool corporation. A draft of that has been circulated, comments have been made and we are currently awaiting a further draft, which will hopefully deal with most of the matters adequately.

unknown30unknown1Mr Mason—One of our other significant outstanding issues is that insurers have entered into a whole range of temporary arrangements with the various state governments to deal with terrorism exposure under workers compensation and third party bodily injury products. Those arrangements were all put in place as stopgap measures in anticipation of a whole of Australia mechanism or response. That is one of the outstanding issues which we are continuing to discuss—the extension of this arrangement to workers compensation and compulsory third party insurance.

unknown30unknown1Mr Anderson—Our members really need the regulations which will be made under this act once it is enacted. Of course, that cannot happen until the bill has been passed and signed off. So we need to see at least a draft of the regulations so that our members have certainty when they are making the required system changes.

00AOT31Webber, Sen Ruth0Senator WEBBER—What do your members intend to charge for this new product? IAG and Royal & SunAlliance have indicated to us that it will be more than the cost of reinsurance, because of administrative and other costs. What do you estimate the premium increase will be on CBD, urban and non-urban property for policyholders covered by this scheme?

unknown31unknown1Mr Mason—Unfortunately, actual pricing or charging is an area in which the Insurance Council itself deliberately eschews taking any role. That is a function of the competitive insurance market, competition policy and legislation. Suffice to say you are correct that the things insurers have to take into account when arriving at their prices include the contribution to the pool and the administrative costs, and there will be a huge overlay of costs principally because of the states’ approach to the taxation of insurance products, which will have a multiplying effect. But that is something that we live with every day in the insurance business. I am afraid that that is the best answer I can give you. At the end of the day, it is a competitive insurance market. The terrorism cover is being added to policies that companies have already sold and seek to sell, so the companies clearly have an interest in remaining competitive in the business they are doing, because the whole of the client’s policy or portfolio is what they are interested in. I expect that competitive market forces will continue to operate.

00AOT31Webber, Sen Ruth0Senator WEBBER—If that is the case, are you confident that you will be able to get reinsurance for the retained amounts under the scheme? I take it from evidence we got earlier from Treasury that they feel that such cover will be readily available.

unknown31unknown1Mr Maguire—The retentions that are going to be held by individual insurers are not, according to our information, actually able to be reinsured in the reinsurance market at the moment. There is not a sufficient market there to be able to pick certainly the majority, if not all, of those cases.

unknown31unknown1Mr Morgan—It is called a retention because that is the bit an insurer retains on its own balance sheet. Normally, insurers do not reinsure that retained amount—except that they might reinsure catastrophe risks—or some insurers might have a quota share reinsurance where they share the premium with someone else on the basis that they share that amount. But in most cases I suspect retention means what it says.

00AOT31Webber, Sen Ruth0Senator WEBBER—Apart from that, perhaps the reinsurance market is not quite as robust as Treasury seem to think?

unknown31unknown1Mr Maguire—The situation with the reinsurance market at the moment is that for commercial insurances there really is very little capacity globally—in Australia as well, as a function of that global restriction. We do not believe that there is very much capacity available to the individual insurers to purchase it.

00AOT31Webber, Sen Ruth0Senator WEBBER—Can you envisage a time when reinsurers will get back into this market? As I have mentioned before, IAG indicated in their submission that terrorism cover was a product not well suited to insurance.

unknown31unknown1Mr Mason—From a personal perspective, I would agree with that assessment. But given this market failure that the government is addressing is because of the difficulty in pricing the exposure, the uncertainty and the lack of any statistical base on which to price the product, unless—God forbid; we do not want it to happen—we end up in an environment where terrorist events become commonplace and you can therefore have some statistical predictability around them, I cannot see how this will lend itself, certainly in the short to medium term, to the re-emergence of an insurance market. The only way I see that happening is if the world’s governments manage to deal with terrorism as a threat and we remove it from our agenda.

00AOT31Webber, Sen Ruth0Senator WEBBER—Thank you.

1000031CHAIR0CHAIR—There being no further questions, that concludes the evidence of the Insurance Council of Australia. Gentlemen, thank you for participating by video link in the hearings of the committee. That also concludes these public hearings of the Senate Economics Legislation Committee into the provisions of the Terrorism Insurance Bill 2003. The committee stands adjourned.

Committee adjourned at 1.57 p.m.
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