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HIH – a financial profile



Underwriting performance

306 per cent  $103.5 million  61 per cent  $1995.4 million  30 Jun 2000 

216 per cent  $73 million  25 per cent  $1550 million  30 Jun 1999 (adj

to 12 months)

$33.8 million  $1233.5 million  31 Dec 1997 

Percentage 

increase over 

1997

Underwriting loss Percentage 

increase over 

1997

Net earned 

premium

Year



Effect of one-off entries on underwriting loss



1999: reduced loss by $157 million



2000: reduced loss by $360 million

While it is not unusual for an insurer to make losses on underwriting, the trend shown here and the reliance on one-off entries should have been a cause for concern. 
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HIH – a financial profile (cont)



Reliance on intangibles



30 Jun 2000: goodwill represented 50% of 

shareholders funds



Comparisons: QBE 4.9%%, NRMA 0.4%

75 per cent $703 million $939 million 30 Jun 2000

56 per cent $530 million $946 million 30 Jun 1999

23 per cent $128.8 million $560 million 31 Dec 1997

Intangibles to S/holders 

funds

Intangibles  S/holders funds  Year 

HIH tended to treat only goodwill and management rights as intangibles.  Other items such as future income tax benefits, deferred IT costs and deferred acquisition costs received different classifications.  
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HIH – a financial profile (cont)



Share price and dividend performance



Share price peak (July 1997) $3.70



Deterioration



1997/98 - 20%



1998/99 – 20%



1999/2000 – 40%

[Figures are compound and include value of 

dividends]



Share price (March 2001) $0.17 
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Death throes – FAI acquisition



1993 - interest in acquiring FAI



Sept 1988 – HIH acquires a strategic 

stake and announces takeover



Reliance on public information and no 

due diligence



Undisclosed under-provisioning



Estimate at 15 March 2001 of deterioration 

in pre- takeover reserves: $705 million



Cost of takeover to HIH: $590 million  

The estimate of the cost to HIH of the takeover of FAI was one I made based on evidence received at the Commission.  It included positive allowances for the value of lines sold into the Allianz joint venture. 
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Death throes – the Allianz joint 

venture



Deal approved by directors in Sept 2000



HIH sells profitable lines to a jv with Allianz



Allianz to pay $200M to HIH



Trust established to settle claims



HIH to pay $500M in assets and cash into the Trust



HIH’s share of premiums to be paid into Trust



No distribution until after actuarial assessment



Effects on HIH



No receipt of $200M (paid into Trust)



Cut off from main premium inflow (for at least 5 

months)

There is no suggestion that Allianz acted improperly in any way.
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Death throes – regulatory 

action/inaction



Allianz joint venture prompts review by 

State regulators



APRA less concerned



December 2000: Restive banks – Ernst 

and Young report on solvency



January 2001: Complaints from policy 

holders



APRA slow to react 
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The last days



Pressure from financial press and the regulators



6 March 2001: State regulators appoint investigators



13 March 2001: auditors advise ‘going concern is an 

issue



14 March 2001: KPMG report ‘at best marginally solvent’



15 March 2001



Directors receive report and resolve to approach court



KPMG appointed provisional liquidator



16 March 2001: APRA appoints investigator



August 2001: KPMG appointed liquidator



Estimated deficit: $3.6 billion to $5.3 billion

So far as I am aware the liquidators have not changed their estimate of the likely deficiency.


	__________________________________________

__________________________________________

__________________________________________

__________________________________________

__________________________________________

__________________________________________

__________________________________________

__________________________________________

__________________________________________

__________________________________________

__________________________________________

	
[image: image10.emf]10

Consequences of HIH collapse 

– the public



Taxpayers meeting State government 

contributions (builders indemnity and 

compulsory third party) – estimate $1.4 billion



Taxpayers meet C’th contribution to HIH Claims 

Support Scheme – estimate $245 million



A contributing factor in “public liability insurance 

crisis” and to calls for tort law “reform”



Loss of confidence in the integrity of the market 

system.  

1. The HIH Claims Support Scheme closed in February 2004.  It received 12000 applications and paid out on thousands of claims

2. The State and Commonwealth Governments will be creditors in the Schemes of Arrangement but the dividends are likely to be small 
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The HIH Royal Commission



Commission announced 15 June 2001



Inquiry commenced 3 September 2001



Hearings: 3 Dec 2001 to 30 Jan 2003



Report delivered 4 April 2003



Statistics



Hearing days: 232 (200 in a calendar year)



Witnesses: 126 plus 75 written statements



Notices to produce documents: 450



Transcript: 19,838 pages



Documents: 600,000 imaged pages



Report: 1,532 pages (2,700 in A4 format)



Cost: $36.9 million
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The HIH Royal Commission –

terms of reference



To inquire into and report on



The reasons for and circumstances 

surrounding the collapse



Whether there had been any breaches of 

the law



Whether there had been any undesirable 

corporate governance practices



To make recommendations for future 

directions and policies on insurance 

regulation and corporate governance 
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HIH – reasons for the collapse



The biggest single cause: under-reserving



Importance of provisions for future claims



Straight balance sheet considerations (50% of the  

liabilities)



Role of provisions in pricing risk



Provisions in HIH accounts at 31 Dec 2000: $3.1 billion 

(no prudential margin applied)



Provisions as per Royal Commission findings



Going concern: $5 billion ($1.9 billion under-

provided)



Break up basis: $7.6 billion ($4.5 billion under-

provided)



Value of prudential margin: $1.7 billion

1. I accept that estimating provisions for future claims is far from an exact science and that views can differ.

2. HIH did not apply a prudential margin in arriving at its level of provisions.
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HIH – other reasons for the 

collapse



Poor risk identification and risk management



Lack of suitable underwriting guidelines and controls



curious underwriting decisions or Inability to detect rogue 

underwriting?



Personal accident cover for Taiwanese military



Israeli motor vehicle damage (no terrorism exclusion)



Prohibition on ‘fronting’ not enforced: film financing 



Estimate of losses in UK operation: $1.7 billion



The US operation



Out (1994), back in (1997)



Re-acquisition with limited due diligence



Estimate of losses from US operation: $620 million



The FAI acquisition



Acquisition without sufficient inquiry



Estimate of cost of the deal to HIH: $590 million
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HIH – and wait, there’s more 

(reasons for the collapse)



Poor corporate governance



A private company mentality



Growth in size but not culture



Blind faith in leaders ill-equipped for task



Lack of investment controls and defined limits on 

levels of authority



Failure periodically to assess corporate governance 

model



Failure to focus on the concept of conflict of 

interest at board level



Lack of systems to ensure proper information flow 

to decision-makers

As regards the corporate governance debate generally, my view is that the regime should be values-based rather than rules-based: see Vol 1 Ch 6 of the Report.
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HIH - the accounts and 

accounting issues



Accounting problems – systemic issues



Reliability of accounts and integrity of source 

information



Accounting problems – handling of information



Filtering of information and avoidance of ‘bad news’



Failure to monitor budget



Audit



A flawed audit process



Performance of auditors insufficiently rigorous



But auditors not always at fault

1. HIH had considerable difficulty integrating accounting & claims data from businesses it acquired.
2. It consistently failed to achieve budgets but there was little evidence that this prompted enquiry or a search for remedial measures.
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HIH - the accounts and 

accounting issues (cont)



The effect of incorrect accounting – a 

reconstruction of the balance sheet

Not 

calculated

$444.7M ($236.2M) $939.1M 2000

($270.0M) $599.9M $131.4M $946.4M 1999

NTA 

(adjusted for 

Commission 

findings)

NTA (per 

published 

accounts)

S/holders 

funds 

(adjusted for 

Commission 

findings)

S/holders 

funds (per 

published 

accounts)

Year

See the HIH Report Vol 3 Ch 20 for a full exposition of how these figures were compiled.
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Reinsurance – a particular 

issue



‘True’ and ‘financial’ reinsurance 



The importance of risk transfer



Problems with reinsurance



Manner of documentation



Questionable accounting treatment

In this presentation I am commenting on the substance & accounting effect of the arrangements only.  I do not suggest that any individual or company was involved in wrongdoing.
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Reinsurance – the accounting 

effect



FAI 1998



Reported profit: $8.6 million



Reinsurance profit booked: $57 million



HIH 1999



Reported profit (loss): ($21.2 million)



Reinsurance profit booked: $57 million



HIH 2000



Reported profit: $18.4 million



Reinsurance profit booked: $92.4 million
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The fallout – consequences for 

individuals



The old adage – prosecutions or a 

Commission?



ASIC statistics



Number of individuals charged with criminal 

offences: 14



Number of individuals facing civil penalty 

proceedings: 1



Number of counts in the criminal charges: 43



Guilty verdicts against individuals: 5



Acquittals: 2



Number of individuals with criminal prosecutions 

pending: 7

1. In considering the conduct of individuals it is important to understand what was entailed in a referral to the regulatory authorities: see, in particular Vol 1 sects 1.2.5 & 1.2.7 of the Report.

2. I make no comment at all in this presentation about the conduct of particular individuals or companies.

3. ASIC has details of regulatory actions in the ‘Media & information releases’ section of its website www.asic.gov.au
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The fallout – consequences for 

individuals (cont)



Prosecutions – most common charges



False or misleading statements in a document required 

under the Corporations Act.



Failing to act honestly in the discharge of the duties as 

an officer of a corporation



Improperly using the position of an officer of a 

corporation to gain a benefit



Being party to the making available or giving information 

known to be false or misleading.



Prosecutions sentences imposed



Two persons: 4.5 years each



One person: 1.25 years



One person: suspended sentence



One person: in custody awaiting sentence
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The fallout – consequences for 

individuals (cont)



APRA’s powers to ban people from the industry



Not fit and proper



Not complying with prudential standards



APRA statistics



Number of individuals to whom notices have been 

issued: 42



Number of individuals disqualified: 22



Enforceable undertakings to remain out of the 

industry accepted: 1



Number seeking administrative review of APRA 

action: 7



Number seeking judicial review of APRA action: 3 

Details of APRA’s regulatory actions & its reform generally to aspects of the Royal Commission report & recommendations can be found in various sections of the website www.apra.gov.au
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The fallout – consequences for 

regulators and the industry



The fate of the 61 recommendations



Some of the major recommendations 

accepted



Restructure of composition of APRA



APRA review of its organisational structure



APRA tighten its supervisory culture



Reduction of State taxes on policies



Increase degree of disclosure of 

information to APRA

There is a list of the Government’s responses to the recommendations (as at 12 Sep 03) in Press Release No 82/2003 at www.treasurer.gov.au
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The fallout – consequences for 

regulators and the industry (cont)



Some of the major recommendations 

pending



Implement a policy holder support scheme



Change AASB 1023



Extend corporate duties based on function 

rather than office



One of the major recommendation not 

implemented



Definition of audit independence
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Death throes – regulatory action/inaction

		Allianz joint venture prompts review by State regulators

		APRA less concerned

		December 2000: Restive banks – Ernst and Young report on solvency

		January 2001: Complaints from policy holders

		APRA slow to react 
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HIH – a financial profile (cont)

		Reliance on intangibles

		30 Jun 2000: goodwill represented 50% of shareholders funds

		Comparisons: QBE 4.9%%, NRMA 0.4%



		Year 		S/holders funds 		Intangibles 		Intangibles to S/holders funds

		31 Dec 1997		$560 million		$128.8 million		23 per cent

		30 Jun 1999		$946 million		$530 million		56 per cent

		30 Jun 2000		$939 million		$703 million		75 per cent

























HIH tended to treat only goodwill and management rights as intangibles.  Other items such as future income tax benefits, deferred IT costs and deferred acquisition costs received different classifications.  
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HIH – a financial profile

		Underwriting performance



		Effect of one-off entries on underwriting loss

		1999: reduced loss by $157 million

		2000: reduced loss by $360 million



		Year		Net earned premium		Percentage increase over 1997		Underwriting loss		Percentage increase over 1997

		31 Dec 1997 		$1233.5 million 		$33.8 million 

		30 Jun 1999 (adj to 12 months)		$1550 million 		25 per cent 		$73 million 		216 per cent 

		30 Jun 2000 		$1995.4 million 		61 per cent 		$103.5 million 		306 per cent 



























While it is not unusual for an insurer to make losses on underwriting, the trend shown here and the reliance on one-off entries should have been a cause for concern. 
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HIH - the accounts and accounting issues

		Accounting problems – systemic issues

		Reliability of accounts and integrity of source information

		Accounting problems – handling of information

		Filtering of information and avoidance of ‘bad news’

		Failure to monitor budget

		Audit

		A flawed audit process

		Performance of auditors insufficiently rigorous

		But auditors not always at fault
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Death throes – FAI acquisition

		1993 -  interest in acquiring FAI

		Sept 1988 – HIH acquires a strategic stake and announces takeover

		Reliance on public information and no due diligence

		Undisclosed under-provisioning

		Estimate at 15 March 2001 of deterioration in pre- takeover reserves: $705 million

		Cost of takeover to HIH: $590 million  





The estimate of the cost to HIH of the takeover of FAI was one I made based on evidence received at the Commission.  It included positive allowances for the value of lines sold into the Allianz joint venture. 
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HIH – a financial profile (cont)

		Share price and dividend performance

		Share price peak (July 1997) $3.70

		Deterioration

		1997/98 - 20%

		1998/99 – 20%

		1999/2000 – 40%



[Figures are compound and include value of dividends]

		Share price (March 2001) $0.17 


















_1207488940.ppt


Death throes – the Allianz joint venture

		Deal approved by directors in Sept 2000

		HIH sells profitable lines to a jv with Allianz

		Allianz to pay $200M to HIH

		Trust established to settle claims

		HIH to pay $500M in assets and cash into the Trust

		HIH’s share of premiums to be paid into Trust

		No distribution until after actuarial assessment

		Effects on HIH

		No receipt of $200M (paid into Trust)

		Cut off from main premium inflow (for at least 5 months)





There is no suggestion that Allianz acted improperly in any way.
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The HIH Royal Commission – terms of reference

		To inquire into and report on

		The reasons for and circumstances surrounding the collapse

		Whether there had been any breaches of the law

		Whether there had been any undesirable corporate governance practices

		To make recommendations for future directions and policies on insurance regulation and corporate governance 
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Consequences of HIH collapse – the public

		Taxpayers meeting State government contributions (builders indemnity and compulsory third party) – estimate $1.4 billion

		Taxpayers meet C’th contribution to HIH Claims Support Scheme – estimate $245 million

		A contributing factor in “public liability insurance crisis”  and to calls for tort law “reform”

		Loss of confidence in the integrity of the market system.  





		The HIH Claims Support Scheme closed in February 2004.  It received 12000 applications and paid out on thousands of claims



2. The State and Commonwealth Governments will be creditors in the Schemes of Arrangement but the dividends are likely to be small 
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The last days

		Pressure from financial press and the regulators

		6 March 2001: State regulators appoint investigators

		13 March 2001: auditors advise ‘going concern is an issue

		14 March 2001: KPMG report ‘at best marginally solvent’

		15 March 2001

		 Directors receive report and resolve to approach court

		KPMG appointed provisional liquidator

		16 March 2001: APRA appoints investigator

		August 2001: KPMG appointed liquidator

		Estimated deficit: $3.6 billion to $5.3 billion





So far as I am aware the liquidators have not changed their estimate of the likely deficiency.
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The HIH Royal Commission

		Commission announced 15 June 2001

		Inquiry commenced 3 September 2001

		Hearings: 3 Dec 2001 to 30 Jan 2003

		Report delivered 4 April 2003

		Statistics

		Hearing days: 232 (200 in a calendar year)

		Witnesses: 126 plus 75 written statements

		Notices to produce documents: 450

		Transcript: 19,838 pages

		Documents: 600,000 imaged pages

		Report: 1,532 pages (2,700 in A4 format)

		Cost: $36.9 million
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HIH - the accounts and accounting issues (cont)

		The effect of incorrect accounting – a reconstruction of the balance sheet



		Year		S/holders funds (per published accounts)		S/holders funds (adjusted for Commission findings)		NTA (per published accounts)		NTA (adjusted for Commission findings)


		1999		$946.4M		$131.4M		$599.9M		($270.0M)

		2000		$939.1M		($236.2M)		$444.7M		Not calculated

























1. See the HIH Report Vol 3 Ch 20 for a full exposition of how these figures were compiled.
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HIH – other reasons for the collapse

		Poor risk identification and risk management

		Lack of suitable underwriting guidelines and controls

		curious underwriting decisions or Inability to detect rogue underwriting?

		Personal accident cover for Taiwanese military

		Israeli motor vehicle damage (no terrorism exclusion)

		Prohibition on ‘fronting’  not enforced: film financing 

		Estimate of losses in UK operation: $1.7 billion

		The US operation

		Out (1994), back in (1997)

		Re-acquisition with limited due diligence

		Estimate of losses from US operation: $620 million

		The FAI acquisition

		Acquisition without sufficient inquiry

		Estimate of cost of the deal to HIH: $590 million
















_1207488934.ppt


HIH – reasons for the collapse

		The biggest single cause: under-reserving

		Importance of provisions for future claims

		Straight balance sheet considerations (50% of the  liabilities)

		Role of provisions in pricing risk

		Provisions in HIH accounts at 31 Dec 2000: $3.1 billion (no prudential margin applied)

		Provisions as per Royal Commission findings

		Going concern: $5 billion ($1.9 billion under-provided)

		Break up basis: $7.6 billion ($4.5 billion under-provided)

		Value of prudential margin: $1.7 billion





		I accept that estimating provisions for future claims is far from an exact science and that views can differ.

		HIH did not apply a prudential margin in arriving at its level of provisions.
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HIH – and wait, there’s more (reasons for the collapse)

		Poor corporate governance

		A private company mentality

		Growth in size but not culture

		Blind faith in leaders ill-equipped for task

		Lack of investment controls and defined limits on levels of authority

		Failure periodically to assess corporate governance model

		Failure to focus on the concept of conflict of interest at board level

		Lack of systems to ensure proper information flow to decision-makers
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Reinsurance – the accounting effect

		FAI 1998

		Reported profit: $8.6 million

		Reinsurance profit booked: $57 million

		HIH 1999

		Reported profit (loss): ($21.2 million)

		Reinsurance profit booked: $57 million

		HIH 2000

		Reported profit: $18.4 million

		Reinsurance profit booked: $92.4 million
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Reinsurance – a particular issue

		‘True’ and ‘financial’ reinsurance 

		The importance of risk transfer

		Problems with reinsurance

		Manner of documentation

		Questionable accounting treatment
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The fallout – consequences for individuals (cont)

		Prosecutions – most common charges

		False or misleading statements in a document required under the Corporations Act.

		Failing to act honestly in the discharge of the duties as an officer of a corporation

		Improperly using the position of an officer of a corporation to gain a benefit

		Being party to the making available or giving information known to be false or misleading.

		Prosecutions sentences imposed

		Two persons: 4.5 years each

		One person: 1.25 years

		One person: suspended sentence

		One person: in custody awaiting sentence
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The fallout – consequences for individuals

		The old adage – prosecutions or a Commission?

		ASIC statistics

		Number of individuals charged with criminal offences: 14

		Number of individuals facing civil penalty proceedings: 1

		Number of counts in the criminal charges: 43

		Guilty verdicts against individuals: 5

		Acquittals: 2

		Number of individuals with criminal prosecutions pending: 7
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The fallout – consequences for regulators and the industry

		The fate of the 61 recommendations

		Some of the major recommendations accepted

		Restructure of composition of APRA

		APRA review of its organisational structure

		APRA tighten its supervisory culture

		Reduction of State taxes on policies

		Increase degree of disclosure of information to APRA
















_1207488925.ppt


The fallout – consequences for individuals (cont)

		APRA’s powers to ban people from the industry

		Not fit and proper

		Not complying with prudential standards

		APRA statistics

		Number of individuals to whom notices have been issued: 42

		Number of individuals disqualified: 22

		Enforceable undertakings to remain out of the industry accepted: 1

		Number seeking administrative review of APRA action: 7

		Number seeking judicial review of APRA action: 3 
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The fallout – consequences for regulators and the industry (cont)

		Some of the major recommendations pending

		Implement a policy holder support scheme

		Change AASB 1023

		Extend corporate duties based on function rather than office

		One of the major recommendation not implemented

		Definition of audit independence
















