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Insurable risk—a risk that
can cause a financial loss
and for which insurance
products are available. In
the context of the audit,
insurable risks may cause
financial losses to council
rather than a third party.

A mutual insurance
scheme is one that the
participating members of
the scheme join. The
scheme retains any profit
it generates or distributes
it to its members as a
dividend.

Victorian Auditor-General’s Report

As part of their service delivery role, Victoria’s councils carry a range

of risks across their significant assets and operations. At 30 June 2017,
Victoria’s councils controlled $91.2 billion of community assets, employed
over 30 000 people and received $10.5 billion in revenue against

$8.1 billion of expenditure across their programs and infrastructure spend.

Councils need to identify, mitigate and, where appropriate, transfer any risks
associated with their assets and operations. Councils purchase insurance as
a form of risk transfer against a range of unforeseen losses.

Some key insurable risks that Victorian councils procure insurance for include:

e public liability insurance—covers holders when their negligence led to
someone incurring a loss

e professional indemnity insurance—protects holders from claims when their
professional advice led to loss

e property insurance—insures council assets against damage and loss.

The insurance that a council purchases does not just protect individual council
members and staff, it also protects its community and the breadth of vital
services they rely on. So, while the cost to a council of purchasing insurance
represents only a very small part of its expenses, it is a product that bears far
greater significance—as any council that has been unfortunate enough to
experience a catastrophic event would attest to.

Our audit assessed whether councils are prudently managing their insurable
risks by understanding and mitigating the risks they face and obtaining adequate
and cost-effective insurance coverage. We focused on councils’ public
liability/professional indemnity insurance (PL/PI insurance) and property
insurance because they are councils’ two largest insurance purchases. We also
examined cyber insurance as an example of how councils respond to emerging
insurable risks.

Councils purchase most of their insurance from the commercial sector, with the
major exception being PL/Pl insurance.

The Municipal Association of Victoria (MAV) manages Liability Mutual Insurance
(LMI). In 1993, the government instructed MAV to offer councils PL/PI insurance
through a mutual insurance scheme following the withdrawal of commercial
insurers from the market. MAV initially named the scheme Civic Mutual Plus
and later rebranded it LMI. The Minister for Local Government also decided

in 1993 to enable councils to join LMI without tendering. Councils can choose
to insure through LMI or commercial insurers where available, however, most
councils have continued to obtain their PL/PI insurance from MAV through LMI.
In 2017-18, 68 of Victoria’s 79 councils obtained their PL/PI insurance through
LMIL.

Local Government Insurance Risks



Reinsurance—insurance
purchased by an
insurance company to
pass on financial risk to
other companies.

Contribution—the price
of membership in LMI. It
is broadly comparable to
the premium paid to
purchase insurance from
a commercial insurer. This
report will refer to the
contribution as a
‘premium’ to enable
comparability with
commercial insurers’
premiums.

Local Government Insurance Risks

Our audit included seven councils, selected to provide a mix of metropolitan
and regional councils that have varied risk profiles and insurance management
histories. These audited councils were:

e City of Ballarat (Ballarat)

e Benalla Rural City Council (Benalla)
e Glen Eira City Council (Glen Eira)

e Kingston City Council (Kingston)

e Pyrenees Shire Council (Pyrenees)
e City of Stonnington (Stonnington)

e Yarra City Council (Yarra).

We audited how MAV manages LMI to deliver a value-for-money product to
the sector—including its approach to premium pricing, financial sustainability,
governance structures and management of the private entity that provides
services and arranges reinsurance for LMI.

We also audited the Department of Environment, Land, Water and Planning
(DELWP) because it oversees the Local Government Act 1989 (LG Act) and has
a role in improving local government performance.

Councils are not always giving the purchase of their insurance the thorough
consideration it deserves. At best, this means they may be paying more than
they need to and, at worst, if there are gaps in their coverage it may significantly
impact their operations should an undesirable event occur.

In the examples of better practice we saw in managing risk and purchasing
insurance, councils had a far better understanding of their risk and insurance
profile and achieved lower premiums. They did this systematically by:

e more fully assessing their risks

e appropriately determining those that require insurance and the extent of
coverage needed

e competitively tendering for insurance broking, services and insurance.

These approaches enable councils, and their community, to feel more confident
about their ability to deal with routine claims as well as the consequences of
any major event.

LMI has delivered significant value to the sector over 25 years, providing
insurance to its members with comprehensive reinsurance arrangements.

Its ability to purchase reinsurance for a larger pool is a key advantage of the
scheme, especially during times of market failure. Most Victorian councils
roll over their insurance year on year and rely on LMI to be available for their
PL/PI insurance.
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However, the current insurance environment is impacting LMI’s sustainability
due to the loss of members and its practice of discounting premiums to retain
members. MAV advised that higher-than-anticipated claim levels is another
factor impacting its financial position. LMI’s financial position increases the risk
it may need to call on members to make additional financial contributions in
future—a possibility not clearly understood by LMI members.

Other aspects such as inflexible administration costs, lack of competitive
tendering for its broking and service provider, and MAV’s conflict of interest in
managing the LMI’s service provider represent missed opportunities to more
effectively and cost-efficiently manage LMI.

Councils should have robust risk management policies and implement them
effectively to manage the multitude of insurable risks they face across their
business. We found that the audited councils have developed adequate risk
management policies. However, councils are not sufficiently monitoring the
implementation of these policies to ensure they effectively mitigate the
identified risks.

Risk management policies and guidance

All audited councils have risk policies that are based on the relevant
international standard—ISO 31000 Risk management (1SO 31000)—and they
review their risk policies on a reasonable, periodic basis.

However, most of the audited councils have not retained sufficient evidence to
demonstrate how they determined their risk policy settings. Figure A shows the
limited amount of information councils have retained in developing their
current risk policies.

Figure A
Evidence retained by councils used in developing their risk policies

LGELTE] DELE] Internal
Council reports analysis Benchmarking consultation  Approval
Ballarat v X X v v
Benalla v X X X v
Glen Eira X X X X v
Kingston X X X X v
Pyrenees X X X v v
Stonnington v X X v v
Yarra v X X X v

Note: This table has been based on the evidence used to create the policies that were in effect
during the audit.
Source: VAGO based on evidence provided by councils.

Victorian Auditor-General’s Report Local Government Insurance Risks



Risk controls—activities
undertaken by councils to
reduce risk levels.

Based on the available evidence, it is not clear how the councils decided on
their acceptable risk levels, and there is limited evidence that they tested that
these are appropriate or relevant thresholds. Lack of evidence and retention of
corporate knowledge about existing risk policies limits councils’ ability to review
and improve their decision-making.

There is a general lack of effective and consistent guidance to the sector on how
to interpret ISO 31000 for the Victorian local government context. This contrasts
with the Victorian Government Risk Management Framework (VGRMF), which
provides guidance and template documents to state entities. Development of
risk management guidance for the local government sector would be especially
valuable for smaller councils that may not have the resources or experience to
deal with complex risk management issues.

Risk identification and management practices

The audited councils use varying processes to identify their risks. In most cases,
a risk manager leads an annual review, and councils may also identify risks on an
ad hoc basis. As a key tool to manage risk, a council will develop a risk register,
which records its risks including their severity, likelihood and the risk controls
the council plans to implement.

We found that four of the audited councils’ risk registers do not effectively
assign responsibility for risk and/or monitor whether they are implementing
identified risk controls. As a result, these councils have not been effectively
managing their insurable risks, however, they are now aware of this issue and
are taking steps to address the deficiencies.

A council’s road management plan (RMP) is the key document it uses to reduce
its PL/PI risk arising from its roads and footpaths—the most common cause of
PL/PI claims for most councils. We found that all councils had an RMP. However,
five of the audited councils are not adequately monitoring their compliance
with the standards in their RMPs. If a council does not meet the standards set
in its RMP, the plan is unlikely to provide the intended protection against claims.

Councils” understanding of their insurable risks

The majority of councils that procure their PL/Pl insurance through LMI have a
limited understanding of their PL/PI risk exposure. Instead they depend on MAV
to determine sufficient and appropriate levels of cover.

A loss limit validation (LLV) analysis is an industry standard practice a council
can use to estimate its insurable risks, including PL/PI risk. A council’s broker can
undertake this analysis on its behalf, however, engaging an independent third
party instead would minimise any conflict of interest concerns. Of the audited
councils, we found only one had commissioned an LLV analysis and had done so
through its broker. Procuring insurance without commissioning an independent
LLV could result in councils being under- or over-insured.

Local Government Insurance Risks Victorian Auditor-General’s Report



MAV commissioned an LLV analysis for LMI in 2015 and used it to determine
the level of insurance cover the scheme should offer members and to set

the amount of reinsurance the scheme needs overall. The analysis did not
determine each councils’ individual exposure, instead it focused on the highest
risks faced by any LMI member. MAV has advised councils of the level of cover it
believes councils should hold, which councils’ ongoing membership in the LMI
indicates they have tacitly accepted.

Councils also need to ensure that they have effectively insured their assets
against loss. The audited councils maintain registers of their assets, revalue
them regularly, and provide the list to their insurers annually. However, not all
audited councils had a robust understanding of their property insurance or held
complete copies of the contracts used to insure their assets. These councils
cannot have complete assurance of the level of cover provided to protect their
assets.

Councils need to assess whether they are achieving value for money when
buying insurance. This includes not only getting the lowest possible premiums
but also ensuring sufficient, appropriate and continuous coverage, maintaining a
long-term relationship with their insurer, and evaluating additional services such
as risk advice available through the contract. The Victorian Local Government
Best Practice Procurement Guidelines 2013 provides guidance to councils on
conducting tenders that comply with the LG Act.

Tendering for insurance

One of the ways in which councils can achieve value for money is by open
and transparent tendering. However, councils have not undertaken effective
tendering processes for insurance in the past.

The large councils we audited have historically appointed the same tender agent
to run their tender process, which has recommended similar insurance options
company that runs a . o )
tender on behalf of a year on year. We found that the councils had only limited oversight of the
council. process run on their behalf.

Tender agent—a

The smaller audited councils have not often had to run a tender in accordance
with the LG Act, due to their insurance policies costing less than $150 000 each.
Instead these councils receive a ‘renewal report’ through which they authorise
the same company to be their insurance broker every year—that company then
arranges insurance for the council. Although this provides for ease of
administration, the lack of competition means the councils could not be assured
they have achieved the best outcome.
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We found that in ‘rolling over’ their existing insurance arrangements, councils
could not demonstrate:

e how they decided on their purchasing approach

e how they evaluated whether their tender agent had effectively managed its
declared conflict of interest, given its associated entities respond to the
tender as insurance broker and property insurer

e how the process delivered value for money.

Over the past four years, increasing numbers of Victorian councils have decided
to run transparent tenders to appoint an insurance broker to arrange their
insurance. We have reviewed the tenders run by audited councils and are
satisfied that they deliver a greater level of information to councils and
transparency of decision-making. The audited councils that have tendered
demonstrated a better understanding of their insurance arrangements including
the quality and extent of their cover, additional services provided by brokers
and/or insurers and the comparable prices on offer. Undertaking such an
exercise provided more comfort to these councils on whether they are achieving
value for money from their insurance arrangements.

We found that generally councils that undertook an open and transparent
tender obtained premium reductions for their property and PL/PI insurance,
resulting in better value for money outcomes. For example, four of the audited
councils obtained property insurance premiums that were 30 to 69 per cent
lower than their previous premium by running an open tender process for their
insurance.

PL/Pl insurance and LMI’s value-for-money proposition

MAV’s LMI has guaranteed the availability of insurance to all Victorian councils,
and its collective purchase power aims to smooth premium increases that might
arise from large claims. In addition to insurance, LMI has provided a range of
services to councils, including risk policy review and compliance, risk advisory
services and legal advice.

It is challenging to evaluate whether LMI provides value for money because it
has limited direct competitors due to its market dominance over 25 years and
its unique characteristics. However, there are several factors that can be
considered:

e LMl’sinsurance coverage provided to councils is significantly higher
than that obtained by the audited councils from the commercial market.
Although some councils might not require the additional cover, the
increased level of cover comes at a minimal cost to each council due
to the pooled nature of the scheme.

e The total value of the claims LMI pays to members relative to the premiums
it charges is usually higher than the industry average, which could be an
indication that it delivers value for money.
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e LMI’s administrative expenses are inflexible and not clearly linked to its
premium or membership levels, suggesting there are possible savings that
could be realised in LMI’s administration costs.

e LMI may offer lower pricing to members due to increased competition—
councils that tender are frequently offered lower premiums by LMI.
However, MAV does not distribute these lower prices evenly to LMI
members.

e MAV has never tested whether alternative brokers could provide better
terms for its services and reinsurance because it has never tendered for
LMI’s broker and service provider—of its 2016—17 premium revenue,
LMI spent 14 per cent on the service provider’s fee and 66 per cent on
reinsurance.

The audited councils that have run tenders for their PL/PI insurance have
obtained lower premiums and a lower level of cover the councils determined
was sufficient based on the information available to them. The practice of
councils tendering for their PL/PI insurance and purchasing it from commercial
insurers rather than LMl is relatively new, so we cannot determine whether
the lower premiums obtained by councils will be sustainable in the long term.
Indeed, some evidence from councils’ 2018-19 insurance purchases indicates
the commercial market for local government PL/PI insurance may be changing
again.

However, regardless of the state of the insurance market, a council can ensure it
is receiving value for money by running an open and transparent tender for its
broking and insurance to obtain the best insurance offering in the market.

The Municipal Association Act 1907 (MA Act) requires MAV to manage LMI

on behalf of its members and MAV. To do so, it needs a robust and modern
governance framework to drive better practice and value for money. However,
the current external oversight and governance arrangements could be
improved.

External oversight of LMI is limited due to the nature of its legal structure,
which has not been significantly updated to meet modern governance
standards since its inception in 1993. For example, the scheme is not subject
to Australian Prudential Regulation Authority (APRA) regulation, is excluded
from the Insurance Act 1973, does not have ministerial oversight and, when
compared to state and commercial insurers, does not need to comply fully with
the external governance applied to either type of entity.
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Given the reduced level of external monitoring, LMI’s internal governance needs
to mitigate risks and provide transparency to its members. There are several
areas where MAV can improve its management of LMI:

Net assets—is an
insurers’ total assets
less its total liabilities.

Ultimately, the MAV Board is responsible for LMI’s performance, however,
MAV has not provided evidence of how it incorporates input from LMI
members to ensure it manages LMI in their interest. MAV does report
annually on LMI’s financial performance and has provided some evidence
of advising LMI members directly about its performance. Councillors from
several LMI members also sit on the MAV Board and MAV Insurance Board
(Insurance Board), which the MAV Board appoints to oversee LMI.
Historically, all or nearly all councils were members of both MAV and LM,
but this is changing as more councils leave LMI. This increases the risk that
the interests of MAV members and LMI members are not comparable.

MAV has a long-term relationship with—and receives financial benefit
through a separate contract with—the private entity it has contracted to
provide services to LMI, including arranging its reinsurance purchase. This
creates a conflict of interest for MAV in managing LMI’s service contract to
the best interests of LMI members. Regular, open and transparent tendering
of the LMI service contract would help to mitigate this issue.

LMI’s financial situation is under pressure, with a recent history of operating
losses and a negative net asset position. Increased competition has
exacerbated this situation by impacting LMI’s ability to match premiums to
councils’ individual risk profiles. LMI can request additional funds from its
members if necessary, however, it is not clear if councils have sufficient
information about the likelihood and financial impact of this occurring.

MAV’s application of LMI’s premium pricing policy lacks transparency.

When councils tender for their PL/PI insurance, MAV may offer them lower
premiums to compete with commercial sector pricing. However, MAV does
not offer these prices to all councils, resulting in councils which are ‘rolling
over’ with LMI not achieving the financial benefit other councils have been
able to negotiate. Some large councils—which have greater resources to run
tenders for their insurance—have received premiums below their risk
levels. In 2016-17, 17 of the 19 small councils paid LMI premiums above the
amounts their risk levels warranted under LMI’s actuarial model, however,
we have been unable to assess whether these levels were still below
commercial market prices available to small councils. Councils can only
assure themselves they have achieved value for money from either LMI or
commercial insurers by tendering.

Total premiums received by LMl in 2016-17 were set below the levels
recommended by the actuary, as the Insurance Board determined it could
not raise premiums to sufficient levels and remain competitive in the
market place. In the latter stages of this audit, MAV advised it is undertaking
an analysis to consider LMI’s future.
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We recommend that the Department of Environment, Land, Water and
Planning:

1. work with relevant stakeholders to analyse best practice options for the
provision of public liability/professional indemnity insurance to the local
government sector, including:

e an analysis of the Liability Mutual Insurance’s financial viability and
governance structure and use the recommendations from this analysis
to inform the ongoing review of the Municipal Association Act 1907
(see Section 3.4)

e areview of the appropriateness of exempting the Liability Mutual
Insurance scheme from procurement under the Local Government
Act 1989 (see Section 3.2)

2. develop guidance on risk management for the local government sector,
which may include extending or supplementing the existing Victorian
Government Risk Management Framework (see Section 2.2).

We recommend Victorian councils:

3. regularly review and update their risk registers to ensure they:
o effectively assign all risks to relevant business units
e document and date risk control implementation plans

e monitor the implementation and effectiveness of risk controls
(see Section 2.3).

4. review their insurable risk profiles and insurance products, identify
insurance gaps and evaluate loss limits to ensure they understand their
insurable risks and hold sufficient insurance (see Section 2.5)

5. undertake a cost-benefit analysis to evaluate whether tendering for
insurance, in line with procurement better practice, would provide better
outcomes (see Section 3.2)

6. in consultation with the Municipal Association of Victoria, obtain an
understanding of Liability Mutual Insurance’s ability to call on its members
for funds and assess the impact on their respective council (see Section 3.4)

7. review, evaluate and retain the exact policy details which provide the level
of cover, especially where they are participating in a mutual property
scheme (see Section 3.2).

We recommend that Yarra City Council:

8. review and evaluate its insurance procurement in 2016-17 and 2017-18
against value-for-money principles, including its documentation of these
decisions and processes (see Section 3.2).

We recommend that the City of Stonnington:

9. review and evaluate its insurance procurement in 2017-18 against
value-for-money principles and its procurement rules, including its
documentation of these decisions and processes (see Section 3.2).
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We recommend that the Municipal Association of Victoria:

10.

11.

12.

13.

14.

15.

16.

17.

as soon as practicable, undertake an open and transparent tender for
Liability Mutual Insurance’s service provider, run in accordance with
Victoria’s best practice procurement guides in effect at that time (see
Section 3.4)

review the best practice options for the provision of public
liability/professional indemnity insurance to the local government sector,
including the governance arrangements and legislative framework of
Liability Mutual Insurance, incorporating advice from relevant stakeholders
including the Department of Environment, Land, Water and Planning, the
Department of Treasury and Finance and the Victorian Managed Insurance
Authority (see Section 3.4)

undertake a strategic review of Liability Mutual Insurance as a going
concern, including its capital management plan, pricing policy and risk
margin policy (see Section 3.4)

undertake an internal cost review of Liability Mutual Insurance in line with
management’s recommendation to the Municipal Association of Victoria
Insurance Board (see Section 3.4)

review and evaluate its pricing model for Liability Mutual Insurance
to ensure that premium pricing decisions are applied consistently to
councils and are supported with robust evidence and documentation
(see Section 3.3)

review and, if necessary, amend Liability Mutual Insurance’s deed of
establishment to enable it to participate in tenders (see Section 3.4)

review the Liability Mutual Insurance scheme’s governance to ensure the
Municipal Association of Victoria Insurance Board and the scheme’s
management are accountable to members (see Section 3.4)

review the Municipal Association of Victoria Insurance Board membership
to ensure it meets tenure and expertise better practice standards and adopt
a policy for board composition to ensure tenure and composition of the
board meet better practice standards (see Section 3.4).

We have consulted with DELWP, MAV, Ballarat, Benalla, Glen Eira, Kingston,
Pyrenees, Stonnington and Yarra, and we considered their views when reaching
our audit conclusions. As required by section 16(3) of the Audit Act 1994,

we gave a draft copy of this report to those agencies and asked for their
submissions or comments. We also provided a copy of the report to the
Department of Premier and Cabinet.

The following is a summary of those responses. The full responses are included
in Appendix A.

DELWP supports the audit and has undertaken to implement the
recommendations by June 2019 in line with the review of the MA Act.
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MAV has noted its concerns with the conclusions of the audit, but has
undertaken to implement the recommendations.

Ballarat, Benalla, Glen Eira, Kingston, Pyrenees and Yarra support the audit and
have undertaken to implement the recommendations directed to Victorian
councils. Yarra has also undertaken to review its insurance procurement in line
with recommendation 8.

Stonnington supports the broad conclusions of the audit, but does not agree
with the report’s presentation of its insurance procurement for 2017-18.
Stonnington has accepted the recommendations of the audit and intends to
review its insurance procurement.
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There are 79 councils in Victoria, including 31 metropolitan and 48 rural and
regional councils. At 30 June 2017, Victorian councils controlled $91.2 billion
of community assets, such as roads, bridges, drains, town halls, libraries,
recreation facilities, parks and gardens. Collectively, they received $10.5 billion
in revenue against $8.1 billion worth of expenditure on programs and
infrastructure, as shown in Figure 1A. Local councils in Victoria employ over
30 000 people.

Figure 1A
Victorian local government profile
All councils
& P

$91.2b
Infrastructure and assets

@ Employs o~
$4.4b @ @ $1.2b

Cash and investments 14973 18 668 Borrowings

=

$3.46 billion $2.89 billion

Revenue:
$10.5 billion

Expenditure:
$8.1 billion

$6.99 billion $5.22 billion

B Metro and interface councils Large, regional and small councils

Source: VAGO, Results of 2016—17 Audits: Local Government.
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Insurable risk profile—
the specific insurable risks
that affect a council.

Victoria’s councils carry a range of risks across their assets and operations and
need to:

e identify relevant risks
e have strategies to avoid or mitigate these risks
e transfer insurable risks to insurers where appropriate and cost effective.

Risk management activities inform councils’ decision-making and practices by
leading them to prevent or minimise potential harm.

Insurable risks

Insurance is a mechanism through which councils can transfer their risks

of financial losses to an insurer that agrees to cover their losses—up to a
predefined limit—in return for a regular (mostly annual) payment known as
a premium.

Councils purchase insurance as a form of protection against a range of
unforeseen losses. Figure 1B identifies the key insurable risks facing councils
and their associated insurance.

Figure 1B
Examples of insurable risks faced by Victorian councils

Insurable risks Insurance description

Public liability Public liability insurance covers holders against findings where
their negligence led to someone incurring a loss.

Professional Professional indemnity insurance protects holders from claims
indemnity when their professional advice led to loss.

Property Insures council assets against damage and loss.

Director and Insures councillors and council staff against personal liability
officer arising from their work with councils.

Cyber Insures councils for financial loss arising from cyber-attack.
Various A suite of insurance products including fleet, environment and

operational risks  fidelity insurance to protect councils against loss across their
activities and programs.

Source: VAGO.

Each council has a unique insurable risk profile, depending on their assets,
population and exposure to different risks. Insurable risks vary with council size
and between urban or rural councils. However, some common exposures that
affect many Victorian councils including PL/PI exposure arise from road and
footpath management, bushfire risks and planning decisions.
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Councils have experienced fluctuations in the insurance market since the 1980s,
in line with, and affected by, changes in the international financial and insurance
markets.

In 1993, the commercial insurance market withdrew from the local government
sector following the collapse of a large, international insurance firm. In
response, the government amended the MA Act to instruct MAV to establish a
mutual liability scheme to ensure councils had access to PL/PI insurance. The
government also decided to enable councils to obtain their PL/PI insurance
from MAV’s mutual insurance scheme without having to comply with the
procurement requirements of the LG Act.

Although MAV itself is the primary insurer, it passes on most of its risk to
commercial reinsurers through purchasing reinsurance. The pooled nature

of LMI increases its ability to secure insurance from the commercial market at
times when it has withdrawn from providing insurance to individual councils.

MAV initially named the scheme Civic Mutual Plus and later rebranded it as LMI.
Since 1993, nearly all councils have continued to obtain their PL/PI from LMI.

However, over the past four to five years, some councils have obtained
insurance from commercial insurers rather than LMI. Figure 1C shows the
proportion of councils that insured their PL/PI risk with LMI over this period.

Figure 1C
Victorian councils that purchased PL/PI insurance through LMI

Councils with PL/PI

Financial year insurance through MAV Per cent
2012-13 79 100
2013-14 79 100
2014-15 77 97
2015-16 73 92
2016-17 69 87
2017-18 68 86

Source: VAGO based on LMI data.

In a mutual scheme, councils join as members and the scheme sets premiums
for each council. These premiums can vary depending on their deductible level,
claims history, and the scheme’s pricing policy.

The scheme self-insures from its funds against claims up to a set limit and
Deductible—the portion

of an insurance claim the ) L . . . .
council pays per claim. reinsurance limit, the council would be liable for any additional costs—this

purchases reinsurance to cover claims above that limit. If a claim exceeded the
has not happened in the history of LMI. This is comparable with commercial

insurers’ terms and conditions, from whom audited councils have obtained
lower cover limits.
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If the scheme has retained funds at the end of the year, it decides whether

to return these funds to members or reinvest in the scheme. If, however, the
scheme has insufficient funds then it can call on its members to make additional
premiums. As noted, the scheme has not made a call on members. MAV advised
us that, in fact, the scheme has returned funds to members on a few occasions,
the last being 2003.

Figure 1D maps key processes for mutual insurance schemes.

Figure 1D
Process map of a mutual insurance scheme

Scheme membership

Councils sign up as members
of the mutual scheme

Councils pay up to their initial threshold
per claim upon claim settlement—
their deductible amount

The scheme covers claims up to a
defined threshold—the scheme’s
deductible level

Contribute annual premiums
to the scheme

Annual profits (surpluses) or losses
are calculated based on payments
and receipts

Surpluses retained or distributed
to scheme members

The scheme can call on members
for additional premiums if
it has insufficient funds

If a claim exceeds the self-insurance
threshold, the claim is referred
to reinsurance

Reinsurance companies pay
the remainder of the claim up
to the insurance limit

If the insurance limit is exceeded,
the council becomes liable for
any additional costs

Source: VAGO.

When a council elects to purchase from the insurance market they enter into an
individual contract with an insurance company. A commercial insurer’s contract
is like an LMI contract, the key difference being that if a commercial insurer has
insufficient funds it will be unable to pay claims whereas LMI can call on
additional funds from its members.

Victoria’s councils currently obtain their PL/PI insurance from either LMI or
commercial insurers. Figure 1E contrasts key differences between LMI and a
commercial insurer.
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Figure 1E
Key differences between LMI and a commercial insurer

Topic LMI Commercial insurer

Risk profile Reinsurers consider the The insurer evaluates a
group’s risk profile, which council’s risk profile based
disperses risk among the on their individual claims
members to smooth pricing. history.

Financial backing LMI can call on members for The insurer must pay claims
additional funds if required. from its available funds. If it

has insufficient funds it will
be unable to honour the

claims.
Level of insurance All members receive the same  Councils can negotiate their
level of cover. level of cover with their
insurer.
Compulsory LMI must offer insurancetoa  An insurer can refuse to
insurance council that requests it. offer insurance to a

high-risk council.
Source: VAGO.

Councils in other states also participate in mutual schemes like LM, albeit

with different legislative settings. The Local Government Association of

South Australia commissioned a review of its version of the mutual scheme in
2016. Unlike LMI, the South Australian scheme is a discretionary trust and
managed under a joint venture with the private entity—LMI is established by
MAV and it contracts the private entity to provide service to LMI. The review
found that while a mutual scheme was an effective model for local government,
the LGA’s governance structure did not meet modern standards. The report also
recommended LGA introduce market testing in the near future—rather than
immediately—to improve performance without causing significant disruption to
the sector.

A range of legislation and policies influence and support councils’ management
of their risk and insurance practices. This section details the key documents, and
Appendix B includes additional relevant legislation and policy.

The LG Act is the principal legislation that governs Victoria’s councils. Section 76
requires councils to hold insurance that indemnifies, and keeps indemnified,
against all actions or claims:

e each councillor
e each member of a council committee
e each member of council staff

e any person exercising any function or power on behalf of a council.

The insurance must cover them against claims lodged during and after their
term of office or employment.
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Section 76A requires councils to hold:
e public liability insurance for an amount of at least $30 million

e professional liability insurance for an amount of at least S5 million.

Section 186 and an associated Order in Council—a government directive—
requires councils to tender any contract for goods and services valued at over
$150 000.

DELWP has reviewed the LG Act through 2017 and 2018. The Local Government
Bill 2018 was introduced to Parliament on 23 May 2018 which, if passed in its
current form, will remove councils’ requirement to hold certain types of
insurance.

The MA Act defines MAV’s purpose and function. Several sections of the Act are
relevant to MAV’s delivery of insurance to councils:

e Section 10C—MAV may, in relation to insurance, undertake all functions
normally undertaken by a financial institution including arranging insurance
and receiving commissions for arranging insurance.

e Section 10CB—MAV must establish a mutual liability insurance scheme and
manage it to the benefit of MAV and its members.

e Section 10CC—MAV may set the conditions under which it manages the
mutual scheme.

DELWP is currently reviewing the MA Act. DELWP has considered MAV’s
insurance functions as part of the new legislation’s development.

ISO 31000 is an international standard that provides principles and guidelines
for organisational risk management. Any organisation can use ISO 31000 as a
basis for risk management, and it is applicable to councils.

In February 2018, the International Organization for Standardization updated
ISO 31000 and renamed it ISO 31000:2018. However, we evaluated the audited
councils’ policies against the 2009 version of ISO 31000 as this was the version
in effect at the time councils last reviewed their risk policies. The 2018 version
includes two supporting standards providing additional guidance or risk
management:

e |EC 31010—provides guidance on the selection and application of risk
assessment techniques

e |SO Guide 73—defines generic terms related to risk management.

Local Government Insurance Risks Victorian Auditor-General’s Report



Councils assess their risks and ensure they hold adequate insurance. In addition
to councils, there are state entities and commercial companies that play a role—
providing insurance, advice and policy guidance.

Communities elect a council to provide leadership for the effective governance
of their municipal district. Sections 3C, 3D and 3E of the LG Act define the roles
of council, including ensuring:

e that resources are used efficiently and effectively and services are provided
in accordance with best-value principles

e transparency and accountability in council decision-making

e maintaining the viability of the council by ensuring it manages its resources
in a responsible and accountable manner.

In the context of this audit, the LG Act requires councils to evaluate risks and
procure insurance to ensure they are protecting their assets and providing
continuity of service.

Procurement practices in local councils

Councils are subject to procurement rules under section 186 of the LG Act
for any purchase of goods and services over $150 000 and capital works over
$200 000. Councils must tender for any insurance product that exceeds this
threshold, except for the exempted LMI.

Councils should be seeking value for money in all their purchases, however,
this does not mean councils must purchase the product with the lowest price.
Section 186(4) of the LG Act notes that a council does not have to accept the
lowest tender. The Victorian Local Government Best Practice Procurement
Guidelines 2013, developed by the former Department of Planning and
Community Development, outlines that procurement should deliver value

for money by considering the following factors:

e advancing the council’s priorities

e fitness for purpose

e quality

e service and support

e whole-of-life costs and transaction costs associated with acquiring, using,

holding, maintaining and disposing of goods, services or works.

The guidelines further state that councils’ procurement should be open and fair
so that potential suppliers and the public have confidence in the outcome.

Councils established MAV in 1879 to provide them with support. The state
government passed the MA Act in 1907 to enable it to offer some insurance
products to councils, and an amendment in 1967 clarified and expanded MAV’s
ability to provide insurance to councils.
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MAV established MAV Insurance as a section within the organisation to manage
the scheme. Figure 1F describes MAV’s structure.

Figure 1F
MAV’s organisational structure

MAYV Board

Member Hosted

Communications MAYV Insurance

Policy Services Corporate

Services organisations

Source: VAGO based on MAV Annual Report 2017.

As part of this approach, the MAV Board appointed the Insurance Board to
oversee the operations of MAV Insurance and LMI. MAV Insurance reports
annually on its performance in the MAV annual report.

Victorian and Tasmanian councils and some other entities such as water
authorities can become members of LMI. The scheme offsets some of its risks
by holding reinsurance, currently valued at up to $600 million. MAV also offers
commercial crime, community group and WorkCover insurance to local councils.

MAV’s 2016—-17 annual report describes the aim of its insurance work to:

‘ensure members have the widest insurance cover on all activities
undertaken by local government, and that the insurance limits reflect
the inherent risks attached to council operations while offering the
most competitive premiums in the insurance market.’

DELWP manages Victoria’s planning, local government, environment, energy,
suburban development, forests, emergency management, climate change and
water functions.

Local Government Victoria (LGV) is a division of DELWP whose role is to work in
partnership with the sector to improve performance. It provides policy advice
and oversees legislation supporting local government. LGV is the administrator
of the LG Act, so it has a role to support councils in complying with the LG Act’s
insurance and procurement requirements and to provide advice to the Minister
for Local Government.
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The Victorian Managed Insurance Authority (VMIA) is the Victorian state
insurer and it advises and insures more than 4 300 clients including Victorian
Government departments, statutory authorities and agencies, as well as
hospitals, tertiary institutions, health centres, community service organisations,
national parks, museums and cemetery trusts. VMIA also insures infrastructure
such as state roads, rail and bridges. VMIA does not currently insure the
Victorian local government sector, except when they act as committees of
management over Crown land on behalf of DELWP.

Insurance companies provide insurance policies to clients, including councils,
thereby accepting risk from those organisations in exchange for an annual
premium.

Reinsurance companies provide insurance policies to insurance companies—
they are essentially insurance companies for insurance companies and operate
to disperse the risk across multiple companies.

Insurance brokers are service companies that councils can engage to arrange
insurance on their behalf. It is common practice for councils to engage an
insurance broker due to the complexity of the insurance market. Brokers may
arrange for more than one insurance company to hold a council’s policies, which
spreads the risk across multiple companies.

VAGO has tabled two reports relevant to local government insurable risks—
Effectiveness of Support for Local Government in 2015 and Managing Risk
Across the Public Sector: Toward Good Practice in 2007.

In 2015, VAGO released its report Effectiveness of Support for Local
Government. The audit found that since MAV established the original
management agreement for the provision of insurance in July 1993, no
subsequent agreements had been subject to a competitive tender process.

The report recommended that MAV review its procurement policies to ensure
that they comply with better practice standards. The report also recommended
that DELWP review MAV’s functions, roles and responsibilities and routinely
monitor MAV’s compliance with the MA Act.
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Follow up audit on Effectiveness of Support for Local Government
(2017)

The follow up audit reviewed MAV and LGV’s responses to the
recommendations in the 2015 audit. We found that MAV had responded

by reviewing many of its internal governance documentation and performance
management practices. LGV is currently conducting a review of the MA Act
focused on clarifying MAV’s functions and modernising its governance and
accountability framework.

In June 2007, we released the report Managing Risk Across the Public Sector:
Towards Good Practice. The audit found that risk management was not a
mature business discipline and that public sector entities did not rigorously
assess risks or evaluate their controls. While the audit did not directly examine
local government, it recommended better practices that could be applicable to
councils.

The audit recommended that VMIA issue guidance to the public sector and that
departments and agencies document risk management policies and ensure they
align with relevant standards.

Failing to identify, mitigate and insure risks exposes councils to potentially
unmanageable claims against them, resulting in an inability to maintain

their property, infrastructure and service delivery to their communities.
Consequently, councils need to have effective policies and procedures relating
to the various risks they face if they are to identify, avoid, reduce and transfer
their risks. Insurance is necessary because councils cannot avoid all risks.

Increasing financial pressures on councils, including the introduction of rate
capping, means it is important that councils are effectively managing their costs.
It is also important that councils can demonstrate they are achieving value for
money in their acquisition of insurance.

This audit examined whether councils have been prudently managing insurable
risks and procuring insurance that represents value for money. The audit
assessed councils’ risk assessment policies and practices, including risk
identification, risk mitigation and evaluation of insurable risks. The audit also
assessed whether councils’ insurance policies adequately cover their insurable
risks.

We audited seven councils to provide comparability (four metropolitan councils
and three regional or rural councils), contrast (metropolitan versus regional) and
varying insurance histories.
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Victorian Auditor-General’s Report

The audited councils were Ballarat, Benalla, Glen Eira, Kingston, Pyrenees,
Stonnington and Yarra.

The audit also included MAV as the provider of LMI, and DELWP as the lead
agency supporting local government practice.

We conducted our audit in accordance with section 15 of the Audit Act 1994
and ASAE 3500 Performance Engagements. We complied with the
independence and other relevant ethical requirements related to assurance
engagements. Under section 16(2A) of the Audit Act 1994, we also conducted
a ‘public interest’ test, and the Auditor-General is satisfied that the public
interest requires the commercial matters discussed in this report to be
included. The cost of this audit was $515 000.

The structure of the remainder of the report is as follows:

e Part 2 examines how local councils identify, mitigate and quantify their
insurable risks, as well as reviewing the support that is available to local
councils to do this

e Part 3 examines whether councils’ insurance delivers value for money.
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Identifying and mitigating risk is an important way a council can manage
insurance claims against it.

This part focuses on the evidence and processes councils use to develop their
risk policies. It also examines how councils are identifying and documenting
their risks, devising ways to mitigate them and monitoring their progress in
controlling insurable risks. It also evaluates whether councils are using better
practice approaches to understand and quantify their insurable risks and looks
at how councils assess the benefit of new insurance products, using cyber
insurance as a case study.

Many of the audited councils are not effectively monitoring and mitigating their
insurable risks. This potentially exposes councils to excessive risks which can
impact on their financial sustainability, especially in the case of increased
numbers of, and possibly larger, insurance claims.

Councils’ risk policies are well documented, regularly reviewed and generally
align with the relevant international standard. However, councils have not
retained sufficient evidence of how they developed key components of these
policies like risk thresholds, categorisations and assessments. This lack of
documentation reduces corporate knowledge retention and affects future
development of risk-related policies.

We found that some councils do not effectively monitor and review their risk
controls or the risk mitigation programs to ensure they have reduced their
insurable risks. This exposes councils to potentially more frequent and higher
claims, which affects their ability to reduce insurance premiums.
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Councils identify their insurable risks, but generally do not undertake analysis
to quantify their level of risk or evaluate whether their insurance coverage is
comprehensive and sufficient. Instead, they are heavily reliant on advice from
their broker or insurer, which have a potentially vested interest when advising
councils. Independent expert advice can support councils to identify any gaps
in their coverage and avoid being either under- or over-insured.

There is also a lack of guidance to the sector on how to develop risk policies
that are relevant and adhere to the international standard. The development of
guidance for councils would support them to develop policies, which would be
particularly beneficial for smaller councils that may not have access to risk and
insurance expertise.

The first step in effective risk management is for a council to establish a policy
framework that outlines its strategic approach to risk and identifies how it will
manage its specific risks. ISO 31000 is the key standard for these policies.

The audited councils all have risk management policies, which they regularly
review. Each audited council’s risk policy and framework has a different
structure and includes a range of documents with different titles and content
including risk policies, risk frameworks and risk guidelines. Due to the different
names and structures of these documents, we have used a holistic ‘risk policy’
term to describe the full suite of documents we evaluated, to provide greater
overall comparability.

The audited councils have developed their risk policies using varying
combinations of evidence, consultation and expertise. Each council references
ISO 31000 as the key risk guideline, as well as supporting standards and
occupational health and safety legislation and guides.

Councils advised that they used a range of inputs to develop and review their
risk documents, including:

e internal reviews and external consultant reports evaluating practices and
processes (analytical reports)

e evaluation of internal data about risks, such as insurance claims (data
analysis)

e comparison with risk policies at similar councils (benchmarking)

e meetings or discussions with managers and executive within council
(internal consultation)

e sign-off of the policy by council executive (approval).
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However, as shown in Figure 2A, the audited councils have not retained
sufficient documentation of the information they considered in developing
their suite of risk policies.

Figure 2A
Evidence retained by councils used in developing their risk policies

Analytical Data Internal
Council reports analysis Benchmarking consultation  Approval
Ballarat v X X v v
Benalla v X X X v
Glen Eira X X X X v
Kingston X X X X v
Pyrenees X X X v v
Stonnington v X X v v

Yarra v X X X v

Note: This table has been based on the evidence used to create the policies that were in effect
during the audit.
Source: VAGO based on evidence provided by councils.

It is not clear from the evidence retained by the audited councils:
e what information they used to develop their policies
e the extent of any internal consultation

e which councils they compared themselves to.

The lack of retained evidence has several impacts:

e Evaluating risk settings—it is not clear how councils used evidence to
determine the risk settings in their risk management policies.

e Policy review—councils regularly review their risk management policies,
however, not retaining the underlying evidence reduces their ability to
evaluate previous decision-making.

e Transfer of knowledge—as staff, including risk managers, change at a
council, the lack of retained evidence limits their ability to understand the
council’s risk settings.

A council should define its willingness to accept risk—its ‘risk appetite’—
outlined in ISO 31000. This includes:

e its overall strategic approach to risk

e how it views specific risks in its operations.

Each council can determine the level of risk it is willing to accept based on its
specific circumstances and risk appetite. However, it is important that councils
make evidence-based decisions and document them sufficiently.
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The audited councils vary significantly in how they consider risk, even when
they are of comparable size, population and budget. Variation occurs in their
assessment of risk:

e categories—councils consider various categories of risk, though there are
commonalities such as loss of life, reputation and financial loss

e consequence—what level of loss/impact is a high, medium or low risk

e likelihood—what frequency does a council consider to be ‘often’ or ‘rare’.
We found that councils’ categories of risk are reasonably consistent and
comprise most categories recommended in the VGRMF. We evaluated whether

each council’s risk policy includes the corresponding component of the
VGRMF's risk policy template.

Overall, the audited councils’ individual efforts have resulted in mostly complete
policies, as shown in Figure 2B.

Figure 2B
Risk management policy completeness

VGRMF policy component Ballarat Benalla Glen Eira Kingston  Pyrenees Stonnington Yarra
Document history v v v v v v v
Purpose v v v v v v v
Scope v v X v v v v
Risk governance v v v v v v v
Risk management process v v v v v v v
Integration with other v v v v v v v

systems and processes

Risk categories v v v v v v v
Risk register policy v v v v v v v
Risk reporting v v X v v v v
Risk management v X Partial X v v v
performance

Risk appetite v X v Partial X v v
Review and approval v v Partial Partial Partial v Partial
References and related v v v v X v v

documents

Key: v = the council’s risk policy includes information about this component of the VGRMF template. Partial = the council’s risk policy
contains some of the information about this component of the VGRMF template. X = the council’s risk policy is silent on this component of
the VGRMF template.

Source: VAGO based on VGRMF risk management policy template and the audited councils’ risk management policies.

Despite this, Figure 2C shows that there is significant variation between the

audited councils in how they assess the consequence and likelihood of a risk
occurring under their current risk policies.
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Figure 2C

Variation in council risk assessment

Definitions of selected risk categories(®

Health and safety

Legal/regulatory
compliance

Definitions of likelihood®/

Almost
certain

Possible

Very unlikely

State framework

VGRMF Extensive injury or

standard impairment to one or
more persons

Council

Ballarat Totally or permanently
disabled

Benalla Serious or life-threatening
injury or multiple serious
injuries causing
hospitalisation

Glen Eira Crippling injury or death

Kingston Multiple fatalities

Pyrenees Extreme injury/ long-term

Stonnington

Yarra

illness

Hospitalisation of more
than two days, or long-
term injury or disability

Loss of life

Serious health impact on
multiple members of
public or staff.

Major breach of
regulation with punitive
fine, and significant
litigation involving many
weeks of senior
management time and up
to $3 million legal costs.

Breach of contractual or
statutory obligations
resulting in legal action.
Or partial suspension of
licences and permits.

Regulatory breach.

Fine and short-term
disruption to service
delivery.

Not included.

Significant prosecution
and fines. Very serious
litigation including class
actions.

Major breach with fines
and litigation, long-term
significance and major
financial impact.

Activity does not meet all
of the requirements of
relevant legislation.

Major breach of
legislation involving
litigated court action with
possible substantial fine.

Every year
or more
frequently

Certain to
occur

90 per cent
chance of
occurring in a
given year

Greater than
80 per cent
chance of
occurring

Is expected to
occur in most
circumstance

(>10 times in

3 years and 6
months)

Expected to
occur in most
circumstances

91 to 100

per cent
chance of risk
occurring

99 per cent
chance of risk
occurring

Every 10
years

Given time,
likely that it
will occur

50 per cent
chance of
occurring in a
given year

Between
50 and

30 per cent
chance of
occurring

Might occur
at some time
(oncein

3 years and
6 months)

Might occur
in some
circumstances

41 to 60

per cent
chance of risk
occurring

>20 per cent
chance of risk
occurring

Every 100
years

Unlikely that
it will occur

May occur in
exceptional
circumstances

Less than
10 per cent
chance of
occurring

May occur
only in
exceptional
circumstances

May only
occurin
exceptional
circumstances

O0to 10

per cent
chance of risk
occurring

<1 per cent
chance of risk
occurring

Note: We have matched councils’ risk categories against the VGRMF framework based on the council’s description of the risk, as they may

not have used the same terminology as the VGRMF.

(a) We used the audited councils’ second highest risk category because this more clearly demonstrates the variability in councils’ risk
categorisation. The audited councils usually define highest risk category with a similar impact level.
(b) Councils use different terms to define likelihood, and use up to five categories. We have aligned their highest, medium and lowest
likelihood categories against the VGRMF.
Source: VAGO based on audited councils’ risk policies.
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Strategic risks—generally
risks that relate to the
corporate objectives of
the agency.

Operational risks—arise
from day-to-day business
activities.

Councils’ risk assessment varies, as demonstrated by examples from the audited
councils:

e Pyrenees’ highest risk category identifies a $5 million loss or 50 per cent
of a project as its most significant risk. Five million dollars equates to
19 per cent of their 2016—17 budget which is significantly higher than for
the other audited councils.

e Stonnington describes itself as risk averse and Yarra describes itself as
willing to accept higher levels of risk, yet both have a threshold of $5 million
for their highest financial risk category.

There are no standards that determine the ‘correct’ setting, instead this is a
decision for each council based on their risk appetite and resources available
to control for risk. The variation is either a function of the councils’ willingness
to accept risk or insufficient benchmarking among peers. The creation of
guidelines targeted at councils—similar to the VGRMF for state entities—would
support greater consistency among councils.

It is common practice for organisations, including councils, to conduct regular
reviews to identify their risks and record them in risk registers.

The audited councils have demonstrated generally consistent approaches to
identifying their insurable risks, but there are significant differences in their risk
registers and effective implementation of risk controls.

The audited councils described having an annual process to review known risks,
while also identifying risks as they arose either within council or the sector. At
most councils, risk managers lead this review, except at Benalla, which does not
currently employ a risk manager due to financial constraints.

Councils capture their identified risks in a risk register, which takes different
forms among councils, ranging from being recorded on simple spreadsheets to
dedicated software programs.

The audited councils all use a similar approach to risk identification:
e The risk manager leads engagement with operational areas to identify risks.

e  Councils compile their risks in a risk register, which may split them into
strategic and operational risks.

e The council identifies and assigns risk controls and ownership to staff.
e Council executive reviews and approves the risk register.

e Risk managers track the implementation of risk controls.

We found that MAV has provided information to LMI members on known and
emerging risks. This practice has supported the dissemination of information
throughout the sector. MAV’s advice has been predominantly issue focused,
such as advising councils on their risk arising from flammable cladding on
buildings, and based on its widespread knowledge of the sector’s insurable
risks.
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Councils cannot test their identified risks against an industry standard or policy
guidelines for completeness to identify gaps in their risk register. In contrast,
the VGRMF identifies 92 sources of risk across five categories for state entities.
Councils could use the VGRMF document as it is broad enough to be relevant to
the sector, however, we have not found evidence of councils using it as a key
reference. Councils also receive advice from their brokers, internal auditors or
contracted experts to improve their risk policies.

Examples of better practice in risk identification

Yarra actively monitors how its operational managers review their risk registers,
including identifying when a manager’s reviews are due. The risk manager takes
active steps to explain the review process and associated time frames to staff
and follows up when reviews are late.

During the review process, Yarra uses a questionnaire that requires operational
areas to identify new risks before reviewing the existing register. This is a better
practice example because it drives council staff to consider emerging risks not
yet captured in their risk register.

Stonnington provided evidence of benchmarking its risk register against other
councils in 2018, which is also better practice because it helps it identify if there
are gaps in its risk register.

Using claims data to identify risks

Councils regularly receive insurance claims, which they can use to understand
their insurable risk profile. Yarra, for example, reports annually on changing
claim numbers to understand how its risk profile is changing over time.

The four metropolitan councils and Ballarat provided evidence of recording
claims and reporting on the number of claims made against them. However,
councils capture data in diverse ways and in multiple data sets, which reduces
their ability to comprehensively understand and report on claims against them
and build an effective insurable risk profile.

For example, Kingston manages small claims in its client relationship
management system which does not enable reporting, while also receiving
separate reports from its claims manager and insurer for claims lodged with
those two service providers.

Pyrenees and Benalla have not historically tracked claims made against them,
however, Pyrenees has begun to do so in 2018. The number of actual insurance
claims experienced by these councils is negligible. For example, neither council
has had a claim on its PL/Pl insurance since 2013.

To monitor and control their risks effectively, councils need to manage and
monitor their data to ensure they have a comprehensive view of the sources
of their risks. Ballarat and Yarra demonstrated better practice in this area by
classifying claims in relation to source and identifying trends over time.
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Councils implement risk controls—actions and policy changes—to reduce the
impact of identified risks. To be effective, councils need to assign responsibility
to a person or area within council, set time frames for them to implement risk
controls and have reporting mechanisms to monitor progress.

Except for Yarra and Ballarat, all the audited councils had some gaps in the
implementation of their risk registers that affect their ability to monitor the
implementation of risk controls. They either do not effectively assign risk and
time lines, or there is limited monitoring of the risk controls’ implementation, as
shown in Figure 2D.

Figure 2D

Completeness of risk management and monitoring
Risk Register practice Ballarat Benalla Glen Eira  Kingston Pyrenees Stonnington  Yarra
Effectively assigns risk to v X X X X X v
individual staff
Assigns time lines for risk v X v X v v v
controls
Risk register is easy for v X v X X X v
council staff to access and
use
Monitoring of risk review v X v X X v v

and risk control
implementation

Executive and/or audit N4 X v v v v v
committee oversight
reporting

Note: This table is based on the evaluation of risk registers in place at the time of the audit. Several of the audited councils are currently
reviewing their approach to monitoring their risk registers, which may improve performance in the future.
Source: VAGO based on data supplied by audited councils.

In the past, Kingston did not assign risks and completion dates to staff. Kingston
identified this issue in March 2017 and devised a response plan in
December 2017, which it is implementing throughout 2018.

Stonnington engaged a consultant in 2015-16 to review its risk register, with a
view to improve its existing register and ensure it was aware of all its risks.
However, the consultant produced a register containing more than 600 risks in
over 30 spreadsheets. Council staff describe the register as complex and difficult
to implement, which diminished Stonnington’s capacity to implement risk
controls. Stonnington is currently implementing steps to resolve this issue.

Benalla does not currently employ a risk manager, which affects its ability to
monitor risks and their controls. Instead, it relies on departmental managers to
manage its risks. Benalla’s Manager of People and Performance is the person
responsible for having centralised oversight of its risks, along with managing
other functions of the portfolio. Benalla undertook a review of its risk processes
in 2017 and is developing a new risk management policy.
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Pyrenees commenced a review of its risk register in 2017 following the
appointment of an experienced risk manager. Prior to that, the council did
not have systems to track and manage its risks systematically. Pyrenees is
now implementing an IT system to track risks, including the assignment of
responsibility and time lines.

Better practice for monitoring identified risks

Ballarat demonstrated better practice in monitoring its risk controls by
producing regular ‘traffic light’ reports on the progress of risk controls that it
circulates among relevant council staff. Figure 2E is an extract from this report.
This report provides Ballarat with effective monitoring of its risk control
implementation.

Figure 2E
Extract of Ballarat’s report on risk control implementation
Ref. Action Action Officer Division Due Date | Progress Comments
10. Fraud & Corruption
Context: Unidentified inst: of Fraud and Corruption occurring within the City of Ballarat
Objective: implementation of effective fraud and corruption controls to minimise the risk of fraud and corruption eccurring. Controls to ensure the robust reporting and management of suspected fraud
and cormuption.
15/086/36 - Commenced
193 | amsures. Dezsemminate this to Sumeess Unes Ty i D :m?-&:Lu-m-mwum
31/30/17 - Pobicy fnaiged - contre! plan commenced
02 el -16 I Compiete
7 T
: T5/ 10716 - Ferview SOgONG
203 | Fmakes Fraud poscy Safeey Bk Insurance Faba? ’ 21/4/47 - Policy Ut 10 LT by Febnuary and apel
S Lanaa - vess pobey ha been delived o My 2017
A1/30/37 - pobicy fnatsed

Source: Ballarat.

This section focuses on how councils reduce their PL/PI insurable risks, which is
a key driver of claims on councils.

Councils face PL/PI risks across a range of operations as they exercise their
professional judgement and deliver services to their communities. It is therefore
incumbent on councils to understand sources of risks within their operations,
and minimise and transfer risk.

Councils’ claims history establishes that the top five sources of PL/PI risks are:

e roads and footpaths

e drains and sewers

e council trees, including property damage by trees

e statutory functions, such as planning approvals

e managing events and programs for their community.

Figure 2F shows the frequency with which the top five overall sources of PL/PI
risk occurred at the audited councils between 2006—-07 and 2016-17.
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Figure 2F
Audited councils’ top five causes of PL/PI claims lodged with their insurers,
2006-07 to 2016-17

Claims lodged
70 -

60 -
50 -
40 -
30 -
20 -

10 A

o |m L. . B0 = |

Drains and Road or Services and Statutory Tree property
sewers footpath amenities functions damage

M Ballarat ™ Benalla ™ Glen Eira Kingston M Pyrenees M Stonnington = Yarra

Note: Not all claims lodged with an insurer will be paid to the claimant. We have reported total
claims lodged because each claim requires recording and administrative effort regardless of the
outcome.

Note: Councils do not lodge claims with their insurer that fall below their deductible level. The
audited councils have either $20 000 or $50 000 as their deductible and this may have an impact on
the number of claims reported in this chart.

Source: VAGO based on LMI and council claim data.

Across their operations, councils regularly undertake actions to mitigate their
PL/PI risks, including:

e complying with relevant standards, such as for swimming pools and leisure
centres

e undertaking regular safety audits, for example at public playgrounds

e maintaining public roads and footpaths to a safe standard

e monitoring and pruning council trees to minimise damage to property

e implementing public safety strategies at public events

e inspecting and maintaining council property.

We evaluated the audited councils’ PL/PI risk mitigation with a focus on how
they manage their roads and footpaths, because this affects all councils. Roads

and footpaths are also a major source of insurance claims, and there is
variability in council practice to mitigate this risk.
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Road management plans

Under the Road Management Act 2004 (RM Act), councils can develop RMPs to
define standards for road and footpath maintenance. If councils develop and
effectively implement an RMP, it provides them with a defence against PL/PI
claims arising from their management of roads and footpaths. Councils
individually create their RMP and set the standards for their own road and
footpath maintenance. Each audited council has an active RMP, which shows
they are actively attempting to minimise this insurable risk. Appendix C details
how councils develop RMPs.

Councils were generally unable to provide sufficient evidence of the information
and analysis they used to develop their RMP standards. This affects councils’
ability to review their decision-making, make changes over time and, if
challenged, prove how they decided that their RMP was reasonable.

Councils received advice on RMPs from a range of sources including LMI. Some
audited councils have also received independent risk and legal advice in
developing their RMPs. When councils have received this advice, they have
incorporated it into their RMPs.

Better practice examples in developing RMPs we identified include Ballarat,
Yarra and Stonnington benchmarking their RMP standards against other
councils. Yarra also provided evidence of evaluating its data of past compliance.
Kingston and Ballarat provided evidence of their insurer reviewing their
standards.

The audited councils’ RMPs vary significantly in the level of detail to which they
define standards, particularly the types of defects in the RMP, because there are
no set templates, legislation or policy guidance that define specific content for
RMPs. Despite this, the audited councils’ RMPs all contain the key information
required by the RM Act to define inspection regimes, defects and response
times.

When councils receive a claim, they need to have complied with the standards
they set for themselves in the RMP if they want to rely on that defence against
the claim. For example, if a person claims to have injured themselves on a
defect in a footpath and the council has not repaired it in line with the RMP’s
standards, then the RMP will not provide an effective defence against the claim.

Most of the audited councils do not monitor and report whether they are
complying with their RMP. This lack of reporting prevents councils from
understanding performance and proactively responding to noncompliance
with their RMP to reduce their insurable risk.

All the audited councils dedicate resources to road and footpath inspections.
The RMPs divide the council into areas and/or priorities based on road and
footpath usage so that councils can schedule inspections on a rolling basis.
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However, five of the audited councils do not monitor whether their inspection
regime aligns with their RMP and therefore reduces insurable risk. Ballarat
demonstrated better practice as its reporting enables it to identify performance
issues and reallocate resources to reduce its insurable risk arising from

its management of roads and footpaths. Benalla reports quarterly on its
performance against the RMP, which supports the council’s understanding of
its performance. We found this to be an effective approach compared to other
councils.

After identifying and minimising their insurable risks, councils can purchase
insurance to transfer residual risk to an insurance company. To do this
effectively and efficiently, councils need to understand and quantify their risks
before purchasing insurance. In doing so councils protect themselves against:

e gaps ininsurance—not holding insurance for an insurable risk
e under-insurance—holding insufficient insurance cover

e over-insurance—spending more than is necessary on insurance.

One way councils can do this is to utilise insurance industry better practices.
Some of these better practices include developing an insurable risk profile,
undertaking a gap analysis and quantifying insurable risk levels. This is
particularly important across PL/PI and property risks as they have the capacity
to create significant losses for councils if not adequately insured. Councils also
need to ensure they are responding to changing circumstances by reviewing
their risks and assessing the effectiveness of new insurance options.

To demonstrate better practice in understanding their insurable risks, councils
can develop an insurable risk profile. An insurable risk profile collates a council’s
insurable risks in one document, which enables it to clearly understand the
range of risks they need to insure. An insurance gap analysis compares a
council’s risk profile with its insurance to identify if there are any uninsured
risks.

The audited councils do not have insurable risk profiles nor have they conducted
comprehensive insurance gap analyses. Instead councils:

e maintain risk registers, which may identify insurance as a risk control
measure

e rely on their broker or insurer to recommend insurance products and levels.
This approach does not explicitly link a council’s insurable risks to its insurance
purchase, leading to councils:

e not having a clear, comprehensive view of their insurable risks, which
increases the risk that they may have gaps in their insurance coverage—this
also leaves an incomplete document trail for councils to review in future

e not quantifying their insurable risk levels before purchasing insurance,
increasing the possibility that they do not hold the correct amount of
insurance.
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Actuarial estimate—
statistical modelling
assessing risk, liability and
financial position used in
insurance and other
finance fields.

Victorian Auditor-General’s Report

A council’s exposure to PL/PI risk can be broadly categorised into two streams—
small regular claims and large, potentially catastrophic infrequent claims.

Councils can quantify the regular claims by evaluating their claims history. To
understand their exposure to catastrophic risks, councils can undertake an LLV
analysis regularly to ensure they understand their risks and respond to changes.

This analysis is different to councils’ current risk identification practices because
it provides an actuarial estimate of the potential losses facing the council that it
can use to determine the necessary level of insurance.

The audited councils approach LLV analysis in a number of ways:

e Kingston obtained an LLV analysis from its broker in 2016 that quantified
their level of PL/PI risks. The broker’s report identified that Kingston’s risk
exposure was higher than its level of cover and consequently it increased its
cover. The analysis provided Kingston with an evidence base for its
insurance level.

e Glen Eira holds PL/Pl insurance, with the level of cover purchased based on
its broker’s recommendation. However, Glen Eira has not undertaken an LLV
analysis to ensure it holds the right level of insurance. Glen Eira has advised
that it will undertake this analysis as part of a broader review of its
approach to risk and insurance.

e Ballarat has also commissioned an independent LLV to ensure it obtains the
right level of insurance when it tenders for PL/Pl insurance in 2018-19.

Councils that are members of LMI receive the level of cover that MAV
obtains for the scheme and are therefore reliant on the quality of MAV’s risk
quantification. MAV undertook an independent LLV analysis for the scheme
in 2015 and used that information to set its reinsurance levels.

Not all members are exposed to the highest levels of risks identified in that
analysis and may not require the full level of cover available from LMI, meaning
some may be over-insured in the traditional sense. However, as MAV can
purchase LMI scheme’s high limits for a low cost—due to its collective purchase
power—it is highly economical.

Each council carries different catastrophic risks based on its geography,
population and operations. If councils were to move away from LMI, better
practice would involve councils commissioning an independent LLV analysis,
because a broker’s advice is conflicted as they are seeking to sell the council
insurance. With an independent LLV, councils can test whether their broker is
recommending the right level of insurance. In doing so, councils would have a
sound evidence base on which to determine their required level of insurance.
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Cyber-attack—a hostile
attempt to compromise a
computer network.

A council’s property and asset risk level is a more objective exercise because

it is based on council assets and their values. Councils therefore need processes
to identify their assets and regularly revalue them to ensure they have an
accurately valued asset register.

We found that audited councils have a consistent approach to maintaining asset
registers and revaluing assets. Councils have an asset register listing their assets,
and the audited councils advised that they add or remove assets from the
register as required. Councils revalue their assets on a two- or three-year cycle,
usually linking the professional revaluation for insurance purposes to their rates
revaluation process. We also found that councils lodge their asset register with
their insurer annually.

However, we have not conducted an audit of the completeness of these
registers. Any omissions or insufficient evaluation would leave councils exposed
to potential losses, as insurance companies may not cover assets that are not on
the register. For example, Pyrenees described having a football field and netball
court damaged by flood—insurance covered the netball court as a built facility,
but not the repairs to the football field because its asset register and insurer did
not consider the cost of drainage and work necessary to make the field suitable
for play.

Over time, new risks emerge and the insurance industry has responded by
offering new products. The audited councils use different methods to evaluate
these changing risks and associated insurance products. We examined cyber risk
and insurance to evaluate how councils consider their changing risks.

As more information moves to digital platforms, councils increasingly face the
risk of cyber-attacks due to the size of their operations and the level of personal
and confidential information they hold. A hostile attack on council systems can
potentially cause:

e damage to IT infrastructure including implantation of viruses and malware
e system outages impacting the delivery of service
e theft of council data, including personal information of staff or residents

e consequential reputational risk.

Since 2016-17, five of the audited councils have purchased cyber insurance to
offset this risk.
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None of the audited councils have attempted to quantify the level of risk they
face and, as such, cannot know if they hold the right level of cover:

e Ballarat evaluated its existing policies and decided the policies provided
adequate cover. It chose not to purchase cyber insurance. Its analysis did
not quantify the loss that might arise from a cyber privacy breach. Ballarat
advised that due to further analysis, it has purchased cyber insurance
starting in 2018-19.

e Pyrenees reviewed its IT security and decided that because it sources its
internet access through the local health service that it had sufficient IT
protection and did not purchase cyber insurance. Pyrenees has not
sufficiently documented this decision.

e Kingston, Yarra, Benalla, Stonnington and Glen Eira purchased the insurance
on the advice of their broker without further evaluation. Stonnington
subsequently received additional advice on its coverage from its broker.
Glen Eira advised that it is reviewing its risk levels ahead of renewing this
insurance in 2018-19.

MAV has provided advice to LMI scheme members on this emerging risk and
councils that are not members of LMI have received information from their
brokers. However, the varying approaches indicate the sector is trying different
ways to evaluate this emerging threat and insurance product. Further guidance
to the sector as new risks and insurance products emerge, and how to quantify
them, would support the evaluation and transfer of emerging insurable risks.

The development and maintenance of risk management policies is a
resource-intensive activity for councils. It includes gathering information,
benchmarking, internal consultation, drafting of policy documents and
executive approval. Councils are also responsible for the quality and the
completeness of their policy documentation, which requires councils to have
either in-house expertise or engage consultants.

The provision of guidance specific to councils on how to develop risk policies,
including recommended content and templates, would help reduce this effort
and support the quality of the policies councils develop. This would be most
beneficial to small councils that may not be able to maintain full-time risk
management staff.

Victoria does not have specific guides for local government that councils can use
to design and benchmark their policies. This contrasts with the Department of
Treasury and Finance’s VGRMF and supporting documentation managed by
VMIA, which provides guidance to state entities and includes policy templates.
The Western Australia Department of Local Government produced Risk
Management Resources in 2013, which includes a model risk management
policy for local government.
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We evaluated whether each audited council’s existing risk policy includes the
various components of the VGRMF's risk policy template. We found that the
councils’ risk management policies are mostly complete with some areas for
improvement, including better documenting the risk register policy and how
they will measure their risk management performance.

While there is no centralised guidance to councils, they can access information
sources to improve their risk polices and understanding of their insurable risks.
The audited councils identified the following as useful sources:

e information-sharing forums run by MAV

e alocal Government Professionals practice group
e information shared by MAV and their brokers

e regional groups

e professional networks.
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In this part of the report, we examine how councils decide what insurance cover
they require, and ensure they achieve a value-for-money outcome. We focus on:

e councils’ PL/PIl and property insurance purchases as they are councils’ most
expensive insurance costs

e councils’ insurance procurement processes

e the impact of tendering for insurance on value for money outcomes.

Historically, the lack of open and transparent tendering for insurance in the
sector means it is difficult for councils to demonstrate they have achieved the
best outcomes from their insurance purchases. In cases where councils have
tendered, they have generally achieved better financial outcomes and improved
their understanding of their risk profile. These councils have experienced
reduced premiums from either their existing insurer or competing parties.
Competitive pressure in the market has driven lower premiums, however, it is
too early to judge whether this will be sustainable longer term.

LMl is a robust model for pooling resources and has provided stable

PL/PI insurance to the sector for 25 years by using its ability to joint purchase
reinsurance and disperse risk across its membership. Although the scheme

has significant advantages to offer, the lack of transparency in how it applies

its price policy across councils and the non-tendering for the scheme’s
broker/service provider impacts its ability to clearly demonstrate it is delivering
value for money.

Due to outdated legislation, LMI’s external governance does not reflect modern
standards and falls short of the oversight afforded to either commercial or
public insurers. There is also room for improvement in the management
structure of LMI to create more accountability for its performance to its
members, which would lead to greater transparency for members about the
financial position of LMI.
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Increased competition, higher-than-anticipated claims levels, MAV’s decision to
reduce LMI’s asset position and its comparatively inflexible administration costs
have all contributed to LMI facing a tenuous financial situation. This increases
the risk that councils may need to make additional premiums to support LMl in
future. Councils do not have a good understanding of this risk, including its
likelihood and potential cost.

Councils face increasing budget pressures and need to obtain value for money in
all their procurement, including insurance. Figure 3A shows that the total
amount paid by councils for their insurance can vary significantly. In a fiscally
constrained environment, reviewing and rationalising the amount spent on
insurance can assist councils to fund other important services.

Figure 3A
Total insurance premiums as a proportion of council revenue in 2016-17

Total premiums as a

Premium . .
proportion of council revenue
$1 400 000 ~ r 1.4%
$1200 000 - F1.2%
$1 000 000 - F 1.0%
$800000 - F 0.8%
$ 600000 - F 0.6%
$400000 - F 0.4%
$200000 A I l- 0.2%
S0 A T T T T T T - 0.0%
P @ S & @ NS &
Na e & & z(fo L &
Q & O I Q A
(_)\.
M Total insurance and broking excl. GST Total premiums as a proportion of revenue

Note: Ballarat also purchases WorkCover insurance, however, other councils did not include this
premium in the data provided to VAGO. We have excluded Ballarat’s WorkCover insurance from this
figure to improve comparability.

Note: Premium prices include stamp duty but exclude GST.

Source: Premium prices compiled by VAGO from information supplied by MAV and councils. Council
revenue figures compiled from the councils’ 2016-17 annual reports.

Approaching the market through an open and transparent tender is the most
common process councils use to demonstrate that they are obtaining value for
money in procurement. Figure 3B shows how councils would purchase
insurance if required to conduct a tender.
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Figure 3B
Typical insurance purchase via tender

Council evaluates its insurable

risks: Council tenders for broking

e Risk registers services and insurance products
e Quantification of risk levels

Brokers respond, including: Council evaluates the offers:

e Recommended insurance e Value for money assessment
cover types and levels e Document decision

e Indicative premiums e Contract awarded

Source: VAGO.

Factors for evaluating councils’ insurance purchase

There are several important factors to consider when evaluating councils’
insurance purchase:

e PL/Plinsurance is the largest insurance purchase for most councils. Of the
69 councils that insured with LMI in 2016—17, 51 relied on the ministerial
exemption to make the purchase without tendering.

e Property insurance is a council’s second largest insurance purchase. Benalla
and Pyrenees property premiums were below the procurement threshold of
$150 000 that requires tendering. When a small regional council’s property
premium falls below the threshold, they can purchase it without tendering.

e Brokerage fees range from $20 000 to $30 000 and consequently councils
do not need to tender for this service.

e When councils run a tender for insurance, they usually run one
procurement activity for broking services and insurance products. The
direct and administrative costs of running a tender do not vary significantly
whether a council tenders for some or all their insurance products.
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Historically, councils have taken an approach of ‘rolling over’ their broking
services and insurance purchases without substantively assessing alternate
options. In this approach, although councils have run tenders where required
by legislation, they have continued with LMI, the same insurance broker and
property insurer.

However, over the past four years, more councils have chosen to manage a
tender process. We have identified four different approaches to purchasing
insurance in the sector, as described in Figure 3C.

Figure 3C
Councils’ procurement processes for insurance

Tender, plus
Item ‘Roll over’ Tender excluding PL/PI  Tender for all insurance | considering LMI

Tender Private entity Council or third party Council or third party Council or third party

agent (if required)

Broker Associated private Winner of tender Winner of tender Winner of tender
entity

PL/PI LMI LMI Winning broker’s LMI or winning broker’s

recommendation recommendation

Property A product managed by Winning broker’s Winning broker’s Winning broker’s

insurance an associated private recommendation recommendation recommendation
entity

Other As recommended by Winning broker’s Winning broker’s Winning broker’s

insurance the associated private recommendation recommendation recommendation
entity

Note: A ‘tender agent’ is a company appointed by council to run a tender on its behalf. Due to the complexity of broking and insurance, it is
common practice for councils to appoint a tender agent with expertise in the insurance market to assist them with their evaluation of
insurance offers.

Source: VAGO based on procurement documentation supplied by audited councils and sector consultation.

Except for Pyrenees, all audited councils have undertaken some form of
tendering for insurance in the past five years.

During the period when the audited councils rolled over their insurance they did
not adequately monitor the procurement process to ensure they obtained value
for money:

e Councils reappointed annually the same associated entities as their tender
agent, broker and property insurer. The tender agent did declare the
potential conflict of interest and identified the steps it would take to
mitigate it. However, councils did not test how the tender agent managed
the conflict of interest in practice to ensure the procurement process was
open and without bias. DELWP reviewed this tender process in 2009 and
determined it legally compliant with procurement legislation.

e Councils did not evaluate whether the procurement process used, and
repeated annually, delivered value for money.

e Councils did not document why they have continued to roll over their
insurance purchase rather than considering other options.
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When the audited councils tendered for their broking and insurance over the
past four years they received multiple responses—thereby widening their
choice of service providers and quotes. Figure 3D shows the different
approaches the audited councils used to purchase their insurance.

Figure 3D
Practices used by the audited councils to purchase insurance

‘Rolled over’ Tendered for broking and Tendered for broking

Council insurance insurance except for PL/PI and all insurances
Ballarat v v v
Benalla v v v
Glen Eira v X v
Kingston v X v
Pyrenees v X X
Stonnington v X N4

Yarra v X v
Source: VAGO based on information provided by the audited councils, through to 2018-19.

Pyrenees, Ballarat and Benalla were part of a group of seven Victorian councils
that planned to collectively tender for their broking and insurance in 2018-19.
However, when the responses to the group’s tender for a risk advisor were not
satisfactory, the group disbanded to acquire their insurance individually. Despite
the effort being unsuccessful in this instance, this is an example of an innovative
approach to obtaining insurance in the sector.

As part of a value-for-money decision, the following factors are relevant:
e Premium price—the annual price paid by a council to purchase insurance.

e Deductible levels—changing deductible levels impact the amount of
out-of-pocket expenses councils bear from their claims.

e Cover levels—the insurance must provide sufficient coverage of the
council’s insurable risk. Better practice would involve councils obtaining
independent advice on the amount of cover they require.

e Cover types—councils need to analyse policies to ensure they do not leave
gaps in their insurance coverage.

e LMl and some brokers offer additional services such as risk advice within
the brokerage/insurance cost.

Councils can test the insurance market through running tenders, which has been
an increasing practice over the past four years. Councils may choose to tender
for their broker services and either some or all their insurance products. In the
examples we have reviewed, councils have engaged consultants to assist with
this process. It can be challenging to manage a tender for insurance, but can
result in better value for money outcomes.
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Challenges in managing an insurance tender—a case study

Managing an open and transparent tender for broking and insurance is not
simple and requires procurement, risk and insurance expertise that may or may
not be available in-house to councils. In the tenders we have reviewed, councils
have relied on a combination of council staff and external expertise to manage
the tender and evaluate the responses.

Even when councils engage relevant expertise, they can still face challenges that
impact the level of benefit they can gain from tendering for their broker and
insurance.

For its 2017-18 insurance, Stonnington tendered for its broking and all
insurances. It appointed a new tender agent to manage the tender, which
opened in February 2017 and closed in March 2017. Four insurance brokers
responded prior to the tender closing, including their incumbent broker.

Stonnington received the evaluation report for this tender in March 2017,
however, its incumbent broker also made a second, late offer to reduce
premiums in June 2017. Of the compliant responses to the tender, the
incumbent broker was the most expensive.

In March 2017, the council’s former tender agent—an associated entity of its
incumbent broker—also contacted Stonnington offering to include it in a parallel
tender process. Stonnington advised that it accepted this offer to protect itself
against the first tender being unsuccessful—in doing so, Stonnington
commenced a second tender for its insurance.

Figure 3E shows the total insurance premiums offered to Stonnington through
the first tender, along with its actual 2016-17 and 2017-18 premiums.

Figure 3E
Stonnington insurance premium offers for 2017-18 relative to 2016—-17 premiums

2017-18 actual—Incumbent broker
2016-17 actual—Incumbentbroker
Tender—Incumbentbroker (noncompliant)
Tender—Incumbentbroker (compliant)
Tender—Broker 2 (compliant)
Tender—Broker 1 (compliant)

Tender—Broker 3 (noncompliant)

0% 20% 40% 60% 80% 100% 120%

B Offers received from Stonnington'sincumbent broker Offers received from alternative brokers — Baseline
Note: Stonnington assessed the bid from Broker 3 as noncompliant because it did not offer the level of insurance requested in the tender
document. Stonnington’s incumbent broker made a compliant bid prior to the tender closing, and a second bid after closing which was

assessed as noncompliant.
Source: VAGO based on Stonnington.
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Stonnington evaluated the first tender based on the information it received in
June 2017, initially recommending accepting the lowest bid made prior to
closing—Broker 3. However, prior to finalising the decision, Stonnington
determined that because Broker 3 had offered a lower level of cover than its
competitors and the incumbent broker had made a late bid that the process had
probity issues, resulting in Stonnington discontinuing that tender process.

Instead, Stonnington secured its insurance through the second tender, resulting
in the council remaining with its incumbent insurance broker. We note that the
tender agent’s public advertisement omitted Stonnington—Stonnington advised
that this occurred due to timing issues. The eventual outcome was a lower
overall price than 2016-17, though it was still slightly higher than the lowest
compliant offer received through the first tender.

Value for money in property insurance

When the audited councils have tendered for their property insurance, they
have saved significant premium costs by exiting their existing property insurance
arrangements, which had been part of their roll-over insurance arrangements.
As part of the tender, councils received advice from the brokers on the
appropriate level of cover and determined that the level of cover and offered
premiums offered a value-for-money outcome.

Figure 3F shows the savings audited councils made in the year immediately after
they undertook open and transparent tenders for property insurance. It is
evident that rolling over previous property insurance arrangements does not
demonstrate value for money for councils’ property insurance.

Figure 3F

Savings in property insurance premiums for the year immediately after

tendering for property insurance
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Source: VAGO based on data provided by councils.
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Figure 3G shows Yarra’s annual property insurance premiums relative to
2015-16. We have used 2015-16 as the base year because this was the last year
before Yarra tendered its property insurance.

Figure 3G
Yarra property premiums relative to its last year in LMI
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Note: All figures are nominal values and not adjusted for inflation.
Source: VAGO based on Yarra.

Until 2015-16, Yarra purchased its property insurance through the property
insurance mutual scheme that insures most Victorian councils’ assets.

Yarra ran a tender for insurance in 2016—17 and changed insurers having
received a quote that was approximately 70 per cent cheaper than its previous
year’s property insurance premium. During 201617 Yarra decided that it was
not receiving adequate service from its service providers. As a result, in 2017-18
Yarra returned to the property mutual scheme and received a premium
approximately half of its 2015—-16 premium. This outcome indicates councils can
drive significant savings in their property premium by tendering their insurance.

Among the audited councils, Stonnington, Yarra, Benalla and Pyrenees obtain
their property insurance through the same property mutual scheme. Councils
can become members of the property mutual scheme for their insurance rather
than approaching the insurance market individually.
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By tendering for insurance, councils received advice on the comparability of
cover and consideration of deductible levels. Using this advice, they can make
an informed value-for-money decision on the insurance product that best meets
their needs.

When considering insurance products, a key issue for councils is ensuring their
assets are protected. The property mutual scheme’s policy documentation held
by the audited councils state that it holds insurance policies to cover its
members’ assets ‘subject to the insurer’s policy terms and conditions’.

As part of this audit, Stonnington sought this information from its broker,
however, it could not obtain the contract wording. Without this information,
councils cannot be assured of the extent to which their assets are insured,
creating the risk that they may be over- or under-insured. This contrasts with
the policy wording held by Kingston and Glen Eira—which are not a part of the
property mutual scheme—whose policy states their assets are fully insured.

Value for money in PL/Pl insurance

Councils need to consider how they will obtain value for money in their most
expensive insurance purchase—PL/Pl insurance—given the option of tendering
or becoming members of LMI without tendering.

Using its pool of Victorian councils, LMI has been able to procure reinsurance
from the commercial market, which has not always been available to councils on
an individual basis. The exemption from tendering has not been reviewed since
1993, until being considered as part of the proposed changes to the LG Act in
2018. Fifty-one councils whose premium exceeded the $150 000 procurement
threshold accessed the exemption to purchase their insurance from LMl in
2016—-17 without running a tender.

Over the past four years, some councils have obtained PL/PI insurance from
commercial insurance companies and have received different levels of coverage,
deductibles and lower premiums.

The audited councils that have tendered their PL/PI insurance can demonstrate
how they made a value for money purchase by actively considering these
factors. During procurement, they have obtained expert advice on the
comparability of coverage provided by the different insurance policies,
evaluated the service delivery in the package and considered the premium price
when determining which option provided the best value for money.
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As part of this audit, MAV have informed us that a total of 31 councils tendered
for their PL/Pl insurance in either 2016—17 or 2017-18, however, by 2017-18
only 11 councils were not members of LMI. This demonstrates that when
councils tender, they find the LMI provides a value-for-money outcome based
on the premium, cover and services offered.

MAV advised it has adopted a competitive price approach to retain members
that tender for insurance, resulting in many councils that tendered obtaining
lower premiums from LMI. For example, MAV advised that one interface council
was offered a 10 per cent discount, against a general rise of 1.7 per cent, in
2016-17 to retain it as a member of LMI when it tendered its insurance.

In tendering, councils have been able to assess the market offerings and LMI’s
best price. This demonstrates that tendering can drive better premium
outcomes and more options for councils even if they do not change their
insurer.

Whether the lower premiums are sustainable—either by LMI or commercial
insurers—is not clear given the short time frame in which the audited councils
have been accessing the commercial market. During this audit MAV advised us
that, in its view, the insurance industry is currently going through a ‘soft market’,
resulting in commercial insurers offering ‘loss leading’ PL/PI premiums to
capture market share from LMI. MAV is of the view that the local government
sector is likely to see increases in premiums when the ‘market hardens’ at which
point LMI’s ability to continue to offer insurance will be more beneficial to the
sector.

For councils that have individually insured with commercial insurers, there is
only short-term data available and premiums may fluctuate in future due to:
e changes in the insurance and financial markets

e changes in a commercial insurer’s pricing strategy

e commercial insurers gaining a more accurate understanding of the council’s
risk profile

e ongoing, persistent small claims against council

e asignificant claim event occurring.

In contrast, LMI’s group purchase of insurance would ideally provide some
protection against these risks. LMI has consistently been able to arrange
reinsurance from the commercial sector for scheme members for over 25 years.
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Figure 3H
PL/PI insurance premiums relative to 2013-14
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It is not known whether the commercial sector will continue to insure individual
councils directly in the future if market conditions change, therefore exposing
these councils to the risk of being unable to meet future insurance needs. It is
not clear if councils actively consider this risk when tendering their PL/PI
insurance, and they may be undervaluing the continuity provided by LMI.

Three audited councils—Glen Eira, Kingston and Yarra—left LMI and received
reduced premiums after tendering. Yarra returned to LMI after one year.
However, while these councils received reduced premiums, they also received a
lower level of cover from the commercial providers. The councils assessed this
lower level of cover to be sufficient for their needs based on the information
they received through the tender process.

Figure 3H shows how the PL/PI premiums of audited councils have changed over
five years to 2016—17 relative to the 2013—14 baseline. This baseline represents
the last year in which all audited councils insured with LMI.
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Note: Key drivers of changes in premiums include councils’ claims experience, deductibles, insurers’ pricing strategies and competitive
pressures.
Source: VAGO based on LMI and council PL/PI premium data.
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Glen Eira PL/PI insurance outcomes

Figure 31 shows Glen Eira’s PL/PI premium relative to its 2013—14 premium, the
last year it insured with LMI.

Figure 3l
Glen Eira PL/PI insurance premium relative to its last year in LMI
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Note: Premiums are based on actual premiums, not adjusted for inflation. We have compared
premiums to 2013-14 because this is the last year that Glen Eira insured with LMI.

Source: VAGO based on Glen Eira’s PL/PI premium data and LMI premium data.

Glen Eira left LMI in 2014-15 after requesting its broker explore the commercial
market for better insurance terms. In making the change, Glen Eira’s level of
cover reduced significantly from the LMI limit—currently $600 million—to

$200 million with its new insurer. Glen Eira has relied on its broker’s advice

to set its insurance level without conducting an LLV analysis or receiving
independent advice. Its deductible is $10 000 or $20 000 with the new

insurer depending on the type of insurance but this has now risen to $20 000
for all claims. Glen Eira’s deductible was $20 000 in its last year with LMI.
Economically, this is an improved outcome for Glen Eira compared to the LMI
offering.
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Kingston PL/Pl insurance outcomes

Kingston experienced an average 18 per cent year-on-year increase in its LMI
premiums over the five years from 2009—-10 to 2014-15. MAV advised that the
increases were due primarily to Kingston’s claims history. Figure 3J shows how
the actual premium paid by Kingston for PL/PI insurance has changed since
leaving LMI after 2014-15.

Figure 3J
Kingston’s PL/PI insurance premium relative to its last year in LMI
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Note: Premiums are based on actual premiums, not adjusted for inflation.
Source: VAGO based on Kingston’s PL/PI premium data and LMI premium data.

On leaving LM, Kingston experienced a fall in its PL/PI insurance premium. In
exchange for the lower premium, Kingston has received a lower level of cover. In
2016-17, it had an LLV analysis conducted by its broker to provide advice on its
required insurance levels, resulting in it adjusting its levels to $120 million for
public liability and $50 million for its professional indemnity insurance.
Kingston’s deductible level (520 000) has not changed from when it was with
LML. It is not clear if the savings that Kingston received have been due to the
lower limit of insurance cover or other factors. However, tendering its PL/PI
insurance seems to have halted the increase in premiums that Kingston was
facing in its last five years with LMI.
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Yarra PL/Pl insurance outcomes

Yarra undertook a full tender for its suite of insurances in 2016-17. Yarra
received three bids in response—including from its incumbent broker. It chose
to contract a new broker and coverage following the tendering process. Yarra
based its assessment on the additional services offered as making it the best
value-for-money bid and documented its decision. Yarra also chose to leave LMI
through this process.

Figure 3K shows how Yarra’s PL/PI insurance premiums have changed relative to
its 2015-16 premium. We have used 2015-16 as the base year because this was
the last year before Yarra tendered its property insurance.

Figure 3K
Yarra PL/PIl insurance premium relative to its last year in LMI
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Note: Premiums are based on actual premiums, not adjusted for inflation.
Source: VAGO, based on Yarra premium data and LMI premium data.

Mid-way through 2016-17, Yarra chose to leave its new broker and return to its
previous broker, though it stayed with the new insurers for the remainder of the
year. Yarra advised that it was not satisfied with the service it received, but
there is limited documentation of this or evaluation of the impact on council.
This is significant because Yarra obtained substantial premium savings across

its insurances in 2016—17. This contrasts with the council’s considered and
documented procurement decision to change brokers and insurers for 2016-17
to obtain better value for money.
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In 2017-18, the council returned to LMI for its PL/PI insurance. Despite the
challenges faced by Yarra in moving its PL/PI insurance, tendering has led to
Yarra receiving lower premiums from the commercial insurer and LMI over the
past two years. This has included receiving lower coverage outside of LMI and,
on returning to LMl in 2017-18, a lower premium albeit with an increased
deductible from $20 000 to $50 000.

LMI has delivered significant benefit to councils through its provision of
PL/PI insurance regardless of the insurance market’s fluctuations. MAV
management of LMI needs to meet modern governance standards to
ensure accountability and its financially viability to enable it to continue
to deliver effective PL/PI insurance to the sector.

For councils, it is key that LMl is a value-for-money product given they can
become members of the scheme without tendering for their largest insurance
purchase.

This section looks at how LMI delivers a value-for-money outcome, considering
financial and other benefits offered by the scheme, how it is governed and
challenges facing the scheme.

The government’s choices made in establishing LMI’s legal structure remain in
effect today. There are several unique features that set it apart from other
insurance products:

e LMlis run by MAV, and MAV is obliged to offer PL/PI insurance to councils
regardless of their risk profile—commercial insurers can choose not to
insure high-risk councils.

e MAV is not a captive insurer—councils can choose to purchase the product
or not. As such, MAV is competing with commercial insurers to retain
members.

e The MA Act requires LMI to be a mutual insurance scheme, and it must be
run to benefit its members and MAV. It is not a for-profit entity.

e LMV’s purpose is to offer PL/Pl insurance. The MA Act also empowers MAV
to operate as a broker, however, MAV has licensed its broking powers to a
private entity.

e LMl operates under MAV’s Australian Financial Services Licence (AFSL)
licence.

e LMl is not a state insurer—it is financially reliant upon its own capital and
revenue, and ultimately upon its members.

e LMl is exempt from APRA regulation and the Insurance Act 1973.

e LMlis required to comply with the conditions of its AFSL licence, which is
overseen by the Commonwealth’s Australian Security and Investments
Commission.
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MAV advised that this structure has led to today’s circumstance, where MAV has
an obligation to insure Victoria’s highest-risk councils and has done so
throughout periods where the private sector has largely withdrawn from the
local government sector. MAV has done this without the protection of being a
captive insurer. MAV also advised it has to compete on price to retain members
during soft markets as seen over the past three to four years, yet continue to
provide insurance during periods when the commercial insurers have withdrawn
from the market. The ongoing availability of LMI has provided security to the
sector against changes in the commercial insurance market.

In 2018-19, we have seen some evidence of the market again changing with
some insurers withdrawing and some councils that have left LMI requesting
pricing again for comparison. This highlights the ever-changing nature of the
PL/Pl insurance market for local government.

The government has not reviewed the structure of the scheme for over

25 years, although it is now being considered as part of the ongoing reviews of
the MA Act and LG Act. A detailed analysis of the scheme’s structure and
available options to provide PL/PI to the sector would draw on lessons learnt
from LMI’s experience, contrasted with other models seen in state and
commercial insurance to ensure councils have access to sustainable PL/PI
insurance.

Coverage provided by the LMI

During the audit, councils have expressed different understandings of how LMI’s
coverage limit operates, despite being members of the scheme over an
extended period. The most common understandings councils expressed are that
it either:

e provides cover to councils for up to $600 million for each claim
e provides a pool of cover for all members each year up to $600 million.

These understandings are significantly different. MAV has advised us that the
cover of up to $600 million is for each claim, and LMI provides each council with
individual aggregate limits which vary depending on the type of claim. It is
apparent that MAV could more clearly explain the LMI terms to its members,
and that councils should ensure they understand the terms of the insurance
they are purchasing.

MAV advised that it uses a range of measures internally to assess whether LMl is
delivering members value for money, including actuarial analysis and comparing
financial data against LMI trends and APRA data where available. Some of the
measures include:

e the total value of claims it pays relative to premiums collected
e the low level of risk that it retains relative to other insurers

e the value of the reimbursement it receives from its reinsurers relative to the
reinsurance premium it pays.
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Gross loss ratio—the total
gross claims incurred by
an insurer relative to the
gross earned premiums it
collects.

Net loss ratio—an
insurer’s net incurred
claims (claims paid less
reinsurance recoveries)
divided by net earned
premium (total premiums
less reinsurance costs).
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LMI delivers gross and net loss ratios that are better than the PL/PIl industry
standard, which represents a value-for-money outcome for councils because it is
paying a high rate of claims to members while reclaiming a large proportion of
those claims from its reinsurers.

Figure 3L shows that LMI’s gross loss ratio—except for 2014—15—is higher than
PL/Plinsurers in Australia. A higher ratio indicates an insurer is paying more in
claims relative to the premiums it is charging—the higher the return, the better
value for money a council is likely to obtain.

To enable greater comparability, Figures 3L to 30 present a straight aggregate of
APRA PL and Pl data, a weighted aggregate of this data, and LMI’s data. The
weight applied to the APRA data is based on LMI’s claims data across the two
insurance types.

Figure 3L
LMI gross loss ratio compared to PL/Pl insurers

140% A
120% A
100% A

80% A

60% -
40%
20% -
0% - . . . . .

2012-13 2013-14 2014-15 2015-16 2016-17

B APRA gross loss ratio (aggregate)
M APRA gross loss ratio (weighted)
LMI gross loss ratio

Note: APRA figures include PL/PI insurers across all industries in Australia, not just Victorian
councils.
Source: VAGO based on APRA publicly available data and MAV annual reports.

Except for 2012-13, LMl also has a net loss ratio lower than or at the industry
standard, meaning it claims back more from its reinsurance companies
compared to the industry average. This is one way of assessing that LMI delivers
a better value-for-money outcome for councils. Figure 3M compares LMI’s net
loss ratio against industry standard.
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Net expense ratio—the
expenses incurred in
managing an insurance
scheme relative to its
net earned premiums
(total premiums less
reinsurance costs).

Figure 3M
LMI net loss ratio compared to PL/PI insurers
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Note: APRA figures include PL/PI insurers across all industries in Australia, not just Victorian
councils.
Source: VAGO based on APRA publicly available data and MAV annual reports.

However, depending on the measure used, LMI does not perform as strongly
when compared to other PL/PI insurers when we evaluate the level of
administrative expenses it incurs to manage the scheme. Figure 3N shows LMl is

paying a higher proportion of its net revenue in administrative fees than the
industry standard.

Figure 3N
LMI net expense ratio compared to PL/PI insurers
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Note: LMI figures include fees paid for risk advisory and other services that the scheme offers to
members.

Note: This chart compares LMI’s reported ‘administration and general expense’ data with the APRA
‘total underwriting expense’ data, relative to net earned premiums.

Source: VAGO based on APRA publicly available data and MAV annual reports.
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Gross expense ratio—the
expenses incurred in
managing an insurance
scheme relative to its
total premiums.
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MAV advised that a key reason the LMI’s net expenses are higher than average
is because it purchases a substantial level of reinsurance to offset risk to LMI. To
account for this, it is possible to look at its gross expense ratio, as shown in
Figure 30.

Figure 30
LMI gross expense ratio compared to PL/Pl insurers
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Note: LMI figures include fees paid for risk advisory and other services that the scheme offers to
members.

Note: This chart compares LMI’s reported ‘administration and general expense’ data with the APRA
‘total underwriting expense’ data, relative to net earned premiums.

Source: VAGO based on APRA publicly available data and MAV annual reports.

MAV advised that LMI’s gross expenses were also lower than industry standard
prior to 2013—14. LMI’s gross expense ratio has converged with industry
standards by 2016-17 due to the scheme’s expenses being relatively inflexible
while its total premiums have declined. Additionally, we note that the private
entity that provides services to LMI promised to reduce costs by $1 million in
2017-18, however there is no evidence that it eventuated. This indicates that
savings in the administration of the scheme by the private entity have been
available but not obtained by MAV.

LMI has also added significant benefits to the sector that are not readily
quantifiable in a procurement process, primarily due to its ability to collectively
purchase reinsurance. Benefits provided by LMI include the following:

e Smoothing of premiums—LMI aggregates its members’ claims, so when a
significant claim occurs its reinsurers consider it against a much larger pool
of councils. If a commercially insured council experienced a significant
claim, its insurer is likely to adjust its premium considering primarily that
council’s claims history alone.
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e Ongoing availability of insurance—when LMI approaches the reinsurance
market, the collective purchase power and ability to disperse risk across
councils is possibly more attractive to reinsurers than councils operating
individually. This encourages reinsurers to insure councils collectively,
during times when they may be unwilling to offer insurance to councils
individually. This is likely to be more relevant to smaller councils compared
to large councils, which carry higher PL/PI risk levels relative to their
revenue. MAV advised that this will also be the case for larger councils with
frequent small claims. However, in our view larger councils are more likely
to be able to obtain insurance despite this due to their size, although it
might be more expensive.

e High level of cover for minimal additional cost—LMI provides $600 million
in PL/PI cover to its members in 2017-18. The coverage above $30 million
costs the scheme approximately $540 000, which equates to about $5 000
per member. Even if councils do not require this high level of insurance,
they obtain it for a marginal cost and insure against extreme events.

e Additional services—LMI members receive additional services including risk
policy analysis, advice and legal services to defend claims. These services
supplement councils’ internal risk and insurance practices. The audited
councils that insure with LMI have advised that they find these services
beneficial.

These other benefits are significant but, other than the level of cover, are hard
to quantify in a procurement decision that generally focuses on definitive
factors such as cost.

To deliver a value-for-money product and ensure ongoing sustainability, LMI’s
premiums need to be cost effective and reflect councils’ risk profiles.

We found that LMI’s pricing has not followed council risk profiles, which MAV
advised is due to different strategic objectives and increasing competition from
commercial insurers. We found that councils that tender for their PL/PI
insurance obtain a better value-for-money outcome from LMI if they tender.

Strategic changes to premium setting

During this audit, MAV provided us with an actuary’s report that outlined its
strategic approach to setting council’s premium levels from 2008 onwards. The
report noted that beginning in 2008—-09, LMI’s premiums were lowered to
return capital to the sector, resulting in cheaper premiums for councils. This
policy offered short-term financial benefit to its members and lowered LMI’s net
asset position.
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By 2012-13, MAV advised that it identified that LMI’s claims experience had
been higher than expected and its capital position had been reduced, requiring
an adjustment of its pricing approach. However, MAV further advised that after
consulting with the sector it determined it could not quickly increase prices
because councils would perceive this as unwarranted. The total premium pool
did not return to its nominal 2006—07 level until 2014-15.

These strategic approaches detached LMI’s premium setting from councils’ risk
profiles in a strict sense, reduced its asset base and artificially lowered prices
which set council expectations for LMI premiums. These decisions have affected
LMVI’s financial position and its ability to respond to current competitive
pressures.

MAV has advised that claims history is the ultimate driver of insurance pricing,
however, MAV’s pricing policy documents the multiple factors it uses alongside
claims history in setting premiums. This results in councils’ premiums being
based on information other than just their claims experience.

Commercial market competition and competitive pricing

Competition has increased over the past four years for local government PL/PI
insurance. MAV advised that this has led it to offer competitive prices to some
councils that tender from 2016—17 onwards. This was a strategic decision made
by MAV to retain members in the scheme. While MAV has a documented pricing
policy, it makes case-by-case decisions on the premiums offered to councils and
does not robustly document the reasons.

It is equally possible that commercial insurers are setting loss-leading prices to
attract councils from LMI, however, we do not have access to this information to
evaluate commercial insurance pricing. MAV has advised that it is confident this
is the case.

The private entity that arranges LMI’s reinsurance has also responded to
councils’ broking and insurance tenders and offered PL/PI insurance. At times it
has offered indicative prices for LMI in response to tenders, including multiple
offers in 2018—-19. MAV was unaware that these offers were made and advised
that LMl is placed directly with councils—not through a broker—and cannot
respond to tenders.
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Technical price—the
actuary-recommended
insurance premium based
on a council’s individual
risk profile and claims
history.

Strategic price—the
premium offered to a
council, considering
competitive pressure.
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MAV has advised that the private entity may be offering significantly lower rates
for PL/Pl insurance to councils when responding to tenders to retain market
share. MAV is also of the view that this private entity is likely to benefit if LMI
does not continue as it is likely to compete aggressively in the market. However,
it is not clear why an effectively run LMI, with the purchasing power of a large
pool, could not see off such threats.

MAV identified that 11 councils tendered their PL/Pl insurance for 2016—17, and
seven of them were retained in LMI. Figure 3P shows the difference between
the technical price and the strategic price offered to six of these councils in
2015-16 and 2016-17, the year in which they tendered.

Figure 3P
Difference between council technical and strategic pricing for those that
tendered in 2016-17

Council Council type 2015-16 2016-17
Council 1 Interface 9% -34%
Council 2 Interface 10% -32%
Council 3 Metropolitan -2% -13%
Council 4 Interface 0% 0%
Council 5 Regional -10% 2%
Council 6 Metropolitan 2% 9%

Note: Premium changes are in nominal terms and do not factor in inflation.

Note: We have not named these councils because they are not among the audited councils. A
seventh council also tendered and retain, however due to its unique insurance arrangements with
LMI we have excluded it from this table to improve comparability.

Source: VAGO based on LMI data.

For councils in LMI, strategic pricing creates a two-track pricing approach—MAV
potentially offering lower prices to retain members that tender their broking
and insurance compared to those that ‘roll over’ their insurance. Councils that
do not approach the market cannot demonstrate that they have obtained the
best value for money, given that tendering may result in lower LMI premiums.
MAV advised that its capital management plan and returning member policy will
likely result in councils that received strategic pricing and those returning to LMI
in future will receive more volatile pricing changes year-on-year.

The current insurance market and MAV’s pricing approach is delivering lower
premiums to larger councils that are not being realised by smaller councils.
Figure 3Q shows that over four years to 2016-17, large councils were more
likely to receive premiums from MAV that were below their technical price.
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Figure 3Q
Percentage of premiums offered to councils below their technical price
2013-14 to 2016-17
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One key feature of LMl is its ability to provide insurance to smaller councils that
might find it challenging to procure sufficient, affordable insurance on their
own. These councils also have a greater propensity to ‘roll over’ their insurance,
as tendering for insurance is more resource intensive and technically
challenging. Figure 3R shows that LMI charged large and small shire councils
total premiums greater than their technical price in 2016-17.

Figure 3R
LMI 2016-17 pricing variation

Variation between 2016-17

Council Type Change 2015-16 to 2016-17 technical and strategic pricing
Interface -15% -14%
Large shire 1% 10%
Metropolitan -7% -16%
Regional city -3% -10%
Small shire 1% 29%

Note: Only councils who were with LMI in 2015-16 and 201617 are included in this figure.
Source: VAGO, based on LMI premium data.

Smaller councils did not receive the discount in premiums experienced by larger
councils. For example, 17 of the 19 small shires paid prices more than their
technical price in 2016—-17. MAV advised that it moderates regional councils’
premium price to factor in their higher risk of catastrophic claims arising from
bushfire, low level of small claims, claims history and lower revenue levels as
these factors are not sufficiently reflected in its actuarial model.
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Captive insurer—
legislation directs entities
such as councils or state
departments to obtain
insurance from a
particular source. For
example, Victoria's state
entities must insure with
VMIA.

MAV also advised that when small shires have tendered their PL/PI insurance,
most have chosen to remain with LMI. This indicates those councils have
assessed LM as the best value option, however, as we do not have access to
tender documentation from those councils we cannot test how they determined
that best value—price, coverage and/or service.

Figure 3S compares small shires’ premiums against their claims history. For
example, Pyrenees pays a similar premium to Benalla despite the total value
of its claims history from 2006—07 to 2016—17 being half of Benalla’s.

Figure 3S
Comparing small shires’ 2016—-17 premium with their claims history, using
Benalla as a baseline.

Total gross claims incurred
2006—07 to 2016-17
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Note: We have baselined councils’ premiums and gross claims against Benalla—one of the audited
small councils—to improve comparability. The audited councils are highlighted in orange.
Source: VAGO based on LMI data.

Our understanding is that competition with commercial insurers is a key driver
of the premiums offered to councils to remain in LMI. Another key factor is
MAV’s decision to generally contain rises in line with Victoria’s rate capping
regime. The result was a total premium in 2017-18 that did not deliver enough
total premiums to offset its expenses but did maintain lower growth in
premiums and, for some councils, competitive prices to retain them as
members. However, this impacts the scheme’s ability to set premiums that
match its risk profile and support its long-term sustainability.

MAV advised that if LMI were a captive insurer, it would not need to set
competitive prices and instead could focus on delivering premiums based on
risk—which would reward councils that display better practice in risk
management.
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Figure 3T

There are several areas where better practices could improve MAV’s oversight
of LMI without requiring adjustment to its governance structure.

MAV in its legislation, purpose and insurance function takes on aspects of being
an insurance company, peak body and a public entity. Due to MAV’s unique
enabling legislation and the way the government established LMI, it does not
need to comply with the full governance frameworks that apply to either state
or commercial insurers in running its insurance business. The result is that LMl is
not subject to the same external scrutiny that competing commercial insurers
are required to comply with, which has partly contributed to its current financial
situation and other governance concerns discussed below.

Figure 3T contrasts the level of external governance applied to LMI, the
Victorian state insurer VMIA and a commercial insurer.

External governance of insurers

Standard

Board
appointment

Key governing
legislation

Director policy
and guidance

APRA regulated
AFSL licence

Ministerial
oversight

Source: VAGO.
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DELWP is reviewing the MA Act. As part of the consultation paper, it identified
that the historical nature of MAV’s legislation and its limited reviews since 1907
mean it does not meet modern governance standards.

The key similarity between modern public and private entities is the chain
of accountability that flows through from their ‘owner’ to their operations.
Figure 3U outlines the flow of responsibility in these scenarios.

Figure 3U
Typical flow of responsibility within an organisation

Board Executive

Public entity Minister appointed by appointed
the minister by the board

Board Executive

Shareholders elected by appointed
shareholders by the board

Source: VAGO.

Unlike the clear accountability structure of a modern organisation, LMI’s
governance is part of MAV’s overall management structure. This reduces the
direct accountability of the Insurance Board and executives responsible for
managing LMI to its members.

MAV members elect the MAV Board. The MAV Board appoints the Insurance
Board—a committee of management—with greater expertise in insurance to
oversee LMI. The Insurance Board is accountable to the MAV Board and
consequently MAV members, not LMl members.

The MAV Board appoints a CEO to manage MAV overall, including LMI. That
position is responsible for LMI’s performance, but is not responsible to the
Insurance Board or LMI members.

Figure 3V outlines the flow of responsibility within MAV and LMI.
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Figure 3V
MAYV and LMI governance structure
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Historically all—or nearly all—Victorian councils were members of MAV and
LMI, and LMI was accountable to its members through the MAV Board and
executive. However, as more Victorian councils are leaving the scheme, the link
is diminishing.

Presently LMI does not have an executive manager who is exclusively
accountable to the Insurance Board for LMI’s performance. This consequently
impacts the accountability of LMI’s executive to LMI’s membership. Instead, the
MAV CEO is the responsible executive for LMI. The MAV Board evaluates the
MAYV CEQ’s performance managing LMI in the overall context of MAV’s
performance.
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Risk margin—a ratio
insurers apply to
outstanding claims to
allow for forecasting
errors.

Net claims—the amount
paid to members less
payments from LMI’s
reinsurers.

Given the changing LMI membership, better practice would be for MAV to
mirror a modern governance structure for LMI by making its managing
executive accountable to the Insurance Board, and making both of these
accountable to LMI members. MAV’s financial accounts also link the financial
performance of MAV and LMI because they are one legal entity. We have found
examples in which MAV’s management of LMI and MAV as an entity itself have
financially impacted each other—for example, in MAV’s overall financial reports
LMI’s net asset deficits have been offset by MAV’s other assets. This has
protected MAV and LMI’s financial compliance, but reduced external scrutiny of
LMVI’s financial performance.

Existing external governance

As MAV is the holder of the AFSL for managing LMI, MAV must be in compliance
with the AFSL requirements as set out in the Corporations Act 2001 and
accompanying Corporations Regulations 2001. Additionally, in the MAV Annual
Report 2017, the Insurance Board notes that it ‘has a policy of complying with
APRA regulations where appropriate to a mutual scheme’.

Complying with its AFSL licence

MAV to date has maintained compliance with its AFSL licence. However, to do so
it has adjusted its financial accounting settings to remain compliant in ways that
have transferred additional risk to LMI members.

AFSL licence regulatory guide 166.3 summarises the requirement of the licence
holder to always maintain a positive net asset level. LMI, as with any insurer, has
a level of outstanding claims that it is liable to pay, which MAV forecasts
regularly. Insurers, including government entities VMIA, TAC and WorkSafe
apply varying risk margins. A risk margin increases an insurer’s estimated net
claims liability.

Since 2011-12, MAV has adopted a zero per cent risk margin to estimate LMI’s
net outstanding claims. This decision reduced LMI’s reported liabilities and
consequently caused its net asset position to improve. Prior to that, it had
applied a 20 per cent risk margin. MAV has not provided evidence as to why the
change was made, but advised it considered multiple factors in making this
decision.
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If MAV had not made this decision it would have had a negative net asset
position in 2012-13 and 2013-14—unless it made other changes. Figure 3W
shows MAV’s net asset position adjusted for a 20 per cent risk margin.

Figure 3W
MAV net asset position
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Note: We have applied a 20 per cent risk margin to LMI’s ‘total net outstanding claims’ results
reported in MAV annual reports.
Source: VAGO based on MAV annual reports.

MAV Annual Report 2017 identifies that MAV has chosen a zero-risk margin, and
that it can require LMl members to make additional premiums if required. As
such, the decision to remove the risk margin transfers the risk from LMI to its
members because it does not have any margin for error in estimating its
outstanding claims.

Voluntary compliance with APRA regulations

Given the Insurance Boards’ statements relating to voluntary APRA compliance,
we would expect MAV to have a policy documenting which APRA regulations it
will voluntarily adhere to, and review regularly—annually and/or through its
external audit—how it is complying with those regulations. However, we did not
find any evidence of this type of evaluation occurring.
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Insurance Board tenure and expertise

There are no agreed standards as to what constitutes an appropriate tenure and
skill mix for a board given the wide variety of boards across the public, private
and non-government sectors. A range of guidance provides information on
tenure:

e The Department of Premier and Cabinet’s Appointment and Remuneration
Guidelines 2017 advise that regular board member turnover can bring new
ideas to the board.

e Get On Board—Victoria’s public board recruitment website—notes that
reappointment is not automatic, especially when a member has already
served two terms.

e The Minister for Health appoints public health board members for
three-year tenures, with a maximum of three tenures except in exceptional
circumstances.

e The Governance Institute of Australia’s guide Enhancing Board Effectiveness
recommends that board members should hold three-year teams and no
more than three terms.

The MAV Board appoints the Insurance Board to bring necessary insurance
expertise to the oversight of LMI. The MAV Board also adopted the first code of
conduct for the Insurance Board in June 2018. To deliver on behalf of members,
the Insurance Board should demonstrate better practice relating to board
tenure and have sufficient insurance industry expertise to evaluate its
performance.

However, the tenure profile of the Insurance Board does not follow the
suggested better practice models. Six of the 11 Insurance Board members had
sat on the board for eight years or more in 2016—17, as seen in Figure 3X.

Figure 3X
Tenure of Insurance Board members

Years on the

Member Insurance Board
Member 1 24
Member 10 20
Member 4 16
Member 6 13
Member 7 8
Member 9 8
Member 11 2
Member 2 1
Member 3 1
Member 5 1
Member 8 0

Note: We calculated tenure from the year of appointment recorded in MAV Annual Report 2017.
The MAV Board appointed Member 8 in 2017.
Source: VAGO based on information in MAV Annual Report 2017.
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Operating surplus/
deficit—is calculated by
subtracting operating
expenses from operating
revenues/ income of a
business.
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Only two of the 11 members of the Insurance Board in 2016—17 had insurance
experience outside of LMI. One of those two worked with VMIA and a
commercial insurer, and the other with VMIA only. Increasing the level of
insurance experience, including from the private sector, would support the
Insurance Board to bring new ideas and external insurance expertise to LMI’s
governance. MAV advertised an expression of interest to join the Insurance
Board in November 2017, indicating there may be some change in membership
that will result in changing tenure and skill mix on the Insurance Board.

LMI unable to respond to tenders for insurance

The last deed of establishment for LMI, signed in 1999, precludes LMI from
responding to tenders for insurance, which disadvantages LMI if councils choose
to only consider responses to their insurance tender. MAV has not changed this
clause despite more councils tendering for their insurance.

MAV advised that when a council tenders, it will usually still offer the council a
premium to remain in LMI, but outside of the tender process. In these
instances, MAV advised it may offer a lower premium to ensure it remains
competitive if it wishes to retain the council in LMI.

Councils that tender for their PL/PI insurance therefore obtain the best
commercial market price and a competitive counter-offer from MAV. Tendering
is fast becoming a preferred method for councils to obtain the best possible
price, whether it be from commercial insurers or LMI and therefore
demonstrate value for money.

To ensure LMI continues to deliver effective insurance to the local government
sector, it needs to operate as a financially sustainable scheme.

Consequently, we expected that LMI’s pricing and asset levels would reflect its
ability to meet its expenses and cover its liabilities in both the short and long
term, minimising the risk that councils will need to make additional premiums
to meet any financial shortfall.

An operating surplus or profit is usually an indicator of the financial stability
of a business. This indicates that the business can earn more revenue from its
operating activities compared to what it spends administering its operations.
This is different from overall profitability—or surplus—which considers all
associated costs of running the business. Similarly, having a positive net asset
position is also indicative of a company’s financial stability because it owns
more than it owes to other people.

Figure 3Y shows LMI’s operating surplus/deficit and its net asset position, as
well as the amount of premiums charged to Victorian councils.
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Figure 3Y

LMI operating surplus/deficit, net assets and premiums, 2005-06 to 2016-17
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Source: VAGO based on MAV annual reports.
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Our analysis of LMI’s financial reports indicate that LMI has run at a deficit in
seven of the 12 years to 2016—17 and its net asset level has declined from its
peak in 2007-08, including three years in which it had a negative net asset
position, before returning to a positive position in 2016—17.

MAV’s external auditor noted in its 2016—17 report that despite the positive
outcome that year, the auditor maintained ‘our assessment of going concern’ as
the outcome was driven by LMI receiving a $2.8 million ‘performance bonus’
from its reinsurers, which was unexpectedly large compared to the bonus it has
received in previous years. LMI received this payment due to the terms of its
2007-08 reinsurance policy.

The risk to LMI’s ability to operate as a going concern has increased in recent
years due to management decisions to reduce its net asset position and
increased commercial competitiveness in the sector over the past four years.
MAV is aware of this and is considering various options for the scheme’s
ongoing financial sustainability.

The MAV Annual Report 2017 notes that LMI can maintain its asset position
because of its ability to call on members for additional premiums if required.
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LMI has never required additional funds and may never do so, however, its
current financial state and rising commercial pressures increase the risk of this
occurring in future. MAV has a policy that if it were to request additional
premiums, it would not do so until the next financial year to enable councils to
budget for the additional expense.

Councils are responsible for understanding that they are liable to make
additional premiums if required when they obtain insurance from LMI. However,
MAV does not proactively make this information available to councils, such as
through a product disclosure statement.

Key risks facing councils arising from this obligation, and which they do not have
information about, include:

e the total amount the scheme may need to call

what their proportion of the total required would be

the likelihood of LMI requiring additional funds

e the timing of a call for funds.

For councils with commercial PL/PI insurance, the corresponding risk of their
insurer failing financially is that they would be unable to pay claims. To offset
this risk, councils can instruct their brokers to ensure they purchase insurance
from highly rated companies and/or multiple companies to reduce risk. LMI
manages its reinsurance in this way by engaging many reinsurers and passing off
most of the risk to them. However, as an insurer, LMl still carries a portion of its
risk that it funds from its capital—the values vary depending on each year’s
specific insurance arrangements.

MAV has engaged a private entity to provide services and obtain reinsurance for
LMI, most recently through signing a ‘service agreement’ in 2012, valid until
2022.

Given the long-term nature of this contract, it is essential that MAV effectively
manage the private entity to deliver value for money outcomes for LMI
members. There are areas for improvement in the contract and MAV’s oversight
of the private entity.

Tendering for LMI’s service provider

LMI’s key challenge in demonstrating value for money is in its appointment of a
private entity to provide services to LMI and arrange for the purchase of its
reinsurance. In 2016-17, LMI paid the private entity 14 per cent of total
premium revenue as its service fee, and its reinsurance cost 66 per cent of its
total premium revenue.
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MAV appointed a private entity to act as its reinsurance broker to manage

the reinsurance purchase for LMI as part of a service agreement which it
signed in 2012 for a period of 10 years. MAV did not develop a business case

or tender this contract when it awarded it, as we identified in our 2015 audit
Effectiveness of Support for Local Government. MAV has had a relationship with
that private entity since at least 1993 and has not appointed an alternative
service provider during that time. MAV resolved in March 2018 to tender for
this service when the current contract ends in 2022.

MAV advised that it sees benefit in remaining with the same broker and
insurer(s) because long-term relationships are beneficial in the insurance
market. However, long-term relationships can be maintained while testing the
market as the incumbent service provider and insurers can apply to renew their
contract. The tendering entity can consider capacity to perform the function as
an important evaluation criterion, and the incumbent can be successful if it
provides the best value-for-money outcome.

The lack of tendering prevents MAV from exploring market options for LMI that
may lead to lower costs and from demonstrating clearly that it is obtaining value
for money in these arrangements. Tendering would also support an effective
cost-reduction strategy, which the Insurance Board determined would be
implemented in 2017-18. To date, we have not been provided with evidence
that the private entity has delivered the reduced costs promised to the
Insurance Board in that year.

An open and transparent tender run in accordance with MAV’s procurement
policies and better practice principles—such as the Victorian Government
Purchasing Board’s procurement guides or the Victorian Local Government Best
Practice Procurement Guidelines 2013—will give it assurance that it is obtaining
best value for money for LMI.

Commissions under the ‘general insurance agreement’

The private entity not only manages LM, it also brokers other insurance types
for LMI members, such as property insurance. MAV has licensed its ability to
broker to the local government sector to the private entity in exchange for

22.5 per cent of commissions it earns on insurance it arranges for councils. This
agreement is known as the ‘general insurance agreement’ and is separate to the
LMI service agreement. This means that MAV receives a significant revenue
stream from other insurance the private entity arranges for LMl members.

Figure 3Z shows that the MAV general fund—MAV’s operations excluding LMI—
would have operated in deficit in nine of the 11 years to 2016—17 without the
commissions it receives through the general insurance agreement.
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Figure 3Z

MAV general fund financial sustainability and commissions received
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The MA Act empowers MAV to earn commissions from broking activity. After
Parliament’s 1967 amendment to the MA Act to clarify this provision, MAV
licensed its insurance broking services to a private entity in 1987. The
government has not reviewed this provision to ensure it is operating as
intended. DELWP advised that it reviewed MAV’s insurance arrangements as
part of the MA Act review in 2018, however, proposed changes to this Act have
not yet been introduced to Parliament.

Although MAV receives these commissions through a separate contract to LMI’s
service agreement known as the ‘general insurance agreement’, it creates a
conflict of interest because it makes MAV financially reliant on the same entity
that it is managing on behalf of LMI members. If MAV had not signed this
agreement, it may have made alternate arrangements to utilise its broking
powers or changed aspects of its operating model—however, this is not how
MAV has chosen to operate. This decision impacts MAV’s ability to objectively
monitor the private entity’s performance to ensure LMI members obtain the
best value for money outcome.

The next three sections discuss ways in which MAV has not effectively
monitored whether the private entity is acting in the best interests of LMI
members.
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Commissions and payments on reinsurance

To ensure that the private entity acts in the best interest of LMI, MAV should
prevent it from receiving commissions or other payments on the reinsurance it
purchases for LMI. Without this restriction, the private entity may be financially
incentivised to choose reinsurance products that pay high commissions or
payments over the best option for LMI.

MAV identified in 2007 that the private entity had been receiving commissions
and moved to a ‘fee-based’ model in 2008. MAV negotiated this change with
the private entity and increased the fee paid by LMI to offset the loss of
commissions from $1.7 million in 2007-08 to $3.1 million in 2008—09. MAV and
the private entity confirmed this variation in writing. However, MAV has no
means of ensuring the private entity is not still receiving additional payment
beyond attestation by that private entity.

The 2012 service agreement does not include a clause preventing the private
entity from receiving commissions or other payments when arranging
reinsurance. Instead, MAV is reliant on the 2008 negotiations to prevent the
private entity from obtaining commissions on the reinsurance purchase. Better
practice would be to include this restriction in the contract, which would enable
MAV to enforce this requirement through the service agreement.

In contrast, when Kingston tendered for its insurance, the council made it a
requirement that its broker did not receive commissions. Glen Eira’s tender
documentation expressed a preference for the broker not to receive
commissions and required it to declare any commissions if received.

Service fee

It is reasonable that LMI pays a management fee to the private entity contracted
to provide services to its members and arrange its reinsurance. However, under
the terms of the current contract, LMI pays a fixed fee to the private entity for
its services. MAV has provided evidence of negotiating reductions in the fee as
councils have left the scheme and advised that the fees are indexed annually.
However, this has not always resulted in expected outcomes—in 2017-18 the
private entity promised MAV S1 million in reduced costs that have not been
delivered.

The contract does not explicitly support a reduction of fees as members leave—
this is reliant on negotiation. Figure 3AA shows the fees paid to the private
entity for managing LMI each year in nominal terms.
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Reinsurance program—
LMI engages multiple
insurance companies to
provide it with
reinsurance.
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Figure 3AA
Service fee LMI pays to the private entity
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Source: VAGO based on data from MAV’s annual reports.

LMVI’s reduction in premium revenue from losing members is higher than the
negotiated reductions—understandably because premiums cover the full cost of
insurance and not just fees. However, this means that as LMI’s revenue is falling,
the proportion of revenue paid in fees to the private entity rises. MAV advised
that the fee increase from 2007—08 to 2008—09 was a result of the payment
changing from ‘commission based remuneration’ to a ‘reinsurance fee’.

A better-designed contract would link the fee payment to automatically
adjust according to the premiums paid. Unless MAV addresses the fixed fee
component issue, this situation is likely to worsen if more councils leave LMI
and the premium pool falls further.

Evaluating the LMI service provider’s performance

Contractually, MAV has powers to monitor the private entity’s performance in
the service agreement. The contract does not outline measures for managing
breaches of the contract, however, it does provide MAV with the power to
terminate the contract.

The contract contains only one key performance indicator that relates to
value-for-money outcomes—it requires the private entity to obtain reinsurance
at the ‘best possible terms’. The contract does not define ‘best possible terms’.

MAV has limited options to assess whether it is obtaining the best possible
terms for its reinsurance program because it does not test what alternative
brokers may be able to offer. Similarly, there are no comparable products in
the market against which it can benchmark its reinsurance premiums.
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Instead, MAV advised it uses several checks and balances to test the price:

e LMl’s reinsurance program includes multiple companies providing cover up
to similar limits—MAV compares these policies’ premiums to test the prices
offered.

e MAV undertakes an actuarial estimate of reinsurance premium prices each
year.

e MAV engages with commercial insurers to gather information to verify the
advice it receives from the private entity.

MAV does record whether it considers that the private entity complied with the
contract, however, there is room for improvement in this area. For example,
MAV has not documented how it determined that the private entity met its key
performance indicator to deliver ‘best possible’ reinsurance terms for LMI.
Documented analysis of such evaluation of contractor performance is likely to
help MAV drive better contractor performance in the future.
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We have consulted with DELWP, MAV, Ballarat, Benalla, Glen Eira, Kingston,
Pyrenees, Stonnington and Yarra, and we considered their views when reaching
our audit conclusions. As required by section 16(3) of the Audit Act 1994, we
gave a draft copy of this report, or relevant extracts, to those agencies and
asked for their submissions and comments. We also provided a copy of the
report to the Department of Premier and Cabinet.

Responsibility for the accuracy, fairness and balance of those comments rests
solely with the agency head.

Responses were received as follows:
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RESPONSE provided by the Acting Secretary, DELWP
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Dear Auditor-General
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Privecy and Dats Profsction Act 2014, nmmwuumum 19 Agpropriate Minktenal, Stabaary Authonty, or

departmanial slafl in regand to Bhe purposs for which i was provided, mmadnrmnmmlhfhw Enquires RiA
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RESPONSE provided by the Acting Secretary, DELWP—continued
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RESPONSE provided by the Chief Executive Officer, MAV

REVEL 12 &0 COLLING STREET MELBOURME
GRO BOX 4326 MELBOURNE 3001

T3] 9547 5555 F O3] #4647 5550
MUNICIPAL ASSOCIATION OF VICTORIA e, V.. S0

16 July 2018

Mr Andrew Greaves
Victorian Auditor-General
Level 31

35 Collins Street
MELBOURNE VIC 3000

Dear Auditor-General
MAV response — Local Government Insurance Risks audit

The Municipal Association of Victoria (MAV) welcomes the opportunity to respond to the
Wictorian Auditor-General's report and the recommendations arising from the Local
Government Insurance Risks audit,

The MAV accepts and commits to undertake reasonable steps to implement
recommendations 10 to 17 and will assist other parties to implement those
recommendations where consultation with MAV is required. Included as an appendix is our
action plan to address relevant recommendations within the report.

The audit findings confirm the fundamental strength and benefits of the LM| scheme, which
can be further consclidated through minor reforms to the scheme structure and governance
framework.

We are pleased the report also confirms the Liability Mutual Insurance scheme provides
value to Victorian and Tasmanian councils through our higher loss ratios, generally lower
expense ratios, continuity of coverage through all market conditions, and coverage limits
above those in the commercial market,

For every dollar paid by an LMI member, we pay out more in claims either below or at the
expense levels of commercial providers. LMI also promises to deliver insurance at all times
and covering claims of up to $600m. However, the framework implicitly promoted by VAGO
for establishing value for money for councils’ insurance — based on frequent tendering of
brokers and insurance by councils = is inconsistent with the fundamental structure and
benefits derived through a member-owned mutual schemea, The LMI scheme benefits will be
lost if it is required to act as a commaercial insurer and simply respond to individual tenders
from the sector. In such an arrangement, the scheme is not operating as a mutual,
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RESPONSE provided by the Chief Executive Officer, MAV—continued

The value provided by LMI = such as continuity of coverage, high coverage limits, services
that aim to reduce claim costs and stability of pricing — will not be achievable within a
competitive market place where the LMI scheme is simply an insurer of last resort. The MAV
wishes fo place on the public record our significant concern that the implications within this
report will facilitate replication of market conditions that gave rise to the creation of the LMI
scheme in the first place — cyclical price cuts during soft markets followed by dramatically
increased prices during harder markets with fluctuating pricing, coverage quality and limits.

These uncertain conditions resulted in the Commonwealth and state Ministers agreeing in
the early 1990s on a naticnal approach to the provision of sustainable public liability and
professional indemnity insurance in the local government sector through the establishment
of mutual schemes cavering all states.

In 1983 the Victorian Government legislated to require MAV to provide liability insurance to
local government and determined the regulatory framework for the scheme. It was
established subject to the following requiraments of the Victorian Government, namely:

+ The scheme does not retain a discretion in respect to the payment of claims, to
satisfy section 764 of the Local Government Act,

« The scheme falls outside of the Commonwealth Insurance Act 1973
Adequate provision in regards to accountability be provided in the framework of the
scheme, which is reflected in the requirement to report to Parliament.

Atender-based model of insurance procurement will also undermine the shared services
model of the LMI scheme. The LMI scheme is part of the largest public sector placement of
liability insurance nationally. The MAV has considered the benefit that this provides to
members by ensuring coverage at competitive pricing imespective of the market cycle.

The scheme structure has provided coverage through various market failures, including the
1993 withdrawal of Municipal Mutual; the collapse of HIH and FAI and the resulting public
liability crisis of the early 2000s; and the post-Black Saturday conditions which could have
resulted in the market withdrawing from the local government sector if not for the work
completed by the MAV to provide an insurance and advocacy solution to councils’ bushfire
risk exposures.

The LMI scheme operales solely for the benefit of its members. It does not hold excessive
capital, having established a principle that this should be held by member councils and put to
greater community benefit. Unlike commercial competitors, the LMI scheme does not collect
a profit margin to pay dividends or taxes. As part of this approach, MAV has established that
the central estimate for claims costs as determined by the scheme's independent actuary is
an appropriate methadology for calculating outstanding claims liabiiities. The MAV uses
reinsurance and stop-loss coverage as protection against unfavourable claims development.

The MAV commissioned PricewaterhouseCoopers (PwC) to undentake a review of strategic
options for the LMI scheme in response 1o proposed legislative reforms and current market
conditions, This review concluded that Victorian and Tasmanian communities benefit from
the consistency of coverage provided by the LMI scheme, its appropriate coverage limits,
and the focus on risk management activity to reduce injury and damage in the community.
PwC further concluded that the benefits derived from the LMI scheme would be optimised if
it were structured as a captive insurer. The MAV looks forward to further exploring this option
with its members and the Victorian Government in responding to recommendations 11to 14,
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RESPONSE provided by the Chief Executive Officer, Ballarat

DecuSign Envelope ID: $404D4E5-B712-£BB3-8347-069FBE1BAATA

CITY OF i
BALLARAT =2

PO Box 655 Telephona: 03 5320 5500
Ballaral Wic 3353 Facsirle 03 5333 4061
AUSTRALIA

ALUSDOC DX 35030
Ballarat Victona

Mr Andrew Greaves Dane 13 July 2018
Auditor-General

Victorian Auditor-General's Office B 03 5320 5500
Level 24, 35 Collins Street

MELBOURNE VIC 3000 emait info@ballarat vic.gov au

Dear Mr Greaves,

PROPOSED PERFORMANCE AUDIT REPORT —
LOCAL GOVERNMENT INSURANCE RISKS

Thank you for your letter of 2 July 2018 providing the proposed audit report: Local
Government Insurance Risks and inviting submissions and comments for inclusion in the
final report.

Having reviewed and considered the latest version of the report, it is pleasing to see the City
of Ballarat has been recognised for our systems in place to identify and monitor risks, as
featured in several positive examples.

We support the recommendations provided in the report and assessed that City of Ballarat
already has activities in train to demonstrate compliance; and will continue to monitor their
effectiveness.

We would like to acknowledge the constructive engagement between the audit team and City
of Ballarat. The conduct of the audit was an open and transparent process with positive
discussions enabling a constructive outcome.

Yours sincerely,

fordcd,
L

Justine Linley
Chief Executive Officer
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RESPONSE provided by the Chief Executive Officer, Benalla

Enquiries: Gail Brown — Execulive Assistant to the CEO, Mayor and Councillors BENHLLﬁ‘

® 5760 2655
RUBRAL CITY

Qur Ref: SF2023 Benalla Rural City Council
PO Box 227, Benalla, '.'I'C_, 3E~_T-‘1
Your Ref: 33514 b aeeso

1 Bridge Street East, Benalla 3672

Telephone: (03} 5760 2600

Facsimile: (03) 5762 5537

16 July 2018 Email; council@benalla.vic.gov.au
www.benalla.vic.gov.au

ABN 42 379 380 529
Mr Andrew Greaves :

Auditor-General

Victorian Auditor-General's Office
Level 31 / 35 Collins Street
MELBOQURNE WIC 3000

Dear Mr Greaves
Local Government Insurance Risks Performance Audit

Thank you for your letter of 2 July 2018 inviting a submission or comments in respect
of the final report.

| confirm the facts outlined in the report are correct and are a fair representation.

In relation to the recommendations of the audit, we accept the recommendations and
provide respanses to specific recommendations in Table 1 attached.

We appreciate the opportunity to participate in the Local Government Insurance
Risks Performance Audit.

Yours sincerely

ony Mcliroy
Chief Executive Officer

BAC.

BEMALLA

...enjoy the lifestyle

ﬁ Printed on 100% mcyelsd pagar

EUREAL CITY
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RESPONSE provided by the Chief Executive Officer, Benalla—continued

Table 1: Benalla Rural City Council responses to specific VAGO recommendations

where they are paricipating in a
mutual property scheme.

No. | Recommendation Council Response
Department of Environment, Land,
Water and Planning work with
1 stakeholders to analyse best
practice options for the provision of
PL/PI insurance to the local As a small rural Council with limited
govemment sector. financial and human rescurces
assistance from other lavels of
DEWLP develop guidance on risk government would be greatly
management for the local appreciated.
2 government sector, which may
include extending or supplementing
the existing Victorian Government
Risk Management Framework.
Councils regularly review and We are currently undertaking a
update risk registers. comprehensive review of its risk
3 management processes. The review
will include the development of
processas to manage our risk
registers.
Councils regularly review their We have recently engaged an
insurable risk profiles and insurance | external expert to undertake insurable
4 products, identify insurance gaps risk profiling, gap analysis and loss
and evaluate loss limits to ensure limit validation and risk retention
they understand their insurable risks = modelling.
and hold sufficient insurance.
Councils undertake cost-benefit We have recently undertaken an
analysis to evaluate whether Insurance Brokerage, Underwriting
5 tendering for insurance, in line with | @nd Associated Services procurement
procurement better practice, would  Process that resuited in a change of
provide better outcomes. service provider.
Councils, in consultation with the
Municipal Association of Victoria,
obtain an understanding of the
(] Liability Mutual Insurance's ability to
call on its members for funds and
assess the impact on their We will work with the MAV to
respective council. implement the recommendations.
Councils review, evaluate and retain
the exact policy details which
7 provide the level of cover, especially

Local Government Insurance Risks
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RESPONSE provided by the Mayor, Glen Eira

GLEM EIRA
O COUMCL

16 July 2018

Mr Andrew Greaves
Auditor-General

Victorian Auditor-General's Office
Level 31, 35 Collins Street
MELBOURME WIC 3000

Dear Auditor-General,
Response to Local Government Insurable Risks Audit

Thank you for the opportunity to provide a submission to the proposed report on Local
Government Insurable Risks Audit (Audit).

Glen Eira City Council supports the Audit findings and notes that the Audit process
has been valuable in highlighting Council's strengths and identifying areas for
improvement in the risk management and insurance fields.

While we were generally pleased with your assessment of Glen Eira’s performance,
we do remain committed to continuing to build the effectiveness of our risk and
insurance frameworks. We are currently working towards a new risk management
framework, which will be guided by the Victorian Government Risk Management
Framework, and improving our risk management processes.

We are also planning a general review of our insurance portfolio, taking on board the
recommendations in the Audit Report, and re-examining our insurable risks and
appropriate coverage limits in the context of the current risk environment and the total
cost and effectiveness of our risk controls and treatments.

Thank you for the opportunity to provide comment in advance of the publication of
your audit report,

Yours sincerely

Cr Tony Athanasopoulos
Mayar

GLEM EIRA CITY COUNCIL
CORKER GLEN EIRA AND HAWTHORM ROADS, CAULFIELD, ViC
PO BOX 41, CAULRNELD 0 (['F]

ABN §% 957 BE2 104 = P O3 RE24 0000 « F 63 520 030%
MATIOMNAL RELAT SERVICE TTY

INTERNET RDLAY NRSCALL GOV AL THEM ENTIR 00 #5148 1350 « MALBGLINDRA VIC GOV AL

« LFEAN AMD LISTEN i 350 555 737
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RESPONSE provided by the Mayor and Chief Executive Officer, Kingston

I

Citv nf
KINGSTON

13 July 2018

Mr Andrew Greaves
Auditor-Ganeral

Victorian Auditor-General's Office
Level 31

35 Colling Street

MELEQURNE VIC 3000

Dear Mr Greaves
Re: Performance Audit Report — Local Goevernment Insurance Risks

| am writing in response to your lefter dated 2 July 2018 inviting the City of Kingston to paricipate in the recent
Local Government Insurance Risks Performance Audit. We can confirm that the facts relating to the City of
Kingston are correct and have been represented fairly and reasonably in the context of the audit.

In relation to the recommendations of the audit applicable to Victorian councils, the City of Kingston provides the
following responses:

Recommendation 3 Kingston is in the process of completing an internal review into its risk management
framework and the specific actions in your recommendation will be incorporated into
updated risk management procedures.

Recommendation 4 Kingston will continue to review its insurable risk profile and available insurance
products in conjunction with the evaluation of loss limits to ensure insurable risks are
properly understood and sufficient insurance is held.

Recommendation 5 Kingston will continue to maintain its current practice of tendering for Council’s
insurance requirements fo ensure that Council achieves the best possible value from
ils insurance program.

Recommendation 6 Kingston currently manages its insurance coverage in the commercial market and is
not a member of the Municipal Association of Victoria's Liability Mutual Insurance
Scheme. However, Kingston will continue to engage with the Municipal Association
of Victoria to appropriately understand the provisions and requirements of the
Liahility Mutual Scheme and remain informed in regard to industry devalopments, to
guide future decision making.

Recommendation 7 Kingston will ensure that full policy details and wording for all policies of insurance
continue to be abtained, reviewed, evaluated and retained.

The City of Kingston looks forward to ensuring that appropriate practices identified as part of this audit are
maintained and also to implementing the improvemnent opportunities which your report has identified.

The City of Kingston is committed to ensuring that all of Council's insurance risks continue fo be appropriately
managed.

\ '

LA
S —

céwmmunity fspired lea-dership

ingsion.vic.gov.aw
Chaltlenhuem | 73 Mepean Highwesy  Chaflsea | Crelsga Hosd
e H0ASE e BN A0 T AN PO B 1000 Meresre HIRL Sirlolkingsion vie govau Mlonelinguion Whkiegnonc:
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RESPONSE provided by the Mayor, Pyrenees

PYRENEES
S0 LR E

Qur Ref; DC:kb
File No: 44/10/04

5" July 2018

Mr Andrew Greaves
Auditor-General

Victorian Auditor-General's Office
Level 31, 35 Collins Street
MELBOURNE VIC 3000

Dear Mr Greaves
Re: PROPOSED PERFORMANCE AUDIT REPORT LOCAL GOVERNMENT INSURANCE RISKS

Thank you for the opportunity to comment on the proposed performance audit report. In
recognising that the reports focus is on the systems and processes Councils utilise to manage their
insurable risks, the report provides useful assistance to council in this context.

The Pyrenees Shire Council generally supports the findings and recommendations in the report.
Over the past twelve months, the Shire has recognised the need to improve risk management
practices and ensure its insurance program provides appropriate coverage at a value for money
price.

We welcome the timely provision of this report. Small, rural councils, like the Pyrenees Shire
Council, operate in a fiscally challenging environment which relies on cost savings achievable
through a robust procurement process. Recommendations included within the report provide
support in making improvements in this regard and will be implemented.

We are already working towards addressing a number of the issues identified, including utilisation of
best practice frameworks, assighation of risk mitigation actions to individual officers, quantification
of insurable risks and taking steps to review our insurance procurement approach.

Council appreciates the work done by the Auditor-General's Office throughout the process and the
ability to provide input and discuss preliminary documents with your staff.

Yours sincerely

PO

David Clark
Mayar

Pyrenees Shire

e

S Lawrence Siret
Beaufort Vi€ 3373

P03} 5345 1100
F:{03) 5343 2068
E: pyreneesEpyrenee . vic. gov.au
W et e B i, (Y. B
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RESPONSE provided by the Mayor, Stonnington

City of
STONNINGTON

Your Reference: File Mo 33514
12 July 2018

Mr Andrew Greaves

Auditor = General

Victorian Auditor-General's Office
Level 31/35 Collins Street
Melbourne Vic 3000

Dear Mr Greaves
FINAL REPORT LOCAL GOVERNMENT INSURAMNCE RISKS

Thank you for providing me a copy of the final report on Local Government Insurance Risks and in
particular your audit findings and recommendations in respect to the City of Stonnington.

There are some valuable insights provided by the audit report and Council will be looking into these
matters further to see what opportunities exist and how they may be implemented.

However, there are issues noted in the report to which the City of Stonnington does not concur and
have discussed with the VAGO auditing staff prior, during and post the audit meetings.

Provided for your information is an attached table which articulates these points of issue.
Your particular attention is drawn to insurance tendering process through a newly appointed agent.

The agent accepted a non-compliant tender and then accepled a late 2™ tender submission from a
tenderer which significantly undercut all other submissions, including their own first submission. Of
the 5 submissions, 2 were non-compliant with the late cheaper 2™ tender submission severely
questioning the probity of the process, not only that it was accepled after closing date, but it also
undercul all other submissions and was accepted by the agent and then submitted for our
consideration.

Accordingly, the City of Stonnington considered the process to be potentially compremised or flawed
and was therefore rejected in wheole. The VAGO report however seems to suggest that Council
should have accepted a compliant submission from what we believed was a potentially flawed or
compromised process. The opinion of senior Council officers was, and remains, that there were
guestions over the probity of the agent's tendering process and therefore that process was rejected
in whole.

STONNINGTONVIC.GOV, AL
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RESPONSE provided by the Mayor, Stonnington—continued

Council notes VAGO's recommendation and will appoint an external probity and contracting expert
to review this matter and provide advice and guidance on opportunities to improve our process. Itis
also Council's intention lo again go to tender for its insurances for the 2018/20 renewal.

We thank the VAGO office for their effort, expert advice and valuable contribution into this important
audit.

Yours sincerely

Cr Steven Stefanopoulos
Mayor
City of Stonnington
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RESPONSE provided by the Mayor and Chief Executive Officer, Yarra

)
B#

In reply please quole:
Our ref: D18/119527 Y&RRA Yarra City Council
Conlact: Andrew Day 9205 5210 :ﬁ:rm:::rlc o
DX 30205
T (03} 9205 5555
F(03) B417 6666
16 July 2018 E info@yarracityvc. gov.au

W whenn yarmacity vic govau
Interpreter Senvices (03) 9204 1940
TTY¥ 133677 then (03) 9205 5555

ABN 98 394 045 520
Mr Andrew Greaves

Auditor General

Victorian Auditor General's Office
Level 31/ 35 Collins Street
MELBOURNE VIC 3000

Dear Mr Greaves
Performance Audit Report Local Government Insurance Risks

Thark you for the opportunity to respond to the Performance Audit Report Local
Government Ingurance Risks rapor.

Firstly we commend the VAGO staff involved in the conducting of this audit. Yarra is of
the view that audit procass was balanced and fair and conducted in a professional
manner.

Yamra Council accepts that the content of the report is reflective of the facis as we see
them and accept the general local council recommendations (recommendations 3-7).
Council also accepts the specific recommendation for Yarra City Council,

Throughout the information collection phase of this audit Council has made some specific
changes thal will enable us to deliver on the recommendations. Specifically Council has
appointed a new Group Manager with expertise in the area of risk and insurances.
Council are presently conducting a review of our risk settings and profile as well as the
process for documenting this review. Council will take into account the
recommendations from this audit as par of the review.

As noted in the audit Yarra City Council has tendered for our insurances previously and
this has resulted in demonstrable savings. We intend to test the market again in
2019/2020.

Thank you ence again for the opportunity to respond and the manner in which this audit
was conducted. Council are confident it will assist us in continuing to improve our risk
and insurance processes for the benefil of our community.

Yours sinceraly

%

r
Daniel Nguyen Wijaya'Vaidyanath
Mayor, City of Yarra Chief Executive Officer
Yarralink Interpreter Service 9280 1940 | B dugre g gidp béing Théng VIbL hy gol 54 9280 1938 | Per assstenza in Raliana chigmers 3280 1931 | IEEEGE
TG + JARSZR0 1932 | Na BoBoo ome EMnyed kaktore 5280 1904 | Para ayuda en castelan larme al 9080 1935 | 32 nomow F MAKBACHER [BI8TH 08 4a
S0 1935 | MR L. 9280 1937 | Turkge yaeden Simak igin 9280 1938 numarak teleiony arayin | 9280 1930 A e St e g 4 o3 GB, Lielll
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In addition to the key pieces of legislation and policy identified in the audit
context, additional legislation and policy covers and informs local government
insurable risk practices and insurance.

Wrongs Act 1958

The Wrongs Act 1958 governs claims for damages for personal injury or death in
Victoria. The Wrongs and Other Acts (Law of Negligence) Act 2003 substantially
amended the Wrongs Act 1958 and limited councils’ liability for negligence and
breaches of common law. The amendment defined reasonableness tests and
mitigating factors such as compliance with standards that courts must consider
when assessing claims against council.

Road Management Act 2004

The RM Act enables road authorities, including councils, to determine the
standards to which they will construct, inspect, maintain and repair roadways,
pathways, road infrastructure and road-related infrastructure.

Under the RM Act, a council may develop an RMP to define the standards to
which it will maintain its roads and footpaths, taking into consideration its policy
objectives and resources. An RMP commonly:

e defines how often a council will inspect its roads and footpaths
e defines how it defines defects that require repair
e details the time frames in which it will fix defects.

If a council’s RMP is ‘reasonable’ and it complies with its parameters, the plan
offers an effective legal defence against claims.

Under the RM Act, councils must review their RMPs within six months of a
council election, which led to councils updating their plans in 2017.

Insurance Act 1973 (Cth) and Insurance Contracts Act 1984 (Cth)

At the Commonwealth level, two primary pieces of legislation govern the
insurance industry—the Insurance Act 1973 and the Insurance Contracts Act
1984.

APRA is responsible for general administration of these Acts. APRA has the
authority to set prudential standards for the general insurance industry, which
has led to the creation of a detailed framework of prudential standards and
practice guides.

Victorian Auditor-General’s Report Local Government Insurance Risks



Terrorism Insurance Act 2003 (Cth)

The Commonwealth Government enacted the Terrorism Insurance Act 2003
following commercial insurance companies’ decision to exclude terrorism
events from their insurance policy offerings. The government established the
Australian Reinsurance Pool Corporation under the Terrorism Insurance

Act 2003 to administer a reinsurance scheme, which commenced operation on
1 July 2003.

Victorian Local Government Best Practice Procurement
Guidelines 2013

The guidelines outline better practice for local government procurement
processes. It recommends:

e value for money—the optimum combination of quality, quantity, risk,
timeliness and cost on whole-of-contract and whole-of-asset life basis

e open and fair competition—all prospective tenderers must be treated, and
be seen to be treated, fairly in an open and transparent manner

e accountability—clearly defined roles and responsibilities and established
lines of accountability and delegation

e risk management—identification of associated risks and effective strategies
to mitigate them

e probity and transparency—in all commercial dealings, the highest standards
of honesty must be observed, demonstrating the highest levels of integrity
consistent with the public interest.

Victorian Government Risk Management Framework (2016)

The Department of Treasury and Finance, and VMIA are responsible for the
VGRMF and support guides and templates. The VGRMF outlines the minimum
risk management requirements for the Victorian public sector. The VGRMF
offers guidance to state entities on the ISO, identifies 92 risk categories entities
should consider and provides template documents.

The VGRMF is not mandated for councils, however, they could choose to apply it
as its content applies ISO 31000 to the Victorian context. There are no
comparable guidelines directed at local government for councils to reference.

Asset Management Accountability Framework (2016)

The Asset Management Accountability Framework is designed to assist Victorian
public-sector agencies manage their asset portfolios.

This framework details mandatory asset management requirements as well as
general guidance for agencies responsible for managing assets. Mandatory
requirements include developing asset management strategies, governance
frameworks, performance standards and processes to regularly monitor and
improve asset management.
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Local Government Asset Management Framework: Better Practice
Guide (2013)

LGV produced the guide in 2013 to assist councils improve their asset
management practice, including systematically planning for their acquisition,
operation and maintenance, renewal and disposal of assets. LGV aligned the
guidance with the Institute of Public Works Engineering Australasia National
Asset Management Strategy.

Victorian Government Purchasing Board’s five procurement
policies (2013)

The Victorian Government Purchasing Board's five policies cover the end-to-end
procurement activity from identifying needs, planning, and market research
through to contract management. Good practice guides, tools and templates
support each policy to ensure consistency across government.

Standards supporting 1ISO 31000
ISO 31000 identifies the following standards as relevant and supportive of the

ISO:

e |EC 31010:2009—provides guidance on selection and application of
systematic techniques for risk assessment.

e |SO Guide 73:2009—provides definitions of generic terms related to risk
management to encourage the consistent understanding of, and a coherent
approach to, the description of activities relating to risk management.
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Councils’ develop their RMPs using their own processes, though they may
consult with other councils or receive expert advice including from MAV. There
are several key components to an RMP that need to be in place for it to provide
a defence under the RM Act:

e the standards must be reasonable

e there must be an inspection regime of roads and footpaths

e it must define what defects need to be fixed

e it must state the time frames in which the defects will be fixed.

Once the RMP sets a council’s standards, it must implement them for the

defence to be effective. A council also needs to gather evidence from its
corporate systems and in the field to respond to claims.

This appendix focuses on how councils determine ‘reasonableness’, what
standards they set and whether they monitor the implementation of their RMP.

The audited councils have cited the following sources of information as relevant
to establish reasonableness:

e benchmarking against other councils

e information on the Know Your Council website

e public consultation

e historical performance/compliance data to repair defects

e insurance claims history

e legal advice.

Each audited council advised that they applied some of these approaches,
though none used all of them. Significantly, the councils were generally unable
to provide sufficient evidence of the information and analysis they used to

develop their RMP’s standards. This affects their ability to review their
decision-making and make changes over time.

However, Ballarat, Yarra and Stonnington provided reports of benchmarking
their RMP standards against other councils. Yarra also provided evidence of
evaluating its data of past compliance. Kingston provided evidence of its insurer
reviewing their standards.
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The audited councils’ RMPs vary significantly in the level of detail to which they
define standards, particularly the types of defects in the RMP, because there are
no set templates, legislation or policy guidance that define specific content for
the RMPs. Despite this, the audited councils’ RMPs all contain the key
information required of the RM Act in defining inspection regimes, defects and
response times.

Figure C1 compares some key measures of the audited councils’ inspection

regimes.

Figure C1
Audited councils’ key RMP inspection regime standards (months)

Months

80 ~

70 A

60 A

50 A
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i _I_I II I I I

0 T . T I T I.. T T 1
Link road Collector road Access road High use footpath  Medium use Low use footpath
footpath
M Council1  m Council 2 Council 3 Council 4 ® Council 5 Council 6 Council 7

Note: Not all audited councils have inspection times for medium and low use footpaths defined in their RMP. Stonnington and Yarra do no
set a standard for ‘medium use footpath’ and Pyrenees do not set a standard for ‘low use footpath’.
Source: VAGO based on standards established in the councils’ road management plans.

Glen Eira’s RMP requires it to inspect access roads and low-use footpaths on a
six-year—72 month—rotation, which varies significantly from the other audited
councils. This is the one significant outlier among the four metropolitan
councils.
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Benalla and Pyrenees RMPs have also established inspection regimes that are
comparable with the large councils in the audit. In doing so, they set themselves
a resource intensive inspection regime, and when they identify defects, a
significant amount of work to repair them within their RMP time frames. The
inspection regime increases the risk that these councils will not be able to
comply with their RMP. However, the lower amount of high-risk areas within
these councils suggests this might be manageable and their claims history
indicates this is not leading to adverse claims outcomes for the councils.

Figure C2 compares the audited councils’ response time for some key measures.
Benalla and Pyrenees have chosen longer response time frames, which is
understandable given their relatively limited resources.

Figure C2
Working days to respond to defects on roads and footpaths

Working days
70 1

60 -
50 -
40
30 -

20 A

B M S——— I ||

Potholes on collector roads Damaged pit lids and grates  Safety signs on collector Defects on high use
roads footpaths

B Council1 ® Council 2 Council 3 Council4 ™ Council 5 Council 6 Council 7

Note: Councils report in working days, weeks and months in their RMPs. We have converted these to working days to allow comparison. In
doing so, we have assumed a ‘week’ is five working days and a ‘month’ is 21 working days.
Source: VAGO based on standards established in the councils’ RMPs to repair defects on collector roads or high use footpaths.

When they receive a claim, councils need to have complied with the standards
they set for themselves in the RMP if they want to rely on that defence against
the claim. For example, if a person claims to have injured themselves on a
defect in a footpath and that footpath has not been inspected or repaired in line
with the RMP’s standards, then the RMP will not provide an effective defence
against the claim.
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Figure C3

Most of the audited councils do not monitor and report whether they are
complying with their RMP. The lack of reporting prevents councils from
understanding performance and proactively responding to noncompliance with
their RMP to reduce their insurable risk.

Inspection standards—monitoring and reporting risks

All the audited councils have plans and dedicate resources to road and footpath
inspections. The plans divide the council into areas and/or priorities based on
road and footpath usage so that councils can schedule inspections on a rolling
basis.

However, six of the councils do not monitor whether their inspection regime
aligns with their RMP and therefore reduces insurable risk. Ballarat was the only
council that actively monitors and reports on the performance of its inspection
regime against its RMP. Ballarat’s reporting enables it to identify performance
issues and reallocate resources to improve its compliance with its RMP to
reduce insurable risk through its road and footpath inspection regime, as shown
in Figure C3.

Extract of Ballarat’s RMP inspection compliance report

RMP Hierarchy Category

Source: Ballarat.

Compliance Status

Defect repair—monitoring and reporting risks

Except for Ballarat and Benalla, audited councils could not demonstrate
systematic reporting on whether they are repairing defects within the time
frames set in their RMP. Glen Eira could run a report on-demand and provided
that information to us, however, this is not a routine report used by council to
assess performance.
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Audited councils gather evidence to defend claims arising in a range of
scenarios, including if a defective footpath causes an injury to a resident. The
process includes interrogating their records and IT systems to gather inspection,
repair and claims history information. Councils’ operational teams also record
evidence in the field, including photographs and measurements of the defect
before repairing it. Insurance staff may attend the evidence collection
depending on the council’s practices and the severity of the issue. Councils use
this information to assess whether they are at fault and/or have a legal defence
under the RM Act.

In an example of better practice, Glen Eira demonstrated a robust approach to
ensuring its evidence gathering effectively enhances its ability to defend claims.
Some of the steps noted in Glen Eira’s approach are as follows:

e council has an RMP claim gathering policy
e the policy and supporting documentation has been legally reviewed

e the policy details the information council staff need to gather from the
council’s systems, such as inspection and claim history

e council trains its maintenance teams to:
e gather evidence in the field and they have a checklist to follow

e take relevant photographs, including photographs identifying the
location of the defect and its details, for example the depth and size of
a crack in the pavement.

Other audited councils also train staff and have processes to gather necessary
evidence, and all develop comprehensive files of evidence to respond to claims.
However, the other audited councils did not provide as complete a set of
evidence as Glen Eira of policies and practices that ensures it gathers sufficient
and accurate evidence in the field.

Local Government Insurance Risks






Report title Date tabled

Local Government Insurance Risks (2018-19:1) July 2018

All reports are available for download in PDF and HTML format on our website
www.audit.vic.gov.au

Victorian Auditor-General’s Office
Level 31, 35 Collins Street
Melbourne Vic 3000

AUSTRALIA

Phone +61 3 8601 7000
Email  enquiries@audit.vic.gov.au



	Cover
	Contents
	Acronyms and abbreviations
	Audit overview
	Conclusion
	Findings
	Recommendations
	Responses to recommendations

	1 Audit context
	1.1 Liability Mutual Insurance
	1.2 Relevant legislation and policy
	1.3 Roles and responsibilities
	1.4 Past reviews and inquiries
	1.5 Why this audit is important
	1.6 What this audit examined and how
	1.7 Report structure

	2 Managing insurable risks
	2.1 Conclusion
	2.2 Risk management policies and frameworks
	2.3 Councils’ risk response
	2.4 Reducing insurable risks
	2.5 Councils’ insurable risks and their coverage levels
	2.6 Guidance to the local government sector

	3 Value for money in local government insurance
	3.1 Conclusion
	3.2 Councils’ procurement of insurance
	3.3 Obtaining value for money from LMI
	3.4 Areas for improvement in LMI management

	Appendix A. Audit Act 1994 section 16—submissions and comments
	Appendix B. Legislative and policy framework
	Appendix C. Road management plans


<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /CMYK
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /CreateJDFFile false
  /Description <<

    /BGR <>
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000410064006f006200650020005000440046002065876863900275284e8e9ad88d2891cf76845370524d53705237300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef69069752865bc9ad854c18cea76845370524d5370523786557406300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /CZE <>
    /DAN <>
    /DEU <>
    /ESP <>
    /ETI <>
    /FRA <>
    /GRE <>

    /HRV (Za stvaranje Adobe PDF dokumenata najpogodnijih za visokokvalitetni ispis prije tiskanja koristite ove postavke.  Stvoreni PDF dokumenti mogu se otvoriti Acrobat i Adobe Reader 5.0 i kasnijim verzijama.)
    /HUN <>
    /ITA <>
    /JPN <FEFF9ad854c18cea306a30d730ea30d730ec30b951fa529b7528002000410064006f0062006500200050004400460020658766f8306e4f5c6210306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103055308c305f0020005000440046002030d530a130a430eb306f3001004100630072006f0062006100740020304a30883073002000410064006f00620065002000520065006100640065007200200035002e003000204ee5964d3067958b304f30533068304c3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020ace0d488c9c80020c2dcd5d80020c778c1c4c5d00020ac00c7a50020c801d569d55c002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /LTH <>
    /LVI <>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken die zijn geoptimaliseerd voor prepress-afdrukken van hoge kwaliteit. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /POL <>
    /PTB <>
    /RUM <>
    /RUS <>
    /SKY <>
    /SLV <>
    /SUO <>
    /SVE <>
    /TUR <>
    /UKR <>
    /ENU (Use these settings to create Adobe PDF documents best suited for high-quality prepress printing.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /ConvertToCMYK
      /DestinationProfileName ()
      /DestinationProfileSelector /DocumentCMYK
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure false
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles false
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /DocumentCMYK
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /UseDocumentProfile
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


