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EXECUTIVE SUMMARY

AUSTRALIA’S TERRORISM INSURANCE SCHEME

Background to Review

The Terrorism Insurance Scheme (the scheme) was intended as an interim measure to operate while
terrorism insurance cover was unavailable in the private market. The scheme was set up under the
Terrorism Insurance Act 2003 (the Act), and is operated by the Australian Reinsurance Pool
Corporation (the ARPC). The Act requires that the Minister prepare a report that reviews the need
for the Act to continue in operation at least once every three years.' Previous reviews in 2006, 2009
and 2012 have concluded that there was insufficient commercial market terrorism insurance
available at affordable rates and that the scheme should continue to operate.

The terms of reference for this review appear at Appendix A. It is not the purpose of this review to
consider the level of risk of terrorism. That is the function of other branches of government.
Nevertheless, recent events — in Sydney and Paris, for example — highlight that terrorism is an
ongoing threat. The Sydney event in December 2014 gave rise to the first and only activation of the
scheme since its inception.

This comes at a time when the scheme has been in operation more than a decade. Last year, the
National Commission of Audit, in expressing a view on the future of a number of Australian
Government bodies, said of the ARPC:

“With continued recovery in terrorism insurance markets, there is scope for a gradual
Commonwealth exit over the coming years.””

Against that background, this review has closely considered the scope for government withdrawal
from the market, and whether alternative structures for the ARPC, including full or partial private
ownership, would be viable. To assist in exploring these issues, an external consultant (Pottinger)
was engaged by Treasury. In addition, in finalising this review, consultations were held with industry
representatives on a draft of the Report.

For the reasons set out in detail in the chapters below, the recommendation of this review is that
the current ownership and administration structure of the scheme as set out in the Act be retained,
while noting that there is scope to revisit alternative structures in future if there is a significant
change in market conditions.

Nevertheless, as the need for the scheme has persisted for more than a decade, the policy
framework against which its operation is assessed should no longer be limited to one that conceives
of the scheme as a short-term, temporary measure. While the ongoing need for the scheme should
continue to be periodically reviewed, the fact that it has matured into at least a medium-term policy
response should be recognised and reflected in decisions about the nature and scope of its
operation.

1 Terrorism Insurance Act 2003, section 41.
2 Towards Responsible Government, The Report of the National Commission of Audit, Phase One, p. 205
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Terrorism Insurance Act Review: 2015

Reflecting the considerations outlined above, the recommendations in this report are motivated by
the desire to ensure that:

* those who benefit most from the scheme — insured parties and the insurance industry — take
an appropriate level of responsibility for its sustainable operation;

* the government and taxpayers are fairly compensated for any financial support provided to
scheme;

* the scheme operates equitably and effectively to provide terrorism cover where it is unavailable
in the private market; and

* thereis an appropriate level of certainty around the operation of the scheme.

Recommendations

Structure of the ARPC

Recommendation 1: That the Act remains in force, subject to future three-yearly statutory reviews.
Recommendation 2: That the current administration structure of the ARPC as set out in the Act be
retained.

Retentions

Recommendation 3: The four per cent rate of gross fire and industrial special risk premium (less any
fire services levy) should be increased to five per cent.

Recommendation 4: Current maximum retention levels for individual insurers should be removed.

Recommendation 5: The maximum industry retention should be increased from $100 million to $200
million.

Retrocession

Recommendation 6: That the ARPC continue to have the discretion to purchase retrocession, subject
to the APRC assessing the need for, and levels of, its retrocession programme and value for money.
Fee for the government guarantee

Recommendation 7: That the ARPC pay to the Commonwealth each year, commencing in 2016-17:

a) afee of $55 million in respect of the Commonwealth guarantee of the ARPC’s liabilities; and

b) an additional amount of $35 million per annum to reflect the Commonwealth’s support in
making the ARPC reserves available for payment of claims.

Premiums

Recommendation 8: That the premiums charged by the ARPC be increased, with effect from 1 April
2016 to:

— 16 per cent for Tier A,
— 5.3 per cent for Tier B, and

— 2.6 per cent for Tier C.
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Executive Summary

Scope of the scheme

Recommendation 9: That the scope of the scheme be extended so that it applies to:

a) buildings in which at least 20 per cent of floor space is used for commercial purposes; and

b) buildings with a sum-insured value of at least $50 million, whether used for commercial or other
purposes.

Recommendation 10: That the application of the Act be clarified by amendments that remove doubt
about whether certain losses would be covered under the scheme; in particular, losses attributable
to terrorism attacks that use chemical or biological means.

Page 3






CHAPTER 1: INTRODUCTION

RATIONALE OF THE SCHEME

The lack of affordable terrorism insurance following terrorism events on 11 September 2001 forced
Australia’s commercial property owners, developers and investors (such as banks, superannuation
funds and fund managers) to assume their own terrorism risk, as existing policies expired and
renewal policies explicitly excluded terrorism cover. Effects included a substantial reduction in
commercial building activity. As a result, in May 2002 the Government announced that it would act
to protect the Australian economy from the negative effects of the withdrawal of terrorism
insurance cover.

Subsequently, a scheme was established under the Terrorism Insurance Act 2003 (the Act) to replace
terrorism insurance coverage for commercial property and associated business interruption losses
and public liability claims. Under the Act, the scheme is administered by the ARPC, a Commonwealth
statutory corporation. The scheme commenced on 1 July 2003.

Operation and coverage

The Act operates by overriding terrorism exclusion clauses in eligible insurance contracts to the
extent the losses excluded are eligible terrorism losses arising from a declared terrorist incident
(DTI).? This requires insurers to meet eligible claims in accordance with the other terms and
conditions of their policies.

Insurance companies can (but are not required to) reinsure the risk of claims for eligible terrorism
losses through the ARPC, in which case premiums are payable to the ARPC at rates set by the
Minister. Insurance companies can choose to reinsure through the private reinsurance market.

An eligible insurance contract is a contract that provides insurance coverage for:

* loss of, or damage to, eligible property owned by the insured;

* business interruption and consequential loss arising from loss of, or damage to, eligible property
that is owned or occupied by the insured or an inability to use all or part of such property; or

* liability of the insured that arises from the insured being the owner or occupier of eligible
property.4

‘Eligible property’ is defined under the Act as the following property that is located in Australia:

*  buildings (including fixtures) or other structures or works on, in or under land;
* tangible property that is located in, or on, such property; and
«  property prescribed by regulation.’

Note that there is a range of exclusions set out in the Terrorism Insurance Regulations 2003.

3 Terrorism Insurance Act 2003, sections 6-8.
4  Terrorism Insurance Act 2003, subsection 7(1).
5 Terrorism Insurance Act 2003, section 3.
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Terrorism Insurance Act Review: 2015

How a claim is funded

In the event of a DTI, claims would progress along the following sequence (see also Figure 1):
1. Losses would be met first by industry up to the level of each insurer’s retention; then
2. From ARPC capital up to the value of the deductible on retrocession cover; then

3. From the retrocession program, (with any co-contribution being made from ARPC capital and
then through the government guarantee); and finally

4. Through the government guarantee, up to the $10 billion cap.

The sum of these tiers represents the maximum claimable amount under the scheme. Should the
total claimed losses exceed the capital of the ARPC, the value of retrocession cover purchased and
the $10 billion government guarantee, a ‘reduction percentage’ would be applied and claims would
be paid on a pro rata basis.

Insurers that reinsure their terrorism risks with ARPC retain part of the cost from a DTI. The
retention, similar to an excess or deductible, requires the insurer to pay the first part of any claim.
Retentions for individual insurers are calculated as 4 per cent of fire and industrial special risk
premiums collected by the insurer, with a minimum retention of $100,000 and a maximum retention
of $10 million.

The ARPC'’s reinsurance agreement also provides for a maximum industry retention of $100 million.
If the sum of the retentions of individual insurers in respect of all eligible terrorism losses caused by
a single DTI exceeds the maximum industry retention of $100 million, then each insurer’s retention
is reduced proportionately.®

6 Australian Reinsurance Pool Corporation, Annual Report 2013-2014, page 32.
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Chapter 1: Introduction

Figure 1: 2015 ARPC scheme capacity
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CHAPTER 2: CONTINUATION OF THE ACT

ISSUE

This chapter examines whether there is a need for the Act to continue to deem cover for losses
suffered due to a terrorism incident into eligible insurance contracts and whether the government
should continue to provide a reinsurance scheme for this risk. Considerations include to what extent
there continues to be a market failure in the provision of terrorism insurance and what the impact
would be if the Act were to be abolished.

As noted above, the National Commission of Audit, in expressing a view on the future of a number of
Australian Government bodies, said of the ARPC:

“With continued recovery in terrorism insurance markets, there is scope for a gradual
Commonwealth exit over the coming years.”’

The scope for any short term Commonwealth exit is considered below.

RECOMMENDATION

The restriction on availability of terrorism insurance and reinsurance cover in the private market
remains. There is some cover available, but this falls well short of the current level provided under
the scheme. This is unlikely to change in the short to medium term. As a result, it is recommended
that:

Recommendation 1: That the Act remains in force, subject to future three-yearly
statutory reviews.

In relation to the size of the scheme, the current capacity is considered an appropriate level of cover,
in that modelling indicates it would adequately cover the cost of a single explosion event and
provide a good level of cover for a multiple explosion event.

ASSESSMENT

Appropriate level of terrorism cover

The ARPC’s modelling demonstrates that, if a loss was to occur in the Sydney or Melbourne central
business districts from a large blast, ARPC’s pool of funds plus the retrocession program would cover
almost all probable events.?2 Multiple explosion events have not been modelled and would lead to
larger losses. Determining an appropriate capacity for the scheme is challenging due to the lack of
certainty of the probability of substantial events. However, the ARPC’s conclusion that the current
capacity of $13 billion is adequate to comfortably cover most foreseeable outcomes of a major
explosion event in a large Australian city provides a basis on which to maintain the current level of

7 Towards Responsible Government, The Report of the National Commission of Audit, Phase One, p. 205
8 ARPC Autumn 2013 ‘Under the Cover’.
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cover under the scheme. If ARPC reserves were depleted after such an event, consideration would
be given as to how best to replenish those reserves in preparation for any further event.

Market failure

The report prepared by external consulting firm Pottinger considered the availability of reinsurance
for terrorism risk in detail. It concludes that the availability and pricing of private sector terrorism
insurance has improved over time due to the low incidence of major terrorism claims, better risk
modelling and greater competition among reinsurers. Terrorism loss reinsurance prices have also
fallen over time. In addition, coverage has improved for small events.

Nonetheless, there is still a partial market failure. The Pottinger report estimates that terrorism risk
retrocessions available to Australian insurers at a reasonable price total around $5 billion, which is
well below the approximately $13 billion of reinsurance cover provided by the scheme.

There also seems to be no material likelihood of market conditions changing such that adequate
private sector supply of terrorism insurance becomes available over the near to medium term. The
development of a private market for terrorism insurance in Australia depends on further growth in
the capacity of global reinsurance markets for terrorism risk. Recent developments overseas indicate
that government support of terrorism insurance arrangements continues to be required. The
US Parliament, for example, recently voted to reinstate the national terrorist insurance scheme,
which had lapsed in December 2014. The Bill passed with bipartisan support.

Current conditions do not imply the continued availability of private sector terrorism insurance at an
economic price over the medium to longer term, particularly in the event of a major claim in
Australia or overseas. Further, the report indicates that, while there is increasing capacity to insure
the risk pool managed by the ARPC, there is no guarantee that the same capacity would be available
to individual insurers. The report identifies the risk-pooling mechanism as a key factor in providing
cost-effective reinsurance of terrorism risk.

Impact on competition

A second consideration is whether continuation of the scheme is preventing the re-emergence of a
private market for terrorism insurance. Again, the capacity of Australian insurers depends on the
global market for reinsurance. In this context, the current government-supported scheme in
Australia is likely to have little effect on the development of the market. Supporting this conclusion
is the Finity report’s finding that no market solution has emerged in relation to
high-rise residential and mixed-use buildings not covered by the scheme.

The low impact of the scheme on the development of a market solution is consistent with the view
of insurance industry stakeholders that the scheme should remain in largely its current form and is
of benefit to them in a market where terrorism insurance is lacking. In fact, the successful
retrocession program operated by the ARPC is viewed by stakeholders as having a positive effect on
Australian insurers’ access to global reinsurance markets.

Impact of removal of the scheme

A final consideration is whether the removal of the scheme would have any negative impacts.

The likely negative economic impacts are difficult to assess. There are indications from some
stakeholders that removing the scheme may not initially concern the market more generally.
However, conditions have not materially changed so that funding of large-scale commercial projects

Page 10



Chapter 2: Continuation of the act

would be viable without insurance. In current conditions, the pricing of the scheme suggests that
insurers see little likelihood of a large-scale loss. Yet there seems to be no reason to think that a
future large terrorist event would not have a similar effect on large commercial building activity to
that in 2001.

A further issue is that, if sufficient terrorism insurance is not available in the private market, then the
government may be called on to provide open-ended support in the event of a terrorist incident.
Existence of an explicit guarantee provides certainty and enables the government and tax payers to
be fairly compensated for the provision of the guarantee.

The need for the scheme was highlighted recently through the certainty it provided in the
December Sydney siege events where it was activated for the first time. Although losses are
predicted to be below the level of activation of the government guarantee, the scheme has provided
a mechanism for communication between insurers and the government and provided certainty to
claimants.

Ongoing reviews

The Pottinger report recommends making the scheme permanent given the apparent ongoing need
for the Act, and posits reviews once every 5 years. While this review recognises that the temporary
nature of the scheme needs to be reassessed given the persistent need for it, it is considered that
triennial reviews should remain in place to ensure that the ongoing need for the scheme is closely
monitored, but also to ensure that the parameters of the scheme are appropriately set.
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CHAPTER 3: OWNERSHIP STRUCTURE OF THE ARPC

ISSUE

While the Act and the ARPC are necessary and likely to be so over the longer term, there may be
alternative options available for ownership of the ARPC. This chapter considers alternative options
for the ARPC and whether the ownership or administration structure should be changed.

RECOMMENDATION

Recommendation 2: That the current administration structure of the ARPC as set out in
the Act be retained.

ASSESSMENT

The introduction of the scheme in 2003 was to counter a significant impact on economic activity due
to a lack of insurance for commercial property and associated business interruption losses and public
liability claims. At the time, it was recognised that creation of the ARPC, a government-owned
statutory corporation, would increase government involvement in the insurance market, operate as
a competitor to private-sector reinsurers, and increase the risk faced by the government through the
provision of a government guarantee. For these reasons, the scheme was intended to be temporary
until a market-based solution re-emerged.

This review finds that there is no near-term possibility of a market-based solution emerging and that
the scheme should continue. However, the review also considers whether there is scope for
alternative ownership or administration structures for the ARPC that might increase industry
responsibility for the scheme’s continued operation, and facilitate a gradual withdrawal from the
market by the government. An external consulting firm, Pottinger, was engaged by Treasury to
provide advice on alternatives for this review (report attached as Annex A).

Pottinger’s report canvasses ownership and administration structures used for similar schemes
overseas and considers costs and benefits if these options were to be adapted for use in the
Australian context. Drawing on Pottinger’s work, this review considers two broad alternative options
for ownership of the ARPC that would allow for significantly lower government involvement: a
private sale and a mutual structure. If one of these options were to be pursued, a transition plan
would need to be established to ensure the success of the transfer.

Both options presented here retain a mechanism to pool risk. Terrorism risk is different to other
insurable risks as the potential loss from a single event is very high, events happen at very low
frequency and are unpredictable, and the actions of the government can have an impact on the
probability of an event. The Pottinger report concludes that a risk pool, such as the one operated by
the ARPC, is the most cost-efficient way to provide access to retrocession markets. The report

Page 13



Terrorism Insurance Act Review: 2015

concludes that the same level of retrocessions may not be available to individual insurers outside a
risk pool.” This view was reinforced in consultations with the industry.

Both options also contemplate the continuation of the government guarantee. The Pottinger report
estimates that the private sector currently can provide only $3 billion — $5 billion in retrocession
coverage for terrorism risk in Australia, below the current size of the scheme and the estimated
maximum losses under a single large terrorist incident. In the event of a terrorist incident where
losses exceeded those covered by the private sector, it is likely that the Government would be called
upon to provide additional financial support. An explicit government guarantee reduces uncertainty,
decreases insurance premiums, and ensures that the government receives adequate compensation
for the risk faced in acting as an insurer. Most foreign schemes have some form of government
support.

Sale of the ARPC by trade sale or initial public offering

A private sale of the ARPC has the potential to reduce government involvement and risk taken by the
government, as well as realising value for the government that is currently tied up in the ARPC. The
government could seek to retain majority ownership through a limited share offer or pursue full
privatisation.

Establishing a likely purchase value for the ARPC is difficult without exact knowledge of how the
scheme would operate after a sale. The factors to be considered include how much control the
private entity would have over premiums and the ability of the purchaser to diversify risk; market
sounding reports suggest that few market participants would be interested in purchasing an insurer
that only covered terrorism risk. The value would also be affected by any minimum prudential
capital requirements that might be applied, required provisions for charges following a major claim,
and whether the Act will continue to deem insurance cover for losses caused by terrorism incidents
into eligible contracts.

If the scheme settings remain as they are, Pottinger considers that private sector buyers would place
little value on the ARPC. The Pottinger report estimates that the current premium and cost structure
of the ARPC would generate a return on equity below that of other listed insurers. The potential
purchaser may also be required to inject capital into the ARPC to meet prudential capital
requirements if the ARPC was privately owned, lowering the value to a potential purchaser.

While the settings of the scheme can be changed to facilitate a sale, a clear transition plan to
establish and maintain the value of the ARPC would be required.

A significant policy issue is that a privately-owned ARPC would likely operate as the sole provider of
terrorism reinsurance in Australia. Creation of a systemically important financial institution
operating as a monopoly provider of terrorism reinsurance may trigger financial system stability
concerns. In particular, it may be necessary to identify how the entity would recapitalise after a large
claim. Privatisation may also impact on the prudential capital requirements of insurers reinsuring
with the ARPC.

9 The Pottinger report examines alternative options which do not involve pooling in Section 6.7 of their report.
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Chapter 3: Ownership structure of the ARPC

Transfer to a mutual structure

A second option is for the ARPC to adopt a mutual structure. Members could be either the property
insurers or the insured property holders. An international precedent exists for a mutual structure
owned by insurers - the UK Pool Re scheme.

Mutualisation of the ARPC offers several advantages. It could increase industry involvement and
responsibility and align incentives between the administrators of the scheme and those who benefit
from the availability of terrorism insurance. The private sector would also take a much larger role in
operating the scheme, reducing the administrative burden on the government. However,
mutualisation is unlikely to reduce the risks faced by the government. As discussed, for the capacity
of the scheme to be maintained, a government guarantee would be required. Existing mutual
schemes overseas also receive government support.

Again Pottinger considers that clarification of uncertain aspects of the scheme would be required
before the scheme could be mutualised. This list includes clarification of the regulatory framework
for the mutual structure and any regulatory capital requirements; the mutual entity’s ability to set
prices; the process for recapitalisation after a large claim; the nature of the government guarantee;
and the coverage of the scheme. In addition, the governance and voting rights within a mutual
would need to be considered to ensure the appropriate balance of interests between stakeholders.
A comprehensive transition plan would be required to ensure the success of any mutualisation.

Mutualisation would not necessarily release capital to the government. The Pottinger report argues
that a mutual structure may be subject to prudential capital requirements or may wish to hold
capital in a similar way to a private entity. One implication is that it may be necessary for the
government to ‘gift’ the existing capital to the scheme without compensation.

Assessment

The options outlined above may be viable in the longer term but do not present as attractive short-
term solutions. None of the viable options identified by Pottinger involve complete withdrawal of
government support, and would require major adjustments to the scheme, including heavily
increasing the burden on the users of the scheme, if they were to release capital to the
Commonwealth.

The current administrative structure is well established and provides terrorism insurance that cannot
be provided to the same degree in the private market. In addition, the current scheme provides a
high level of cost-effective access to international reinsurance markets for terrorism risk, with the
ARPC being able to build a sizeable retrocession program. Market participants widely support the
continuation of the current scheme in its structure and operation.

Following the events at the Lindt Café in Sydney in December 2014, the scheme provided certainty
to claimants and allowed for effective communication between industry and the government.
Government control of the scheme ensures that the scheme will continue to be operated in the
public interest, including in the event of a large claim.

Against this background, there appears to be no compelling case for a major change in the
ownership or administration structure of the ARPC in the short term. If market considerations
change, further consideration could be given to these options. The appropriate next step would be
to undertake a comprehensive scoping study to further consider the viability of alternative options
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and set out an implementation plan for a preferred option. In the meantime, greater private sector
participation can be encouraged by adjustments to the scheme parameters as set out in this review.

The Northern Australia Insurance Premiums Task Force is assessing the feasibility of a reinsurance
pool for cyclone risk, among other options. Its interim report notes that the ARPC could potentially
be used to offer a cyclone reinsurance contract (although the cyclone and terrorism pools would
need to be completely segregated from each other).

Page 16



CHAPTER 4: ENSURING FINANCIAL SUSTAINABILITY OF THE SCHEME

Although introduced on a temporary basis, the Act has been required to operate over a longer
period than initially contemplated. The current pricing of the government guarantee and premiums,
as well as settings relating to the purchase of retrocession and retention levels, should be reviewed
to ensure the scheme is sustainable over the medium term and that industry takes an appropriate
level of responsibility.

This chapter considers:

* the level of industry retentions;
* the purchase of retrocession by the ARPC;

» the fair level of compensation received by the government for the provision of the $10 billion
guarantee and the retention of capital by the ARPC; and

* the appropriate level of premiums.

INDUSTRY RETENTIONS

Issue

Whether:

* the current level and structure of retentions that apply to individual entities that reinsure with
the ARPC are appropriate;
* the overall industry retention per incident is appropriate; and

* increasing this retention would encourage insurers to seek out reinsurance privately.

Recommendations

Recommendation 3: The four per cent rate of gross fire and industrial special risk
premium (less any fire services levy) should be increased to five per cent.

Recommendation 4: Current maximum retention levels for individual insurers
should be removed.

Recommendation 5: The maximum industry retention should be increased from
$100 million to $200 million.

Background

When the scheme began in 2003, the Act required insurers who bought reinsurance from the ARPC
to retain risk at a minimum of nil and a maximum of $1 million, with the maximum industry wide
retention set at $10 million. Retentions were based on 4 per cent of the reinsured’s gross fire and
industrial special risk premium less any fire service levy.
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The 2006 review of the Act recommended that, as the insurance industry had developed, retentions
under the scheme should increase to a minimum of $100,000 and a maximum of $10 million, with an
industry retention of $100 million. Retentions were gradually increased as a result. The 2012 review
of the Act recommended no change to retention levels.

Assessment

An analysis of ARPC’s portfolio indicates that five insurers benefit from the $10 million maximum
retention and many insurers would have a retention of less than $100,000 if the minimum was not
applied. That is, smaller insurers are made to retain more than 4 per cent of relevant premiums, yet
large insurers have their retention capped under the current arrangements at less than 4 per cent.

Further, some consolidation of insurance licenses has led to a situation where some insurance
groups have effectively reduced their maximum exposure under the scheme by reducing the number
of insurance companies they own that are subject to an individual cap of $10 million.

The ARPC advises that insurer’s retentions under the ARPC's terrorism reinsurance agreements are
much lower than those used in natural catastrophe reinsurance, even though the ARPC retentions
are more generous in that they are the maximum retention per year rather than per event.

Based on the above, the case can be made for increasing the retention level and removing the
maximum individual retention in ARPC agreements to ensure that the insurance industry takes an
appropriate level of responsibility in the event of a major claim under the scheme. Removing the
maximum retention will also ensure a more even distribution of retention burden. Minimum
retentions should be maintained to ensure that insurers retain a non-trivial level of responsibility
under the scheme.

One of the underlying principles of the scheme is that it should be designed to allow the
re-emergence of the commercial market for terrorism risk cover. Raising retention levels requires
insurers to retain a greater amount of terrorism risk, for which they can self-insure or seek to
commercially reinsure. Either course of action increases private sector involvement in the provision
of terrorism risk cover. Increasing retentions also increases the relative attractiveness of commercial
terrorism reinsurance.

CONTINUATION OF RETROCESSION PROGRAM

Issue

Whether the ARPC should continue to have the discretion to purchase retrocession in the private
market.

Recommendation

Recommendation 6: That the ARPC continue to have the discretion to purchase
retrocession, subject to the APRC assessing the need for, and levels of, its
retrocession programme and value for money.
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Background

For the first six years of the scheme, the ARPC did not purchase retrocession. Instead, premiums
were used to build capital within the ARPC to extend the size of the scheme and provide a buffer
before the unfunded government guarantee was called upon. However, once sufficient capital had
built up within the scheme, the ARPC was given the discretion to purchase additional retrocession
cover from the private market.

The ARPC has purchased retrocession every year since 20009. It initially provided cover of $2.3 billion,
but this amount has increased over time to a maximum of $3.2 billion in 2014. In 2015, retrocession
cover was slightly lower at $2.9 billion.

Assessment

The purchase of retrocession creates a role for the private market in providing terrorism insurance
under the scheme and ensures that the insurance of private sector assets is provided to the greatest
degree possible by the private market. A strong argument can be made in support of continuing the
retrocession program, in that it:

*  supports the private sector provision of terrorism insurance and reinsurance;

* provides an indication of both the market price for terrorism insurance and the availability of
terrorism reinsurance in the private sector;

e increases the overall capacity of the scheme (currently by around $3 billion); and
* reduces the risk that the government guarantee will be called upon.

During consultation, industry stakeholders did not express particular views on the ARPC’s
retrocession program. Insurers generally benefit under current arrangements; the purchase of
retrocession by the ARPC increases the size of the scheme and, therefore, the amount of reinsurance
cover purchased by insurers.

On balance, it is prudent for the ARPC to maintain its retrocession programme, at a level that
represents the best value for money having regard to the ARPC’s other commitments, to ensure that
the private reinsurance market for terrorism cover continues to operate in Australia, and to give
information about the availability and price of private terrorism reinsurance. This approach would
assist in a government withdrawal from the market in future if conditions improved.

COMPENSATION TO GOVERNMENT

Issue

Whether and to what extent the government should be compensated for the financial benefits it
provides to the ARPC.

Recommendation

Recommendation 7: That the ARPC pay to the Commonwealth each year, commencing in
2016-17:

a) a fee of $55 million in respect of the Commonwealth guarantee of the ARPC’s
liabilities; and

b) an additional amount of $35 million per annum to reflect the Commonwealth’s
support in making the ARPC reserves available for payment of claims.
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Background

The ARPC is not a mutual pool. It is a government owned reinsurance agency that provides
reinsurance cover to industry on the same basis as that provided by commercial reinsurers. The
premiums charged by the ARPC represent compensation for the risk of a claim occurring during the
period of insurance. The government bears considerable risk in the event of a claim. In the first
instance, the government’s equity in the ARPC would be reduced as claims are paid out of its pool.
Further, in the event of a large claim that exhausts the capital retained in the ARPC and any
retrocession purchased by the ARPC, the government will be called upon to cover losses.

Since its inception, the ARPC has been backed by a government guarantee of the ARPC’s liabilities to
the amount of $10 billion. From the scheme’s commencement, it was intended that the
Commonwealth be compensated for the risk it assumed in providing its guarantee. As outlined in the
Revised Explanatory Memorandum to the Terrorism Insurance Bill 2002, the intention was “that risk
transferred to the Commonwealth is appropriately priced and that the Commonwealth is
compensated by those benefiting from the assistance”.

Initially no charge was made for the Commonwealth’s assistance to the scheme, allowing
income from premiums to be used to build up capital within the ARPC as a reserve fund to act as a
buffer against a claim on the government guarantee.

Nature of Government Support

In determining a fair amount of compensation for government support to the ARPC, it is instructive
to consider the nature of that support. It is open to the government to raise premiums at any time,
including following a DTl and subsequent claim on the scheme. This does not, however, have the
consequence that the scheme is intended to be a ‘post-funded’ one in the sense that stakeholders
would be required to ‘repay’ funds expended by the Commonwealth as a result of the guarantee.
The ARPC provides reinsurance to insurers and is not able to demand repayment of any claims made
on it. Similarly, the support provided by the Commonwealth as guarantor is in the nature of
reinsurance rather than temporary liquidity.

Post-funding would be similarly complicated by the fact that the scheme as it currently stands is not
compulsory, so that any increase in premiums following an event may result in insurers looking for
retrocession cover outside the ARPC scheme. In this regard, the terrorism insurance scheme stands
in contrast to the Financial Claims Scheme, for example, which imposes a levy on industry, if
required, in the aftermath of the failure of a financial sector entity. While flexibility remains for ARPC
premiums to increase following a large claim, insurers are not compelled to reinsure with it.

The result is that the support provided by the government guarantee is akin, if not identical to,
retrocession cover, and this is an appropriate starting point for assessing the amount of
compensation that should be paid to the Commonwealth.

Assessment

From the 2012-13 fiscal year, the ARPC began to compensate the government for the guarantee and
this has continued to the time of this review. The current compensation arrangements are split into
a fee and dividend: the fee represents a reasonable annual charge for the guarantee ($55 million),
while the dividend ($57.5 million) provides retrospective compensation for the years that taxpayers
were not compensated for providing the guarantee. The dividend is set to cease after 2017-18. A
study by the AGA put the value to the ARPC (and those it reinsures) of the guarantee over this period
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(having regard to the background as set out above) at least $800 million. The task of this review is to
assess an appropriate and sustainable level of compensation for the ARPC to pay to the
Commonwealth on an ongoing basis.

Pottinger estimates that, if the ARPC was to replace the government guarantee with private
retrocession of $10 billion in the private market (if it was available), this would cost around $200
million annually. This estimate assumes the premium paid by the ARPC would be equal to the
marginal rate on line for the ARPC’s retrocession program in 2014. Pottinger argues that this rate is
the minimum rate at which the private sector could provide retrocession.

The AGA provides an intentionally more conservative estimate of the value of the guarantee to the
ARPC of around $55 million, significantly below the charge the Pottinger report estimates would be
applied by a private sector reinsurer. This estimate assumes the first dollar of cover provided under
the guarantee could be priced at the marginal rate on line of the retrocession programme, but that
reasonable fee falls for each additional dollar of the guarantee provided. In effect, the AGA’s
valuation implies zero charge for the last $3 billion of the guarantee. The end result is a fee below
the private sector charge as the government does not have to achieve ‘market returns’.

To date, the government has received no compensation for allowing the ARPC to retain capital to
fund a potential claim, even though the ARPC has built up a significant pool through its reinsurance
operations. Pottinger estimates that the cost to the ARPC to reinsure the first $360 million of losses
in the private market, which would currently be funded using the capital retained by the ARPC,
would be between $30 million and $70 million. A similar value of $35 million is obtained by the AGA
based on the ARPC holding a capital pool of $500 million. Both of these calculations draw on actual
premiums paid by the ARPC for retrocession.

Given the principle that the government should be fairly compensated for taking on the risk, a fee or
dividend consistent with the AGA’s more conservative estimate of $35 million is considered more
appropriate than a full commercial rate. This fee represents fair compensation for the provision of
around $500 million in government funds in the form of the pool and reserves.

Coupled with the fee of $55 million for the $10 billion guarantee, this equates to an ongoing annual
compensation amount of $90 million payable by the ARPC to the Commonwealth.

Compensation at this level still allows the ARPC to offer cover at below the rate that could be
provided by the private sector. This is considered appropriate unless or until there is evidence that
suggests this impedes the return of the private market to provide reinsurance cover for terrorism.

The assessment of the value of the government guarantee set out above assumes retrocession cover
continues to be purchased at around the current level. If the retrocession program were reduced in
size, the value of the guarantee would rise in line with the increasing risk that the guarantee would
be called upon and the fee would need to be reviewed.

An implication of the higher compensation to the government is that the ARPC will need to raise
additional premiums. This is discussed in more detail below.
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PREMIUM PRICING

Issue

Whether current premiums:

* adequately reflect the cost of providing the terrorism reinsurance scheme; and

* inany way impede a competitor from providing terrorism reinsurance in Australia.

Recommendation

Recommendation 8: That the premiums charged by the ARPC be increased, with
effect from 1 April 2016, to:

— 16 per cent for Tier A,

— 5.3 per cent for Tier B, and

— 2.6 per cent for Tier C.

Background

Insurers who seek terrorism reinsurance through the ARPC pay premiums to the ARPC, although
insurers may choose to reinsure with other providers. Insurers may pass on the cost of reinsurance
to their policy holders through premiums, although this is a commercial decision for the insurer.

When the scheme was first established, it was considered that reinsurance premiums of between
2 and 12 per cent of underlying commercial property insurance premiums would be adequate to
build the pool (reserves for claims) and would not be a significant cost to smaller commercial
property owners if passed on by insurers. The premium levels (as a percentage) have remained
unchanged since 1 October 2003."

Assessment

Two broad questions emerge in relation to whether the current premiums adequately reflect the
cost of providing terrorism insurance: firstly, is the level of the premium sufficient and, secondly, is
the mechanism for calculating the premiums appropriate?

The Pottinger report concludes that premium rates currently charged under the scheme are
materially lower than implied by the cost of terrorism risk retrocessions purchased by the ARPC from
the private sector. It estimates that, if the ARPC set premiums in line with the price of retrocessions,
premiums could rise by over 100 per cent of current levels. The report further notes that the current
premiums were set before there was a reasonable estimate of the cost of reinsurance (or
retrocession) in the private market.

1% Tier A is CBDs of cities with populations over 1 million.
Tier B is urban areas of all State capitals plus cities with populations over 100,000 eg Newcastle, Geelong, Wollongong.
Tier Cis all other areas of Australia
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Pottinger’s assessment could therefore underpin a doubling of current reinsurance premiums
charged by the ARPC. This is not, however, the result recommended in this review. The principal
determinant of the marginal price for reinsurance/retrocession in the private market is the cost of
capital of the reinsurers concerned. Given that the government does not need to achieve ‘market
returns’, it is not considered unreasonable that the charges levied by the government through the
ARPC are lower than those that would be set by the private sector for reinsurance.

At this stage, it is unlikely that the premium settings are currently restricting competition or the
development of a private market for terrorism risk (see Chapter 2), although the potential for a
private market to re-emerge, and any effect ARPC premium rates have on this, should continue to be
monitored.

Nevertheless, the ARPC must generate sufficient premiums to cover its ongoing costs and ensure
that those who benefit from the scheme share an appropriate burden of the cost. At current levels,
the premiums appear sufficient to cover operational costs, to cover the fee for the government
guarantee and to purchase a degree of retrocession cover while maintaining the capital pool at
around current levels. However, the current level of premiums is not enough to provide a return on
the equity held by the ARPC that will be used as the first tier of funding in the event of a claim. An
increase in the premium pool is, therefore, recommended.

The second question is whether the mechanism for calculating the premium is appropriate. This is
the practice of setting premiums as a percentage of gross fire and industrial special risk premiums
charged by the insurer and of using a community rating. Potential alternatives exist, including pricing
premiums based on a larger number of criteria than only location and setting premiums as a
proportion of the sum insured.

The Pottinger report considers that some level of community rating is appropriate in the context of
the terrorism insurance scheme. The current system balances the need to take into account certain
risks, such as geographical location, while maintaining a simple system that is well-established and
understood by stakeholders. Setting premiums for properties using a more complex calculation of
the risk attached to each property would raise costs significantly, without necessarily implying that
the premiums charged would accurately reflect the risk taken on by the ARPC. Setting premiums as a
proportion of the gross fire and industrial special risk premiums links the ARPC’s premiums to
conditions in the wider insurance market and is a simple mechanism to allow premiums to increase
over time with property values.

It is, therefore, proposed that the ratios between the premiums under the current tiered structure
be maintained, but that the level of premiums be increased with effect from 1 April 2016 to ensure
the ARPC can remain self-funded over the medium term while reasonably compensating the
Commonwealth and maintaining an appropriate level of capital.

In consultations with the insurance industry on premiums, a number of parties expressed a view
about calculating premiums as a percentage of the insured value of the asset. Adoption of this
method of calculation would give the ARPC a more stable funding base as it would overcome the
cyclical nature of insurance premiums and make ARPC's funding smoother.

Further consultation should be undertaken with insurers to assess the likely impact of such a change,
including compliance costs, on their systems and processes, with a view to considering the adoption
of this methodology at a later date.
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MIXED-USE AND HIGH-RISE RESIDENTIAL BUILDING COVER

Issue

Whether the scheme should be extended to cover ‘mixed use’ buildings and high value residential
buildings.

Recommendation

Recommendation 9: That the scope of the scheme be extended so that it applies to:

a) buildings in which at least 20 per cent of floor space is used for commercial
purposes; and

b) buildings with a sum-insured value of at least $50 million, whether used for
commercial or other purposes.

Background

The scheme set up by the Act was intended to cover commercial property. The rationale for
confining the scheme to commercial property is set out in the Explanatory Statement to the
Terrorism Insurance Regulations:

An assessment of the Australian insurance market by Trowbridge Consulting, assisted by
Chiltington International, in June and July 2002 found that virtually no terrorism-related
insurance cover is available for commercial property and business interruption. The
Government therefore decided that its replacement terrorism insurance scheme should cover
commercial property.**

This decision was given effect by excluding policies that cover losses to property that is used wholly
or predominantly for personal, domestic or household purposes by the insured.*

At each review of the Act, the scope of the scheme has been reviewed. One consistent call from
stakeholders has been that consideration should be given to extending the scheme to certain classes
of residential buildings. Most recently, the question was considered in the 2012 Review, which
declined to recommend that the scope of the scheme be extended. It did, however, recommend
that the issue be re-examined at a later stage.

Past reviews have come to the conclusion that the scheme should not be extended to any class of
predominantly residential building primarily because there was no evidence to suggest that the lack
of coverage for that kind of property was not having an acute economic effect in the same way the
lack of coverage for commercial property had in the lead-up to the establishment of the scheme.
Against a background where the scheme was established to address that specific economic effect

11 Terrorism Insurance Regulations 2003, No. 162, Explanatory Statement.
12 Terrorism Insurance Regulations 2003, regulation 7 and Schedule 1, paragraph 2(d).
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and was intended to exist only for as long as needed, the conclusion in past reviews has been not to
extend the scheme. That view is re-examined in this review.

Assessment

This review has concluded that, after more than a decade in operation, the scheme should continue
for the foreseeable future. As the need for the scheme persists, arguments that appeal to its
temporary nature become less convincing, and the need to deal with potentially inequitable results
if a major terrorist act were to occur becomes more pressing.

A study by Finity Consulting, undertaken for the purposes of this review (Annex B), has indicated
that there are still classes of buildings for which terrorism cover is unavailable in the private market
(and currently unavailable under the terrorism insurance scheme). These are buildings with between
20 per cent and 50 per cent commercial floor space, and buildings with a sum insured value of at
least S50 million, whether used for commercial or other purposes.

If a major terrorist event were to occur, the result could be that buildings in close proximity were
treated differently under the Act due to variations in the nature of the buildings’ use. The result
would be that owners of some buildings would be dealt with in an orderly fashion under the scheme,
while others would be left to appeal to governments for assistance in a less structured way.

The government currently recovers no compensation for the risk that it may be called upon to cover
those outside the scheme. Expanding the scheme enables the government and tax payers to be
suitably compensated for bearing that risk.

A large majority of respondents to the market soundings exercise conducted by Pottinger
recommended broader coverage of predominantly residential mixed-use buildings by the terrorism
insurance scheme. Respondents indicated that they considered the exclusion of these buildings from
the scheme to be inequitable. The view was expressed that, should a terrorist attack cause material
damage to a building that is not covered by the scheme, the government would be likely to come
under pressure to provide financial support to the affected parties. It was thought that including
such buildings in the scheme would allow the government, through the ARPC, to collect insurance
premiums in advance of such an event.

Finity’s 2014 analysis of the impact of including mixed-use and high-rise residential buildings in the
scheme focused on buildings located in Sydney and Melbourne Tier A postcodes. Finity found that
including existing mixed-use and high-rise residential buildings in these locations in the scheme
would increase the total sum insured by the ARPC in those locations by approximately 1.2 per cent
and 9.7 per cent, respectively. Finity examined the impact on the premiums received by the ARPC of
including mixed-use and high-rise residential buildings in the scheme. It was found that, across all
Tier A postcodes in Australia, including existing mixed-use buildings would increase premium income
by between $100,000 and $200,000 per annum, while including existing high-rise residential
buildings would increase premium income by between $700,000 and $1.4 million per annum.

Finity also concluded that, while including mixed-use buildings in the scheme would not significantly
change the government’s exposure, the inclusion of high-rise residential buildings would generally
increase the government’s exposure; for some key risk locations, including high-rise residential
buildings would significantly increase the government’s exposure to losses from a declared terrorist
incident.

This review recommends that the scheme be extended to cover buildings of those classes where
terrorism insurance is unavailable in the private market.
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IMPACT OF EXCLUSIONS IN INSURANCE POLICIES

Issue

There is some uncertainty in the insurance and reinsurance markets as to the effect of some
exclusions in eligible insurance contracts. For example, some stakeholders expressed the view that
general exclusions in insurance contracts may, despite the application of the Terrorism Insurance
Act, remain effective to exclude liability to pay claims.

Recommendation

Recommendation 10: That the application of the Act be clarified by amendments that
remove doubt about whether certain losses would be covered under the scheme; in
particular, losses attributable to terrorist attacks that use chemical or biological
means.

Assessment

Once a terrorism incident has been declared, the Act operates to render terrorism exclusions in
eligible insurance contracts of no effect. Section 8 of the Act defines a terrorism exclusion as: an
exclusion or exception for acts that are described using the word ‘terrorism’ or ‘terrorist’ or words of
similar effect; or other acts that are substantially similar to terrorist acts as defined in Section 5 of
the Act.

Many insurance contracts contain a range of exclusions (general exclusions) that exclude cover for
losses from things like: chemical, biological and nuclear explosion, pollution or contamination; the
destruction of electronic data; or the effects of micro-organisms. Doubt has arisen as to whether
such exclusions constitute terrorism exclusions as defined by the Act.

This is because these exclusions do not use words like ‘terrorism’ or ‘terrorist’ or other words that
specifically refer to events like terrorism, but rather merely exclude losses of a particular class of
event.

If this view is correct, losses of a particular class could be effectively excluded even where they came
about as the result of events declared to be terrorist incidents under the Act. Take, for example, the
release of a toxic chemical agent in such circumstances that caused the event to be declared a
terrorist incident under the Act. On one view, a clause that purported to exclude damages caused by
the release of chemical agents, but made no mention of terrorism or like terms, would remain
effective to exclude the insurer’s liability to pay claims for losses caused by the event.

The uncertainty over whether general exclusions would be voided by the Act has created a lack of
clarity over the coverage afforded by the terrorism insurance scheme.

When the scheme was introduced in 2003 it was the intention of the (then) Government that a
terrorist event using chemical and biological means should be covered.

Chemical and biological attacks are covered in most international pools.
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In its report, Pottinger recommended that the government provide clarity in relation to any
restrictions that apply to the cover provided by the scheme, as uncertainty over the extent of cover
may create both economic and political risks.”

In the market soundings exercise conducted by Pottinger, there was strong support from
respondents for clarifying the coverage of the scheme in relation to chemical and biological means
of attack. Some responses from reinsurers to this exercise also highlighted the lack of clarity over the
impact of general exclusions on the coverage of the scheme. Some reinsurers indicated that they
would expect losses from biological and chemical hazards associated with terrorist attacks to be
excluded from the scheme’s coverage, through the operation of general exclusions in insurance
contracts, while others expressed the opposite view. Should such an event occur the uncertainty
surrounding the extent of cover provided by the ARPC would potentially create both economic and
political risks.**

If the government was to clarify, through legislation, the coverage of the terrorism insurance
scheme, this would require careful consideration of both the operation of general exclusion clauses,
and whether losses from certain types of declared terrorist incidents should be explicitly excluded
from coverage in the same manner as losses from nuclear hazards. Detailed consultation with
stakeholders would be needed on these issues.

The Review recommends that the lack of clarity surrounding exclusion for terrorist attacks using
chemical or biological means be resolved as soon as possible.

13 Pottinger Report, page 76.
Op cit, page 82
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Treasury will report to the Minister on:

Whether there continues to be market failure in the private sector supply of terrorism insurance
and, consequently, whether there is a need for the Act to continue in operation;

Options on the future of the Act, including if there are possible alternative modes of ownership
of the ARPC available to the Government and the costs and benefits of each alternative;

Whether the pricing of the scheme (the premium rates and tier structure), the level and
structure of insurer and industry retentions, and the purchase of retrocession cover (including
its level and cost) continue to be appropriate and do not distort demand for insurance;

Whether the operation of the scheme should be extended to include mixed commercial and
residential use buildings, and high-rise residential buildings; and

Whether refinements to the scheme are necessary to clarify coverage for biochemical attacks,
having regard to the effect of insurance policy exclusion clauses such as Chemical, Biological,
and Pollution exclusions.

In conducting the review, Treasury will incorporate input from an expert external consultant. The
consultant will be instructed to provide a written report to Treasury.
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Many developed countries have national terrorism insurance systems in place. Countries with a
history of terrorism tend to have long-standing government-run terrorism insurance schemes. For
example, the Spanish scheme was established following the Spanish Civil War; the South African
scheme was set out following the political unrest of the 1970s; and the Israeli scheme was started
early in Israel’s statehood.

In the early 1990s, the UK Government and the UK insurance industry set up the Pool Reinsurance
Company Limited (Pool Re) scheme. The scheme was designed to deal with a market failure for the
provision of terrorism insurance following terrorism incidents related to the troubles in
Northern Ireland and the flow-on effects of a lack of insurance on the UK economy.

A large number of schemes were set up following the September 11 terrorist attacks, including in
Austria, France, Germany, India, the Netherlands, Switzerland, the United States and, of course,
Australia.

RECENT DEVELOPMENTS IN THE UNITED KINGDOM AND UNITED STATES

In the English-speaking world, there has been a push to make the insurance industry pay more for
government guarantees, as well as to increase the amount of risk borne by the industry.

The UK Government recently announced changes to the UK scheme that push their scheme’s costs
towards the insurance industry and away from taxpayers. For example, it will charge Pool Re (the UK
scheme) a fee for the UK Government guarantee of the equivalent of 50 per cent of premiums, in
addition to a dividend payment of 50 per cent of any surplus generated, half of which will go to the
UK Government and half of which will be paid to members of Pool Re. The UK Government also
recently announced that Pool Re will be permitted to seek retrocession cover.

In the US, the federal terrorist risk insurance scheme was recently reinstated after the scheme
briefly lapsed due to delays in getting the bill passed in Congress. Some changes to the scheme push
more of the responsibility onto industry in the event of a terrorist attack. The changes raise industry
retentions in the event of a claim, for example, by 2020, the amount of an incident that triggers the
government scheme will need to be $200 million, with co-insurance from the insurance industry
increased to 20 per cent.”

Towards the end of 2014 and into early 2015, the US scheme faced uncertainty because it was not
clear whether the US Congress would extend the scheme. Full effects on the US economy and
businesses were not felt in this short lapse as many businesses did not wish to publicise the nature

15 Guy Carpenter, ‘A Comparison of the Federal Terrorism Insurance Backstop Legislation’, 8 January 2015.
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of their vulnerability in the absence of TRIA.'® However, no major cancellations of building projects
or events are known to have occurred.”

Part 3.8 of the attached report by Pottinger discusses some of the recent developments in
international terrorism schemes.

How THE AUSTRALIAN SCHEME COMPARES WITH OTHER SCHEMES

The Australian scheme is similar to terrorism insurance schemes in other Organisation for Economic
Co-operation and Development (OECD) countries, with some combination of a pool, reinsurance and
a government guarantee, especially those established after the 2001 terrorist attacks (for example,
Belgium, Denmark, France, Germany, and the Netherlands).

Schemes established after September 2001 were generally set up as immediate responses to market
failure in terrorism insurance, and were expected to be temporary in nature. Reflecting this, some
schemes, such as those in Germany and the United States, include sunset clauses. Similar to the
Australian scheme, they exist on a temporary basis with the intention that they only continue to
operate while sufficient terrorism insurance cover remains commercially unavailable on reasonable
terms. As with the Australian scheme, these two schemes are also subject to periodic review. Both
the United States and German governments have extended their respective schemes.

Internationally, many terrorism schemes are public sector schemes, owned by the government.
However, some are public-private partnerships run by an administrator operated as a mutual on
behalf of insurance companies, but backed by a government guarantee.

Private sector provision of terrorism insurance around the world is limited. In most countries, the
private sector does not provide terrorism insurance, even in countries where there is no terrorism
insurance scheme. In India and Singapore, limited terrorism reinsurance is provided by industry
consortiums.

While the Australian scheme covers property that has predominantly commercial floor space, a
number of schemes among other OECD countries go further, covering all commercial property,
residential property and their contents. The German, UK and US schemes resemble the Australian
scheme most, focussing on cover for commercial property and business interruption.

Similarly, while the Australian scheme excludes cover for nuclear and radiological risks, they are
covered by a number of other schemes. The Danish scheme was established specifically to cover
nuclear, radiological, chemical and biological risks. The German scheme, on the other hand, excludes
nuclear risks, while insurers in the United States have the option to exclude coverage for NBCR risks.

For a detailed description of the operation and ownership structures of foreign terrorism insurance
schemes, see Section 5 of the Pottinger Report.

16 Sturdevant, Matthew 31 December 2014, Hartford Courant,
www.courant.com/business/connecticut-insurance/hc-terrorism-insurance-act-expires-
20141231-story.html,viewed 29 January 2015.

17 Lehrer, Eli, 23 December 2014, The Weekly Standard,
www.weeklystandard.com/blogs/market-fine-after-congress-fails-reauthorize-fed-backed-terrorism-risk-
insurance_822353.html, viewed 29 January 2015.
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1.

1.1

1.2

Executive summary and key conclusions

Introduction and purpose of this report

Pottinger was appointed in August 2014 to assist Federal Treasury with its triennial review of
the Australian Reinsurance Pool Corporation (ARPC). The underlying purpose of Treasury’s
review is to satisfy the conditions of the Terrorism Insurance Act 2003 by assisting the
Minister in preparing a report that reviews the need for this Act to continue in operation.
Pottinger’s role is to provide input in relation to:

m  Whether there continues to be market failure in the private sector supply of terrorism
insurance, and consequently whether there is a need for the Act to continue in
operation;

m  Whether the pricing of the scheme (the premium rates and tier structure); the level and
structure of insurer and industry retentions; and the purchase of retrocession cover
(including its level and cost) continue to be appropriate, and do not distort demand for
insurance; and

m  Options on the future of the Act, including if there are possible alternative modes of
ownership of the ARPC available to the Government and the costs and benefits of each
alternative.

Our review has been completed at a time when the National Terrorism Public Alert level of
the risk of a terrorist attack is higher than at any time since the formation of the ARPC. More
broadly, globally there has been a significant increase in the profile of terrorist activity.

Since the formation of ARPC, the number of terrorist incidents globally has increased
significantly. Against this background, the recent increase in Australia’s terrorism alert level
can be seen as the continuation of a trend that has evolved over the medium to long term.
Globally, whilst the substantial majority of terrorist incidents by number have occurred in
regions such as the Middle East, the largest incidents by financial impact have occurred in
major financial centres, particularly New York (the 9/11 bombings) and London (Bishopsgate,
Baltic Exchange and NatWest Tower bombings in the early 1990s).

More broadly, the recent increase in the level of terrorist activity and threat, reflected in the
increase in the official terrorist threat level in Australia, highlights the importance of the
ARPC. We believe that the underlying insured parties that benefit from terrorism
reinsurance should value the cover that ARPC provides. In this context, we note that the
majority of stakeholders that we approached in relation to the market soundings exercise
warmly welcomed the opportunity to provide their perspectives.

High level observations arising from our review

The ARPC is systemically important to Australia’s financial system. Through providing a
substantial level of reinsurance of terrorism risk, the ARPC provides a line of defence to
banks operating in Australia should there be a major terrorist event by providing insurance
of properties which represent collateral for loans. Meanwhile, insurers and reinsurers have
all indicated strong support for the use of a pooling mechanism as part of any national
terrorism reinsurance arrangements. In addition, at a deeper level, the scheme also helps to
ensure business continuity in the face of a major attack and to finance the necessary
rebuilding.
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As background to our more detailed conclusions, we have drawn a number of overarching
observations from our analysis and our engagement with a wide range of stakeholders. We
summarise these briefly below:

m  Terrorism insurance provided by the ARPC will be of critical importance to the smooth
functioning of the Australian economy should the country ever be subject to a terrorist
attack which has a material financial impact. Despite this importance, few people in the
business or financial communities are aware of the existence of the ARPC. Whilst at
one level this is a reflection of the success of the organisation, there are risks inherent
in those communities taking such a laissez faire approach;

m  Similarly, the banking sector appears to pay relatively little attention to the ongoing
functioning of the ARPC. We have been surprised at this, as we understand that the
banks were originally strong proponents of the scheme. In part, however, we believe
that this reflects the strong capital position of Australia’s banks and what are typically
low concentrations of risk in any one property or counterparty;

m  Underlying insured parties appear to feel little connection with the scheme. Terrorism
risk appears to be a background consideration, which may feature as part of a board risk
review process, but it does not appear to be considered a material business risk; and

m  The precise structure of the ARPC scheme is not well understood, not least because it is
hard to assess from public domain information. This leads to misunderstandings
regarding the nature of risk cover that is being provided by the ARPC, the nature of risk
that is being transferred to the Australia Government through the operation of the
“guarantee” and thus the true nature of “dividend” payments to government®.

Our report has addressed the three major areas of focus in detail. We provide a brief
summary of our overall conclusions below.

1.3 Conclusions in relation to whether there continues to be market failure

In relation to whether there continues to be market failure in the private sector supply of
terrorism insurance, and consequently whether there is a need for the Act to continue in
operation, we have concluded that:

m  Partial market failure continues, with terrorism risk retrocessions® available to cover
only about 30% of the $10bn of cover provided by the government. This reinsurance
relates to claims on the fund of over $360m and up to around $3.6bn, with ARPC
retaining some 10% of this risk (ie $300m) via co-reinsurance;

m  The cost of obtaining reinsurance for smaller claims has declined over recent years, but
remains high — for example, the cost of obtaining reinsurance for up to $15m of claims
on the ARPC above $360m (ie a $15m claim with a $360m excess on top of industry
retentions of up to $100m) is 5.50% of the sum insured, with ARPC retaining some 20%
of this risk (ie $3m) via co-reinsurance;

m  We note that the private sector offers adequate coverage for smaller events (between
$360m and $3.5bn in value) through these retrocessions, but does not provide any
cover for larger events®. The overall cost of this reinsurance is 2.75% of the cover
provided, ie approximately $80m per year;

! We note that some stakeholders believe the guarantee to operate as a liquidity facility which must be repaid.
? le reinsurance of the related insurance risks.

® We note that historically there have been many terrorist events globally which have had a financial impact of
below around A$3bn (in current value terms), but only one event of larger magnitude.
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m  The ARPC has built up sufficient capital to be able to absorb the first $360m of any
claim, together with the majority of the around $300m of risk associated with ARPC’s
retention of c10% of the risks between $360m and $3.6bn. We have estimated that the
cost of purchasing such cover would be some $38m to $78m;

m  The balance of cover — ie primarily for claims in excess of $3.6bn — is provided by a
retrocession from the Australian Government (the ‘Commonwealth Government
Guarantee’), at a cost of $55m per year”;

m  This highlights the effectiveness of the operation of a pool, as charges to members of
the pool average 0.0043% of the value of property that is insured. Clearly in the event
of a very large claim or multiple related claims, the total payout to insured parties will
be capped and hence cover to individual parties may be materially lower than the total
amount reinsured; and

m  larger terrorist attacks continue to be possible, although the risk of such events is very
hard to assess. The ARPC has estimated that the largest likely claim from an individual
attack a major central business district would result in damage in the order of $8bn,
well within the current capacity of the scheme. We note, however, that there are
precedents in other countries of multiple attacks occurring within a relatively short
period of time. These include the multiple 9/11 attacks in the USA and the multiple
bombings in the UK in the early 1990s.

The figures included above are based on the reinsurance programme in place during the
2014 calendar year and the financial position of ARPC as at 30" June 2014. The ARPC has
recently finalised its 2015 retrocession program, reducing retrocession coverage from
$2.919bn to $2.620bn. It has also reduced its co-reinsurance participation from $321m to
$305m and increased its minimum retention from $360m to $400m.

These changes have reduced the overall coverage provided to the private sector by the
scheme from c$13.5bn to c$13.1bn°, ie around 3%. The net cost of the retrocession
program has been reduced from $72m to $56.5m. Whilst the total exposure of the
Commonwealth under the guarantee arrangements remains at $10bn, the threshold at
which a material claim would emerge has reduced.

As a result of our conclusions above:
®  Inourview the Act should continue in operation; and

m  Whatever mode of ownership is pursued for ARPC, a single terrorism risk pool is likely
to be the most cost-effective way to provide cover over the medium to long term; and

m  There is no material likelihood of market conditions changing such that adequate
private sector supply of terrorism insurance becomes available over the near to medium
term; and

m  Asaresult, the ARPC should be given a permanent existence, rather than being subject
to a continuance review every three years.

The transition of ARPC to permanent existence would provide materially greater certainty to
both the business and financial community that terrorism insurance coverage will continue
to be available over the medium to long term. Currently, there can be no assurance of this,
meaning that investors who make long term equity investment decisions or provide long
term debt facilities cannot depend on the availability of such cover other than over the short

* The 2014 ARPC Annual Report indicates that the ARPC will pay $55m pa as a guarantee fee plus a dividend of
$57.5m for the next four years, for a total payment of $112.5m a year for the next four years.
> January 2015 advice from the ARPC to Pottinger.
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term. These issues would come into sharp focus following any major claim on the fund, or
for example if one of the major schemes in other countries were to be closed.

In addition, a permanent existence may also allow additional efficiency, by allowing the
organisation to make both strategic and operational decisions in a manner that is best
aligned with long term outcomes.

The US terrorism insurance scheme expired on the 31° December 2014°. However its six
year extension was approved by Congress in early January and subsequently enacted by
President Obama on the 12 January 2015. The US scheme is, however, fundamentally
different in structure from the Australian scheme, as we outline further later in this
document.

As we explain further below, establishing the ARPC as a permanent entity would also be an
important step in relation to a move to another mode of ownership for the organisation.
Similarly, there are a number of other areas where further clarification of the precise
boundaries of the ARPC scheme, and the nature of support provided by government, will be
critical prior to any potential change of ownership. These changes will also be beneficial in
improving transparency regarding the ARPC if the organisation continues to operate as a
government-owned entity.

1.4 Conclusions in relation to the pricing and structure of the scheme

In relation to the pricing of the scheme (the premium rates and tier structure), we have
concluded that:

m  Estimating fair pricing for the scheme remains highly challenging. Whilst the potential
level of damage that would occur in various risk scenarios is increasingly well
understood, estimating the probability of a major event occurring remains problematic.
This is because there have been no major events in Australia previously and to date the
ARPC has been subject to just one claims (in relation to the Lindt Cafe event in
December 2014, which is expected to fall below individual insurers event retentions);

m  This problem is accentuated by the fact that such events are not random in nature, but
rather reflect the action of terrorism groups from time to time. In addition, the risk of
an event may be effected by government policy;

m  Premium rates currently charged under the scheme are materially lower than implied
by the cost of terrorism risk retrocessions purchased by ARPC from the private sector.
In other words, if ARPC set premiums in line with the price of reinsurance’, premiums
would rise significantly (potentially by over 100%);

m  Currently, the ARPC is able to purchase risk retrocessions from the Australian
Government for the balance of its exposure at a cost determined by the
Commonwealth on a year to year basis. During 2014, the ARPC utilised this for cover
between approximately $3.5bn and $13.5bn. As of 2014, the charge for this
reinsurance cover is $55m a year, or approximately 0.55% of the maximum claim
amount. This is materially lower than the marginal rate on line than the highest tranche
of cover available from the private sector;

m  The ARPC produced around $71m of income in 2014 prior to the cost of this insurance.
Accordingly, the ARPC can meet the cost of retrocessions without the need for any

6 http://usa.marsh.com/Newslnsights/ThoughtLeadership/Articles/ID/43204/US-Senate-Adjourns-for-2014-
Without-Reauthorizing-TRIPRA.aspx.

”|E by using the marginal rate on line for the top tranches of reinsurance to calculate implied reinsurance costs
for further cover between $3.5bn and $13.5bn.
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increase in premiums. Thus, so long as the pricing of reinsurance from the private
sector and from the government does not increase materially (even after a major
terrorist attack), the pricing of the scheme remains reasonable. Even a modest increase
in the cost of obtaining retrocession cover from either source would, however,
necessitate an increase in the premiums levied under the scheme;

In addition to the Guarantee fee, the Commonwealth currently intends the ARPC to pay
a dividend of $57.5m a year for each of the next four years. After allowing for the cost
of government reinsurance, the ARPC generated a net profit before tax of some
$16.4m. Thus payment of the proposed dividend will reduce its net assets by
approximately $40m a year. As a result, the risk buffer provided by the Reserve for
Claims will reduce progressively and the risk of a claim being on the Government-
provided reinsurance will increase®;

Furthermore, if there was a material increase in retrocession costs (whether from the
private sector or from government) after a major claim event, then the current pricing
would essentially imply that the majority of premiums would need to be collected after
an event (rather than seeking to spread the cost of claims evenly over time). In such
circumstances, the cost of paying a large claim would be met primarily by parties who
are insured after that event occurs (if the government seeks to recoup the cost) or from
consolidated funds;

Given the above, greater clarity would be required regarding the cost of reinsurance
provided by the Government over the long term should there be a decision to seek to
transfer ownership of ARPC to the private sector;

Irrespective of the pricing strategy adopted for ARPC, we believe that the use of a tiered
structure as part of pool pricing remains logical, particularly given the extreme difficulty
of assessing the likely frequency of claims (especially in relation to very large claims);

This approach ensures that a level of community rating is built into prices which we
believe is appropriate in the circumstances. Meanwhile alternative models for the
structure of the pool, such as uniform pricing or individual pricing for risk, have
significant drawbacks. The former would place a materially higher burden on areas
where the risks of a terrorist attack are very low. The latter would entail a materially
more complex approach to pricing with significant greater attendant cost; and

The challenges of establishing the risk of any particular event make it very hard to
determine the appropriate level of premiums to be charged for each of the tiers. We
note very few parties have expressed dissatisfaction with either the pricing or the tier
structure during our market soundings exercise.

8 Logically the charge by the Australian Government for risk reinsurance should increase as the buffer reduces.
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A summary of premiums collected by ARPC is set out below. This illustrates that the
effective charges on value of sum insured are less widely spread than the variations when
measured by the percentage add-on to fire insurance premiums paid.

Figure 1: Cost of terrorism insurance by risk tier (data for year to June 2013)

ARPC premiums % of fire insurance Value insured % of value insured
A $24.3m 12.0% $342bn 0.0071%
B $71.2m 4.0% $1,779bn 0.0040%
C $34.7m 2.0% $1,735bn 0.0020%
Total $130.2m 3.5% $3,009bn 0.0043%

In relation to the level and structure of insurer and industry retentions and the purchase of
retrocession cover we have concluded that:

m  Use of retentions by industry remains a logical mechanism for ensuring that minor
claims do not have to be addressed by ARPC;

m  The structure of insurer and industry retentions appears adequate in the circumstances,
but there may be merit in indexing these limits over time;

m  The purchase of retrocession cover provides benefit to the Government in reducing the
risk of a call on consolidated funds by transferring risks to the private sector;

m  The purchase of retrocession cover ensures that private sector pricing and capacity to
provide such cover is known by ARPC and the Government — this represents the most
transparent evidence of whether or not market failure continues;

m  The retention of a surplus within the scheme over time has allowed reinsurance to be
purchased with a modest excess ($360m in 2014, increased to $400m in 2015). This
materially reduces the cost of such retrocessions — we estimate that the cost of
purchasing such cover from the open market might be of the order of $30m to $70m;
and

m  The structure of the scheme means that increases in retrocession cover reduces the risk
of a claim on the government guarantee, but not the maximum amount of that claim —
there may be merit in adjusting this arrangement over time, so that increases in
retrocession cover available serve to reduce the maximum claim that may be made on
government.

Finally, in relation to whether the above factors act to distort demand for insurance, we have
concluded that:

m  There is widespread support for existence, structure and operation of the scheme, from
virtually all stakeholders, with very few suggesting that this should be changed;

m  Similarly, there is widespread support for the pricing offered by the scheme, with very
few parties suggesting that prices are too high;

m  The relatively low cost of reinsurance offered by the ARPC (compared to that implied by
the marginal rate on line for the highest level of reinsurance cover purchased by the
ARPC) incentivises insurers to reinsure through the scheme rather than attempting to
arrange their own reinsurance coverage; and

m In addition, the cap on liability offered by reinsurance through the scheme provides a
further strong incentive to participate in the scheme, rather than seeking to access
private sector capital directly.

Our analysis has shown that the premiums levied by ARPC are not sustainable, ie they are
not sufficient to maintain the existing level of cover at current prices over the medium term.
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1.5

In part this may represent a policy decision in favour of a post paid approach — ie where the
majority of the cost of meeting claims is levied on participants in the scheme after such a
claim is incurred.

Importantly, there has been widespread feedback that a pool structure represents the best
mechanism for accessing private sector risk capital for the reinsurance of terrorism risks due
to the ability to insure the same maximum probable loss over a larger base of insured
parties. Thus, irrespective of whether the status quo is maintained, or if a different mode of
ownership is implemented, we anticipate that a pool structure should be retained.

Conclusions in relation to alternative possible modes of ownership

Although most participants in the market soundings exercise have expressed their
preference for the current arrangements to continue, alternative modes of ownership are
possible and could be pursued in the near term. We have focussed on structures which
preserve an underlying pool structure, as this represents the most cost-effective mechanism
for ensuring cover for terrorism risk remains available to the entire Australian market on
reasonable terms. Meanwhile, the factors that will impact the practical viability of any
proposed privatisation pathway and the value that might be achieved are, however,
complex. We outline these further below.

The value that would be attributable by the private sector to any particular structure will
depend on the average levels of profit expected to be achieved over time, as well as the
volatility of those profits year by year. In addition, to the extent that the organisation to be
sold (or otherwise transferred to the private sector) retains insurance risks, the level of
capital (such as the Reserve for Claims) retained to cover those risks will also be critical. It
will thus be of central importance to define clearly the nature of activities to be undertaken
by ARPC following any privatisation.

The value implied by any transaction involving ARPC will inevitably be benchmarked against
the current valuations of Australia’s two major listed general insurance companies, even
though the nature of insurance risks accepted are very different. By way of illustration,
these two companies (IAG and QBE) are currently valued at 14.1x and 14.8x FY2015 post tax
profits post tax profits respectively’. Thus, before any allowance is made for differences in
the risk profile of the organisations concerned, for every $100m of market value ascribed to
the organisation, ARPC would need to earn approximately $7m of post tax profit
(approximately S10m pre tax).

In practice, ARPC’s activities entail very different risks from those inherent in the IAG and
QBE businesses. In particular, the latter include substantial elements of short tail,
personal lines insurance business and whose portfolios are highly diversified.

As a result, we believe that it is helpful to consider ARPC’s role as administrator of the
terrorism risk pool separately from its role in transferring the underlying insurance risks to
the private sector. In particular, we note that:

m  The role of administrator of the scheme requires no insurance risks to be accepted and
very low levels of operational risk, as an administrator is simply responsible for day to
day management and oversight of the pool. This role comprises the collection of
premiums, arrangement of reinsurance (both from the private sector and from the
Australian Government) and management of residual funds retained to ensure
adequate short term liquidity and ongoing solvency within the entity itself. The

? Source: Capital 1Q as of 5t January 2014.
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administrator would not itself be responsible for the payment of claims themselves®.
As a result, the pool administrator is likely to have reasonably to highly predictable
profits, although the absolute quantum of these profits need not be particularly high;
and

m  The role of terrorism risk insurer may involve substantial levels of risk, depending on
the extent to which such risks can be transferred to other parties. Currently this risk is
shared between the government (via the guarantee), reinsurers (via retrocessions), the
ARPC (via retention of a level of risk) and insurers/insured parties (via industry
retentions). Private sector parties that accept this risk must be suitably authorised
insurance companies and must therefore hold adequate claims reserves and capital,
reflecting financial sector capital adequacy requirements. To the extent significant risks
were retained and insured directly by ARPC, the organisation would need to maintain a
significant capital base in order to meet any claims which emerge. Substantial levels of
premium will be required to cover these risks while delivering an adequate return on
capital, as illustrated further below.

In this context, we note that the ARPC has built up a pool of capital out of retained “profits”
which allows the entity to act is primary insurer and to absorb the first part of any claim™'.
As a result, the company acts current as both pool administrator and as an insurer. It is
exempt from financial sector capital adequacy requirements, and parties which rely on it for
insurance do not have to hold capital themselves against the risk of ARPC failing to make
payments when due as a result of the government guarantee.

Currently the premiums charged by ARPC are substantially lower than the market rate
implied by the charges made by the private sector for the retrocession cover that is
purchased by ARPC. As a result, amongst other things the profits achieved by ARPC are
insufficient to cover the combined cost of the government guarantee and dividend payments
to its shareholder. Thus, rather than being able to increase capital slowly over time, the
organisation is consuming its existing capital relatively rapidly in order to make the requisite
payments to government.

As a result, over time the current reserves of the ARPC will be depleted. Its ability to retain
part of the risk associated with claims above its maximum retention level (5360m in 2014)
will reduce, meaning that extent of reinsurance cover purchased from the market will need
to be reduced. As a result, the effective attachment point for government-provided
reinsurance will effectively reduce, implying that the government should make increases to
the cost of this insurance in due course®. This will, however, further accelerate the rate of
depletion of remaining reserves if no changes are made to pricing.

From a private sector perspective, the organisation is making a small underlying operating
profit. In particular, the 2014 operating result of $71.4m is stated before the cost of the

10 Changes to the scheme would, however, be required to separate the administrator’s role cleanly from the
underlying insurance pool, and so ensure that the ARPC could act as a pure administrator, rather than
accepting part of the claims risks associated with the scheme (as it does currently).

110 date, this capital position has been used to support low (ie below market rate) charges to insured parties.
'2|f the Government were to provide cover for the first $360m of any claims that are currently covered by the
Reserve for Claims, it would logically need to charge a materially higher price (ie rate on line) for that cover
than was being charged for risk reinsurance which attaches at a much higher level (ie where the excess is much
higher). Our indicative estimate above is that such reinsurance might cost between $30m and $70m per year,
implying that premiums would need to rise by some 25% to 55% on average in order to generate sufficient
premium income to pay for the estimated cost of retrocessions.
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government guarantee of $55m per yearlg, implying an underlying profit of some $16.4m
before tax or around $11.5m after tax (assuming a pro forma tax rate of 30%). This is
equivalent to a return of 2% on existing capital of $573m. Thus, if these profits were
retained in their entirety, they would be sufficient to provide for roughly inflationary
increases in the capital base, so long as there are no material claims on these reserves. In
other words, shareholders would not be able to access any profit from the organisation.
This would substantially depress the value of such an entity compared to listed peers such as
QBE and IAG (where typically some 50% to 70% of profits are distributed as dividends).

Thus, despite ARPC’s substantial embedded capital, under current pricing arrangements, the
cost of the guarantee and the ARPC’s limited profitability offset the value of its embedded
capital, as this capital can effectively only be accessed if the scheme is wound up. In the light
of the above, we have considered what changes might be required to the pricing and
operation of the scheme in order for the entity to make adequate returns on capital from
the perspective of the private sector.

Effects of a transition to “market” pricing

To be sustainable from a private sector perspective, the ARPC would need to generate
annual income (from annual premiums and from earnings on reserves) sufficient to meet the
cost of the requisite retrocessions (including government-provided retrocessions), the
anticipated cost of claims (averaged over the long term, and taking account of investment
returns), as well as ongoing operational costs. In addition, it would need to generate an
adequate return on the capital required to operate the business, including any capital
required from a regulatory capital adequacy perspective, and to be able to finance the
increases in the capital base required over time (reflecting market growth, inflation etc).

We have used calendar year 2014 market rates for retrocession cover to illustrate the
approximate costs that might be involved, together with operational costs, as summarised
below:

m  Cost of existing retrocession programme: $74.1m™;
m  Extension of above programme to cover 100% of risks above $360m: $8.3m;
m  Cost of existing government reinsurance: $55m™;

m  Estimated illustrative market price for the cost of cover for first $360m: say $S50m
(estimate of $30m based on 2014 figures and $70m based on 2012 and 2013 figures)®®;
and

m  Operating costs of just below $10m.

Together, these costs total some $197m, more than 50% higher than current premiums of
$130m.

Meanwhile, we note that the capital required to operate the ARPC relates almost entirely to
its role as insurer, rather than as pool administrator. In a conventional insurance company,
this capital is split into two elements:

2 The $55m had not been levied in 2014. Additionally note that this guarantee fee is substantially less than
the full market rate implied by the top tiers of retrocession.

* Outwards retrocession premium of $81.7m less retrocession commission income of $7.6m.

!> This assumes that the government does not charge full market rates for the guarantee fee over time.

oA simple estimate based on the costs of the lower levels of retrocession purchased over the last two years
implies that the total cost of reinsurance of the first $360m of any claim would be at least 8.4% or
approximately $30m per year. The same calculation for the prior two years implies a total cost of around 19%
to 20%, or around $70m per year.
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m  The first is so-called technical provisions, ie provisions for the likely level of claims that
may emerge over time, usually set high enough that there is at least a 90% probability
of sufficiency (ie the provisions being sufficient to meet claims which emerge).
Estimating the appropriate level of provisions is highly challenging for ARPC, as the risk
of a large claim above the limit of reinsurance coverage is very hard to assess;

m  The second element is shareholders’ equity, ie the capital that is required to operate
the business and to meet regulatory requirements. The latter takes into account both
the minimum level of capital required by prudential regulators in the light of the risks
being written, together with a prudential margin (to ensure that minimum capital levels
are maintained even in the event of major claims over and above technical provisions,
and/or losses on investments etc). Typically large insurers have maintained
shareholders’ equity of at least 1.5x the minimum capital requirement, and smaller
insurers have typically maintained at least 2.0x the minimum capital requirement. ARPC
is not currently regulated by APRA, and so a minimum capital requirement for the entity
has not been established. Given the unusual nature of risks insured by ARPC, there are
no obvious peers that can be used for comparison purposes.

When a conventional insurance company is sold, the technical provisions transfer with the
entity together with the associated assets which are held to cover the technical provisions.
Thus no consideration is attributable to these assets and liabilities, which essentially net off
against each other. An acquiror does, however, pay for the net assets (ie shareholders’
equity) that are acquired, together with a level of premium which reflects the profitability of
the insurer in question’’. The latter is effectively adjusted to take account of any material
perceived over or under provision within the technical reserves.

The nature of risks underwritten by ARPC makes the separation of its capital between
technical reserves and shareholders equity challenging, as there is no logical method for
estimating the likely frequency of claims. Currently the accounts do not make this
distinction, and the “Reserve for Claims” is reported as part of net assets.

Assuming that the Reserve for Claims continued to be treated as part of net assets, a private
sector owner of the entity would expect to achieve a minimum return on that capital,
typically of at least 10% to 12% post tax (with target returns commonly at set at around
15%). For illustrative purposes, a 10% to 12% post tax return on ARPC'’s total reserves of
$573m would equate to $57m to $69m post tax, or $82m to $98m before tax.

Y And adjustment for any potential overvaluation of assets acquired and/or undervaluation of liabilities.

Pottinger
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Based on the estimate of arm’s length pricing set out above, the ARPC would generate
$197m of revenues, together with investment returns ($26.5m in 2014), implying total
revenues in the order of $226m. Assuming ARPC continued to retain the first $360m of risk,
together with the existing 10% participation in the reinsurance programme, it would earn a
pro forma net profit after tax of $60m, equivalent to a return on capital of 10.5%. A
summary is provided below.

Figure 2: Transition to arm’s length pricing — simplified statement of comprehensive income

Quote Current Adjustments Pro forma
Premium income 129.7 67.3 197.0
Net reinsurance costs (74.1) - (74.1)
Government reinsurance (55.0) - (55.0)
Net premium revenue 0.6 67.3 67.9
Claims costs 0.0 - -
Operating expenses (10.7) - (10.7)
Underwriting result (10.1) 67.3 57.2
Investment income 26.5 21 28.6
Pre tax profit 16.4 69.4 85.8
Pro forma tax charge (4.9) (20.8) (25.7)
Post tax profit 115 48.6 60.1
Implied return on equity 2.0% +8.5% 10.5%

Source: Pottinger estimates. Allowance made under adjustments for incremental investment income net of tax

These figures show that, a transition to estimated market pricing would deliver an adequate
return on capital so long as no claims were incurred. This level of return would allow
dividends to be paid to shareholders and some profit to be retained to support growth in the
business (ie to allow the overall capacity to provide cover to increase over time). If valued
on this basis (ie with no allowance made for the risk of claims), the ARPC would be valued at
around its net asset value of $573m. In particular, the ARPC would be able to distribute the
majority of its post tax profit, whilst making retentions to provide for inflationary increases
in its net assets.

In practice, an owner will also need to factor in an allowance for expected claims to its
pricing (or its valuation of the company). This amount will be set such that the reserve for
claims can be maintained (allowing for inflation effects etc) over the long term. The higher
the annual allowance made for possible future claims, the greater the discount to net asset
value that will be realised in the valuation. Alternatively, prices would need to be further
increased to absorb this additional element of cost, for a valuation in line with net asset
value to be achieved.

Such a business could potentially be sold via a trade sale or possibly via an IPO.

m  The ARPC could be sold by way of a trade sale to a private sector third party, such as an
insurer, reinsurer (or specialist insurance scheme administration company)ls. With a
valuation of over $500m, this would be a meaningful acquisition for most large
insurance companies, but would be small enough to be a viable acquisition for a
significant number of such companies;

A specialist administrator would reduce insurance exposure by reinsuring more of the risks inherent in ARPC,
either with private sector reinsurers, or through the existing government guarantee arrangements.

14
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m  Alternatively, in theory such an entity could also be sold via an IPO, thereby creating a
listed specialist insurance company (or specialist scheme administration company). The
resultant company would be a medium-sized company in the context of the Australian
stock exchange, ranking on the borders of the ASX 200. We note, however, that the
company has minimal recognition by retail consumers and low institutional brand
awareness. In addition, it has an unusual niche market position in an industry sector
(general insurance) which we believe it is not particularly well understood in Australia®®.
These factors will make an IPO more challenging than for a company with a simpler
business model and greater brand presence.

Success of either approach will depend critically on market appetite at the time given the
highly specialised nature of the business. Additionally, we note that the value realised for
the Australian Government by such a transaction would result from the increases in pricing
implemented in order to ensure that the ARPC could achieve an adequate return on capital -
the inherent value of the ARPC on the current pricing basis is very low as explored below).

In either case, a variety of changes will be required to the regulatory framework within
which ARPC operates, in order to give the subsequent owner much greater certainty
regarding the operation of the scheme, including following any major claim event. These are
outlined later in our report.

Should the Australian Government wish to pursue the transfer of ARPC to an alternative
mode of ownership, we believe there would be considerable merit in undertaking a
confidential market soundings exercise in order to gauge potential interest from purchasers
in such a transaction before any public statement of intent is made regarding the future of
ARPC. This will be particularly important given the highly specialist nature of the ARPC’s
activities and hence the potential for interest will likely be low. Similar soundings could
potentially be undertaken in relation to an IPO by engaging with major equity distributors
(both global investment banks and local broking houses, given the relatively small size of the
potential IPO). It will, however, be more difficult to maintain confidentiality regarding
market soundings for an IPO.

Further consideration in relation to the value of the Reserve for Claims

Overall, we believe that the current reserve for claims has low inherent value, for the
reasons outlined below. In other words, the current level of the reserve for claims appears
to be broadly reasonable given the nature and size of potential future claims which may be
made upon it.

Logically, the value of the retention pool that is maintained should increase over time, for
example with inflation. Meanwhile the assets that are held against these reserves will
typically be invested in very low risk (ie short term) fixed income investments, earning a yield
that is modestly higher than inflation. In this context, we note that:

m If there are no claims on the reserves, and the pool did not generate any profits or
losses year on year??, then the Reserve for Claims would generate a surplus each year of
the difference between the inflation rate and short term government bond rates;

m  Currently, short term government bond rates are very similar to inflation rates, implying
that the Reserve for Claims has minimal inherent value. Alternatively, using the long

' This is a result of their being only two major general insurance companies, namely IAG and QBE, and only
one major listed life insurance company (AMP).

%% |e the premium income was sufficient to purchase retrocessions and to cover administrative costs, but no
surpluses were earned.
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term target inflation rate of 2.5%" and the current yield on 15 year government bonds
of around 3.2%, the intrinsic value of the Reserve for Claims would be around $36m at a
10% discount rate, or some 10% of its headline value;

m  These figures, however, assume that no claim is ever made on the fund. It is
challenging to assess the likelihood of a claim on these reserves, ie the frequency with
which claim events on the fund of up to $360m are likely to occur. If the average such
claim was $200m (in current value terms, ie was indexed for inflation) and claims
occurred every fifty years, then the average cost of a claim in net present value terms
would be some $57m (at a 10% discount rate). If the frequency of claims increases to
once every 30 years, the average cost of a claim in net present value terms would
increase to some $86m.

These figures illustrate that the expected cost of claims on the reserve fund are higher than
the net present value of surplus income expected to be earned by the fund. In other words,
in order to maintain the level of reserves in real terms and in the face of claims on the
reserves, contributions would need to be made to the fund from time to time. We
emphasise that the above figures are illustrative only — if the average claim on the fund is
$360m, then the net present value of such claims ranges between some $100m and $155m
assuming a frequency of between 1in 30 and 1 in 50 years. If the average claim on the fund
is lower, then the net present value of such claims will also be lower.

In all cases, these figures also assume that no claim is made in relation to the risk assumed
through participation in the retrocession programme, under which ARPC had a liability of
some $314.5m in CY2014. Taken together, these figures suggest that, assuming that the
ARPC continues to operate, the intrinsic value of the Reserve for Claims is likely to be low.

Sale by way of mutualisation

A transition to market based pricing set out above illustrates that it is possible to generate
sufficient proceeds to realise the capital that is currently retained within ARPC. This
approach would require an increase in pricing of at least 50% in order that the ARPC could
generate sufficient profits to be able to meet all relevant costs and to return a reasonable
proportion of those profits to shareholders by way of a dividend. In other words value
would need to be created by an increase in pricing implemented prior to (or at the time of)
any sale. Given the significant change in pricing that would be required, it may also be
necessary to consider making participation in the scheme compulsory, particularly in the
aftermath of any major claim event.

In contrast, if there was an attempt to sell the ARPC in its current form, with current pricing
remaining in place, investors would see an entity that was making continuing profits of
approaching $11.5m per year (before allowance for the cost of future potential claims on the
fund) and which could not distribute dividends as shareholders unless the scheme were
disbanded. We believe that the private sector would ascribe very little value to such a
business, as it would generate no cash flows for its owner.

As a result, if there was a policy desire not to increase pricing, the ARPC could be transferred
into a mutual structure. This would mean that the ARPC would become owned either by
insurers (and reinsurers) as is the case with Pool Re, or by underlying insured parties (as is
the case with classic insurance mutuals). Given the low current inherent value in the
business (with current pricing), such a transfer could reasonably be made for very low
consideration. In other words, such a transition could prospectively be effected by

?! |e the mid-point of the official target range of 2% to 3%.
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legislative change, transforming ARPC into a mutual owned by policy-holders (ie insurance
companies or underlying insured parties).

Transition to a pure pool operator

We have also given consideration to other mechanisms that might be utilised to realise value
for the Australian Government and/or to transfer operation of the scheme into the private
sector. For example:

m  If the Australian Government were to close the ARPC, the entire net assets including the
Reserve for Claims could be realised and returned to the shareholder (ie the Australian
Government). This would, however, leave the country without access to adequate
terrorism reinsurance, unless private sector stakeholders were to create their own
scheme (and for this to be effective the Australian Government would need to agree to
provide that scheme with access to reinsurance along current lines);

m  If stakeholders did create a reinsurance pool (along the lines of Pool Re), it would need
to recommence retaining capital in order to reduce the cost of reinsurance. In the
meantime, a significant increase in premiums would be required to maintain current
levels of cover, even with the current Government reinsurance arrangements in place;

m  Anincrease of this nature may attract an adverse response from insured parties, if they
see the government as having withdrawn profits by closing the scheme and
simultaneously forced an increase in prices.

An alternative approach would therefore be for ARPC to be sold on the basis that in future it
would act as a pure administrator, with the Reserve for Claims retained as part of the
underlying pool. If ARPC were sold on this basis, the Australian Government would not
receive value for part or all of the Reserve for Claims but the current level of pricing could
potentially be maintained.

If so, the amount of capital realised is likely to be closer to the remaining Claims Handling
Reserve of some $38m. We have included indicative figures which suggest that, to justify
such a valuation, approximately $S16m to $17m of annual revenues would need to be
allocated to the administration company (with the balance allocated to the risk reinsurance
pool). Net of operational costs and taxation, this would result in estimated profit for the
administrator of $3.7m to $4.4m per year, thus generating a return on equity of some 9.7%
to 11.7% for the administrator.

There would be no operational efficiencies from a change in role of this nature — ARPC would
still retain responsibility for all administrative matters related to the underlying risk pool. It
would simply cease to retain insurance risk on its own balance sheet (and hence could
release associated reserves).

The ideal approach would be to estimate an economically reasonable level for a provision for
claims, and/or to introduce a mechanism for rebuilding the Reserve for Claims following a
sale whilst providing a level of protection in the event that there is a claim on the fund
before the reserve can be fully replenished. In this scenario, it is important to note that the
reserve could be released at any time, if the scheme were to be wound up and no claims
were made during the scheme’s final year. This highlights the importance of ensuring that
the scheme must continue to be operated should there be a sale of the business with these
reserves intact®.

22 Or that such reserves should be returned to the Government if the scheme was to be wound up.

Return to index 17

Pottinger



Triennial Review of ARPC | Report to the Department of Treasury February 2015

Other risk transfer considerations

The structures outlined above will not of themselves necessarily have any material bearing
on the nature and extent of insurance risk retained by the Government. This is because the
structures will almost certainly require ongoing Government support in order to be viable
over the medium to long term. There are, however, ways in which the insurance risk can be
more fully privatised. These are summarised briefly below:

The simplest mechanism to transfer the entire cost of the ARPC to the private sector
will be to convert the scheme to a true pool, under which the cost of claims made under
the scheme is recovered from members over time. This would be achieved by
converting the current Government risk retrocessions into a standby liquidity facility.
Thus, when a claim was made, the Government would advance a loan to the ARPC, to
allow the claim to be met. This would be repaid (with interest) over a predetermined
time period out of insurance premiums received by ARPC. To be fully effective, such a
scheme would likely need to be compulsory;

The nature of the $10bn limit on Government exposure could be amended, so that
purchase of retrocessions from the private sector served to reduce the maximum claim
that could be made. If, for example, the maximum claim to be paid by ARPC was set at
$10bn, then the current reinsurance arrangements and ARPC’s own capital would mean
that the maximum cost would reduce from $10bn to some $6.5bn. In practice, as the
probability of a claim of more than $6.5bn is already very low, the commercial impact of
this change is likely to be negligible. However reducing the total guarantee increases the
likelihood that a reduction percentage may be necessary;

Increases could be made to the level of fee charged by the Australian Government, such
that it matched the marginal rate on line charged by the private sector for higher
tranches of the reinsurance programme; and

Smaller changes could be implemented over time, for example by indexing industry
retentions.

Other matters for consideration

Whatever structure is adopted, there are a number of issues which will need to be worked
through carefully in advance of any privatisation, in order to ensure absolute clarity
regarding the future operation of the scheme. These include:

Giving the scheme a permanent existence;
Matters related to the boundaries around the scheme (ie the exclusions that apply);

The current pricing regime links premiums to the amounts paid for conventional
buildings insurance, which may vary significantly over time. In practice, there may not
be a strong correlation between the prices for this type of insurance and the cost of
purchasing risk retrocessions for terrorism insurance coverage. Thus if such a regime
were instigated, it may be appropriate to reset the pricing regime so that it links
premiums to property values (which are likely to be less volatile);

Making participation in the scheme compulsory, particularly after an event, to ensure
that the scheme remains viable after a claim. This is an important consideration, as the
level of profit achieved by the scheme (after the cost of purchasing risk retrocessions
and administering the scheme) will be critical to the speed with which reserves can be
built (or rebuilt following a claim);

Provisions for any changes to pricing required following a major claim event;

The operation of the guarantee, and basis for pricing risk retrocessions and/or the
provision of a standby liquidity facility;
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1.6

m  An appropriate supervisory mechanisms (eg via the ACCC) for adjusting pricing over
time;

m  Regulatory capital matters;

m  Minimum levels of insurance risk to be retained within the scheme (in order to ensure
that the Government reinsurance can attach at a minimum claim size well above nil);

m  The approach to be adopted to the distribution of any perceived “surplus provisions”
that may arise in the scheme if there are no claims for a long period of time, and
whether the Government participates in these®*; and

m  Ongoing provisions related to the governance of the scheme, in order to ensure an
appropriate balance of interest between relevant stakeholders, including both the
various insurance companies that participate in the scheme as well as insured parties.

Overall observations on the findings from our review

Our review has shown clearly that partial market failure continues in relation to terrorism
risk insurance, and we have concluded that this market failure is unlikely to be resolved in
the foreseeable future. Meanwhile the large majority of stakeholders in the ARPC, including
reinsurers, insurers and insured parties, are supportive of the existing structure of the
terrorism reinsurance scheme, as well as the approach adopted to pricing. All stakeholders
agree that a pool structure remains the best mechanism for providing terrorism insurance
cover, irrespective of the mode of ownership adopted.

In relation to options for the future of ARPC, we have highlighted that there are many inter-
related factors that require careful consideration, in order to ensure that the entity
providing such cover remains sustainable over the medium to long term. Importantly, this
includes considerations related to whether the ARPC acts as an insurer or simply a pool
administrator, as well as associated regulatory capital considerations.

More broadly, in determining the future of the ARPC, we believe it is also important to
consider the current financial resilience of ARPC in the face of a claim, and how this is likely
to evolve in the future. In this context, we note that:

m  In FY14 the ARPC’s balance sheet included a Reserve for Claims totalling some $535m,
sufficient to meet 100% of the CY2014 $360m of risk retained directly by the ARPC, and
to meet about 56% of its exposure under the then co-reinsurance arrangements. The
balance of co-reinsurance exposure is effectively met via the government guarantee;

m  Payments to the Australian Government for the provision of $S10bn of retrocession
cover under the government guarantee arrangements and the proposed dividend will
amount to some $112.5m a year, approximately $40m a year higher than the current
surplus generated by the ARPC?**. As a result, over the next four years, the Reserve for
Claims will fall from $535m to approximately $375m, ie just sufficient to cover the
$360m of risk retained directly by ARPC;

m  During this period, we note that the ARPC will rely increasingly on the Government
guarantee for any claims that arise in excess of the initial $360m of claims;

>> This would effectively represent a type of quota share of Government in the profitability of the insurance
cover offered directly by the ARPC itself.

% This surplus is stated before any provisions for potential liabilities under the scheme — all remaining profits
are transferred to the Reserve for Claims, which forms part of the net assets of the scheme. The $112.5m
incorporates a $55m guarantee fee and a $57.5m dividend.
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Thereafter, if the S55m guarantee fee and $57.5m dividend are maintained and ARPC
wishes to maintain the current private sector retrocession arrangements, premiums will
need to be increased by around $40m a year (or about one third) to cover the shortfall
that would otherwise emerge in the fund. Alternatively, the ARPC would need to
depend directly on the government guarantee in relation to the first $360m of any
claim, as this amount would no longer be covered by the Reserve for Claims;

We emphasise that these estimates are based on the current cost of reinsurance. This
has fallen significantly over recent years, and it remains possible that the cost of
reinsurance increases again in the future as the insurance cycle changes. If this were to
occur, it would place further upward pressure on the premiums that the ARPC would
need to charge its members;

In the event of a claim on the fund, there would be an immediate need to increase the
level of premiums, in order to rebuild the Reserve for Claims. Alternatively, the ARPC
would need to rely much more heavily on the reinsurance coverage provided under the
government guarantee for smaller claim amounts. We anticipate that the government
may wish to revisit the amount charged for such reinsurance as the trigger level at
which it becomes exposed to a claim continues to reduce;

This highlights the importance of establishing protocols for the management of the
scheme in the wake of a major claim, including the approach to pricing as well as
whether ongoing membership of the scheme becomes compulsory; and

Irrespective of the future approach to ownership of the scheme that is implemented,
we believe it will be important to give the scheme permanent existence.

This document is dividend into the following sections:

Section 2 sets out the context to our report;
Section 3 sets out the nature and extent of ongoing market failure;

Section 4 sets out our review of the current pricing, structure and retrocession
arrangements;

Section 5 provides a summary of other terrorism reinsurance schemes around the
world; and

Section 6 addresses options for the future of ARPC, including alternative potential
modes of ownership.

20

Return to index

Pottinger



February 2015 Triennial Review of ARPC | Report to the Department of Treasury

2.

2.1

2.2

Context to our report

This section provides a brief overview of the context to our report, including the policy background to the
formation of ARPC, the nature of risks accepted by the organisation, and the main areas of focus of our report.

Background to our report

The Australian Reinsurance Pool Corporation originally came into existence on 1% July, 2003,
in response to the rapid withdrawal of cover for terrorism risks by major insurers and
reinsurers in the wake of the 9/11 bombings. These attacks were, in financial impact terms,
by far the most severe events of this nature that have occurred, resulting in more than 20
times as much damage as the London bombings in 1993.

Since the formation of the ARPC, and as outlined later in this report, the number of terrorist
incidents globally has continued to increase. Nevertheless, at the time of writing there have
been no events of the same severity of financial impact as the London bombings or the 9/11
attacks for over a decade®. At the same time, the cost of purchasing terrorism insurance
from global reinsurers has fallen significantly over the last few years, reflecting increased
capacity in the sector and (we believe) the low level of claims over the last decade.

Policy objectives

The fundamental purpose of ARPC is to help to minimise the ongoing commercial and
financial impact should a terrorist event in Australia lead to material financial losses. More
broadly, the existence and operation of such a scheme should also support to business
confidence in the aftermath of a major event.

Although the highest impact events are most likely to involve major city centres, the scheme
is national in nature, thus providing important protection to suburban areas, infrastructure,
regional centres, agricultural production and on and offshore resource production.

We regard these objectives as of high policy importance, as payouts from the scheme would
help to accelerate a return to normal commercial operations for businesses and regions
impacted by any such event. In this context, it is important to note that $32.5 billion of the
losses®® associated with the 9/11 attacks on the World Trade Centre were covered by
insurance (as terrorist risk had not been excluded). Even so, it took a significant period of
time for the related insurance claims to be settled due to litigation concerning the extent of
proportional liability and the number of terrorist incidents that occurred.

Although the nature of the event was very different, the rebuilding of Christchurch following
the severe 2011 earthquake has similarly been materially assisted by the existence of New
Zealand’s Earthquake Commission, which provides national insurance coverage for
earthquake risk in New Zealand?’.

» University of Maryland, START Global Terrorism Database www.start.umd.edu

% 4. Kunreuther and E Michel-Kerjan, TRIA After 2014 — Examining risk sharing under current and alternative
designs, Wharton

7 See Earthquake Commission, www.eqc.govt.nz/about-eqc

Pottinger

Return to index 21




Triennial Review of ARPC | Report to the Department of Treasury February 2015

2.3

2.4

Nature of risks accepted by the ARPC

During FY2014, the ARPC provided terrorism reinsurance cover up to an effective maximum
of $13.4bn in respect of the first claim that is made. As of June 2014, this reflected the
combined value of:

m  The ARPC’s own reserve for claims of approximately $535m;

m  Retrocession cover purchased by ARPC, up to a maximum of $2.9bn for any individual
event; and

m  Risk insurance provided by the Australian Government (the “government guarantee”)
up to a maximum of $10bn in respect of any one terrorist event (or related series of
events)®®.

The Australian Government’s total risk in any one year is capped at $10bn. There is no
obligation to repay any funds provided to ARPC by the Commonwealth under the
guarantee® (for further commentary, please see section 6.8 on page 80). Premiums may,
however, be increased following an event in order to rebuild reserves more rapidly. The
extent and duration of any premium increase is left to Ministerial discretion®.

Key areas of focus

Pottinger’s role is to provide Treasury with advice and input in relation to:

m  Whether there continues to be market failure in the private sector supply of terrorism
insurance, and consequently whether there is a need for the Act to continue in
operation;

m Whether the pricing of the scheme (the premium rates and tier structure), the level
and structure of insurer and industry retentions, and the purchase of retrocession
cover (including its level and cost) continue to be appropriate, and do not distort
demand for insurance; and

m  Options on the future of the Act, including if there are possible alternative modes of
ownership of the ARPC available to the Government and the costs and benefits of each
alternative.

Meanwhile we note that Treasury is giving further consideration to the potential costs and
benefits of:

m  Extending the scheme to provide coverage for mixed commercial and residential use
buildings, and high-rise residential buildings; and

m  Refining the scheme to clarify coverage for biological and/or chemical attacks.

These issues have been raised in previous reviews and are likely to re-emerge during the
market soundings process.

%8 ARPC Annual Report 2012/13

** Memorandum from the Australian Government Actuary to Treasury 13 October 2011 Re: Dividend payment
from the terrorism pool.

*% Discussions with ARPC.
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2.5

2.6

Pottinger’s approach to the assignment

We adopted a three phase approach to our review. In the first phase, we prepared an initial
report to Treasury, based on desktop research and information provided by ARPC. The
objectives of the first phase of work were to:

m  To summarise relevant market developments in relation to terrorism insurance, in
Australia and globally;

m  To consider the current Australian market for terrorism insurance, including
perspectives on the nature and extent of current market failure and consideration of
likely future changes in this environment;

m  To utilise current retrocession arrangements and the information that these provide to
gain perspective on the depth and pricing of terrorism risk in Australia;

m  To set out an update on terrorism reinsurance schemes in other countries around the
world, with a particular focus on the schemes in USA, UK and Spain;

m  To set out an initial view on options for the future of ARPC, including future modes of
ownership, timing considerations and triggers for transition, as well as other relevant
considerations; and

m  To provide initial overall conclusions, including the nature of issues that we propose to
explore in more detail through the market soundings exercise.

In the second phase, we undertook a market soundings exercise, to gain perspectives from a
wide range of market participants on the ARPC scheme, including both major direct
beneficiaries of the scheme, as well as other parties who are impacted indirectly. We
approached a total of approximately 80 parties, and have had discussions or written
feedback from 21 of these.

The third phase of our work focussed on interpreting the results of market soundings
exercise and development of our final report to the Department.

Approach to market soundings

We invited five broad categories of organisation to participate in market soundings:
m  Direct participants in the scheme: Australian insurers and major reinsurers;

m  Direct beneficiaries of the scheme: Major property companies and other companies
with large property portfolios as well as major infrastructure owners and construction
companies;

m Indirect beneficiaries of the scheme: Major lenders to direct beneficiaries of the
scheme;

m  Relevant Government agencies: Treasury, Infrastructure, Finance, Attorney General,
APRA, RBA the ACCC and State Governments; and

m  Other parties who can potentially offer useful perspective: Other major government-
owned terrorism reinsurers around the world, insurance brokers and industry
associations.

Participants in the market soundings exercise were offered the opportunity to provide input
either by way of a verbal discussion or a formal, written submission. Most opted for the
former.

Pottinger
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The focus of our discussions with market participants related to the key areas of focus of our
report and are summarised below. Further context is provided later in this document.

Figure 3:  Questions addressed in market soundings

Key areas Relevant questions

Nature and extent of e Is the existence of the ARPC scheme of value to your organisation?
current market failure Alternatively, do you believe you could obtain adequate terrorism insurance
coverage if the scheme was not continued?

Pricing, structure and risk Do you believe the current pricing of the scheme represents value for money
associated with the for your organisation?

scheme e Do you believe the current arrangements for recovery of losses in the event of

a claim are appropriate?

e Do you believe that the risk tiers currently in operation are appropriate, and
that risks associated with each tier are fairly priced?

e Do you believe that the current cap on cover is adequate, or too high or too
low?

e Do you believe that there are benefits in all terrorism risk being reinsured
through a single, national risk pool?

e Do you believe the ARPC’s coverage should be extended to include other types
of terrorism risk?

e Are there other risks that you believe it would be appropriate to cover through
arrangements analogous to the ARPC?

Views on alternative e Should the ARPC continue to operate as a 100% Government owned entity?
modes of ownership for Alternatively, if you believe an alternative mode of ownership may be
the ARPC appropriate, what organisations should own that entity?

e If ARPC was no longer owned by the Federal Government, would it be
appropriate for the organisation still to have access to a Federal Government
guarantee? If so, on what basis should the ARPC be charged for the
availability of such a guarantee

Comparison with other e Do you have a view on the relative attractiveness and efficiency of the
markets Australian terrorism reinsurance arrangements compared to other countries
around the world?

Given the potential significance to the Australian economy of any change to the structure,
scope or operations of ARPC, we have sought to engage with a wide range of stakeholders.
These are summarised briefly below.

Figure 4: List of stakeholders

Type of stakeholder ‘ Organisations contacted
ARPC
Board of ARPC
Regulators (APRA, ACCC, and RBA),
Attorney General's Department, The Government Actuary,

Key stakeholders

Federal Government .
Department of Finance, and

Department of Infrastructure

State Governments All States and Territories

Leading global

| Munich Re, Swiss Re, Gen Re, Hannover Re, SCOR, Lloyd's of London
reinsurers

Major participants in
the Australian
insurance market

IAG, Suncorp, QBE, Allianz, Zurich
AON, Chartis, CHU, Wesfarmers, Catlin

Insurance brokers

i Willis Re and Marsh
and advisors
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Type of stakeholder ‘ Organisations contacted

Banks lending more

L NAB, CBA, ANZ, Westpac, Rabobank, Mitsubishi-UFJ, Sumitomo, Suncorp, Bank of
than $5 billion in

China, Macquarie Bank, BoQ, HSBC, Mizuho

Australia
Major property Abacus, AMP, Australand, Charter Hall, Dexus, Goodman, GPT, Mirvac, Stockland,
owners Westfield

Property intensive

. Amalgamated Holdings, Ramsay Health Care, Woolworths
businesses

Infrastructure

: APA Group, DUET Group, Hastings, IFM, Macquarie Capital
investors up up ing cquarie Capi

Infrastructure and

. X AGL -Alinta, Asciano, Origin, Telstra, Transurban, Woodside
utility businesses

Resources and

. BHP, Rio Tinto, Lend Lease, Leighton
construction

L Insurance Council of Australia
Associations and

. Property Council of Australia
professional groups

Shopping Centre Council of Australia

Alternative risk Pools Pool Re

Source: Pottinger

Finally, we note that the 2009 and 2012 reviews both addressed the issue of whether mixed-
use, high-rise buildings should be allowed to access the scheme in the future. Although this
was not specifically part of the terms of reference of the 2012 review, the review
recommended that this should be re-examined prior to the next review of the Act (ie the
review that is about to commence). This reflected the reported views of many stakeholders
that such buildings should be included, or at least that this should be considered. The
subsequent report recommended that such buildings continue to be excluded from the
scheme. Given significant ongoing development of large, mixed-use buildings in Australia’s
major city centres, it is likely that these issues will once again be raised during market
soundings.

In this report:

m  Section 3 addresses issues related to whether there continues to be market failure;

m  Section 4 considers matters related to the pricing and structure of the scheme,
including the use of industry retentions and retrocessions;

m  Section 5 provides further context, drawn from the analogous schemes in operation in
other major economies around the world; and

m  Section 6 sets out our perspectives on options for the future of the Act, including
alternative modes of ownership for ARPC.
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3.

3.1

3.2

Nature and extent of ongoing market failure

This section considers whether, and to what extent, there may be ongoing market failure in relation to the
private sector supply of terrorism insurance in Australia, and consequently whether there is a need for the
Terrorism Insurance Act to continue in operation. In addition, it provides a high level summary of factors
relevant to consideration of the nature and extent of threat posed by terrorist organisations. The latter
provides important context to any consideration of how current conditions are likely to develop over the near
to medium term.

Introduction

Historically, Australia has had a very low incidence of terrorist activity, and the level of
property damage arising has been minimal. Logically, as one of the safer major Western
economies, it is reasonable to expect that Australia would be one of the first countries in
which the market failure observed following the 9/11 bombings should come to an end. In
practice, Pottinger believes that this would occur progressively, with greater and greater
amounts of reinsurance cover becoming available for terrorism risk over time, assuming no
major terrorist event is experienced.

Even so, the nature of terrorist activity may mean that the existence of a national scheme for
pooling risks related to terrorism may remain a cost effective or necessary mechanism for
ensuring that cover can be purchased on economic terms over the long term.

In addition, global insurance markets for different types of risk are highly cyclical. As a
result, adequate cover may become accessible during periods when insurance market pricing
is soft and risk appetites are high. Conversely, there can be no guarantee that insurance
continues to be available, or is available on cost effective terms, during periods when the
insurance market has lower risk appetites. The latter will be particularly true following a
major claim on terrorism insurance cover, particularly if one or more individual insurers are
subject to a disproportionately high level of claims.

We explore these issues further below. In particular, we consider whether, and to what
extent, there may be ongoing market failure in relation to the private sector supply of
terrorism insurance in Australia, and consequently whether there is a need for the Act to
continue in operation.

The emerging environment for terrorism risk

The University of Maryland Study of Terrorism and Responses to Terrorism (START) Global
Terrorism Database lists over 125,000 terrorist incidents since 1970. These incidents impact
127 of 158 countries analysed (ie no incidents were recorded in 21 countries. This data
highlights both the breadth of terrorism threats as well as its rapid and recent growth
illustrated overleaf.
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Figure 5: Global terrorist attacks 2001 to 2012
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Source: START Global Terrorism Database, 2013.

Since 2001, terrorist activity has significantly increased around the world, particularly in the
Middle East. Over this period, Irag and Afghanistan accounted for 35% of global terrorist
incidents between 2002 and 2011, and Pakistan and India accounted for a further 21%.

Although the significant majority of events by number have occurred in the Middle East and
Africa, the incidents which have produced the largest financial losses have been
concentrated in major Western economies. As illustrated below, of the top 20 incidents, ten
have occurred in the USA and UK, together accounting for 91% by value of property claims.

Figure 6: Top 20 property insurance damage claims

Date Country Event Property claim
11/9/2001 United States Airline crashes into Trade Center and Pentagon US$24,364m
24/4/1993 United Kingdom  Bomb explodes near Natwest tower USsS$1,176m
15/6/1996 United Kingdom  IRA car bomb explodes near shopping mall Us$966m
10/4/1992 United Kingdom  Bomb explodes in financial district Uss870m
26/2/1993 United States Bomb explodes in garage of World Trade Center Uss810m
24/7/2001 Sir Lanka Rebels destroy aircraft US$517m
9/2/1996 United Kingdom  IRA bomb explodes in South Key Docklands UsS$336m
23/6/1985 North Atlantic Bomb explodes on board Air India Plane US$209m
19/4/1995 United States Truck bomb crashes into government building Us$189m
12/9/1970 Jordan Hijacked planes dynamited on ground Us$165m
6/9/1970 Egypt Hijacked plane dynamited on ground USS$143m
11/4/1992 United Kingdom  Bomb explodes in Financial District Us$125m
26/11/2008 India Attack on two hotels US$109m
27/3/1993 Germany Bomb attack in prison uss$92m
30/12/2006 Spain Bomb explodes in airport garage Us$75m
21/12/1988 United kingdom Bomb explodes on Boeing UsS73m
25/7/1983 Sri Lanka Riot Us$61m
7/7/ 2005 United Kingdom Four bombs in tube and bus Us$61m
23/11/1996 Comoros Hijacked Ethiopian Airlines Boeing left in sea Uss59m
17/3/1992 Argentina Bomb attack on Israel embassy Us$49m
Total US$30,449m

Source: Insurance Information Institute
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A significant proportion of incidents in Western countries continue to be caused by domestic
organisations. For example, 80 of the 200 terrorist attacks in the USA identified between
2001 and 2012 were perpetrated by domestic environmental and animal rights groups®'.
These types of attacks typically lead to relatively low levels of property damage.

According to the START database, there have been 76 terrorist attacks in Australia between
1970 and 2010 as shown below®.

Figure 7: Terrorist Attacks in Australia

10 -

Terrorist Attacks

Source: START Global Terrorism Database, 2013.

Over the last twenty years, however, there has been an increase in the proportion of
domestic terrorist activity in major Western nations linked to overseas political and/or
religious groups. In comparison, historically major events had typically reflected activity by
domestic groups such as the IRA (in the United Kingdom) as well as analogous groups in
France and Spain. The changing mix in terrorist activity is potentially a reflection of a
number of factors summarised below:

Figure 8: Terrorism risk developments

e 2001, Afghan Civil War: NATO and allied forces joining the Afghan Civil War to dismantle
al-Qaeda by removing the Taliban from power

e 2003, Second Gulf War: United States led coalition of Western counties invaded Iraq to
Global war depose the Ba’athist government
on Terrorism ¢ 2014, Response against ISIL: Intervention against ISIS / ISIL inclusive of airstrikes and
logistic support of local forces
e Counter terrorism activity: Additional law enforcement and intelligence gathering powers
and counter terrorism funding significantly reduces the likelihood of terrorist incidences

e 7 of the 20 most severe terrorist attacks (in terms of property damage) involved aircraft

e Increased ability to access global retail financing by terrorist groups as well as overseas
Globalisation followers

e Use of media to entice self-radicalised individuals to fight in overseas campaigns, export
ideology and incite attacks

*1 START Global Terrorism Database
32 START uses a definition of terrorist incident broader than that contained in the Criminal Code.
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Increased e Use of the internet and social media has been key to terrorist groups’ ability to export
technical ideology and incite attacks

capabilities e Increased destructive capability of bombs, technical proficiency in building and planting
of terrorists them accompanied by increased difficulty of detection

Source: Pottinger analysis, START Global Terrorism Database

The nature and timing of these events highlights the challenge of predicting the timing and
severity of impact of any potential terrorist attack in Australia. In particular, although the
sophistication of terrorist organisations continues to increase, and some have had access to
substantial funding, the number of major attacks has been relatively small. Nevertheless the
potential severity of major attacks means that any event would be likely to have a material
impact in both commercial and psychological terms. This highlights the importance of
ensuring that adequate insurance capacity is available, whether via a national scheme or
from the open market.

Finally, we note that the modelling of anticipated losses from specific events continues to
improve in sophistication and precision, including through the advent of 3D modelling of city
centres and other relevant structures. Nevertheless, significant challenges remain with the
estimation of the frequency of such events, as summarised briefly below.

Figure 9: Modelling difficulties for terrorism insurance

Issue Explanation

History may be a As the underlying drivers of a terrorist attack (such as geopolitics, domestic responses
poor predictor of to overseas terrorist groups, technology, counter terrorism funding and other factors)
future activity change, so too does the terrorism risk. This is hard to predict in a continuous manner.
Knock-on Large variability and high outliers carry potential capital implications for insurers and
implications for the reinsurers due to concentration of risk. This highlights the benefits of utilising some
structure of form of national pooling structure in relation to terrorism insurance, in order to provide

insurance markets a cost-effective mechanism for spreading risk amongst insurers

For several decades, governments have continued to increase investment in
preventative measures, and there have been no major attacks by offshore parties in

Barriers to the most Western nations for the past decade. Information related to such preventative
sharing of data on measures, as well as on foiled terrorist attempts, is highly sensitive and hence
underlying risks comprehensive data is not freely available to all market participants (or even to all

governments). This increases the challenge of arriving and reliable estimates of the
probability of major events occurring.

Risk depends on policy choices made by Australian governments and our international
partners. This is in terms of our response to overseas based terrorist organisations, the
level of funding for domestic anti-terrorism activities and level of internal surveillance
and restrictions adopted.

Anthropogenic risk

Source: American Academy of Actuaries/Pottinger Analysis

In September 2014, the terrorist threat level as assessed by the Australian Government was
increased to “High” for the first time.

Overall we believe that these factors highlight clearly the ongoing importance of ensuring
that adequate terrorist risk insurance is available in Australia.

3.3 Declared Terrorist incident

On the 15™ January 2015, the Treasurer made a declaration of a terrorist incident relating to
a siege at the Lindt Cafe in Martin Place, Sydney on the 15" December 2014. This has been
the only declaration of a terrorist incident in the history of the Scheme.
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The aggregate claims received by insurers amounted to some $650,000. This was shared
among five insurers and was well below the insurers’ individual event retentions. As a
result, no claims on the ARPC were made.

The elapsed time between the event and the declaration by the Treasurer highlights one
potential challenge that would arise in the event of a major attack. In such circumstances, it
will be critical that business interruption claims are paid in a timely manner, particularly for
smaller businesses with less ability to absorb the resulting losses. Accordingly, there may be
merit in establishing a definitive timescale within which a declaration is made.

Implications drawn from current reinsurance arrangements

The ARPC has not had to pay any claims since its formation. Meanwhile, since 2009, it has
purchased retrocessions from major global reinsurers in order to offset part of the risks that
it carries. This program provides important information regarding the depth and pricing of
terrorism risk cover in world markets.

The ARPC board determines the budget for the acquisition of retrocessions based on the
need to build reserves, premium income and dividends to be paid to the Commonwealth.
The ARPC then requests quotations for the provision of lines of retrocession in global
reinsurance markets with various lead reinsurers. These organisations have offered around
$1.5 billion to $1.75 billion of retrocession cover.

After receiving the quotations, the ARPC places orders for retrocessions with those lead
reinsurers and other reinsurers. Together, these organisations have offered a combined
total of around $3 billion in retrocessions. The specific level of retrocession and excess
purchased is dependent on the pricing offered, revenues of ARPC and budget for
retrocessions determined by the ARPC board*.

Since commencing this programme, terrorism risk reinsurance prices have fallen and
maximum available coverage for the Australian market has increased. This reflects a
combination of increasing capacity and an absence of major terrorism claims for reinsurers.

In the four full years that the retrocession program has been operating, the following costs
of retrocession cover have been observed:

Figure 10: ARPC retrocession programme — key statistics — calendar year

2010 2011 2012 2013 2014
Retrocession cover (B) $2,600m $2,750m $2,754m $2,969m $2,919m
Proportion of ARPC’s maximum risk 26.0% 27.5% 27.5% 29.7% 29.2%
Retrocession premium (A) $72.5m $76.1m $73.9m $73.9m $74.1m
Rate on line (ie B/A) 2.79% 2.77% 2.68% 2.49% 2.54%
Proportion of premium income 68.8% 70.1% 62.0% 58.1% 57.1%

Source: ARPC Annual Reports 2004 to 2014; ARPC retrocession purchasing levels

Rate on line is the net cost of the retrocession premium as a percentage of the retrocession
amount. Percentage of GWP is the percentage of the ARPC’s total gross written premium
revenue that is paid out to purchase the retrocessions (net of retrocession commission
income). Note that retrocession pricing varies due to layering and level of co-reinsurance.

These figures highlight that the capacity that is available has become progressively cheaper
to access over recent years. This reflects a considerable improvement on the environment

33 Discussion with the ARPC.

30

Return to index

Pottinger



February 2015 Triennial Review of ARPC | Report to the Department of Treasury

immediately following the 9/11 bombings, when very substantial claims were paid. However
a portion of the decrease in the rate on line is due to increases in the retrocession’s excess.

We understand from discussions with ARPC that these figures represent the maximum levels
of cover that is available from the market at efficient prices for its own risk portfolio.
Meanwhile other insurers, such as NSW S| Corp, also purchase terrorism risk insurance,
implying a total market capacity of around $5bn. In other words, further increases in
reinsurance capacity are not readily available, even at materially higher premiums. This
demonstrates that there is not currently adequate market capacity to provide insurance
coverage comparable to that offered by the ARPC by a considerable margin.

Accordingly, there appears to be a prima facie case for the ARPC to continue in its current
role. This does not necessarily preclude, however, alternative modes of ownership for the
ARPC being contemplated.

Currently the ARPC is seeking retrocessions for 2015. Feedback from the retrocessionaires
indicates rates on line are falling at lower levels of excess, but are increasing at higher levels
of excess. Meanwhile there remains an inability to procure retrocessions substantially in
excess of $3 billion** on cost effective terms.

As noted above, the market does not offer capacity to reinsure all the cover currently
delivered by ARPC, which totals some $13.5bn through the operation of the $10bn
guarantee provided by the Federal Government. However the pricing of the top tranche of
cover that is available reflects pricing for coverage that is largely or entirely driven by the
cost of capital of the insurers concerned. In other words, at current pricing, the risk of a
claim above the current cover level is assessed as negligible.

From this, it is possible to calculate implied pricing for retrocession cover of $10bn (if market
capacity existed to provide such cover). The initial circa $3 billion of retrocessions costs
around $75 million®. Further retrocessions are priced at around the cost of capital of the
retrocessionaire which equates to a charge for incremental cover of around 2% of risk
covered®. So as a gross approximation (which takes accounts of the benefits of ARPC’s
existing reserves and the impact of the co-insurance program), $10 billion of retrocession
cover would cost a total of $215m, or 2.25% of risks insured, comprising:

m  Around $75 million for the existing $3bn of cover (2.5%); plus
m  Around 2.0% of $7 billion ie a further $140m.

We note that these figures are indicative only and are designed to illustrate potential total
cost of retrocessions in the absence of market capacity/risk concentration constraints, and
are highly sensitive to movements in interest rates and other factors which may impact cost
of capital for major reinsurers.

Currently, ARPC generates approximately $130m of premium income. The above illustrative
costs demonstrate that the premium income generated by ARPC is materially too low to
cover a market view of the current cost of providing cover. In this context, we note that
rates for terrorism reinsurance coverage have fallen significantly over recent years, ie costs
may now be at a relatively low point in the pricing cycle. Thus if rates increased, and the

** pottinger discussions with ARPC and market soundings with insurers and reinsurers.

* The reported retrocession costs of around $80 million are inclusive of a brokerage fee which is refunded to
the ARPC. Hence net retrocessions are around $75 million.

36 Pottinger analysis of ARPC rates on line for the different layers of quoted insurance as well as the rates on
line for the different layers of purchased retrocession cover.
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cost of government retrocession cover was set in line with the marginal rate on line current
for private sector retrocession of risks, premiums would need approximately to double.

Given the increasing risk environment in which ARPC appears to be operating, it may be
appropriate for the premiums which ARPC levies to be increased at least moderately over
the near to medium term. This would allow more premiums to be recovered in the “good”
times prior to a major risk event occurring. Alternatively, as detailed in section 6 below, we
believe there would be merit in providing further transparency regarding whether and to
what extent premiums would be increased in the wake of a large claim event.

Resilience of availability of insurance from the market

Each of the previous reviews has recommended that the ARPC should continue to operate to
meet ongoing market failure in relation to the availability of terrorism insurance in Australia
for commercial property. The most recent review identified that:

“..some commercial market capacity for terrorism insurance is re-emerging both
internationally and domestically, although it remains insufficient to cover the available
demand and is concentrated in supporting national pooled arrangements. Furthermore,
there is insufficient capacity at reasonable prices for individual risks in Australia, with the
quantum of commercial market capacity being significantly below the current $13.4 billion
scheme operated by the ARPC.”*’

As described above, there has been an improvement in the extent of terrorism insurance
capacity that is available in the Australian market, and there has also been a reduction in the
price of accessing this capacity.

One critical question that remains is the resilience availability of this capacity, ie whether
such capacity is likely to remain accessible by the private sector over the near to medium
term as market conditions continue to evolve.

In due course, it is possible that the market will evolve further so that adequate capacity
becomes available from the market to provide terrorism insurance on the same scale as
offered by ARPC, and on financial terms which equate to a reasonable (but not excessive)
return on capital for the insurers providing such capacity. In such circumstances, however, it
will be important to give careful consideration as to whether such favourable conditions are
likely to remain for at least the medium term. If such conditions are temporary in nature,
caution should be exercised in any decision to terminate the role of the ARPC.

At its simplest, if ARPC was able to purchase retrocession cover from the market sufficient to
cover the maximum payout guaranteed by the Government of $10bn in respect of any one
event, then this would imply that there was adequate cover available from private markets.
It is important to note, however, that:

m  Such cover would be available via the ARPC’s pooled system, but might not necessarily
be available to all underlying insured parties on the same terms from individual
insurers, due to risk concentration considerations; and

m  There is no guarantee that such insurance will continue to be available over the medium
to long term, particularly in the aftermath of a major claim event or if other factors
cause a material withdrawal of capacity from global terrorism risk insurance markets.

* Federal Treasury, Review of the Australian Reinsurance Pool Corporation, 2012.
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In circumstances where there was considerably more appetite for terrorism risk than
required to deliver $10bn of annual cover, the risks of subsequent market failure would
arguably be materially reduced compared to circumstances where there was just sufficient
supply of capital to meet such demand. This is not currently the case, as there is materially
less risk capital available than would be required to reinsure $10bn of Australian terrorism
risk.

Accordingly, during market soundings we tested:

m  The nature of current private sector appetite for terrorism risk, including limits for
potential cover to individual market participants, and in respect of individual properties
or groups of properties; and

m  Whether market participants, including both insurers and underlying insured parties,
believe that the pooling of risks through mechanisms such as the ARPC increases the
effectiveness and cost efficiency of operation of the market for terrorism insurance.

The feedback provided by stakeholders confirmed that current levels of reinsurance
available to address terrorism risk were not expected to change dramatically in the near to
medium term. In addition, several reinsurers independently raised the issue of the lack of
certainty regarding the availability and extent of terrorism reinsurance in the near to
medium term.

In relation to pooling, nearly all respondents confirmed a view that a national risk pool
represented the most logical and cost-effective way to obtain reinsurance for risks of this
nature. No respondents put forward a view that a direct insurance model (as opposed to a
pool) would be more effective.

3.6 The role of the ARPC

The evolution of ARPC’s approach has meant that ARPC acts as a conduit which pools
terrorism risks and provides access to that risk to the private market. These developments
have reflected emerging market circumstances over time, as well as the increasing maturity
of the ARPC as it has built both experience and its capital base.

Consequently, as we explore alternative modes of ownership of the ARPC later in this
document, and the associated costs and benefits, we have given consideration to the
implications for the nature and structure of markets for terrorism insurance in Australia. For
example:

m  Privatisation of ARPC as a monopoly terrorism insurance provider would create an
entity with substantial economic significance. This would help to ensure both the
economic viability of the ARPC under private ownership, as well as the price which
could be achieved on a sale, but would require careful regulation to ensure that it was
not unduly profitable. In addition, there will be complex regulatory capital issues to be
addressed, both in relation to the entity itself (assuming it becomes a regulated entity)
or in relation to third party insurers who reinsure risk through the ARPC;

m  Privatisation of the entity, accompanied by immediate or staged opening of markets to
full competition, will increase competition from the perspective of major insurers, but
may add complexity and additional net cost when judged from the perspective of the
underlying insured companies and entities;

m  Privatisation through an alternative mode of ownership, such as an industry-owned
mutual structure, may be attractive from the perspective of the insurance industry as a
whole, but care will be required regarding the nature of regulatory regime within which
such an entity operates (assuming it has a monopoly position at the outset). In
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addition, as a privately-owned entity, the organisation will require to hold potentially
large amounts of regulatory capital. Alternatively, if it were exempt from such capital
requirements, counterparties may have to hold additional capital to address underlying
risks;

m  Similarly, should the review identify that there is now adequate capacity accessible in
the market such that the ARPC is no longer required, winding up of the ARPC would
allow capital to be released and returned to consolidated funds, but may also result in a
less efficient industry overall, judged from the perspective of insured entities; and

m If the entity continues in its current form, it will be subject to ongoing market
developments, and it will be important to ensure that the scope of its activities and
approach to pricing continues to be appropriate in the circumstances. Thus care will be
required with the regulatory regime within which ARPC operates on an ongoing basis.

In most scenarios, some form of transitional arrangements will likely be required in order to
ensure a smooth transition. In addition, it is unlikely that market availability of terrorism
insurance will change so dramatically that there is a change from current levels (where
modest amounts of cover are available) to one where substantially more reinsurance is
available in the near term.

Potential for transitional arrangements

In this context, it may be appropriate to consider establishing a pathway whereby the extent
of Government support for the ARPC is reduced in a staged manner over time. The extent to
which this is viable will depend on a number of factors, including whether the current level
of cover is believed to be adequate. Conceptually, a number of mechanisms could be
utilised, including:

m A progressive reduction in the level of Government guarantee, offset by the purchase of
increased levels of retrocessions and increased claims reserve;

m A progressive transfer of ARPC into an alternative mode of ownership, accompanied by
reducing levels of Government guarantee; and

m Increasing pricing for reinsurance cover provided by ARPC, in order to increase the
likelihood over time that insurers (or underlying insured companies) will seek to self-
insure, and/or to reduce the Government’s effective exposure under the guarantee
arrangements.

During the market soundings exercise, we have explored whether such arrangements would
be perceived as attractive and viable by relevant market participants.

Overall, virtually all respondents set out a clear preference for maintenance of the current
arrangements. A number have highlighted the potential challenges of seeking to encourage
or legislate that industry participants should take responsibility for such a pool, implying that
a structure analogous to Pool Re (UK) would be challenging to implement. Some
acknowledged Pool Re as providing a logical alternative model should one be required to be
adopted, while others currently regard themselves as the beneficial owners of the ARPC.
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Experience in other markets

Current market conditions in other countries around the world demonstrate that there is
increasing market capacity for the private sector to accept terrorism risk. In broad terms, we
believe that this reflects:

m A low incidence of claims across all major catastrophe classes, leading to increasing
retained capital within the global reinsurance sector’®;

m  Increased competition between reinsurers; and

m  Better risk models and pricing of terrorism risk*’.

Currently private sector global capacity for reinsurance is estimated at around US$700 billion
in total. This capacity is not, however, evenly distributed around the globe. Nor is it all
available for terrorism reinsurance. Guy Carpenter estimated that in 2014, the total private
sector capacity for terrorism reinsurance across seven national pools (Australia, Austria,
Belgium, Denmark, two French pools and Netherlands) was $9 billion*®. Meanwhile, the UK
scheme currently has capacity of approximately S8bn (£5.4bn). This level appears to be
adequate to cover most levels of non-catastrophic terrorism risks, but is still lower than the
level of the Commonwealth Guarantee.

The US terrorism insurance scheme expired on the 31* December 2014. However its six year
extension was approved by Congress in early January and was subsequently enacted by
President Obama on the 12" January 2015*'. Changes in the 2015 Act include:

Figure 11: Changes to the US terrorism risk scheme

Nature of change Change

Extension period 6 years

Industry mandatory The minimum level of claims that the government will recoup from the scheme post
recoupment event increases from $27.5bn to $37.5bn per incident over time to 2020

Recoupment amount  The amount of claims that the US Government will recover post event increases from
133% of claims paid to 140% of claims paid (up to the recoupment threshold).

Trigger levels The scheme does not apply to events producing losses less than $100m. This
increases progressively to $200m by 2020

Co-reinsurance Insurer’s co-insurance increased from 15% to 20%

Source: Marsh: “A comparison of the Federal Terrorism Insurance Backstop Legislation”

In contrast, in Australia around USS5 billion of capacity is available, as accessed via the
ARPC’s retrocession program and other similar programmes (eg operated by State and
Federal Government self-insurers). This cover is larger than any terrorist event in Australian
history by a considerable margin. Nevertheless it is insufficient to cover a number of
realistically possible major event scenarios contemplated in ARPC’s risk analysis, including
explosions which damage multiple major buildings in one of Australia’s CBDs.

Globally there is minimal capacity to cover large scale, low-probability attacks such as those
which involve a nuclear incident. For example, a nuclear bomb detonation in a large urban
district in the USA is estimated to result in damage in the order of US$900 billion®.

38 Guy Carpenter, Media Release, Guy Carpenter report reinforces need for TRIPRA Renewal, 18" June 2014 -
http://www.guycarp.com/content/dam/guycarp/en/documents/PressRelease/2014/

**Marsh & McLennan Companies, 2014 Terrorism Risk Insurance Report, April 2014

*® Guy Carpenter, ARPC Terrorism Market Report, 2014 August 2014

" https://www.govtrack.us/congress/bills/114/hr26

*2 RAND Corporation — “National Security Perspectives on Terrorism Risk Insurance in the United States”
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Meanwhile estimates suggests that such an attack in Australia could produce a maximum
loss of around $600 billion®.

In Australia, the Terrorism Insurance Act contains a ‘nuclear carve-out’ excluding losses from
arising from incidents involving nuclear and radiological attacks. Pottinger notes that
according to RAND Corporation’s analysis of forecast damage arising from US terrorist
attacks the expected losses arising from an attack using one type of biochemical agent on a
CBD location is comparable to that of the detonation of a nuclear bomb and several times
that of the detonation of a ‘dirty bomb’**. However ARPC Plume modelling indicates that
the maximum loss from a biochemical attack in Australia could be around $30 billion®.

Conclusions on the nature and extent of market failure

From our analysis and the market soundings exercise, it is clear that there is ongoing market
failure in relation to the availability of terrorism insurance in Australia. Specifically,
terrorism reinsurance for the ARPC is only available up to a maximum of around $3bn,
substantially lower than the maximum probable event as estimated by the ARPC. In
addition, as explored later in this document, even if cover were available, the cost would be
materially higher than the current premiums collected by ARPC.

Meanwhile, we believe it is likely that such market failure will continue for at least the near
to medium term. In particular, although insurance prices have fallen over recent years,
reflecting a variety of new capital that has entered the sector, there is still a material
shortfall in capacity for terrorism risk cover. In addition, none of the front line insurers have
indicated interest in taking on this type of risk.

Virtually all participants who responded to the market engagement process have indicated a
strong preference for the continuation of a risk pool, irrespective of which entity acts as
administrator of that pool. We explore alternative structures in section 6 below.

Given the above conclusions, we also believe it would be appropriate to amend the existing
legislation to recognise the ongoing necessity to maintain the existence of the ARPC over the
longer term, and hence to give the body a permanent existence. As with other government
entities, reviews on the nature and scope of its operations could be carried out from time to
time. There would be a number of benefits of giving the ARPC a permanent existence,
including both market certainty regarding the ongoing availability of terrorism insurance, as
well as the ability of the entity to further improve cost efficiency by entering into longer
term contracts where appropriate.

43 4

Terrorism Risk Insurance in Australia” August 2014, slide 41

* RAND Corporation “Terrorism Risk Insurance”, 2014, and discussions with ARPC
*> ARPC “Terrorism Risk Insurance in Australia” August 2014, slide 41
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4.

4.1

Review of pricing, structure and retrocessions

This section considers whether the pricing of the scheme (the premium rates and tier structure), the level and
structure of insurer and industry retentions, and the purchase of retrocession cover (including its level and
cost) continue to be appropriate, and do not distort demand for insurance.

Introduction and scope of ARPC’s activities

The Australian Reinsurance Pool Corporation (ARPC) was established as a Commonwealth
Government statutory authority under the Terrorism Insurance Act 2003 (Cth). The
Explanatory Memorandum to the Terrorism Insurance Bill outlines the rationale for
establishing the ARPC:

“Following the events in the United States of September 2001, cover for terrorism risk was
progressively withdrawn by insurance and reinsurance companies. Significant commercial
and financial difficulties have resulted from the withdrawal of such coverage. With a large
pool of assets uninsured for terrorism risk, financiers and investors face uncertainty that
could result in adverse economic circumstances, delaying commencement of investment
projects and altering portfolio management decisions.”

The ARPC scheme is designed to ensure that relevant organisations have access to terrorism
insurance, and to avoid uncertainty as to which organisations may be insured should such an
event ever occur. The legislation prohibits insurers from excluding terrorist acts from
relevant insurance contracts, whilst providing a mechanism for these risks to be reinsured.

Figure 12: Definition of eligible insurance contracts

Element Criteria Source
Items e Loss of or damage to eligible property owned by the insured S7(1) Terrorism
insured e Business interruption and consequential loss arising from loss or Insurance Act

damage or inability to use eligible property

e Liability of the insured arising out of the insured being the owner or
occupier of eligible property

Statutory e Reinsurance contracts s7(2) and (3)
Terrorism
Insurance Act

Exclusions e State government related insurance

Summary of e Workers compensation, life, health and income protection insurance Terrorism
Regula.tory e Marine, aviation and motor vehicle insurance Insuran_ce Act
2 CUR LD e Loss of fares, injury or loss suffered by passengers or goods in transit Regulations

e Commonwealth or State Government insurance

e Insurance offered by the Export Finance Insurance Corporation or trade
credit or trade indemnity insurance

e Private mortgage insurance (buildings principally used as places of
residence)

e Non-mining or construction; prime movers, rolling stock or trailers

e Mortgage insurance that is not included with other property eligible
insurance

e Losses relating to repair or breakdown of plant or machinery outside
other eligible insurance

e Crop or livestock insurance outside insurance for business interruption
e Medical and professional indemnity insurance

e Insurance related to employment practices, directors’ and trustee’s
duties

e Insurance only for fraud or dishonesty

Pottinger
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Element Criteria Source
e Insurance of loss arising from computer crimes
e Insurance of the value of financial products
e Insurance contracts that only insure terrorism risks
e Insurance contracts that do not contain terrorism exclusion clauses
e Home owners’ warranty or builders’ warranty insurance

Eligible e Only covers property located in Australia s3 Terrorism
property e Buildings (including fixtures) or other structures or works on, in or Insurance Act
under land

e Tangible property that is located in, or on the above property
e Any other property prescribed by regulations

Source: Terrorism Insurance Act

4.2 The pricing of the scheme

ARPC charges insurers a fixed percentage of premiums payable under eligible insurance

contracts, with this percentage depending on the location of the property insured. The

specific percentage depends on which of three tiers of risk the policy holder is exposed to,
labelled A, B and C and shown in the table below.

Figure 13: Insurance premiums

Tier Description % of premiums

A CBDs of cities with populations over 1 million, being the primary 12%
business districts of Sydney, Melbourne, Brisbane, Perth and Adelaide

B Urban areas of all State capitals, as well as cities with populations over 4%
100,000 (eg Newcastle, the Central Coast, Wollongong, Geelong,
Sunshine Coast and Townsville)

C All other areas of Australia, inclusive of coastal waters and property 2%
not on the mainland of Australia

Source: ARPC Annual Report 2004 to 2014

In determining which tier a property belongs to, the ARPC maintains a list of postcodes and

their associated tiers. For instance, the Sydney CBD is defined by the ARPC to include the

postcodes 2000 (Sydney), 2060 (North Sydney) and 2009 (Pyrmont).

As the underlying insurance contract gets more expensive, the premiums collected by ARPC

automatically increase. This allows the market to value the building, determine its level of

coverage and select an appropriate excess. However this tiered structure creates three
issues:

m  Some buildings in Tier A may represent specific terrorist targets and as a result have
substantially higher terrorist risks than other Tier A buildings;

m  Some buildings in lower tiers may present risks that are higher than buildings within
higher tiers. For instance a Tier B urban entertainment precinct may hold a comparable
or higher level of terrorist risk as a Tier A office location;

m The probability of a terrorist act affecting a property is likely not correlated with the
probability that the building will be damaged due to some other cause (such as fire);
and

m  Major regional infrastructure such as ports and power generators are relatively higher
risks than other buildings, notwithstanding that many operate in the lowest risk tier
locations.
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The table below shows the percentage of the ARPC’s total gross written premiums by type of
cover provided.

Figure 14: Insurance premiums by risk type covered

Type 2004 2005 ‘ 2006 2007 2008 2009 2010 2011 2012 2013 2014

Fire 81% 81% 81% 77% 77% 78% 81% 80%  80%  83%  82%
Contract 8% 8% 8% 10% 10% 10% 7% 9% 9% 7% 7%
works

Burglary 5% 5% 5% 6% 6% 5% 5% 5% 5% 4% 5%
Accident 3% 3% 3% 3% 3% 3% 3% 2% 2% 2% 3%
Mobile plant 2% 2% 2% 2% 2% 3% 3% 3% 3% 3% 3%
Glass 1% 1% 1% 2% 2% 1% 1% 1% 1% 1% 1%
Farm 0% 0% 0% 0% 0% 0% 0% 0% 0% 0% 0%
GWP $m 56 102 103 95 101 106 105 113 125 132 130

Source: ARPC Annual Report 2014, 2013 and 2008. Note: Farm coverage has been around 2bps to 5bps.
GWP means Gross Written Premiums

Fire insurance (inclusive of Industrial Special Risk and Business Interruption insurance)
comprises the vast majority of premiums provided by the ARPC for terrorism risk insurance.

The key policy rationale for the ARPC’s pricing structure is to avoid adverse selection, escape
the need for the Commonwealth or ARPC to price specific risks and to provide revenue
growth in line with insured value. Adverse selection poses a critical threat to terrorism risk
insurance pools around the world, as it has the effect of concentrating risk and reducing the
premia available to pay a claim should one ever arise.

The percentages represent the proportion of premiums collected by the insurer on an
eligible insurance contract. We understand that these percentages were originally selected
in order to create revenues of $100 million per annum, in order to produce a pool of $350
million of claim reserves in the space of 3% years. The premiums are subject to Ministerial
direction and have not changed since its inception.

Most participants in the market soundings exercise indicated that they were happy with the
existing pool arrangements, and with the levels of premiums currently being charged. In this
context, we note that whilst the add-on to premiums varies substantively by tier, the
variation when measured as a proportion of the value of property insured is significantly
lower, as illustrated in the table below.

Figure 15: Cost of terrorism insurance by risk tier

Tier ARPC premiums % of fire insurance Value insured % of value insured
A $24.3m 12.0% $342bn 0.0071%
B $71.2m 4.0% $1,779bn 0.0040%
C $34.7m 2.0% $1,735bn 0.0020%
Total $130.2m 3.5% $3,009bn 0.0043%

Mechanism for establishing claims under the scheme

The Terrorism Insurance Act requires the Minister (acting with the advice of the Attorney
General) to declare that a “Declared Terrorism Incident” has occurred before the ARPC is
liable to pay a claim. This declaration must be made if the Minister believes that a Terrorist
Act has occurred.
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The Counter-Terrorism Legislation Amendment (Foreign Fighters) Act 2014 amended the
definition of Terrorist Act in the Terrorism Insurance Act. Now “Terrorist Act” is defined in
s100.1 of the Criminal Code where it is defined as an action or threat of action where the
following elements apply:

Figure 16: Definition a of terrorist act (s100.1 Criminal Code)

Element

The intentof o
the attack °

Criteria

Advancing a political, ideological, or religious cause; and
Has the intent of

e Coercing or intimidating the Australian Government, a State
Government or part of a State or a foreign Government; or

e Intimidating the public or section of the public

Source

s100.1
Criminal Code

Nature of .
attack °

causes serious harm that is physical harm to a person;
causes serious damage to property;
causes a person’s death;

endangers a person’s life, other than the life of the person taking the
action;

creates a serious risk to the health or safety of the public or a section of
the public; or

seriously interferes with, seriously disrupts, or destroys, an electronic
system including, but not limited to:

e aninformation system;

e atelecommunications system;

e afinancial system;

e asystem used for the delivery of essential government services;
e asystem used for, or by, an essential public utility; or

e asystem used for, or by, a transport system

$100.1(2)
Criminal Code

Excluded .
actions °

Advocacy, protest, dissent or industrial action; and

Actions not intended:

e to cause serious harm that is physical harm to a person;

e to cause a person’s death;

e to endanger the life of a person, other than the person taking the
action; or

e to create a serious risk to the health or safety of the public or a
section of the public.

$100.1(3)
Criminal Code

Threats that o
are covered

A threat of a terrorist act is also covered, provided the act was
threatened to be carried out in Australia and the threat created an
economic loss

s6(3) Terrorism
Insurance Act

Carve-outs .

Losses arising from hazardous properties (including radioactive, toxic or
explosive properties) of nuclear fuel, nuclear material or nuclear waste
are not covered; and

Acts of war

s3 and s6(2)
Terrorism
Insurance Act

Source: Terrorism Insurance Act, Criminal Code

Additionally, according to the ARPC, the Act and Regulations might not prevent insurers
from excluding some types of terrorist acts. For instance if a policy generally insures against
losses from fire and explosion but excludes losses from damage arising from glass breakage
or pollution (terrorist act, accident or otherwise) then notwithstanding that a Declared
Terrorist Incident may affect the policy holder’s property, and notwithstanding the policy
holder’s insurance company may hold reinsurance with the ARPC and the ARPC may be
required to pay a claim for other affected policies; there is doubt as to whether the ARPC or
the insurance company would be liable to pay a claim.
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A number of implications arise from the mechanics of the terrorism insurance scheme and
the interoperation of the definitions of ‘terrorist act’ and ‘eligible insurance contract’. These
include:

m  Terrorist acts intended to cause death may not be covered if they do not also result in
property damage;

m  The ARPC scheme does not clearly guarantee that policy holders will be insured against
all types of terrorist acts given the ability for insurance companies to exclude specific
types of losses (eg chemical or biological);

m  Losses arising from a riot (or some other attack) may or may not be covered depending
on why the Attorney General believes the rioters rioted or attackers attacked;

m  Business interruption losses caused by necessary and efficient actions of emergency
services teams might not be covered depending on whether the property is also
affected by physical damage and the underlying insurance policy’s provisions relating to
business interruption losses;

m  The expected losses due to some types of biological attacks are similar to those for
nuclear attacks, yet nuclear attacks are excluded by the legislation;

m  High value property that is not primarily residential may be covered while high value
residential property may be covered during its construction;

m If a single terrorist bomb destroyed an insurance company’s office and a mixed use
residential tower, the insurance company could make a claim for its own losses while
possibly denying the claim made by the owner of the mixed use residential tower;

m  Physical attacks on lead-in conduits or submarine cables may produce relatively minor
amounts of physical damage but substantial business interruption losses while cyber-
attacks on network nodes producing similar consequential losses may not be covered;

m  The regulations allow for the widening of the types of coverage and the nature of
eligible property to be covered under the Act; and

m  State government owned property which is used or leased by the private sector (such as
a 99 year lease on a sea-port or the concession to operate a motorway) might not be
able to be covered depending on whether the private operator or lessor has its own
insurance.

In addition Pottinger notes that under s10 and s11 of the Terrorism Insurance Act, the ARPC
is not restricted to provide insurance for terrorism risk only and may offer any kind of
insurance product that the regulations allow.

4.4 Payment of claims made on the ARPC

In the event of a claim, customers bear an initial amount of the loss incurred, reflecting the
excess agreed under the policy that they have with the insurer in question. Individual
insurers are responsible for retentions of 4% of total premiums collected subject to a
minimum of $100k and a maximum of $10m per event, subject also to a total maximum
retention for the industry as a whole of $100m.

Once a claim has been made on the fund, which requires the Government Guarantee to be
partially or completely drawn down, premiums may be increased in order to wholly or
partially rebuild the ARPC’s claims reserve. This depends on Government policy and there is
uncertainty as to what the Government will choose to do should an event occur.

Since its formation, ARPC has not paid any claims and accordingly has begun to build up a
level of retained capital/reserves, principally within the “Reserve for Claims”. These reserves
will be available in the event of any claim to meet part of the payment that arise. As of FY14,
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the ARPC had $535 million in such reserves®. These reserves are held to cover the $360m of
direct risk exposure that the ARPC holds, as well as ARPC’s participation in the reinsurance
programme for claims of above $360m. Under the latter, the ARPC has retained a total of
$314.5m of risk, ie approximately 10% of the total reinsurance coverage of $3,240m. This
the $535m of reserves is sufficient to cover the $360m of direct exposure in full, and some
56% of the exposure under participation in the reinsurance programme (see following
paragraph).

To reduce the need to draw on the Commonwealth Government guarantee, the ARPC has
entered into retrocession program, through which it reinsures some of the risks to which it is
exposed, in return for payments to reinsurers in the year in question. As of FY14, the ARPC
had cover totalling $2,918 million under its retrocession programme. The Reserve for Claims
is also available to cover part of the risk that ARPC holds through participation in the
reinsurance arrangements, which totals a maximum of $314.5m.

Together with the $10 billion Commonwealth guarantee, ARPC thus has a total capacity to
pay claims of $13,453 million in respect of a single event. If a terrorist act creates insurable
losses in excess of this amount, then ARPC’s liability is limited to this amount and only partial
payments will be made to insured parties. The residual losses will be borne by underlying
policy holders (and the banking sector should policy holders become insolvent as a result of
a terrorist attack).

We understand from discussions with the ARPC is that the maximum claim on the Australian
Government is $10bn in any single year®’. We note that there is currently no provision for
automatic reinstatement of this cover (even on payment of an additional premium) in the
event of a claim. In return for this reinsurance coverage, the Australian Government is
currently paid a fee of $55m, equivalent to a rate on line of 0.55% per year. This is materially
lower than the marginal rate on line for cover from the private sector which is around 1.8%
to 2.0%. We note, however, that the principal determinant of the prices set by the private
sector relates to the cost of capital of the reinsurers concerned, and that the Australian
Government arguably has a materially lower cost of capital®®. Hence it is not unreasonable
that the charges levied by the Government are lower than those set by the private sector.

Where one or more events would result in a claim against the government guarantee of
more than $10bn, the claims will be scaled back. Where two or more such events occur
separately, our presumption is that claims under the scheme will be paid in full for the first
event (to the extent that this is possible). Payouts on subsequent events will be scaled back
as necessary to remain within the $10bn cap. Our view is, however, that these
arrangements are not absolutely clear in the description set out in the relevant Act.

* This is in addition to a $38m claims handling reserve.

* We note that this is ambiguous as s6 of the Terrorism Insurance Act requires an incident to be declared if an
incident occurs, and there is no explicit limit on the number of incidents may be declared over any time period.
*® In addition, unlike a conventional insurance company, the Australian Government is also not subject to any
regulatory capital adequacy regime.

42

Return to index

Pottinger



February 2015 Triennial Review of ARPC | Report to the Department of Treasury

4.5 Changes to the structure of the scheme

Various changes have been made to the structure of the scheme, as illustrated below.

Figure 17: Summary of the changes to the ARPC funding pool over time

Size Sm Description

2004 e 510 billion Commonwealth indemnity established
e Retention set at 4% of claims subject to minimum and maximum
e No minimum retention

e Maximum retention of S1m per insurer subject to a total of $10m spread across all
insurers per incident

e S1 billion line of credit established, backed by the Commonwealth indemnity49

2007 e Maximum retention per incident increased to $25 million from $10 million per incident

e A minimum retention of $100,000 per insurer is introduced

2008 e Maximum retention per incident increased to $50 million from $25 million

2009 e Retrocessions of $2.3 billion added being payable after the first $300 million in claims
and before any Commonwealth indemnity payments

e Maximum retention per insurer increased from $1 million to $5 million

2010 e Retrocessions increased from $2.3 billion to $2.6 billion
e $1 billion line of credit cancelled
e Maximum retention per incident increased from $50 million to $100 million
e Maximum retention per insurer increased from $5 million to $10 million

2011 e Retrocessions increased from $2.6 billion to $2.75 billion

e Retrocession deductible increased from $300 million to $350 million

2012 e Retrocession deductible increased from $350 million to $375 million

e Retrocessions now paid dollar for dollar with the government guarantee and any excess
reserves of the ARPC

e Dividends of $389 million paid from reserves

2013 e Retrocessions increased from $2.75 billion to $2.97 billion

2014 e Four dividends of $57.5m introduced

e Annual guarantee fee of $55m introduced

Source: ARPC Annual Reports 2004 to 2014

4.6 Current market pricing the renewal process

Before committing to purchase retrocessions, the ARPC asks for quotes from a number of
leading re-insurers around the world. In 2012 and 2014 the market capacity for
retrocessions was around $1.6 billion among large reinsurers. Pottinger notes that the
retrocession offered by the leading participants in the market amount to less than 20% of
the $10 billion Commonwealth Guarantee and that retrocession providers have declined to
offer quotes for higher levels of retrocession cover.

The inability of the ARPC to purchase retrocession sufficient to replace the Commonwealth
Guarantee is potential evidence of market failure. This claim is partially supported by the
addition of the remainder of the insurance and investment market which made around $3
billion in retrocessions available to the ARPC in 2013.

* This allowed the first $1bn of any claim on ARPC that exceeded its reserves to be financed directly by the
private sector rather than being drawn directly from Government.
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4.7

Cost of Retrocession

Overall, the ARPC has noticed falling retrocession pricing at lower levels of excess (higher
likelihood of a claim). However at higher levels of excess and cover the cost of the
retrocession has slightly increased. This is likely because, according to the ARPC, the Rate on
Line (pricing) for high amounts of retrocession is likely driven by the retrocession provider’s
cost of capital rather than the likelihood of a claim. The chart below shows the best quotes
for retrocessions at different levels of premium excess for years 2012 to 2014.

Figure 18: Retrocession insurance quotes
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Source: Pottinger analysis, ARPC quotations for retrocessions

The right tail of this graph shows that increasing the excess has no impact on the cost of the
retrocession as measured by the implied rate on line. This may indicate that the probability
of a maximum loss is similar to the probability of a loss exceeding $500 million and/or that
the probability of a claim exceeding $500 million is so low that the premium is priced based
on the required return on capital needed by the retrocession provider.

The chart below replicates mid range of the graph in more detail.

Figure 19: Retrocession insurance quotes — detail on mid-range figures
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Source: ARPC quotations for retrocessions. Pottinger analysis

Overall conclusions on pricing

The current pricing arrangements generate sufficient income to meet the cost of the private
sector retrocession programme and the ARPC’s operating costs, but not to cover a market
price fee for the provision of the government guarantee. On the assumption that the
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charges currently levied for the government guarantee are reasonable, then the implication
is that the pricing of the scheme is not currently sustainable and that there is a currently
shortfall of at least $40m per year. In other words, for pricing to be sustainable and the
current pool structure to be maintained, prices would need to be increased by over one
third.

As the capital of ARPC is depleted by these withdrawals, the interest income in the scheme
will fall, further increasing the shortfall. In addition, the capacity of the scheme will
effectively reduce, as the $10bn government reinsurance will be used to meet an increasing
element of the participation in third party risk reinsurance.

In theory, the charges made by the Australian Government should increase as it steadily
becomes more likely that any claim made on the Australian scheme requires a claim to be
made on the government insurance. For example, consider a situation where all of the
capital of the ARPC had been exhausted. In these circumstances, the Government guarantee
would be called in the event of any claim. We provide an indicative estimate of the cost of
maintaining the current level of cover below:

m  Asimple estimate based on the costs of the lower levels of retrocession purchased over
the last two years implies that the total cost of reinsurance of the first $360m of any
claim would be at least 8.4% or approximately $30m per year. The same calculation for
the prior two years implies a total cost of around 19% to 20%, or around $70m per year;

m  The current market price for risk reinsurance between $360m and $3.6bn is
approximately S80m;

m  There will be a further cost to cover the remaining $6.4bn of reinsurance provided by
the government. Currently the government charges $55m for this cover. Based on the
current marginal rate on line of 2%, we estimate that the government might charge up
to around $130m for this cover;

m  Thus the overall cost of the government guarantee would be between $165m and
$280m. In addition, ARPC would need to cover the cost of operations as well. This
would require a substantial increase in premiums.

If stakeholders did create a reinsurance pool (along the lines of Pool Re), it would need to
recommence retaining capital in order to reduce the cost of reinsurance and, in the
meantime, a significant increase in premiums would be required to maintain current levels
of cover, even with the current Government reinsurance arrangements in place. By way of
illustration, if the ARPC increased its premium income to $300 million by raising its prices,
these premiums would amount to 0.01% of the value of property insured under the scheme
in the year to 30" June 2013 (approximately $3 trillion). As we outline further in section 5
below:

m  Pool Re in the UK charged 0.03% of the insured property’s value in Central London and
0.006% of property values outside London*’;

m  The Spanish scheme charges 0.014% for offices, 0.018% for shops and 0.025% for
industrial risks; and

m  The German scheme Extremus charged in aggregate 0.021% of its insured property’s
value in 2004°",

% Source: Willis & Airmic, ‘Terrorism Insurance Review’, 2014

> Institute Veolia: http://www.institut.veolia.org/en/our-activities/archives/other-studies-published/report-
n3-financial-protection/international-analysis-of-coverage-mechanisms-private-public-
partnerships/commercial-terrorism-insurance-in-germany-extremus.htmil
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While there are variations in the manner in which the above schemes operate and potential
terrorist risks in the different countries, it does appear from comparative analysis that the
Commonwealth is charging substantially less than other markets for the provision of
terrorism risk reinsurance.
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5. Global terrorism reinsurance schemes

This section provides an update on the nature and operations of national terrorism reinsurance schemes
around the world. This provides broader context to the trends observed in Australia, as well as in relation to
any potential changes that may be proposed to the ARPC.

5.1 Overview of other major terrorism reinsurance schemes

Most major Western economies operate some form of national terrorism insurance scheme.
All cover commercial property damage, and nearly all cover both business interruption costs
and nuclear, chemical, biological and radiation hazards. Some schemes provide cover to
residential property and a small number cover life insurance and personal injury. The table
below provides summary information for all larger Western economies, as well as Israel and
Northern Ireland.

Figure 20: Summary of scope of terrorism insurance schemes in major Western economies

Country Commercial Business Residential Life/personal
(rank by GDP¥*) interruption injury
United States (1) v v v X X
Japan (3) n/a n/a n/a n/a n/a
Germany (4) v v X X

France (5) 4 4 4 X

United Kingdom (6) v v v vt

Italy (9) n/a n/a n/a n/a n/a
India (10) v v X v X
Canada (11) n/a n/a n/a n/a n/a
Australia (12) 4 4 v? X X
Spain (13) v X v v v
Netherlands (18) v v v v v
Switzerland (20) v v X X X
Sweden (22) n/a n/a n/a n/a n/a
Norway (23) n/a n/a n/a n/a n/a
Belgium (25) v v v3 v v
Austria (27) v v X v X
South Africa (29) 4 vt X v X
Denmark (33) v v v v X
Singapore (36) v v X v X
Finland (41) v v X X X
Israel (42) v v v v X
Northern Ireland v v v v X

Source: Pottinger Analysis

In broad terms, the private sector does not provide comprehensive terrorism insurance,
even in countries where a national scheme is not in place (ie where there is greatest
commercial opportunity from the provision of such a scheme).
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5.2 The history of terrorism insurance schemes
Whilst some schemes have been formed in recent years, others date back to the mid
twentieth century, as summarised below.
Figure 21: Formation of major schemes
Country Scheme Foundation = Premium income
(SAUD millions)
Spain Consorcio de Compensacién de Seguros 1941 1,369
Israel Property Tax and Compensation Fund 1961 Collected by
Taxes
Northern Ireland Criminal Injuries to Property Act & the Criminal 1971 &1977 n/a
Damage Order
South Africa South African Special Risks Insurance Association 1979 141.5
(SASRIA)
United Kingdom Pool Reinsurance Company Limited (Pool Re) 1993 551
Finland Finnish Terrorism Pool 2002 Not Available
France Gestion de I’Assurance et de la Réassurance des 2002 290
Risques d’Attentats et Terrorisme (GAREAT)
India Indian Market Terrorism Risk Insurance Pool 2002 60
Germany EXTREMUS Versicherungs-AG 2002 75.6
Austria Osterreichischer Versicherungspool zur Deckung von 2002 Not Available
Terrorisiken (The Austrian Terror Pool)
United States The Terrorism Risk Insurance Act 2002 No data
Australia Australian Reinsurance Pool Corporation (ARPC) 2002 127
Netherlands Nederlandse Herverzekeringsmaatschappij voor 2003 n/a
Terrorismeschaden N.V. (NHT)
Switzerland Terrorism Reinsurance Facility 2003 Not Available
Indonesia Indonesian Terrorism Insurance Pool 2004 Not Available
Taiwan Taiwan Terrorism Insurance Pool 2004 Not Available
Sri Lanka SRCC/Terrorism Fund — Government 2006 16.1
Belgium Terrorism Reinsurance & Insurance Pool (TRIP) 2008 23.5
Denmark Terrorism Insurance Pool for Non-Life Insurance 2010 4.4
(TIPNLI)
Singapore Xin Consortium 2011 Not Available
Source: Pottinger analysis
In broad terms, these schemes can be divided into four groups, as follows:
m  Early schemes, including the Spanish scheme, the earliest State-sponsored terrorism
reinsurance scheme;
m  The UK scheme, formed in the 1990s;
m  Schemes created in the aftermath of the 9/11 bombings; and
| More recent schemes.
We examine each of these briefly below.
5.3
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Early schemes
Spain

Spain formed the Consorcio de Compensacion de Seguros (Insurance Compensation
Consortium or “CCS” in 1941 in response to claims arising from the Spanish Civil War. In
1954, the scheme was extended to cover “extraordinary risks”, which included terrorism. In
1991, CCS was established as a separate public corporation, under the supervision of the
Ministry of Economy and Finance.

The CCS is a permanent scheme which provides insurance for natural disasters and political
and social risks, including terrorism, disturbance, rebellion, riot and armed force actions
during peace time. This cover is compulsory for property damage, as well as personal life
and accident policies. Premiums are added to policies and paid to CCS, with the insuring
company retaining 5% fees for service charges. Premiums are determined directly by CCS.
Meanwhile claims are handled directly by CCS, which conducts assessments and pays claims.
Cover is unlimited, and is backed by an unlimited state guarantee, although this has never
been called.

Israel

Israel’s Property Tax and Compensation Fund was set up in 1961 to deal with terrorism and
other damage to property. Claims are paid directly by the Israeli Government, and are
financed through the collection of property taxes. Cover can be extended at the option of
the property owner to include contents of property for an additional 0.3% of the value of the
property in question. The scheme covers acts of war and is a permanent scheme.

Northern Ireland

In response to high levels of domestic terrorism, the Government of Northern Ireland
introduced the Criminal Injuries to Property Act of 1971 and the Criminal Damage Order of
1977. These provide that the Government will reimburse Northern Ireland residents for
damage arising to property in the event of terrorist incidents. Claims are funded from
general taxation revenues.

Observations

Given the universal nature of these schemes, terrorism insurance for such risks is not
available from private sector insurers.

5.4 The United Kingdom scheme (Pool Re)

The UK has been subject to terrorist campaigns involving bombs for many years, dating back
to the “Gunpowder Plot” in 1605, and including numerous attacks during the eighteenth,
nineteenth and early twentieth centuries.

Following the Second World War, Irish Republican attacks recommenced in the 1970s,
eventually culminating in a series of large, high profile events between 1990 and 1993. These
included the London Stock Exchange bomb (July 1990), the Downing Street mortar attack
(February 1991), explosions at Paddington and Victoria stations (February 1991) and London
Bridge station (February 1992), and the very large bombs at the Baltic Exchange (April 1992)
and Bishopsgate bomb (April 1993).

The Pool Reinsurance Scheme (generally known as “Pool Re”) was created by the
Reinsurance Act 1993, partly in response to significant escalation in terrorism activity over
the preceding three years. Initially the scheme only covered “fire and explosions” in regards
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to terrorist incidents. Following the September 11 attacks in the USA, it was extended to
include damage from any violent terrorist attack including basic nuclear, chemical, biological
and radiological events.

Pool Re offers cover for commercial property and business interruption, as well as cover for
commercially owned residential buildings, such as blocks of units. Participation in the
scheme is not compulsory, but in practice there is a high level of participation. Members of
Pool Re attach their terrorism cover to policies upon request of a policyholder, or offer this
as standard across all policies.

Insurers in the Pool Re scheme are free to decide the price for the terrorism cover they offer
to their customers. All claims management, premium collection and damage assessment is
undertaken by the insurer concerned. Members of Pool Re are charged a premium based on
a percentage of the building’s agreed value. This is determined by location of each individual
exposure, as illustrated below:

Figure 22: Pool Re premium zones & rates

Classification Areas Covered Premium
Zone A Central London 0.030%
Zone B Inner London, Central Business Districts, The Channel Tunnel 0.030%
Zone C Rest Of England (excluding Devon & Cornwall) 0.006%
Zone D Rest of Great Britain 0.006%
Business Interruption  All Areas (includes rents) 0.021%

Source: Willis & Airmic, ‘Terrorism Insurance Review’, 2014
http.//www.willis.com/Documents/publications/Services/Political_Risk/Terrorism_2013_FINAL_web.pdf

Pool Re’s membership is subject to an industry wide retention of £100 million per event and
£200 million per year. This retention is pro-rated across Pool Re’s membership by the
market share of each member. That is members with less than 1% share have less than a £1
million retention per event and if a member had a 50% share it would have a retention of
£50 million per event subject to a maximum of £100 million per year. It additionally means if
there was a billion pound loss which was insured by companies comprising only say 25% of
the market the retention would be £25 million requiring Pool Re to pay £975 million.

To pay claims, Pool Re has reserves in the order of £5 billion®2. In the event that Pool Re’s
reserves are exhausted by a particular claim, the UK Government provides an unlimited
reinsurance facility in exchange for a reinsurance premium of 10% of premiums> that it
collects. Meanwhile premium income earned after an insured event has occurred can also
be used to pay claims if necessary.

>? ool Re Annual Report 2013, www.poolre.co.uk
>3 This was increased to 50% in 2015 as the scheme was restructured
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The following figures outline the claim and premiums collected by Pool Re over time.

Figure 23: Gross Written Premiums vs Claims
400
300

200

£ millions

100

B Premiums M Claims

Source: Pool Re Annual Report 2013 & Pool Re OECD Presentation 2014- Government’s Financial Liability to Terrorism Risk
Across the OECD

Figure 24: Pool Re claim history

Year Event Claim £
1993 Bishopsgate 262,000,000
1993 Bournemouth 398,000
1994 Finchley (Israeli Embassy) 240,000
1994 Marble Arch Oxford St 162,000
1994 West End 30,000
1994 Israeli Embassy 1,356,000
1996 South Quay 107,000,000
1996 Manchester 235,000,000
2001 Ealing Broadway 4,700,000
2001 BBC Wood Lane 482,000
2005 London Underground 15,000,000
2013 (Undisclosed) 14,810,000

Source: Pool Re Annual Report 2013 & Pool Re OECD Presentation 2014- Government’s Financial Liability to Terrorism Risk
Across the OECD

http.//www.testsite.haggie-partners.com/poolre-annualreport2013.PDF
www.oecd.org/daf/fin/insurance/2014-Terrorism-Risk-Insurance-ppt.zip

Changes have recently been made to the pricing arrangements for Pool Re, as part of a wider
restructuring of the nature of support provided by the UK Government, and the charges that
are made for this support. As part of these arrangements, Pool Re will be allowed to
purchase risk retrocessions in the open market.

Meanwhile, the charges to be made by the UK Government will increase significantly. The
new arrangements are effectively a hybrid between the provision of standby liquidity
facilities to Pool Re and true risk retrocession provided by the UK Government. The
underlying structure is dynamic and will result in the extent of retrocession cover provided
to Pool Re increasing over time, assuming that no claims are made on the guarantee.
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5.5

Post 9/11 schemes

Prior to the 9/11 attacks, insurance policies typically did not exclude terrorism risks.
Following the 9/11 attacks, however, private sector appetite for such risk reduced
dramatically to minimal levels, reflecting the severity of the claims incurred. As a result, a
number of countries introduced schemes to provide cover for terrorism risk, as outlined
further below.

United States

The US scheme was established by The Terrorism Risk Insurance Act in November 2002 in
response to 9/11 attacks, initially for a three year period. The scheme was renewedfor six
years in January 2015 after lapsing on 31* December 2014, but a six year extension was
enacted on the 12" January 2015.

Under the US scheme, the Government directly provides reinsurance cover to insurers for
claims above $100m for any individual event up a maximum of $100 billion per year. The
scheme covers commercial property, as well as casualty insurance, workers compensation,
private mortgage insurance, health and life insurance.

Insurers could also opt for nuclear, biological, chemical and radiation risks to be covered on a
policy by policy basis.

Under the TRIPRA Scheme, it is compulsory for insurers to offer terrorism risk insurance to
commercial property and casualty policyholders®. However it is not compulsory for
business owners to acquire terrorism risk insurance as part of their underlying property
insurance®. In 2013, 62% of eligible businesses took up terrorism risk insurance®’. TRIPRA
additionally allows insurers to exclude types of property losses. This varies widely depending
on the affected industry and location.

TRIPRA does not apply to incidents producing losses of $100 million or less. If losses
exceeded $100 million, individual insurers are first subject to a deductible from each claim
equivalent to 20% of their prior year’s premium income. If the claim exceeds this amount,
then payment is the joint responsibility of the US Government which pays 85% of the
balance and the insurance industry as a whole which pays the remaining 15% of the balance
of claims up to a total claim (inclusive of retentions) of $100 billion.

>* Terrorism Risk Insurance Act of 2002, As Amended in 2005 and 2007, US.

>® Congressional Budget Office, Federal Reinsurance for Terrorism Risk: An Update January 2015
*® MARSH — 2014 Terrorism Risk Insurance Report April 2014

>’ MARSH — 2014 Terrorism Risk Insurance Report April 2014
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Figure 25: TRIPRA claim structure

100 Billion _

Government Pays
85%

Individual Insurer Pays 15%

Individual Insurer Pays Deductible = 20% of last

years premiums
100 Million

< 5100m: No Federal Assistance
5 Million

Source: Pottinger analysis

In the 2015 extension Act, the minimum size for Federal assistance will increase over time to
$200m and the industry co-insurance will increase from 15% to 20%°.

In order to fund the provision of the Government and industry assistance, the TRIPRA
scheme allows the US Government to levy a fee on all commercial property insurance in
order to recoup 140% of its payment to insurers. The fee was originally set at 3% of all
property related premiums and was subsequently adjusted to be based on a formula related
to the size of losses and applies provided the Government’s payment to insurers was less
than $27.5 billion (this amount will increase $2bn pa to $37.5bn under the changes to the
scheme).

The Act additionally calls Treasury to investigate ways to improve the process for declaring a
terrorist incident and for the US Government Accountability Office to investigate other
terrorism insurance schemes around the world and the viability of commencing a terrorism
risk pool and other pre-event funding mechanisms.

France

Since 1986, terrorism insurance in France has been compulsory for properties valued above
€20 million. Until 9/11 this was provided directly by private insurers. In response to the
9/11 attacks, which resulted in an inability to secure adequate insurance, Gestion de
I’Assurance et de la Réassurance des Risques Attentats et Actes de Terrorisme (GAREAT) was
established to provide terrorism risk insurance®. France additionally establishes the Caisse
Centrale de Reassurance (CCR) to provide reinsurance cover for property damage and
business interruption arising from terrorist attacks. CCR acts as a reinsurer for GAREAT.

GAREAT is a co-reinsurance pool whose members are insurers operating in the French
market. GAREAT’s members are joint and severally liable for losses arising from the pool.
GAREAT has two divisions: A large risk section insuring properties valued over €20 million
and a voluntary small to medium risk section insuring properties between €6 million and €20
million. Participation is compulsory for large risks and voluntary for small to medium risks.
GAREAT insures against all terrorist attacks including losses arising from nuclear, biological,
chemical and radiation hazards, subject to a number of exceptions.

>8 https://www.govtrack.us/congress/bills/114/hr26/text
*? http://www.oecd.org/daf/fin/insurance/France-Terrorism-Risk-Insurance.pdf
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Under the French scheme, premiums are levied on policy holders by individual insurers. The
insurers in turn pay a percentage of their premiums to GAREAT for reinsurance. For
properties valued between €20m and €50m the fee is 12% of the underlying premium and
for properties valued over €50m the fee is 18%. With the addition of nuclear risks this
increases to 24% for all buildings.

GAREAT purchases retrocessions from global reinsurers and CCR. Currently in the event of a
claim GAREAT first pays industry retentions of €400m followed by further market based
retrocessions of €1.96 billion followed by an unlimited retrocession from CCR which is
backed by an unlimited government guarantee.

Germany

In November 2002, Germany introduced a terrorism insurance scheme, whereby insurers
and reinsurers created a special insurance company Extremus Versicherungs AG*’. Extremus
provides terrorism insurance in respect of commercial property (and associated contents),
inventories and business interruption. Other risks, such as nuclear, biological, chemical,
cyber attacks, war and riots/looting are excluded.

Extremus provides cover for property valued in excess of €25 million. Below €25 million,
coverage is provided by individual insurers.

Extremus is not a reinsurer — it is a private insurance company offering optional terrorism
risk insurance directly to policy holders who may choose to obtain terrorism risk insurance as
a ‘sidecar’ of an existing property and/or business interruption insurance policy. These
policy holders specify the level of terrorism coverage they wish to receive which must be for
an amount not more than value of their existing policy. Extremus then charges a premium
between 0.025% and 0.06% of the sum insured, based on the value of the property insured
and the percentage of that value insured. For insured amounts of over €150 million,
individual rates are negotiated between the insured party and Extremus®’. Notably the
scheme competes with other insurers and property owners are able to choose not to insure
terrorism risks.

Under the Scheme, Extremus’s liability is currently capped at €10 billion per year across all
policy holders. However it additionally limits payments to individual policy holders (ie
underlying insured parties) to €1.5 billion per event.

Extremus was originally provided with two guarantees: €3bn from the insurance industry
(which is effectively a retrocession) and a second level of guarantee of €10bn from the
German Government. By 2005 this had been reduced to a €2bn guarantee from the
insurance industry and €8bn from Government®. As at 31% December 2013, the company
had net assets of approximately €136 million.

60 . . . .
Further information is available from www.extremus.de
61 OECD, Policy Issues in Insurance — Terrorism Risk Insurance in OECD Countries
62 https://www.genevaassociation.org/media/65396/geneva%20association%20ed%20298.13%20web%20-
%20gas.pdf
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Claims are managed by the underlying insurance companies, through whom insurance cover
is arranged for underlying insured entities.

Figure 26: Extremus Versicherungs — summary financial information

(Euro Millions) 2007 2008 2009 2010 2011 2012 2013
Premiums 61.4 49.9 52.0 52.1 54.5 52.7 52.0
Sum insured 465,262 445,476 491,875 513,373 611,917 649,267 683,921
Effective cost

Maximum annual 109,652 186,357 209,248 224,623 241,289 248,420 252,428
compensation

Premiums/maximum 0.056% 0.027% 0.025% 0.023% 0.023% 0.021% 0.021%

annual compensation

Netherlands

Nederlandse Herverzekeringsmaatschappij voor Terrorismeschaden N.V. (NHT) (Netherlands
Reinsurance Company for Losses from Terrorism) was established in May 2003. NHT
provides terrorism reinsurance in respect of property, life, non-life and funeral expenses.
Aviation and aircraft liability are specifically excluded.

NHT is a corporate entity, wholly owned by Stitching NHT, which is in turn owned by the
Dutch Association of Insurers®®. Accordingly the NHT is an industry scheme operating with
very limited Government support. Over 250 insurers participate in the scheme, representing
around 95% of all premium income in the Netherlands® - however participation by insurers
and policy holders is not compulsory.

There is no limit on the maximum amount of risk that can be reinsured, but claims are
limited to a maximum of €75 million per year per insured party per location in aggregate
across all participating insurers. Consequently most insurers will limit their cover to the
NHT’s capacity, to minimise risk sharing. The scheme is also limited to claims of €1 billion
per calendar year.

The first €7.5 million of any claim remains with the primary insurer. The next €400 million of
claims in any one year are shared between participate in the NHT pool, with each member’s
contribution to a claim proportionate to their premium income associated with reinsured
risks. The next €550 million is covered by way of retrocessions with international reinsurers,
with the final €50 million provided by the Dutch Government.

India

The Indian Market Terrorism Risk Insurance Pool (IMTRIP) was created by Indian non-life
insurers in 2002. The scheme has no government backing and was created by the private
insurance market in India. All non-life insurance companies operating in India are members
of the pool, which is managed by the General Insurance Corporation of India.®> The entire
premium charged for this cover is ceded to the pool after 2% is deducted for service charges
by the cedant company.®® It covers both commercial and residential property, however
cover is only available in respect to fire, Industrial all Risks insurance, engineering and
fire/engineering sections of policies.

%3 Further information is available from http://www.terrorismeverzekerd.nl
64 . . .
Conference on terrorism risk insurance 2014
® OECD Publishing, Terrorism risk insurance in OECD countries, 2005
® Ibid p.285
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5.6

Premiums charged are the same for all insurers, ranging from 0.08 to 0.25 per thousand
charged on the total sum insured. The premium rates charged depends on the risk
classification of policies, which is separated into three risk categories, namely industrial, non-
industrial and residential and set by a risk advisory committee.®’

In the event of a claim, the first layer is a 0.5% deductible which is subject to certain
minimum and maximum limits depending on risk classification. The following layers
comprise of the pool and reinsurers with a total capacity limit per location of INR 10,000m.
This capacity has increased since its inception, from INR 2,000million in 2002 to its current
level due to a low level of claims (total of claims settled by the pool over its life is INR 3,769
million) despite 15 major terrorist attacks in India since 9/11 (such as the 800 deaths arising
from the Mumbai train blasts of 2006) which were mostly uninsured as terrorism insurance
is optional.®®

Figure 27: IMTRIP premiums and claims, in Rupees crores

Pool premium Claims paid by pool

2009-2010 306 214
2010-2011 389 76
2011-2012 458 42
2012-2013 483 7

Source: Institute of Actuaries of India

Modern schemes

A number of other Western economies have introduced terrorism insurance schemes over
the last few years.

Belgium

The Belgium government established The Terrorism Reinsurance and Insurance Pool (TRIP)
as a not-for-profit scheme in 2008 in order to provide terrorism insurance for all lines of
insurance®

Under the scheme, it is mandatory for insurers to offer terrorism risk insurance in ‘mass’
insurance policies — which means personal lines plus commercial lines insurance of
individuals against injury (such as workers’ compensation). The scheme is voluntary for
commercial lines insurance including commercial property damage. However insurers
representing approximately 95% of premiums participate in the scheme’. TRIP as the
scheme administrator determines the level of contributions required to be paid by its
members. These are then pro-rated by market share.

Initially the scheme was limited to €1 billion, however this is indexed annually and as of 2013
the scheme was funded to €1.176 billion. A second limitation of €75 million per policy
holder additionally applies.

In the event of a terrorist incident, there is a 10% industry retention. For claims in excess of
this amount the scheme funded in three layers: Insurer-members are joint and severally
liable for the first €300 million of claims through a risk pooling system. They are followed by

® Institute of Actuaries of India, The magazine of the Institute of Actuaries of India, April 2014 (4)

68 . . . . . . nd . . . . . .
Narasimhan B., Insuring terrorism risk in India, 2™ international meeting on terrorism risk insurance,

Decmeber 2012 - www.oecd.org/daf/fin/insurance/5.BNNarasimhan.pdf

% Belgium — Terrorism Risk Insurance Programme

70 www.tripvzw.be/documents/OECD_Conference_Terrorism_Risk%20Insurance_Belgium.pdf
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5.7

5.8

€576 million of retrocessions which is in turn followed by a government guarantee of €300
million. Should a claim event arise, any payment from the Government is treated as a
gratuity and funded from consolidated revenue’’.

Denmark

The Danish Government passed the Terrorism Insurance Act in June 2008, establishing the
Terrorism Insurance Pool for Non-Life Insurance (TIPNLI) in March 2010. The scheme only
provides coverage for losses arising from terrorist incidents utilising nuclear, biological,
chemical or radioactive weapons (NBCR). While terrorism insurance is voluntary in
Denmark, the scheme is compulsory for any Danish non-life insurer who has obtained
authorisation by the Danish Financial Supervisory Authority to underwrite NBCR risks on
buildings’.

TIPNLI establishes a Terrorism Insurance Council responsible for ensuring that insurers
exhaust the possibilities for purchasing reinsurance on market. The council then establishes
an industry wide retention based on the total capacity to reinsure NBCR risks. Currently this
amount is DKK 5 billion. Should losses exceed DKK 5 billion, the Danish government will
provide up to an additional DKK 15 billion.

In exchange for this cover, insurers pay a premium of 0.15% of the Government Guarantee —
or in aggregate DKK 22.5 million per year. This premium rate was selected in order to fully
fund the scheme over 80 years. As the insurance market increases in capacity, insurers will
be required to purchase larger levels of reinsurance and the government guarantee will be
reduced along with the premiums paid to TIPNLI.

The Government may recoup payments by way of a levy on policyholders in future years.

Commercial schemes
Singapore

In 2011, five Lloyd’s syndicates (Amlin, Argenta 2121, Canopius, Hardy & Markel) set up Xin
Consortium in Singapore to provide terrorism risk insurance for Singapore. The Xin
consortium covers Terrorism & Sabotage along with strikes, riots, civil commotions &
malicious damage.

Coverage is provided for many forms of property including commercial, residential premises
and other property such as art exhibitions and cargo storage. The maximum capacity for a
single risk is currently US$130 million, up from US$110million since its inception’?.

Observations and implications for the future of ARPC

Whilst most major Western economies have established terrorism reinsurance schemes,
there are many differences in the nature and extent of cover provided, the commercial
arrangements for the recovery of premiums, and which parties bear the underlying risks.
These variations suggest that there are material differences country by country in relation
to:

m  The nature and extent of market failure at the time that the schemes were created, and
the pace with which such market failure may reduce or be extinguished over time;
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7

www.oecd.org/daf/fin/insurance/Belgium-Terrorism-Risk-Insurance.pdf
2 www.oecd.org/daf/fin/insurance/Denmark-Terrorism-Risk-Insurance.pdf

73 Australian Treasury, ARPC Triennial review 2012
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The ownership structure for national terrorism risk reinsurance entities;

The current cost of obtaining reinsurance on the open market for terrorism risk (ie via
the use of retrocessions), and its implications for a “fair market rate” for the provision
of terrorism insurance via each nation’s national scheme;

The approach adopted to recovery of appropriate premiums for the provision of
terrorism reinsurance coverage, whether through up front premiums, enhanced
premiums in the event of a claim, or other mechanisms (such as property taxes); and

The relative cost efficiency with which various schemes operate, as judged by the level
of administrative costs incurred compared to the level of premiums collected and/or
the underlying level of risk insured.

The various schemes in existence around the world demonstrate that alternative modes of
ownership are possible, and that these may have implications for the level of terrorism
insurance that is available to the market as a result. For example:

The UK scheme is administered by a privately-owned administrator (Pool Re) and
historically has served to pool risk amongst its participants. Its ability to pay major
claims was underwritten by an unlimited backstop liquidity facility provided by the UK
Government. Changes to this scheme have recently been proposed, however, which
would give the government a greater role in this scheme, including through the
provision of a level of retrocession cover, as well as through participation in surpluses
generated by the scheme. Full details of these developments are not yet available in
the public domain and so we cannot yet provide a full assessment of the implications of
these developments;

The French scheme is administered by an entity that is a partnership between private
sector insurers and the Government, with risk retrocessions provided by the
Government; and

The Singapore scheme is entirely operated by the private sector, with no Government
support. Insurance is offered on a case by case basis, subject to a maximum for any
individual property of some USS$130m.

More broadly, we note that personal lines insurances are offered by a variety of
organisations around the world that effectively have mutual status’*. For example, in
Australia this includes the insurance arms of motor clubs such as RACQ. However such risks
are short tail and highly granular in nature, and hence much more easily priced than risks
covered by ARPC.

7 Typically such entities are specialist insurance companies which operate under a corporatized ownership
structure which is subject to a governance structure that has the characteristics of a mutual.
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6. Options for the future of ARPC

This section provides a summary of potential future ownership models for the ARPC. These range from
continuation of the current scheme through to full privatisation and other potential modes of ownership, as
well as eventual termination of the scheme (ie transfer of all risks to the private sector, to the extent that this
is possible at the time). These are designed to allow an informed assessment to be reached in relation to
options on the future of the Act, as well as the costs and benefits of each alternative.

6.1 Implications of long term policy objectives

The overall objective of the ARPC scheme is to ensure the availability of terrorism
reinsurance for commercial property and business interruption risks in Australia. This in turn
helps to ensure business continuity, by ensuring that there is adequate finance available to
support the rapid rebuilding of businesses, critical infrastructure and confidence in the wake
of a terrorist event. The response to events of similar magnitude (if different nature), such
as the Christchurch earthquake, has demonstrated the significant benefit of such schemes in
supporting both economic and community reconstruction.

As outlined earlier in this document, both Pottinger’s analysis and the market soundings
exercise have suggested that the most effective mechanism for providing terrorism
insurance, is some form of risk pool. This serves the twin purposes of:

m  Allowing risk reinsurers to take on aggregate risk across the country as a whole, rather
than having to price individual risks; and

m  Allowing utilisation of an element of community rating in setting prices, which helps to
spread the direct cost of insuring higher risk CBD properties across a wider base of what
are arguably secondary beneficiaries of such insurance””.

Accordingly, in exploring alternative modes of ownership, we have considered a variety of
different structures which maintain an underlying pool structure. We have also considered
other structures, although the market soundings exercise has indicated that these are
unlikely to be considered attractive by most stakeholders.

Private sector profitability expectations

To be sustainable from a private sector perspective, the ARPC would need to generate
annual income (from annual premiums and from earnings on reserves) sufficient to meet the
cost of the requisite retrocessions (including government-provided retrocessions), the
anticipated cost of claims (averaged over the long term, and taking account of investment
returns), as well as ongoing operational costs. In addition, it would need to generate an
adequate return on the capital required to operate the business, including any capital
required from a regulatory capital adequacy perspective, and to be able to finance the
increases in the capital base required over time (reflecting market growth, inflation etc).

We have used current market rates for retrocession cover to illustrate the approximate costs
that might be involved, together with operational costs, as summarised below as of 2014:
m  Cost of existing retrocession programme: $74.1m;

m  Extension of above programme to cover 100% of risks above $360m: $8.3m;

”je parties who benefit from the additional economic and financial resilience implied by ensuring that major
business and financial centres can be restored after any major terrorist attack.
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m  Cost of existing government reinsurance: $55m’;

m  Estimated illustrative market price for the cost of cover for first $360m: say $50m
(estimate of $30m based on 2014 figures and $70m based on 2012 and 2013 figures)”’;
and

m  Operating costs of just below $10m.
Together, these costs total some $197m, 52% higher than current premiums of $130m.

Meanwhile, we note that the capital required to operate the ARPC relates almost entirely to
its role as insurer, rather than as pool administrator. In a conventional insurance company,
this capital is split into two elements:

m  The first is so-called technical provisions, ie provisions for the likely level of claims that
may emerge over time, usually set high enough that there is at least a 90% probability
of sufficiency (ie the provisions being sufficient to meet claims which emerge).
Estimating the appropriate level of provisions is highly challenging for ARPC, as the risk
of a large claim above the limit of reinsurance coverage is very hard to assess;

m  The second element is shareholders’ equity, ie the capital that is required to operate
the business and to meet regulatory requirements. The latter takes into account both
the minimum level of capital required by prudential regulators in the light of the risks
being written, together with a prudential margin (to ensure that minimum capital levels
are maintained even in the event of major claims over and above technical provisions,
and/or losses on investments etc). Typically large insurers have maintained
shareholders’ equity of at least 1.5x the minimum capital requirement, and smaller
insurers have typically maintained at least 2.0x the minimum capital requirement. ARPC
is not currently regulated by APRA, and so a minimum capital requirement for the entity
has not been established. Given the unusual nature of risks insured by ARPC, there are
no obvious peers that can be used for comparison purposes.

When a conventional insurance company is sold, the technical provisions transfer with the
entity together with the associated assets which are held to cover the technical provisions.
Thus no consideration is attributable to these assets and liabilities, which essentially net off
against each other. An acquiror does, however, pay for the net assets (ie shareholders’
equity) that are acquired, together with a level of premium which reflects the profitability of
the insurer in question’®. The latter is effectively adjusted to take account of any material
perceived over or under provision within the technical reserves.

The nature of risks underwritten by ARPC makes the separation of its capital between
technical reserves and shareholders equity challenging, as there is no logical method for
estimating the likely frequency of claims. Currently the accounts do not make this
distinction, and the “Reserve for Claims” is reported as part of net assets.

Assuming that the Reserve for Claims continued to be treated as part of net assets, a private
sector owner of the entity would expect to achieve a minimum return on that capital,
typically of at least 10% to 12% post tax (with target returns commonly at set at around

76 Currently it is anticipated that the ARPC will pay the Commonwealth $112.5m by way of a $55m guarantee
annual fee and four $57.5m annual dividends.

7 A simple estimate based on the costs of the lower levels of retrocession purchased over the last two years
implies that the total cost of reinsurance of the first $360m of any claim would be at least 8.4% or
approximately $30m per year. The same calculation for the prior two years implies a total cost of around 19%
to 20%, or around $70m per year.

8 And adjustment for any potential overvaluation of assets acquired and/or undervaluation of liabilities.
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15%). For illustrative purposes, a 10% to 12% post tax return on ARPC'’s total reserves of
$573m would equate to $57m to $69m post tax, or $82m to $98m before tax.

Based on the estimate of arm’s length pricing set out above, the ARPC would generate
$197m of revenues, together with investment returns ($26.5m in 2014), implying total
revenues in the order of $226m. Assuming ARPC continued to retain the first $360m of risk,
together with the existing 10% participation in the reinsurance programme, it would earn a
pro forma net profit after tax of S60m, equivalent to a return on capital of 10.5%. A
summary is provided below.

Figure 28: Transition to arm’s length pricing — simplified statement of comprehensive income

Quote Current Adjustments Pro forma
Premium income 129.7 67.3 197.0
Net reinsurance costs (74.1) - (74.1)
Government reinsurance (55.0) - (55.0)
Net premium revenue 0.6 67.3 67.9
Claims costs 0.0 - -
Operating expenses (10.7) - (10.7)
Underwriting result (10.1) 67.3 57.2
Investment income 26.5 21 28.6
Pre tax profit 16.4 69.4 85.8
Pro forma tax charge (4.9) (20.8) (25.7)
Post tax profit 11.5 48.6 60.1
Implied return on equity 2.0% +8.5% 10.5%

Source: Pottinger estimates. Allowance made under adjustments for incremental investment income net of tax

These figures show that, a transition to estimated market pricing would deliver an adequate
return on capital so long as no claims were incurred. This level of return would allow
dividends to be paid to shareholders and some profit to be retained to support growth in the
business (ie to allow the overall capacity to provide cover to increase over time). If valued
on this basis (ie with no allowance made for the risk of claims), the ARPC would be valued at
around its net asset value of $573m. In particular, the ARPC would be able to distribute the
majority of its post tax profit, whilst making retentions to provide for inflationary increases
in its net assets.

In practice, an owner will also need to factor in an allowance for expected claims to its
pricing (or its valuation of the company). This amount will be set such that the reserve for
claims can be maintained (allowing for inflation effects etc) over the long term. The higher
the annual allowance made for possible future claims, the greater the discount to net asset
value that will be realised in the valuation. Alternatively, prices would need to be further
increased to absorb this additional element of cost, for a valuation in line with net asset
value to be achieved.

Valuation benchmarks

The value implied by any transaction involving ARPC will inevitably be benchmarked against
the current valuations of Australia’s two major listed general insurance companies, even
though the nature of insurance risks accepted are very different. By way of illustration,
these two companies (IAG and QBE) are currently valued at 14.1x and 14.8x FY2015 post tax

Return to index 61

Pottinger



Triennial Review of ARPC | Report to the Department of Treasury February 2015

6.2

profits post tax profits respectively’. Thus, before any allowance is made for differences in
the risk profile of the organisations concerned, for every $100m of market value ascribed to
the organisation, ARPC would need to earn approximately $S7m of post tax profit
(approximately $10m pre tax).

In practice, ARPC’s activities entail very different risks from those inherent in the IAG and
QBE businesses. In particular, the latter include substantial elements of short tail, personal
lines insurance business and whose portfolios are highly diversified. As a result, we believe
that it is helpful to consider ARPC’s role as administrator of the terrorism risk pool separately
from its role in transferring the underlying insurance risks to the private sector.

ARPC’s twin role as scheme administrator and insurance provider

In its current form, ARPC combines the role of administrator of a national terrorism risk pool
with the role of provider of insurance coverage for the first approximately $535m of any
claim. Thus, if ARPC became a stand-alone entity, it would essentially be a specialist
monoline insurance company that was restricted to providing solely terrorism reinsurance
for commercial property and business interruption risks in Australia.

Although monoline insurers exist covering other types of risk, a business of this nature would
be highly unusual and with very few peers globally. In particular, it would have a highly
concentrated exposure to a very low frequency, very high value type of claim, which has
important implications for any privatisation structure, as explored further below. In this
context, we note that the firms which provide terrorism risk retrocessions to ARPC all
operate businesses which cover a much wider variety of risks.

In addition, it is important to note that the ARPC is a financial institution and an insurance
company. As a result, any consideration of alternative ownership structures will require
careful assessment of matters related to regulatory capital adequacy and the broader
potential implications for the financial system. For example, where frontline insurers
reinsure terrorism risk through ARPC, those insurers need to be highly confident that they
will receive the appropriate payment in the event that they make a valid claim on ARPC. If
not, they will be required to hold material amounts of capital themselves to address the
underlying risks.

If the ARPC continues to benefit from a comprehensive guarantee in relation to insurance
claims, this will ensure that any financial institution that places such reliance on ARPC can do
so with minimal knock-on effects for its own capital adequacy requirements. These issues
will also impact on the level of equity that it is reasonable for the ARPC to hold, and in turn
the level of profitability required in order to ensure that an adequate return can be earned
on that capital.

Given these complexities, when considering alternative modes of ownership it is helpful to
consider potential options for the future of ARPC as pool administrator separately from an
assessment of potential options for the transfer of further terrorism risk to the private
sector. It is important to note that:

m  The administration of a reinsurance pool implies low levels of operational risk, as an
administrator is simply responsible for day to day management and oversight of the
pool, including the collection of premiums, arrangement of reinsurance and
management of residual funds and liquidity facilities retained to ensure adequate short
term liquidity and ongoing solvency within the entity itself. A pure administrator would

7 Source: Capital 1Q as of 5t January 2014.
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not itself be responsible for the payment of claims themselves, but rather would
arrange for payment of such claims out of the underlying insurance pool. Changes to
the scheme would, however, be required to ensure that the ARPC could act as a pure
administrator, rather than accepting part of the claims risks associated with the scheme
(as it does currently); and

m  The provision of insurance against terrorism involves substantial levels of risk, although
the likely frequency of claim events is very hard to assess. Currently this risk is shared
between the government (via the guarantee), reinsurers (via retrocessions), the ARPC
(via retention of a level of risk) and insurers/insured parties (via industry retentions).
Private sector parties that accept this risk must be suitably authorised insurance
companies and must therefore hold adequate claims reserves and capital, reflecting
financial sector capital adequacy requirements.

As a result, the large majority of the capital required to operate ARPC as a standalone entity
will relate to its role as insurer, rather than as pool administrator. Similarly, the large
majority of the capital tied up in ARPC currently relates to its role as insurer, rather than its
role as administrator.

In most insurance companies, profits are calculated after making appropriate allowance for
the risk of future claims. In the case of ARPC, however, the likelihood of such claims is very
hard to quantify. As a result, it reports profit before making provisions for claims, and
transfers all profits into either the reserve for claims or its claims handling reserve. As a
result, it is not possible to identify how much underwriting profit is achieved by the
organisation. This has implications for the approach adopted to valuing the entity.

Whilst virtually all respondents to our market soundings exercise have indicated their
preference for the status quo to be retained, there are options that would result in the
transition of responsibility for administration of the pool to the private sector. Whilst these
would not necessarily result in the transfer of additional insurance risk to the private sector,
there are separate mechanisms through which the latter could also be achieved.

6.3 Mechanisms for further privatisation of insurance risks

In relation to the provision of insurance coverage, there are a number of parties who could
bear the underlying risks. These are, in order:

m  Underlying insured parties — this represents the full mutualisation of risk, with
premiums collected, and claims managed on behalf of all insured parties in a true
mutual arrangement. This would require an explicit mechanism for accessing the funds
required to meet claims, to the extent that such a claim was greater than the available
capital within the pool and/or from any retrocessions in place at the time. Such
mechanisms could included stand-by liquidity facilities and/or an immediate levy on all
scheme members;

m  Front line insurers — in theory the government could maintain the current legislative
requirement that insurers provide terrorism insurance for commercial property and
business interruption insurance. We note, however, that there appears to be minimal
interest from insurers in providing such coverage®, at least at current levels of pricing.
In addition, if insurers carried such risks on their own balance sheets, they would need
to hold substantial additional capital to cover these risks. In these circumstances, it
would be important to place a cap on the maximum exposure that insurers were

80 They remain able to underwrite terrorism risks directly without reinsuring with the ARPC under the current
arrangements, but do not choose to do so.
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obliged to carry®. Regulatory capital considerations are addressed further later in this
document;

m  Reinsurers and other reinsurance capital providers — currently there is only sufficient
capacity in the market to provide approximately $3bn of reinsurance coverage to the
ARPC®. This is significantly lower than the maximum probable loss on a single
terrorism event in a major city centre (estimated at around $7.3bn by ARPC for a 2
tonne bomb®?), and much lower than the current $10bn Government guarantee; and

m  Government — whether or not an explicit government terrorism insurance scheme is in
place, governments are likely to be seen as the default provider of financial support in
the event of major disasters, whether a result of natural causes, terrorist events or
other circumstances. The creation of a formal scheme such as the ARPC allows explicit
funds to be raised from relevant stakeholders in advance of any such event.

Assuming a pool structure is retained, the operator of the pool will seek to optimise the
risk/return trade-off between retaining risks within the pool or transferring them to other
stakeholders as outlined above. Thus decisions regarding how these risks are managed can
be separated from decisions about which stakeholder or group of stakeholders represents
the best owner of the ARPC in its role as administrator of the pool. We have explored the
alternative modes of ownership which preserve a pool structure in section 6.4 and 6.5
below.

If a pool structure is retained, it is likely that government support will continue to be
required in some form, at least for the foreseeable future. It remains possible, however, for
the terrorism insurance element of such support to be progressively transferred to the
private sector. A number of mechanisms are possible, and they are outlined further in
section 6.6.

Meanwhile, as an alternative to modes of ownership which involve continuation of a
national risk pool, a pool structure could be replaced with some form of mechanism
designed to support, facilitate or legislate greater direct involvement in the provision of
terrorism insurance by insurers. Whilst we do not believe that such structures would be
attractive to private sector stakeholders, we have provided further commentary in section
6.7.

One broad conclusion from our review has been that the precise nature of the government’s
role in acting as guarantor of terrorism risk reinsurance schemes is unclear in a number of
countries around the world. Specifically, in many cases it is not clear whether the
government in question is acting as a terrorism risk reinsurance provider of last resort or
whether it is simply providing standby liquidity facilities to enable payment of claims in the
event that such claims exceed the claims-paying capability of the entity in question when
such a claim is made. We provide further commentary on this in section 6.8 below.

If a pool structure is continued, there are areas in which further clarification and/or
extension of the boundaries of the pool will be helpful. We provide further commentary on
these issues in section 6.9 below.

& Currently insurers who do not reinsure through ARPC do not benefit from the overall cap on claims.
82 A total of approximately S5bn of terrorism insurance is available in Australia, of which some $3bn is
purchased by ARPC, approximately $1.3bn is purchased by NSW SI Corp and the balance by other
organisations.

8 ARPC “Terrorism Risk in Australia” presentation 29" August 2014, slide 41
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6.4

Finally, irrespective of the structure utilised, careful consideration will need to be given at an
early stage to potential regulatory capital implications of any change to the current structure
and basis on which ARPC operates, as explored further in section 6.5.

Alternative modes of ownership which preserve a pool structure

In this section, we explore in qualitative terms logical end states for ownership of the ARPC
by different types of organisation. In this context, there are five categories of stakeholder
who could logically operate the ARPC pool (or own the company that administers the pool).
These are:

m  Underlying insured parties — this represents a traditional mutual ownership structure,
whereby underlying beneficiaries of the scheme are also its owners;

m  Front line insurers — this represents an insurance industry solution to the need for
terrorism insurance to be available. This is the structure utilised by Pool Re in the UK,
which requires co-operation between major insurance companies in the country in
question;

m  Reinsurers — in theory reinsurers could co-operate to manage a national pool of
terrorism risk in any particular country. In practice changes in the amounts of capital
available from individual reinsurers over time, the global nature of major reinsurance
businesses, and variations in risk appetites make this challenging to implement in
practice. In addition, such a structure would result in significant potential conflicts of
interest/transfer pricing issues, with reinsurers acting both as retrocession providers
and purchasers of retrocessions (as operator of the pool);

m  Third party investors, whether as a specialist operator of solely the ARPC scheme, or in
the form of a specialist insurance pool administration company. This structure would
be broadly similar to the way in which other “managed schemes” operate, such as
workers compensation pools; and

m  The Government, as is currently the case.

We provide further commentary on each of these potential owners and the most logical
ownership structures below. We also include commentary on the practical viability of each
option, taking into account industry feedback received during the recent consultation
exercise. As assessment of the mechanisms by which these could be achieved (trade sale,
IPO or other structure) is set out in section 6.5.

Ownership by underlying insured parties: A conventional mutual structure

To create a structure owned by the underlying insured parties, the ARPC would transition
into ownership by a mutual representing the underlying beneficiaries of terrorism risk
insurance, ie the underlying insured parties. These are purchasers of property and/or
business continuity insurance with a terrorism risk element. Under such a structure, the
ARPC would likely continue to purchase risk retrocessions in the open market in order to
reduce the impact on reserves of any individual claim, and would seek to retain profits until
such a point as it had built up sufficient reserves.

To be effective, the organisation would need to be able to draw down a standby liquidity
facility in the event of a major claim that exceeded its reinsurance coverage and internal
claims paying capacity. It is highly unlikely that such a facility could be sourced from the
private sector without a government guarantee being provided of that facility given the
challenges for mutuals in raising new equity capital.

Alternatively, the organisation could (if permitted) purchase further retrocession cover from
the government, in order to cover any shortfall between the maximum claim possible under
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the scheme and the level of claims paying capacity at the time (ie reserves plus
retrocessions). Thus such a structure will continue to require some form of government
support. In our view independent ownership of the entity will increase the importance of
pricing for any guarantee providing by government being set at arms’ length terms.

The transition of the ARPC to this structure would involve a privatisation by way of
mutualisation. There are very few if any true precedents for such structures®®. One practical
challenge with such a structure is that there is no ready mechanism by which the proposed
new owners could pay for the existing retained capital within ARPC. As the ARPC has
provided terrorism insurance under government ownership (ie premiums were paid by
insured parties in return for insurance coverage), this capital logically belongs to the
Australian Government.

However we believe that the current level of the reserve for claims appears to be broadly
reasonable given the nature and size of potential future claims which may be made upon it.
As a result, it has low inherent value, for the reasons outlined below.

Logically, the value of the retention pool that is maintained should increase over time, for
example with inflation. Meanwhile the assets that are held against these reserves will
typically be invested in very low risk (ie short term) fixed income investments, earning a yield
that is modestly higher than inflation. In this context, we note that:

m If there are no claims on the reserves, and the pool did not generate any profits or
losses year on year®’, then the Reserve for Claims would generate a surplus each year of
the difference between the inflation rate and short term government bond rates;

m  Currently, short term government bond rates are very similar to inflation rates, implying
that the Reserve for Claims has minimal inherent value. Alternatively, using the long
term target inflation rate of 2.5% and the current yield on 15 year government bonds
of around 3.2%, the intrinsic value of the Reserve for Claims would be around $36m at a
10% discount rate, or some 10% of its headline value. At a 7% discount rate, these
figures increase to $53m and 15% of headline value;

m These figures, however, assume that no claim is ever made on the fund. It is
challenging to assess the likelihood of a claim on these reserves, ie the frequency with
which claim events on the fund of up to $360m are likely to occur. If the average such
claim was $200m (in current value terms, ie was indexed for inflation) and claims
occurred every fifty years, then the average cost of a claim in net present value terms
would be some $57m (at a 10% nominal discount rate). If the frequency of claims
increases to once every 30 years, the average cost of a claim in net present value terms
would increase to some $86m. At a 7% nominal discount rate, these figures increase to
$84m and $115m respectively.

These figures illustrate that, with an average claim on the fund of $200m, the expected cost
of claims on the reserve fund are higher than the net present value of surplus income
expected to be earned by the fund. In other words, in order to maintain the level of reserves
in real terms and in the face of claims on the reserves, contributions would need to be made
to the fund from time to time. We emphasise that the above figures are illustrative only — if
the average claim on the fund is $360m (the maximum possible), then the net present value
of such claims ranges between some $100m and $155m assuming a frequency of between 1

8 Western Australia explored the potential privatisation of GESB via a proposed mutualisation, a proposed
transaction on which Pottinger advised. The privatisation was aborted following a change of government.
e the premium income was sufficient to purchase retrocessions and to cover administrative costs, but no
surpluses were earned.

¥ le the mid-point of the official target range of 2% to 3%.
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in 30 and 1 in 50 years. If the average claim on the fund is lower, then the net present value
of such claims will also be lower.

In all cases, these figures also assume that no claim is made in relation to the risk assumed
through participation in the retrocession programme, under which ARPC currently has a
liability of some $314.5m. Taken together, these figures suggest that, assuming that the
ARPC continues to operate, the intrinsic value of the Reserve for Claims is likely to be low.

As a result, if the current pricing regime is maintained, then the inherent value in the ARPC is
low and hence it could logically be transferred into mutual ownership for little or no
consideration. In other words, the retention value of the ARPC to government under the
current arrangements is low, because the premiums charged to participants in the scheme is
insufficient to cover the costs (including reinsurance costs) of running the scheme.

As an alternative to selling the existing capital, the capital could be returned to consolidated
funds by way of a pre-disposal dividend. The new mutual would thus come into existence
with minimal capital. It would, however, need to increase pricing significantly in order to be
able to afford to pay for retrocessions from the government and to be able to accumulate a
baseline level of retained capital in the early years after its formation. Alternatively, it could
operate at existing pricing levels, reduce the level of reinsurance purchased from the
market, and place much greater reliance on a government-guaranteed standby liquidity
facility in the event of a claim®. We examine this further in the following section.

One benefit of an industry mutual structure (however implemented) is that it places
ownership and decisions related to the overall operation of the scheme in the hands of the
underlying beneficiaries. As noted above, however, the scheme would still require
government support via some form of guarantee. As a result, a number of issues would
require careful consideration prior to implementation.

m  Pricing: The underlying insured parties may decide that it is preferable to reduce the
price paid for insurance as far as possible, whilst ensuring sufficient income is available
to pay for relevant financial support. This would include payment for the provision of a
standby liquidity facility (by government), as well as any risk retrocessions which the
entity chooses to purchase. |If pricing is set too low, however, this will effectively
transfer the cost of the insurance protection away from current insured parties and
towards those that purchase property insurance after a major claim. At the extreme, a
fully insured party that owned a major property which was subject to a claim might
elect not to rebuild the property, and instead return funds to shareholders, thus
avoiding any future premiums;

m  Risk pools: Depending on the structure of the Board and the extent of control exerted
over management of the entity, there may be pressure to change the risk sharing
arrangements between different types of property, in order to advantage a particular
category of investor;

m  Retention levels: Logically retention levels could be set by the scheme operator (as the
collective representative of scheme participants). The scheme would, however, depend
on ongoing government support in some form. As industry retentions represent the
first risk layer to be impacted by any claim, modest changes in industry retention levels
will have a disproportionate impact on the overall cost of retrocessions. Government is

A standby liquidity facility would need to be provided by — or at least be guaranteed by — government as
such a facility would not be available from the private sector. The costs for provision of such a facility (where
the principal advanced would eventually be repaid to government) should be materially lower than the cost of
reinsurance (where any payments made were never repaid).
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therefore likely to take a keen interest in retention levels and may wish to retain a level
of control over this;

m  Building a claims reserve: Related to pricing issues, is the ability of the scheme
operator to adopt a dividend or capital return policy. This would impede the ability of
the fund to generate a surplus of funds (similar to that of Pool Re) in order to reduce
the government’s exposure to risk. At the two extremes of dividend and pricing policy,
the pool could either build its own surplus of capital in excess of the maximum probable
loss over a period of time — this would alleviate the need for a government guarantee or
the pool would be remain entirely dependent on government guarantees and
retrocessions. As a result, government may wish to determine capital retention rules to
which the entity must adhere;

m  Charges for government guarantees: If the pool is administered by a non-government
party, this will increase the importance of any guarantees provided to the pool being
priced at arms’ length terms. This may be achieved through arms’ length pricing up
front, or through explicit arrangements for repayment of (eg) any loan being made to
the pool by Government. This might be achieved by way of increases in charges
following such an event;

m  Declaring a terrorist incident: Past events such as the 9/11 attacks resulted in
prolonged litigation as to the nature and number of terrorist incidents which have been
involved. The ARPC scheme currently allows the Minister to make a contemporaneous
declaration as to whether and if so the number of events that have occurred based on
the Attorney General’s interpretation of how an event compares to the Criminal Code.
This declaration involves government discretion triggering the scheme’s liability to pay
claims. Any owner or operator of the scheme will be exposed to this discretionary risk
(as well as delays in the declaration process), and hence the processes for declaring a
terrorist incident may need to be clarified. In this context, we note the Martin Place
incident in Sydney which occurred on 15" December 2014 was declared a terrorist
incident on the 15™ January 2015.

During the market soundings exercise, a stakeholder in the property sector commented that
it believed that ARPC should be recognised to have some form of mutual status, ie where the
accumulated reserve for claims is recognised to be owned by underlying insured parties.

“[It] is our strong view that the current and past contributors to the scheme, particularly to
the pool of reserved funds, should be recognised as the owners of the scheme; like a mutual
insurance company. We therefore believe contributors should be entitled to receive income
generated from the pool of reserved funds (and retained earnings), or a return of excess
funds...”®.

Meanwhile a large Australian bank suggested that surplus revenue be returned to the
contributors: “The biggest issue for the [us] is that there has been no review of the actual
rates, especially for long term contributors like [us] who have been making pool contributions
from the beginning... No one knows what the charge should be and the ARPC seems to be a
fund that [we] contribute[] to that ends up in Government coffers ... [We] query[] whether
there is a moral obligation on the Government to pay or provide compensation to uninsured
people like in the case of bushfire or flood... If this is the case then will money in the scheme
be used for that?”

Notably these parties were the only respondents who suggested that the ARPC should not
be government owned.

8 Stakeholder in the property sector, response to market soundings.
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The commentary provided in the above submission appears to reflect a view that the ARPC
scheme was in effect designed to mutualise risk amongst underlying insured parties from the
outset, and hence that profits earned to date are essentially “owned” by insured parties.
This is not our understanding of the current arrangements and we do not agree with the
perspective put forward by the above respondents. In particular, we believe that the
reserve for claims rightly belongs to the entity providing the associated insurance coverage,
ie the ARPC (and thus to the Australian Government).

Nevertheless these views serve to illustrate problems arising from aspects of the current
scheme that are not entirely clearly from the current documentation. We comment further
on this and related issues of transparency and clarity in section 6 below.

In addition, if the ownership of the ARPC was transferred into some form of mutual
ownership by the underlying insured parties, and the reserve for claims was transferred as
part of these arrangements, then the reserve for claims would transfer back into the
ownership of those parties (along with the liability for paying any such claim).

Ownership by front line insurers: An insurance industry solution

As an alternative to traditional mutualisation, the operation of the ARPC scheme could be
taken over by front line insurers (and potentially reinsurers). This would result in a transition
to a structure similar to that which has been in operation in the UK since the early 1990s
(Pool Re). Under this structure, front line insurers (and potentially reinsurers) would work
together to administer a terrorism risk insurance pool on behalf of underlying insured
parties.

The new operators of the scheme will need to make decisions regarding the extent to which
risk is retained in the entity itself, or transferred to other parties through risk retentions by
underlying insured parties, retrocessions with reinsurers (limited by market capacity), and
retrocessions with the government (should the latter be available). The operators of the
scheme will also need to set out how claims will be paid should insufficient internal capital or
external risk reinsurance be available to cover the maximum possible claim. This could be
achieved through use of a government backstop liquidity facility or government guarantee of
such a facility provided by a third party.

In relation to ownership and voting, one approach would be for ownership and votes to be
proportional to the amount of risk reinsured through ARPC, measured by premiums ceded.

Again, the issue of payment for the retained capital lying within ARPC will arise. Whilst
major insurers should generally have sufficient capital accessible to be able to finance such
an acquisition, investment in terrorism risk of this nature may not be attractive and/or may
not align with their strategic interests. In such circumstances, it would be logical for the
scheme to operate on the basis that all or substantially all risks are either ceded to reinsurers
and the government (via retrocessions) or remain with the underlying insured parties (via
retentions from any claims that are made).

The immediate short term interests of insurers as owners of ARPC would be to ensure that it
achieved an adequate or better than adequate return on invested capital.

As an effective monopoly®®, careful consideration would need to be given as to whether and

8 Pottinger notes that insurers may reinsure or self insure terrorism risks as they choose. However if they
reinsure with the ARPC, and only the ARPC, insurers benefit from a statutory $10 billion cap on claims. This
protection, along with benefits from risk pooling, is sufficiently valued by the market as to make the ARPC an
effective monopoly.
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how the government should seek to regulate both the prices charged to underlying
policyholders as well as the risk tiers that are applied.

Implementation of such a structure would require explicit support from Australia’s major
insurance companies, and in particular Suncorp, IAG and QBE, who together account for a
significant proportion of overall commercial lines risks. We note that the structure of the
Australian market is very different from the UK, in that the Australian market is substantially
more consolidated. As a result, it is possible that the largest insurers would exert significant
influence over the scheme.

Unlike the UK’s Lloyd’s market, Australia does not have a history of managing pooled risk
structures of this type, which may add to the challenges of implementing a structure of this
nature. On particular risk is that such parties may favour implementing much higher
industry retentions, as these will be challenging for any but the largest insurers to absorb.
This would create a structural advantage in favour in the industry leaders, to the
disadvantage of smaller competitors.

During industry consultations, we note that no stakeholders have come forward suggesting
that this structure should be adopted in Australia. Moreover, we note that both Suncorp
and QBE have not shown any interest in such a structure and have indicated their preference
for the current arrangements to be continued.

Reinsurer operation of the pool

A further alternative would be for the operation of the pool to become the responsibility of a
group of reinsurers. Very similar issues would arise on implementing such a structure as for
an industry-managed pool, and so we have not repeated them here.

In addition, there would be potential for significant conflicts of interest, as reinsurers would
be acting both as owners of the pool, and as providers of reinsurance capacity to the pool,
without the balancing effect of participation by front line insurers. This would increase the
importance of appropriate external regulatory scrutiny of the entity regarding both pricing
and the structure of underlying risk pools.

We note that, during market soundings, no stakeholders have suggested this structure. This
is notable as global reinsurers are arguably the entities with the most relevant experience to
manage an insurance pool of this nature, given their direct involvement with a number of
other major schemes around the world.

Third party ownership of the pool

The further alternative would be for a third party to acquire ARPC. In theory, the most likely
such owner would be a specialist insurance pool management company. Given the
monopoly nature of the ARPC’s activities, strong external regulatory scrutiny over such an
entity would be important, in relation to pricing, the structure of underlying risk pools, and
the effectiveness of risk transfer to third parties (including via Government-provided
retrocessions).

We believe that the most likely approach for such a purchaser would be to operate the
business purely as a managed scheme. This would mean that the owner would need to be
assured that no risk was retained by the organisation, through the use of government and/or
reinsurer retrocessions and industry retentions.

Given the lack of adequate market capacity to provide complete coverage for a $10bn claim,
it would have substantial ongoing dependence on government risk retrocessions.
Alternatively, it would require access to a substantial liquidity facility in order to be able to
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meet any claims that arise which are in excess of its claims-paying capability. Typically
specialist insurance administration companies do not have access to such liquidity. It
remains likely, therefore, that such a facility would need to be provided by the government,
or at least backed by a government guarantee. In addition, the pool operator would require
a high degree of certainty regarding how pricing would be determined after a major claim
event, in order to be certain that any drawings on a liquidity facility could be repaid over a
reasonable time frame.

We would expect that any parties interested in an arrangement such as this would monitor
opportunities of this nature closely and that they would have come forward pro-actively or
at the latest shortly after the Australian Government announced the scope of the current
review. We note that, during the course of our review, no such parties have come forward
to Pottinger expressing interest in acquiring the ARPC.

Continued government operation of the pool

The remaining alternative is for the ARPC to continue in substantively its current form,
operating as a government-owned administrator of the pool. This is the preferred option of
most of the stakeholders that have responded to our request for market feedback.

In response to the questions: “Should the ARPC continue to operate as a 100% Government
owned entity? Alternatively if you believe an alternative mode of ownership may be
appropriate, what organisations should own that entity?” included:

m  Australian Insurer #1: “It is our view that the ARPC should remain a 100 percent
government entity at this time to ensure: availability of uniform terrorism cover; and
continued access to the Federal Government guarantee provided by the pool”

m Infrastructure owner: “Yes (no change). An alternative option could be a Mutual
arrangement so any surplus funds are returned to policy-holders”.

m  Insurer: “It seems to work well”.

In addition to written responses the following verbal responses were provided by
respondents:

m  Global Reinsurer #1: “The ARPC is one of the most efficient reinsurers in the world ...
We can’t see a better way to manage terrorism reinsurance than the current
arrangement.”

m  Global Reinsurer #2: “The reinsurance market can get behind the ARPC ... [as] it is a
better platform to support. ... Other markets offer spot pricing on an ad-hoc basis.
Those facilities have questionable post event stability [and are] likely as not as stable as
the ARPC”. “In theory the UK is a model to consider ... we [would still] have to access
the government guarantee. Then it comes down to a cost of funding.”

m  Australian Insurer #2: “We support the act to continue:”. The ARPC is an efficient
mechanism for managing risk.

m  Insurance broker: “If the ARPC was privately owned then it will require capital. We
don’t know how much this should be, but if it is not enough then the insurers will go
bankrupt and the government will end up paying anyway.”

m  Regulator: “The market has assumed stability due to the presence of the ARPC...
Everyone assumes the ARPC will carry on because that is the responsible thing to do...
Given the ARPC’s system importance its capital requirements would be unlike other
insurers... [We] would prefer it if [the ARPC] was not privately owned.”
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6.5

Overall conclusions

There are a number of potentially viable purchasers for the ARPC, as outlined above.
Although only two stakeholders have come forward suggesting that an alternative mode of
ownership should be considered, this does not mean that a privatisation of the ARPC is
impossible. In practice, there are a number of pathways which could be utilised to privatise
the ARPC in its role as administrator of the scheme, as outlined in the following section.

As with the other structures outlined above, ongoing ownership of ARPC by the Australian
Government also does not mean that the Government must continue to accept all
underlying insurance risks that cannot be transferred to the private sector through
reinsurance.

We note that, if a decision is taken to maintain a pool structure, there are a number of issues
which we believe it will be particularly helpful to address. These include matters related to
the boundaries around the current scheme, potential for closer co-operation with other
analogous terrorism risk pools, current pricing arrangements (and post-claim pricing
arrangements), clarity on the nature of government support. We provide further
commentary in section 6.8 below.

Models for privatisation of the ARPC’s role as scheme administrator

In relation to the ARPC's role as administrator of the scheme, three main options for transfer
of the scheme to the private sector are potentially viable. The options include:

m A sale of the ARPC to a private sector third party, such as an insurer, reinsurer or
specialist insurance scheme administration company;

m  AnIPO of the ARPC, thereby creating a listed specialist insurance scheme administration
company; and

m  Transfer of the ARPC into a mutual structure, where it became owned either by
insurers (and reinsurers) as is the case with Pool Re, or by underlying insured parties (as
is the case with classic insurance mutuals).

To implement the first two of these structures, the ARPC may need to cease retaining any
terrorism insurance risk itself, in order to concentrate solely on the function of acting as
administrator of the pool. In particular, the elimination of this risk may make the ARPC more
attractive to third party investors.

The level of capital required to act purely as administrator would be very modest, thus
allowing the large majority of capital retained in the ARPC (potentially including claims
reserves) to be returned to the shareholder (ie the Australian Government) prior to a sale.
The cost of obtaining reinsurance of the first $535m (ie the amount of the current reserve
for claims) of any potential claim would, however, be materially higher than the cost of
obtaining more remote layers of reinsurance protection if this approach was adopted. This
would likely mean that prices would have to be increased materially to meet these costs.
The associated increase in prices may meet strong resistance from scheme participants.

Alternatively, the ARPC’s existing capital comprised of its reserve for claims might be
retained within the pool. This would mean that the reinsurance pool itself could absorb the
first $535m of any loss, as is currently the case. Thus this reserve would be managed by the
administrator on behalf of scheme participants, and could not be realised by the
administrator itself. There would not, however, need to be an immediate increase in pricing,
as the scheme would have the assets required to meet the first $535m of any claim.
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In this context, the ARPC’s latest accounts show that the organisation has some $573m of
equity. As noted above, in practice $535m of this is a claims reserve. If ARPC were sold in its
existing structure, a purchaser (or investor in an IPO) would be likely to regard this as a
technical provision for the potential cost of claims. Given the difficulty in assessing the risk
of a claim, the purchaser would likely ascribe a very low value to the associated assets, on
the basis that it was possible that they could required to meet a claim in the near future.
Thus it is possible that very little value would be realised for these assets.

Transition to a pure administrator

In this scenario the Australian Government could potentially realise a significant dividend
from the ARPC on implementation, but this would come at the price of a material increase in
premiums for insured parties. Meanwhile the value of the residual entity to be sold would
depend on the level of profit which the operator was able to extract from the fulfilment of
its role as administrator of the pool.

To address this, the structure of the premiums charged would need to be amended, in order
to identify separately the revenue stream that would be attributable to the ARPC in its role
as scheme administrator from revenues intended to contribute to the funds within the pool
and purchase of reinsurance.

As the administrative costs of the ARPC are largely independent from the cost of obtaining
reinsurance, the optimal way to do this is likely to be to allocate a dollar amount of annual
premiums to cover administrative costs, and for this figure to be increased in line with a
measure of inflation. All costs associated with the administration of ARPC would be met by
the new owner out of this revenue stream. The assets associated with the claims handling
reserve would be owned by the administrator, and returns on those reserves would accrue
for its benefit.

Meanwhile all remaining revenues would be allocated to the pool and would be utilised to
purchase reinsurance retrocessions or to be retained within the pool. The surplus arising (in
years when no claims were received) would be retained within the pool. Meanwhile the
assets associated with any reserve for claims that was built up would be owned within the
pool itself and investment returns would also be retained within the pool.

Sale of the ARPC in its existing form

The ability of the Australian Government to realise value from the existing net assets of the
ARPC under these options will depend critically on the way in which the $535m reserve for
claims is viewed by the purchaser. If these reserves were simply returned to government, it
is probable that some stakeholders would argue that these reserves represented provisions
for future policy-holder claims and that distribution was not warranted in the circumstances.
Thus an alternative approach would be to sell ARPC in its current form, utilising one of the
three structures identified above.

In these circumstances, the $535m reserve for claims would transfer with the business. It
would likely be regarded by purchasers as a provision, rather than equity in the business,
and hence would not contribute to net asset value. It is important to note that the
profitability of an entity of this nature would be critically dependent on the ongoing
availability of retrocession cover from private reinsurers and the government on the current
terms. Even a modest increase in the cost of such cover would wipe out profits completely.
In this context, we note that the cost of retrocessions from reinsurers has fallen significantly
over the last five years and any reversal of this trend would lead to significant losses, unless
premiums were increased.
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Pro forma illustration of financial effects

An illustration of the implied statement of comprehensive income for the administrator and
for the reinsurance pool is set out below. In this example, we have allocated $15m of overall
premium revenue (approximately 12%) to the role of pool administrator, and have assumed
that the pool continues to benefit from the existing reserve for claims (and hence the
investment income associated with this pool of assets).

Figure 29: Pro forma statement of comprehensive income

Administrator Pool Combined

Premium revenue 15.0 114.7 130
Outwards retrocession premium expense 0.0 (74.1) (82)
Cost of Government retrocessions 0.0 (55.0) (55)
15.0 (14.4) 1

Net claims incurred 0.0 0.0 0
Gross profit/Underwriting result 15.0 (14.4) 1
Operating expenses (10.7) 0.0 (11)
4.3 (14.4) (10)

Investment income” 2.0 245 27
Pre tax profit 6.3 10.1 16
Pro forma tax charge at 30% (1.9) (3.0) (5)
Pro forma post tax profit 4.4 7.1 115
Net assets’ 38 535 573
Return on equity 11.6% 1.3% 2.0%

1: Split pro forma to net assets, 2: Before provisions for future claims,
3: Reserve for claims treated as a provision, and hence removed from net assets

These figures illustrate that the administrator would generate profits of approximately
S4.4m a year post tax, equating to a return on equity of some 11.6%. Overall, we believe
that returns at this level should be sufficient to justify an acquisition price by an acquirer of
the administrator function for a price at or above the implied net asset value of $38m (ie the
value of the claims handling reserve that would be allocated to the administrator).

Meanwhile, the figures show that the pool is only barely profitable, and that the ability to
purchase the required retrocession cover to address risks not covered by private sector
insurance is significantly dependent on the generation of investment income. Thus if the
pool did not benefit from the retained reserve for claims:

m  There would be insufficient income to purchaser the required retrocession cover (as
investment income would no longer be earned on the reserve for claims); and

m  The cost of existing cover would increase materially as reinsurers would face the first
$360m of losses directly, rather than this being covered by the pool, and would not
benefit from the 10% participation that ARPC has in the amounts that are reinsured.

We are able to estimate the potential cost of purchasing retrocessions to cover the first
$360m of any claim from the open market with reference to quotes received for reinsurance
set out in section 4.6. In particular, some of these quotations show the cost of reinsurance
for claims that attach at a low level of claim. For example, selected quotes show that:

m  The lowest level of excess quoted on was $350 million and resulted in quoted Rates on
Line of between 7.49% to 5.76%.
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m  Quotes for retrocession with around a $425 million to $450 million excess have
attracted rates on line of between 3.96% to 5.4% over the last 3 years.

m  Quotes for retrocession with an excess of $500 million have had rates on line of less
than 3.6%.

Straight line interpolation of the cost of reinsurance for cover between $360m and $500m
implies that the cost of such cover will increase materially as lower levels of excess are
sought. Rates for 2014 and 2013 suggest that, if the excess were set at nil, the cost of
reinsurance would be the equivalent of a rate on line of approximately 8.4%. Rates for 2010
and 2012, however, suggest a rate on line for such cover of around 20%, illustrating the
significant reductions in the cost of reinsurance for lower levels of excess that has occurred
over recent years.

Based on these figures, the approximate cost of reinsurance for claims between nil and $360
million would be approximately $30m per year. We emphasise that this figure is an estimate
only and reflects the current relatively soft market for terrorism risk reinsurance. Using the
rates implied by the cost of reinsurance in 2010 and 2012, the cost would be some $70m.

We further note that these figures are illustrative in nature, and also that a revenue model
of this nature would provide no incentive to the operator to manage the scheme in a
manner that was in the best interests of insured parties or the government. This illustrates
the importance of creating rules or guidelines for the scheme, including in relation to the
amount or structure of retrocession cover purchased from third parties, as well as in relation
to the pricing of risk retrocessions or standby liquidity facilities from government.

We further note that this would represent only a modest acquisition for many potential
acquirers, including major insurance companies. This would serve to increase the universe
of potential acquirers for whom such a transaction would be viable. It would, however,
imply that an IPO of the company may be challenging, given the small prospective value of
the company and its specialist nature.

Under the third structure, where the ownership of the ARPC transitioned to an industry-
owned mutual, we believe it is unlikely that the new owners would be prepared to
contribute any material equity in order to take ownership of the company. If the reserve for
claims is treated as a technical reserve, the business and operations of ARPC could be
transferred to the new owners for zero consideration, with the remaining $38m claims
handling reserve returned to government. Thus this mechanism would prospectively realise
a similar value to a trade sale or IPO of the administrator with the claims handling reserve
transferred with the sale.

One of the merits of mutual ownership of the pool administrator would be that there would
be alignment between the interests of insurers (or insured parties, depending on which
became owners) and the administrators of the scheme. In particular, it would mean that
decisions related to the extent and structure of retrocessions purchased from the private
market were made by a management team that was directly accountable to the underlying
beneficiaries of the scheme.

Meanwhile implementation of any of these approaches would require changes to clarify the
precise structure of the scheme, the ongoing role of government, and in relation to pricing.
These changes are summarised briefly below:

m  Absolute clarity would be required as to overall structure of the scheme. One option
would be for the scheme to provide terrorism insurance coverage (with Government
acting as the backstop provider of terrorism reinsurance coverage, to ensure that the
risks in the scheme could be fully reinsured). The other option would be for the scheme
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6.6

to pool terrorism risk amongst all members, with the costs of claims shared between
members through the mechanism of premiums charged before and after an event. In
the latter case, the Government would provide a standby liquidity facility in order to
ensure claims could be paid should an event occur, and the resultant loan would be
repaid out of future premiums;

Absolute clarity would also be required regarding the basis on which Government set a
price for the provision of risk retrocessions to the pool and/or the provision of standby
liquidity facilities to the pool. It would be critical that these were set dynamically over
time in a manner that ensured they remained in line with market pricing for similar
facilities. Similarly, clarity will be required regarding the interest rate payable on any
loan from government, as well as the term over which any such loan would require to
be repaid;

Under all of these structures chosen, the new administrator of the ARPC scheme would
not be subject to any insurance risk. All residual risk would be retained within a risk
pool itself (ie risk that was not reinsured with the private sector, or with the
government, or which remained with insured parties through risk retentions);

Absolute clarity would also be required regarding the basis on which premiums should
be set, including the basis on which prices would be changed in the wake of a major
claim event. This will be important to ensure that the pool can remain solvent following
a major claim, ie that it can afford to make the requisite repayments of any loan drawn
from government;

Careful consideration will need to be given as to when and how the revenues allowed
for the scheme administrator may need to be varied (for example if the scope of the
scheme expands materially); and

In order to ensure that adequate premiums continue to be generated after a major
claim to ensure the pool can remain solvent, it may be appropriate to introduce
legislation to make participation compulsory. Whilst this would not be of immediate
concern to the administrator, who does not bear such risks in these models, they will
wish to see that the pool will remain viable over the medium to long term in order to
ensure continuity of their own business.

Alternative approaches for transferring insurance risks to the private sector

At its formation, the large majority of the risk was born by the Australia Government,
through the mechanism of the government guarantee. At this time a small amount of risk
was imposed on insured parties and/or their insurers, through the industry retentions.
These operate as follows:

Each individual insurer has a retention equalling is 4% of the fire and industrial special
risk insurance premiums they collect. This is subject to a minimum of $100,000 and a
maximum of $10 million for each insurer; and

If claims by multiple insurers produce retentions greater than $100 million in aggregate,
then each insurer’s retention is reduced pro rata so that the maximum retention across
the industry is $100 million®.

Through the early years of its existence, ARPC built up a level of retained capital, such that it
now has capacity to absorb the first $535m of any claim above the industry retention of up
to $100m. In addition, since FY09, it has developed a retrocession programme, providing
approximately $3bn of coverage (as outlined in more detail in section 4 of this document).

% ARPC Annual Report 2014 p32.
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As a result, although the size of the Australian Government guarantee has not been reduced,
it now represents a top layer of cover®, as it will only be completely exposed if an initial
overall claim exceeds $3.6 billion®?.

As at June 2014, the ARPC’s retrocession program used an excess of $360 million. That is the
ARPC would pay the first $360 million of claims. This amount can be funded from its claims
reserve of $535 million. Beyond claims of this size, the ARPC can access its retrocession
program to reduce the exposure of the Commonwealth guarantee. Claims of $1.5 billion are
covered using $136.3 million of co-insurance. This amount can be funded from the ARPC’s
claims reserve after paying the $360 million excess- with no need to access the
Commonwealth guarantee. Beyond claims of this size, the ARPC is protected by a further
$1.9 billion of retrocession (providing the ARPC with protection against a total claim of $3.6
billion) but it would need to provide an additional $185 million of co-reinsurance. Of this
$185 million, the ARPC had a $39 million available in its claims reserve (after paying the
initial excess and previous layers of co-reinsurance). That is, for claims up to $3.6 billion, the
Commonwealth’s total exposure would be $146 million. Beyond claims of $3.6 billion the
remaining $9.854 billion of the Commonwealth guarantee would be used to pay a total claim
of up to $13.454 billion.

We emphasise that the sharing of risk is not directly proportional to the headline amount of
risk accepted by each party, as risk reinsurance layers higher up the reinsurance stack relate
to events that are less likely to occur, and where the risk of a payment being called is more
remote. The risk of a claim is implicit within the cost of retrocessions for each layer of cover.
This risk can be expressed as the frequency with which claim events are expected to occur.
These are summarised in the table below.

Figure 30: Overview of 2014 Retrocession program

Layer Retrocession Excess Co reinsurance %

0 S$0m SOm 100% N/A N/A
1 $15m $360m 20% 5.500% 1lin 18 years
2 $75m $375m 20% 5.310% 1in 18 years
3 S$50m S$450m 15% 4.300% 1lin 23 years
4 $1,000m S500m 11% 3.195% 1in 31 years
5 $1,500m $1,500m 7% 2.007% 1in 50 years
6 S400m $3,200m 15% 1.850% 1in 54 years

Source: ARPC internal data

As set out above, most alternative modes of ownership for ARPC (as administrator of the
scheme) will continue to depend on government support. This highlights the importance of
giving consideration as to how such risks can be transferred to the private sector
progressively over time. There are a number of mechanisms by which this could be
achieved. They include:

m Increasing the level of risk retained by underlying insured parties progressively over
time. One mechanism to do this would be to index the level of industry retentions,
without indexing the cap on coverage under the scheme. Current industry retentions
are set at absolute dollar amounts which are independent of the amount of risk being
insured by the insurer in question and in addition have not been indexed over time.
Since the formation of the scheme in July 2003, consumer prices in Australia has

o Subject to payment of co-reinsurance as discussed below.
*2 Industry retentions of $100 million, plus ARPC claims reserve of $545 million plus retrocessions of $2.918
billion.
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increased by 35%* and capital city property prices have increased by 71%. We believe
that there is a case for increasing industry retentions. This will, at the margin, reduce
the likelihood of a claim being made on consolidated funds, as well as the prospective
size of that claim. Nevertheless, to preserve the effectiveness of the ARPC scheme, any
changes of this nature should only be modest, to ensure that underlying risks borne by
insured parties are within their financial capacity.

m  Purchasing additional retrocession cover from the market, to the extent that this is
available. In practice, this will be limited by the extent of capacity available from the
market, and by the amount of premium income collected by ARPC that is available to
purchase retrocessions. Whilst this would not reduce the headline risk to the Australian
Government (which would remain subject to the $10bn limit), it would reduce the
likelihood of such a claim being made;

m  Adjusting the basis on which the cap on the scheme operates, so that increases in the
level of retrocessions purchased serve to reduce the residual risk to Government. For
example, if the maximum payout by the scheme were capped (rather than the
Government’s liability being capped), increases in industry retentions and risk
retrocessions would serve to reduce the maximum exposure of the Government in the
event that a claim was made. Currently, such changes do not reduce the maximum
claim size, which remains set at $10bn, although they do reduce the likelihood of a
claim;

m  Adjusting the conceptual basis of the scheme so that it operates to pool risk amongst
insured parties, rather than relying on Government-provided reinsurance of the
underlying risks. In such circumstances, the Government would still need to provide
standby liquidity facilities to the scheme (or to act as guarantor of such facilities). In the
event of a claim that required drawdown of the facility, the government would receive
both interest payments as well as a return of the resulting loan. To be successful, this
approach would need a careful review of pricing, to ensure that there would be
adequate premium income to meet interest payments and debt repayments following a
claim. To the extent current pricing was inadequate in such circumstances, pricing
would either need to be increased in the near term, or would need to be increased
immediately following a claim event.

The above mechanisms can be used progressively to transfer risk from the government
back to the private sector. In particular, if the scheme became a pure pooling arrangement
amongst insured parties, this would result in all risks being borne by such parties, albeit
with Government funding support provided in the event of a major claim.

For such mechanisms to be effective in transferring risk back to the private sector, arms’
length prices would need to be charged for support provided by government (whether
through risk retrocessions or the provision of liquidity facilities). In the case of government
provided retrocessions, this may result in an increase in charges to ARPC. In such
circumstances, it will be critical that the relationship between the government and ARPC is
more clearly documented and that insured parties are made aware of these arrangements.

In addition, if Goverment support was limited to a liquidity facility, consideration would need
to be given to the level of pricing that would be required in the aftermath of a major claim
which led to a call on a government-provided liquidity facility. Charges would need to be
increased in order to meet both interest payments required on any loan made to ARPC, and
in addition to cover principal repayments. Consider a scenario in which a $7bn claim arose,
of which $100m was met by industry retentions, $400m was met by ARPC, and S3bn was

% CPl increase from June 2003 to September 2014. ABS CAT No. 6401.0
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met by retrocessions. This would leave a shortfall of $3.5bn to be funded. The table below
shows the annual cost of interest and principal repayments, for a range of interest rates and
assumed repayment periods for the loan.

Figure 31: lllustrative cost of interest and principal repayments following a claim

Repayment period

3.50% 4.00% 4.50% 5.00% 5.50% 6.00%
10 years $421m $432m S442m $453m S464m S476m
15 years $304m $315m $326m $337m $349m $360m
20 years $246m $258m $269m $281m $293m $305m
25 years $212m $224m $236m $248m $261m $274m
30 years $190m $202m $215m $228m $241m $254m

As illustrated above, even with the interest rate set at around the current historically low
long term government interest rate, and with a repayment period of 30 years, a substantial
increase in current premiums would be required to meet the required payments.

6.7 Alternative approaches which do not utilise a pool structure

In addition to the options outlined above, there are other approaches which could be
utilised which do not require maintenance of a pool structure and/or which do not involve
community pricing. We note that virtually all respondents to our market engagement
process have indicated preference for a nation pool structure to remain, and so include
these structures for completeness.

At the outset, it is important to note that the current arrangements do not legislate
participation in the pool by all underlying insured parties or by their insurers. The economics
of the scheme, however, mean that where a party takes out commercial property or
business interruption insurance that falls within the ambit of the scheme, there is a strong
incentive to participate. This arises because insurers who participate in the scheme are
protected by the maximum event limit of $10bn (ie if there is scaling back of payouts by
ARPC, the insurer is not exposed to any further liability). If they do not participate in the
scheme, they do not benefit from this cap and cannot impose such a cap of their own.

There are a number of options for consideration which differ from the current
arrangements, as outlined briefly below.

m  Individual pricing: In place of utilising three risk bands, all properties and businesses
taking out insurance could be offered individual pricing. In theory this would lead to
more precise pricing of individual risks (compared to the current arrangement which
assumes that they are correlated with the risks of fire). In such circumstances, ARPC
would need a considerably larger team in order to be able to undertake the requisite
pricing activities. This would come, however, at the cost of removing the benefits of
community rated pricing outlined elsewhere in this document. We note that the
German scheme Extremus operates on this basis;

m  Direct sourcing: Front line insurers could continue to be required to include terrorism
insurance for commercial property and business interruption as part of their cover. If
ARPC were disbanded, they would then be forced to source reinsurance for their
portfolios directly from the market, or to bear those risks directly. The Australian
Government could offer some form of backstop guarantee, whether in the form of
standby liquidity or risk retrocessions for claims of over a certain size. Such a claim
threshold would need to be scaled relative to the risks born by the insurer in question,
in order to avoid material disadvantage for mid-sized and smaller insurers. We note
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that this approach is already possible under the current scheme, as front line insurers
may choose to source their own reinsurance coverage directly from the market, and not
participate in the ARPC scheme (subject to the caveats on risk caps above). We
understand that a major Australian insurer may have explored such an approach during
2014, but without success. Meanwhile we note that there would prospectively be a
significant impact on the capital that APRA would expect insurers to hold if such risks
remained We also note that several major reinsurers have indicated their strong
preference to provide risk retrocessions to a single pool, rather than to multiple
individual insurers, as this improves risk diversification for the reinsurers and simplifies
their approach to pricing; and

m  Phased reduction in reinsurance: A further alternative would be to legislate a phased
reduction in the level of risk reinsurance provided by ARPC, whilst retaining the cap and
continuing to require front line insurers to provide terrorism risk insurance coverage.
This would represent a transition from current arrangements to one where insurers
were forced to deal directly with private sector providers of risk retrocessions.

In exploring such options, we note that a number of participants in our market soundings
exercise have made the point that major risks of this nature will remain with the Australian
Government irrespective of whether or not a scheme is operating, and whether or not such
a scheme is owned and operated by the private sector or by Government. In particular, in
the event of a terrorist act which creates major uninsured losses, it is likely that both the
business community and the general electorate will look to the Australian Government to
provide financial support to assist with economic and community rebuilding.

As a result, such respondents argue that it is better for government to identify and manage
such risks explicitly — and to seek to gather premium income in advance of any such claim —
than it is to respond retroactively should such an event occur. In addition, if government
relies solely on post event levies or taxes to recoup such support payments, this will increase
the economic burden on individuals and/or companies at a time of potentially material
economic and/or social stress. This may be economically and/or politically unappealing.

The nature of government support to terrorism risk pools

It is important to note that, in many such schemes around the world, the precise role of the
Government in question remains unclear. In particular, for a number of schemes around the
world, there is a lack of certainty as to whether the Government’s role is to provide, a
standby liquidity facility or to provide risk reinsurance. Whilst these two are not mutually
exclusive, the two approaches result in fundamentally different outcomes following any
claim event:

m  Where the Government provides standby liquidity to the fund, the Government will be
repaid this money, together with interest, out of future premiums earned by the fund.
Depending of the pricing of the scheme in question, this may require changes to the
premiums charged to insured parties in the future, in order to ensure that adequate
returns are generated to be able to make the requisite repayments. The greater the
increase in premiums that is required in such circumstances, the more it is that future
insured parties meet the cost of a historic claim. Where pricing is fully arms’ length,
then in theory at least future premiums should be adequate to finance repayment of
funds advanced by the Government without any need for a change in pricing®. Thus

*In practice, it is impossible to know in advance whether the level of premiums collected will be sufficient
over the long term, as the long run risk of claims cannot be assessed using statistical measures based on short
term historical information.
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these arrangements essentially support mutualisation of risk amongst the underlying
insured parties, with Government funding support addressing the challenges of the
“low frequency, high severity” nature of potential claims;

m Where the Government provides true risk reinsurance, the cost of meeting any claim
arising under such arrangements will be met by Government at the time (subject to the
structure and limits of such reinsurance). The associated costs will not be met directly
by underlying policy holders. Given the legislated nature of the scheme, however, the
Government maintains the ability to increase premiums after an event. This could
logically occur if the frequency and/or severity of claims experienced in practice was
higher than implied by the pricing of the scheme. Assessing underlying long run
frequency and severity will remain challenging, however, even in the wake of a major
claim, as terrorist events are intrinsically different in nature from most other types of
insurance risk.

Both of the above approaches address market failure. In the first instance, a very large
standby liquidity facility of the nature required would not be readily accessible (unless that
facility were itself supported by a government guarantee), due to the high potential risk that
the entity may not be able to repay such a facility, or may only be able to repay such a
facility very slowly over a very long time period. In the second instance, the government role
is to make up for the shortfall in reinsurance coverage available from private capital markets.

The appropriate level of fee to be paid to the Government in return for providing such a
guarantee will be very different in each of these two cases. In particular, the fee for
provision of standby liquidity facilities (where funds advanced are eventually repaid with
interest) will be materially lower than the appropriate fee for provision of full reinsurance
coverage (where funds are not repaid).

We note that the nature of guarantee to be provided by the Australian Government is not
clear in the original enabling legislation for ARPC. Specifically, it is not explicit whether the
guarantee is of the nature of provision of backup liquidity facilities and/or risk reinsurance.

In the advice provide by the Government Actuary®, the calculation of fees to be paid to
Government is, however, clearly made on the basis that the Government is providing risk
reinsurance. This reinsurance covers claims that exceed the capacity of the existing private
sector retrocession programme and the ARPC’s own reserve for claims, up to a maximum
claim of $10bn. The fees being levied equate to a marginal rate on line of some 0.55%,
which is materially lower than the marginal rate on line for the upper layers of the
retrocession program of around 2.0%°. If the government priced its guarantee fee at 2.0%,
then the appropriate fee for a $10 billion guarantee would be around $200 million.

We note that the calculations by the Government Actuary were based on the assumption
that the risk of a total claim of over $10bn was nil, and that it would thus not charge for this
element of the guarantee (ie for the top $4bn of cover).

6.9 Other matters to be addressed should a pool structure be continued

If the pool structure is continued, we believe there will be merit in addressing a number of
areas of where the scope of the current arrangements are unclear or where, in practice, the

> Memorandum from the Australian Government Actuary to Treasury 13 October 2011 Re: Dividend payment
from the terrorism pool.

% ARPC Annual Report FY14 provides aggregate retrocession fees of $81.728 million minus $7.606 million in
rebated brokerage divided by retrocession cover of $2.918 billion equaling 2.54% . This is the aggregate cost
of retrocession.
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government may be put in a position where it needs to meet claims irrespective of whether
they are formally covered by the scheme. If changes to the ownership of ARPC are
contemplated, it is likely that future owners of the scheme will require these issues to be
addressed prior to implementation of the new structure.

These areas include:

m  Mixed use buildings: Should a terrorist attack cause material damage to a mixed used
building that is not covered by the scheme, the Government is likely to come under
significant pressure to provide financial support to parties that are affected. As a result,
we believe that such buildings are better included within the scheme, in order that the
government (through ARPC) has the benefit of collecting insurance premiums in
advance of any such event, and has a ready mechanism for providing support following
an event that is consistent with other buildings that may have been effected;

m  Biological and chemical hazards: We understand that the legal position in relation to
the exclusion of biological and chemical hazards associated with terrorism attacks is not
entirely clear under the scheme. During market soundings, some reinsurers have
indicated that they would expect such claims to be met regardless of any insurers’
exclusion clauses (and covered via their reinsurance) and others have expressed an
opposite view. Were such an event to occur, uncertainty regarding the extent of cover
provided by ARPC would potentially create both economic and political risks.
Meanwhile in any event parties that are affected may well seek government support.
As a result, we believe it is important that the government provides absolute clarity
regarding any restrictions that apply to the scheme.

m  Recognition of a permanent role for ARPC: After more than a decade since its original
formation, and with global reinsurance pricing at a relatively low point in the cycle,
there is still only private sector capital available to provide for about 30% of the $10bn
guaranteed by the Australian Government. In this context, we note that the $10bn limit
on the government’s liability has never been increased, although the purchase of
retrocessions has increased the capacity of the scheme to around $13bn. Meanwhile,
most respondents to the market soundings exercise have expressed a clear preference
for a pool structure to continue. As we have outlined above, such a structure would be
required to support many of the alternative modes of ownership that we have
identified in our report. Accordingly, we believe it would be appropriate to amend the
legislation to give ARPC a permanent existence.

In addition, we note that there are other very similar risk pools related to State assets being
managed separately, including via NSW SICorp in NSW, VMIA in Victoria and QGIF in
Queensland. Meanwhile the State-based Workers’ Compensation Schemes each have their
separate terrorism risk exposures. There may be benefits in closer co-operation with these
pools.

Timing considerations

The alternative modes of ownership set out above each represent a logical end state for
ownership of the organisation. Accordingly there may be various intermediate ownership
structures that involve partial ownership by the Federal Government and/or a staged
approach to transferring risk to the private sector. In addition, the Government may identify
a preferred end state, but elect not to implement a transition to that end state until some
point in the future.

In assessing the relative merits and disadvantages of each of these options, it will also be
important to give consideration as to when any particular preferred option might best be
implemented. This may be set out in absolute terms (ie implementation by a particular
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date) or with reference to a particular benchmark (ie when a predetermined criterion or a
set of criteria are met). This will have the benefit of giving the ARPC clarity regarding its
medium to long term future, which is likely to help ensure the efficiency of the organisation
from an operational perspective, as well as in terms of the structuring of its reinsurance
arrangements.

Should Government decide to implement an alternative mode of ownership for the ARPC,
we believe that it would be attractive to implement this in the near term for a number of
reasons. These include:

m  From an operational perspective, the ARPC is well established and has a stable, highly
experienced management team;

m  Commercial lines property insurance costs have fallen in recent years. As a result, any
changes to the scheme which require increases in the cost of terrorism insurance would
be implemented at a time when overall insurance costs have been falling;

m  ARPC has yet to experience a claim event, meaning that any potential issues related to
the division of costs between parties who have and have not previously made claims do
not arise;

m  ARPC has accumulated a basic level of reserves for claims. Combined with reinsurance
arrangements, this is currently sufficient to meet the cost of at least one moderately
large event (although we recognise the potential challenges of obtaining value for this
reserve on transfer to a new owner).

We are aware of a small number of precedents related to the privatisation of insurance
entities and similar organisations that will be relevant for Treasury to consider in assessing
the potential viability of alternative modes of ownership for ARPC. These include:

m  The privatisation by way mutualisation that was proposed for GESB, the Western
Australian State superannuation administrator and investment manager;

m  The privatisation of IRB-Brasil Resseguros, Brazil’s largest reinsurer, in 2013; and

m  The privatisation by mutualisation of “MyCSP”, the UK Civil Service Pension
administrator in 2012; and

m  The formation of the private mutual Circle Partnership in 2004, which in 2011 acquired
the management rights UK National Health Service hospital Hinchingbrook Hospital.

6.11 Summary of major items to be addressed before any privatisation

Should the Australian Government elect to pursue a change to the current ownership model,
there are a number of key items which we believe will need to be addressed at the outset.
These are discussed in more detail elsewhere in this report and are summarised here for
ease of reference. They include:

m  Giving the scheme a permanent existence;

m  Setting out post event protocols for changes to the scheme that would be made in the
event that a major claim on the scheme materially reduced or eliminated its reserves.
This will need to address both the approach adopted to pricing of the scheme as well as
whether or not participation in the scheme would need to become compulsory at that
point in time;

m  Defining the boundaries around the scheme more clearly, including in relation to
biological and chemical hazards;

m  Removing where possible areas of potential inconsistency, such as in relation to the
current lack of coverage of certain types of mixed-use building;
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m  Considering the regulatory capital implications of a change in structure or ownership,
both for the scheme itself, as well as for financial institutions that derive protection
from the scheme;

m  Establishing pricing principals to be utilised to set pricing over time, given the nature of
the scheme as a statutory quasi-monopoly;

m  Formalising the basis on which the cost of government support is calculated, including
for risk reinsurance and/or for the provision of standby liquidity facilities.

Regulatory capital considerations and related matters

In common with a number of other global schemes, the ARPC currently operates as a
Government owned entity, and benefits from a Commonwealth Government guarantee that
allows claims to be paid well in excess of currently available retrocession coverage. This
guarantee means that all counterparties can place a high reliance on ARPC’s claims-paying
ability, as it is underwritten by the Australian Government’s AAA credit rating.

Under Government ownership, ARPC benefits from an explicit guarantee by the Australian
Government of all claims-related liabilities, subject to the legislated $10bn cap on claims in
respect of any one event. The ARPC is currently exempt from regulation as a financial
institution, and accordingly is not supervised by APRA and is not required to hold regulatory
capital. Meanwhile organisations that reinsure risks through ARPC benefit from such cover
being backed by an explicit guarantee. As a result, reliance on such reinsurance does not
create a need for such organisations to hold additional regulatory capital.

If the ownership of ARPC was transferred to the private sector, it may still operate as exempt
from regulation by APRA. If, however, the ARPC did not benefit from the existing
Government guarantee, financial institutions that benefited from reinsurance provided by
ARPC would need to hold additional capital to reflect risk inherent in that reinsurance
coverage (ie risk related to the claims paying capability of ARPC).

As ARPC would be a specialist reinsurance company, there would be potential merit in
making it subject to regulatory oversight, as is the case for other reinsurers operating in
Australia (whether via APRA or their home country regulator). In such circumstances, ARPC
would be required to hold capital reflecting:

m  The nature of risks that it was underwriting;

m  The level of retrocessions that it had secured;

m  The claims-paying capabilities of reinsurers from which it had obtained retrocessions;
m  Any residual Federal Government support; and

m  Other factors relevant to the assessment of regulatory capital requirements.

Careful consideration will be required to assess the appropriate level of capital for such an
organisation to hold, to ensure that it is adequately capitalised. This will be an important
area for discussion with APRA in order to assess the viability of any proposed alternative
mode of ownership.

The AGA analysis indicating that the ARPC should pay a fee of around $50 million to access
the government guarantee did not appear to take into consideration the cost of the capital
that the Commonwealth needed to reserve against claims. The AGA arrives at a guarantee
fee by pricing the risk of a claim event only. Given that the maximum possible loss is $10
billion and there is around $4 billion of retrocession available the AGA priced a loss greater
than $10 billion at zero (given it has a zero percent chance of occurring) and a S4 billion loss
at the current retrocession rate on line of around 2%.
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However, regardless of the probability of an event, any capital set aside for that event must
generate an adequate return on equity. The market’s pricing of retrocession, seems to
indicate that the required return for this capital is equivalent to a marginal rate on line of
around 1.8% to 2.0%. This would indicate that the full pre-event funded guarantee fee
payable to the government is $180 million to $200 million. We do not conclude that the
Commonwealth should increase its fee to this level. Instead given the positive social benefit
of operating the scheme, the Commonwealth should charge a fee that reflects its cost of
providing the guarantee.

We note that these considerations will also apply to any private sector organisation that
took on the role of ARPC (ie by underwriting terrorism reinsurance directly in Australia,
whether as a national monopoly provider or via the open market). Such organisations will
need to hold incremental capital to cover the risks that they take on, but will also benefit
from capital efficiencies arising from global risk-pooling effects. Such benefits are already
reflected in the price of obtaining retrocessions from such organisations.

In addition, should financial institutions invest directly in ARPC or a successor entity to ARPC,
it is likely that APRA will deduct such investment from its assessment of the regulatory
capital of the organisation in question.

These issues will require careful assessment prior to any decision to implement an
alternative structure for the ARPC or to pursue an alternative mode of ownership for ARPC
as they will have a material bearing on the practical viability of any particular approach.

Rating agency, economic and other financial considerations

In addition to regulatory capital considerations, any future owner of ARPC will have a view
on the amount of equity, debt and insurance capital that the organisation should hold in
order to achieve the optimum balance of expected risk and anticipated return. This will be
influenced by a number of factors, including:

m  Rating agency considerations — ie the potential impact on credit ratings and claims-
paying ratings of alternative capital structures;

m  Economic capital considerations — ie the assessment of the relative benefits of
enhanced levels of return on equity from having a lower of equity against the increased
risks of failure in the event of a major claim;

m  Tax considerations — ie optimising post tax returns to shareholders; and

m  Optical effects arising from the headline returns on capital calculated directly from the
company’s profit and loss account and balance sheet.

Although there will be some overlap between each of the above considerations, we
emphasise that they are all impacted by somewhat different drivers, and that any private
sector shareholder will seek to optimise its results taking into account all relevant
considerations.

As with regulatory capital requirements, these other financial considerations will be critical
in determining the level of profit which a standalone entity would need to earn in order to
meet the realistic expectations of its owners. Even in a mutual structure, where the ARPC
was owned by underlying insured parties, it will need to generate adequate returns on
capital to ensure it remains sustainably financed over the medium to long term.

Pottinger

Return to index 85



Triennial Review of ARPC | Report to the Department of Treasury February 2015

7. List of figures

Figure 1: Cost of terrorism insurance by risk tier (data for year to June 2013).......cccccveeeviieeeiciieecciiee e, 9
Figure 2: Transition to arm’s length pricing — simplified statement of comprehensive income................... 14
Figure 3: Questions addressed in Market SOUNAINGS ......ccuuiiiriieiiiiiie ittt e et e s ieee e saeee s 24
Figure 4: [ o B =1 G g o] [e 1= TSRS 24
Figure 5: Global terrorist attacks 2001 £0 2012...ccciuiiiiiiiiiiiiiee ettt s e e s aae e s sbaeeeas 27
Figure 6: Top 20 property insurance damage ClaimMS.......oiiiiiiiiiieeeeee e e e 27
Figure 7: Terrorist Attacks iN AUSEIalia .....eeeiiiiiiiee et e s s bae e e s bae e e 28
Figure 8: Terrorism risk deVEIOPMENTS .....coi it st e e et e s sbee e e s baeessanee 28
Figure 9: Modelling difficulties for terrorism INSUIANCE ......c.cevvieiieiiie ettt nene s 29
Figure 10:  ARPC retrocession programme — key statistics — calendar year.........cccovcueeeriiiiiiniieeiniieeeniee e 30
Figure 11:  Changes to the US terrorism risk SChEME.......ccoouiiiiiiiiiiiece e s 35
Figure 12:  Definition of eligible iNSUraNCe CONTraCES .......ooiviiiiiiriiiee e 37
Figure 13:  INSUIANCE PrEMIUIMS ..ooiuiieiiiiiie ittt et ee ettt e s et e e s e e e s sr e e s et e sesae e e s sare e e s eaneeesansaeessneeesanneeesnneens 38
Figure 14:  Insurance premiums by risk type COVEred........cuimiiiiiiiiiiiiiiiieeee e 39
Figure 15:  Cost of terrorism insurance by risk tier ......ooeoiiiioii e 39
Figure 16:  Definition a of terrorist act (s100.1 Criminal Code).......eeriiriiiiiiieiiie et 40
Figure 17:  Summary of the changes to the ARPC funding pool over time ........ccccoeveeriiiiieenieenieeneeceeeee, 43
Figure 18:  RetroCesSion iNSUIANCE QUOTES........ccivuieiiiriieiiiieeeiieee e tre s e e snee e s st e s e e e snnne s s b e e e senneeesennneas 44
Figure 19:  Retrocession insurance quotes — detail on mid-range figures .........ccoceeveriieinenienneeneeeeeee, 44
Figure 20:  Summary of scope of terrorism insurance schemes in major Western economies.............cc.ee..... 47
Figure 21:  Formation of Major SCNEMIES .........uiviiiiieecee e e e e e e seaeeenes

Figure 22:  Pool Re premium zones & rates

Figure 23:  Gross Written Premiums vs Claims

Figure 24:  Pool Re claim history .......ccceevevveiieeevnnennn.

Figure 25:  TRIPRA claim structure

Figure 26:  Extremus Versicherungs — summary financial information.........ccccccviviie e 55
Figure 27:  IMTRIP premiums and claims, in Rupees crores

Figure 28:  Transition to arm’s length pricing — simplified statement of comprehensive income.................... 61
Figure 29:  Pro forma statement of comprehensive income

Figure 30:  Overview of 2014 Retrocession program .........ccccceeeevveenne

Figure 31:  lllustrative cost of interest and principal repayments following a claim

86 Return to index

Pottinger



ANNEX B: FINITY REPORT






" et

015-Einity-€onsulting Pty Limited




15 May 2015

The Department of the Treasury

The Treasury Building

Financial System and Services Division
Langton Crescent

Parkes ACT 2600

Dear Sir/Madam,

finity

We are pleased to enclose our report on terrorism cover availability for mixed use and high-rise residential
buildings, and the financial implications if these buildings were included in the Australian Reinsurance Pool

Corporation scheme.

We look forward to discussing the report with you and your colleagues.

Yours sincerely

Ak

Aaron Cutter

Stephen Lee

Fellows of the Institute of Actuaries of Australia

Sydney Melbourne

Tel +61 2 8252 3300 Tel +613 8080 0900
Level 7, 155 George Street Level 3, 30 Collins Street
The Rocks, NSW 2000 Melbourne, VIC 3000

Finity Consulting Pty Limited  ABN 89 111470 270

Auckland

Tel +64 9 306 7700
Level 5, 79 Queen Street
Auckland 1010



The Department of the Treasury

Terrorism Insurance Cover for Mixed Use and High-
Rise Buildings

Part | EXECULIVE SUMIMAIY ....oiiiiiiiiieiiiiie ettt ettt s sttt e s s b bt e s e b b e e e aab b et e e aanbe e e e enbe e e e eanbneeeennee 4
Part Il Detailed FiNAINGS ..ottt a b e e s e bt e s abb et e e e s be e e e e nbneeeennee 9
N 1 4 o T 1U o] £ o o S PPRTPT 9
O R oo ] o LI T o [ o1 o101 PO PP PP PP PPPPPN 9
O S (Yo U L= =T o L] o SRR 9
1.3  Approach and information USEd............eeiiiiiiiiiiiiiiiie e s s e e e e s e e e e e e e e e snnrneeeeaes 9
1.4 StruCture Of thiS FEPOIT ... 9
2 Gap in terroriSmM INSUTANCE COVEIAGE ....uuutieiitiieeeitteeeeitteeeeataeeeeabaeeesabaeeessbaeeessabbeeeeanbneeeesabneeeeans 10
2.1 “Gaps” remain for mixed use and high-rise residential buildings ...........ccccccccoiviiiiii i, 10
2.2 Positive signs but no fundamental shift from the commercial insurance markets..................... 11
2.3 Other CONSIAEIALIONS. ....cci ittt ie ettt e ettt e e e e ettt e et e e e s e s bbb e e e e e e e e e saaabnbeeeeeeeeeeannnnnnees 12
2.4  Potential area for further investigation.............ccccovvviviviii 12
3 Previous Report found no material change to risk by adding mixed use buildings .................. 13
4  Mixed use and high-rise BUilding @XPOSUIE.......uuuuiiiiiiiiiiiiiiieieieieiereerererererererere . 14
o R V1 o o To T 7= T A o) (= e 1o = L = 14
4.2  Profile of mixed use and high-rise BUIldiNg...............uuiiiiiiiiiiiiiiii . 15
4.3  Aggregation of risks (Sydney and Melbourne CBDS)...........uuuuuuiuieimimiminieiniiiiieinininineninn.. 19
4.4 Buildings under construction and bracket Creep ... 21
5 Financial impact of including mixed use and high-rise residential buildings into ARPC.......... 23
L0 N S 1T 101U 0 S PP RUPRTPPN 23
I A ] [ (oot =11 (o] o T PP TP RUPRTPP 24
5.3  Australian GovernmMENt EXPOSUIE........c.ciiuuiiiiiiiieeiiiiieeeiieeeesateeeessteee e s abreeeessbbeeeesnbaeeeesasneeeeans 24
5.4 Implications for ARPC in the eVent of @ DTl .......ccoiiiiiiiiiiiiei e 26
6  Reliances and lIMITAtIONS .......uoiiii et e e et e e e e e e s bbbaeeeeaeeeaaes 27
L0 N B 11 1 o 10 [0 g 1=V g [0 B U= TSP RUPTPP 27
6.2 Data and other INfOrMAtION ...........coii i e e e e s er e e e e e s e nnneaees 27
6.3 NAUIE OF the TEVIEW....cii et e e e e s e s e e e e e e s e nanbeeereeeeesennnneeees 27
(T LT N o 1= e T Yo =2 PR PU RO PPRPPP 28
A OUr approach fOr thiS FEPOIT . ... . et e et e e e e e e e bbb ee e e e e e e e annreees 28
Al General @PPIOACK ... e e e aa e as 28
A.2 Identifying buildings and estimating the Sum iNSUred............cccoiiiiii e 28
B INfOrmation @nd dAt@ USEd ........ooi ittt e e e ettt e e e e e e e snb b e e e e e e e e e e enns 30

finity



The Department of the Treasury

C Companies contacted fOr thiS FEVIEW .......ccciiiuiiiiiiie e s s e e e e s e e e e e e e aanns 31
D Yo [ Y=Y O 21 N 41 = 1 PSSR 32
D.1 Sydney All Residential and Mixed Use Buildings (Buildings Sum Insured) ........cccccooevcvvveenenn. 32
D.2 Sydney Residential Only Buildings (Buildings Sum INSUred) .........ccccooviiieeiiiiieenniieee e 33
D.3 Sydney 0%-20% Mixed Use Buildings (Buildings Sum Insured)...........ccccoevniiieenniiieenniiieeee 34
D.4 Sydney 20%-50% Mixed Use Buildings (Buildings Sum Insured)............cccoociveeiniiieenniiieeennn 35
E Detailed breakdowWn fOr SYANEY ......uuiiiiiiiii it e e s s e e e e e e s s rae e e e e e e e aanns 36
E.L  NUMDEE Of FISKS....eiiiiiiii ittt e e e e et e e e e e e s s bbb e e e e e e e e e e nnntreaeeaeeas 36
E.2  EStMated SUM INSUIEA ......euiiiiiiiiiiiiiiiee ettt e e e e ettt e e e e e e s snnb e e e e e e e e s e s annbreaeeaaeas 36
F o KeY MiSK areas for SYUNEY ..o 37
G V=11 oo 0T g L= O =1 B I 4 -1 o 1 PP 38
G.1 Melbourne All Residential and Mixed Use Buildings (Buildings Sum Insured) ...........c.cccceeeen. 38
G.2 Melbourne Residential Only Buildings (Buildings Sum Insured) .........ccooovveiiiieeeniiiiee e 39
G.3 Melbourne 0%-20% Mixed Use Buildings (Buildings Sum Insured)...........ccccoovveeiiiieeeiiiieeeens 40
G.4 Melbourne 20%-50% Mixed Use Buildings (Buildings Sum Insured)..........cccoocuveeeiiiieeeniieeeens 41
H Detailed breakdown fOr MEIDOUIME .......oiiiiiiiiice e 42
H.L  NUMDBDEE Of FISKS...eeiiiieiie ittt e e e e e st e e e e s e st e e e e e e s e e nnnereaeeeeens 42
L I 1 g = U= To IR 0 T TS U = SO 42
I Key risk areas for MEIDOUINE ... 43

May 2015



The Department of the Treasury

Part| Executive Summary

The Department of the Treasury (“The Treasury”) has engaged Finity Consulting Pty Limited (“Finity”) to
ascertain whether a gap in terrorism insurance coverage for mixed use and high-rise residential buildings
continues to exist. If such a gap persists we have been asked to estimate the effect of including these
buildings into terrorism reinsurance provided by Australian Reinsurance Pool Corporation (ARPC).

The Treasury require this report to consider the need, initial feasibility and the financial and risk impact of
extending the cover offered by ARPC to include mixed use buildings and high-rise residential buildings.
In broad terms, our report explores:

Current insurance products and practices of commercial insurance markets, and whether a gap in
terrorism cover persists.

The effect on ARPC if the scheme was extended to fill the gap (in terms of extra premium
collected, additional exposure, change to loss scenarios). Our review focuses on Sydney and
Melbourne CBD areas.

We understand that our report may be referred to in Treasury’s ‘2015 Review of the Terrorism Insurance
Act 2003’ (the ‘2015 Triennial Review’), which is expected to be provided to the Minister.

Previous Report

Finity was involved in a previous review of mixed use buildings for ARPC in 2010 (‘Previous Report’), and
a subsequent update letter in 2012 (“Previous Update”).

Figure 1 below shows the current availability of terrorism cover by building type and asset value. There
has been no change in the gaps which existed at the time of writing our Previous Report.

Page 4 of 43 f 1 nlty
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Figure 1 — Terrorism Cover Availability
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All buildings with greater than 50% commercial usage, regardless of value, are covered for terrorism risk
by ARPC.

Terrorism risk does not completely cover the market for buildings with less than 50% commercial usage.
This arises because of the following:

Coverage excluded by ARPC, as these buildings are “wholly or predominantly used for personal,

domestic or household purpose”l.

Coverage is also not available from the commercial insurance markets, as private sector insurers
generally exclude terrorism risk on these policies. This is in turn because insurers follow
reinsurance terms, which exclude coverage for terrorism risk.

The exception is for residential buildings with sums insured under $50 million. Coverage for these
buildings is provided by reinsurers and insurers. Terrorism risk coverage is unavailable for residential
buildings with sum insured greater than $50 million (i.e. what we call “high-rise residential” buildings in
this report).

Current exposure

Table 1 shows the estimated number of mixed use and high-rise residential buildings within Sydney and
Melbourne Tier A postcodes.

! Terrorism Insurance Regulations 2003 (SLI No. 193, 2013), Schedule 1, Paragraph 2(d)(i)

- Page 5 of 43 finity



The Department of the Treasury

Table 1 — Number of Mixed Use and High-Rise Residential Buildings
in Sydney and Melbourne Tier A postcodes

Classification

Estimated
Buildings

Mixed Use Buildings*
High-Rise Residential?

51
68

Total in CBD areas

Other Tier A postcodes?®

119
28

Total Tier A

147

Source: CorelLogic and Finity Consulting

* 20% to 50% commercial floor space.

2 Less than 20% commercial and suminsured over $50

million.

3 Pyrmont, North Sydney, Southbank and Docklands.
Mixed use and high-rise residential buildings combined.

Assumed 15% commercial usage.

The estimated number of buildings covered by ARPC within Sydney and Melbourne Tier A postcodes
amounts to around 3,700.

If ARPC covered mixed use buildings we estimated an increase in the number of buildings covered by
around 1.5% for Sydney and Melbourne Tier A postcodes. Including high-rise residential buildings as

well would increase total insured buildings by a further 2.5%.

Table 2 shows the estimated sum insured associated with mixed use and high-rise residential buildings
within Sydney and Melbourne Tier A postcodes.

Table 2 — Sum Insured of Mixed Use and High-Rise Residential Buildings
in Sydney and Melbourne Tier A postcodes (by Sum Insured Band)

Aggregate Sum Insured ($m)
Sum Insured Band Mixed Use High-Rise Combined
($ millions) Residential
0-10 99 W/ 99
10 - 20 211 211
20-30 75 75
30-50 160 % 160
50 - 100 82 3,687 3,769
100 - 500 1,115 7,100 8,215
500+ 0 3,526 3,526
Total 1,742 14,314 16,056
Commercial exposure 146,872 146,872 146,872
Increased exposure 148,614 161,186 162,928
Increased exposure (%) 1.2% 9.7% 10.9%

Source: CorelLogic and Finity Consulting

The total sum insured associated with buildings covered by ARPC within Sydney and Melbourne Tier A
postcodes amounts to $147 billion.

May 2015
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Including mixed use buildings would increase ARPC'’s total sum insured by around 1.2%?. Adding high-
rise residential buildings into the ARPC cover would increase the total sum insured substantially more, at
around 9.7%. There are a number of large residential buildings within Tier A postcodes.

Expected growth

Table 3 below shows the projected increase in the number of risks from buildings under construction and
the effect of bracket creep (based on 5 years of inflationary increases for building costs) for Sydney
(postcode 2000) and Melbourne (postcode 3000).

Table 3 — Construction Activity and Bracket Creep (Sydney and Melbourne CBD only)

Buildings Impact of
Classification As at 2014 Under Bracket Projected
Construction Creep*
Mixed Use Buildings 51 8 n/a 59
High-Rise Residential 68 10 6 84
Total CBD area 119 18 6 143

Source: CorelLogic and Finity Consulting
! Estimated number of buildings w hich will beach the $50 million suminsured threshold in the next 5 years due
to building cost inflation. We have assumed inflation of 3% per annum.

In the CBD areas for Sydney and Melbourne, we estimate there are currently 51 mixed use buildings and
68 high-rise residential buildings which fall within the terrorism insurance gap, or around 119 buildings in
total. This is expected to increase by 15% based on buildings that are currently under construction. A
further 5% increase is expected between 2014 and 2019 due to sum insured inflation affecting high-rise
residential buildings (bracket creep — assumes commercial insurance markets maintain the terrorism
exclusion at $50 million).

Inwards premium

We have estimated the inwards premium for ARPC if mixed use and high-rise residential buildings were
included in the scheme based on the current exposure. To do this, we assume that mixed use and high-
rise residential buildings within Tier A postcodes would attract the same 12% loading as for commercial
properties within the same area. The 12% loading is applied to our estimate of the insurance premium
for these buildings, which insurers have reported to be around $0.03 to $0.06 per $100 sum insured.

If ARPC includes mixed use and high-rise residential buildings into the scheme, the effect on total
premium collected from Tier A postcodes Australia-wide® is estimated to be:

$100,000 to $200,000 per annum for mixed use buildings

$700,000 to $1.4 million per annum for high-rise residential buildings

% In the Previous Report, we estimated the increase in sum insured of including mixed use buildings was 2%. The change is
because we have reclassified World Square (Sydney) as a predominantly commercial building at this review, whereas previously it
was treated as a mixed use building.

® Tier A postcodes are 2000, 2009, 2060, 3000, 3005, 3006, 3008, 4000, 5000, 6000, and 6003.

May 2015
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We have not estimated the additional premium from mixed use and high-rise residential buildings outside
of the Tier A postcodes. Based on our discussions with the insurance industry, mixed use and high-rise
residential buildings are increasingly prevalent in population centres outside of the Tier A postcodes.

Outward retrocessionaire premiums

There may be an increased cost for ARPC’s retrocession program if mixed use and high-rise
residential buildings were included in the scheme. The extent of any increase should be limited as mixed
use and high-rise residential buildings do not materially alter maximum loss scenarios and the current
soft insurance markets.

Australian Government exposure

ARPC'’s current retrocession program results in exposure for the Australian Government to some
scenarios from including mixed use and high-rise residential buildings. Our Previous Report found that
the Australian Government’s exposure was not materially altered by the inclusion of mixed use
buildings (high-rise residential buildings were not considered).

Our view is that including mixed used buildings into the ARPC scheme does not currently change the
exposure significantly in the event of a DTI. However, inclusion of high-rise residential buildings will

generally increase the Australian Government’s exposure and for some key risk locations increase the
exposure significantly.

This report is subject to reliances and limitations as set out in Section 6.
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Part Il Detailed Findings

The Department of the Treasury (“The Treasury”) has engaged Finity Consulting Pty Limited (“Finity”) to
ascertain whether a gap in terrorism insurance coverage for mixed use and high-rise residential buildings
continues to exist. If such a gap persists we have been asked to estimate the effect of including these
buildings into terrorism reinsurance provided by Australian Reinsurance Pool Corporation (ARPC).

The Treasury require this report to consider the need, initial feasibility and the financial and risk impact of
extending the cover offered by ARPC to include mixed use buildings and high-rise residential buildings.
In broad terms, our report explores:

Current insurance products and practices of commercial insurance markets, and whether a gap in
terrorism cover persists.

The effect on ARPC if the scheme was extended to fill the gap (in terms of extra premium
collected, additional exposure, change to loss scenarios). Our review focuses on Sydney and
Melbourne CBD areas.

We understand that our report may be referred to in Treasury’s ‘2015 Review of the Terrorism Insurance
Act 2003’ (the 2015 Triennial Review’), which is expected to be provided to the Minister.

Finity was involved in a previous review of mixed use buildings for ARPC in 2010 (‘Previous Report’), and
a subsequent update letter in 2012. A summary of the key findings from the Previous Report and the
update letter can be found in Section 3 of this report.

The approach we’ve followed and the information which we’ve relied on for this report is described in
Appendix A and Appendix B respectively.

The rest of this report is structured as follows:

Section 2: Description of the gap in Terrorism Insurance coverage

Section 3: Summary of findings from our Previous Report

Section 4: Mixed use and high-rise residential buildings exposures in Sydney and Melbourne CBDs
Section 5: Financial implications if the gaps are absorbed by the ARPC scheme

Section 6: Reliances and limitations to this report

The appendices to this report provide additional detail for the reader.
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The gap identified in our Previous Report (2010) still exists.

The gap in terrorism insurance cover generally exists for buildings with less than 50%
commercial usage. The exception to this is residential buildings with sum insured less
than $50 million, where insurance cover is available in the private insurance sector.

There are some areas of the insurance market which offers terrorism risk coverage for
buildings that fall within the gap. However, at this stage this is generally on a risk by risk
basis. Further investigation on the cost and the extent of availability for this coverage is
need.

Figure 2.1 below shows the current availability of terrorism cover by building type and asset value. The
gaps which existed when writing our Previous Report have largely persisted.

Figure 2.1 — Terrorism Cover Availability
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All buildings with greater than 50% commercial usage, regardless of value, are covered for terrorism risk
by ARPC.

- Page 10 of 43 finity



The Department of the Treasury

Terrorism risk is not covered for buildings with less than 50% commercial usage. This arises because of
the following:

Coverage excluded by ARPC, as these buildings are “wholly or predominantly used for personal,

domestic or household purpose”4.

Coverage is also not available from the commercial insurance markets, as private sector insurers
generally exclude terrorism risk on these policies. This is in turn because insurers follow
reinsurance terms, which exclude coverage for terrorism risk.

The exception is for residential buildings with sums insured under $50 million. Coverage for these
buildings is provided by reinsurers and insurers. Terrorism risk coverage is unavailable for residential
buildings with sum insured greater than $50 million (i.e. what we call “high-rise residential” buildings in
this report).

We have selected a cut off of 20% commercial as the boundary between mixed use and residential,
broadly consistent with market practice of where commercial insurance policies are issued.

In this report, we have also documented results for high-rise residential buildings.

Finity conducted a number of phone interviews and meetings with insurers concerning the gap in
terrorism coverage. Our discussions confirmed that the gap in terrorism coverage is largely unchanged,
with the following exceptions:

Strata Community Insure, a newly established underwriting agency backed by Allianz, offers
terrorism coverage for certain classes of strata up to $100 million sum insured. However, Allianz
manages its exposure in certain geographical areas and may lead to reductions in the availability
of cover.

Some insurers have global reinsurance programs, which mean it's possible that terrorism risk
coverage could be provided for properties sitting in the gap. However, this reinsurance coverage
does not necessarily flow through to the policy level.

Some insurers, such as AIG and XL Insurance, offer specific terrorism products which can be
purchased on a risk by risk basis.

Facultative reinsurance for terrorism risks is available on a risk by risk basis.

The current soft insurance markets would support comments that the market for terrorism risk has
improved from 2010, and that there is more capacity and at lower premiums.

We have not tested the extent of this underwriting capacity or the affordability of it. At this stage,
comments suggest that terrorism cover on risk by risk remains expensive, even after taking into account
recent premium reductions. Coverage remains uneconomical in most instances and results in
purchasers forgoing coverage for terrorism risk. Furthermore, we would envisage that the availability of
coverage would be limited and the price would increase following a terrorist event.

* Terrorism Insurance Regulations 2003 (SLI No. 193, 2013), Schedule 1, Paragraph 2(d)(i)
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A list of insurers contacted can be found in Appendix C.

Our discussions with industry also identified the following points which may affect The Treasury’s
considerations regarding mixed use and high-rise residential buildings:

Bracket creep: The $50 million sum insured threshold for high-rise residential coverage has
remained unchanged for a number of years. This has led to some properties, which were
previously insured, to become uninsured for terrorism risk because of inflationary increases in
building sum insured. Alternatively, it has led some buildings sum insureds being kept below the
$50 million threshold, potentially meaning that some buildings are underinsured.

Equity issues: The gap in terrorism cover means that it is possible a mixed-use building will
receive no insurance protection following a terrorist incident while a nearby commercial building
would be fully compensated.

Definition of commercial usage: The definition of “predominantly used for personal, domestic or
household purpose” is not clear. Floor space is generally used for the predominance test, though
other measures are possible.

Commercial interests in residential buildings: A not insignificant proportion of residential
properties in mixed use and high-rise residential buildings are made up by investment properties,
and therefore there are commercial interests tied up in residential buildings.

Increasing prevalence of mixed use buildings: New apartment complexes generally include
some form of commercial tenancy. The increase in apartments in metropolitan centres will mean
that mixed use buildings will become more common.

It is beyond the scope of this report to quantify the amount of available capacity for terrorism risk and the
price of that coverage which is available on a risk by risk basis. We suggest that The Treasury may wish
to investigate the total available capacity for terrorism risk and survey the actual prices quoted for specific
buildings.

May 2015
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For the reader’s convenience, we have summarised the key observations from our Previous Report.
However, the reader should refer to the complete Previous Report for the complete context of our
comments.

Note that our previous report focused primarily on mixed use buildings, and observations below did not
include high-rise residential buildings (i.e. buildings with less than 20% commercial usage and with sum
insured greater than $50 million).

Our assessment of the additional exposure represented by inclusion of mixed use buildings (Tier A
postcodes only) in the terrorism scheme was:

The inclusion of mixed use buildings would increase the number of Tier A risks covered by ARPC
by around 1.5%.

Tier A sums insured would increase by around 2% with the inclusion of mixed use buildings.

The maximum loss scenarios due to geographic risk aggregation are unlikely to increase materially
with the inclusion of mixed use buildings.

As a result of the additional exposure if mixed use buildings were included in ARPC, the financial effects
on ARPC were estimated as follows:

The small increase in exposure in Tier A postcodes may result in an increase to ARPC’s
reinsurance premium revenue in the order of $300,000 to $400,000 per annum. It is difficult to
determine the impact by including Tiers B and C postcodes. However, it would be very unlikely
that the additional premium would approach 2% of the total annual premium pool.

Retrocession premium may be impacted, although the probable maximum loss is not materially
different. We would expect this to be a consideration limiting any increase in premium.

For similar reasons, we do not expect the inclusion of mixed use buildings in the scheme to
materially change the Australian Government’s exposure.

May 2015
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Including mixed use buildings into the ARPC would increase the number of buildings
covered by around 1.5% for Sydney and Melbourne Tier A postcodes. The increase
in the total sum insured to ARPC would be around 1.2%. This is lower than our
Previous Report because we have reclassified a major building (World Square in
Sydney) as predominantly commercial usage, whereas it was previously considered
mixed use.

The number of mixed use buildings in the Sydney and Melbourne CBD areas is
expected to increase by 16% based on buildings currently under construction.
There are currently a number of significant developments underway or planned which
include mixed use buildings, most notably in the Sydney development precinct of
Darling Square.

Including high-rise residential buildings into the ARPC would increase the number
of buildings by a further 2.5% for Sydney and Melbourne Tier A postcodes, though the
increase in the total sum insured is estimated to be substantially more at 9.4%.

The number of high-rise residential buildings which fall into the terrorism insurance
gap is expected to increase by 24% in the Sydney and Melbourne CBD regions. 15%
of this growth is due to new construction, while 9% is due to bracket creep.

Inclusion of mixed use buildings does not change ARPC’s maximum loss scenarios in
Sydney and Melbourne in a material manner. However, the inclusion of high-rise
residential buildings will generally increase the exposure for each key risk location and
create new risk aggregation areas.

This section summarises the mixed use and high-rise residential buildings exposure in the Sydney and
Melbourne CBD areas, including surrounding Tier A postcodes5.

Our results have also been documented in the form of risk profile maps of mixed use buildings by sum
insured bands and by commercial floor area percentage, which can be found in Appendices D and G.

4.1.1 Sum insured information

Finity estimates the sum insured for each land parcel in the Sydney and Melbourne Tier A areas. This is
calibrated to match the total sum insured by postcode provided by ARPC. ARPC receive a compulsory
update of sum insured by postcode from insurers each year. This is taken as the “source of truth” for
ARPC'’s aggregate exposure.

® Based on ARPC's definition of Tier A postcodes for the purposes of determining the applicable premium. Tier A postcodes are
assumed to be the greatest risk areas, and therefore attract a higher premium rate.

May 2015
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We have received this information in 2006, 2008, and 2014. We observed that total sum insured for the
Sydney CBD region has been reducing. This is a result of insurers improving the accuracy of their
reported sum insured, and not a genuine reduction in sum insured values.

The total sum insured for this review has been calibrated to the information provided as at 2014. For this
reason, comparisons of the sum insured by property to our Previous Report (based on the 2008
aggregate information) are not particularly useful. Instead, we have constructed hindsight estimates of
the historical sum insured for each building for comparison purposes. We have used the change in
building values to estimate 2010 sum insured.

4.1.2 Reclassification of World Square and Freshwater Place

In this report we have made the following notable reclassifications of land parcel usage:
World Square (Sydney) has been reclassified from a mixed use building to a commercial building
at this review to reflect the CityScope floor space usage for the development as a single building.
The Freshwater Place (Melbourne) land parcel has been reclassified from a residential building to

two separate buildings — one residential and the other commercial.

Further, the World Square development occupies 10 land parcels, which were previously considered as
10 mixed use buildings. Because of the reclassification, our starting estimated number of mixed use
buildings as at 2010 has reduced from 23 to 13 (see Section 4.2.1). Our review of the other land parcels
suggests this issue is isolated and that land parcels remain a good proxy for building numbers.

In this section we show the sum insured profile of mixed use and high-rise residential buildings that fall
within the insurance gap within Sydney and Melbourne Tier A areas.

4.2.1 Sydney Tier A gap stands at $11 billion
Number of Buildings

Table 4.1 below shows the number of mixed use and high-rise residential buildings in the Sydney CBD
and surrounding Tier A postcodes. We have also shown how this figure has changed since our previous
review. Note that the sum insured changes noted in Section 4.1 has required us to restate our estimate
of high-rise residential buildings at 2010.

Page 15 of 43 f 1 nlty
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Table 4.1 — Mixed Use and High-Rise Residential Buildings in Sydney (Tier A)
Estimated Number of Buildings

Classification As at 2010 Constructed/ Bracket As at 2014
Remowved Creep
Mixed Use Buildings* 13 0 n/a 13
High-Rise Residential® 47 4 2 53
Total Sydney CBD 60 4 2 66
Pyrmont® 6 n/a* 1 7
North Sydney? 3 n/a* 1 4
Total Sydney (Tier A) 69 4 4 77

Source: CorelLogic and Finity Consulting

+ 20% to 50% commercial floor space.

2 Less than 20% commercial and suminsured over $50 million.

3 Mixed use and high-rise residential buildings combined. Assumed 15% commercial usage.
* Information not available for this review .

We estimate that there are around 66 buildings in the Sydney CBD area which fall within the terrorism
insurance gap — 13 mixed use buildings and 53 high-rise residential buildings with sum insured estimated
to exceed $50 million. This has increased by six buildings from our estimate at 2010, four of which were
newly constructed high-rise residential buildings and two buildings because the sum insured increase
above $50 million due to inflation.

A further 11 mixed use and high-rise residential buildings can be found in the Tier A suburbs of Pyrmont
and North Sydney, bringing the total to around 77 properties. Note that we did not consider newly
constructed buildings for Pyrmont and North Sydney.

Sum Insured Profile of Mixed Use and High-Rise Residential Buildings

Table 4.2 shows the number of mixed use land parcels, split by building usage and the sum insured of
the land parcel for Tier A postcodes in Sydney.

Table 4.2 — Number of Mixed Use and High-Rise Residential Buildings
by Sum Insured Bands (Sydney Tier A)

__Number of Buildings
Sum_ Ir]sured Band Mixed Use ng_h—Rls_e Combined
($ millions) Residential
0-10 3 % 3
10 - 20 1 1
20 - 30 2 / 2
30-50 2 / 2
50 - 100 0 29 29
100 - 500 5 32 37
500+ 0 3 3
Total 13 64 77
Commercial exposure 1,908 1,908 1,908
Increased exposure 1,921 1,972 1,985
Increased exposure (%) 0.7% 3.4% 4.0%

Source: CorelLogic and Finity Consulting
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A version of this table containing further commercial use granularity can be found in Appendix E.

The estimated 13 mixed use buildings within Sydney Tier A postcodes compares with an estimated 1,908
commercial buildings which currently have terrorism insurance coverage through ARPC. This implies a
0.7% increase if mixed use buildings were included in the ARPC scheme. The size of mixed use
buildings within Sydney Tier A areas is evenly spread between smaller buildings (sum insured less than
$10 million) to larger ones with sum insured over $100 million.

We estimated 64 high-rise residential buildings, which would increase total buildings insured by the
ARPC by 3.4% if they were included in the scheme.

Table 4.3 shows the total sum insured detail associated with the buildings on mixed use land parcels,
split by building usage and sum insured band for Tier A postcodes in Sydney.

Table 4.3 — Total Sum Insured of Mixed Use and High-Rise Residential Buildings
by Sum Insured Bands (Sydney Tier A)

Sum Insured ($m)
Sum Insured Band Mixed Use High-Rise Combined
($ millions) Residential
0-10 8 W/ 8
10-20 17 17
20 - 30 51 51
30 -50 81 % 81
50 - 100 0 2,117 2,117
100 - 500 890 5,778 6,668
500+ 0 2,414 2,414
Total 1,046 10,309 11,356
Commercial exposure 81,902 81,902 81,902
Increased exposure 82,948 92,211 93,258
Increased exposure (%) 1.3% 12.6% 13.9%

Source: CoreLogic and Finity Consulting
A more detailed version of this table is also in Appendix E.

Including mixed use buildings would increase the total building sum insured for the Sydney Tier A region
by 1.3%, or by around $1.0 billion. This would increase the total building sum insured from $82 billion to
around $83 billion.

If high-rise residential buildings were also included, the additional increase in sum insured is estimated to
be $10.3billion, or around 12.6 %. This includes a significant contribution from buildings with less than
10% commercial usage (in some cases nil), which we estimate total building values of $7.5 billion. This
is due to a number of large sum insured residential buildings within the Sydney area.

4.2.2 Melbourne Tier A gap stands at $5 billion
Number of Buildings

Table 4.4 below shows the number of mixed use and high-rise residential buildings in the Melbourne
CBD and surrounding Tier A postcodes. We have also shown how this figure has changed since our
previous review. Note that the sum insured changes noted in Section 4.1 has required us to restate our
estimate of high-rise residential buildings at 2010.
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Table 4.4 — Mixed Use and High-Rise Residential Buildings in Melbourne (Tier A)
Estimated Number of Buildings

Classification As at 2010 Constructed/ Bracket As at 2014
Remowved Creep
Mixed Use Buildings* 32 6 n/a 38
High-Rise Residential® 9 1 5 15
Total Melbourne CBD 41 7 5 53
Southbank?® 7 n/a* 3 10
Docklands?® 7 n/a* 0 7
Total Melbourne (Tier A) 51 7 8 70

Source: CorelLogic and Finity Consulting

+ 20% to 50% commercial floor space.

2 Less than 20% commercial and suminsured over $50 million.

3 Mixed use and high-rise residential buildings combined. Assumed 15% commercial usage.
* Information not available for this review .

We estimate that the Melbourne CBD area has 53 buildings which fall into the terrorism insurance gap —
38 mixed use buildings and 15 high-rise residential buildings. This has increased by 12 buildings from
our estimate at 2010, with 7 newly constructed buildings and 5 high-rise residential due to bracket creep.

A further 17 buildings which fall into the terrorism gap are estimated for the surrounding Tier A postcodes
of Southbank and Docklands, an increase from 14 at 2010 due to bracket creep. Note that we did not
consider newly constructed for Southbank and Docklands, so we expect there to be a few more buildings
which fall into the terrorism insurance gap.

Sum Insured Profile of Mixed Use and High-Rise Residential Buildings

Table 4.5 shows the number of mixed use land parcels, split by building usage and the sum insured of
the land parcel for Tier A postcodes in Melbourne.

Table 4.5 — Number of Mixed Use and High-Rise Residential Buildings
by Sum Insured Bands (Melbourne Tier A)

__Number of Buildings
Sum_ Ir]sured Band Mixed Use ng_h—Rls_e Combined
($ millions) Residential
0-10 18 % 18
10 - 20 14 14
20 - 30 1 / 1
30-50 2 / 2
50 - 100 1 23 24
100 - 500 2 8 10
500+ 0 1 1
Total 38 32 70
Commercial exposure 1,781 1,781 1,781
Increased exposure 1,819 1,813 1,851
Increased exposure (%) 2.1% 1.8% 3.9%

Source: CorelLogic and Finity Consulting
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A version of this table containing further commercial use granularity can be found in Appendix H.

Including mixed use buildings into ARPC would increase the number of buildings covered in Melbourne
Tier A areas by 2.1%. The sums insured for mixed use buildings are skewed towards smaller sized
buildings. Including high-rise residential buildings would increase the number of buildings covered by
ARPC by a further 1.8%.

Table 4.6 shows the total sum insured detail associated with the buildings on mixed use land parcels,
split by building usage and sum insured band for Tier A postcodes in Melbourne.

Table 4.6 — Total Sum Insured of Mixed Use and High-Rise Residential Buildings
by Sum Insured Bands (Melbourne Tier A)
Sum Insured ($m)

Sum Insured Band High-Rise

Mixed U Combined
($ millions) xed se Residential ombine
0-10 91 % 91
10 - 20 194 194
20 - 30 24 24
30-50 79 / 79
50 - 100 82 1,570 1,652
100 - 500 226 1,322 1,548
500+ 0 1,112 1,112
Total 696 4,004 4,700
Commercial exposure 64,970 64,970 64,970
Increased exposure 65,666 68,974 69,670
Increased exposure (%) 1.1% 6.2% 7.2%

Source: CorelLogic and Finity Consulting
A more detailed version of this table is also in Appendix H.

The total sum insured of mixed use and high-rise residential buildings for Melbourne Tier A regions is
estimated to be $4.7 billion. The estimated increase in sum insured of including mixed use and high-rise
residential buildings into ARPC is as follows:

Including mixed use buildings would increase building sum insured by 1.1% (compared with 1.3%
for Sydney)
Including high-rise residential buildings would increase building sum insured by 6.2% (compared

with 12.6% for Sydney)

If mixed use and high-rise residential buildings were covered by ARPC, ARPC’s exposure in Melbourne
would increase from $65 billion to $70 billion. However, if the ARPC scheme only included mixed use
buildings, then ARPC’s exposure for Melbourne would be increase only from $65 billion to $66 billion.

We have identified some key areas in Sydney and Melbourne where the inclusion of mixed use and high-
rise residential buildings may significantly increase the aggregate risk in geographically concentrated
pockets with the respective Tier A postcodes.

Appendices F and | show the location of the key risk areas selected for Sydney and Melbourne.
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4.3.1 Sydney

Table 4.7 shows the increase in sum insured within a 150 metre radius of key locations within Sydney.
Note that the following table shows the total building sum insured within the radius, not the estimated
losses from a blast attack.

Table 4.7 — Risk Aggregation within Sydney CBD

voeooMixed Use Buildings™ | High-Rise Residential’
Cluster Address Predomlnaptly Building Sum Total Increase Building Sum Total Increase
Commercial Insured Insured
$m $m $m % $m $m %
1 Bent St / Phillip St 7,644 0 7,644 0% 100 7,744 1%
2 York St/ Jamison St 3,046 0 3,046 0% 211 3,257 7%
3 George St / Bathurst St 1,888 0 1,888 0% 1,226 3,114 65%
4 Goulburn St / Pitt St 3,117 48 3,165 2% 900 4,065 29%
5 Pyrmont St / Jones Bay Rd 2,054 0 2,054 0% 163 2,217 8%

1 20% to 50% commercial floor space.
? Less than 20% commercial and suminsured over $50 million.

From previous work we have completed with ARPC, we identified the corner of Philip St and Bent St to
be the area of largest risk aggregation. We have not identified any mixed use buildings within this area.
There is one high-rise residential building which falls within this area, which we estimate at $100 million.

We have estimated the largest increase in sum insured to relate to the buildings surrounding the corner
of George St and Bathurst St, where the total building sum insured increases from $1.9 billion to $3.1
billion (65% increase), largely from the Regent Pl/Lumiere building. Even with mixed use and high-rise
residential buildings included, the total sum insured for this location of $3.1 billion is still significantly
lower than the $7.7 billion total building sum insured at the corner of Philip St and Bent St.

From a review of the additional risk, and as represented by results documented for selected locations, we
have found the inclusion of mixed use buildings does not change ARPC’s maximum loss scenarios for
Sydney (as per our findings from the Previous Report). However, the inclusion of high-rise residential
buildings will increase the exposure for each key risk area of Sydney and for some key risk locations the
increase in exposure is significant.

4.3.2 Melbourne

Table 4.8 shows the increase in sum insured within a 150 metre radius of key locations within Melbourne.
Note that the following table shows the total building sum insured within the radius, not the estimated
losses from a blast attack.

Table 4.8 — Risk Aggregation within Melbourne CBD

Mixed Use Buildings* High-Rise Residential?
Cluster Address Predommaptly Building Sum Total Increase Building Sum Total Increase
Commercial Insured Insured
$m $m $m % $m $m %
1 Russell St/ Little Collins St 1,661 52 1,713 3% 81 1,794 5%
2 Queen St / Bourke St 1,272 135 1,407 11% 50 1,456 4%
Block enclosed by Kings Way / o o
3 Queensbridge St / Whiteman St 3,516 0 3,516 0% 55 3,571 2%
4 Southbank Bw / Freshwater Pl 732 0 732 0% 1,612 2,345 220%

 20% to 50% commercial floor space.
2 Less than 20% commercial and sum insured over $50 million.
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Key buildings in Melbourne are more evenly spaced across the CBD area, resulting in lower risk
aggregation compared with Sydney. Even with the inclusion of mixed use buildings, the maximum loss
scenarios for Melbourne do not change materially and are not expected to reach those in Sydney.

If high-rise residential buildings are included, the biggest increase we observe is at the corner of
Southbank Boulevard and Freshwater Place, with the total building sum insured increasing from $0.7
billion to $2.3 billion as a result of two large residential developments.

From the locations we selected, we have not found that the inclusion of mixed use buildings changes
ARPC’s maximum loss scenarios across Melbourne in a material manner. However, the inclusion of
high-rise residential buildings will generally increase the exposure for each key risk location and for some
key risk locations the increase in exposure is significant (similar to Sydney).

Table 4.9 below shows the projected increase in the number of risks from buildings under construction
and the effect of bracket creep (based on 5 years of inflationary increases for building costs). Note that
we have only shown the CBD regions for each of Sydney (postcode 2000) and Melbourne (postcode
3000).

Table 4.9 — Construction Activity and Bracket Creep

Buildings Impact of

Classification As at 2014 Under Bracket Projected

Construction Creep®
Sydney CBD (Postcode 2000)
Mixed Use Buildings* 13 4 n/a 17
High-Rise Residential? 53 1 4 58
Total Sydney CBD 66 5 4 75
Melbourne CBD (Postcode 3000)
Mixed Use Buildings* 38 4 n/a 42
High-Rise Residential? 15 9 2 26
Total Melbourne CBD 53 13 2 68
Total Sydney and Melbourne 119 18 6 143

Source: CoreLogic and Finity Consulting

* 20% to 50% commercial floor space.

2 Less than 20% commercial and suminsured over $50 million.

3 Estimated number of buildings w hich will beach the $50 million sum insured threshold in the next 5 years due
to building cost inflation. We have assumed inflation of 3% per annum.

In the CBD areas for Sydney and Melbourne, we estimate there are currently 51 mixed use buildings (13
in Sydney and 38 in Melbourne) and 68 high-rise residential buildings (53 in Sydney and 15 in
Melbourne) which fall within the terrorism insurance gap, or around 119 buildings in total. This is
expected to increase by 18 (to 137 buildings) based on buildings that are currently under construction. A
further 6 high-rise residential buildings (to a total of 143 buildings) are expected to fall within the gap due
to sum insured inflation (i.e. bracket creep).

Of particular note are a number of developments under construction or being planned, which potentially
lead to new risk aggregation locations:

May 2015

Page 21 of 43 flnlty



The Department of the Treasury

Barangaroo precinct: The Barangaroo precinct (a $6 billion project) will comprise a mixture of
commercial development, residential development and parkland. The precinct is a major Sydney
CBD development. We expect that this development will include mixed use and high-rise
residential buildings which fall into the current terrorism insurance gap.

Darling Square precinct: Seven towers to be built at the site of the current Sydney Entertainment
Centre which will include 1,400 apartments, 24,000 sgm of commercial office space, and 7,000
sgm of retail.

Greenland Centre Sydney: This 240 metres, 60 storey mixed use development is expected to be
the highest residential building in Sydney. The development is estimated to cost $600 million and
comprise 400 apartments and a hotel.

Further, strata unit underwriters we spoke to as part of this review have highlighted the increasing
number of “lifestyle” apartments with attached commercial tenancies outside of the main CBD areas.
These buildings are generally centralised around transport hubs. We have not quantified the number or
size of these buildings, though the implication is that mixed use buildings are becoming more prevalent.

May 2015
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ARPC is estimated to collect $100,000 to $200,000 per annum more premium from
Tier A postcodes Australia-wide if mixed use buildings were included in the scheme

If high-rise residential buildings were included in the scheme, ARPC is estimated to
collect $700,000 to $1.4 million per annum additional premium from Tier A postcodes
Australia-wide.

Total additional premium if both mixed use and high-rise residential buildings were
included in ARPC would be between $0.8 million to $1.6 million per annum.

There may be an impact on ARPC'’s retrocession program if mixed use and high-rise
residential buildings were included in the scheme. The extent of any increase should
be limited as mixed use and high-rise residential buildings do not materially alter
maximum loss scenarios. We also note that current soft insurance markets will
assist to keep retrocession costs down.

Our Previous Report found that the Australian Government’s exposure was not
materially altered by the inclusion of mixed use buildings. Due to changes in ARPC’s
retrocession program at this review, including mixed use and high-rise residential
buildings will mean that the Australian Government will be exposed to some
scenarios which previously would be paid fully by ARPC and reinsurers.

While there is a potential increase in the Australian Government’s exposure, our view
is that including mixed used buildings into the ARPC scheme does not currently
change the exposure significantly in the event of a DTI as the location of these
buildings are generally not in the vicinity of high loss areas. However, inclusion of
high-rise residential will generally increase the Australian Government’s exposure
and for some key risk locations increase the exposure significantly.

We have estimated the inwards premium for ARPC if mixed use and high-rise residential buildings were
included in the scheme based on the current exposure. To do this, we assume that mixed use and high-
rise residential buildings within Tier A postcodes would attract the same 12% loading as for commercial
properties within the same area. The 12% loading is applied to our estimate of the insurance premium
for these buildings, which insurers have reported to be typically between $0.03 to $0.06 per $100 sum
insured, though a wide range would exists on a building by building basis. This compares to assumed
rates of $0.05 to $0.075 per $100 sum insured in our Previous Report, which reflects the continued soft
commercial insurance markets over this time.

Table 5.1 shows our estimate of the additional premium collected by ARPC by including mixed use and
high-rise residential buildings into the scheme.
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Table 5.1 — Estimated Premium Collected by ARPC

Commercial Mixed Use Buildings Estimated Premium? High-Rise Residential Estimated Premium?

Tier A Area BSI Proportion BSI Low High Proportion BSI Low High

$m $m $'000 $'000 $m $'000 $'000
Sydney 81,902 1.28% 1,046 38 75 12.59% 10,309 371 742
Melbourne 64,970 1.07% 696 25 50 6.16% 4,004 144 288
Brisbane 27,831 1.20% 334 12 24 9.00% 2,505 90 180
Adelaide 15,409 1.20% 185 7 13 9.00% 1,387 50 100
Perth 21,289 1.20% 255 9 18 9.00% 1,916 69 138
Total 211,401 1.19% 2,516 91 181 9.52% 20,121 724 1,449

1 Assuming 12% loading for Tier A postcodes apply to mixed use and high-rise residential buildings, and average premium rates of $0.03 (low
estimate) and $0.06 (high estimate) per $100 suminsured apply to these buildings.

Assuming that Tier A mixed use and high-rise residential buildings attract the same 12% loading as
commercial Tier A Buildings, ARPC would expect to collect an additional $100,000 to $200,000 of
premium per annum of premium if mixed use buildings were included in the scheme. Note that this
estimate is lower than our Previous Report as insurers have reported reduced premium rates.

If high-rise residential buildings were also included, this would increase the premiums per annum by a
further $700,000 to $1.4 million.

We have not reviewed the appropriateness of the 12% loading and its application to mixed use and high-
rise residential buildings. However, based on our understanding that insurers are already issuing
commercial policies for mixed use buildings and that high-rise residential buildings are treated similar to
comparably sized commercial buildings, then we expect that applying the same loading should be
broadly equitable and appropriate.

We have not estimated the additional premium from mixed use and high-rise residential buildings outside
of the Tier A postcodes.

For the 2014 calendar year ARPC had in place $3.24 billion of cover in excess of $360 million with
retrocessionaires, at a cost of around $70 million per annum. The inclusion of mixed use buildings only
will increase total exposure slightly, which may in turn increase the cost of this cover. However, we
expect that cost of cover increase would be more noticeable if high-rise residential buildings were
included. High-rise residential buildings account for a greater increase in exposure and increases the
maximum probable loss associated with sites around Sydney.

While the inclusion of mixed use and high-rise residential buildings creates a small number of new risk
areas, it does not change the likely maximum loss scenarios. We would expect these considerations
may mean ARPC'’s retrocession program may not need to change substantially to accommodate the
additional exposure, which will also limit any increase in premium. Further, the current soft insurance
markets may also factor to limit the increase to ARPC’s total retrocession costs.

The Australian Government is currently exposed to Declared Terrorists Incident (DTIs) resulting in
insured losses above around $1.4 billion®, though will only pay a small portion of the cost above $1.4
billion until the insured loss reaches $3.6 billion (at which point the Australian Government assumes full

® This is based on ARPC’s net assets, and assumes that ARPC pays from its available funds prior to drawing from the
Commonwealth Guarantee.
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payment through the Commonwealth Guarantee provided to ARPC)’. This is due to ARPC’s
retrocession program, which is shown in Figure 5.1.

Figure 5.1 — ARPC’s 2014 Retrocession Program
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Source: ARPC 2013/14 Annual Report

The Australian Government’s exposure level has come down from $2.9 billion in the Previous Report as
ARPC does not retrocede all the risks (i.e. it retains around 10% of the losses between $360 million and
$3.6 billion).

Our analysis of key risk locations within Sydney and Melbourne identified only two locations in Sydney
and one in Melbourne where including mixed use buildings and high-rise residential buildings would
increase the exposure materially. However, the impact on the Australian Government exposure is
substantially smaller due to the retrocession program.

For example, the total sum insured within 150 metres around George Street and Bathurst Street would
increase from $1.9 billion to $3.1 billion. The corresponding increase in the Australian Government’s
exposure will be $0.1 billion. This is illustrated in Figure 5.2.

" ARPC’s retrocession program is not 100% placed. The Commonwealth Guarantee will required to pay around $230 million of the
loss between $1.2 billion to $3.6 billion. For losses above $3.6 billion, the Commonwealth Guarantee will be required to pay the full
amount.

- Page 25 of 43 finity



The Department of the Treasury

Figure 5.2 — Increase in Australian Government Exposure for Goulburn St and Pitt St
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While there is a potential increase in the Australian Government’s exposure, our view is that including
mixed used buildings into the ARPC scheme does not currently change the exposure significantly in the
event of a DTI as the location of mixed use buildings are generally not in the vicinity of high loss areas.
However, inclusion of high-rise residential will generally increase the Australian Government’s exposure
and create some new risk aggregation areas. In particular, there are some notable examples such as the
developments precinct of Darling Square in Sydney.

The reinsurance recoveries required to be met by ARPC may increase in the event of a DTI, with the
extent of the increase varying by the location of the DTI. For the key locations we have reviewed above,
our estimate of the increase can be up to $1.6 billion. While we may expect a large percentage increase
in insured losses in cases where a DTI occurs in an area densely populated with mixed use and high-rise
residential buildings, we would not expect a similarly large increase in dollar terms.

In our key location scenarios, the inclusion of mixed use and high-rise residential buildings does not
increase ARPC’s maximum loss scenario. While we have not tested this for all locations, we believe the
key locations identified are a good representation of a “worst case” blast scenario in a Tier A location.

It is worth noting again that including high-rise residential buildings will lead to some new risk aggregation

areas. Furthermore there are mixed use buildings currently planned or being constructed which might
affected our conclusions in the future.

- Page 26 of 43 finity



The Department of the Treasury

This report is being provided for the sole use of The Department of the Treasury (“The Treasury”) for the
purposes stated above in this report. It is not intended, nor necessarily suitable, for any other purpose.
This report should only be relied on by The Treasury for the purpose for which it is intended.

We understand that Treasury may wish to:

Provide a copy of our report to the Minister as an attachment to Treasury’s 2015 Triennial Review.

As a result of making the 2015 Triennial Review public, release our report into the public domain.

Permission will be granted for such distribution of our report on the condition that the entire report, rather
than any excerpt, be distributed. No other distribution, use of or reference to our report (or any part
thereof) will be permitted without our prior written consent.

Third parties, whether authorised or not to receive this report, should recognise that the furnishing of this
report is not a substitute for their own due diligence and should place no reliance on this report or the
data contained herein which would result in the creation of any duty or liability by Finity to the third party.

Any reference to Finity in reference to this analysis in any report, accounts or any other published
document or any other verbal report is not authorised without our prior written consent.

Finity has performed the work assigned and has prepared this report in conformity with its intended
utilisation by a person technically competent in the areas addressed and for the stated purposes only.
Judgements about the conclusions drawn in this report should be made only after considering the report
in its entirety, as the conclusions reached by a review of a section or sections on an isolated basis may
be incorrect.

The report should be considered as a whole. Members of Finity staff are available to answer any
queries, and the reader should seek that advice before drawing conclusions on any issue in doubt.

We have relied on the accuracy and completeness of all data and other information (qualitative,
quantitative, written and verbal) provided to us for the purpose of this report. We have not independently
verified or audited the data but we have reviewed it for reasonableness and consistency.

The review provides a guide to the effects of extending the terrorism insurance scheme to mixed use and
high-rise residential buildings currently assessed as not predominantly for commercial use (and therefore
currently not covered). The primary effect will be to increase the sums insured covered by the scheme
and to potentially change the extent and location of sights of significant aggregation of risk. There is
uncertainty associated with the results of our review. In the context of estimating total insured losses, it is
not possible to quantify the uncertainty associated with the additional total insurance losses resulting
from inclusion of mixed use buildings. While our review may serve to increase the confidence in
understanding the effects of introducing mixed use buildings, how the results of this report are used and
communicated should be mindful of the uncertainty in our results.
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Part Il Appendices

Our approach to this report can be summarised as follows:

Conduct interviews with commercial property insurers and underwriting agencies to ascertain the
availability of terrorism insurance for mixed use buildings and high-rise buildings.

Map each building within the Sydney and Melbourne CBD regions by building usage, and
building/contents/business interruption sum insured (i.e. the ‘Exposure Information’). This is
described further in Appendix A.2 below.

From the updated Exposure Information, we estimated the financial effects of including mixed use
buildings and high-rise buildings in ARPC’s reinsurance scheme.

Building identification

Finity engaged RP Data Pty Ltd (trading as CorelLogic) to provide the location and relevant
commercial/residential composition splits of buildings within Sydney and Melbourne CBD areas. The
information attaching to each building included the number of residential or commercial occupants and in
some cases the floor areas of each (Appendix B provides the detail of CoreLogic’s information). We
have used this information to identify the land parcels containing mixed use buildings and to estimate the
proportional split of the building (by floor area) used for commercial and residential purposes.

Previous analysis undertaken for ARPC identified land parcels containing buildings with both commercial
and residential occupancy. We have used this previous analysis as a secondary source of information
where the CoreLogic information was not available.

Information from our previous analysis was supplemented with an exposure dataset from Geosciences
Australia (completed around 2010). Buildings coded as mixed use and residential by Geosciences
Australia were compared with our dataset. We reviewed the coding for each of these buildings and
revised the data from our previous analysis for differences where material.

We allowed for buildings that have been constructed since the previous analysis was undertaken. Since
2008, around 60 new buildings were constructed in the Sydney and Melbourne CBD regions.

For the majority of these buildings where CorelLogic floor space usage was not available we have
assumed 15% commercial usage (overall average), however, we have varied this on a case by case
basis for key buildings.

Buildings sum insured

Finity has estimated the sum insured for each location based on building footprint and height. This
estimate relies heavily on previous analysis undertaken by Finity for ARPC on commercial buildings
sums insured. We refer the reader to previous reports for the detail on estimates of sum insured per
volume of building.
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The total sum insured by building was calibrated to the aggregate sum insureds by postcode reported by
insurers to ARPC in 2014. Note that the aggregate sum insured reported to ARPC does not include mix
used and high-rise residential buildings. The reported aggregate sum insured as seen as a “source of
truth” as all insurers are required to submit this information to ARPC annually.

For an equivalent floor area, we have assumed that an average Buildings Sum Insured for the residential
component is comparable to the average sum insured for commercial risks.
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We received a file from CorelLogic’s CityScope database for Sydney and Melbourne containing new
properties that had been constructed since 2009 and properties currently under construction. This file
also contained:

Address of the building

Number of storeys

Year built

Number of commercial tenants

Number of residential units

Commercial lettable area

Residential unit area

Total building area

Last sale price and date

Latitude and Longitude of the building

For the properties currently under construction, we received a separate file with a detailed description of
the building including area.

Other sources of information we received for this review were:

Exposure information for Sydney and Melbourne CBD areas from the 3D Blast Model developed
by Geosciences Australia.

Aggregate sum insured information by Tier A postcode for 2014, as reported by insurers to ARPC
Aggregate sum insured information by Tier A postcode for 2008, as reported by insurers to ARPC
(provided previously)

In addition, we have relied on the following information from completed projects by Finity for ARPC:

Land parcel maps for Tier A areas of Sydney and Melbourne with estimated sum insured and
building usage
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We have contacted the following companies while undertaking this review:

QBE

CGuU

Allianz

XL Insurance
Berkshire Hathaway
Swiss Re
Munich Re
Guy Carpenter
AON Benfield
CHU
Longitude

Strata Community Insure

Other insurers were contacted but we were not able to seek comment due time constraints.
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D Sydney CBD maps
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D.2  Sydney Residential Only Buildings (Buildings Sum Insured)
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Sydney 0%-20% Mixed Use Buildings (Buildings Sum Insured)
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D.4  Sydney 20%-50% Mixed Use Buildings (Buildings Sum
Insured)
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Sum Insured Residential 0% - 5% 5% - 10% 10% - 15% 15% - 20% 20% - 30% 30% - 40% 40%-50%  Other! (assumed All %
($ millions) buildings Commercial Commercial Commercial Commercial Commercial Commercial Commercial 15%)
0-10 6 0 1 2 0 //% 696 82%
10-20 1 2 0 il 0 ':/ 43 5%
20-30 1 0 i il 0 /&% 19 2%
30-50 4 1 0 2 o / : 24 3%
50 - 100 7 2 1 0 0 0 , ,A % 29 3%
100 - 500 _ i 5 2 2 3 o / / 37 4%
500+ , // /// . / . 0 0 ) 0 o 7 // 3 0%
. ...
Total Sydney Z////////@IZZ///////////////J’%Z////////////%Z 19 6 4 9 0 ///////////////j,/{;”?j 851 100%
Total of interest (shaded) ///a ///‘a /// 7 3 4 9 0 /// 77
Proportion represented / ///,:/,,,//// //},’;{(// %«4 37% 50% 100% 100% M 9%
Commercial exposure 1,908
Total exposure (including mixed use buildings) I 1,985 (104%)
1 These are land parcels that did not appear in RPData.
Source: CorelLogic and Finity Consulting
Sum Insured Residential 0% - 5% 5% - 10% 10% - 15% 15% - 20% 20% - 30% 30% - 40% 40%-50% Other! (assumed Al %
($ millions) buildings _Commercial Commercial _Commercial Commercial Commercial Commercial Commercial
0-10 19 0 & 5 0
10-20 11 23 0 17 0
20-30 24 0 23 27 0
30-50 153 36 0 81 0
50 - 100 124 87 (0] 0 0
100 - 500 1,026 302 287 603 0
500+ 0 0 0 0o 0
Total Sydney 1,357 448 313 734 0
Total of interest (shaded) 1,150 389 313 734 0
Proportion represented 85% 87% 100% 100%

Commercial exposure

81,902

Total exposure (including mixed use buildings)

93,258 (114%)

1 These are land parcels that did not appear in RPData.
Source: CorelLogic and Finity Consulting
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F Key risk areas for Sydney

Building Sum Insured ($ millions)
All Residential and Mixed Use Buildings

. 0-10(69%)
| 10-20149)
I 20-30(19)
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I 100500 37)
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G Melbourne CBD maps

G.1  Melbourne All Residential and Mixed Use Buildings (Buildings
Sum Insured)
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Melbourne 0%-20% Mixed Use Buildings (Buildings Sum

Insured)
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Sum Insured 5% - 10%

10% - 15%

15% - 20% 20% - 30% 30% - 40%

40%-50%  Other! (assume d

All %

($ millions) i Commercial | _Commercia | Commercia | Commercia | _Commercial | Commercia | 15%)
0-10 5 2 6 7 5 68 30%
10-20 5 3 7 2 5 59 26%
20-30 3 2 0 0 1 30 13%
30 - 50 3 3 1 0 1 31 14%
50 - 100 3 0 0 0 i, 24 11%
100 - 500 1 0 0 0 2 10 4%
500+ 7 R Z ) Z 7 0 0 0 (0] 0 7 77 1 0%
... _ |
Z/////////////jg///////////////j,}{;/////////////////j{ 2 0 14 5 5 g w  ww
2 i 77 4 0 14 9 15 77 70
Cr : ///%{/////%Z;{,//// //f{ 20% 0% 100% 100% 100% // ////ﬁ{/ﬁ 318%
1,781
T(o)tmlmerpc;a;u?:?izillj[lzing mixed use buildings) [ 1,851 (104%)
1 These are land parcels that did not appear in RPDat:
Source: CoreLogic and Finity Consulting
Sum Insured | 0% - 5% 5% - 10% 10% - 15% 15% - 20% 20% - 30% 30% - 40% 40%-50%  Other! (assumed All %
($ millions) Commercial _Commercial Commercial Commercial Commercial Commercial Commercial | 15%)
0-10 34 17 44 26 21 340 5%
10 - 20 69 42 100 30 64 825 11%
20-30 77 42 0 0 24 736 10%
30-50 118 117 37 0 42 1,215 16%
50 - 100 209 0 0 0 82 1,652 22%
100 - 500 107 0 0 0 226 1,548 21%
500+ 0 g 0 0 0 0 (] 1,112 15%
. - _
ro / %% //2}’5‘»{/// ////,}4 51% 0% 100% 100% 100% ///%{/é ) 63%
64,970
g!a nclu?:ling mixed use buildings) ] 69,670 (107%)
1 These are land parcels that did not appear in RPData.

Source: CorelLogic and Finity Consulting
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Key risk areas for Melbourne
[ ]

Building Sum Insured ($ millions)
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