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EXECUTIVE SUMMARY

Access Economics was commissioned by the Accident Compensation Act Review
Secretariat (the Secretariat) to review the current formula for determining contributions by
self-insured firms to the Victorian WorkCover Authority (VWA) workers’ compensation
scheme. Specifically, Access Economics was asked to:

O  decide on an appropriate pricing methodology on which to base a formula;

O  review the relevant documents and preferred pricing models provided by VWA and the
Self-Insurers Association of Victoria (SIAV); and,

O recommend a pricing methodology and formula to apply to self-insured firms’
contributions. This formula should perform strongly against the criteria of simplicity,
transparency, competitive neutrality and economic efficiency.

The debate over an appropriate framework and formula to determine self-insurers’
contributions to VWA has continued for nearly a decade. While the preferred models of the
various stakeholders share little agreement on a desired approach going forward, there
appears to be general agreement that the current formula is inadequate.

Submissions to the original Essential Services Commission (ESC) inquiry, the ESC Report
itself and more recent documents from the main stakeholders identify key areas of
disagreement. These include:

O the methodology for determining a contributions pool for self-insurers; and,
O  how the contributions pool should be shared among individual self-insured firms.

Recently, the VWA has proposed the use of the Efficient Component Pricing Rule (ECPR) as
an appropriate basis for determining which of the scheme’s costs should be shared by self-
insured firms. Access Economics endorses this approach on the grounds that it promotes
economic efficiency. Specifically, the ECPR ensures that a firm’s decision to self-insure is
guided by the social rather than private cost of doing so. Firms deciding to self-insure reveal
that the private benefit to them at least covers the social cost of their departure from the
scheme, and that their decision is therefore socially optimal. So long as self-insurers
consider only their private costs in deciding to leave the scheme, their decision to leave
imposes external costs on those firms who remain and the socially optimal mix of scheme-
insured and self-insured firms is not achieved.

Accordingly, the ECPR requires self-insured firms to pay a fee equivalent to the costs
imposed on remaining scheme-insured firms by their decision to self-insure. This amounts to
self-insured firms contributing to fixed costs specific to the activities of scheme-insured firms.
Such costs remain with scheme-insured firms upon the departure of self-insurers, increasing
the share borne by each scheme-insured firm. By ensuring that such costs continue to be
shared among self-insurers as well as scheme-insured firms, the imposition of higher
average fixed costs on scheme-insured firms by the departure of self-insurers is avoided.
This also ensures that a self-insured firm’s decision to leave the scheme is welfare-
enhancing, since it will only do so if the benefits of self-insurance outweigh the costs
imposed on those who remain.

Use of the ECPR constitutes a fundamental difference between the VWA and SIAV pricing
models. SIAV does not recognise an obligation on self-insurers to meet costs imposed on
the scheme other than those from which self-insurers derive a benefit. Yet the ECPR
requires self-insurers to share costs specific to scheme-insured firms from which self-
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insurers derive no benefit. The difference between the two approaches is that ECPR seeks
to enhance economic efficiency, which involves a comparison of social costs and benefits
rather than private costs and benefits. Without the ECPR, the duplication of fixed costs by
self-insurers may not be socially efficient. The ECPR ensures that such duplication occurs if
and only if the total costs of insurance activities are reduced.

The current pricing formula recovers some VWA costs from self-insured firms on a
proportional basis and some on a discounted proportional basis but recovers no costs
unrelated to the provision of services to self-insured firms, including fixed costs specific to
scheme-insured firms. The 60% discount applying to some charges was an arbitrary
measure intended for repeal at some point. So long as costs are allocated accurately by the
formula, there are no grounds for a discount. Relative to the current formula, the ECPR
would recover a higher proportion of scheme costs from self-insured firms, partly because
there would be no discount and partly because self-insurers would contribute to the fixed
costs specific to scheme-insured firms.

SIAV proposes activity-based costing as an alternative method for allocating costs among
scheme-insured and self-insured firms. This approach aims to align charges with the cost of
services specifically provided by VWA to self-insurers. The ESC (2006) concluded that an
activity-based costing approach is preferable, stating that:

“The VWA should develop an activity based costing approach to assist with the
calculation of the contributions pool for self-insurers. This will enhance the
VWA'’s ability to base costs on actual usage of services by self-insurers.”

While aligning charges with usage contributes towards economic efficiency, activity-based
costing falls short in two respects:

U  a substantial proportion of VWA's costs appear to be fixed and therefore unrelated to
its activities; and,

O  activity-based costing fails to fulfil the efficiency requirements of the ECPR — firms are
not faced with the full social cost of a decision to self-insure rather than remain in the
scheme.

As a method for determining the split of total VWA costs between scheme-insured and self-
insured firms, Access Economics strongly recommends use of the ECPR and not activity-
based costing.

Nevertheless, it is essential that costs be allocated correctly into the different ‘buckets’, as
inaccurate allocations will compromise efficiency. Each cost item for the VWA should be
divided into four parts: (i) costs that are specific to self-insured firms; (ii) costs that are
common to scheme-insured and self-insured firms; (iii) costs that are specific to scheme-
insured firms and are fixed; and (iv) costs that are specific to scheme-insured firms and are
variable. Under the recommended pricing methodology, self-insured firms should be
required to contribute their share of the first three cost groups only.

We are aware of recent work undertaken by PricewaterhouseCoopers (PwC) which divides
costs along the lines described above. The results of this study are given below:

PwC ESTIMATES OF COSTS TO BE RECOVERED FROM SELF -INSURED FIRMS

Self-Insured-Specific Common Costs  Scheme-Insured-Specific-Fixed

PwC Estimates $2.8 million $158.9 million $27.2 million
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While we cannot comment on the accuracy of the numbers obtained by PwC, the general
approach to determining the correct level of self-insurers’ contributions we believe to be
correct. We recommend that an independent audit of VWA's cost structure be undertaken to
correctly assign costs to each category, with particular attention being paid to the
determination of fixed costs. It is important that costs which are determined to be fixed costs
indeed do not vary according to the number of scheme-insured firms; it is not sufficient that
such costs are merely ‘sticky’ downwards.

Having identified which costs are to be recovered from self-insurers as a group, it remains to
determine how such costs should be allocated among individual firms. The current pricing
methodology contains the following features:

O  the proportion of costs recovered from each self-insured firm is based only upon its
share of total remuneration;

O  scheme-insured firms are charged based upon their share of total remuneration
weighted by past claims performance and an industry risk-weighting factor; and,

O  the risk-weighting applies to both their insurance costs and non-insurance costs, such
as scheme overheads.

While the current formula does not allow for individual self-insured firms’ contributions to be
adjusted for risk, all major stakeholders argue for a risk-weighted approach. Whether this is
optimal depends on three potentially conflicting questions:

O to what extent are the costs imposed on VWA by self-insured firms driven by the
riskiness of individual firms?;

U  would adopting one approach over the other detract from the competitive neutrality of
the pricing formula?; and,

O would a risk-weighted approach based on claims performance lead to excessive
volatility in the costs of self-insured firms, who in the event of higher than usual claims
in a period would not only face higher insurance and rehabilitation costs but also higher
fees?

With regard to the former, it appears that the riskiness, or at least the perceived riskiness, of
an individual firm does drive VWA'’s oversight efforts to a substantial degree, implying the
need for risk to be taken into account in the pricing formula. Competitive neutrality requires
that firms be charged the same amount whether they choose to self-insure or remain in the
scheme. Given that scheme-insured firms are charged on a risk-weighted basis for all costs,
competitive neutrality requires that self-insured firms be charged on a similar basis. Hence
we recommend that a risk-weighted remuneration pricing methodology be applied to self-
insurer contributions. If however, it is judged that this may lead to excessive, and damaging,
levels of volatility in claims-related payouts by self-insured firms, then the risk-weighted
approach could be modified, or dropped entirely from the pricing formula.

The following table summarises key features of the various preferred models, along with
Access Economics’ recommended model:
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A COMPARISON OF THE PROPOSED MODELS

Self-insurers’ Contributions

Current AE SIAV ESC VWA
Calculation of Sl specific and Efficient Activity based Activity based Efficient
cost pool common costs Component costing costing Component Pricing
only Pricing Rule Rule

Determination
of self-insured

Remuneration
only

Risk-weighted
remuneration

Risk-weighted
remuneration

Risk-weighted
remuneration

Risk-weighted and
remuneration basis

firms' share basis basis basis

The recommended pricing formula for self-insured firms’ contributions is as follows:

Recovery from self-insured firmi = {A+ (C + D)(gﬂ (é},—i

where:

A = self-insured-specific costs

C = total common costs

D = total fixed costs specific to scheme-insured firms

X; = remuneration of firm i

Y = total remuneration of self-insurers as a group

Z = total remuneration of scheme-insured and self-insured firms

ri is a term allowing for risk adjustment for firm i relative to the average.

This formula differs from the current pricing formula in three key respects:

O itincludes the term D which is the fixed cost component required by the ECPR;
O it removes the arbitrary 60% discount factor from the current formula; and,

O  itincludes a risk weighting for each firm.

The recommended formula essentially endorses the preferred model of VWA. We believe it
is neither more complex nor less transparent than the current formula but dominates the
current formula in respect of competitive neutrality and economic efficiency. It is important,
however, that careful attention be paid to allocating costs into their correct categories so that
self-insured firms are charged only those costs which efficiency demands be recovered from
them. An independent auditor should be engaged to establish this framework and estimate
the costs.

It is also important that self-insured firms be charged only those costs which are efficiently
incurred by VWA. SIAV has previously argued that VWA does not run its operations
efficiently. It is difficult to determine how closely VWA operates relative to a minimum cost
frontier but an incentive can be built into the pricing formula to induce VWA to realise cost
efficiencies over time. One common approach is to fix VWA'’s aggregate recoverable costs
at some initially determined level, and to increase the cap annually at the rate of price
inflation less a margin to reflect a built-in efficiency dividend. Such a pricing rule is referred
to as ‘CPI-X’ pricing where X is the percentage increase in efficiency that the regulated entity
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is required to achieve between review periods. The efficiency dividend could be set at a
level which, over time at least, would guard against cost-padding or ‘gold-plating’ behaviour
by VWA.

While a CPI-X rule will place incentives on VWA to increase efficiency over time, it is
acknowledged that this may be a somewhat blunt instrument given the arbitrary nature of the
efficiency factor ‘X’. This factor must be tied to a reasonable approximation of the potential
efficiency gains and may need to be changed over time. To increase the accuracy of this
approach, Access Economics proposes measuring the increase in costs of self-insured firms
between periods. These cost increases could then be compared to the cost increases of
VWA to assess whether it has met reasonable efficiency improvements. Self-insurance fees
could then rise over time according to whichever is the lower of the ‘CPI-X’ and ‘cost
comparison’ approaches. The feasibility of this comparison approach would likely need
further analysis.

Access Economics
June 2008
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1. BACKGROUND
11 HISTORY OF THE CURRENT NEGOTIATIONS

The Accident Compensation Act Review Secretariat (the Secretariat) engaged Access
Economics to review pricing models for contributions from self-insured firms to the Victorian
WorkCover Authority (VWA) and to recommend a preferred pricing model.

The current contribution formula has applied in the regulations since 2000. Since then,
several reviews have been undertaken and alternative pricing models developed, reflecting
stakeholder concerns with the current formula. However, no new formula has been adopted.

The determination of the ‘right’ price for self-insured firms — both the total amount to be
recovered and the amount recovered from each self-insured firm — depends on a range of
factors:

— the underlying objectives for the contribution (such as competitive neutrality or equity);
— the need to provide signals for efficient investment or efficient entry;
— the underlying costs and asset base which are being funded by the contribution; and

— the risks inherent in the cost recovery process.

1.2 THE STAKEHOLDERS
THE VICTORIAN WORKCOVER AUTHORITY

VWA is the administrator of Victoria’s workplace safety system. In broad terms, VWA is
charged with the responsibility for:

- helping avoid workplace injuries;

— enforcing Victoria’s occupational health and safety laws;

— providing reasonably priced workplace injury insurance for employers;

— helping injured workers back into the workforce; and,

— managing the workers’ compensation scheme by ensuring the prompt delivery of
appropriate services and adopting prudent financial practices.*

In addition to safety services, VWA provides workplace injury assistance to Victorian
employers through the operation of Victoria’s compulsory statutory workers’ compensation
scheme. VWA insures scheme-insured firms against the cost associated with injury or
illness incurred by workers in the course of their employment. Premiums for scheme-insured
firms are based on a combination of remuneration, industry risk ratings and claims history.

SELF-INSURED FIRMS

Although there is a preference by the State government to have all companies insured with
VWA, eligible organisations are able to opt for self-insurance. However, companies cannot

1http://WWW.Work(:over.vic.gov.au/wps/wcm/connect/WorkSafe/SiteTooIs/About+WorkSafe/About+W0rksa
fel
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opt out of the safety services provided by VWA (or OH&S laws more broadly), and hence
VWA has a monopoly over the provision of safety services. Several of these services have a
‘public good’? nature, where monopoly government provision can be appropriate (provided
there are checks and balances).

Depending on their eligibility, firms can choose to either insure with ComCare or self-insure
through the provisions in the Victorian legislation. However, there are strict conditions on
employers seeking to do this.? If firms become self-insured, they manage their own workers’
compensation claims, thereby assuming full responsibility for handling and paying for all their
employees claims for work-related fatality, injury and iliness, rather than paying premiums to
insurers to take on those responsibilities. The main eligibility requirements for such self-
insurance are that the organisation is a body corporate, not a subsidiary of another body
corporate, sufficiently large to manage claims, and meet prescribed minimum prudential
requirements.

In 2006, the Victorian scheme had 39 self-insured firms out of a pool of over 500 eligible
large companies. Hence, it is possible that over time more companies opt for self-insurance.
Based on remuneration, around 8% of the State’s employees work for self-insured firms.
While employers are able to select between self- or scheme-insurance, they are not able to
opt out of their OH&S obligations. That is, firms are still subject to VWA oversight of OH&S
laws, even if they are self-insured.

While self-insured firms do not pay insurance premiums to WorkSafe Victoria, they have a
legislative obligation to make a financial contribution towards the administrative costs (both
self-insured firm specific costs as well as common) of the VWA scheme as well as the costs
of safety services (from which both scheme-insured and self-insured firms benefit).

For scheme insurers, the contribution to these non-insurance services is embedded in the
insurance premium. That is, while the insurance premium is largely a ‘pure’ insurance
premium, a component of it relates to a contribution by scheme insurers to safety services.
While beyond the scope of this brief, a more transparent separation of the charges for
insurance services and safety services across all VWA's customers (both scheme insurers
and self-insured firms) may foster greater understanding and comparability of services
provided to VWA's different customer groups.

Companies that have workers located in Victoria but self-insure under ComCare do not
currently contribute to the safety services provided in Victoria by VWA. However, this
anomaly relates to the Commonwealth legislation, and so is beyond the scope of this review.

The Accident Compensation Act 1985 provides that the VWA may determine the amount of
contributions to be paid to the WorkCover Authority Fund by each self-insured firm, in
accordance with the methodology set out in the Accident Compensation Regulations 2001.
The current contribution formula has applied in the regulations since 2000.

A ‘public good’ refers to a good or service that is non-excludable and non-rivalrous. That is, one person
consuming the service does not exclude another person from also consuming that service, nor does it reduce the
benefit they receive from the simultaneous provision of that service to someone else. Public goods are not
amenable to charging on a fee-per-usage basis — due to the non-excludable nature of the service, it results in a
free rider problem. Examples include the provision of general public information on workplace safety and
oversight of the workplace safety system. Examples in other areas include the provision of: the defence force, the
law and order system, the ABC television channel and firework displays.

% In order to insure with ComCare, an employer has to meet s100 requirements of being ‘in competition with a
current or former Commonwealth Authority’.
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1.3 THE CURRENT FORMULA

The pricing formula currently applied to determine the contribution of self-insured firms
recognises the distinction between:

() costs relating exclusively to scheme-insured firms;
(i) costs relating to self-insured and scheme-insured firms alike; and,
(iii) residual costs.

It is the latter two of these that the self-insurance contribution seeks to cover.

The contribution payable by a self-insured firm is determined by estimating the costs of those
activities from which self-insured firms derive a benefit, (ii) and (iii) above, and attributing a
proportion of these costs to each self-insured firm based on their remuneration as a
proportion of total Victorian remuneration. The estimated contribution associated with item
(iii) is then discounted, somewhat arbitrarily, by 40%. The 60% cost allocation is based on a
combination of historical issues and lobbying from self-insured firms and it is not evident that
the 60% cost allocation matches either the cost to WorkSafe of administering and overseeing
the particular services or the benefits that self-insured firms derive from the operation of
these aspects of the Scheme.

1.4 SCHEMES IN OTHER JURISDICTIONS

In 2006, there were 242 self-insured firms in Australia: NSW had 66 self-insured firms,
South Australia had 68, Victoria had 38, Western Australia had 28, Queensland had 25 and
Tasmania had 17 (Workcover WA, 2006). Hence, South Australia and NSW are the States
with by far the highest number of self-insured firms. The high number of self-insured firms in
SA is significant, noting that the Victoria labour market is around three times its size. As in
the case of Victoria, WorkCover WA charges self-insured firms a fee when opting for self
insurance. That fee differs from the contribution of the scheme-insured firms.

In South Australia, where around 40% of employees work for self-insured employers, self-
insured firms (known as ‘exempt employers’) must pay a levy as a contribution to the
overheads of the Workcover SA scheme which includes a provision to cover the liabilities of
self-insured firms in the event of insolvency. This levy is a small percentage of what the
employer would pay if it was not self-insured. The levy is determined by WorkCover SA and
aims to raise:

a fair contribution towards the administrative expenditure of the Corporation;

a fair contribution towards the cost of rehabilitation funding;

a fair contribution towards the costs of the system of dispute resolution; and,

a fair contribution towards actual and prospective liabilities of the Corporation arising
from the insolvency of employers.

South Australia uses an activity-based costing approach to recover costs related to self-
insured firms. The South Australian method involves an estimate of the usage of services by
self-insured firms of individual components of the scheme. Then costs of administration are
allocated based on remuneration. In addition, South Australia adjusts the contribution levy
by industry (something that Victoria does not do) (Clayton and Else, 2004).

NSW uses a notional premium pool method in which self-insured firm costs are attribu ted
on the basis of the proportion of ‘notional premiums’ across the scheme. Self-insured firms
are accorded a deemed insurance premium calculated on their industry rate as if they were
not self-insured. A contribution rate is applied to the deemed insurance premium to
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determine the amount of the self-insured firm’s contribution. However, industry adjustments
are based on the performance of scheme-insured firms and may not be representative of the
performance of self-insured firms (Clayton and Else, 2004).

1.5 REASONS FOR AND CONSEQUENCES OF SELF-
INSURANCE

It is not altogether clear why self-insured firms opt out of VWA'’s insurance service, but it
could be because of cost considerations, a desire for autonomy, cash flow reasons or a
combination of these. If the reason was a cost consideration, then three explanations are
possible:

0] the self-insured firm was over-charged in the scheme (e.g. due to incorrect risk
ratings);

(ii) self-insured firms are more efficient in providing insurance services than VWA,
and,

(iii) VWA under-charges self-insured firms for common costs, so that self-insured
firms are able to ‘free ride’ when opting for self-insurance and pay less for the
same services.

Of the above reasons, only (iii) can be addressed through the self-insurance contribution
model. The first two factors place valid, healthy, competitive pressure on VWA. If VWA is
concerned about the first two factors, they are best addressed by offering a more competitive
product with more accurate risk ratings.

According to the Australian Industry Group, self-insurance may hold broad advantages, as it
can provide strong incentives for employers to provide safe workplaces, since a greater
proportion of the costs are borne internally. It encourages ownership of the process of
rehabilitation and return to work and facilitates the development of an internal culture that
prioritises safety, minimising work-related injury and iliness (PC, 2004).

Given that there are around 500 large companies in Victoria and that States such as South
Australia and NSW have a larger number of self-insured firms, there is some concern that
more companies will opt for self insurance. The question is what happens if too many
companies leave the pool. According to VWA this would not have a significant impact on the
structural stability of the scheme, as there are enough small and medium size companies to
ensure risk diversification and a large enough pool. In any case, a natural break exists
based on eligibility criteria, as not every company can opt for self insurance. Being a large
state, with over 2 million employees in the VWA scheme, this ‘structural stability’ aspect
appears to be a non-issue in the case of Victoria.

Furthermore, it is not only the ‘good risks’ that are leaving VWA's insurance service, but a
range of large companies with different risk profiles. Hence, adverse selection does not
appear to be a problem. Although small and medium-size companies are usually riskier and
have a higher-than-average number of injuries compared with large companies in the same
industry, VWA'’s view was that cross-subsidisation (companies with different risk profiles
mixed into one pool) has not been a major driver of the move towards self-insurance.
Industry risk profiles are typically accurate for large companies, mainly because these
companies often account for most of the industry in which they operate. That said, industry
risk profiles may become less accurate once large firms leave, leading to more averaging
and a higher risk of mischarging companies within the scheme, possibly causing more
companies to exit VWA'’s insurance service if they are being over-charged.
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As with any insurance product, it is important to use all the available evidence to ensure
premiums reflect as closely as possible the actuarially fair risk profile of each insured. The
only exception would be a policy objective of ‘community rating’, though in that case, options
such as self-insurance and different risk weightings for each industry and employer would not
be permissible. That is, the existence of the option to self-insure and different premiums for
scheme insurers implies that a policy objective such as community rating has been ruled out.
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2. PRICING PRINCIPLES

The goal of this consultancy is to advise the Secretariat on a pricing formula for contributions
from self-insured firms. This has two elements to it:

O adecision on the methodology and structure of the formula; and,
0  adiscussion to inform the parameters in the formula.

This section provides an introduction to the former by discussing the principles behind cost
recovery and regulatory pricing.

2.1 PRINCIPLES OF COST RECOVERY

Efficiency principles in regulation require costs of services to be recovered by the users of
the service, at a price which reflects the cost each consumer places on the provider. In
particular, these prices will reflect both the ‘marginal’ cost the consumer imposes as well as
part of the fixed cost which is not directly attributable to any one individual's consumption.
This typically raises a number of issues when this principle comes to be applied in practice:

O the marginal cost of each unit will vary depending on the unit, and is often difficult to
measure in practice. Marginal cost pricing is instead often based on approximate
methods that usually involve dividing total costs amongst a forecast level of
consumption; and,

O when the service for which the costs are being recovered is just one part of the
functions of the regulated entity, it is often difficult to separate which costs are
attributable only to this service, and what part of the fixed costs of the entity should be
included.

The former has lead to several pricing methodologies used across the regulatory sphere.
Examples include, but are not limited to, the Total Service Long Run Incremental Cost
(TSLRIC), and the Efficient Component Pricing Rule (ECPR) methodologies. These are
similar, and use the average incremental cost as a proxy for the marginal cost. They ensure
that revenues are sufficient to cover the entirety of the costs, including components for risk
and depreciation. In doing so, these pricing methodologies can lead to an optimal outcome
which emulates the outcome that a competitive market would have produced, thus resulting
in an efficient level of consumption and provision of the service.

It is the latter point with which this report is predominantly concerned. That is, taking the total
costs to be recovered as given, how should these be split between the two user groups?
The ECPR, discussed in more detail below, has been used in the past to determine the
efficient level of contribution for access to one component of a monopolist's services. This
pricing rule has been suggested by the VWA and is used to inform the pricing in this report.

2.2 GOOD DESIGN PRINCIPLES
While efficiency is the main goal behind prices, policy makers may decide to place some
preference on a variety of principles. Eight common pricing principles are listed below.

1 Efficiency: raising revenue in a way that causes the smallest possible distortions (or
efficiency losses) in the economy, resulting in appropriate signals for investment and
the allocation of resources;
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2 Equity: raising revenue so that people engaging in similar activities encounter a similar
fee (in this context, it is relevant mainly in the context of ensuring SMEs are not
disadvantaged relative to large businesses);

3 Competitive neutrality:  raising revenue in a way that people using different business
models or production methods to supply the same goods/services face similar
government charges (this issue often arises in the area of charges on road versus rail
transport, and is likely to be important for competition between self-insured and VWA-
insured businesses producing similar outputs);*

4 Simplicity: raising revenue in a way that is administratively simple for governments to
collect and with paperwork that is easy for industry to comply with;

5 Enforceable: charges should be readily enforceable, difficult to avoid, with a high rate
of compliance;

6 Transparency: it should be clear what the charges are based on and why the chosen
methodology or pricing formula has been selected;

7 Cost Reflection: any charges should reflect the costs of providing the service
(including fixed and variable costs); and,

8 Consistency: any charges should be consistent with the policy objectives of the
government.

The Secretariat identified efficiency and competitive neutrality as the main principles to be
addressed by a pricing formula, followed by simplicity and transparency.

2.2.1 SIMPLICITY AND TRANSPARENCY

Simplicity requires the administrative burden, both on the government and industry, to be
light. The current formula, which is largely the formula suggested by this report, is believed
to meet this requirement, imposing no undue complexity on either party.

Transparency perhaps requires more consideration. Loosely speaking, transparency
requires for it to be clear to individuals what they are paying for and why. The current
formula breaks the total costs to be recovered from self-insured firms into two broad
categories: those costs for which self-insured firms receive equal benefits to scheme-insured
firms, and those costs from which self-insured firms receive only some benefit. However,
what these in turn contain is unclear. This will be a criticism of any formula that includes only
broad categories, and one of the main recommendations of this report is for a more
transparent methodology for calculating the contributions pools to be devised.

Finally, the role of the 60% in the current pricing formula is confusing. It is an arbitrary
discount which was intended to be removed after a short period, however it continues to
provide a point of argument between stakeholders. It is unclear what this 60% is meant to
represent, if indeed it represents anything precise at all, and its role needs to be further
clarified.

4 ‘Competitive Neutrality’ is also used in a different context for public sector businesses (such as Australia Post)
competing with private businesses (such as parcel delivery companies). The context here is relates to companies
using different production methods to produce the same outputs.
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2.2.2 COMPETITIVE NEUTRALITY

Loosely speaking, competitive neutrality ensures that self-insured firms and scheme-insured
firms compete on an equal footing. Competitive neutrality is a necessary, but not sufficient,
criterion for achieving efficiency. That is, to achieve efficiency the playing field needs not
only to be level, but also to be at the right level. Competitive neutrality only requires the
playing field to be level.

In other words, businesses that are self-insured firms must not receive an unfair advantage
from the pricing of contribution from self-insured firms relative to that of scheme-insured
firms. Several factors may potentially lead to such distortions:

O  prices which are not reflective of the true costs imposed by firms on the scheme. Note
that this imprecision may manifest itself as either driving firms towards self-insurance or
away from it;

U  cross-subsidies imposed on scheme-insured firms. These may drive low risk firms to
leave the scheme, even when their costs under self-insurance would be higher than the
costs which they impose on VWA; and,

O  other competitive disadvantages between the scheme and self-insurance.

It is clear that competitive neutrality lies at the heart of the pricing problem. Prices need to
be accurate at two levels: firstly within the scheme to ensure that the cross-subsidy issue is
minimised, and secondly between the scheme and self-insurance, to ensure that the decision
whether to self-insure or remain within the scheme is based on efficiency decisions alone.
The first can be addressed through adequate measures to target premiums to the true risk of
firms, and is discussed in more detail below. The second relies on an accurate pricing
formula.

2.3 THE EFFICIENT COMPONENT PRICING RULE

The Efficient Component Pricing Rule (ECPR) was first proposed in 1979 and has become a
popular method of pricing access arrangements. It may be stated in several ways; however,
all definitions include the notion of opportunity cost. For example Economides and White
(1995) define the ECPR as specifying that:

“the access fee paid by the rival to the monopolist should be equal to the
monopolist’s opportunity costs of providing access, including any foregone
revenues from a concomitant reduction in the monopolist's sales of the
complementary component”

Although the ECPR is typically used for marginal cost pricing, in this context it is employed
as an organising principle for cost allocation rather than marginal cost pricing.® As a pricing
formula for contributions from self-insured firms, the ECPR is an appropriate pricing rule,
meeting the design principles previously discussed.

®Asa marginal cost pricing rule, the ECPR is controversial and has been criticized in cases where its application
was not appropriate (Economides and White, 1995; Albon, 2007). Since the ECPR only holds as a first-best
principle under stringent assumptions, it is not a universal rule but must be applied carefully on a case-by-case
basis.
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The ‘monopolist’ is the VWA?®, the component in question being its non-insurance based
activities, and the complementary product is its insurance services. The rival is the self-
insurance scheme and its members. The interpretation of the rule has previously been that
firms which choose to exit the scheme and self-insure have denied VWA some of its
revenues, whilst simultaneously reducing its costs. Where the reduction in its costs is less
than its foregone revenues (in other words the opportunity cost of ‘allowing’ a firm to become
a self-insured firm is positive) it would, under the ECPR, be entitled to recover this excess
from the firm. This ensures that on the one hand VWA (and the scheme-insured firms from
whom it recovers its costs) will not be made worse off by a firm becoming a self-insured firm.
On the other hand, a firm will only become a self-insured firm if it can supply insurance
services more efficiently than can VWA, and to such an extent that this improvement in
efficiency more than covers the costs to society of duplicating services. It is this efficiency
argument that has driven the use of the ECPR as the pricing principle for the calculation of
self-insured firms’ fees.

In some sense the ECPR may be interpreted as a method of assigning property rights over
the obligation to pay the scheme costs. It obliges firms which have voluntarily exited the
scheme to ensure that existing firms are made no worse off by its decision to leave, and in so
doing internalises any externality created by its decision to self-insure.

One consequence of the ECPR is that self-insured firms may be required to pay for services
for which they receive no benefit, if by leaving the scheme there is no reduction in the costs
of these services. For example, if VWA was providing a marketing campaign which targeted
only the insurance aspects of its operations, it could be argued that the cost of this campaign
is largely independent of the number of scheme-insured firms. A firm which exits the scheme
would leave fewer members from which to recover the cost of the campaign, and would be
obliged to pay its proportion of the costs, even though it receives no benefit.

It is likely that this would only apply to a small portion of the VWA cost base: those costs
which are fixed and specific to scheme-insured firms (Table 2-1).

TABLE 2-1: CONTRIBUTIONS BASED ON THE ECPR

Cost Type Common Costs Self-insured-Specific Scheme-insured Specific
Variable N/A N/A N/A
Fixed N/A N/A ECPR Applies

That is, the portion of common costs to be recovered from a firm will be independent of
whether that firm is self-insured or scheme-insured. All self-insured-specific costs will be
recovered from self-insured firms alone. Hence, the ECPR rule will only apply to those costs
which are specific to scheme-insured firms, and only that portion which does not vary upon
exit.

However, it could be argued that a wide range of costs are ‘fixed’, when the reality is that
VWA may be able to scale many of its activities according to the size of its customer base.
The extent to which this is possible is ultimately an empirical question. To avoid cost
padding, a high hurdle should be used when determining ‘fixed’ costs.

® The fact that VWA is a statutory monopoly was taken as given in the preparation of this report. The issue of
whether this is the appropriate structure for the provision of workers’ compensation insurance was considered
beyond the scope of this advice.
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2.4 PRICE SETTING OVER TIME

The costs to be recovered, and the efficient prices, will change over time. Indeed, the costs
incurred by VWA appear to demonstrate substantial volatility. For example, costing data
provided by VWA show self-insured-specific costs nearly doubling over the period 2004-05 to
2006-07. A regular review of the costs will be needed to ensure that prices adjust to reflect
these movements, ensuring ongoing efficiency is achieved. Provision may be made in the
Act for sunset reviews every three to five years to review costs and the pricing formula.

Independently of regular pricing reviews, regulators often impose additional structure to
prices to ensure that the regulated entity continues to strive for efficiency in operations.
CPI-X' style arrangements which allow for prices to increase with inflation, less some amount
‘X’ which may be thought of as an efficiency factor, is an example of such a dynamic pricing
tool. The next section discusses the existence of externalities in the scheme. Whilst these
are currently judged to be irrelevant for pricing for all intents and purposes, an externalities
term could be added to the pricing formula to allow for these to be accounted for in the future
should the need arise.

" CPI-X is short-hand for ‘consumer price index minus an efficiency factor of X'. If the measure of inflation is (say)
3% per annum and the regulator decides the monopolist has to achieve an efficiency gain of (say) 5% per annum,
then the monopolist’s prices would have to reduce by 2% per annum (on average, across the ‘basket’ of products
sold by the monopolist). The formula (deliberately) does not specify which products in the basket should reduce
in price and by how much, or where in the business the cost savings are to be found, since the monopolist’s
management are in a better position than the regulator in deciding these matters.
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3. POLICY TARGETS AND INSTRUMENTS

This section discusses the objectives of a pricing formula. The ECPR principle states that
prices should recover the costs that self-insured firms impose on the scheme, as well as any
additional costs they place on remaining scheme-insured firms by exiting.

3.1 WHAT SHOULD PRICING TRY TO ACHIEVE?

Prices in competitive markets reflect the costs of production, and in so doing, ensure that
goods or services are purchased only when the benefit they provide outweighs the costs of
supplying the product. When competition is eroded, so too is this disciplinary effect on
prices. Regulation attempts to reinstate discipline by allowing non-competitive firms to price
such that costs, and no more, are recovered.

Of course, prices can affect a whole manner of behaviour, and this has meant that in some
applications they have been seen as something of a panacea. Achieving economic
efficiency requires prices to follow strict criteria (discussed above) and deviating from these
criteria to achieve other objectives will result in hybrid prices which achieve no policy
perfectly. Where goals other than efficiency are set, these should be achieved through non
price instruments. For example, whilst prices could be used to stem the flow of firms
between the scheme and self-insurance, they should not be used for this goal unless out of
concern for the overall efficiency of the scheme.

Efficiency dictates that firms should be made to bear the costs of their actions. These
include the totality of costs, including the operating costs they impose on VWA, the fixed
costs involved in establishing the scheme, and any costs that a firm imposes on other firms
in the scheme. Section 4.2 discusses the latter category.

3.2 EXTERNALITIES IMPOSED ON SCHEME-INSURED FIRMS
BY SELF-INSURED FIRMS

The previous section discussed the rationale for prices to reflect the costs of production,
where these costs include the costs that self-insured firms would place on scheme-insured
firms when they opt for self-insurance. This section discusses whether any such costs are
likely to be present in the case at hand, and therefore, whether the pricing formula should
account for this. The three possible externalities that have been identified are:

U0  the same fixed costs being recovered by fewer remaining scheme-insured firms;
U anincrease in the aggregate claims risk by spreading this risk over fewer firms; and,

U an increase in premiums as low risk firms leave the industry to become self-insured
firms.

These are discussed in turn below.
3.21 FIXED COSTS
3.2.1.1 WHAT ARE FIXED COSTS

Total costs may be divided into two broad categories:

O those costs which are dependent on the number of firms in the scheme. These are
known as variable costs; and,
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O those costs which are independent of the number of firms in the scheme. These are
fixed costs.

Fixed costs are often taken to be the infrastructure necessary to provide a service, before
any units are produced. Examples from the regulation of utilities abound and include
runways at airports, docks for shipyards and dams for water utilities. For service providers
such as VWA they are perhaps more subtle, and include the costs of drafting legislation and
marketing expenses.

That noted, self-insured firms continue to contribute proportionally to VWA's safety services
and general oversight and legislation services after they opt for self insurance. Hence, the
fixed costs relating to VWA's safety and oversight roles continue to be recouped when a firm
opts for self-insurance. It is only the fixed costs relating to VWA's insurance services that
need to be included in the ECPR.

Regulated entities may be lax in what they attribute as fixed costs, and oversight of this
allocation is necessary. Premises, whether rented or otherwise, should not be included as
fixed costs as it is likely that they could be downsized over time as demands on the service
fall. Other costs such as IT would fall in a similar fashion.

Contracts which lock a monopolist into purchases of goods or services over a period of time
should also not be included in fixed costs. In competitive markets, firms bear the risk of
demand not matching forecast supply, and customers should not be made to pay for risky
management decisions which do not bear fruit.

Some costs will reduce in a stepwise manner, and these should not be included in fixed
costs. For example many costs will not change upon the exit of a single firm, but will vary as
numerous firms leave the scheme.

In summary, it is important that fixed costs are clearly identified when deciding on which
costs are to be allocated in this pool. Over-allocation will result in inefficiently high charges
to self-insured firms, and may also provide incentives for VWA to ‘gold plate’ its operations
and may insulate it from the consequences of past business decisions. The costs discussed
in future sections of this report assume that fixed costs have been allocated appropriately.

3.2.1.2 THE RELEVANCE OF FIXED COSTS TO THE PRICING FORMULA

The relevance of fixed costs for the case at hand is that a firm exiting the scheme only
reduces the variable costs incurred by the VWA, leaving fixed costs unchanged. In essence
this imposes an externality on scheme-insured firms by reducing the pool of firms from which
the VWA may recover the fixed costs of its insurance services (to the extent that underlying
growth in the Victorian economy does not offset the exits). The ECPR, however, dictates
that these costs should continue to be borne by self-insured firms, in essence internalising
the externality.

VWA were consulted to ascertain the size of their fixed costs. The response was that these

were not large, and provided the breakdown of operating costs shown in Table 3-1 as
evidence.
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TABLE 3-1: VWA OPERATING COSTS JULY-DECEMBER 2007

Cost Type Value % of Costs
Staffing $56m 57%
IT $7m 7%
Professional services, actuaries, and consultants $5m 5%
Marketing $10m 10%
Occupancy and utilities $7m %
Grants $4m 4%
Depreciation $3m 3%
Other costs $7m 7%

Total $98m 100%

Staffing is clearly the largest cost item for VWA, followed by marketing, with occupancy and
utilities accounting for only 7% of operating costs. These fall into the category of recurrent
operating costs — not fixed costs. It would appear that fixed costs are low in the sense that
VWA - if faced with an increase in firms opting for self-insurance — could reduce costs
commensurately over a relatively short period of time, probably through natural attrition.

However, of relevance here is not whether VWA could reduce costs easily over time, but
whether they would reduce costs in response to a reduction in scheme-insured firms. This
guestion does not relate so much to the fixed nature of capital formations as such, but more
to the fixed nature of the functions provided.

There are certainly some functions which are fixed in the sense that their costs may be
independent of the size of the scheme. As discussed, the ECPR dictates that these costs
should be partially recovered from firms exiting the scheme, even when they receive no
benefit from them. Importantly, fixed costs will continue to be collected from self-insured
firms after they leave the scheme so long as they form part of the common costs which are
recovered by both scheme-insured and self-insured firms. Hence, the fixed costs of
relevance are those which are specific to the services which only benefit scheme-insured
firms. This was noted in the discussion of the ECPR.

PwC (2007) provided an estimate of $27.2 million attributable to scheme-insured-specific
fixed costs which are to be recovered proportionally from self-insured firms. This is further
broken down as shown in Table 3-2.

TABLE 3-2: BREAKDOWN OF PREMIUM SPECIFIC FIXED COSTS (PwWC)

Cost Category Amount Fixed
Actuarial services $1.2 million
IT $5.4 million
License and performance management $1.1 million
Litigation and prosecution $2.1 million
Other $12.6 million
Premium management $4.7 million

Total $27.2 million

It is difficult to comment on these estimates in great depth without knowing the details of how
they were calculated. However some of these costs do not seem to belong under the fixed
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cost category. For example, it seems unlikely that such a large portion of IT costs are fixed.
Staffing in this area could reduce over time, and redundant equipment could be sold. It is
likely that a tighter, more accurate, definition of fixed costs would lead to a lower estimate. It
is recommended that these costings be considered more closely in future pricing reviews in
regard to whether they are truly fixed costs as described above.

3.2.2 INCREASE IN THE AGGREGATE RISK

Reducing variability in claims by pooling risk is a basic function of insurance markets. As the
size of the pool of risky individual firms falls, this diversification benefit decreases. The
guestion is one of how much the pool has to fall before these benefits are substantially
reduced. More specifically, does the decision of a firm to exit the scheme result in a non-
negligible increase in risk for VWA, and if not, is there some point at which this may occur if
sufficient numbers were to leave.

VWA were consulted on this issue and replied that recent modelling had been conducted on
this issue. The results of the modelling were that the effects on risk of exiting firms are
negligible. Further, these results were deemed to be robust even with a substantial number
of exits. Hence, exiting firms do not place additional costs on remaining scheme-insured
firms by reducing the size of the risk pool, implying that prices should not be adjusted for this
effect.

3.2.3 ADVERSE SELECTION

It is at least possible that imprecision in the pricing of premiums may lead to higher numbers
of firms wishing to become self-insured firms. Premiums based on rough averaging rules or
which fail to target the true cost drivers of insurance will inevitably result in some inaccuracy
in fees being charged. The upshot will be some firms being charged more than the
actuarially fair amount, with others being charged less. This amounts to a cross-subsidy,
with low risk firms subsidising the premiums of high-risk firms. The ESC notes that:

“the incentives for relatively large employers to become self-insurers are strong,
as they tend to avoid problems of adverse selection and cross-subsidy that can
arise through scheme-insurance.”

Low risk firms exiting the scheme will increase the overall risk level of the remaining pool,
driving up premiums for the remaining firms to a level that is closer to their actual risk. Whilst
it may be argued that this is an externality being placed on the remaining firms, this would be
overstating the problem. It would merely be a market-driven response to imprecise pricing
with the result that, in a new equilibrium (with more self-insured firms), firms remaining in the
scheme now pay fees more closely aligned to their actual risk levels.

If this aspect is a concern, it is best addressed through more ‘tailored’ pricing for scheme
insurers rather than through changes to the self-insurance contribution formula.

3.24 SUMMARY

This section has discussed reasons why exiting firms may place additional costs on the
remaining scheme-insured firms. Where this is the case, these firms should be made to bear
these costs in recognition of the true costs of leaving the scheme. It appears that there is

8 ESC (2006) page 41.
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little justification for imposing additional costs on exiting firms with regard to these
considerations:

O fixed costs related to the self-insured firm specific or common cost categories will
continue to be recovered from firms even once they exit the scheme. Hence, the fixed
costs of interest are those specific to insurance services. PwC (2007) places this cost
at $27.2 million although this would need to be considered in detail;

O  modelling has revealed that even with a substantial increase in exits, the remaining
pool would be large enough to be unaffected from a claims risk point of view; and,

O  whilst low-risk firms leaving the scheme will result in higher premiums for the remaining
firms, this is merely a result of premiums being more closely aligned with risk. Exiting
firms have no obligation to cross-subsidise the remaining members.

In terms of a pricing formula, this means that the basic structure of the existing formula can
be maintained without adding an additional term for recovering externalities. In essence, the
ECPR guards against the need for such a term by incorporating the fixed costs of the
scheme into the self-insured firms’ contributions pool. Whilst this may result in self-insured
firms paying for services from which they receive no benefit, this is consistent with efficient
pricing principles. However, as will be discussed below, care must be taken when
calculating the magnitude of these costs in order to ensure that self-insured firms are
charged fees only commensurate with the costs that cannot be lessened when they leave the
scheme.
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4. THE CONTRIBUTIONS TO BE RECOVERED FROM
SELF-INSURED FIRMS

4.1 SEPARATING THE COSTS

Services provided by VWA can be split into several categories based on their relevance to
self-insured firms:

1. Purely related to prudential oversight and administration of self-insured firms (eg
the Self-insurance Management Unit). This component is entirely the
responsibility of self-insured firms.

2. Purely related to insurance services (eg administering the insurance agents).
This component is entirely related to scheme-insured firms.

3. Other insurance-related services that benefit both self-insured and scheme-
insured firms (eg provision of general actuarial information). These costs would
be shared between scheme-insured and scheme-insured firms.

4, Safety services that benefit both self-insured and scheme-insured firms (eg
workplace inspections and public awareness of safe working practices). These
costs would be shared between self-insured and scheme-insured firms.

5. Joint costs / overheads related to both insurance services and safety services.

Self-insured firms should certainly be made to recover the specific costs which they impose
on the scheme. The area of contention relates to the extent to which they should recover
costs from the other categories. The ECPR can provide guidance in this regard. It specifies
that the contributions sought from self-insured firms should be given as:

(Lost revenue to VWA — Cost savings to VWA) + Self-insured-Specific costs

The first term is the loss in revenue which VWA must be compensated for, and the second is
the reimbursement to self-insured firms for the variable costs which they no longer impose on
VWA. The terms inside the bracket are hence a measure of the fixed and common costs
which must be recouped from firms which opt for self insurance. As discussed previously,
this pricing rule ensures that firms opt out of the scheme only when the total costs to society
will be reduced by doing so. This may result in self-insured firms paying for services for
which they receive no benefit, but in doing so avoids costly duplication of services.

The question of the size of the terms in the bracket, the fixed costs that need to be recovered
upon exit, is ultimately an empirical one and has been discussed above. CRAI (2006)
produced estimates of these costs and stated, for example, that:

“A preliminary assessment of the VWA's costs suggests that 20% of claims
management expenses, 50% of license and performance measurement costs,
50% of premium/levy management costs and 50% of litigation and prosecution
costs associated with insurance/claims management could vary with respect to
the number of insureds. If this is true, it means that around 20% (i.e. around
$52 million in 2004-05) of total costs specific to premium-paying participation are
variable with respect to the number of insureds and, hence, potentially avoidable”
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The implication is that the fixed costs of the insurance function of VWA are substantial. The
task of assigning costs between fixed and variable is important and detailed. It is important
that only those costs which are truly fixed are identified in this process. Both the CRAI and
PwC allocations to fixed costs appear to be high and include categories which do not appear
to be strictly fixed in nature. Close attention should be paid to this allocation in future to
ensure that self-insured firms are not over-recovering their costs.

4.2 HOW THESE SHOULD BE DIVIDED BETWEEN SCHEME-
INSURED AND SELF-INSURED FIRMS

The previous section discussed the need to systematically review the costs incurred by VWA
to determine which costs are independent of the number of firms in the scheme, and those
that will vary as scheme-insured firms exit. Once this process has been carried out there are
two ways in which the formula for self-insurance calculations can be structured:

O  only those costs which are fixed plus the costs which are specific to self-insured firms
could be included in the contributions pool, of which self-insured firms are made to bear
a proportion of 100%; or,

O the total costs of VWA be included in the contributions pool, with the percentage of
which is due to be recovered from self-insurance then reported separately. This
percentage would be based on the proportion of common and scheme-insured-specific
costs which are fixed.

Currently it appears that the first methodology is chosen by VWA. For example, 11% of
those costs which are deemed to be specific to scheme-insured firms is placed in the self-
insured firms’ contributions pool’. That is, in its contributions pool to be recovered from self-
insured firms it includes only those costs which cannot be reduced upon exit: that is, the fixed
costs. This is commensurate with the formula discussed in section 4.1. If this process of
assigning fixed and variable costs is accurate, there appears no justification for self-insured
firms to be charged anything less than 100% for these costs: anything lower than this would
amount to a discount to self-insured firms and under-recovery from these firms.

It should be clear that whilst it is simple to identify the broad cost buckets that self-insured
firms should be asked to recover, it is crucial to ensure that costs are allocated to these
buckets accurately. Much of the focus has previously been on the allocation of fixed costs.
However, the allocation to common costs should also be an area of close scrutiny.
Administrative costs and other overheads appear to be predominantly allocated to common
costs. However, it is not clear that these could not be allocated more closely between the
services afforded to scheme-insured and self-insured firms. For example, the percentage of
board time spent on insurance versus non-insurance related matters could be monitored
more closely, as it would seem unlikely that this follows a divide proportional to remuneration.

Hence, overall there appears to be little disagreement as to what a pricing formula should
contain:
O  all self-insured firm specific costs to be recovered by self-insured firms;

O  a proportion of the common costs, with this proportion based upon a largely arbitrary
measure such as remuneration; and

® In other words, 8% of the 11% is recovered from self-insured firms.
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0 an additional ECPR related component allowing for the recovery of fixed costs not
captured in the other two categories above. This will be a portion of the fixed costs
specific to the costs of scheme-insured firms.

The two approaches discussed above are essentially identical in the empirical requirements.
That is, both require the detailed estimation of the fixed costs of VWA'’s operations, and the
specific self-insured firm costs. The first approach includes only these in the contributions
pool, whilst the second works out their proportion of total costs and applies this proportion to
the total cost base. Both arrive at the same end figure.

Which is to be preferred is perhaps a matter for transparency. Including the entirety of
VWA'’s costs in the formula and applying percentages of these to be recovered from self-
insured firms may lack transparency if it is not clear how these percentages were derived. In
this case it may be preferable to adopt the former approach: report only the costs which self-
insured firms are being asked to recover. So long as the methodology for assigning these
costs is clear, so will this approach.

4.3 COULD MORE COSTS BE RECOVERED THROUGH FEE
COLLECTION?

The ESC (2006) discusses the opportunities for more of the cost based to be recovered
through fees for services as they are incurred. This is appealing as a method for more
closely aligning charges with usage where possible. However, according to consultation with
VWA, there is little scope for substantial costs to be recovered in such a way — only a
relatively small part of the safety services are one-on-one services amenable to fee-for-use.
Further, there are areas in which fees are charged for services where they occur. Oversight
of major hazard facilities, for instance, is already charged as a specific cost through the
licence process.

Where fees for service can be charged it would appear to be beneficial to do so, as long as
the fees recovered are large enough to outweigh the additional administrative costs from
doing so. In any case, it would be a worthwhile exercise to ensure on an ongoing basis that
the fees that are currently charged do in fact accurately recover the services to which they
relate.

ACCESS
gl ECONOMICS T 18



Commercial-in-Confidence Self-insurers’ Contributions

5. DIVIDING THE POOL BETWEEN INDIVIDUAL SELF-
INSURED FIRMS

Having decided on the total amount of costs to be recovered from self-insured firms, the next
step is to arrive at an allocation mechanism between individual firms. There are two
overarching principles to be considered in this regard:

O  costs should be borne by firms in proportion to which they are imposed on VWA. That
is, firms which impose proportionally more of the costs should be charged
proportionally more of the allocation; and,

O the allocation mechanism should ensure competitive neutrality between the competing
schemes. That is, firms should not be unduly influenced by the allocation mechanism
when deciding which scheme to join.

With regards to the former of these points, it is important to ascertain the main cost drivers of
VWA. That is, are the costs which a firm impose on VWA a function of, for example, their
size, remuneration, number of claims made, or some other factor? Preliminary discussion
with VWA revealed that the major cost driver is the size of the firm, although the intensity of
some oversight services will depend on the perceived riskiness of the individual firm.
Although the number of claims will drive the total cost of a firm’s workers’ compensation
activity, the majority of these costs are borne by the firm and not by VWA. Hence it appears
appropriate to base allocation on a joint remuneration and risk based mechanism. However,
the risk factor may need to be dampened as it is hot a primary cost driver.

Competitive neutrality relies on the allocation not distorting the decision of which scheme to
join and the cost structure of a scheme firm competing with a self-insuring firm. It is
interesting to note then that the cost allocation method differs between scheme-insured and
self-insured firms, with scheme-insured firms’ allocations being based on more intricate data
regarding risk. Of course, given that the cost drivers of self-insurance are largely not based
on risk, this may be entirely appropriate. This is discussed in more detail below.

5.1 THE CURRENT METHOD

Currently the self-insured firm contributions are divided amongst the 39 firms based entirely
on remuneration. That is, a self-insured firm whose remuneration is 1% of total self-
insurance remuneration contributes 1% of the costs allocated to the self-insurance
contribution pool. The allocation method for scheme-insured firms is more tailored, and
contains more of a risk focus. It is based on three factors:

a remuneration;

O  the industry risk weighting for the industry (or industries) which the firm is a member;
and,

0 a2 %year claims history adjustment.
The choice of remuneration is in some sense arbitrary, and this has been noted in previous
documents. However, as there is no clear objective alternative to dividing the fixed costs of

running the work safety scheme, and variable costs depend on the size of the firm under the
scheme, remuneration is likely to be a good method for allocation.
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5.2 HOW GOOD OF A PROXY IS THE CURRENT APPROACH

The extent to which firms cross-subsidise other firms under the scheme will depend on
whether the fees charged are actuarially fair, and this will be influenced by the degree of
accuracy of the allocation methodology. That is, if the three-pronged approach to
determining risk described above is inaccurate, firms may be overcharged and have an
incentive to exit the scheme. General efficiency and competitive neutrality principles dictate
that firms should only leave when this will result in a reduction in costs for the insurance
activity. This precludes firms leaving based on imprecise pricing of risk.

Whether firms have perverse incentives to leave the scheme will depend on how good a
proxy the current allocation method is. Of most concern is the extent to which the industry
risk-rating is indicative of the risk inherent in the individual firms within the industry. This
rating is based on the mean claims of the industry over a five year period. These issues
were discussed with VWA. The methodology is not necessarily accurate, but there are four
caveats to this assertion:

O for larger firms it is likely to be accurate, as they make up a larger part of the industry;

O for smaller firms it may be inaccurate, but these firms often do not face the option of
becoming self-insured firms;

O  whilst it may be inaccurate and give firms incentives to leave the scheme, they are
benefited somewhat by the larger risk pool, adding more certainty to their premiums;
and,

O  smaller industries exhibit more variation in their claims record due to the lower
frequency of claims, but this is accounted for by damping the industry rating.

More attention needs to be given to determining whether the current allocation methodology
achieves actuarially fair prices, whether this is driving the decision of scheme-insured firms to
exit, and whether a better system can be employed. Of more importance is whether the
different allocation approaches applied to scheme-insured and self-insured firms is
hampering the competitive neutrality objective. This is discussed below.

5.3 SHOULD ALLOCATIONS BE RISK WEIGHTED

As noted, the current formula does not allow for the allocations amongst self-insured firms to
be risk-weighted, despite calls from stakeholders for this to be the case. A move to risk-
weighting should be based on two considerations: evidence that the risk of a firm significantly
impacts on the costs it imposes on VWA, and whether these would impinge on competitive
neutrality between the schemes.

In consideration to the former, VWA were asked the extent to which their costs are driven by
the number of claims made by self-insured firms. The response was that costs are largely
independent of the claims made by a firm, although the degree of relative oversight effort will
differ depending on perceived riskiness. In relation to the recovery of fixed and common
costs there appears to be little justification for risk weighting. By definition, the fixed costs of
the scheme will not be altered by the number of claims, or risk levels of individual firms, and
this is also likely to be true for a large amount of the common costs. Hence, a remuneration-
only allocation, or one that is only partially adjusted, could be justified.

Perhaps of more importance is the impact the allocation mechanism could have on
competitive neutrality of the competing insurance methods. If the allocation method is not
consistent between scheme members and self-insured firms, then this may influence the
decision to opt for self-insurance. Hence, it is important to consider how common and fixed
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costs are currently allocated between scheme-insured firms, as these are the costs which will
also be recovered from self-insured firms. If they are allocated based on a risk-weighting,
then this should be carried over to the allocation method in the pricing formula. This ensures
that a firm will recover equal amounts of the fixed and common costs under either insurance
method.

Consultation with VWA revealed that this is indeed the case. That is, overheads are
currently allocated between scheme-insured firms based on a risk-adjusted approach.
Hence, competitive neutrality requires that self-insured firms’ contributions are likewise
based on a risk-adjusted approach to ensure that they pay equal fees to VWA independently
of how they choose to insure.

Finally, it is worth noting a concern that a risk-weighting may lead to larger variations in the
workers’ compensation costs of self-insured firms. A firm which in a given year records a
higher than expected number of claims may be penalised in two ways: through higher
claims-related costs in that year, and through higher fees charged by VWA if those claims
move the firm into a higher risk category. Increasing the uncertainty of costs for self-insured
firms may impose further costs in terms of disrupting planning and effective operations.
Further, it may be argued that claims risk would be more efficiently borne by VWA which
benefits from the diversification of this risk across a large number of firms.
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6. PRICING FORMULA

Depending on the objectives of the self-insurance contribution, the pricing formula will
contain various combinations of the following items:

O  Self-insured firm specific costs;

O  Costs of safety services that are of a public good nature, some portion of which is to be
recovered from self-insured firms;

U

Safety services that are able to be charged at a fee-per-usage rate;

U

Fixed costs related to the scheme-insured firms’ specific services that cannot be
avoided when an employer opts for self-insurance, some portion of which is to be
recovered from self-insured firms;

O A mechanism for dividing common and fixed costs between scheme and self-insured
firms; and,

0 A mechanism for dividing the total contributions pool amongst individual self-insured
firms.

Access Economics has developed a generalised pricing formula, which subsumes all the
current and proposed pricing formulae as special cases:

Recovery fromfirmi = {A+ (ke + mD)(%H (é)ri +B, +¢(Ext)

Where:
A = self-insured-specific costs
B; = common costs that can be recovered on a fee-per-usage basis from firm i

C = total common costs of a public good nature, and k is the proportion of these to be
recovered from self-insurers (currently k=60%)

D = total fixed costs specific to scheme-insured services, and m is the proportion of these to
be recovered from self-insured firms

X; = the remuneration of firm i
Y = total remuneration of self-insurers
Z = total state remuneration

ri is a term allowing for risk adjustment for firm i relative to the average, normalised so that
the average ‘r’ termis 1

Ext is a term to reflect any externalities which self-insured firms are deemed to place on
scheme-insureds and eis the proportion of this recoverable from self-insured firms.

The terms inside the square brackets are the total contributions to be recovered from self-

insured firms: the total of self-insured firm specific costs, plus their part of common and
scheme-insured-specific fixed costs to be recovered based on remuneration. The term mD is
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essentially the ECPR surcharge to be recovered from self-insured firms. The term in round
brackets is the mechanism to allocate this contributions pool amongst self-insured firms.

The penultimate term allows for recovery of specific services, such as inspections or
applications, if it is decided that these are to be recovered separately. The final term allows
for any externalities' to be recovered from self-insured firms.

The term r adjusts for the risk of an individual firm. The current formula does not apply a
risk-weighting to self insurers, although stakeholders appear to agree on the need for its
inclusion. The rationale for the inclusion of a risk-weighting is discussed above, and Access
Economics favours its inclusion. The oversight efforts of VWA do appear to be correlated
with the perceived riskiness of a firm. Further, the fact that overheads are allocated among
scheme-insured firms based on a risk-weighting makes a similar approach for self-insured
firms desirable from the point of view of competitive neutrality.

Competitive neutrality also dictates that r be calculated in the same way as the risk
adjustment for scheme-insured firms. This is based on a combination of the industry risk-
weighting and an individual firm’s claims history. Applied multiplicatively as above, the
remuneration-weighted average of all firms’ risk terms must equal 1, so that the total
contributions from self-insured firms amount to their contributions pool. Firms riskier than the
average for self-insured firms will have a risk-weight greater than 1, while those firms less
risky than the average will have a risk-weight less than 1.

Hence, there are two steps involved in calculating a firm’s risk-weighting:

O calculate the risks of firms relative to one another, according to the current risk-
weighting procedure for scheme-insured firms; and then

O  scale the relative risk-weights so that they recover an amount precisely equal to the
self-insurer contributions pool.

The latter step requires the risk-weights r; to satisfy the following equation:

Note that a simple remuneration-weighted formula (setting r; = 1 for all i) automatically
satisfies the condition since:

Xi —
2yt

Is true by definition.

6.1 RECOMMENDED PARAMETERS

In deciding on the final form of the pricing formula, it is necessary to choose values for the
parameters used. This section sets Access Economics’ recommendations.

19 Sych externalities were discussed earlier in the report. Note that the recovery of fixed costs is already included
in the D term and would not be included as an additional externality. The Ext terms could be used to stem exits
from the scheme if these were deemed to place additional costs on the remaining scheme-insured firms.
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6.1.1 SELF-INSURED FIRM SPECIFIC COSTS — A

All self-insured firm specific costs should be recovered. PwC (2007) places this value at
$2.8 million, or 0.7% of total VWA costs.

6.1.2 FEE PER SERVICE COSTS — B

A few major costs are already recovered through fees, such as the licensing fee for a major
hazard facility.

Whilst it is preferable that various other costs are recovered on a fee-per-use basis to ensure
accuracy in cost recovery, it appears that there is little scope to recover substantial costs in
this method and the total amount collected is unlikely to be worth the administration cost.

Even if it were decided that more services should be recovered through a fee per service
method, there appears to be little need to include this in the pricing formula. Instead these

fees could be recovered as incurred through invoicing self-insured firms directly after the
service. As such, we recommend that the term B not be included in the model.

6.1.3 ComMMON cosTs —C
The main common costs as allocated by PwC (2007) are given in Table 6-1.

TABLE 6-1: MAIN COMMON COSTS DETERMINED BY PwWC

Cost Category Amount that is Percent that is Percent of total VWA
common common costs
OHS inspection and marketing $77.6 million 99.2% 19.0%
Corporate administration $46.0 million 98.6% 11.3%
Dispute resolution $20.3 million 100% 5.0%
Depreciation $6.4 million 76.6% 1.6%

In total it is estimated that $159 million, or 39%, of VWA's costs are common. The totality of
these costs should be recovered on a proportional basis from self-insurers. That is, C should
be estimated and k set to 1 (currently it is 60%).

6.1.4 SCHEME-INSURED SPECIFIC FIXED COSTS

The fixed costs issue has been treated at depth in this report, as it is perhaps the main area
of contention in deciding the contributions pool. Estimates of this cost pool are substantial,
with PwC estimating this at $27.2 million. As discussed earlier, much care must be taken to
ensure that the costs allocated are truly fixed costs. However, once these costs are decided
on, the ECPR principle applies and self-insured firms should be charged their proportional
share of these costs. That is, m should be set equal to 1.

6.1.5 ALLOCATING THE CONTRIBUTIONS POOL TO INDIVIDUAL SELF -INSURED
FIRMS

Much has been made of alternative methods to allocate the contributions pool amongst self-
insured firms. The question is essentially that of whether VWA's oversight efforts and safety
services are driven by claims to a large part, and whether a risk-weighting will be consistent
with the principles of competitive neutrality. As discussed previously, Access Economics is
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in favour of the risk weighting currently applying to scheme-insured firms also applying to
firms opting for self-insurance. However, if it is judged that a risk-adjusted allocation would
lead to excessive volatility in self-insured firms’ workers’ compensation costs, and that this
outweighs the importance of competitive neutrality, then a simple remuneration weighting
could be used, i.e., setting r;= 1 for all i.

6.1.6 INCLUDING EXTERNALITY TERMS

At this stage it is not felt that self-insured firms place any additional costs on scheme-insured
firms (once all the factors above are taken into account). Hence, in the initial pricing formula
the externality term should be set equal to 0.

6.1.7 FINAL FORMULA

Given these parameters, the final formula is:

Recovery from firm i ={A+ (c+ D)(%ﬂ (é}ri

This can be calculated as a two-step process, with the components calculated separately as
follows:

0 the terms inside the square brackets represent the total contributions to be recovered
from self-insured firms; and,

O the terms outside the square brackets then indicate how the total sum to be recovered
is apportioned among all self-insured firms.

The former requires an assessment of the cost lines of VWA in relation to the activities of
self-insured firms, while the latter requires an analysis of the risk profile of each individual
self-insured firm.

The formula has an alternative but equivalent expression by expanding the brackets:

Recovery from firmi = Airi +Cﬁri + Dﬁri
Y Z Z

The implications of this formula are discussed in the remainder of this section.

6.2 EFFECT OF THE CHOSEN FORMULA ON THE SELF-
INSURED FIRM CONTRIBUTIONS POOL

The chosen formula is different to the pricing formula currently applied in two main regards:

O  the arbitrary 60% term is removed, with self-insured firms instead recovering 100% of
common costs. There appears to have been no justification for the 60% figure, and it
was always intended to be removed in time; and,

O the proposed formula asks for self-insured firms to recover their share of the scheme-
insured-specific fixed costs.

That is, the proposed formula will result in a larger amount of costs being recovered
from self-insured firms than is currently the case. The estimates provided by PwC
(2007) will need to be recast given our preferred definition of ‘fixed’ costs. With:
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O  Self-insured firm specific costs equal to $2.8 million;
d  Common costs equal to $158.9 million;
O  Scheme-insured-specific fixed costs equal some amount less than $27.2 million; and,

O  Self-insured firms accounting for 8% of state remuneration.

Then the costs recoverable from self-insured firms under the current model would be equal
to $10.4 million, whilst under the proposed model they would be up to $17.7 million. The
difference of $7.3 million can be broken between the affect of removing the 60% term, and
adding the scheme-insured-specific fixed costs. The impact of removing the 60% from the
current formula would raise the contributions pool by 8% of 40% of $158.9 million, or $5.1
million, whilst the impact of including scheme-insured-specific fixed costs would raise the
contributions pool by $2.2 million. That is, the dominant difference between the current and
proposed formula is the affect of removing the 60% term from common costs.

6.3 COMPARISON TO OTHER MODELS

The various stakeholder documents, and ESC discussion papers, have not contained
specific pricing formulas with which to compare the formula proposed by this model.
However, the table below sets out their views with regard to the two broad issues of cost pool
calculation and the determination of self-insured firms’ share of costs.

It appears to be generally agreed upon that a risk and remuneration based approach should
be applied to the calculation of allocations. Discussion with VWA revealed that they are
placing increased emphasis on improving the method in which it is calculated and that
applying this to both scheme-insured and self-insured firms should improve the accuracy of
the allocation method. However, VWA have also claimed that much of the costs relating to
self-insured firm oversight are independent of the claims made by an individual firm. Hence,
the risk shares may need to be dampened to the extent that risk is only relevant to some of
the costs imposed on VWA,

A summary of the proposed models is presented in Table 6-2.

TABLE 6-2: SUMMARY OF THE PROPOSED MODELS

Current AE SIAV ESC VWA
Calculation of Sl specific and Efficient Activity based Activity based Efficient
cost pool common costs Component costing costing Component Pricing
only Pricing Rule Rule
Determination Remuneration  Risk-weighted | Risk-weighted Risk-weighted  Risk-weighted and
of self-insured only remuneration | remuneration remuneration remuneration basis
firms' share basis basis basis

Both the SIAV (2006) and ESC (2006) argue for an activity-based costing. While more
closely aligning charges with usage is attractive, an activity-based costing approach has
shortfalls. Specifically, it is unclear that a large portion of VWA's costs can be identified
through this approach, and more importantly it precludes the use of the ECPR which his vital
for maintaining scheme efficiency. However, in any case VWA should collect more data to
aid with the accuracy of cost division between the relevant cost pools. The largest cost to
VWA is in salaries, and staff timesheets could be used to accurately account for time spent
on various tasks. The formula above provides guidance on how to efficiently recover costs
from self-insured firms, however it will only be effective if the costs included in the
contributions pool are accurate to begin with.
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The current formula is simple as it contains a minimum of terms in a simple structure and
contains broad cost groups. However it does perhaps lack transparency. It is not clear what
the role of the 60% is and by lumping all costs into two broad pools it may be unclear exactly
what self-insured firms are being charged for. We believe that the proposed formula is
neither more complex nor less transparent than the current formula but dominates the
current formula in respect of competitive neutrality and economic efficiency. It is important,
however, that careful attention be paid to allocating costs into their correct categories so that
self-insured firms are charged only those costs which efficiency demands be recovered from
them. An independent auditor should be engaged to establish this framework and estimate
the costs. This would aid in the transparency of the pricing framework

Ultimately the greatest lack of transparency is potentially in the calculation of the contribution
pool. Whilst it is generally agreed upon what type of costs should be recovered from self-
insured firms (although there is contention over whether the ECPR should apply) a method of
dividing line items among the relevant buckets is less clear. It is recommended that a clear
and transparent methodology be developed for dividing costs between self-insured firm
specific, insurance variable, insurance fixed, and common costs. As mentioned above, this
process would be improved by more accurate collection by VWA of data reflecting effort
spent on each of these categories. Given that salaries are by far the largest portion of
operating costs, this could be brought about in part by, for example, implementing staff
timesheets.

6.4 PRICING OVER TIME

Whatever formula is chosen, self-insured firms will necessarily bear the costs of a large part
of VWA'’s operations. This is fair and efficient so long as VWA is itself operating in an
efficient manner. If not, that is, if VWA could provide the same services for a lower cost, then
self-insured firms should not be made to bear these costs.

This is common in regulatory situations where monopolies do not face competitive pressures,
and where therefore cost recovery places little discipline on achieving ongoing operative
efficiency. To combat this issue, costs to be recovered are often lowered in real terms over
time to provide an incentive for ongoing efficiency. This ‘CPI-X’ mechanism was discussed
in Section 2. It is recommended that prices are adjusted between years according to this
principle. The value for X, the degree of efficiency to be targeted, should be set by the
Secretariat after consideration of the likely degree of cost savings available.

While a CPI-X rule will place incentives on VWA to increase efficiency over time, it is
acknowledged that this may be a somewhat blunt instrument given the arbitrary nature of
choosing the efficiency factor ‘X’. As noted, it is important that the chosen efficiency factor
reflects as closely as possible the potential cost reductions available to VWA.

To increase the accuracy of this approach, Access Economics proposes measuring the
increase in costs of self-insured firms between periods. These firms have a greater incentive
than VWA to ensure that operations are conducted efficiently, and as such their costs can be
taken to be a reasonable proxy for the efficiency improvements available to the Scheme.
These cost increases could then be compared to the cost increases of VWA to assess
whether it has met reasonable efficiency improvements.

Self-insurance fees could then rise over time according to whichever is the lower of the ‘CPI-
X' and ‘cost comparison’ approaches. As such, this approach places a check on the value of
‘X’ chosen, ensuring that it is not too lax in the pressure it places on VWA, and ties cost
increases over time to realised efficiency improvements by self-insured firms.
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The feasibility of this comparison approach would likely need further analysis. First, cost
data would need to be collected from self-insured firms, and an index of average self-insured
firms’ costs would need to be constructed for comparison with VWA costs. Self-insured firms
would face an incentive to under-report their true costs and some mechanism would need to
be found to circumvent this. It must also be ensured that cost comparisons are fair and
based on genuine ‘like-for-like’ comparisons of efficiency options open to Scheme- and self-
insured firms.

Whichever approach is adopted, there should also be a pass-through mechanism for policy
changes. For example, if a new OH&S standard is developed, which requires VWA to do
extra work in order to enforce it, the cost of its safety services should be allowed to rise by
more than the “CPIl minus X" rule (in the year the new standard is introduced) to allow for that
extra work.

6.5 REVIEW PERIOD

The brief asked for a recommendation of the review period for the pricing methodology.
Review periods and sunset clauses should be set depending on the expected volatility in
underlying costs. Where costs are not expected to change substantially, and current pricing
is therefore regarded as accurate, a longer review period is preferred. In general, it is
necessary to weigh the costs of regular reviews against the possibility of charges falling out
of sync with actual costs.

As noted earlier, the costs for some of VWA's services have exhibited substantial volatility
between years, and where this is the case charges to self-insured firms will either under or
over-recover actual costs. Further, movements of firms between the scheme and self-
insurance will need to be monitored, as will the initial performance of the pricing model. As
such, we recommend a review period of three years.
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