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OVERVIEW

Report from the Chair

On behalf of the Australian Reinsurance Pool Corporation
(ARPC), | am pleased to present the 2014—15 Annual
Report.

ARPC plays a crucial role in protecting insurers and
businesses with Australian commercial sector assets from
losses caused by terrorism catastrophe. The organisation
was established in 2003 following the withdrawal of
terrorism insurance cover from the private insurance
market, after the 11 September 2001 terrorist attacks

in the USA.

A A
Over the past year ARPC has significantly increased its interactions and engagement
across the broad range of its stakeholders with the objective of ensuring that the
organisation and the reinsurance cover that it provides is better understood. In addition,
the triennial review process conducted by The Treasury was completed in the early part
of the year. ARPC focussed on delivering all key objectives in our strategic and business
plans throughout the year and | am pleased to report that we were successful in this
endeavour.

Unfortunately, the organisation was called upon to perform its role in responding to
the Lindt Café, Martin Place Sydney, declared terrorist incident (DTI). We are saddened
by the events at the Lindt Café, and we again express our deepest condolences to
everyone impacted by this terrible event.

Terrorism remains a persistent risk to Australia, and at the time of writing the national
terrorism threat level remains ‘high’, which means that a terrorist attack is likely.
ARPC’s loss modelling shows that probable maximum insured losses would exceed the
reinsurance capacity available in the private insurance market, causing market failure
to occur. The lack of an adequate private insurance market to cover all Australian
commercial assets remains an ongoing problem, one that the ARPC addresses.

Terrorism reinsurance pools similar to ARPC exist in all major economies around the
world. They are recognised as the most effective approach to the assumption of risk
and the delivery of cost effective terrorism reinsurance to the insurance sector.
Terrorism reinsurance pools like ARPC contribute to making communities more resilient
in the event of a terrorist attack by enabling certainty for financial recovery. ARPC helps
to improve Australian economic security by being ready and able to respond quickly to
a DTl

ARPC is considered a best practice terrorism reinsurance pool amongst the global pools.

This is due to our deep experience with blast and plume loss modelling, and our strategic
purchasing of retrocession reinsurance cover from Australian and global markets.
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As mentioned earlier much of ARPC’s efforts this year have focussed on explaining our
purpose and role to not only our insurer customers and reinsurer suppliers, but also
to federal and state/territory government police, security, and Treasury agencies.

An important milestone in the past year has been the decision by the ARPC Board to
relocate our Canberra operations to Sydney. This move will strengthen our interactions
by placing us in the same geographic market as most of our major insurers, reinsurers,
banks, and property owners.

We have recently launched the ARPC Corporate Plan for the next four years. The plan
focusses on positioning ARPC as a trusted advisor on terrorism risk insurance and in
connecting strongly with all our stakeholders emphasising our values and expertise.

During the year we also provided information to the triennial review of the Terrorism
Insurance Act 2003 (TI Act). As in previous years, the Treasury is responsible for
undertaking a review of the Tl Act and preparing a report to our responsible Minister.
This review is currently with the Minister and its release is pending government
approval. In the coming year, we look forward to working with our stakeholders to
implement the recommendations of the triennial review.

ARPC completed the 2014-15 year with a weaker financial position than the previous
year, with net assets decreasing from $573.0 million to $537.7 million. We delivered
an operating surplus, however our operating surplus fell from $71.4 million last year
to $22.2 million this year.

The reduction in net assets and operating surplus is due to an increase in our total fee
and dividend payments to the government, which in the reporting period amounted
to $112.5 million. In total, between FY2012-18, ARPC will have paid S0.8 billion in
dividend and fee payments to the government.

In order to maintain our financial sustainability we have reduced our retrocession
purchase (and retrocession capacity) as well as our operating expenses and workforce.
Notwithstanding these reductions, ARPC was still able to report a surplus for the year.
Nevertheless, financial sustainability remains a key concern for ARPC and our current
outlook continues to show a reduction in future net assets over the next four years.

I would like to express my sincere thanks to the Board of ARPC, to the CEO

Dr Christopher Wallace, to the executive team and staff for their commitment and hard
work on behalf of the organisation. We have faced many challenges this year and | am
very proud of the accomplishments of the whole team.

This is a particularly poignant time in ARPC’s history, as we say farewell to staff members
in Canberra who will not make the transition to Sydney. My deep gratitude goes to each
of them for their hard work and professionalism throughout this period of change.

AUSTRALIAN REINSURANCE POOL CORPORATION



The term of our Board Member, Ms Jan Bowe, expired on 30 June 2015. We would

like to sincerely thank Ms Bowe and acknowledge her valuable contribution to ARPC
during her six-year tenure, which included being the Chair of the Audit and Compliance
Committee for part of her tenure.

We recently welcomed three new members to the ARPC Board. Ms Elaine Collins,

Mr John Peberdy and Ms Janet Torney have been appointed as part-time, non-executive
Members of ARPC’s Board, each for a three-year period from 1 July 2015 to

30 June 2018 inclusive. | know that they will be marvellous additions to the Board and
will provide excellent direction and guidance as well as strong governance oversight.

They will join Mr Tom Karp and Ms Marian Micalizzi, long-term Board Members who
have been reappointed as part-time, non-executive Members of the Board for a further
one-year period to 30 June 2016.

With additions to our Board, and a move of our operations to Sydney, ARPC continues
to be well positioned to be able to respond effectively and swiftly in the event of a DTI.
We remain focussed on our primary purpose—delivering reinsurance support to our
stakeholders while benefitting the Australian economy.

Signature Supplied

Joan Fitzpatrick BA(Hons), LLB, ANZIIF (Fellow), CIP, GAICD
Chair

22 September 2015
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Report from the Chief Executive Officer

independent consultants.

Our role

ARPC protects Australia from economic losses to eligible
commercial property caused by terrorism catastrophe.
We do this by using our expertise to provide cost
effective reinsurance to support the economic resilience
of the nation. The terrorism reinsurance scheme
operated by ARPC is voluntary, but the vast majority of
insurers participate. We are wholly self-funded.

We are a corporate Commonwealth entity and engage
with the public sector through our responsible Minister,
and through our portfolio agency, the Treasury.

) : Our customers
Provide terrorism

Premiums

:_ Y 184 | am pleased to report that ARPC is well positioned

R : to support all our stakeholders. We have the financial
capability, skills and expertise, and the planning and
preparation in place to perform our role.

In 2014-15 we continued to deliver against our strategic
priorities while responding to the Lindt Café, Martin Place
Sydney, declared terrorist incident. We also provided
assistance to the triennial review of the Tl Act, which

was undertaken by the Treasury, in conjunction with

Protect the
Australian economy

S13 . 1 billion

Total funding
for claims

reinsurance cover We provide reinsurance cover to 231 insurer
to over $3.1 trillion customers, who themselves insure over $3.1 trillion
in assets in sums insured and collect around $3.7 billion in gross

written premiums from commercial businesses. In
Sl 28 1 . 2014-15 ARPC collected $128.1 million in premiums
« L million from our insurer customers, which represents just
3.5 per cent of insurer gross written premiumes.

The Tl Act mandates insurers to issue cover for

terrorism events. However, it is voluntary for insurers to purchase reinsurance cover
from ARPC. Insurers are able to choose to purchase cover with ARPC, or offer cover
under their own capacity or purchase alternative reinsurance.

AUSTRALIAN REINSURANCE POOL CORPORATION



Our reinsurance capacity

ARPC delivers significant reinsurance capacity to our
insurer clients with funding available of $13.1 billion in Protect the
reinsurance cover in the event of a DTI. Total capacity Government _and
comprises industry retentions (the deductible or excess encourage _p':'vat_e
retained by the insurer), ARPC net assets (held in our sector participation
claims reserve from accumulated surpluses), retrocession

reinsurance (private cover we purchase from reinsurers), SZ . 6 billion
and the Commonwealth guarantee (the guarantee

provided by the Commonwealth Government to ARPC). Private sector

We purchase $2.6 billion in private capacity through funding for claims

our retrocession reinsurance program placed with 60
reinsurers from within Australia and globally.

ARPC currently purchases a major share of the terrorism reinsurance global capacity for
commercial property that is available for Australian risks through Standard & Poor’s A-
or better rated reinsurers. However, this private sector capacity is insufficient to cover
a probable maximum loss. Therefore, we have access to the $10 billion Commonwealth
guarantee. ARPC’s total capacity covers most of the probable maximum loss scenarios
from a conventional blast in central business district (CBD) locations. ARPC is the

only vehicle through which the insurance industry is able to access the $10 billion
Commonwealth guarantee.

ARPC provides a transparent funding infrastructure for distributing compensation.

It enables quick payments to the business community to provide economic support,
including overseas-sourced funding, in a time of crisis. In this way we contribute to the
nation’s resilience by allowing it to recover financially more quickly from a DTI.

Terrorism reinsurance capacity

There is currently insufficient capacity to offer uniform terrorism coverage at
affordable prices to cover all commercial business risks in Australia. ARPC purchases
retrocession reinsurance capacity in order to protect the government from paying the
Commonwealth guarantee. This also encourages participation by Australian and global
reinsurers in delivering private capacity to cover private commercial business assets.

Our experience in the reinsurance market is that there is only limited reinsurance
capacity for terrorism and this capacity only exists mainly for individual risks.

The 2015 Triennial Review has undertaken independent expert analysis to test the
current appetite for a return of the private market at the capacity level required to
cover a possible maximum loss. We expect that the imminent report will include market
opinion on this issue.

ANNUAL REPORT 2014-15
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Payments to government

ARPC assists the sharing of risk between the private
sector and government. To date, ARPC has paid the Compensate the
government fees and dividends of $437.5 million to Government
compensate the government for the provision of

the $10 billion Commonwealth guarantee. We are Sl 1 2 5
part-way through the current Federal Budget initiative ¢

to pay the government a total of $450 million in fees million p.a.
and dividends up until FY2017-18.

Fees and Dividends

ARPC will have paid the government a total of fees and
dividends of $775.0 million up until FY2017-18.

Our value for money

The average price of cover to insurers is currently 3.5 per cent of eligible policy
premiums, which is a very favourable level when compared with other international
terrorism reinsurance pools.

Levels of retention (the deductible or excess) held by insurers are also very low, with
insurers holding retention on average of $1 million and up to a maximum of $10 million.
Insurers covered by ARPC also benefit from the capping of liability under the Tl Act.
This limits insurer’s liabilities through the legislated reduction percentage for a loss
exceeding ARPC’s capacity.

The reduction percentage operates by reducing very large losses such that no more
than the $10 billion Commonwealth guarantee is drawn. This means each of our insurer
client’s capital is fully protected, although commercial businesses may receive a reduced
payment if the DTl exceeds the Commonwealth guarantee.

Terrorism reinsurance pools and schemes operate in all major western economies.
Pooling of risk for terrorism catastrophe is an efficient response when capacity is limited
and prices are high. As global capacity has slowly increased, ARPC has transferred risk to
the private reinsurance market and reduced reliance on the Commonwealth guarantee
in the event of a terrorism catastrophe.

2015-2019 Corporate Plan

In August 2015, we published our 2015-2019 Corporate Plan, our first under the Public
Governance, Performance and Accountability Act 2013 (PGPA Act). The corporate plan
reflects our strategic objective to continue to develop ARPC’s capacity to be a trusted
advisor on terrorism insurance.

8 AUSTRALIAN REINSURANCE POOL CORPORATION



ARPC is on the move

ARPC’s operations are being consolidated into a single office in Sydney, with our
Canberra office closing by 30 September 2015. This move will support improved
efficiency in our operations by placing us closer to our insurer customers and reinsurer
suppliers.

The process to relocate all roles and functions from Canberra to Sydney is in progress
with a comprehensive plan in place to ensure our functions are not disrupted

while maintaining the same level of service. At the time of reporting, five offers of
appointment had been accepted with another five well advanced in the recruitment
process.

From 1 October 2015, we will be operating from our existing Sydney office located at
56 Pitt Street, while our new office in Sydney is prepared.

Three-year review of the Act (triennial review)

Section 41 of the Tl Act requires a review to be conducted at least once every three
years, which we refer to as the triennial review. The review must examine and report

on the need for the Tl Act to continue in operation. The 2015 Triennial Review has been
completed, with the final report currently with the Government, awaiting public release.
Reports for the three previous triennial reviews are available on our website.

Financial result overview

Our overall financial performance in 201415 was better than plan. Our operating result
for the year ended 30 June 2015 was $22.2 million and was $7.7 million (52.9 per cent)
better than plan, and $49.2 million (69.0 per cent) less than last year. The better than
plan operating result is primarily due to investment income of $21.3 million that is

$6.7 million (46.1 per cent) better than plan, although being $5.2 million (19.6 per cent)
less than last year due to the reduction in our net assets. Our operating result is lower
than last year due to the fee payment to Government of $55.0 million paid from our
expenses, in addition to the $57.5 million in dividend to Government that was paid from
our net assets.

We received premium revenue of $128.1 million, which was $2.6 million (2.0 per cent)
less than plan, and $1.6 million (1.2 per cent) lower than last year.

Our expenses (acquisition costs plus other operating expenses) were $8.0 million and
were $0.1 million (1.3 per cent) better than plan, and $1.0 million (11.5 per cent) lower
than last year.

Our net retrocession cost (after retrocession commission revenue) was $64.3 million

and was $7.7 million (10.7 per cent) better than plan, and $9.8 million (13.3 per cent)
lower than last year.
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A lower balance of investment assets and lower interest rates is impacting investment
income. Investment assets (including cash) are $560.1 million and are $36.7 million
(6.1 per cent) less than last year due to fee and dividend payments to government that

totalled $112.5 million.

Summary

ARPC has continued to support all our stakeholders. The
30 June 2015 results reflect the efforts of the Board,
management and staff of ARPC. In particular, | thank our
Canberra based staff who have diligently supported the
relocation of services to the Sydney office. Most of our
Canberra staff will not be transferring to Sydney and |
thank them for their contribution and service to ARPC.

Signature Supplied

Sustain the pool

S538 million

Net Assets

Dr Christopher Wallace, BEc(Hons), PhD(Econ), ANZIIF (Fellow), CIP

Chief Executive Officer

22 September 2015
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Report of operations declaration

The Members of the Australian Reinsurance Pool Corporation are pleased to present
their annual report on the operations of the Corporation for the financial year ended
30 June 2015. This report is made in accordance with a resolution of the Members.

The Members are responsible under section 45 of the Public Governance, Performance
and Accountability Act 2013 for the preparation and content of the report, which must
also be in compliance with the Public Governance, Performance and Accountability
(Financial Reporting) Rule 2015.

Signed for and on behalf of Members in accordance with the resolution of the Members.

Signature Supplied Signature Supplied

Joan Fitzpatrick BA(Hons), LLB, Tom Karp BA (Hons), FIAA

ANZIIF (Fellow), CIP, GAICD Member and Chair of the Audit and
Chair Compliance Committee

22 September 2015 22 September 2015

ANNUAL REPORT 2014-15

OVERVIEW

11



THIS PAGE HAS BEEN LEFT INTENTIONALLY BLANK



2250 E
L,
- .

b TN

Ly R




A AmiE 0 L .
T e B LD L LT
i - L CEL LI =
1
e EMAGEED 7). EEREE )
= -
T ipcosan : E
T A :
&

wh 0




1. STRATEGY AND ROLE
Introduction

The Australian Reinsurance Pool Corporation (ARPC) is a statutory authority under the
Tl Act, established in response to the terrorist attacks in the United States of America
(USA) on 11 September 2001. As a consequence of this attack, there was a global
withdrawal of terrorism insurance cover, leaving commercial property in Australia
uninsured against terrorism attacks and creating market failure. ARPC was set up by
the Australian Government with the support of stakeholders in the property, banking,
insurance, and reinsurance sectors.

Our purpose and role

ARPC was established with the singular function of providing insurance cover for eligible
terrorism losses (section 10 of the Tl Act) and the power to do all things necessary or
convenient to be done for or in connection with performing our function (section 11 of
the Tl Act). In 2014-15 we continued to support ARPC’s policy objectives through our
terrorism insurance scheme. Using our purpose and role as guidance, we continued

to strengthen our connection with all our stakeholders. As stated in ARPC’s 2015-19
Corporate Plan, our overarching objective is to become a trusted advisor to government
and stakeholders on terrorism risk insurance (and reinsurance) and through this to also
advise on the financial management of catastrophes.

We have articulated our purpose and role as follows:

to protect Australia from economic losses caused by terrorism
catastrophe.

we use our expertise to provide cost effective reinsurance to support the
economic resilience of the nation.

Our strategy

ARPC’s corporate plan details our strategic initiatives over our short, medium and long-
term horizons. In the short-term, our focus is on enhancing our core operations. The
medium-term focus is on providing expanded coverage within the Tl Act.

We have six broad strategic priorities that support these initiatives and our purpose and
role. These strategic priorities were further refined during 2014-15 and are as follows:

1 drive stakeholder communication and engagement

be a trusted adviso terrorism and catastrophe reinsurance

4 manage our risks effectively

maximise our financial performance to support our financial sustainability

expand our coverage within the Terrorism Insurance Act.

ANNUAL REPORT 2014-15
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ARPC's strategic vision for our future is underpinned by our Values. Our strategic vision

and our values are illustrated on the next two pages.
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Our values

Our values support our strategic objectives by influencing the decision making and

behaviour in all our activities. These values also support the ARPC Code of Conduct.
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Strategic priorities

The table below shows the activity undertaken in 2014—15 to progress our strategic
priorities.

Table 1.3: Report against strategic priorities

Strategic priority What we did in 2014-15

Drive stakeholder ARPC undertook a process of continuous improvement on
communication and stakeholder engagement activity.

engagement

We acknowledge that both our internal (Commonwealth
Government) and external stakeholders are central to our
operations, service delivery and delivering on our key policy
objectives.

We implemented a new customer relationship management
system using Microsoft Dynamics to track stakeholder
interactions.

We developed and implemented a stakeholder communication
plan.

We developed and provided industry presentations at the
OECD Third International Meeting on Terrorism Risk Insurance;
the Institute of Actuaries of the Australian General Insurance
Seminar; the Reinsurance Discussion Group; the Australian

and New Zealand Institute of Insurance and Finance (ANZIIF)
Reinsurance Rendezvous; and the ANZIIF Sunshine Seminar. We
also conducted an ARPC Terrorism Risk Insurance Seminar for
insurers in Sydney and in Melbourne.

Foster a flexible, efficient ARPC undertook a comprehensive staff engagement survey

and high performing culture  and an organisational culture survey during 2014 15. Staff and
executive workshops were held to review the results and to
advance and engender ARPC values.

Regular training sessions were conducted for all staff on
operational areas and on organisational policy.

All staff participated in insurance skills training provided by
Ernst & Young Actuarial Services; and reinsurance training
provided by ANZIIF.

Job descriptions were updated and work level measurements
were completed for all roles.

All executive and staff underwent performance appraisals
including informal mid-year and formal end of year appraisals.

We have undertaken work on the expired enterprise
agreement, but have not yet resolved a renewed agreement.

AUSTRALIAN REINSURANCE POOL CORPORATION



Strategic priority

What we did in 2014-15

Be a trusted advisor on
terrorism and catastrophe
reinsurance

During the reporting period ARPC participated in national and
international forums on terrorism and catastrophe insurance
and financing (see details under Stakeholder engagement in
this chapter).

We responded to a range of requests for advice and input,
including from The Treasury and government. Notably, we
were invited to provide technical input to the Northern
Australia Insurance Affordability Taskforce, in particular for the
option of a storm reinsurance pool.

We continued our collaboration with Geoscience Australia on
the 3D blast exposure modelling.

We implemented Cognos business intelligence analysis
software to improve our analysis capability.

Manage our risks effectively

ARPC formalised its enterprise risk management framework
and underlying control systems that identify, rate and quantify
our risks, and enable their ongoing mitigation.

As part of our enterprise risk management framework, ARPC
has developed a comprehensive risk appetite statement and
further refined its risk register.

We continued to work in partnership with actuarial advisers
to better understand and manage the global fluctuations in
premiums that impact on our revenue forecasting ability.

Maximise our financial
performance to support our
financial sustainability

ARPC maximises its financial performance by recording and
monitoring its net assets and operating surplus.

The purchase of retrocession reinsurance by ARPC also
increases our capability to pay claims and protects the
government from having to pay initial claims. The 2015
retrocession program was adjusted, giving due consideration
to ensuring financial sustainability in light of the pending
government fees and dividends payable.

We continued our program of auditing reinsured clients (called
our Reinsured Review Program) to ensure our reinsureds
clients submit accurate premiums to us.

We implemented balanced scorecard key performance
indicators reporting.

Operational efficiency was one of the drivers in the decision to
consolidate our operations into our Sydney CBD office.

ANNUAL REPORT 2014-15
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Strategic priority What we did in 2014-15

Expand our coverage within  In 2014-15, ARPC identified gaps in coverage for terrorism

the Terrorism Insurance Act  insurance, which was provided as input to the triennial review
process. In particular this focussed on mixed-use commercial
and residential property and high-rise residential property, and
focused also on cover provided for biochemical incidents.

Another focus in 2014-15 was addressing gaps in cover in state
and territory government schemes (which are not included in
the ARPC scheme). Discussions are being held in each state and
territory to identify gaps and provide recommendations.

What we do

Section 9 of the Tl Act established ARPC as a statutory authority, while section 10
prescribed the key function of ARPC, which is to ‘provide insurance cover for eligible
terrorism losses (whether by entering into contracts or by other means).” ARPC is a
corporate Commonwealth entity under the PGPA Act, subject to the PGPA Act’s financial
and non financial reporting requirements.

ARPC provides reinsurance cover of up to $13.1 billion for a DTI, protecting private
commercial assets that have an aggregate sum insured exposure of over $3.0 trillion.
Through the scheme, ARPC draws on international funds through our purchase of
retrocession reinsurance for rebuilding and re establishing commercial business activity.

Addressing market failure

ARPC enables the sharing and mitigation of risk caused by market failure, which led to
inadequate capacity to cover the Australian commercial market for terrorism insurance.
After 13 years of operation, there is still no whole-of-market, sustainable, alternative
provider of terrorism reinsurance. The reinsurance market still has insufficient capacity
to offer uniform terrorism coverage at affordable prices, a situation that is unlikely to
change in the next few years.

Market failure is evidenced by the fact that the 2015 retrocession program purchased by
ARPC was close to the total available global capacity for Australia, yet only about
30 per cent of the $10 billion cover provided by the Commonwealth guarantee.

National threat level

Market failure is sustained by the threat levels for terrorism risk. In September 2014 the
Australian National Terrorism Public Alert System raised the threat of a terrorist attack
from ‘low’ to ‘high’. At the time of reporting, the alert system comprised a range of four
levels that communicate an assessed risk of terrorist threat to Australia. The four levels
are:

e low—a terrorist attack is not expected
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¢ medium—a terrorist attack could occur

e high—a terrorist attack is likely

e extreme—a terrorist attack is imminent or has occurred

For more information on the National Terrorism Public Alert System and

the current level of alert please visit: http://www.nationalsecurity.gov.au/
Securityandyourcommunity/Pages/NationalTerrorismPublicAlertSystem.aspx

The Australian Security Intelligence Organisation (ASIO) provides information on the
nation’s threat environment. At the time of writing this report, the ASIO public website
advised that Australia will continue to face a persistent threat of terrorism, espionage,
foreign interference, including cyber security threats.

For more information on Australia’s threat environment please visit:

http://www.asio.gov.au/ASIO-and-National-Security/Threat-Environment.html

International threat environment

The international threat environment for terrorist events has dramatically changed
in recent years. The University of Maryland, USA, hosts a National Consortium for
the Study of Terrorism and Responses to Terrorism (START), which publishes a Global
Terrorism Database (GTD).

Figure 1.4: Number of international terrorism incidents by year 1970-2014
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The GTD is an open-source database containing information on terrorist events around
the world from 1970 to 2014. The GTD includes systematic data on over 140,000
international terrorist incidents that have occurred during this time period. Since 1991,
the number of terrorist incidents globally has more than tripled.

Please see http://www.start.umd.edu/gtd/

Working with our stakeholders

Stakeholder engagement

ARPC is committed to open and timely communication with stakeholders and we strive
to understand their needs and exceed their expectations. During 2014-15 we continued
to develop and sustain our stakeholder relationships. We met regularly with insurers
and provided customer service on reinsurance agreements and insurer premium
submissions.

Face-to face meetings were held during the reporting period with the following:

e reinsureds

e retrocessionaires

e industry bodies

¢ local government

e state government

e federal government

e state insurance corporations.

In 2014-15 we implemented an online Customer Relationship Management system to
improve stakeholder management and communication tracking capabilities.

The new system enables ARPC to record all its client information in a central repository
and provides organisation-wide visibility over the various interactions we have with our
stakeholders.

Sharing our knowledge

Sharing our knowledge with stakeholders enhances existing relationships and develops
partnerships across the spectrum of reinsurance activities. During the 2014-15 financial
year, ARPC representatives attended industry forums as delegates and presenters. This
included presentations by the CEO, Dr Christopher Wallace and the Chair,

Ms Joan Fitzpatrick at the Organisation for Economic Cooperation and Development’s
(OECD) Third International Meeting on Terrorism Risk Insurance in September 2014,
hosted by the USA Department of Treasury in Washington DC.
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Publications

ARPC published a quarterly electronic newsletter for insurers and other subscribers to
communicate information relating to their insurance cover with ARPC. This included
postcode updates for reporting exposures and other information regarding their
reinsurance agreement obligations.

Our periodic Market Update publication provided information on the triennial review
and the raising of the National Terrorism Public Alert level in September 2014, the
2013-14 ARPC Annual Report in November 2014, and an update in June 2015 on the
relocation of our Canberra office to Sydney. ARPC also published three media releases
and a media fact sheet during the reporting period.

Three articles featuring ARPC were published in the wake of the Lindt Café incident in
the following publications:

e ANZIIF's ‘Journal’ magazine (March 2015 edition)

e Insurance Matters (Sparke Helmore Lawyers, March 2015)

e Asia Insurance Review magazine (May 2015 edition)

Industry involvement

ARPC engages with the Australian and the international insurance industry through a
number of forums. We participate in industry events in order to raise the awareness of
our stakeholders on the scheme and to stay informed on global industry developments
in insurance and terrorism risk insurance.

During 2014-15 ARPC attended industry conferences and events including:

e Insurance Council of Australia, Regulatory Briefing

e Institute of Actuaries, Catastrophe Risk Seminar

e |[nstitute of Actuaries, General Insurance Seminar

¢ Insurance Council of Australia, Annual Dinner

e CREATE Foundation, Beat the Boss’s, Insurance Industry Event

e Financial Services Accounting Association, National Congress

e Australian and New Zealand Institute of Insurance and Finance, Claims Convention

e Australian and New Zealand Institute of Insurance and Finance, Reinsurance
Rendezvous

e Australian and New Zealand Institute of Insurance and Finance, Insurance Awards
dinner.

ANNUAL REPORT 2014-15

ONE STRATEGY AND ROLE

23



Reinsured review program

We undertake reviews of our reinsureds on a regular basis. The reviews provide
verification that reinsureds are meeting all their obligations under ARPC’s reinsurance
agreement. The following table details the number of visits to reinsureds conducted
over the past five years.

Table 1.5: Number of reinsured reviews undertaken by ARPC

Type of review 2014-15 2013-14 2012-13 2011-12 2010-11 2009-10
Full reviews 10 28 12 14 20 15
Follow up reviews 12 6 12 13 9 6
Total 22 34 24 27 29 21

Reinsured review trends
From reinsured reviews we have observed that the most common trends and issues are:

e postcode tables not being updated. This is important as the ARPC premium rating is
based on location of eligible risk by postcode.

e back-calculating of gross written premium. This issue is generally observed in
companies with overseas parent companies, which are restricted by the computer
systems they are able to use.

e terrorism exclusion clauses that are ambiguous or could have unintended
consequences. It is essential that eligible insurance policies have a straightforward
terrorism exclusion clause in the policy exclusions section in accordance with the Tl
Act.

e miscoding for premium purposes; this has shown a recent increase in occurrence. A
minor error in coding can cause major administrative issues for ARPC as well as the
reinsured. In some cases the reinsured is entitled to a partial premium refund due to
coding errors. All requests for premium refunds are considered in line with the ARPC
Premium Refund Policy, available on the website.

We will continue to work with reinsureds through our reinsured review program to
reduce the incidence of these issues.
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2. THE SCHEME
Background

In July 2003, the ARPC terrorism insurance pool (the scheme) was established. When a
DTl is declared, the Tl Act renders invalid any terrorism exclusion clause in an eligible
insurance contract.

Although insurers remain liable for commercial terrorism risks, the scheme is not
compulsory. Insurers can choose to carry the risk of terrorism losses following a DTI,
reinsure the risk through the commercial insurance market, or choose to reinsure with
ARPC by paying the scheme premiums.

ARPC’s policy objectives are outlined in an explanatory memorandum of the Tl Act
(Revised Explanatory Memorandum of the Terrorism Insurance Bill 2002). These
objectives are that intervention would need to be consistent with:

e the need to maintain, to the greatest extent possible, private sector involvement

e ensuring risk transferred to the Commonwealth is appropriately priced and that the
Commonwealth is compensated by those benefiting from the assistance

e allowing the re-emergence of the commercial markets for terrorism risk cover

e global solutions.

How the scheme operates
Through the scheme, insurance companies can choose to reinsure the risk of claims for
eligible terrorism losses following a DTI by paying reinsurance premiums to ARPC (see
Premiums).
Contracts of insurance covered by the scheme are those that provide insurance for:
e loss of, or damage to, eligible property that is owned by the insured
e business interruption and consequential loss arising from:
- loss of, or damage to, eligible property that is owned or occupied by the insured

- inability to use eligible property, or part of eligible property, that is owned or
occupied by the insured

e liability of the insured that arises out of the insured being the owner or occupier of
eligible property.

Eligible property is property located in Australia comprising of:

e buildings (including fixtures) or other structures or works on, in or under land

e tangible property that is located in, or on, such property

e property prescribed by regulation.
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The scheme does not cover loss or liability arising from the hazardous properties of
nuclear fuel, material or waste. The scheme also does not cover residential property
or the contents of residential property. However, farms can obtain cover if they hold
insurance for business interruption.

Claims against the scheme will be met once an individual insurance company’s risk
retention (the deductible or excess) is exhausted. The scheme requires insurers to retain
the first portion of any loss.

The total value of the scheme currently stands at $13.1 billion including capacity from
retrocession funding (see Scheme funding capacity).

Reduction percentage

If the Minister considers that the total amounts paid or payable by the Commonwealth
under section 35 of the Tl Act would exceed $10 billion, then the announcement of a
DTl must be accompanied by the specification of a reduction percentage. The reduction
percentage is only available to insurers who reinsure with ARPC, with the effect being
to reduce the amounts payable for terrorism losses under eligible insurance contracts.
The reduction percentage may subsequently be varied by the government, but only by
making it smaller.

The consequences of the reduction percentage, if applied, are that insurers are fully
covered by ARPC and have no liability for any costs above their retention. However,
commercial businesses will receive a reduced claim payment commensurate with the
amount of the reduction percentage.

If an insurer is not reinsured with ARPC, then they are liable for the full costs of a DTI
claim. They will not be covered by the reduction percentage and must pay claims to the
limit of the policy sum insured, subject to the policy terms and conditions.

Premiums

ARPC’s premium and investment income is used to fund its operations and build the
claims reserve available to meet future claims. The premium charged by ARPC for
reinsurance is determined by a Ministerial Direction. There has been no change to the
level of premiums charged since the scheme was established in 2003, despite this being
reviewed by each triennial review (see Triennial review).

The premiums have been set by postcode having regard to the population density in a

postcode area. The table following illustrates the breakdown of the three premium tiers
and the broad geographical location to which they relate.
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Table 2.6: Tier and broad geographical location

Tier Geographical location

A Covering the CBD areas of Australian cities with a population of over one million
(Sydney, Melbourne, Brisbane, Perth and Adelaide).

B Covering the urban areas of all state capital cities and cities with a population over
100,000 (Sydney, Melbourne, Brisbane, Perth, Adelaide, Gold Coast, Canberra,
Newcastle, Central Coast of New South Wales, Wollongong, Hobart, Geelong,
Sunshine Coast of Queensland, Townsville and Darwin).

C Postcodes not allocated to either Tier A or B and representing a physical address.

Any property not on the mainland of Australia or Tasmania, but within the coastal
sea of Australia.

e Reinsurance premiums are calculated as a percentage of the premium written by our
reinsured that is attributed to eligible insurance contracts, as shown in the following
table of premium tiers. The scheme allows for the tier rates to be increased following
a claim on the scheme, enabling ARPC to finance its liabilities and rebuild the claims
reserve. ARPC provides reinsurance cover of up to $13.1 billion for a DTI, protecting
private commercial assets that have an aggregate sum insured exposure of over
$3.1 trillion. Through the scheme, ARPC draws on international funds through our
purchase of retrocession reinsurance for rebuilding and re-establishing commercial
business activity.

Table 2.7: Number of reinsured reviews undertaken by ARPC

Tier rate as a percentage of

Class of insurance Tier policy gross base premium
Commercial property A 12
B 4
C 2
Business interruption A 12
B 4
C 2
Public liability A,BandC Nil

Scheme funding capacity

ARPC currently provides its insurers with a tailored solution of $13.1 billion in
reinsurance capacity, comprising industry retentions, ARPC retention, retrocession
reinsurance and the Commonwealth guarantee. Since 2009, ARPC has placed an annual
retrocession program, purchasing around $2.9 billion in capacity through 60 reinsurers,
most of which are located overseas.

ARPC purchases almost all the global terrorism reinsurance capacity available for
Australian risks through reinsurers, all of which must be rated by Standard and Poor’s
as A- or better. Through its loss modelling capability, ARPC recognises that this private
sector capacity is insufficient to cover a probable maximum loss. However, because
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ARPC has access to the $10 billion Commonwealth guarantee, ARPC’s capacity actually
covers 99 per cent of all probable losses resulting from a conventional blast scenario in
CBD locations.

The figure following shows the share of ARPC funding for claims from all sources.

Figure 2.8: ARPC 2015 Scheme diagram

Commonwealth
guarantee

Funding layers

Retrocession program | Co-reinsurance*

Policyholder liability

*Co-reinsurance will be funded by ARPC reserves and
Commonwealth guarantee.

l ARPC deductible

The order of funding for claims against the scheme is in layers, as follows:

1. policy holder liability (e.g. amount of excess or retention stated in the policy)
2. industry retention up to $100 million

3. ARPCdeductible

4. retrocession reinsurance program

5

co-reinsurance in the retrocession program, with contributions from ARPC and the
Commonwealth guarantee

6. Commonwealth guarantee.

Scheme benefits

ARPC covers almost all private commercial property and private critical infrastructure

in Australia, with an aggregate sum insured of over $3.1 trillion. We continue to offer
sound value for money to insurers. The average price of cover is currently 3.5 per cent of
eligible policy premiums, which is a very favourable level when compared against other
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international terrorism insurance pools. As mentioned, the premiums charged for ARPC
terrorism insurance have remained unchanged since establishment in 2003—a further
demonstration of value for money for our insurers.

The levels of retention held by insurers are also low, ranging from $100,000 to a
maximum retention of $10 million for individual insurers, while the maximum industry
retention is capped at $100 million.

Reinsureds with ARPC also benefit from the capping of their liability under the Tl
Act, which limits their liability through a legislated reduction percentage for any loss
exceeding the capacity of the Commonwealth guarantee. Through this reduction
percentage, the capital of our reinsureds is protected.

Global terrorism reinsurance pools

A large number of governments and insurance markets around the world have
introduced terrorism reinsurance pools. Many were developed in response to the events
of 11 September 2001, while others were established in response to specific terrorist
threats within each country.

Terrorism reinsurance pools are the global standard approach to providing cost effective
reinsurance for terrorism catastrophe.

The table following shows the international terrorism reinsurance pools in place today.
Table 2.9: Terrorism reinsurance pools

Compulsory Pool

Country (Y/N) Terrorism reinsurance pool
Australia N Australian Reinsurance Pool Corporation (ARPC)
Austria N Osterreichisher Versicherungspool Zur Deckung (The

Austrian Terror Pool)

Bahrain N The Arab War Risks Insurance Syndicate (AWRIS)

Belgium N Terrorism Reinsurance & Insurance Pool (TRIP)

Denmark N Danish Terrorism Insurance Scheme

Finland N Finnish Terrorism Pool

France N Gestion de Lassurance et de Reassurance des Risques
D’attentats et Terrorism (Gareat)

Germany N Extremus Versicherungs-AG

Hong Kong-China N The Motor Insurance Bureau (MIB)

India N The General Insurance Corporation of India

Indonesia N Indonesian Terrorism Insurance Pool

Israel Y Terrorism (Intifada Risks)-The Victims of Hostile Actions

Namibia N Namibia Special Risks Insurance Association (NASRIA)
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Compulsory Pool

Country (Y/N) Terrorism reinsurance pool

Netherlands N Nederlandse Herverzekeringsmaatschappij Voor
Terrorismeschaden (NHT)

Northern Ireland N Criminal Damage Compensation Scheme Northern Ireland

Russia N Russian Anti-Terrorism Insurance Pool (RATIP)

South Africa N South African Special Risks Insurance Association
(SASRIA)

Spain Y Consorcio de Compensacion de Seguros (CCS)

Sri Lanka N SRCC/ Terrorism Fund-Government

Switzerland N Terrorism Reinsurance Facility

Taiwan N Taiwan Terrorism Insurance Pool

United Kingdom N Pool Reinsurance Company Limited (Pool Re)

United States N Terrorism Risk Insurance Program Reauthorization Act of

2007 (TRIPRA)

Reviews of the Tl Act (triennial reviews)

The Tl Act was drafted with the presumption that establishing ARPC and its associated
terrorism reinsurance scheme would be a temporary measure. It would protect the
commercial property sector from terrorism risks until such time as market appetite
for terrorism insurance returned. Given the global market uncertainty at that time, a
requirement was written into the Tl Act that the Minister must provide a report every
three years, reviewing the need for the Tl Act to continue to operate.

The terms of reference for each review conducted to date have included that
the Treasury was to seek submissions from, and consult widely with, ARPC’s key
stakeholders. These include:

e private sector insurers, reinsurers and brokers

e peak bodies representing the general insurance, banking, broking and property
industries

e state and territory governments

e other Australian Government agencies, including ARPC.

There have been three reviews published, each examining the operation of the Tl Act
in the context of contemporary market trends, including responses of governments
globally to the market failure. Each review recommended the continuation of the Tl Act
for a further three years.

In each published review, there was close scrutiny of four key operational factors of
the scheme. The premium rates charged by ARPC are the key source of revenue for the
scheme. Each of the first three reviews left premiums charged by ARPC unchanged;
three other key factors examined at each review are outlined below.
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Retrocession

The 2006 review recommended that ARPC be given the discretion to determine whether
to purchase retrocession once the premium pool reached $300 million. This provided
ARPC with a mandate to purchase reinsurance to cover a share of its terrorism risk,
according to the appetite of the private market, consequently encouraging the re-
emergence of the private market. The first retrocession program commenced

31 December 2008, with the program subsequently renewed each year.

The capacity of ARPC to respond to a terrorism incident is strongly underpinned by
the prudent placement of our annual retrocession program. Industry participants
involved in the 2012 review were unanimous in their support for the continuation of
the retrocession program, commenting that the program represents a prudent use of
ARPC’s funds. The support of the retrocession program provided evidence that ARPC
continues to meet the policy objectives set during the establishment of the scheme; in
particular to:

e continue to encourage the return of the commercial terrorism insurance and
reinsurance market for Australian risks

e continue to place the Commonwealth further from the risk of terrorism losses.

In December 2014, ARPC’s retrocession program renewal provided total retrocession
capacity for the 2015 underwriting year of AUD 2.925 billion in excess of a deductible of
AUD 400 million. We obtained support from 60 reinsurance entities, (2014: 56 entities),
each of which have appropriate counterparty credit ratings.

Extending the scheme

A key recommendation of the 2009 review was to explore the effects of extending the
scheme to include mixed-use residential and commercial buildings, and residential high-
rise buildings that are not predominantly for commercial use.

Due to the increasing prevalence of high-rise residential apartment complexes and
new mixed-use building developments in most Australian city CBDs, the 2012 review
recommended this issue be closely examined in 2015. This issue remains a matter of
interest within both the commercial and residential property industry sectors.

Payments to government

Since its inception, the terrorism insurance scheme has been backed by a
Commonwealth guarantee of $10 billion. Consistent with government policy, it was
always anticipated that ARPC would compensate the Commonwealth for providing the
guarantee.

The 2012 review recommended that ARPC pay a dividend of $400 million to the
Commonwealth, spread over four years. In the May 2013 Budget, there was a further
call on ARPC to pay additional dividends to the Commonwealth of $75 million per year
over the next four years.
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In the May 2014 Budget, the government replaced the remaining dividends to be paid
at that time with a requirement that ARPC pays an annual fee of $55 million for the
Commonwealth guarantee, plus a dividend of $57.5 million, for the next four years. The
first of these payments was made to the government in May 2015.

2015 Triennial Review

In 2014 the government engaged a private consultancy firm, Pottinger, to assist the
Treasury with the 2015 Triennial Review. The government announced the terms of
reference, stating that the Treasury was to report to the Minster by 23 January 2015 on:

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

e options on the future of the Tl 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

e 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

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

¢ 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.

Late in 2014 Pottinger undertook a series of market ‘soundings’ to ascertain the view of
market participants on the operation of the scheme and potential alternative ownership
models. The Treasury has taken the Pottinger review into consideration as it drafted its
report to the Minister.

At the time of reporting, the government had not approved the release of the Treasury’s
report on the triennial review of the operation of the Terrorism Insurance Act 2003.
However, the Treasury has already consulted with representatives of the Insurance
Council of Australia and the Property Council of Australia in relation to the key findings
of the report.
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Unfortunately ARPC was called upon to respond to Australia’s first DTI under the
Tl Act. Our ability to respond appropriately as the incident evolved demonstrated that
our DTl response plan had been well considered and staff were well prepared.

Once alerted to the unfolding events at the Lindt Café in Martin Place Sydney on the
morning of 15 December 2014, ARPC monitored the situation closely and briefed the
Treasury on the potential for this to become a DTI.

Actions undertaken during the first few weeks of our DTl response plan included:

e early communications with government and industry on requirements under the
Tl Act and the potential for claims

e daily updates to the Treasury and the Minister in initial stages
e DTl Response Team mobilised and on 24/7 stand-by

e briefings to the Board and staff

e ongoing assessment of potential losses

¢ |oss estimates communicated to Minister

e early engagement of insurers potentially affected

e communication with all reinsured clients

e preparation of response to media

e event and media logs initiated.

On 15 January 2015, the (then) Treasurer, the Hon Joe Hockey MP, announced that
the Lindt Café incident was a DTI for the purposes of the Tl Act, and that there would
be no reduction percentage to any eligible claims. As a result terrorism exclusions

in insurance contracts were rendered ineffective, with insurers liable to pay eligible
claims.

Insurers are required to notify ARPC as soon as possible and within 12 months of
the reinsured being notified of an eligible terrorism loss. It is important the insurers
notify us of any paid or outstanding claims, which can then be deducted against any
future declared terrorist incident.



At the time of reporting ARPC had been notified of 66 claims from 11 primary
insurers for material damage of buildings and contents, and associated business
interruption and prevention of access. Most claims were for business interruption
caused by prevention of access to the businesses in close proximity to the Lindt Café.
So far there have been no claims reported for public liability.

The Tl Act does not cover policies for risks such as residential property, workers
compensation, marine, aviation, motor vehicle, life, health, private mortgage, medical
indemnity and professional indemnity.

ARPC’s response was greatly assisted by strong cooperation from insurers, who were
very supportive of both their policy holders and ARPC.

In May 2015 we conducted a review of our DTl Response Plan. It was reassuring that
our protocols and processes worked as anticipated.

Since December 2014, we have answered many questions from stakeholders on

the extent of cover afforded by the TI Act. Some policy holders were under the
misunderstanding that any loss was covered once a DTl was announced. That is not
the case—coverage is in accordance with the terms and conditions of the insurance
policy covering eligible property. It also extends to the building, contents, associated
business interruption, and public liability as an owner or occupier of the eligible
property.

Other key learnings were:

e ARPC has a good understanding of insurers and businesses impacted

e due to the exclusion zone enforced post incident, business disruption to the CBD
was significant, despite there being only minor damage to the Lindt Café itself and
none to other surrounding businesses

e prevention of access for businesses is a significant issue once the policy excess
period has elapsed

e businesses may underestimate their risk of terrorism events
e most businesses have a workable business continuity plan

» there was extensive international media/internet coverage of the actual unfolding
risks of the event.

ARPC will continue to develop and test its procedures and processes to fulfil its
obligations in protecting Australia from economic losses caused by terrorist attack.
Businesses are encouraged to review their business continuity plans to determine
whether they are adequately insured for property damage and business interruption.
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3. OUR PERFORMANCE

Financial review

Summary of financial information
ARPC's financial highlights for 2010 through to 2015 are represented in Table 3.10 below.

THREE OUR PERFORMANCE

Table 3.10: Financial highlights by financial year

2015 2014 2013 2012 2011

$'000 $'000 $'000 $’000 $'000

Net premium revenue 56,885 47,980 45,900 37,523 24,534 25,293
Acquisition costs (1,035) (1,089 (1,167) (1,124) (609) (603)
Retrocession commission income 6,956 7,606 7,471 7,705 8,004 7,551
Investment income 21,337 26,531 35912 40,886 36,180 28,351
Other income - (L660) (4,193) 5484 (88) (596)
Other operating expenses (6,973) (7962) (6,680) (6,986) (6,635 (6,800)
Finance Charge (55,004) (4) (4,793 - - -
Operating result 22,166 71,402 72,450 83,488 61,386 53,196
Gross written premium 126,568 129,642 132,093 124,709 112,555 104,885
Outwards retrocession premium ~ (71,249) (81,728) (81,381) (81,607) (84,186) (80,098)
Net expense ratio 10.41% 13.89% 20.04% 14.56% 20.49% 26.89%
Gross expense ratio 4.62% 5.14% 7.23% 4.59% 4.62% 6.45%
Cash and cash equivalents 643 1,314 4,953 8,299 14,660 41,668
Investments 559,500 595,500 666,230 757,363 665,648 576,334
Reserve for claims 510,475 535,054 408,252 338,400 665,846 604,460

The significant changes to ARPC’s financial performance and achievements for 2015
measured against 2014 are:

e gross written premium (GWP) of $126.6 million for 2015 (2014: $129.6 million)
represents a decrease of 2.3 per cent, consistent with decreases in primary
insurance premiums.

e investment income decreased to $21.3 million (2014: $26.5 million) due to a
period of sustained low interest rates, a very low risk investment profile, and the
requirement to fund $112.5 million dividend and payments to government which
decreased the investment balance.

e ARPC renewed its retrocession program on 1 January 2015; the gross costs for the
2014-15 financial year decreased to $71.2 million (2014: $81.7 million) while the
cover reduced to $2.6 billion (2014: $2.9 billion).

e finance charges increased significantly due to the $55.0 million fee to government.
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e operating expenses for 2015 have been reduced; however:

- the net expense ratio (which is acquisition cost plus direct and indirect
underwriting cost divided by net premium revenue) has decreased to
10.41 per cent (2014: 13.89 per cent) due to reduction of overall costs
for the year.

- the gross expense ratio (which is acquisition cost plus direct and indirect
underwriting cost divided by gross premium revenue) of 4.62 per cent has
decreased (2014: 5.14 per cent) due reduction of overall costs for the year.

e the reserve for claims now stands at $510.5 million (2014: $535.1 million).

e inJune 2014 the government announced that ARPC would make a fee payment
of $55.0 million and a $57.5 million dividend payment during 2014-15.

Reserves

Total equity is $537.7 million (2014: $573.0 million) after dividend payments of

$57.5 million and an operating surplus of $22.2 million. The reserve for claims is now
$510.5 million (2014: $535.1 million) and the trend of reserves is illustrated in figure 3.10
below. The claim reserve is supported by additional funding for claims from the

$2.6 billion retrocession reinsurance program, and the $10 billion Commonwealth
guarantee.

During 2015, ARPC reduced the claims handling reserve of $37.9 million to $27.2 million,
as per ARPC policy. The claims handling reserve ensures that sufficient funds are set
aside to allow ARPC to finalise any claims and reinsurance recoveries following cessation
of the scheme or a significant DTI.

Figure 3.11: ARPC reserve for claims by financial year
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Gross written premium

The movement in GWP is a function of two factors. The first is market activity with
regard to asset developments and their associated business risks, where assets are
continuously coming on-line or being decommissioned. The second is the movement
of primary insurance premium rates in the insurance cycle. Due to competitive market
forces, insurance premium rates tend to move up or down over a period of time.

During 2014-15, the major influence on GWP was the decrease in premiums charged
by our insurer clients. The decreases resulted from a reassessment of exposures
to principal risks resulting from a recent period of reduced natural disasters within

Australia.

The trend of GWP growth is represented in figure 3.12 below.

Figure 3.12: ARPC gross written premium by financial year
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Investment assets

ARPC managed investments internally in 2014—15. ARPC’s investment strategy complies
with the PGPA Act. All investments are held in ARPC’s name.

ARPC’s investment funds are placed in cash deposits.

ARPC’s investment objectives are to ensure:
e the retention of capital
e funds are available at short notice

e investments provide the best rate of return available.
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Table 3.13 provides a breakdown of ARPC’s cash and investment balances as at 30 June 2015.

Table 3.13: Comparison of cash and investment balances as at 30 June 2015

2015 2014
$’000 $'000

Internally managed
Cash at bank 643 1,314
Fixed Interest Deposits 559,500 595,500
Total internally managed cash and investments 560,143 596,814

The benchmark return for ARPC is the Reserve Bank of Australia (RBA) official cash rate
plus 0.5 per cent for internally managed cash deposits

ARPC’s cash investments are held by Australian financial institutions with Standard and
Poor’s credit ratings between A- and AAA.

Figure 3.14 illustrates ARPC’s investments by credit rating category.

Figure 3.14: Investments by credit rating 2015

2015

2014

2014 2015
H AAA 0.22% 0.12%
W AA+ 0.00% 0.00%
H AA 0.00% 0.00%
H AA- 77.33% 65.34%
H A+ 9.97% 5.62%
oA 0.00% 0.00%
o A 12.48% 28.92%

Investment income

The investment income return for 201415 is a good result given the continued low
interest rate environment experienced for the financial year.
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The official cash rate was 2.0 per cent at 30 June 2015 compared to 2.5 per cent for last
year. The medium-term outlook is for official interest rates to remain low which may
have a downward impact on cash deposit interest rates over the coming year.

Table 3.15 provides a breakdown between internally and externally generated
investment incomes as at 30 June 2015.

Table 3.15: Investment income for the period ended 30 June 2015

2015 2014
$’000 $'000
Internally managed
Cash at bank 380 665
Fixed Interest Deposits 20,957 16,316
Total internally managed income 21,337 16,981
External fund managers
Cash at bank - -
Fixed Interest Deposits - 667
Government (guaranteed) securities - 8,883
Total external fund managers income - 9,550
Total cash and investments 21,337 26,531
The maturity of funds invested is illustrated in Figure 3.16.
Figure 3.16: Funds held at 30 June 2014 by maturity
0% 10%  20%  30%  40%  50%  60%  70%  80%  90%  100%
2015
2014
M cash 1% 1%
Hl 0-3 months 27% 39%
B 3-6 months 32% 42%
M 6-12 months 40% 18%
B 12-24 months 0% 0%
M > 24 months 0% 0%
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Influences on future performance

ARPC’s two sources of income are insurance premiums and investment income on its
pool of retained earnings, set aside to meet claims.

Reinsurance premiums charged by ARPC are expressed as a percentage of the
reinsured’s premiums. Therefore ARPC’s overall premium income is subject to insurance
market cycles, even though our rates remain stable.

We expect the original insurance market premium rates will decrease in the immediate
future should there continue to be few major natural catastrophe events.

ARPC’s pool of retained earnings has fallen in recent years due to the requirement to
pay dividends and fees to government. Investment income is expected to plateau or
fall in the coming year as we remain in a period of sustained low interest rates and

as a result of a reduction in the pool of retained earnings to meet dividend payment
obligations. On this basis, ARPC’s pool of retained earnings will continue to decrease in
the medium term.

Active client reinsurance agreements

ARPC’s active reinsurance agreements (or treaties) with reinsureds increased during
201415 to 232 (2013-14: 226) as a result of requests for terrorism reinsurance from
several Asian insurers with new risks in Australia. Australian reinsureds represent

19 per cent of the total active treaties and continue to contribute 87 per cent of the
premium received. This has been a consistent occurrence since ARPC’s commencement.

The percentage split between each of the categories is illustrated in figure 3.17 below.

Figure 3.17: Active client reinsurance agreements

36% 19%
(2014: 37%) (2014: 19%)
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Il Australian insurers
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(2014: 27%)
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The trend of GWP, as reported by the reinsureds, is measured by insurer client type,
premium by tier, premium by state and premium by business class. Figure 3.18 illustrates
the GWP by insurer client type.

Figure 3.18: ARPC gross written premium by insurer client type
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Tables 3.19, 3.20 and 3.21 illustrate that the GWP by tier, state and business class
between 2011 and 2015 has remained stable with the majority of exposures in Tier B
followed by Tier C.

Table 3.19: Gross written premium by tier reported by the reinsureds by financial year

Actual
2014
Tier A 18% 20% 20% 19% 19%
Tier B 56% 51% 51% 55% 56%
Tier C 26% 29% 29% 26% 25%
Total GWP $’000 126,568 129,642 132,093 124,709 112,555
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Table 3.20: Gross written premium by state reported by reinsureds by financial year

UE]
2014
NSW 32% 24% 30% 32% 31%
SA 7% 8% 8% 8% 9%
VIC 22% 24% 21% 21% 23%
TAS 1% 1% 2% 2% 2%
QLD 20% 24% 22% 22% 20%
NT 1% 2% 1% 1% 1%
WA 14% 16% 15% 13% 13%
ACT 1% 1% 1% 1% 1%
Total GWP $'000 126,568 129,642 132,093 124,709 112,555
Cumulative total $’000 1,191,115 1,064,547 934,905 802,812 678,103

Table 3.21: Gross written premium by business class reported by reinsureds by financial year

Actual
2014
Fire/ISR/BI 83% 82% 83% 80% 80%
Contract works 8% 8% 7% 9% 9%
Burglary 4% 3% 1% 5% 5%
Miscellaneous accident 2% 0% 2% 2% 2%
Mobile plant 2% 4% 3% 3% 3%
Glass 1% 2% 1% 1% 1%
Farm 0% 1% 0% 0% 0%
Total GWP $’000 126,568 129,642 132,093 124,709 112,555
Cumulative total $°000 1,191,115 1,064,547 934,905 802,812 678,103
Statistics

Tables 3.20 and 3.21 show the steady growth in premium revenue for ARPC since 2011,
which is similar to the growth of our reinsureds GWP and their aggregate sum insured.
The steady growth is indicative of ARPC'’s portfolio that mainly consists of insurance
policies covering commercial risks and small and medium enterprises that are less
affected by pricing fluctuations. This information also shows that the average price for
terrorism reinsurance from ARPC has consistently been approximately 3.5 per cent,
which when compared to other terrorism pools, is one of the cheapest.
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Insurance risk report

Table 3.22 shows a snapshot of ARPC’s insurance risks on an underwriting year basis as
reported by the reinsureds during July/August at 22 July 2014 and is shown on the RISe
systems at 30 June 2015. An underwriting year includes all premiums for all policies
commencing within the financial year.

Table 3.22: Insurance risk report, as at 30 June 2015 by underwriting year

THREE OUR PERFORMANCE

Premium Insurer client Insurer client
Underwriting revenue sum insured GWP Premium as %
year $ million $ million $ million of GWP
2009-10 107.4 2,658,205 2,971 3.6
2010-11 112.0 2,963,560 3,159 35
2011-12 1247 3,080,062 3,517 3.5
2012-13 130.2 3,009,662 3,717 35
2013-14 126.7 3,114,901 3,610 3.5
2014-15* 100.1 *x 3,037 33

*  Note that the premium revenue for 201415 underwriting year of 100.1 million is the amount received
from three financial quarters.

**  The 2014-15 risk reports are submitted onto RISe from July 2015 until September 2015. Therefore this
information is not available as at 30 June 2015. This applies to tables 3.22, 3.23 and 3.24.

Table 3.23: Insurance risk report for 2013—14 underwriting year by tier, as at 30 June 2015

Premium Insurer client Insurer client
revenue sum insured GWP Premium
$ million S million $ million as % of GWP
A 23.4 2,010 195.2 12%
B 71.4 37,691 1,785.5 4%
C 33.5 128,348 1,677.5 2%
Total 128.3 168,049 3,658.2 3.51%

Note that these figures were reported to ARPC via RISe during July/August 2014 and are on an underwriting
year basis.

Table 3.24 indicates that the vast majority of ARPC’s exposure is located in rural Western
Australia, rural Queensland, and New South Wales. However, the majority of the
premium income is derived from NSW followed by Victoria due to the higher values
located in Tier B.
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Table 3.24: Insurance risk report for 2014—15 underwriting year by state, as at 22 July 2015

Premium Insurer client Insurer client
revenue sum insured GWP Premium as
S million S million $ million % of GWP
ACT 1.5 7.8 39.5 3.7%
NSW 40.7 13,046.1 1,064.0 3.8%
NT 1.9 4,978.8 71.9 2.6%
QLb 26.1 26,103.0 828.5 3.2%
SA 9.2 8,478.0 234.6 3.9%
TAS 1.7 53.2 65.6 2.5%
VIC 28.9 5,513.3 732.2 3.9%
WA 18.5 54,488.2 621.6 3.0%
TOTAL 128.4 112,668.4 3,657.8 3.5%

Significant events

On 1 July 2014, the substantive provisions of the PGPA Act along with supporting
instruments and amendment legislation came into effect. The CAC Act was repealed on
30 June 2014 and replaced with the PGPA Act.

As noted by the CEO in his report, ARPC consolidated its operations into a single Sydney
office towards the end of the reporting period.

There have been no developments since the end of the 2014—15 financial year that have
significantly affected or may significantly affect:
e ARPC’s operations in future financial years

e the results of those operations in future financial years.

Retrocession

ARPC's retrocession program is based on a recommendation of the 2006 triennial
Review. The retrocession program was initiated in December 2008 and continues
to provide the following benefits:

e increases the overall capacity of the scheme

e positions the Commonwealth further from the risk of terrorism losses under the
scheme

e reduces the likelihood that a reduction percentage will be required

e encourages the return of the commercial terrorism insurance and reinsurance
market for Australian risks.
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Retrocession placement

The retrocession program is placed on a calendar year basis. There are currently 60
participants in the retrocession program drawn from the Australian, Lloyds, European,
Bermudan, USA and Asian markets. The number of participants has been reduced from
a peak of 63 in 2013 to remain within our reduced budget and to optimise the average
financial rating of our retrocession panel.

Figure 3.25: Retrocession program counterparty credit rating 2015.

AMB A 1.3‘V€ /'\MB A-1.1%
A-10.1% Comm Guarantee 10.4%

AA+ 1.2%
,AA 1.4%
A12.8% .
A+ 38.8%

The 2015 retrocession program of $2.9 billion, including co-reinsurance

(2014: $3.24 billion including co-reinsurance), was placed in five layers in excess of
$400 million (2014: $360 million). All layers of the 2015 retrocession program include
some co-reinsurance by ARPC and the Commonwealth guarantee. Losses in excess
of the retrocession program are covered by the Commonwealth guarantee. Refer to
Chapter 2 ‘The scheme’ for illustration of the 2015 scheme’s funding capacity.

/
Bl Comm Guarantee

I AA+
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Retrocession program cost

The retrocession program starts on 1 January each year. Retrocession expense is
recognised using the 365th method, with the expense incurred for the 12 months to

30 June 2015 totalling $81.7 million. The total retrocession commission income
recognised by ARPC for 2014—15 was $7.6 million (2013—-14: $7.6 million). The cost of the
retrocession program that began on 1 January 2015 is cheaper than the 2014 program.
This reduction in cost was achieved through:

e reduced rates charged by retrocessionaires from 1 January 2015
e anincreased program deductible from $360 million to $400 million

e asmaller program purchased for 2015.
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Exposure risk management

A key expectation of government is that ARPC should seek to be in a position to advise
the Minister of the likely insured losses to the scheme in the event of a DTI. This
estimate will then inform the calculation of an appropriate reduction percentage.

When ARPC first entered the terrorism reinsurance market in July 2003, it did not have
the ability to estimate losses from a potential terrorist attack. To address this issue,
ARPC implemented a strategy to enable it to develop the capability to analyse:

e aggregate sum insured information
e estimate its probable losses in the event of a DTI

e provide evidence based advice to the Minister on an appropriate reduction
percentage.

Aggregate sum insured reports

ARPC’s reinsurance agreement requires each reinsureds to provide an annual
aggregate sum insured report. The report summarises our reinsureds’ aggregate sum
insured amounts at postcode level and at street level from some Tier A locations. The
information is uploaded by our reinsureds directly into ARPC’s RISe system, which
enables ARPC to analyse the distribution of exposure risk across Australia. The analysis
includes the ability to report aggregate sum insured exposures.

Table 3.26 and figures 3.27 and 3.28 provide an overview of ARPC’s total exposure based
on information provided by reinsureds.

Table 3.26: Aggregate sum insured amounts by tier by underwriting year

2013-14 2012-13 201211 2011-10
$ million $ million $ million $ million
A 322,901 341,571 357,828 342,260
B 1,494,944 1,480,287 1,507,024 1,490,516
C 1,297,056 1,187,804 1,215,210 1,130,784
Total 3,114,901 3,009,662 3,080,062 2,963,560
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Figure 3.27: Percentage of aggregate sum insured held by tier
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Figure 3.28: Aggregate sum insured by state
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The exposure report by state allows ARPC to check the correlation between state
exposures and collected premiums, and the relative size of assets in each state.
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Loss estimation modelling

Sum insured aggregate exposure information

During 2014-15, ARPC adjusted the level of detail required in the aggregate exposure
reports that are submitted by insurer clients. The sum insured information received
from reinsureds allows ARPC to analyse its exposures at a postcode level throughout
Australia and at a street address level in most Tier A locations.

Three dimensional blast model

The sum insured aggregate database forms the foundation of the three dimensional
blast model that has been developed by GeoScience Australia (GA) since 2009. This 3D
blast model is intended to analyse pressure waves and resulting damage from blasts
in most Tier A locations. Continued improvements of the 3D blast model are currently
being undertaken.

Plume model

ARPC, in conjunction with GA, maintains its capability to analyse exposure and potential
damage from the release of a biological or chemical agent within Tier A locations. This
capability draws on the expertise of several government agencies including GA, Bureau
of Meteorology, Defence Science and Technology Organisation and the Australian
Federal Police, as well as external consultants.
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4. OUR PEOPLE

Leadership team

ARPC’s management team is headed by the Chief Executive Officer, who was appointed
by the corporation under the provisions of the Tl Act.

Dr Christopher Wallace
BEc (Hons) PhD(Econ), ANZIIF (Fellow), CIP, GAICD
Chief Executive Officer

Term: 9 December 2013—-8 December 2016

Chris is an insurance executive with experience in general
insurance, workers compensation, health insurance, and more
recently in reinsurance. He has worked extensively in insurance
underwriting and claims management roles within insurers, and
as a consultant to the insurance industry.

Chris is also a non-executive director of MIPS Insurance Pty Ltd,

a medical indemnity insurer. Previous professional roles include
being General Manager Workers Compensation at GIO, Executive
Director at Ernst & Young, and most recently as General Manager
Benefits Management at HCF.

Chris has a doctorate in economics, specialising in general
insurance pricing and general insurance strategy. He is a fellow
of the Australian and New Zealand Institute of Insurance and
Finance, a Certified Insurance Professional, and a Graduate of the
Australian Institute of Company Directors.
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Executive team

The executive team provides strategic and financial guidance for the organisation,
making recommendations to the Board on strategic and operational plans, as

well as investment and reinsurance strategies. The team also promotes effective
communication and the strategic direction across all areas of operations within ARPC.

!
\

Alison Kelly
GAICD, GIA (Cert)
General Manager Governance, Risk and Compliance

Alison’s career has spanned diverse roles within the Australian
Public Service. She is responsible for designing and maintaining
high quality processes for all corporate governance practices
such as strategic planning; risk management; assurance
monitoring; and policy and legislative compliance. Alison is
responsible for business continuity planning including ARPC’s
response to any potential declared terrorist incident. She is also
responsible for production and publication of the ARPC Annual
Report and the corporate plan.

As ARPC’s Board Secretary, Alison provides support to the Board
and to the Audit and Compliance Committee, while also being
the key liaison with the Treasury, the Minister’s office and other
government stakeholder agencies.

Michael Pennell
BE, AMP (Wharton) ANZIIF Fellow, CIP, MIE Aust
Chief Underwriting Officer

Michael is responsible for arranging contracts of reinsurance
with insurers who issue eligible insurance contracts.

He assists insurers and brokers in understanding the scheme and
is responsible for negotiating and implementing ARPC’s annual
retrocession program. Michael leads various projects that enable
ARPC to develop and enhance its loss estimation capabilities.

Michael serves on the reinsurance Faculty Advisory Board of
the Australian and New Zealand Insurance Institute, and teaches
reinsurance at the Insurance Institute’s annual RiSC Seminar.
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Fran Raymond
BCom MBA, AFAIM, FAICD, FCA, FSAA, GDPPM, MAMI
Chief Operating Officer

Fran has significant experience in the Australian Public Service
and a strong network in government operations and government
finance.

FOUR OUR PEOPLE

Fran is responsible for finance, communications, human
resources and information communication technology. This
includes related functions such as investments, records
management, administration and work health and safety.

Fran is responsible for ensuring ARPC complies with all financial
legislation, policy and reporting requirements of government,
while maintaining the assets of the corporation.

Michael Stallworthy
MBA, ANZIIF Fellow, CIP
General Manager Insurance Audit and Claims

Michael is an experienced reinsurance claims executive. He is
responsible for conducting the insurance audit program. This
involves visiting reinsureds over a rolling two to three year period
to conduct audits on their compliance with the terms of the
ARPC reinsurance agreement.

Michael is also responsible for managing ARPC’s claims processes
and procedures.
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Staffing information

ARPC enjoys a blend of experienced staff across all levels, with a mixture of technical
and specialised skills that work in collaboration.

The following three tables illustrate classification, gender and length of service of staff
that were ARPC employees as at 30 June 2015.
Table 4.29: Number of permanent on-going employees by classification and gender

Classification Male Female Total

ARPC level 3 - - -

ARPC level 4 -

ARPC level 5 -

ARPC level 6 -

R W w| N

ARPCEL1

ARPCEL 2

GVl BN W] W N

1

4
Senior executive staff (SES) 3 2
Total 8

Table 4.30: Length of service by team

Staff group < 2vyears 2—4 years 5—7vyears  8-10years
Underwriting 0 0 0 2
Insurance Audit & Claims 0 1 0 1
Operations 1 5 2 2
Governance, Risk & Compliance 0 3 0 0
CEO 1 1 0 0
Total 2 10 2 5

Figure 4.31: Length of service
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The following table provides the salary scales for all non-SES staff as at 30 June 2015.

Table 4.32: Salary scales for non SES staff

Level Salary band

ARPC level 1 $43,655-547,408
ARPC level 2 $50,320-553,651
ARPC level 3 $56,983-560,312
ARPC level 4 $63,643-566,974
ARPC level 5 $71,556-576,137
ARPC level 6 $80,717-597,791
Executive Level 1 $105,285-5120,776
Executive Level 2 $128,604-5147,594

People and Culture

People and Culture area provides human resource (HR) advice and administrative
support to ARPC staff. The area also develops a