ISSUES PAPER: PRIVATE HEALTH INSURANCE PREMIUM
SETTING

Purpose

This paper provides a basis to discuss potential changes to the current premium setting process. The
options raised in this paper are not exhaustive. They are drawn from a number of sources, including
submissions from the 2015 private health insurance consultation process, previous reports
commissioned by the industry, work commissioned by the department and internal departmental
discussions.

Annual premium approval round

Changes to private health insurance premiums have been regulated by the Australian government
since 1996. Under section 66-10 of the Private Health Insurance Act 2007 (the Act), private health
insurers must apply, at least 60 days before the day they propose the change to take effect, to the
Minister for Health for approval of any premium changes to their pok'g:ies.

O
Under section 66-10 (3) of the Act: 0% qu’

The Minister must, by written instrument, approv % %jed changed amount or
amounts, unless the Minister is satisfied that g.cf nQe t@gt ould increase the amount or
amounts would be contrary to the publ/c /nt sK\

‘Public interest’ is not defined in the Ieglslatle@%\dﬁh owdes the Minister with some degree of
flexibility. @Q/

In the case of a refusal, the Mlnlste@ @a er or his reasons in each House of Parliament. The
Ministerial power to refuse a pr Q)Q) tion has been used only once, in 2001 following the
introduction of Lifetime Healthy \Qﬁ{/\z\@

Q << R
While not in legislation sﬁvc 00%here has been an understanding between the Government and
insurers that all premium applications are submitted for consideration at the same time each year,
with an annual date of effect from 1 April. As this is not a regulated requirement, insurers could still
apply for changes outside of this process.

The Department of Health has responsibility for the annual premium rounds, while the Australian
Prudential Regulation Authority (APRA), the prudential regulator of the Australian financial services
industry, oversees insurers’ solvency and capital adequacy. In their applications, insurers must
provide detailed financial information and cost and benefit projections to justify any increases they
seek. The proposed increases are reviewed by the Department, and by APRA for prudential viability,
and advice is provided to the Minister for Health.

The Minister cannot approve an increase which is different from the amount requested by the
insurer; she or he can only approve or refuse to approve the requested amount. However as part of
the administrative process for considering a premium increase the Minister may at times request
insurers to resubmit applications with different increases, or provide further evidence to support the
increase sought.
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It should be noted that the premium round is only one input to APRA. APRA has the power to
require insurers to report on their finances and operations and can independently audit insurers’
finances.

2016 premium round

As part of the 2016 premium round process, the Minister requested that insurers resubmit their
applications “for a lower premium increase or provide any evidence of extenuating circumstances”.
The Minister did not exercise her power to refuse a premium increase on public interest grounds,
under the Act.

Twenty of the 33 insurers resubmitted a lower increase. On 2 March 2016, Minister Ley announced
that private health insurance premiums would increase on average by 5.59 per cent from 1 April
2016 (compared with an industry weighted average of 6.18 per cent in 2015).

Influences on premium levels
There are many variables driving increased premiums which are indeg.endent of the approval
process, including:

: oé v

e Changes in the number of persons covered Q

e People upgrading and downgrading their policies <</

e The type of policies that new members are puchg\ ’\\2\

e Changes to waiting periods, changes in ben \/&@ cts

e Increased costs for hospital treatment

e Changes to prostheses pricing (and ut@a @f@gwces)

e Increased compliance mechamsm nnecessary admissions/readmissions
e Technology change which tend &h‘tdf{%ew higher cost treatments

e Rising utilisation of hospital @t@e

Insurers use actuaries to foregggf b@(ef {é,and to determine the necessary premium increase
required to meet their or r@a&%"i'ﬁeeds including benefit outlays, reserve requirements, risks
and shareholder returr]ég\ \2\

Legally, any Director of any Australian company must have an understanding of the financial health
of their organisation; particularly an awareness of their duty to prevent insolvent trading. Directors
should fully appreciate the financial implications of any proposed strategies, including premium
changes, and associated risks.

It is not in insurers’ long term interests to increase premiums without justification because higher
prices (premiums) mean they are less competitive, and that undermines an insurer’s viability as well
as the viability of the industry as a whole.

The following graph shows that premiums are rising at the same rate as benefits paid. While this

may indicate that insurers are not seeking excessive premium increases, it is not clear whether this
is because of market forces or because of the Minister’s role in the current approval process.
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Premium increases impact Government spending through the A @%Iian Government Rebate on
Private Health Insurance (the PHI Rebate) paid to consumers. sg;@’premiums will cause the cost

of the PHI Rebate to increase, although this is limited to thQ'<§Br)§Lhner Price Index (CPI). The PHI

Rebate is annually indexed on 1 April by a Rebate Adjus @&@c&s&\representing the difference
between the CPl and the industry weighted average '@%éeféin\pvemiums.

SR K
There are a number of reasons which have beeé@é@?v@d for the current premium setting

process, including an aim to: Y, 0 é\
o
e keep premium increases to the mini@&” ,e\s&ry to keep private health insurance affordable

e create public and market certgi{rg;éasb ) Q@roften and when premium increases will occur
@fr

e encourage insurers to careful % rQ&Iy consider all relevant factors in making their pricing
decisions. O &
O N . |
However, there are I|m|ta'\(¢g ?th&current process. There is little real opportunity for
government to interverig v@??‘nak@a substantive difference in the rate of premium increases.
Health insurers’ Boards base their premium applications on extensive independent actuarial advice,

and may find it difficult to vary their requests should the Minister ask them to resubmit their
application.

The Minister’s role in approving premium increases introduces a political element into what should
be a commercial decision. This means the Government is often perceived as responsible for
premium increases, despite powers to reject an application being limited to the public interest test.
As a result, consumers often direct their frustration at the Government and insurers can take less
responsibility for the increases.

Insurers have claimed that the current process restricts their pricing flexibility, without providing
offsetting benefits for consumers. It has also been suggested that the long lag time between
application and implementation may encourage insurers to be overly conservative in their forecasts,
resulting in premiums which are higher than they might otherwise be.
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Feedback received from some insurers is that they should be able to determine their premium
increases without Government intervention. Industry suggests that premium costs for consumers
are higher than they would be in a system that had less regulation of premiums.

It is unknown how deregulating the premium setting process will impact the industry and whether
premiums would increase or decrease for consumers. However, as with any market based pricing,
competition should tend to place downward pressure on premiums.

Recent government reviews (National Commission of Audit 2014, Competition Policy Review 2015)
suggest that more competition would provide consumers with greater choice and more cost
effective health care. The National Commission of Audit report suggests a lighter touch approach,
replacing the current arrangements with a price monitoring system. The Competition Policy Review
panel believe that prices should be fully deregulated when competition is deemed to be effective.

Case Study: compulsory third party insurance premium setting in NSW

Compulsory third party (CTP) insurance is similar to private healtbgﬁsurance in that
commercial providers offer insurance cover but government\> ates premiums. It provides
NS

a model for comparison.
SO

In most states CTP insurance is a built-in registratior@*mppgfe{\lzwith a sole insurer, however
in NSW, ACT and Queensland, drivers have the o Qj%!@%’mg the provider with whom

they insure. A QO

Q/é @?‘OQ
In NSW, insurance companies set premiund, qﬁé éc they must first lodge their premium
schedules with State Insurance Regulat ity (SIRA) for approval. Insurers are required

to submit premium filings to SIRA akle @n year. Additionally, insurers may notify SIRA
that they wish to vary premium other tiymes during the year.
WL

SIRA may reject a filing of %Q&Q@\E@%iums if it considers the premiums will not fully fund
the insurer’s liability, if it@mgﬁers@; e premiums to be excessive, or if the premiums do not
conform with its Pre @etqs ination Guidelines. For the purposes of the Motor
Accidents Compensc'ft*ion’ss\ct 1999, a premium should be sufficient “to provide a profit margin
in excess of all claims, cost and expenses that represents an adequate return on capital
invested and compensation for the risk taken.”

The NSW government does not subsidise or underwrite this insurance.

CTP is partially community rated, so insurers can vary premiums within certain limits. Insurers
use different factors and apply different weighting to factors to determine the premiums they
will charge. Factors which affect prices may include: geographic region, type of vehicle, driving
and claims history. Geographic regions and vehicle classifications are designated by SIRA.

SIRA issues Premiums Determination Guidelines as a mechanism to regulate the setting of
prices. They also regulate the distribution and marketing through the Market Practice
Guidelines.

It is worth noting that the current arrangements in NSW are under review, examining both
prices and administration.
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Options for consideration
This section considers possible options for change, and pros and cons of each. The options
presented are intended to guide and encourage discussion, they are not exhaustive.

The following issues are relevant to each option below:

e The impact of the change on premiums it not known

e The timing of the proposed change needs to be considered

e The changes may require legislative change

e Any change that results in varying dates for premiums increases and/multiple increases per
year would require a new process for calculating the Rebate Adjustment Factor used for the
PHI Rebate.

1. Increase regulation

Description

This option would increase the Government’s role in premium settins:chrough increased regulation,
which could comprise a number of components, for example: &

e Define ‘public interest’ in legislation oéo%‘],

e Widen the Minister’s powers to approve and reject pre@n&a’bplications

e Require publication of rationale and criteria used fo&y@ei&he\n&*of premium increases

e Legislate how often premium changes can be ma Oé ?\’

e Allow the Minister to approve a different per@ﬁ'&@}zafg’e from the amount requested.

Pros @) %&O

e Greater confidence and certainty for\gg%qég{(z

C SFE

Cons S ¥

e Potentially stifles innovation @%F@G‘tlon —there is a view that there is already too much
regulation. QQ <<,<</\2\<</

e Increased regulation h@?;%ﬂfgﬂﬁﬁo increase administrative workload for insurers and the

department - this t&increased costs and increased premiums.
e Would be inconsistent with the Government’s deregulation agenda.

2. ‘Tweak’ current regulatory environment

Description
There are a number of alternative options which slightly change the regulatory landscape that could

be considered, for example:

e Allow insurers to submit premium change applications:
— atanytime; or
— atany time but up to a limited number of times each year; or
— at set dates multiple times throughout the year, for example twice or thrice yearly —
insurers could choose to change premiums at any or all of these times
e Multiyear approvals (with the ability for insurers to review if required)
e Reduce the amount of information insurers are required to provide in applications.

Pros
e Increased provider autonomy in process.
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e Could be seen as supportive of the Government’s deregulation agenda.

Cons

e Possible increased administrative burden.

e Possible increased regulatory costs with flow-on to increased premiums.
e Decrease in certainty for consumers.

3. Banding premium approvals

Description

Applications would be placed into bands based on the percentage increase requested. All
applications with an average increase at or below a set ‘cut-off’ percentage would undergo a
streamlined application and assessment process. Those above the increase would undergo more
detailed scrutiny. Insurers would be advised of the ‘cut-off’ before undertaking their application
processes. Options for ministerial approval of premiums include:

a) All changes still require ministerial approval
b) Only changes above the threshold percentage require appro
c) Some changes (far above or below average increase) req$@(<é(€proval

Pros Q '\q%

e Lighter touch approach, with potentially less adminis&ﬁt \& %gen and a lower workload for
some providers (depending on application requi ?O

e Possibly less administrative workload for Departiment A.

e More certainty for providers. (é(, QVOQ

Cons Q/%

e Potentially still a relatively Iengthy&ﬁ{ﬂ@t @ocess (could be modified depending on what
increase was). %

e Less prudentially rigorous wf@r@Q @G'to increased financial risk.

e Possible incentive for msu@ reases lower than needed — although this risk would be

minimised by the Boardpg rgk'?)on5|b|l|t|es
e Changed regulatlom\ﬂﬁ‘ok@ es§arily reduced.
e Does not improve flexibility of premium increase timing.

Other considerations

e How would the threshold percentage be determined? For example, it could be based on a
capped gross margin or profit margin approach.

4. Complete deregulation of premium setting

Description

This option would involve removing the requirement for ministerial approval of premium changes.
Premium changes would be market driven, with insurers able to make and implement pricing
decisions to meet their individual circumstances.

Under this option, if other current regulation remains in place, health insurers would be required
under the Act to notify the Secretary of the Department of any proposed premium change before
the day on which the insurer proposes the change take effect, as they do for any other proposed
rule change. Health insurers would also continue to be required to inform policy holders about
proposed premium changes a reasonable time before the change takes effect.
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Pros

e Encourages competition and innovation in the sector.

e Current portability arrangements remain, thus providing incentive for insurers to price
competitively.

e More streamlined approach reduces regulatory and administrative burden on insurers (which
could provide cost savings to industry and reduce pressure on insurers to increase premiums).

e Reflects insurer expertise in premium setting and the role of health insurer Boards.

e Removes annual premium application workload.

e Removes the political involvement in what is essentially a commercial decision.

e Consistent with Government’s deregulation agenda.

Cons

e Consumer concern that premiums may unjustifiably increase.

e Reduced confidence in product because consumers view process as no longer being regulated by
government (despite the Minister’s limited powers currently). /<~

e No checks on whether premiums increases are adequate to @p%t financial viability — however
there would remain legal responsibilities on health insur

e Government still subject to criticism despite removmgé;g?&)ﬁo\?\the process.

Other considerations <</\’ % \’

e Need to work through implications for consu ?‘ eS?émpIe, does the premium purchase
price lock-in for the year even if the consu § stalments, or is the price only locked-in
if the consumer pays for the year’s prerab

e This option may be more suited to a y( t of annual insurance contracts.

Q.

5. Price monitoring syste ®@ @

Description

Under this option, the Gove& cease its role as premium increase approver and a price

monitoring system would\b_e fﬁdmged to track private health insurance prices.

Insurers would have the erX|b|I|ty to change their premiums how and when they choose, but prices
would be monitored through an independent regulatory body such as the Australian Competition
and Consumer Commission (ACCC). The ACCC regulates some national infrastructure services (such
as communications and energy) and monitors other markets (such as fuel prices and airport car
parking costs).

This option would be purely a price monitoring arrangement, not a regulatory arrangement. Price
monitoring could be in place for a set period (for example, three years), and then be assessed to
determine whether premium setting should be further deregulated, re-regulated or continue in a
price monitoring arrangement.

Under legislation, the reason for price surveillance must be that, in the Minister’s view, competitive
pressures are not sufficient to achieve efficient prices and protect consumers. If this is the case, the
Treasurer or Assistant Treasurer can request that the ACCC undertake price surveillance. The ACCC
can also be requested to undertake informal monitoring, however this relies on the voluntary
cooperation from industry to provide information.
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Pros

Price monitoring would allow some deregulation benefits.

Consumers would continue to have readily available information about premium increases
across the market.

May encourage price competition.

Cons

Legislation allows for price monitoring when there is limited competition - it would be difficult to
argue that the private health insurance sector is not competitive.

Consumer concern that premiums may unjustifiably increase.

No certainty as to when premium increases would occur.

Reduced confidence in product because consumers view process as no longer being regulated by
government (despite the Minister’s limited powers currently).

The information published may not meet consumers’ expectations regarding improved
understanding of the relative value of different products. Q/Q‘

Provides information but no enforcement mechanism.

No checks on whether premiums increases are adequa \éu@%rt financial viability — however
there would remain legal responsibilities on health |nsy,§$5)
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