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Three key restrictions .

fo competition are
examined

EXECUTIVE SUMMARY

This Public Benefit Test (PBT) examines anti-competitive provisions in the Queensland
Building Services Authority Act 1991, the Queensland Building Services Authority
Regulation 1992, the Queensiand Building Services Authority Amendment Act 1999, the
Queensiand Building Services Amendment Regulation (No.1) 2001 and Board policies
forming subordinate legislation to the Act.

The primary concerns are the provisions of the legislation that restrict competition by —

O Establishing a barrier to entry to the building industry through the requirement to
meet skill-based technical licensing requirements,

O Restricting the conduct of business through controls on the financial standing of all
license holders.

O Preserving a statutory monopoly for the provision of warranty insurance in the
residential construction sector by the Building Services Authority (BSA).

Queensland shares with most other states and territories a licensing regime that seeks to
restrict who can supply certain building services and a compulsory requirement for home

" building to be covered by insurance. But Queensland sets considerably tighter financial

standards through the licensing system than other states or territories. Queensland is also
the only jurisdiction to restrict the supply of a comprehensive home warranty insurance to
a public monopoly,

An assessment has been undertaken of the costs and benefits of these resirictions on
competition based on—

- O anin-principle assessment guided by economic principles;

Q a review of interstate practice based on consultation with industry participants and
government representatives; and

O extensive consultation in Queensland in relation to the performance of the current
system and the potential performance of alternative systems.

Within Queensland a range of industry participants, industry associations and consumer
representatives were consulted along with senior staff of the BSA and relevant government
departments. A survey was also undertaken of 100 licensees to provide quantification of
key impacts of the licensing regime. A review was also conducted of submissions
received on an Issues Paper released for public comment by the Department of Housing,.

Considerable effort was also taken to determine the performance and recent changes in
interstate home warranty insurance schemes. This included consultation on a face-to-face
basis in Sydney and Canberra in June 2002.

EcONOMIC INSIGHTS

PAGE iv






{( UBLICBENERIT TEST

QUEENSLAND BUILDING SERVICES AUTHORITY ACT

These components of
the regulatory regime
are clearly sensible

The current instability
in insurance markets
means that it is not

Jeasible to make major

changes to the
insurance
arrangements in
Queensland at this
stage

Our assessment of the costs and benefits of the curent regime and the alternatives has
found that a clear case can be made at this stage for the following components of the
regulatory regime —

The specification of technical criteria in licensing.
0 A compulsory requirement to obtain home warranty insurance.

Retention of a public: monopoly in home warranty insurance at least until new
arrangements in interstate markets demonstrate their effectiveness.

There is a particularly strong argument for setting technical criteria via licensing, mainly
because this helps to provide a good standard of consumer protection in an efficient
manner. A number of opportunities to further enhance these components of the regulatory
regime have also been identified.

In relation to financial requirements, it is considered that these should be retained in the
short term but modified to raise the threshold for self-assessment and be closely and
flexibly attuned to better reflect and manage risk. However, in the longer term, it is
considered that formal statutory financial requirements would not be necessary if private
insurance was introduced.

In principle we consider that over time it shouid be possible to enhance the licensing and
associated regulatory arrangements (including via improved arrangements for the
provision of readily available information about the performance of builders) such that it
would no longer be necessary to specify that home warranty insurance should be
mandatory. And in principle it should be possible at some point to relax the requirement
that home warranty insurance be provided only by a public monopoly.

However, given recent developments in interstate home warranty markets and associated
regulatory arrangements it would not be sensible to make major changes to the insurance
arrangements in Queensland at this stage. In particular, the experience of New South
Wales and Victoria suggests that a cautious approach to reform be adopted. In these
states, the performance of home warranty schemes has been a problem as a result of
ineffective scheme design, the insolvency of HIH and general difficulties in certain
insurance markets.

In short, the current instability in the insurance industry and uncertainty about the new
interstate home warranty insurance schemes lead to an environment that is not conducive
to the introduction of competition in the provision of home warranty insurance in
Queensland. Tt is expected to take an extended period of time before new insurance
providers would be prepared to enter the Queensland market and to establish if the new
arrangements recently adopted interstate are effective and whether further changes are
required.

EconNoMIC INSIGHES

PAGE v



(" JBLIC BENEFIT TEST

QUEENSLAND BUILDING SERVICES AUTHORITY ACT

It is not feasible to
introduce competition
in Queensland at this
stage

There is merit in
considering improving
current arrangements
by separaling the
licensing and insurance
Junctions of the BSA

Although it is not feasible to introduce competition into the Queensland market at this
stage, we expect it would be sensible to do so at a later stage. We consider that it would
be worthwhile to undertake a further review of the potential to introduce competition into
the Queensland home warranty insurance scheme before mid-2004 when the BSA is next
negotiating its reinsurance contracts.

Despite our conclusion that any major reforms be approached with caution, some
immediate improvements in home warranty insurance appear achievable through minor
revisions. In particular, we consider there is merit in improving the cuirent arrangements
by separating the licensing and the insurance functions of the BSA. Turthermore, we
believe that consideration should be given as to whether the Queensland arrangements are
too generous in terms of the product that is specified, whether better financial assessments
and risk-based pricing could be adopted and whether it is necessary to seek an exemption
under the Trade Practices Act for the public monopoly status of the BSA,

A summary of restrictions and preferred options is provided in Table ES.1.
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TABLE ES.1 SUMMARY OF RESTRICTIONS AND PREFERRED OPTIONS

‘Restriction

. Optlen

" Assessment of Key Effects

Skiled-based fechnical R

requirements and dispute resolution .
requirements

Current arrangements

technical and experience qualifications
over 100 categories

restrictions on scope of work

BSA dispute resolution and Queensiand
Building Tribunaf for coniractual disputes

More flexible and focussed technical
requirements

Adopt BSA proposat to streamline license
categories

Reduce restrictions on scope of work

Provide more information to consumers
about builders’ performance

Retain existing dispute resolution precess

Too many license categories, too restnclwe in
terms of scope of work.

More scope to convey informalion about
bullders’ performance to consumers should be
pursued.

Dispute resolution system works welk.

Will reduce compliance costs, increase
competition and provide better information for
consumers. Preferred option in the short
term and long term.

Financial requirements for licensing 1.

Current arrangements

Target levels of net assets and liquidity
ratio

Self-assessment for turnover <$250,000
Professional indemnity insurance

More flexible and focused financial
requirements for licensing - Raise the
threshold for self-assessment, focus
financial chacks more closely on risk
characteristics

Mo compulsory financial requirements,
but insurers would still do financiat checks
(exisling phantom compuisory legislation
also provides some protection)

- Imposes costs on low risk operators and

penalises good performers.

Lowers costs for licenses, provides greater
scope for expansion and competition,
homeowners are still protected. Preferred
option for the short term.

Most effectively focuses risk management on
areas of highest risk and avoids substanfial
costs imposed on the industry from
compulsory requirements supervised for a
public monopoly. Preferred option for the
long term if private insurers enter the
market.

Statutory monopoly for the provision 1.

of home warranty insurance by the
BSA

Current arrangements where BSA
provides both insurance and licensing
functions

Public monopoly for statutory home
warranty insurance but with separation of
BSA licensing and industry development
functions

Private providers of statutory home
warranty insurance only

Conflict of interest between commercial and
regulatory functions necessitates separation
of functions

Instability in the interstate insurance markets,
the relatively low premiums in Queenstand at
present and the likely reluctance of private
insurers to enter the market unti} their
confidence is restored in interstate markets
mean that this option is clearly preferred in
the short term {for at least 2 years).

This is likely to be the preferred option over
the long term as it can be expected to
minimise insurance premiums over the long
term and provide improved risk management
of the industry as a whole. It will be effective if
appropriate regulation is in place. However, it
is not feasible to imptement at this stage
given the likely reluctance of private insurers
to enter the market until their confidence is
restored In the main interstate markets and
given the relatively low levels of Queensland
premiums at presant,
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This is a Public Benefit
Test of the Building
Services Authority
legislation

The main restrictions
on compelition under
the legislation are
technical licensing
requirements, financial
criteria and a statutory
public monopoly for the
provision of home
warranly msurance in
Queensiand

The PBT looks af costs
and benefits of these
restrictions

1 INTRODUCTION

Economic Insights has been engaged by the Queensland Department of Housing to
conduct a Public Benefit Test (PBT) of anti-competitive provisions in the Queensland
Building Services Authority Act 1991, the Queensland Building Services Authority
Regulation 1992, the Queensland Building Services Authority Amendment Act 1999,
the Queensland Building Services Amendment Regulation (No.l) 200! and Board
policies forming subordinate legislation to the Act.

The primary concerns of the PBT are the provisions of the legislation that restrict
competition by —

O Establishing a barrier to entry to the building industry through the requirement
to meet skill-based technical licensing requirements. The licensing regime
applies to builders, trade contractors, subcontractors and building designers
engaged in residential and commercial building work above a specified
minimum value.

O Restricting the conduct of business through controls on the financial standing of
all license holders. Target levels of net tangible assets and liquidity ratios are
set along with reporting rgquirements. While the controls apply to all license
holders, around 70 per cent are able to provide a self-assessment of their
compliance. The largest businesses must establish their compliance on a
quarterly basis backed up by an audit report. '

O Preserving a statutory monopoly for the provision of warranty insurance in the
residential construction sector. The Building Services Authority (BSA) is the
only primary provider of home warranty insurance in Queensland and this
insurance is compulsory for all residential building work above a minimum
level. The insurance is taken out by the license holder on behalf of the
homeowner.

Queensland shares with most other states and territories a licensing regime that seeks
to restrict who can supply certain building services and a compulsory requirement for
home building (above a certain value) to be covered by insurance. But Queensland
sets considerably tighter financial standards through the licensing system than other
states or territories. Queensland and the Northern Territory are the only jurisdictions
to restrict the supply of home warranty insurance to a monopoly and where the
government provides home warranty insurance,

This PBT focuses on key provisions of the licensing regime and home warranty
insurance with a view to assessing whether the restrictions on competition provide a
net benefit and whether there are alternatives that are less restrictive and provide a
larger net benefit (the terms of reference for the review is provided in Annex A).

In broad terms, the following op’sions are assessed —
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Q Alternatives to licensing, including a reliance on the Trade Practices Act 1974
and Fair Trading Act 1989, negative licensing and a legislation-based
accreditation scheme, '

O Alternative conditions on licenses, including more targeted technical and
financial criteria.

U Alternative insurance schemes, including no insurance requirement, non-
compulsory schemes and privately provided insurance.

The detailed options assessed include those identified in the Issues Paper released by
the Department of Housing and additional altemnatives identified through our
assessment of costs and benefits or through consultation.

This report was prepared in two stages. An initial report was presented in February
2002. However in the subsequent three months there were a number of significant
changes in interstate home warranty insurance markets, including very large premium
increases, the withdrawal (and re-entry) of a major insurer, commitments by the New

- South Wales and Victorian governments to provide temporary reinsurance and

various policy changes in several states. In the light of these developments,
Economic Insights was asked by the Queensland Department of Housing to review
developments in interstate home warranty insurance markets and adjust the report to
take appropriate account of all relevant changes.

The starting point for the review was the development of a review methodology
consistent with the National Competition Policy and the relevant Queensland
Treasury Guidelines. The review methodology is described in Annex B.

A list of persons consulted is provided in Annex C. The PBT has built on extensive
consultation to determine the nature and extent of the key problems being addressed
by the legislation and the costs and benefits of alternative ways of addressing these
problems. This consultation has included the conduct of a review of interstate
regimes and the review of submissions received on an Issues Paper released for
public comment by the Department of Housing. The consultation also entailed
interstate visits to determine the extent of problems and possible policy responses in
New South Wales, Victoria and the Australian Capital Territory.

A summary of interstate home warranty insurance regimes is provided in Annex D,
with Annex E providing a summary of interstate licensing regimes. A summary of
key issues identified in the submissions received in response to the Issues Paper is
provided in Annexes F and G. The results of a survey of licensees is presented in
Annex H. Annex I summarises a basic analysis of the performance of the Queensiand
licensing system relative to those operating interstate. Dispute resolution procedures
are described in Annex J. Annex K summarises the ‘gatekeeping’ processes in place
for BSA’s interstate counterparts.
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The next section of the body of the report summarises the objectives of the BSA Act.
The statutory home warranty insurance arrangements are then examined, followed by
a review of the licensing arrangements. Reform options for insurance and licensing
are then evaluated. The final section presents the main conclusions of the PBT
including an impact matrix that summarises the key issues that should be considered
when evaluating reform options.

In preparing this report, staff of Economic Insights have relied on information
obtained through extensive consultation with a wide range of public and private
organisations and individuals. Much of the information has been provided informally
and as such its accuracy cannot be independently verified. As the draft report was not
made available for public comment, those that provided the information to Economic
Insights have generally not been offered an opportunity to comment on its
interpretation in this PBT. Analysis has been undertaken in good faith based on the
assumption that the information collected is reliable (unless otherwise indicated), but

- Economic Insights is unable to provide any guarantee as to the accuracy or reliability

of all the information contained in this report. However it is considered that
sufficient reliable information has been collected to form the basis for assessment of
the options as set out in this report.
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The objective of the
legislation

Consumer protection is
a prime objective of
licensing and insurance

Building contractors
are also protected

2 THE OBJECTIVES OF THE BSA ACT

In conducting a PBT, an understanding is required of the objectives of the legislation
targeted by the restrictions on competition (identified as licensing and the statutory
home warranty insurance scheme). The objectives of a piece of legislation are
normally taken from the Act itself or the accompanying second reading speech which
formally sets out the rationale for the legislation.

The objective of the BSA Act is set out in the legislation as follows —

“ta)  to regulate the building industry —-
(i) to ensure the maintenance of proper standards in the industry; and
(i)} to achieve a reasonable balance between the interests of building
contractors and consumers; and
(b}  to provide remedies for defective building work, and
(c)  to provide support, education and advice for those who undertake building
work and consumers. ”’(s. 3)

It is clear from the legislation and the second reading speeches that the licensing
regime and home warranty insurance primarily target the protection of consumers.'
This consumer protection is provided in a number of ways. Firstly, the intention of
the BSA is that the technical requirements of licensing should be used to prevent the
operation of poor quality builders, tradespeople or semi-skilled suppliers.? In this
way a consumer should be confident that anyone they engage to do building work
will produce work of an acceptable technical standard. The financial requirements of
licensing are intended to help protect consumers by ensuring that the license holders
they engage are financially stable and will be able to complete a project and remain in
operation thereafter such that any defects can be corrected. The BSA Act also
provides the basis for a low-cost dispute resolution system that can be used by
consumers as a means of requiring license holders to correct defective work. And
consumers are also protected by the statutory insurance scheme that ensures the cost
of correcting any defective work will be covered for six and a half years from
completion (for qualifying building work).

It is also reasonable to infer an objective of providing building contractors reasonable
rights. Building contractors are protected from unrcasonable consumers by the ability
to seck the mediation by the BSA in relation to consumer complaints, The dispute

See the second reading speeches of Hon. T.J. Bums, Deputy Premier and Minister for Housing and Local Government,

Noverber 27, 1991 on the Quecnsland Building Services Authority Bill and Hon, J.C. Spence, Minister for Aboriginal and
Torres Strait Islander Policy and Minister for Women’s Policy and Minister for Fair Trading, 21 July 1999 on the Queensland
Building Services Authority Amendment Bill. '

A builder can be thought of as someone that co-ordinates the various inputs to a building project. A tradesperson has normally

completed an apprenticeship and is skilled in a broad range of skills of a trade, as opposed to some semi-skilled license holders
that may only be skilled in some activities of a trade. Other skills involved in building include engineers, architects, other
building designers and building certifiers (not all of which are licensed under the BSA Act).
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Some point to an
objective of ensuring
security of payment

Other pieces of
building legislation
have similar objectives

resolution process provides for the independent review of consumer complaints by
the trained inspectors of the BSA. This process can avoid the more time consuming
and expensive dispute management processes of the Queensland Building Tribunal or
the court system. The BSA Act also seeks to protect building contractors from the
adverse effects on industry conditions of low quality operators. Low quality
operators can both undermine consumer confidence in the industry making it difficult
for better quality operators to compete (because better operators will tend to be more
expensive and low quality operators could potentially drive prices down to
unsustainably low levels). The intention of the Act is that the better quality operators
will be protected from such effects through the mechanisms provided in the Act to
prevent the entry of inappropriately trained suppliers and to discipline poor
performers,

Some parties consulted during the conduct of the PBT advised that they believed the
financial requirements of licensing were intended to improve the overall financial
stability of the industry and thereby reduce the likelihood of security of payment
issues arising.  Security of payment refers fo problems faced at times by
subcontractors and suppliers ensuring payment from a builder, trade contractor or
subcontractor for goods and services provided. Minimising the security of payment
problem could be interpreted as one of the ‘proper standards in the industry’ fargeted
by the legisiation.

Our assessment is that neither the Act nor the second reading speeches specifically
addresses the security of payment issue as an objective of the legislation targeted by
licensing or home warranty insurance.” However, given the alternative interpretation
raised by some parties, the PBT considers the implication of the alternative
interpretation that ensuring security of payment is an objective of the Act relevant to
licensing and home warranty insurance,

It is important to appreciate that the BSA legislation is only one component of the
regulatory regime overseeing the building industry. This means that the BSA Act and
its supporting regulations and policies are not the sole legislative tool for addressing
aspects of the objectives set out above. For example, local authorities have a key role
to play in inspecting building work and ensuring minimum technical standards are
complied with. But local authorities do not deal with licensing issues and disputes
between builders and owners, as these matters are the responsibility of the BSA.
Other building legislation is summarised in Box 2.1.

For example, the second reading speech for the Queenstand Building Services Authority Amendment Bill does not specifically

raise the sccurity of payment issue when rationalising the tighter financial standards ‘introduced within the Bill. Yet the
rationalisation for other provisions of the Act does make specific mention of the need to protect subcontractors (with an apparent
focus on the provisions relating to contracts, notably those of Part 4 of the Act), suggesting that the protection of subcontractors
was not a key motivation at the time for the tighter financial standards.
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Box 2.1 OTHER QUEENSLAND BUILDING LLEGISLATION

uent; eicetricians,
parimentof: Health

Source:  Personal communication and NCC (2001}, p. 24.3
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All Australian States
and Tervitories have a
Jform of statutory fiome
warranty insurance

Queensiand provides
the most
comprehensive product
through a public
monopoly

3 STATUTORY HOME WARRANTY INSURANCE

3.1 NATURE OF THE PRODUCT

Home Warranty Insurance refers to insurance in relation to the non-completion of
contracts and certain defects for residential building work.

All Australian States and Territories have a form of Statutory Home Warranty
Insurance. Although there is variation in the coverage of this form of insurance, all
jurisdictions except the Northern Territory provide coverage for residential work
above a certain limit for non-completion of contracts and for breach of warranty in
relation to certain defects or in the event of death, disappearance or insolvency of the
builder,

Queensland is the only State that provides cover for uninsured consumers. The
Northern Territory has a statutory scheme that provides a very basic product in the
form of insurance against non-compliance with the building regulations. The
Northern Territory’s scheme is managed by the Government-owned Territory
Insurance Office. Until recently some States, notably Queensland, New South Wales
and Victoria also provided for coverage when contracts were terminated under certain
conditions. This was recently changed in New South Wales and Victoria but
continues in Queensland, Some jurisdictions provide coverage for owner-builders (eg.
New South Wales, Victoria and Western Australia).

The Queensland scheme provides the most comprehensive coverage. The
Queensland scheme is also notable for the operation of the Building Services
Authority which provides a one-stop shop for licensing, insurance, information and
certain dispute resolution activities.

With the exception of Queensland and the Northern Territory, private sector insurers
are the primary insurers in all other States and Territories. In Queensland, the
primary insurer is a public monopoly. However currently 75 per cent of the insurance
liability in Queensland is re-insured in the private market.

In early April 2002, Dexta Corporation, which was one of the primary insurers in
interstate markets, announced that it was withdrawing from the provision of home
warranty insurance because it could not obtain appropriate reinsurance cover, The
New South Wales and Victorian governments subsequently agreed to provide
reinsurance for Dexta until 30 June 2002. The New South Wales Government also
agreed to provide reinsurance for Royal and Sun Alliance for high rise buildings only.
It is expected that the New South Wales and Victorian Governments will agree to
extend the reinsurance arrangements at least until 31 December 2002,
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A non-compulsory
scheme would probably
not be viable

Homeowners are not

likely to have sufficient

meaningful information

to purchase relevant
insurance

The risks may be
substantial

The insurer alse faces
information problems
that might affect the
viability of voluntary
msuraice

A more detailed discussion of the differences between the vatious schemes operating in
Australia is provided in Annex D.

3.2 RATIONALE FOR COMPULSORY HOME WARRANTY INSURANCE

In a well functioning market it could be expected that if there is adequate demand for
a product it will be supplied and there would be no need for government to specify a
compulsory scheme. However it seems that, in the absence of regulatory
intervention, consumers collectively do not value home warranty insurance

- sufficiently to ensure that a non-compulsory scheme would be viable, as these

schemes have only emerged when they have been made compuisory. A compulsory
home warranty insurer scheme was first introduced in Queensland on 1 October 1978
and prior to that there was no product offered by insurers.

The starting point in a meaningful public benefit assessment is the identification of
market failure as a rationale for some form of intervention, However the fact that a
product is not supplied is not per se evidence of market failure. It could simply be the
case that the value placed on such a product does not justify the cost of supply.

The argument that is most commonly advanced to support the compulsory nature of
home warranty insurance is that consumers are not capable of making a meaningful
assessment of the risks they face and the costs they could incur if a builder becomes
insolvent or is unable or unwilling to rectify defects. An aspect of home warranty
insurance that contributes to the information problem is the “three party
characteristic” of the product. The builder pays the insurance premium but the
homeowner is insured and may have little meaningful information or choice about the
insurer, An issue that will be important for consumers if they have to make a claim is
the efficiency of the claims handling and dispute resolution process. However
relevant information about this may not be readily available to consumers and
builders will not be greatly concerned about this aspect and are likely to be more
focussed on price. Specifying that home warranty insurance of a certain type is
compulsory is one way of correcting for the three party characteristic.

Given that the purchase of a house is a large and infrequent transaction and many
consumers will be relatively young, the potential for poor decision making may be
relatively high and the costs of a problem can be substantial. Further the potential
scale of the problem in large busy markets mean that there is a community
expectation that government has to take responsibility to ensure that consumers are
protected.

Another dimension of the problem is that there are substantial information
asymmetries for the insurer. This is particularly the case for insurance against
insolvency as this requires insurers to make financial assessments of builders and
contractors to determine the risk of insolvency. This is a difficult and costly exercise
for insurers and with a voluntary scheme it may be that the size of the market would
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Governments bear
substantial implicit risk
Jor major insurance
problems and
corporate failures

1t is argued that
consumers are not
capable of determining
whether it is in their
best interests to buy
home warranty
insurance

Many countries have
non-conmpulsory home
warraniy insurance
supplemented by
information about the
performance of
builders

from three entities.

be too small to ensure that even a basic product was supplied. Even with compulsory
schemes the private market in the rest of Australia is highly concentrated and difficult
to operate in, with profitability being very low for most of the period since the major
schemes in New South Wales and Victoria were privatised in the mid-1990s.

It also needs to be recognised that, if a basic home warranty insurance product was
not viable in the absence of a compulsory scheme and there were a significant
number of builder insolvency or defect problems, then governments may be under
considerable pressure to intervene to address the problem. This suggests that in this
sector there is considerable scope for governments to assume significant liabilities
that would be ultimately paid by taxpayers or consumers generally. Avoiding this
situation is considered to be the strongest argument for a compulsory scheme.

The willingness of governments to assume responsibility for many liabilities
associated with the HIH collapse has confirmed the likelihood of governments taking
responsibility for significant corporate failures.
against such intervention (eg. the effect of such intervention in encouraging
irresponsible behaviour or a dependency mentality and creating an inappropriate role
for government beyond its basic capacity) but they are not well accepted by the
general community.

There are economic arguments

For completeness if is also worth noting that the information problem that consumers
face could potentially be addressed by the provision of compulsory information in
contracts that alert the potential homeowner to the possible risks and costs they face
from builder insolvency and building defects. An information based approach could
also involve the BSA making its records on the performance of building contractors
freely available. Given this information, it would be up to individual consumers to
make their own assessment of whether insurance was worthwhile.

Rejecting such an approach really amounts to an assumption that consumers are not
capable of making rational decisions by themselves when provided with the basic
relevant information or that the product will not be supplied unless it is compulsory
and that this will create an inevitable risk for government and taxpayers generally.

It is also relevant to note that there are many examples from other countries of non-
compulsory home warranty insurance supplemented by mechanisms to provide
relevant specific information about the performance of builders that seem to be
effective.

In the United States there is a reluctance to adopt mandatory home warranty
msurance with only two States having a mandatory home warranty insurance scheme.
Similarly, the United Kingdom and Germany do not have legislation specifying a
mandatory product. In Canada three provinces have a voluntary industry-based
program. In Alberta, home warranty insurance is not compulsory but it is available
An association of builders is the dominant supplier and makes
available information (including complaints of home owners in relation to specific

ECONOMIC INSIGHTS

PAGE 16



( JBLIC BENEFIT TEST

QUEENSLAND BUILDING SERVICES AUTHORITY ACT

An information-based
approach has merit

A compulsory dispute
resolution process may
be beneficial

We consider there is a
public benefit in having
a compulsory home
warranty insurance
schene

There is no clear in-
principle argument to
Justify a public
nmonopoly in the
provision of home
warranly insurance

builders). Builders also compete to be rated in the top half of the market. The system
seems to work well.

We are not convinced that consumers are incapable of acting rationally and consider
that an information-based approach has considerable merit. However we do
recognise the inevitable risk created for government if there is not a compulsory
scheme and that it would probably not be socially acceptable to dispense with a
compulsory scheme. We also recognise that it would probably take some time to
enhance the current regulatory systems fo the point that consumers are suitably
informed and protected such that home warranty insurance could be voluntary.

We also note that it is likely to be excessively costly for consumers to resolve
disputes with builders through the normal legal processes so that there may be a role
for a compulsory dispute resolution process in dealing efficiently with such
transactions costs. '

Taking all of the above factors into account we consider that at this stage there is a
public benefit in having a compulsory home warranty insurance scheme. However
the extent of coverage of such a scheme and the specific nature of regulatory
arrangements are difficult to determine without consideration of the performance of
different arrangements. The following scctions consider the Queensland
arrangements in more detail and outline the results of an interstate review undertaken
to assist in the evaluation of options for the provision of home warranty insurance.

3.3 RATIONALE FOR PUBLIC MONOPOLY IN HOME WARRANTY

INSURANCE

Although the HIH failure is highlighted by some industry and government
representatives as a key rationale for a public monopoly in home warranty insurance,
we consider there is no clear in-principle argument to justify a public monopoly. This
section develops this argument based on general economic principles. The HIH
situation and developments in inferstate home warranty insurance markets are
considered in the following section.

Even if it were the case that the industry cost characteristics meant that there was a
natural monopoly it is not clear that a public monopoly should be preferred over a
regulated private monopoly. A private monopoly will normally have a stronger profit
objective than a public monopoly and will also be less prone to political intervention.
This can mean scope for higher prices but also greater incentive to minimise costs
since this will mean higher profits. However the scope to take advantage of market
power and to lift prices can be addressed through regulation. A public monopoly can
be given a profit objective and be subject to the same regulation as a private
monopoly but the profit incentive and the associated incentive to innovate and reduce
costs will never be as strong since the government is the shareholder and the risk of
unproductive political intervention is much greater,
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A public monopoly can give a government more direct control but it is normally
preferable for public enterprises with commercial functions to be effectively
commercialised or corporatised. This approach is designed to help address key
weaknesses of government control of public enterprises but it is difficult to
implement effecﬁvely, and the underlying weaknesses can only be effectively
eliminated with private ownership. The trade off is between effective regulation of a
strongly profit-oriented private monopoly and government control/regulation of a less
strongly profit-oriented public monopoly with a range of objectives. Key issues are

the ability to achieve effective regulation in a private versus a public monopoly,

reduced scope for arbitrary political intervention in a private monopoly, and the
impact of clearer non-conflicting objectives for a private monopoly.

However the choice is not between a public and a private monopoly but between a
public monopoly and a highly concentrated oligopolistic market structure.' The
experience in other States suggests that in the absence of a public monopoly, the
market structure is likely to be no more than two major firms and one to two minor
firms. It is normally the case that an oligopoly, even a highly concentrated one, is
preferred over a monopoly. It is well accepted as an economic principle that a
monopoly with a commercial focus will normally lead to a worse outcome in terms of
prices and service delivery than an oligopolistic structure. The monopoly represents
the extreme case and the oligopoly outcome cannot be worse than a monopoly
outcome, This is because a monopoly clearly faces no competition and the greatest
scope to take advantage of any market power.

In July 1996 Coopers and Lybrand undertook a study for the Building Services
Authority on the performance of the home warranty insurance arrangements in
Queensland and an assessment of alternative arrangements including
commercialisation and full privatisation.

Key conclusions of that study can be summarised as follows —

1. Where there are only two competitors it is highly unlikely that there would be a

high level of consumer choice and significant price competition in the long run.

2. Trrespective of any future consideration of deregulation there are clear benefits of

commercialising BSA insurance.

3. Before the Government could even consider opening the market to competition it

should aim to maximise the value of its asset and this can be best achieved
through commercialisation.

The Building Services Authority has referred to the conclusions of this study in its
submission to this PBT.

4

An oligopolistic market is a market with a small number of suppliers. A highly concentrated market wilt have more of the

market controlled by the larger suppliers than in a less concentrated market.
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In relation to the first point it is important to note that this was merely an opinion in
the report and not supported by any evidence or economic principles. It is also
misleading to the extent that it implicitly compares a duopoly with a highly
competitive situation rather than a duopoly with a monopoly outcome. It is
reasonable to conclude that a duopoly would normally mean that there would not be a
high level of price competition. However such a view is based on a comparison with
competition and not a comparison with a monopoly. Although a duopoly is unlikely
to deliver the extent of benefits consistent with a highly competitive market, provided
there is no strong collusive behaviour, economic principles and general experience
suggest a profit-oriented duopoly is likely to mean considerably more benefits than a
profit-oriented monopoly.

This can be illustrated with a simple example comparing a monopoly and several
forms of oligopoly. For the most basic non-collusive (Cournot) model of oligopoly it
can be shown that:

(Price — Marginal Cost} / Price =
Sum of squares of market shares / price elasticity of demand

Using this relationship Table 3.1 shows the extent to which prices are marked up over
cost for several market structures relative to a monopoly situation. For a monopoly
the ratio will be 1 as the monopoly price mark up is benchimarked against itself

TABLE 3.1 PRICE COST MARK UpP FOR VARIOUS MARKET STRUCTURES RELATIVE TO MONOPOLY
OUTCOME

e Cost Mark Up Relative toa -
onopoly Outcome -

Monopoly 1.00

Duocpoly with equal market shares 0.50
Oligopoly of 3 firms with equat market shares 0.33
Oligopoly of 4 fims with market shares of 40, 40, 10 & 10 0.34
Oligopoly of 4 firms with market shares of 45, 45,5 & 5 0.41

The results in the table show that the move from a monopoly to a competitive
duopoly with equal market shares means a very substantial reduction in the extent to
which prices can be marked up above costs. The mark up is half of the monopoly
mark up. For a three firm oligopoly with equal market shares the mark up is one-third
of the monopoly mark up. For a 4 firm oligopoly, where two firms have market
shares of 40 per cent and the other two have market shares of 10 per cent each, the
mark up is also about one third of the monopoly mark up. However if two firms have
market shares of 45 per cent and two have market shares of 5 per cent, the mark up is
about 40 per cent of the monopoly mark up.

s

Since the relationship is (sum of squares of market shares for relevant market structure + price elasticity of demand) + (sum of

squares of monopoly -+ price elasticity of demand).
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These simple calculations demonstrate that the move from a monopoly to a highly
concentrated market structure where firms compete can have a very significant
impact on prices. Seen in this context the conclusion that a two firm structure is not
Justified because of competition concerns is not well supported. However as
discussed below the situation is more complex in comparing a public monopoly and a
private duopoly.

The second conclusion of the Coopers and Lybrand study was that commercialisation
should be pursued. This recommendation reflects a well established acceptance by
experts and governments that public enterprises undertaking commercial functions
should at least be subject to a number of arrangements to clarify their objectives,
minimise conflicts, improve their accountability for performance and remove special
advantages and disadvantages they have relative to what would be present in a normal
commercial environment.

We agree with this conclusion but note that the Building Services Authority is not
commercialised in accordance with key commercialisation and corporatisation
principles. In particular the entity undertakes both regulatory and commercial
functions and has non-commercial and poorly defined commercial objectives, Weak
accountability for commercial performance and an absence of competitive neutrality
(for example no requirement to pay income tax or tax equivalent payments and non-
compliance with APRA prudential standards) are also features of the Building
Services Authority. Until recently the insurance operation was also subsidising the
licensing functions and the operations of the Queensland Building Tribunal in a
manner not consistent with the ideal approach to specifying and funding community
service obligations. These aspects are considered in more detail below.

The third conclusion has not been well presented. For a monopoly entity undertaking
commercial functions, maximisation of value without effective price and service
regulation would imply the full exploitation of monopoly power. The review may
have assumed an effective regulatory environment but this was not made clear.

It is noted that in the case of the Building Services Authority that the profit objective
is not strong and the entity is not subject to the normal regulatory and commercial
arrangements that would apply to a private entity. It could be argued that it is
effectively regulating itself and serving a valuable community function by not
adopting a strong profit objective and instead putting more emphasis on service
delivery and fairness than private entities in a highly concentrated industry would.

However in considering this aspect of equity and service delivery it is also relevant to
recognise the key reasons why public enterprises have been commercialised and
corporatised. Those reasons include the potential for public enterprises to face
objectives that are not clear and often in conflict and which in turn are likely to
impose costs on the community. More specifically from a financial perspective public
entities undertaking commercial functions are expected to earn a normal risk-adjusted
return on capital. The rationale is that all public capital undertaking commercial
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functions should make a clear and explicit confribution in terms of the opportunity
cost of that capital to ensure that the community’s collective wealth is maximised.
Furthermore, effective corporatisation or commercialisation requires that non-
commercial objectives be treated as explicit community service obligations and
ideally funded directly from the government budget.

If the Building Services Authority is not required to earn a profit on capital supplied
to it by the Government, the Government is in effect subsidising consumers that build
houses at the expense of those that do not, with the subsidy highest for higher income
consumers (that build higher cost houses). It is difficult to rationalise this as an
equitable outcome.

Effective commercialisation of a public enferprisc also requires an effective
monitoring and accountability mechanism to ensure there are adequate pressures to
minimise costs. We also have a concern that these arrangements are not as effective
as they could be for the BSA.

Taking account of the foregoing considerations there is no convincing in-principle
rationale for a public monopoly in the provision of compulsory home warranty
insurance. One view is that a well-managed and well-regulated public monopoly can
deliver a better performance than a highly concentrated oligopolistic structure,
particularly when the product is difficult to provide and there is scope for numerous
information failures and for collusion. However it is very difficult to achieve such an
tdeal public monopoly model in practice and there is also a view that generally, in
practice, public enterprises are inferior to private enterprises in terms of pursuing
efficiencies and commercizl success and that equity objectives should be addressed
by an effective community service obligations policy. If such a view was accepted it
would require significant changes to the current arrangements.

We recognise that the disruption and complaints associated with the HIH failure and
with the claims process in interstate markets and with problems in insurance markets
generally make it harder to conclude that a private duopoly is preferred to a public
monopoly in the home warranty insurance market. However we consider that over
the long term a public monopoly will not generally be as effective as private
providers in undertaking commercial functions, even if the market structure is highly
concentrated, when an appropriate regulatory framework is in place. Our assessment
is based on a view that public enterprises are generally fundamentally inferior to
private enterprises in pursuing commercial objectives and that non-commercial
objectives should be addressed by a community service obligations policy that clearly
specifies and costs those objectives. We also note that this view about community
service obligations is also reflected in Queensland’s community service obligations
policies for public enterprises generally and can see no reason this policy should not
apply to the public provision of home warranty insurance.
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3.4 HIH SITUATION AND DEVELOPMENTS IN INTERSTATE HOME
WARRANTY INSURANCE MARKETS

The failure of HIH has been highlighted by some industry and government
representatives as support for the retention of the arrangements in Queensland. The
failure of HIH led to extensive disruption in interstate building markets as builders
were unable to work while they were not clearly covered by insurance. The
Commonwealth and State governments developed a number of rescuc packages in
home warranty and other insurance markets but there were still considerable delays
and associated lost income and much dissatisfaction about the situation. -

The HIH failure removed a major competitor from the market. It may have been
responsible for around 50 per cent of the Home Warranty market outside of
Queensland.

The collapse of HII was also a large factor in the dramatic increase in premiums in
interstate home warranty insurance markets. In some South Eastern states, premiums
have more than doubled since early 2002. Section 3.6 provides further details on
premium increases.

Following the collapse of HIH, the remaining insurers were inundated with requests
for insurance. With the demise of HIH, Homeowners Warranty (underwritten by
Royal Sun Alliance) became the major direct insurer involved in all interstate markets
except Queensland together with Dexta Corporation (underwritten by Allianz
Australia). Dexta entered the market in the second half of 1999 and was writing much
of the former business of HIH. Dexta stopped writing home warranty insurance in
April 2002 because of a lack of support from international reinsurers. Dexta
subsequently resumed underwriting home warranty insurance in New South Wales
and Victoria following the decision of both State Governments to act as reinsurers for
Dexta.

HIH was apparently providing insurance with minimal financial assessments and
since its collapse, financial assessments have become more demanding with both
major insurers requiring a fairly comprehensive risk assessment process compared
with that undertaken by HIH. This has made it difficult for many builders who were
formerly insured with HIH and there has been a greater number who have not been
able to obtain insurance. However, according to Dexta, rejections were only about
10-15 a week in the period when applications were around 900 per week in 2001,

The Master Builders Association concedes that absolute rejection rates have been
very low. However they note that many builders have been unable to obtain the level
of insurance cover they want and that there are often very long delays (up to three
months) to obtain insurance. The Master Builders Association also claims that the
financial criteria and assessment process applied by private insurers are not
immediately transparent, clearly defined or fixed for a specified period. This has
made it difficult for builders to understand the requirements and created uncertainty
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for them. However, insurers have indicated that they are considering making
requirements more fransparent.

The Master Builders Association also claims that some builders are effectively
prevented from being able to work because they are forced to obtain insurance cover
for a quantity of work which is significantly less than that needed to guarantee their
livelihood and commercial viability, According to the Master Builders Association,
there has been a dramatic increase in the level of owner-builder activity and it seems
that some builders are taking on a supervisory role on behalf of their clients to avoid
having to obtain insurance cover.

Builders also claim it is too difficult for new and younger builders to commence
building due to the stringent financial requirements imposed by insurers. Builders are
also greatly concerned that the insurers have become de facto licensing authorities
since builders cannot work without insurance. However, insurers are also
uncomfortable in this role.

In evaluating the collapse of HIH it is important to recognise that the failure is not
primarily attributable to an insurance failure in the home warranty insurance market
but rather a broader corporate failure of a major insurer. This has led to a Royal
Commission into the matter and a tightening of APRA regulation and monitoring. It
is not clear that the most effective response is for government to assume the ongoing
responsibility for the provision of home warranty or other insurance where there is a
major corporate failure. The appropriate, future regulatory arrangements for the
industry should become clearer as the Royal Commission undertakes its review and
after the separate national review of home warranty insurance is concluded.
Improved regulatory arrangements, which may entail some form of insurer-of-last-
resort provisions, will reduce the likelihood of a .HIH-type situation re-occurring.

In relation to the disruption that occurred following the HIH collapse one view is that
manty of the problems seem to have been resolved as a result of State government
rescue packages and as private insurers caught up with the major backlog.

In relation to the “de facto licensing” that is perceived to occur as private insurers
undertake their risk assessments, it needs to be appreciated that they are insuring
against insolvency and this requires a thorough credit assessment. As the building
industry is renowned for a frequency of solvency problems it is not surprising that
these assessments need to be comprehensive and rigorous and that guarantees,
premium differentiation and other measures to manage and control risk need to be
used by insurers. The fact that HIH did not use these mechanisms effectively just
highlights another aspect of how it was failing as a major private insurance entity.

1t is also important to keep in mind that a reduction in the perceived high incidence of
contractor failure will require the exclusion from the industry of high risk operators,

‘The fact that some contractors are finding it harder to obtain insurance is potentially a

good sign and a precursor to an improvement in industry standards. Clearly it is
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incorrect to presume that all contractors are financially sound and should be allowed
to operate.

A concern has been raised during consultation as to whether “de facto licensing” by
insurers is in the public interest given that they will serve their own interests and not
the interests of the building industry. This problem essentially arises because of the
compulsory nature of the product and the need to assess the risk of insolvency.
However, with effective competition insurers would serve the public inferest because
the combination of the pursuit of their own interests in effective competition with
each other would deliver the best outcome for consumers. At the same time
competition should ensure that builders are not exploited. This assessment is based
on the proposition that, in the absence of market failure, competitive markets are
generally the best means of ensuring that economic activities respond appropriately to
consumer and producer interests.

Concerns that competition could not be effective and some builders could be unfairly
treated could be dealt with by an “insurer-of-last-resort” provision in the design of the
compulsory product. However, it is worth re-emphasising that not all trade
contractors should be provided insurance as some are financially unsound.

There is another important observation in relation to the need for these tests. In
relation to New South Wales and Victoria we were advised that insolvency is the
major risk and there have been numerous examples of builders becoming insolvent
and restarting soon after under a different company. In the past there has also been '
scope for builders to collude with homeowners and deliberately becoming insolvent
and organising for an insurance claim for completion of work. Limiting non-
completion claims to 20 per cent of the contract value has been introduced to address
this problem. However, it is notable that in Queensland the problem has been
addressed through amendments to the Building Services Authority Act in 1999 to
prevent “excluded individuals” and “excluded companies” from holding a
contractor’s licence for a period of § years from the bankruptcy event, Excluded
persons include a director, secretary, influential person for a company or bankrupt
individual, We consider this mechanism is more likely to be effective than financial
solvency and liquidity tests in effectively reducing the incidence of insolvency.

In Queensland there are a number of financial criteria that need to be passed to obtain
a building license. A feature of the survey of licensees we undertook (with 160
fespondents) was the difficulty in moving above the self assessment turnover
threshold of $250,000 (which applies to around 70 per cent of builders in
Queensland) and the amount of paperwork and time involved in meeting BSA
requirements. '

The major Australian insurer has advised that builders with a turnover of less than
$1m are considered low risk and that their assessment for this category is less onerous
than for higher risk categories. However to compensate for less onerous risk
assessment in this category, a higher than average premium is charged (ie. the
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premium as a percentage of the value of work is higher). Combined with other
information about the risk assessment process of private insurers (see Annex D), this
suggests that the assessment process for most builders in Queensland, under private
insurance arrangements could well be less onerous but more risk focussed than under
the current rule-based approach,

We consider that the current approach in Queensland is not effective enough in
penalising builders with poor records or who are characterised by high risk. This is
because it does not provide for higher insurance premiums to match the higher risk.
We consider that it is appropriate to use credit assessments to identify high risk
builders, apply premiums to reflect risk and poor records and for insurers at some
point to have the option of refusing insurance. This is common for other insurance
products.

However consideration should be given for an insurer-of-last-resort function or for an
exemption to apply in certain circumstances to builders who cannot obtain private
insurance due to temporary difficulties or special circumstances. If the Queensland
market was opened up to direct private insurers, and the BSA insurance functions
were separated fiom other BSA functions, the BSA could perform these functions.

3.5 RECENT DEVELOPMENTS IN THE AUSTRALIAN INSURANCE

INDUSTRY

This section outlines the recent developments in the Australian insurance industry and
draws on two reports (ACCC 2002 and Trowbridge Consulting 2002). The aim is to
determine if there are general difficulties in insurance markets that are contributing to
escalating premiums for certain insurance products and to better understand the likely
implications for home warranty insurance.

The Australian insurance industry has been in a state of flux over recent times.
According to the ACCC (2002, p.il) —

“the insurance industry has experienced low returns on equity over the last
nine years. The average return has been little higher than could have been
obtained by investing in cash although shareholders have borne a significant
risk. The extent of the risk is highlighted by the liquidation of HIH Group
where shareholders ave expected to lose their total investment”, '

The return on equity (insurance profit after company tax divided by sharchoider
capital) has averaged 7 per cent between 1993 and 2001. In 1998-99 and 1999-00, the
return for the Australian insurance sector as a whole was less than 5 per cent, which is
significantly lower than the 13 per cent per annum achicved by the Australian Equity
market over the same period. In 2000-01 the return was almost 10 per cent excluding
the losses of the HIH Group. However, if the HET Group losses are included then the
return on equity could be zero or even negative, '
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The ACCC notes that the recent very low returns on capital are the resuli of:

Inadequate premium rates
Catastrophes

Realisation of the extent of past losses
Low investment returns

Increasing reinsurance premiums
Liquidation of the HIH Group.

C0COoO0ODo o

Trowbridge adds that in public liability insurance, the two main reasons of the current
‘crisis’ situation are:

O Increasing costs of claims over the long term (claims can be very large and
have a ‘long tail”), and

O Insurance market crisis arising from an extreme market cycle in the short
term,

Changing community attitudes; specialist plaintiff law firms; drift in definition of
negligence; increased levels of compensation; perceived generosity of courts;
increasing deregulation of legal fees, e.g. “no win no fee”; class actions; and reforms
of other types of insurance, may also contribute to these trends. '

The insurance market is characterised by its cyclical behaviour. When the market is
‘hard’ or expensive, profitability improves significantly and as a consequence capital
flows into the market. As more insurers enter the market and ‘chase’ the relatively
fixed pool of risk, premium rates decline and profitability is eroded. External events
may also contribute to the erosion of profitability. As more insurers enter the market,
the market becomes ‘soft’ and cheap. As insurers start to realise their losses, capital
and capacity is withdrawn from the market and premiums start to rise. With
increasing profitability, the market moves back into a ‘hard” market.

Trowbridge states that in the last two years the insurance market has moved back info
the ‘hard’ market and that traditionally insurers at this stage focus on profitability and
have conservative attitudes towards growth opportunities. The terrorist attacks in the
United States have compounded the expensive aspects of the market cycle. The direct
insurance losses, the recognition of a major new risk factor and the greater caution
throughout the business world have further reduced the willingness of insurers to
write business and further increased premium rates.

The introduction of APRA’s new capital requirements for general insurance
companies (to take effect from 1 July 2002) is also expected to strengthen the
insurers’ focus on profitability and reinforce their caution about growth opportunities.
By increasing the minimum level of capital required by insurers, APRA is secking to
reduce the likelihood of insurers failing.
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However, in order to achieve the necessary retwns on a higher capital base, msurers
are expected to increase profit either by achieving greater operating efficiencies;
increasing investments; or increasing premiums. Initially the main impact is expected
to be further upward pressure on premiums.

The Reinsurance Market

The reinsurance market is an international market, which is also subject to the
insurance cycle described above. The ACCC notes that there is general consensus
that the industry is emerging from a period in the cycle where rates were inadequate
and substantial losses were incurred. Reinsurance rates fell in the second half of the
1990s, probably reaching their lowest point in 1999 or 2000. The previous low in the
cycle was in 1990.

Since the recent lows in the market, catastrophic events have had an important effect.
There is evidence of increasing pressure on reinsurance rates as a result of the recent
terrorist attacks on the World Trade Centre in the United States. The insured losses
arising from the terrorist attacks in the United States are expected to reduce the
amount of capital available within the insurance and reinsurance markets around the
world and thereby accelerate the rise in reinsurance rates that was already underway.

Reinsurance costs have increased significantly for most classes of business, in
particular, Householders, Domestic Motor, Public Liability and other Accidents.
These increases seem to have been the result of greater protection of portfolios sought
after poor underwriting experience (Householders and Domestic Motor) and
increased reinsurance rates (Public Liability).

The ACCC notes that for most classes of business, 20 per cent to 40 per cent of gross
premiums are ceded to reinsurance with an average across all classes of
approximately 26 per cent. A change of 60 per cent to 80 per cent in reinsurance
costs would lead to a change of 16 per cent to 21 per cent in insurer’s premiums.

In 2000 reinsurers reported a loss ratio of 135 per cent, which is considerably higher
than the standard target ratio of 75 per cent. However, the impact of reinsurance
premium rate increases that started to emerge at the beginning of 2000 is beginning to
be reflected in the 2001 financial results and the loss ratio declined to 95 per cent in
2001. This indicates that the profitability of reinsurers has recently improved.

According to the ACCC, premiums in the reinsurance market have not increased by as
much as premiums in the direct insurance market, This may be due to the fact that
multi-year reinsurance contracts were entered into during the late 1990s to avoid
renegotiating contracts during the end of the millennium due to Y2K concerns. As
these contracts are now expiring and are being renewed, reinsurance rate increases ate
expected to occur.
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36 INTERSTATE COMPARISON OF HOME WARRANTY INSURANCE

SCHEMES

With the exception of Queensland and the Northern Territory, private sector insurers
are the primary insurers in the other States and Territories. It is therefore relevant to
try to assess the situation in other States and Territories relative to Queensland. The
recent collapse of HIH, the withdrawal of Dexta from the home warranty insurance
market in most states (and subsequent re-entry following underwriting commitments
from the New South Wales and Victorian Governments), the development and/or
implementation of recent reforms in other jurisdictions and the Commonwealth
government’s national review of home warranty insurance, complicate the assessment
process. As this review is not a major review it is not possible to undertake a
comprehensive detailed assessment that would definitively identify the relative
performance of the atrangements in Queensland relative to other States and
Territorics. However it has been possible to identify the main differences in
insurance coverage, the premiums that apply and the main problems that have
emerged.

It is important to recognise that many of the problems that have emerged in the
various jurisdictions are not necessarily a result of private sector involvement but are
related to scheme design and the regulatory arrangements that apply. A key weakness
in some jurisdictions has been the absence of an effective mechanism for handling
disputes over insurance claims. This has often been a feature of other similar
insurance markets such as compulsory third party and workers compensation
insurance,

In the case of New South Wales and Victoria many of the problems in home warranty
insurance have been or are being addressed with a range of recent and proposed
reforms, On 1 January 2002, the Home Building Legistation Amendment Bill 2001
came into effect in New South Wales. The new legislation changed the dispute
resolution process significantly, by introducing mediation steps prior to Tribunal
hearings, In addition, the Home Building Amendment (Insurance) Bill 2002 has
introduced further changes to the current home warranty insurance system, including
changes to the scope of work insured, the minimum value insured and the nature of
the scheme. These changes are expected to come into effect on 1 July 2002,

Similar to New South Wales, a Ministerial Order and the Domestic Building
Contracts (Coneiliation and Dispute Resolution) Bill will introduce several changes
in Victoria on I July 2002. In particular, the dispute resolution process will include

‘new conciliation procedures and government inspectors will play a major role in the

resolution of disputes. In addition, the nature of the insurance product will change
including the scope of insured work, the minimum insured value, and the period of
cover,

It is not clear how effective these new arrangements will be and whether they will
ensure a comparable performance in terms of claims handling and dispute resolution
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as in Queensland. However, they are focussed on addressing key problems in the old
arrangements.

Annex D provides a comparison of home warranty insurance schemes for each State
and Territory. The specific objectives vary in wording but entail consumer protection
and ensuring proper standards in the industry. In the case of Queensland the intent of
the legislation and amendments may also encompass concerns about security of
payment but this does not appear to be the case in other States.

In Tasmania and the Northern Territory licensing of builders is not required but
insurance is required.

For all jurisdictions, the insurance generally relates to residential building work
including renovations. However in Queensland the coverage includes landscaping,
driveways, fences, retaining walls and all contract work associated with residential
building. In some jurisdictions owner builders are covered but in some, including
Queensland, they are not covered.

‘The Northern Territory insurance product currently only covers failure to carry out
work due to negligence or reasons beyond the builder’s control. It is insurance
against non-compliance with the building regulations rather than home warranty
insurance as it is normally understood. However a proposed scheme for a more
comprehensive home warranty insurance is being developed.

The minimum insured value is $3,300 in Queensland, $5,000 in the Australian
Capital Territory and $12,000 in New South Wales, Victoria, Western Australia and
South Australia. There is no minimum in the Northern Tetritory.

The period of cover is generally around 6 years from the date of completion but 10
years for the Northern Territory. In New South Wales and Victoria (following recent
amendments) non-structural defects are covered for 2 years.

The maximum sum insured is $200,000 in Queensland, New South Wales and
Victoria, $100,000 in Western Australia, $85,000 in the Australian Capital Territory,
$80,000 in South Australia and $50,000 in Tasmania. There is no maximum in the
Northern Territory,

Most states have an excess of around $500. Victorian claimants have to pay excesses
up to $1,000 depending on the age of the home. Queensland has no excess. The

- coverage for deposits varies from 3-10 per cent of the contract value, except for the

Northern Territory where there is no coverage.

All jurisdictions except the Northern Tetritory have some form of non-completion
cover. In New South Wales, Victoria, Western Australia, South Australia, the
Australian Capital Territory and Tasmania the cover only applies for death,
disappearance or insolvency of the builder.
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As of 1 July 2002, Queensland will be the only state that includes a termination
clause. The termination provision relates to contractor default in relation to the
building contract, for example refusal to complete work or wrongful failure as
specified in the contract.’ Without this provision there is scope for builders to refuse
to complete a job, so that the only action consumers can take is to pursue the matter
through the courts, There are also often situations where contractors cease work due
to solvency problems but do not go into bankruptey until a debtor takes action, that

. can be six months or more after they cease frading. Without termination provisions,

an owner is forced to either wait to prove insolvency or instigate legal action.

With the recent changes, New South Wales and Victoria are moving away from their
termination provisions, as they had led to a number of “moral hazard” and fraud
pl‘oblefns. Reported problems included consumers unrcasonably terminating the
contract because they considered certain work was not completed to their liking and
builders and consumers colluding to terminate a contract and have the insurance pay
for completion of the work.

In New South Wales and Victoria the termination provisions were apparently also
exploited to use insurance to complete houses that were underpriced. A 20 per cent
limit on the value of the contract was introduced to limit the scope for this problem in
New South Wales and Victoria.

According to insurers the termination provision greatly complicated the pricing of the
product and management of claims. In jurisdictions where this provision does not
exist, the product is much easier to provide from the insurers perspective and less
costly. It is noted that in those states where there is no termination provision that
there are apparently no major problems and no proposals to iniroduce termination
provisions. It could be the case that this is because these markets are smaller and that
social constraints are effective in limiting the scope of the problem. However it could
also be the case that this provision is designed to address a problem that would be
relatively infrequent in the absence of the termination provision, even in the larger
jurisdictions. It remains to be seen whether this is true in New South Wales and
Victoria,

Insurers also complained that they got involved in Tribunal proceedings in New
South Wales and Victoria at too early a stage, i.e. before liability was determined,
incurring excessive legal costs. With these recent and proposed changes this will no
longer be an issue,

A termination provision is a key factor in affecting the pricing of the product, since it
is clear that claims are likely to be much higher in jurisdictions where there are such
provisions compared to jurisdictions where such provisions do not exist. The

For example, according to a policy provided (prior to the recent changes) by one major insurer in New South Wales “the Insurer
will also indemnify the Building Owner for loss or damage resulting from non-completion of the work because of early
termination of the contract for the work because of the confractor’s wrongful failure or refusal to complete the work™.
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prospective removal of the termination provisions should reduce the cost of supplying
home warranty insurance in New South Wales and Victoria. However, given the
recent escalation of claims costs, the poor profitability of home warranty insurance in
these states and the highly concentrated home watranty insurance market, it is likely
to be some time before there is a visible impact in lower premiums.

Most jurisdictions have coverage for defects but in New South Wales, Victoria,
Western Australia and South Australia this now applies only in the event of death,
disappearance or insolvency of the builder.

Queensland is the only State that provides no fault subsidence cover irrespective of
the cause. In other jurisdictions the cover relies on the work being defective i.e. a
breach of warranty. Subsidence claims are not significant in other jurisdictions but
they are around one-third of claims by value in Queensland. In Queensland the BSA
has advised that a majority of claims are caused by the influence of external factors
(e.g. the weather or other environmental factors) rather than defective work.
According to the BSA less than 10 per cent are the result of defective work,

We have been advised by the main interstate insurer that the warranty is defined such
that if subsidence was not a breach of warranty then it would effectively be the result
of an “act of God” and should be covered under a normal house insurance policy.
But it has also been suggested that in interstate markets the onus is on the homeowner
to prove their claim. However insurers argue that this is not the case and it is the
responsibility of the insurer to determine a breach of warranty.

It could well be the case that the “no fault” nature of the coverage in Queensfand and
the objective and approach of the BSA in being more likely to accommodate claims
than private insurers are more conducive to a greater incidence of insurance claims
for subsidence., However it could also be the case that deficiencies in the regulatory
arrangements for engineers or soil testers combined with an interpretation that
builders clearly have no responsibility if they have followed engineering
specifications are important factors in explaining the large proportion of subsidence
claims in Queensland. Differences in the weather and soil conditions may also be
relevant. It is not clear as to the extent to which the difference is primarily
attributable to a more genecrous scheme or a deficienicy in the coniracting and
regulatory arrangements or environmental conditions or some combination. It is
beyond the scope of this study to explain the difference. However it is noted that the
BSA is now proposing the licensing of persons providing design and related services
for residential building foundation work by the BSA as a means of developing more
effective regulatory arrangements.

Queensland is also the only State that provides cover for uninsured consumers for
cases where the premium payment is avoided.
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Until the recent changes in New South Wales and Victoria, Queensland appears to
have had the most effective mechanism for managing disputes in relation to insurance
claims. The Building Services Authority deals with disputes about workmanship
issues, while disputes of a coniractual nature are dealt with by the Queensland
Building Tribunal. The Tribunal also has the power to review decisions of the
Building Services Authority. The dispute resolution system within the Tribunal only
costs $200 for all claimants. Decisions of the Tribunal can be appealed to the District
Court.

Until recently, Victoria and New South Wales had very similar dispute resolution
systems, as in both states application to the relevant Tribunal was the first formal step
in the dispute settlement process. This made the resolution of disputes costly and
time consuming. In addition, it was claimed that the processes were too legalistic and
complex, creating confusion for the parties involved. The new systems provide
simpler means of resolving disputes in a less expensive and faster manner.

Prior to the recent changes in New South Wales and Victoria, Queensland had a
superior system, as it had a formal mediation process in place without Tribunal
involvement., The BSA offers a mediation mechanism that allows many disputes to
be resolved quickly and at least cost to the parties involved, Once a consumer has
submitted a Dispute Notification to the BSA, a technical expert meets the parties on
site to inspect the work. If the BSA is satisfied that the work is defective, it issues the
builder with a Direction to Rectify, If the builder does not comply, prosecution
action follows. Disputes that cannot be resolved by the BSA mediation process are
referred to the Queensland Building Tribunal. However, as most disputes are
successfully resolved by the BSA, the Tribunal can be used more efficiently to deal
with major disputes which could not be resolved by the BSA and with contractual
disputes.

Evidence suggests that the BSA mediation process has been successful. In 2000-
2001, 64 per cent of the 3,787 disputes received by the BSA (excluding cases outside
the BSA jurisdiction and straight imsurance claims) were able to be satisfactorily
resolved through the BSA dispute mediation process. As a result, only 1,348
directions were issued. This represents a 10 per cent reduction from the previous
year, indicating that the 21-day policy (allowing confractors 21 days to remedy
complaints prior to BSA intervention) has helped reduce the number of directions
issued. The percentage of disputes satisfactorily resolved has increased each year for
the past 5 years and the target level is 70 per cent.

New South Wales and Victoria have both recognised the importance of early
intervention in the dispute resolution process and have developed formal mediation
mechanisms that do not imvolve the Tribunals. As noted, this will ensure a less
costly, legalistic and time consuming process and it will free up the Tribunals to deal
with larger disputes that could not be resolved at mediation.
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In New South Wales consumers in dispute with their builders can contact the
Building Dispute Unit of the Consumer, Trader and Tenancy Tribunal. An
independent expert will then engage the parties in informal discussions in an attempt
to reach settlement, Only where the dispute cannot be resolved during this mediation
phase will it be referred to the Consumer, Trader and Tenancy Tribunal,

In Victoria, the Director of Consumer and Business Affairs Victoria will refer the
dispute to conciliation or instifute proceedings. The Building Commission may
appoint an inspector to examine the disputed work and to make a recommendation as
to what should be done to rectify the defect. Annex J provides further details about
the dispute resolution procedures in place in New South Wales and Victoria.

Those States with a more basic product also tend to have no formal dispute
mechanism in place. However, they generally allow for private arbitration in relation
to building contracts.

It is notable that disputes in relation to home warranty do not fall under the terms of
reference of the insurance industry’s self regulation mechanism for dealing with
insurance disputes. The basic features of this mechanism are outlined later to help an
assessment of whether it could be adapted for home warranty insurance.

In terms of the criteria that must be met to obtain insurance, the Queensland insurance
requirements are integrated with the licensing requirements. In addition to technical
criteria, there are a number of specific financial criteria in Queensland including
minimum net assets based on minimum net asset/turnover ratios, a liquidity ratio of
0.8, internal financial monitoring and independent reports. However self-assessment
applies for entities with a turnover of less than $250,000,

In interstate markets there are generally no formal regulated criteria but insurers
undertake technical and financial assessments (with most weight being on the
financial component) and require certain standards to be met in terms of minimum net
asset/turnover ratios and profit margins. The assessments used to set different
premiums depend on an overall assessment of risk of insolvency and potential loss.
The major insurer advised that premiums depend on contract value, allowable
turnover increments, financial capacity, past performance and location. The turnover
category of $2.5-15 million is considered to be the highest risk. Turnover of less than
$1 million is considered to be the lowest risk. The major insurer advised that for this
category, financial assessments are less demanding but premiums are above average.
Concems about rapid expansion are addressed through the setting of re-assessment
requirements when 85 per cent of allowable turnover is likely to be exceeded in the
forthcoming year. The other insurer also applies a number of financial and business
tests,

These assessments have become more demanding since the HIH failure because prior
to the failure it seems that HIH was undertaking quite limited assessments compared
to the other major insurer, Homeowners Warranty (undérwritten by Royal Sun
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Alliance). However insurers claim that their requirements do not greatly restrict the
ability of builders to expand provided they have the basic business capacity.

It is important to recognise that the assessment of financial solvency risk is a very
demanding technical exercise that is not capable of being reflected in simple formulas
or rules. Effective assessment will need to be quite demanding and rigorous
irrespective of whether the insurance is provided by private or public insurers. We
consider that public enterprises, particularly ones without a clear and non-conflicting
commercial objective, are not well suited to this task.

According to insurers the incidence of refusals is very low (around 1 per cent) with
most being related to companies or individuals who are already insolvent.

We also consider that it is likely to be the case that the legislative restrictions that
prevent individuals associated with bankrupt businesses from holding a building
contractor’s license to be more effective than the BSA’s financial solveﬁcy tests in
reducing the incidence of insolvency in the building industry in Queensland.

Until early 2002, premiums across Australia (except for Queensland and the Northern
Territory) for a $150,000 house were reported by the main insurer to average around
$350 per annum. This compared at the time with a premium in Queensland of $900
and at least $564 in the Northern Territory where a much more basic insurance
product is provided.

Premiums in all States have subsequently increased dramatically except in Western
Australia and South Australia (refer to Annex D). Average premiums for all houses
in New South Wales have increased to $830, while average premiums in Victoria
increased to $630 (as of May 2002). In the Australian Capital Territory and
Tasmania average premiums increased to $500 and $700 respectively. Average
premiums in Western Australia and South Australia only increased by 15 per cent in
2002 over 2001. In Queensland average premiums for all houses are currently $431.

For a $150,000 house, premiums in Queensland are currently $900 and they will rise

to $930 on 1 July 2002. In New South Wales the premiums range from $1,080 to
$2,870 depending on the risk rating of the builder. Similarly, in Victoria the
premiums for a $150,000 house range from $660 to $1,430. Currently premiums for
a $150,000 house in the Australian Capital Territory and Tasmania range from $563
to $1,196.

Clearly, interstate premiums are now more expensive than for Queensland. However,
Queensland provides a much more comprehensive and consumer friendly product, so
that on a like-for-like basis the difference is much greater.

EconoMiIc INSIGHTS

PAGE 34



YUBLIC BENEFIT TEST

QUEENSLAND BUILDING SERVICES AUTHORITY ACT

It is relevant to make
adjusiments to
interstate premiums to
determine a like-for-
like comparison

Based on indicative
estimates of the BSA
the cost of subsidence
cover would add about
$200 to the premium

Saon Queensland will
be the only state with a
termination clause.
This will make the
Queensiand product
more valuable

The low mininum
insured value also adds
valne io the
Queensiand product

Despite the information constraints, it is relevant to attempt to make some
adjustments to the interstate premiums to establish a broad like-for-like comparison.

The single most important factor in terms of product difference in Queensland
compared to other jurisdictions is the coverage for subsidence. As noted earlier it is
not possible to determine the extent to which the difference can be explained by a
more generous product, a deficiency in the regulatory and contractual arrangements
or differences in environmental circumstances. '

Based on indicative estimates of the Building Services Authority the cost of
subsidence cover as per the Queensland arrangements would add about $200 to the
premium.” This is quite a substantial estimate and some entities have questioned the
scale of it. However we will assume it is reasonable for the purposes of obtaining a
broad tike-for-like comparison.

The scope of work that is covered is also greater in Queenstand since it extends to
paving, driveways, fences, retaining structures, swimming pools and other work
provided these are under a building contract. This adds around an additional $95 to
the premium.® The absence of an excess charge would add about $25 and the
provision of insurance to uninsured consumers could add an additional $15 to the
premium,

There are several other factors that imply that the Queensland product has greater
value and that would require additional cost components to be added to interstate
premiums to allow a like-for-like comparison.

From 1 July 2002, Queensland will be the only state with a termination clause in its
home warranty insurance scheme. This additional coverage for early termination of
the contract for the work either because of the coniractor’s wrongful failure or refusal
to complete the work is likely to make the insurance product offered in Queensland
mote valuable.

The fact that Queensland has the lowest minimum insured value also adds value fo the
product. With the recent changes in New South Wales and Victoria, those States will
only provide cover for non-structural defects of a period of two years. This also
implies additional value for the Queensland product. It has not been possible to
attribute an absolute value to these features but it is clear that they would imply higher
interstate premiums in establishing a like-for-like comparison.

There are however three notable factors that make premiums more expensive in
Queensland on a like-for-like basis. Firstly, in Queensland the Building Services
Authority is able to pursue builders to recover insurance claims more effectively
because of its licensing powers. The recovery is estimated to be in the order of 3-5

7

8

Based on claims costs of $6 million, engineering costs of $1 million, a loss ratio of 80 per cent and 50,000 homes.
Based on an average additional cost of $10,000 per non-completion claim.
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per cent of gross premiums. There is some scope to recover claims from builders
interstate but not of this order.- Without the scope to use licensing powers, premiums
would have to be higher in Queensland. Assuming the upper end of the range would
imply an adjustment of around $20,

Secondly, in Queensland the cost of undertaking financial checks is covered by the
licensing area of the BSA that is funded by license fees (because financial checks are
pait of licensing and not insurance, and the Insurance Fund does not pay for any of
the costs incurred by the BSA in administering licenses). Yet such costs are covered
by private insurers in other jurisdictions. We are unable to identify the share of
license fees (which totalled $9.3 million in 2000-01), which could be interpreted as a
recovery of insurance costs (for the purposes of like-for-like comparisons). But it is
clear that insurance premiums in Queensland would be higher if licensing resourees
involved in checking financial requirements were replaced by insurance resources.

Thirdly, the Queensland scheme does not have to comply with APRA guidelines and
is not required to earn a normal risk-adjusted rate of return on capital. We consider
that this is a weakness and that an adjustment to establish a like-for-like comparison
would mean a higher premium, However, given the BSA is now on target for
achieving a claims loss ratio of around 70 per cent (and combined claims loss and
operating ratio of around 100 per cent), we consider that the adjustment would be
relatively small. '

Until the recent changes in New South Wales and Victoria, funding of the dispute
resolution system in Queensland was another factor that needed to be adjusted for
when comparing Queensland premiums to premiums in New South Wales and
Victoria. However, with the changes in New South Wales and Victoria, the systems
will be sufficiently similar to allow like-for-like comparison. In Queensland the
dispute resolution system at the Building Services Authority is partially funded by
license fees (60 per cent) and partially by insurance (40 per cent). The Queensland
Building Tribunal is being separately funded from general government revenue from
1 July 2001. According to the Housing Industry Association, insurets in interstate
markets have funded their own dispute resolution services out of premiums until the
recent changes occurred. The new dispute resolution procedures in New South Wales
are funded by a 10 per cent increase in licence fees in January 2002. Funding for the
new dispute resolution procedures in Victoria will be obtained through an additional
building permit levy.

While it is not possible to assign values to all the factors which affect the value of the
product offered in Queensland, we consider that by adding an additional component
of at least $295 to the new average premiums of each state, a broad like-for-like
comparison is possible.

These adjustments would result in average interstate premiums ranging from $615 to
$1,125 compared with the current average premium in Queensland of $431. Clearly,
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average premiums in all other states are currently significantly higher than in
Queensland on a like-for-like basis. ‘

It is clear that currently interstate premiums are high relative to Queensland. To a
large extent this appears to reflect several years of very large loss ratios for direct
insurers and re-insurers. It is possible that premiums could rise further to ensure
adequate coverage of claims and to reflect rising reinsurance costs and relatively
limited competition. However there have been significant changes to the nature of the
product and the dispute resolution process in interstate markets that will lead to lower
claims costs which should in turn impact on premiums. In New South Wales and
Victoria premiums have the potential to fall significantly in the future, reflecting the
more effective dispute resolution processes and the more basic nature of the product.
However, given the high claims costs, poor profitability of the schemes in recent
years, the highly concentrated nature of the home warranty insurance market and the
scope for continued instability in insurance markets, it may take some time for
impacts of recent reforms to become evident in lower premiums.

A final point worth reiterating is that in other jurisdictions that provide more than just
basic coverage, the major problem for consumers has been the performance of the
claims management process and formal dispute mechanisms. This has been addressed
in New South Wales in January 2002. The Victorian system is also being streamlined
and made more effective. Only time will tell whether the reforms in New South
Wales and Victoria will be as effective as the arrangements in Queensland. Based on
experience with compulsory third party and worker compensation insurance and the
General Insurance Code of Practice we consider that claims management problems in
other insurance markets do tend to be resolved over time with the combination of an
intervention by government and the co-operation of industry.

3.7 KEY FEATURES OF THE QUEENSLAND HOME WARRANTY

INSURANCE SCHEME

As shown in the preceding section, the Queensland home warranty insurance scheme
is the most comprehensive in Australia. On a like-for-like basis the Queensland
scheme is also currently the best value for money. However recent and prospective
changes to the products in the key interstate home warranty insurance markets are in
time likely to lower the costs of these schemes. If the new products and dispute
resolution procedures prove effective and insurance markets generally become more
competitive the cost of the more comprehensive product in Queensland could become
more of a concern in the future.

It is worth examining in more detail a number of key features of the Queensland
scheme that differentiate it from those in other States. These are the one-stop shop
nature of licensing and insurance arrangements in Queensland, the absence of pricing
for risk, the absence of an excess charge and the no fault nature of subsidence

. insurance.
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One-Stop Shop Nature of the Arrangements and Potential for Conflict of
Interest

An important aspect of the Queensiand arrangements that some advocales argue can
enhance the consumer protection aspects of home warranty insurance is the one-stop
shop nature of the arrangements. The Building Services Authority is responsible for
licensing, building advice, home wairanty insurance and dispute resolution in relation
to workmanship issues. In contrast to other jurisdictions the Building Services
Authority claims that it advises consumers on how to access a claim and gives an
indication of claims acceptability before lodgement and assessment. Consultations
have confirmed that the Queensland product has proved more consumer-friendly than
in other States.

However the argument against the one-stop shop concept is that it entails a potentially
very important conflict of interest, This is essentially because the Building Services
Authority has both regulatory and commercial responsibilities that can be in conflict.
The main problem is that there is potential for the Building Services Authority to use
its licensing powers to induce builders to resolve disputes and reduce its insurance
liabilities. It is generally well accepted by tegal, commercial and economic principles
that conflicts of interest of this form are a serious problem,

It may well be that the current arrangements are very effective for consumers who
make claims but this may be at the undue expense of builders. Consultation
confirmed that builders perceived that the licensing powers of the Building Services
Authority were used to resolve claims and thereby reduce insurance liabilities. The
Building Services Authority confirmed that for about 3-5 per cent of total insurance
claims it recovers costs from builders who were responsible for the defect and that it
would recover a much smaller proportion without its licensing powers. This is a
factor that means that premiums for the Queensland product would have to be slightly
higher than in the absence of the one-stop shop arrangements,

For government enterprises that have commercial functions it is normally well
accepted that such functions should be formally commercialised or corporatised. An
essential component of an effective commercialisation or corporatisation policy is the
clear separation of regulatory, policy making and commercial responsibilities. The
importance of this issue was clearly recognised in the recent NCP review of the
WorkCover Queensland Act [996 that relates to the provision of workers
compensation insurance in Queensland. The review recommended that WorkCover’s
commercial and regulatory functions be legally separated in order to ensure fully
independent and more transparent regulation of the market for workers compensation
as well as improving confidence in the system. This recommendation has been

implemented.

We consider that there is clearly an inherent and important conflict in the Building
Services Authority undertaking licensing, insurance and workmanship dispute
functions in relation to home building. We also consider that effective
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commercialisation or corporatisation of the Building Services Authority cannot
proceed unless the functions are legally separated. Moves to increase the degree of
commercialisation without legal separation of these functions is likély to worsen the
conflict of interest by placing consumer protection in more direct conflict with
heightened commercial objectives. However under the current arrangements the
conflict would remain and still be potentially importanf. Separate reporting
arrangements under the one organisation are also considered to be inadequate for
redressing the conflict effectively. This suggests that corporatisation which entails
legal separation would be preferred to commercialisation which normally just means
that commercial functions are undertaken in a commercial manner but which does not
legally separate those functions from the parent entity. Commercialisation is a policy
that is designed to apply to commercial functions within a government department
not to major commercial functions of a public enterprise.

It is well established that commercial and regulatory conflicts of interest of the sort
inherent in the BSA’s current functions need to be addressed by legal separation and
full commercialisation of the insurance functions of the BSA. Such a change could
also facilitate the introduction of other primary insurers who could compete with the
public provider. Without separation of the licensing functions, potential private
primary insurers would be disadvantaged by the scope of the Building Services
Authority to exploit the conflict of interest.

However we also note that in the event of any separation of the licensing and
insurance functions it would be important to ensure the licensing functions were still
focussed on ensuring that defective work was effectively rectified for builders who
were still trading.

Uniform Pricing

The Queensland premium is currently 0.6 per cent of the contract value. This will
increase to 0.62 per cent of the contract value on the 1 July 2002. In other
jurisdictions premiums depend on contract value and the assessed solvency risk of
builders. For example premiums. can vary from $660 to $1,430 (and higher for
extreme risks that are difficult and unlikely to be insured) depending on risk for a
$150,000-$200,000 house in New South Wales.

It is well accepted in insurance markels that pricing to refiect risk is a fundamental
aspect of the insurance product.
related to risk, entities with low risk will at some stage decide that premiums are too
high and this will affect the viability of the product (the problem of adverse
selection). In a compulsory scheme where premiums are not related to risk and there

In voluntary schemes where premiums are not

is only one supplier of insurance, the product will remain viable but there are likely to
be significant cross subsidies from low risk entities to high risk entities.
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An additional aspect of pricing to reflect risk is that it has the likely impact of
inducing high risk entities to take action to reduce their risks. With premiums
reflecting the extent of solvency risk, licensees would have a stronger incentive to
take action to reduce the likelihood of insolvency. Concern about the solvency
problems of builders is a key concern of both homeowners and subcontractors and is
the main concern of private insurers when providing the product in interstate markets.
Uniform pricing irrespective of solvency risk ignores the scope for premiums to help
ensure more responsible behaviour.

We have been advised by interstate insurers that builders in the highest risk scheme
are in the turnover range of $2.5-15 million. The BSA also considers builders in this
range 1o be of above average risk and builders below $1 million in turnover to be low
risk. However there are a number of factors, besides this general observation, relevant
to assessing risk as well as non-risk factors such as savings in administration costs in
dealing with larger builders that will affect premiums. So it is not clear what the final
outcome would be in terms of premium differentiation. However it is clear that
premium differentiation is a normal feature of insurance markets that can affect
behaviour.

The Building Services Authority has argued that its system restricts activities in line
with the financial resources of an entity and that there are no contractors who are
deemed better performers than others so that differences in premiums are not
justified.

However it should be noted that private insurers will also effectively restrict activities
in line with financial resources through their financial assessment process and that the
motivation for premium differentiation is to reflect differential risk that also still
exists under the Queensland scheme. In other words the Queensland scheme onty
eliminates extreme risk as do the private interstate schemes but the Queensland
scheme entails a large cross subsidy element from high risk to low risk operators and
there is no financial incentive provided through the premium structure to reduce risk.

In our view the uniform pricing arrangements associated with the Queensland scheme
do not constitute a net public benefit since real financial risk is not being effectively
addressed by the premium structure and there is no strong equity or non-economic

argument to justify the uniform pricing approach.

No Excess

Homeowners do not pay an excess in Queensland. In most other States excesses are
at least $500. As noted above this contributes to higher premiums in Queensland but
is considered by some to be an advantage of the scheme in Queensland relative to
other States.
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The absence of an excess is clearly a benefit to someone who is making a claim but it
involves a iransfer from all policy holders to claimants and from a transfer
perspective there is no benefit.

The rationale for excesses is to have claimants bear some part of the cost of a claim to
avoid any tendency to make minor claims where the costs to society of dealing with
the claim are in excess of the cost of the damage and to better target the total expense
of a policy where risks are higher.

Excesses are a standard feature of insurance policies in many markets so that their
absence in a statutory scheme is unusual and should be questioned.

No Fault Suil)si(lence

No fault subsidence cover is unique to Queensland, In other jurisdictions that provide
some form of subsidence cover, the cover is only applied where a defect in
construction or other breach of warranty can be proven. In practice subsidence
claims in other jurisdictions have been relatively few: '

In Queenstand, provided a builder follows the specification of the engineer and soil
tester the builder has no responsibility for subsidence problems. From consultations
we understand that engineers may at times give some discretion to builders in relation
to the type of fill and extent of compaction which if not followed in accordance with

- the engineer’s specifications may lead to subsidence problems. In our view the scope

for such discretion, the difficulty of demonstrating variation from required
specifications, the potential for ineffective certification and regulation of engineering
and soil testing, and the no fault nature of the contract create a poorly defined
accountability framework, However as noted earlier, it is not clear as to the extent to
which the difference between Queensland and other jurisdictions is primarily
attributable to a more generous scheme or a deficiency in the contracting and
regulatory arrangements or environmental conditions or some combination.

Subsidence represented about one-third of the claims in 2000-01 when the absolute
level of subsidence claims reached its highest level at $6.6 million, The following
quote from the 1998-99 Annual Report is relevant (BSA 1999, p. 46): “The $4.5m
expended on subsidence claims remains unacceptably high.” The report noted
successful legal actions against engineers in that year ensured an improved net claims
experience and that a new policy was being developed to be implemented in 1999-00,
The 1999-00 report noted that (BSA 2000, p. 41). “The $4.9m expended on
subsidence claims continues to be of concern.” The increase in 2000-01 was around
35 per cent and given the concern expressed in previous annual reports it is
reasonable to conclude that the level would still be considered unacceptably high.

As subsidence claims have a long tail, the high level of subsidence claims in 2000-01
reflected the effects of a building boom in the mid-1990s and an increase in the
maximum cover from $50,000 to $100,000. It is possible that subsidence claims
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could continue to be an issue in coming years following the impact of the pre-GST
and current housing booms and the increase in maximum cover. As with other
insurance schemes it is also often the case that claims escalate once the process
becomes more familiar and individuals learn {o {ake better advantage of and in some
cases exploit the scheme. However it is noted that the Queensland scheme has been
in operation for some 20 years and the BSA has been prominent in providing
information to improve consumer awareness of the scheme. This suggests that the
scheme may not be that vulnerable to further escalation of claims., However the
impact of raising the limit on subsidence claims from $50,000 to $100,000 in January
1997 may still take time to be reflected in subsidence claims.

To address concerns about subsidence claims and the role of engineers, the BSA has
developed a proposal for it to have responsibility for licensing of persons providing
design and related services for residential building foundation work. This would be
in addition to any other registration requirements such as for engineers under the
Professional Engineers Act 1988. The proposal is for the BSA to have the power to
take action to have defective work rectified including the power to suspend or cancel
licenses. We consider this proposal has merit.

We consider there is a strong risk of continuing high claims and claims escalation in
subsidence in the Queensland scheme given the nature of the current arrangements.
We consider that such an escalation could put pressure on the financial stability of the
scheme and require further premium increases or capital support from the State
Government budget. However we consider that currently the risk is manageable and
could be made more manageable if the proposal for the BSA to license and discipline
persons providing design and related services for residential building foundation
work was approved.

However given concerns about subsidence expressed in previous annual reports and
the scope for further escalation in subsidence claims, this aspect of the scheme and
the risk it poses for the Queensland government is considered to entail a public
detriment in its present form.

3.8 PERFORMANCE OF THE BUILDING SERVICES AUTHORITY

INSURANCE FUNCTIONS

It is very difficult to determine the effectiveness of interstate schemes as there are
minimal reporting requirements placed by other State governmentis on insurers so that
there are no comprehensive and reliable data to assess consumer satisfaction.

The interstate review identified a number of problems with interstate schemes and in
particular complaints about the clarity and effectiveness of the claims and dispute
resolution processes. These problems and the flow-on effects of the failure of HIH
have led to a number of reforms that have recently been implemented or that are
proposed for implementation in interstate markets. Further reforms are also likely
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above average

TABLE3.2 INDICATORS OF BSA CUSTOMER SERVICE IN RELATION TO INSURANCE

following the finalisation of the National Revie\_\} by Professor Percy Allan (expected
by mid-2002 at the time of writing).

A finding from the interstate review process was that in those States where there is a
much simpler product, namely South Australia and Western Australia, there appear to
be less problems for consumers. Although in Western Australia it is notable that a
recent review recommended including home warranty insurance under the terms of
reference of the Insurance Council of Australia’s self regulatory General Insurance
Code of Practice. _

The Building Services Authority provides considerable information relevant to
assessing its performance on customer satisfaction through the use of annual surveys.
The results of two key measures of service performance in relation to insurance are
provided in Table 3.2,

In 2001, 39 per cent of those surveyed rated the quality of service in relation to
insurance as above average. It is notable that performance on this measure has
deteriorated significantly in the past three years and is well below the target level of
75 per cent. Much of the deterioration in 2000-01 could reflect the escalation in
claims. '

9697 97.98 98.99 99.00 0001 Target.

0495

Per cent of total
Claimants who rated quality of 68 70 74 51 56 39 >75
service as above average
BSA position affirmed in reviews 86 87 89 88 82 89 74 > 00

Source:

The BSA has achieved
a good record in terms
of the praportion of
decisions that are
affirued in reviews

in terms of dispute
management, 55 per
cent of consumers rated
quality of service as
above average. Only
39 per cent of
contractors rated
quality of service as
above average

BSA Annual Reports, various and 2001 BSA customer survey

The BSA has achieved a consistently good record in terms of the proportion of
decisions that are affirmed in reviews, with the proportion in most years being close
to the target of 90 per cent. However there was also a noticeable deterioration in this
measure in 2000-01.

Indicators of BSA customer service in relation to dispute management are shown in
Table 3.3. In terms of dispute management, 55 per cent of consumers rated quality of
service as above average in 2000-01 compared with a target of 75 per cent.
Performance on this measure has been around this level for several years. In contrast
only 39 per cent of contractors rated quality of service as above average in 2000-01,
well below the target level and considerably less than in recent years.
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TABLE 3.3 INDICATORS OF BSA CUSTOMER SERVICE IN RELATION TO DISPUTE MANAGEMENT

Per cent of total

Consumers who rated quality of 68 60 54 47 55 48 55 > 75
service as above average ’ ‘

Contractors who rated quality of a1 65 61 50 63 70 39 > 75
service as above average

Disputes within ambit of dispute 56 49 51 54 57 58 64 > 70

resolution service able to be

satisfactorily resolved

Source: BSA Annual Reports, various and 2001 BSA customer survey

In terms of the
resolution of disputes,
performaice has
steadily improved since
the mid-1990s

The overall financial
performance of the BSA
over the past 8 years is
of concern

In terms of the resolution of disputes, performance has steadily improved since the
mid-1990s with 64 per cent of disputes within the ambit of the dispute resolution
service being able to be satisfactorily resolved in 2000-01 compared with a target of
70 per cent. These figures accord with the impressions gained from the interstate
review that the Queensland dispute mechanism appears to have been the most
effective for a comprehensive product. However it is worth noting that this measure
is an internal BSA measure whereas the ratings are survey based.

It is also possible to assess the financial performance of the BSA insurance scheme

and compare it to the performance for all direct insurers in Australia. Table 3.4
contains indicators of financial performance for the BSA since 1993-94,

From an economic perspective the rate of return is the most critical indicator of
financial performance. As noted the BSA does not have a strong profit objective
although it does have an objective of no more than 80 per cent loss ratio (the ratio of
accumulated claims to written premium in respect of the policy year). The rate of
return implied by such a ratio would depend on the operating costs and investment
income.

The overall financial performance of the BSA over the past § years is of concern.
Rates of return have been highly variable and the overall average return has been
strongly negative, largely as a result of a major loss in 2000-01. The average
geometric (compound) rate of return of the insurance fund from 1994-95 to 2000-01
has been —21 per cent. The rate of return on the general fund over the same period
has been —10.3 per cent. However it is relevant to recognise that for all of the period
reviewed, the insurance fund funded the Queensland Building Tribunal and from
1 October 1999 also cross subsidised the general fund which is used to fund the
general licensing and other non-insurance functions of the BSA. From 1 July 2001
the cross subsidies were eliminated. and the general taxpayer will be directly funding
the Queensland Building Tribunal. It is also relevant to note that the main contributor
to the poor overall financial performancé in this period was the very large loss that
occurred in 2000-01, for which a key contributing factor was the boom and
subsequent bust situation associated with the introduction of the GST.
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The financial performance for the year 2001-02 is expected to improve dramatically
as premium income will be much higher reflecting both the building boom and higher
premiums while total claims are projected to be significantly lower than in 2000-01,
At the time of writing premium income for the year 2001-02 is expected to be in
excess of approved claims with the actual loss ratio being around 90 per cent. The
new premium structure is consistent with achieving a loss ratio of 70 percent based
on the last 7 policy years (NSP Buck 2002} and current reserves are considered by the
BSA to be more than adequate to deal with unexpected claims.

TABLE3.4 INDICATORS OF BSA FINANCIAL PERFORMANCE

———

199495 199

Insurance Fund

Operating profit after abnormals 3498 655 -3526 -588 -643 1374 1497 -6924
Net assels 10189 10829 7306 6718 8075 7449 8946 2022
Rate of refurn on start-of-period net

assels 6.4 -34.8 -8.0 -8.6 226 20.1 -77.4
Average compound rate of return -21.0
General Fund

Operating profit after abnormals 266 840 -296 1220 -1239 . -1647 1008

Net assets 5181 5512 5216 3996 3366 1719 2658 2636
Rate of return on start-of-period net '

assets 16.2 -5.4 «23.4 -31.0 -48.9 58.6 -1.1
Average compound rate of retuin -10.3

Source;

From an economic
perspective losses of
this order of magnitude
cannot be justified
unless there are major
external bengefits
generated by the
arrangements

BSA Annual Reports, various

From an economic perspective losses of the order of magnitude indicated in Table 3.4
cannot be justified unless there are major external benefits generated by the
arrangements or there is a well defined community service obligations policy.
However there is no evidence to suggest that such external benefits exist or that there
is a clear community service obligation to justify such losses, The net capital that the
BSA has is owned by the government and if that capital fails to earn a rate of return
consistent with its opportunity cost (value in the next best alternative use) the wealth
of the community is effectively diminished.

Despite these concemns, as indicated there is good evidence that the scheme is well on
the way to achieving better profitability. Nevertheless the financial situation of the
BSA needs continual monitoring given the comprehensive nature of the scheme, the
history of escalation of subsidence claims and recent experience with the aftermath of
the GST. As the current building boom ends premium income will likely decline
while claims could remain relatively high or increase and investment income growth
could be lower than in recent years.
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JSunding of the

The removal of cross subsidies from the insurance functions to the non-insurance
functions and the removal of direct funding of the Queensland Building Tribunal by
the BSA will also assist in improving the financial performance of the BSA.
However we consider that the comprehensive nature of the insurance arrangements,
the policy change in 1997 to increase the cap on subsidence claims from $50,000 to

Queensland Building
Tribunal by the BSA
will assist in improving
Jinancial performance
af the BSA

$100,000, the pre-GST boom and the effective assumption of builder-of-last-resort
functions by the BSA collectively entail a substantial risk of an escalation of claims
in the future, beyond what is anticipated.

From consultation with the BSA and the actuary who advises the BSA we understand
that the underlying methodology for estimating future claims relies on a rolling 5 year
average of claims experience, adjusted by judgement about the impact of policy
changes, special analysis of large claims and other key developments that would
affect the evolution of claims for past policy years. Box 3.1 summarises BSA advice
about the methodology.

Box 3.1 SUMMARY OF BSA ADVICE ON ACTUARIAL METHODOLOGY FOR ESTIMATING CLAIMS -

LIABILITIES FOR HOME WARRANTY INSURANCE N QUEENSLAND

The financial. management of ihe Scheme is conducled by the Board of !he BSA based on advrce from the aoluary The acluary
:cames out the fo!lowlng tasks to assrsl the Board T : : .

(mE Assessmeni ‘of the value of oulstandmg olalms in respect of pollcles that have aEready been wnlten by lhe BSA thls.
assessmenl is conducled as at 30 June each yearand is a!so updated atleast once durang each year;

& ] Prorectlon of forward estimates of cfalms ansrng from pohcses that are yet lo be WTiHBn,
: U Advice as requested by the Board from time to lzme on the levetof premrums to be applred by ihe BSA on.new polrcres
Oulstandmg C!a:ms ' L ' '

In oaiculatmg ihe oulslandlng claims Itablllty lhe actuary must comply walh the accounhng standard AA826 and 1he !nstllule of :
- ‘Actuaries of Australia’s Professional. Standard on the valuation ‘of genaral insurance companies. These standards have o dale
required the actuary to calcutate a s:ngle centrai eslrmate for the outstanding cla:ms Izabtlrty : o

- With-effect from the current year Federal government Eegis!auon and revrsed ae!uanal professronal s!andards wﬂi require actuaries
: -appomted to general insurance companies to calculate solvency liabilities on a more conservative basis than the central estimates
_approach. -While the BSA Is not regulated by Federal legislation ‘and is therefore not-subject to the same tegislative requirements
--as general insurers, the BSA actuary has adwsed that ihe same solvency tesls wﬂi be apphed to the Insurance [und as requrred for

other general insurers. C R : ; . :

The underlying melhodology for eshmetmg {uiure cEalms reires ona rotlmg 5 year average of ciarms experience, adjusted by
“Judgement abaut the impact of policy.changes, spedial analysrs of large claims and other key developments that would affect the
:evolution of claims for past policy.years. The' methodology was modified in 2001.to improve Iis predictive capability for claims. The
enhancement allows for oulslandlng clarms irabrl:hes to be calcu!a!ed for each of ihe ihree (3) types of .cover provided under Ihe
BSA’s poltcaes e . .

In caleulating the outstanding clalms Ilablhty. ihe melhodology mcludes adjustments for Iarge claims, rmpact of known policy
changes, professtonal 5udgemem and a contmgency rnargm The eonhngenoy margm is included to al!ow for ‘uncertainty of the
liabllity estimates. _ Soo

In estimating the development of the clalms {he methodology prior o 2001 was based on the aggregate claims data across all
three claim types. The methodology was modified in 2001 to analyse the three main elements of insurance cover separately. itis
expected that this will improve the predictive capabrhty of the methodology

Forward Estimates

The actuary also advised that forward estimate provisions are pro_vided separately from the ouistanding claims liabllity calculation.
The forward estimale provisions provide estimates of the outstanding claims lability for up to 5 years inlo the fulure. In providing
the forward estimale provisions, the actuary provides the Board with a sensitivity analysis of different levels of future claims,

The forward estimates are prepared to assist in determining appropriate premiums.
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Box 3.1 CONTINUED

. -1 Non compieilon clarms by developers

8. Esce!alrng non»cempletron beneﬁis

'-Govemment rejecled a proposal lo limlt non-ccmpleilon benef] ts

Premium Ad;ustments

‘BSA has ;ncreased premlums on two occasions in recent years These increases have been made lo iake account of changes in
policy condmons and the 3arger ihan expected clalms experrence > : B . : ; L

The component of lhe premlums thalt covers lhe msurance risk wes increased by 15% in 1999 at the trme of an increase in: 1he ._-
maximum insurance benefit to $200,000. - This_ increase. took account of an antlcrpated increase in ciatrns cosis due fo ihe_ _
rnlroduclron of the hlgher Iimit as well as the lhen recent experrence of the Insurance Fund. . . .

On 1 July 2001 BSA aga:n rncreased premrums as: a result of. adverse developmenls in. Ioss rallos An addmonel factor which
created pressure on ihe scheme in 2000/01. was the pre-GST building boom and the financial failure of many contractors once the
-marketl retracted. ‘This fact, whilst reoogmsed as a one-off event, impacted heawly on the projecled loss ratios for the scheme, The
ccurrent premivums charged by BSA have been set to achleve a loss rai:o of no more ihan 80% end prov;de for both the fulure and lo
pamally offset the delenorallcn of exrsilng penods L . : : .

BSA pro aclrveiy momlors its ciaims ex erienoe and modrﬁes llS insurance pciicy to reduce exposure frcm unnecessary risks An
2001t idenirfed three areas of nsk o : R RN . :

:'. ' 2, Deposﬂ ciaims in excess of depos:ts Ilrnlted by olher Eeglslalron

E Analysls of the effect of rernovmg the nsl-c assocraled wrih 1 and 2 was ani:clpated to impacl posllrvely on loss ratics by 5%-7%

‘BSA further recognised ihat by Jimiting 3 to a claim maximum of 20% of coniract price, a further 5% redugtion in loss ratios could be
achleved. -Changes :have been ‘made ‘to’ the ‘current Insurance Policy fo remove the nsks idenlrfeci in 1 and 2, However

.BSA is currenily rev:ewmg the basrs agalnst whrch it protecis consumers and conlreotors for. subsrdence losses This eiemenl of
‘the poilcy coverage ultrmateiy resulls in 1/3 of ihe clarm expense and is regerded by BSA asits mcst cntrcat exposure .

'-'-The BSA recogmses there are. rlsks assomated wrih the operatron of this i insurance scheme and to dlversrfy r;sk offsels 75% of the -

: ~claims liability through reinsurance. - The remaining. 25% is self- insured crealmg a limited risk thal relles on insurance fund reserves

~if loss ralios exceed 100%. The exposure is’ however only 25% of the expense that ulilmaiely exceeds 100% of the premrum pool

Cplus inierest earnrngs

With revision of the acluartai analysns methodology. modli"caircns tc msurance polrcy parameiers and |ncrease in undenvnimg g

- premium, BSA and lts actuaries are:confident the scheme will refurn prof itable. ‘years and build Its free reserves This philosophy is

independently endorsed by the actuanes of the reinsurance companies backlng BSA

Source:  Building Services Authority advice.

The methodology was modified in 2001 to improve its predictive capability for
claims. A key modification was the analysis of the three main elements of cover
separately. In the 2000/01 actuarial report the outcome for that year’s claims against
10 underwriting years from 1990 to 2000 was 34 per cent in excess of that
anticipated. The BSA has attributed this negative result to the combined effect of the
GST and the introduction of more stringent financial requirements for licence
renewal. The overall average projected loss ratio for these 10 underwriting years is

S

104 per cent.

We note that a more conservative approach has subsequently been adopted and also
that the BSA is taking a pro-active approach in trying to identify and control risk. We
also have been advised that the BSA and its actuaries are confident that, with the
revision of the actuarial methodology, modifications to insurance policy parameters
and the recent increase in the underwriting premium, the profitability of the scheme
will improve and reserves will be built up.
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Taking all of the above
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concerned that there is
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claims that will place
pressure on net asseis
and/or premiums

However given the recent history of the scheme, the pre-GST building boom and the
comprehensive nature of the scheme we think it is reasonable to express a concern
about the risk of further claims escalation.

One concern we have is that it is important to recognise that the use of a 5-year
rolling average supplemented by judgement may not be sufficient to take account of a
substantial escalation of claims in the last 1-2 years of the rolling average unless a
substantial judgemental adjustment is made. Other key aspects of the methodology
include the use of a contingency margin and the assumption that the experience of the
scheme will not worsen in the future. The contingency margin is applied to the
central estimates of the Habilities to provide for outcomes within a certain confidence
interval (usually up to 90 per cent), i.e. to allow for a particularly bad outcome in a
specific year. The contingency margin has been similar for several years. This is not
unreasonable provided the central estimates are robust but we cannot determine the
reliability of the central estimate based on the information provided and in particular
the extent to which judgemental factors have been applied. This is particularly
important given the assumption that the experience of the scheme will not worsen. In
this respect, it is important to recognise the apparent paradox that as the BSA does a
better job of informing consumers this can induce a higher incidence of claims.

It is also relevant to recognise that an additional factor that will create pressure on
financial returns or future premiums is that the pre-GST building boom was
interpreted to be a one-off factor in terms of the likely future escalation of claims.
The inclusion of the immediate GST-related experience in the actuarial analysis
results used for the projection of claims means that projections have proportionately
increased due to the use of compounding claims development factors in the analysis.
We have been advised by the BSA that this would mean that the ultimate outcome
will be within predictions. We do not have sufficient information or the expertise to
assess fully the reliability of the actuarial methodology but, based on the information
we have had access to, we consider that it is reasonable to express a concern that
there may be a substantial risk of further escalation in claims that will place further
pressure on net assets and/or premiums. Although the scheme is expected to achieve
good profitability in 2001-02 we consider that the prospect of a weakening in
building activity needs to be monitored along with claims experience over the next
two years,

Due to the lack of data, it is not possible to make direct comparisons of the financial
performance of the Queensland home warranty insurance scheme with interstate
schemes. However, it is well known that interstate schemes have recorded poor
profitability over recent years and this is a contributing factor to recent premium
increases.

For example, in the Sydney Morning Herald (3/12/2001, p. 4) it was reported that —
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“The Deputy Chairman of Aon Risk Services, David Farrell, says premiums are
far too low in NSW, given the level of benefit. Over the last four years, for
every $100 we have taken $142 is paid out,” he said.

Mr Farrell predicts “significant price increases in 2002 which could range up
to 100 per cent”.

Others in the industry say 100 per cent for increases will not go close fo
covering the real risk”,

Informal advice from representatives of the insurance industry confirmed high loss
ratios for home warranty direct insurers and reinsurers in recent years. As a result
premiums more than doubled in major interstate markets in early 2002. The context
of these increases and impacts of recent changes to the statutory product were
discussed in section 3.6 above,

Although direct comparisons with interstate home warranty insurance providers
camnot be made it is possiblé to make comparisons with the financial performance of
direct insurers for all insurance products in the Australian market. This can give an
approximate guide as to industry standards and expectations in insurance generally.

Table 3.5 compares estimates of loss ratios, operating expense ratios and rates of
return for the BSA to the same measures for direct insurers in Australia (i.e. all direct
insurers for all forms of insurance products).

TABLE 3.5 AVERAGE LOSS RATIO, OPERATING EXPENSE RATIO AND RATE OF RETURN

6 year average loss ratio (1995-2000) 82 125

2 year operating expense ratio (1999-2000) 26.5 31.5°
6 year geomelric average after tax rate of 8.8 21.0°
return based on start of period net assets

(1995-2000)

a 2000 and 2001 for BSA
b 7-year average for BSA for 1994-95 to 2000-01

Source:

The six-year average
claims to wrilten
premiums ratio {loss
ratio) for direct
insurers is 82 per cent
compared with 125 per
cent for the BS54

BSA various annual reports and advice, NSP Buck (2001) and APRA (2000)

The six-year average claims to written premiums ratio (loss ratio) for direct insurers
is 82 per cent compared with 125 per cent for the BSA. It is noted that when
allowance is made for the recent premium increase for the BSA, the average loss ratio
would have been around 70 per cent. However this is not of much comfort as the
premium did not apply, significant losses have already been incurred and we consider
there is a prospect of claims growing in excess of those projected.
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The six-year after-tax
rate of return for direct
insurers for all
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Australian market was
8.8 per cent

The fnsurance Council
of dustralia has
established a General
Insurance Code of
Practice

The scheme is widely
considered to be a very
effeciive form of self-
regulation but the
terms of reference
currently do not cover
home warranty
insurance

The two-year average operating expense to gross premium income ratio for direct
insurers was 26.5 per cent compared with 31.5 per cent for the BSA. It is noted that a
proportion of the BSA shop front services would be included in the expenses but this
is also reflected in the revenue and the revenue is also inflated by the subsidy paid to
the Queensland Building Tribunal and the General Fund of the BSA in this period.
Adjusting for these factors would suggest a higher operating expense ratio for the
BSA on a like-for-like basis and that there is room for efficiency improvements.

The six-year after-tax rate of return for direct insurers for all products in the

“Australian market was 8.8 per cent. This compares with a return of -21 per cent for

the BSA (note the BSA does not pay any corporate income tax or tax equivalent so
the BSA return is effectively on an after-tax basis).

3.9 (GENERAL INSURANCE CODE OF PRACTICE

To help evaluate interstate experience and reform options it is useful to provide a
brief review of the General Insurance Code of Practice.

The Insurance Council of Australia has established a General Insurance Code of
Practice that is administered by the industry-established Insurance Enquiries and
Complaints Ltd. The General Insurance Code of Practice entails improving customer
service standards and providing for a low cost non-litigious mechanism for handling
disputes., The code covers all products covered by the Insurance Contracts Act 1984.

The dispute resolution mechanism is a free, national two-tiered service. The first tier
is an enquiry and advisory service where consumer consultants liaise with
policyholders and insurers to try to resolve disputes. The second tier involves
determination by an Adjudicator, Claims Review Panel or Referee depending on the
nature and complexity of the claim. Determinations are binding on the insurer but not
the consumer who still has recourse to the legal system if they are dissatisfied with
the determination. The scheme is fully funded by participating insurers.

The scheme is widely considered {o be a very effective form of self-regulation
(Tasman Asia Pacific 2000), However currently its terms of reference do not cover
home warranty insurance. It is noted that a recent review of the home warranty
insurance scheme in Western Australia recommended including home warranty
insurance in the terms of reference. This is a matter for the Insurance Council of
Australia to decide and it is likely to be raised as part of the current national review of
home warranty insurance schemes. '
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A licence is required to
undertake building
work worth more than
31,100

There are move than !
100 license categories

The BSA has proposed
a number of licensing
reforms

4 LICENSING

4,1 NATURE.QOF THE LICENSING SYSTEM

Under the Building Services Authority Act a license is required by an individual or
company seeking to undertake building construction work in excess of $1,100 (ie any
building construction work in excess of $1,100 must be undertaken by a licensed
individual or company). The term ‘building construction’ is broadly defined and
includes, for example, new construction, renovations, alterations, extensions,
improvements or repair, provision of lighting, water supply, air conditioning,
sewerage and drainage, any site work including retaining structures, installation and
maintenance of fire protection and the preparation of plans.

There are two types of licenses: (1) for contractors who wish to contract .directly with
the public or other contractors; and (2) for supervisors, who can supervise but not
carry out building work., Licensed supervisors cannot contract but can do the
physical work while employed by another licensee. Applicants must meet two
requirements to qualify for one of the classes of higher skilled licenses: (1) technical
qualifications — an appropriate frade or degree course; and (2) experience — two years
of suitable practical and supervisory experience. Some lesser skilled license classes
do not require technical qualifications.

All builders, trade contractors and subcontractors undertaking work above the
minimum value must be licensed. The only exemption from licensing is provided to
employees who can only be engaged on building work by a licensee.

There are more than 100 license categories that differ in their skill requirements and
associated atlowable work, There are a number of broad license categories that
typically would be held by tradespeople that have completed their apprenticeship and
can cover most tasks of the trade. There are also a series of narrower categories
within a trade that are intended to provide access to lesser skilled individuals. For
example, a fully qualified painter and decorator would normally qualify for a Painting
license. But someone with 2 years of appropriate on-the-job training could, upon
certification at a recognised training agency, qualify for a Painting Restricted to New
Domestic Buildings license, or perhaps a Painting Restricted to Repainting Domestic
Buildings license.

The BSA has recently completed a license review and is understood to favour a
collapsing of the current number of license classes from 106 to 57. One of the
motivations for the reduction in license numbers is the nced to align the licensing
framework with the formal training regime overseen at a national level by the
Australian National Training Authority. An expected reduction in the future
availability of training courses is one factor behind the proposed rationalisation.
Implementation of the BSA recommended reforms is proposed for mid-2002.
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Limits are placed on

the allowable turnover

Targets are set for net
tangible assets and
liguidity

Financial reporting is
tighter for larger
licensees

Annual license fees
apply

The license restricts the allowable maximum turnover of the licensee to pre-set
turnover categories, The BSA has advised that around 70 per cent of license holders
are in the two lowest categories of $0 to $75,000 and more than $75,000 to $250,000.
The subsequent thresholds for other license categories are $0.5 million, $2.5 million,

$10 million, $25 million, $50 million, $100 million and $200 million, where the

allowable maximum turnover of an individual licensee can fall within these
thresholds. Sales up to 10 per cent more than the allowable maximum turnover are
allowable but the BSA must be notified of any sales over the 10 per cent mark with
an adjustment sought to the license category.

Target levels of net tangible assets and liquidity ratios apply. Contractors (other than
builders) with a trnover of less than $75,000 per annum must have at least $5,000 in
net assets. Trade contractors and building designers with a turnover of between
$75,000 and $250,000 per annum and builders with a turnover of less than $250,000
per annum must have a minimum of $15,000 in net assets. Builders/contractors and
building designers with a turnover of less than $250,000 can satisfy the financial
requirements by signing a statutory declaration that they satisfy the requirements.

~ Larger builders and trade contractors must hold a prescribed level of net tangible

assets based on a formula, This sets the ratio of net tangible assets to maximum
allowable tumover from around 2 to 7 per cent. Financial monitoring is to be
conducted and reported on annually for the smaller of these builders and trade
confractors (ie those with an allowable annual turnover of between $250,000 and
$500,000), where the reporting increases in frequency such that quarterly reports are
required for the largest operators. For licensees with an annual allowable turnover of
up to $10 million independent review reports are required (eg as prepared by an
accountant), with audit reports required for larger operators. A liquidity ratio of at
least 0.8 to 1 must also be met by licensees with an allowable annual turnover of
more than $250,000,

A number of additional financial conditions also apply. In particular, a reduction of
10 per cent or more in net tangible assets must be notified within 10 days of the
reduction occurring and most licensees must also hold professional indemnity
insurance (or similar).

Licenses must be renewed annually with the level of annual allowable turnover
determining the initial application fee and annual license fees. License application
fees range from $210 to $450 for an individual contractor’s license, and from $350 to
$750 for companies. Annual renewal fees range from $160 to $360 for an individual
contractor’s license, and from $320 to $720 for companies. Both the application fee
and the annual fee for a supervisor’s license is $120. Owner-builders require a
permit, which costs $114 for work valued below $11,000 and $229 for work above
this value. Various minor fees also apply. |
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Jfor dispute
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are the main rationale
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signal of quality

Both homeowners and
commercial buyers

benefit

‘There are two other features of the licensing system of note. Firstly, all licensees
undertaking domestic building work for a fee must have in place the statutory home
warranty insurance provided by the BSA. Secondly, the licensing system is backed-
up by a dispute resolution system. This provides the buyer the right to seek BSA
assistance in correcting defective work undertaken by a licensee within a period of 6
years and 3 months from the date of completion. This dispute resolution system is
integrated with the insurance system and the management of contractual issues
through the Queensland Building Tribunal (see Annex J for a summary).

4.2  RATIONALE FOR THE LICENSING SYSTEM

The main economic rationale for licensing is the need to overcome the information
failures facing consumers. Homeowners face problems in gaining an understanding
of the quality of work of a builder or contractor. They may address this problem by
seeking references for a contractor or learning from the experience of friends or
acquaintances. Homeowners may also make their own personal assessment of the
integrity of a supplier or rely upon quality shown at displays.

However this may not provide sufficient information to ensure they engage a supphier
that can provide adequate quality or enable them to monitor the quality of work
undertaken. Home owners may not know enough people with relevant past
experience, and in providing references the supplier may hide the poor quality jobs.
And there are also limits on the value of information on past performance. A supplier
may have previously supplied a good quality-product, but may be lax on one job or
intentionally seek to cut quality on one job (eg so as to provide a short term boost to
profits during a cash crisis). There are also technical aspects of building that can be
difficult for a non-expert to assess and some problems may only become apparent
after considerable time has passed.

It is lkely to be the case that some form of licensing will be required to effectively
address the problem faced by consumers in obtaining adequate information.
Licensing provides a signal of quality, an indication that a supplier has been
confirmed as holding the skills required to undertake certain work. This helps a
buyer choose between good and poor quality service providers. The licensing
arrangement in Queensland has the added benefit of providing a low cost dispute
resolution process. This means that a homeowner can have some confidence that the
licensee will be required to meet reasonable quality standards even if work is initially
below standard.

In summary, the transactions costs of identifying quality and rectifying problems can
reduce the effectiveness of market mechanisms and provide an important efficiency
argument for the use of licensing as a signal of quality.

Commercial buyers of building services can also benefit from the improved
information available from licensing on the technical quality of suppliers. However
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the need for licensing is unlikely to be as strong for commercial buyers. Such buyers

“are more likely to hold relevant technical expertise, or have the funds to engage

expert advice, and are likely to be engaged in the market more frequently such that
they are better placed to obfain information. They are also likely to be more
commercially astute and take better actions to safeguard their interests.

The better quality builders, trade contractors and subcontractors benefit from the
improved information as buyers will be better able to distinguish and reward good
quality work. This can help prevent the erosion of quality standards and an undue
focus on price in decision making — factors that can, under certain conditions, lead
to inefficient market outcomes.

There are also information problems faced by builders and trade contractors in
dealing with subcontractors. Licensing may help the selection of appropriately
skilled subcontractors by reducing the costs incurred in obtaining information on
capacity and avoiding the cost of correcting poor quality work. This would tend to
benefit builders, trade confractors and appropriately skilled subcontractors.

Licensing can also provide buyers, both homeowners and commercial buyers, some
assurance on the financial standing of licensees. A buyer would tend to have even
less information about the financial capacity of a supplier to complete a project than
they have on technical capacity. Financial standing can change rapidly and generally
cannot be assessed by a buyer because the information is confidential or hard to
obtain. For example, a builder could develop a good reputation but then face
problems as a result of over-commitment, unexpected costs or a general downturn in
the market. The financial conditions of licensing may help in this regard by ensuring
a minimum financial standing is met. The information problem addressed by the
financial conditions may be even more important than the technical quality problem.

The financial conditions have also been presented by some parties as a means of
dealing with the security of payment issue. A subcontractor or supplier can face
similar problems to buyers in assessing the financial standing of a builder or
contractor and their ability to pay for goods and services provided. Specifying
minimum financial standards can be seen as an assurance that there is at least some
capacity to pay such that suppliers need not seek out financial information. It may
also be argued that the market failure of externalities is corrected by such financial
standards. In this case the externality is a cost imposed on a third party arising from
the failure of a builder or contractor to pay.”

Note however there is no externality if the risk of non-payment is adequately factored into prices. It would be very surprising if

the market had consistently failed to learn from past experience and failed to make any allowance for risk in its pricing,
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4,3  KEY MESSAGES FROM THE INTERSTATE COMPARISON OF
LICENSING SYSTEMS '

The requirements for the licensing or registration'® of builders vary considerably

between the states and territories of Australia. In the small markets of Tasmania and
the Northern Territory there are no license requirements, although Tasmania has draft
legislation in place to require licensing of builders. There are, however, certain

- legislative controls on the industry in each state and territory. The various Acts and

Regulations in each jurisdiction are listed in Annex E. Most jurisdictions are
changing their legislation, regulations and building control practices, in some cases as
a result of the National Competition Policy (NCP) and its application to the building
industry. Consequently, a review and comparison between jurisdictions is made
difficult by the changing regulatory and administrative landscape."

Licenses and License Classes

The number of license classes varies from more than 240 in New South Wales to
none in Tasmania (presently) and the Northern Territory. It is generally recognised
that there is a need fo move to fewer license classes where there are currently many.
For example, New South Wales is in the process of reducing the number of license
classes to the 30-40 range,

The arguments against a large number of licenses include that it results in an
excessive level of specialisation that might be anti-competitive if skills are narrowly
defined. The costs confronted by contractors will also be increased if they are
required to adhere to a plethora of licenses. Many license categories might also
increase consumer costs because a greater array of tradespeople are required for any
construction task. Consumers are also likely to find such a system confusing and
lacking in fransparency.

Conversely, some degree of license categorisation provides consumers with
protection because building tasks are performed by tradespeople with the requisite
skills, This relates also fo the grading of licenses according to skill that does not
occur in some jurisdictions. But it is generally felt in these states that grading would
support quality through, for example, separating specialist commercial builders from
specialised home builders.

" The legislation in some states refers to ‘licensing’, while in others it refers to ‘registration’, ‘Licensing’ is used as the generic
. ternt in the remainder of this section.

il

While every cffort has been made to gather the most recent and up-to-date information, a caveat on the material presented on the

interstate review is that some might go quickly out-of-date, and some changes may have been implemented about which we were
not informed. In some instances personnel from various government and industry bodies were reluctant to provide information
because it was still in the preparation phase and/or was considered confidential.
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Quality Assurance

Quality assurance is normally a prime reason given for the development and
implementation of a licensing system for building contractors. Yet participants in
some states suggest that such an outcome is not necessarily achieved simply as a
result of having a licensing system. That is, poor outcomes occur even with
regulation. A number of reasons underlie the failure of such systems to ensure
quality outcomes.

First, the relationship between warranty insurance, provided by private insurers, and
licensing is scen by some as tenuous. They argue along the following lines. Insurers
arc focused on the financial position of builders and apply a number of tests to ensure
the viability of the business when assessing an insurance application. In some states
provided the insurance is approved it is relatively easy to gain a building license.
Consequently, there can be a problem when consumers believe that a building license
ensures a certain level of technical competence, which it may not.

Second, there may be little or no linkage between those responsible for building
inspections — such as local Council inspectors — and the licensing authority. Feedback
to the authority on the capability of individual builders is compromised in this
situation and there may be no challenge to the renewal of the license of those who
regularly do poor quality work.

Third, detailed information on the performance of individual builders is generally not
available to consumers. However, some states have foreshadowed the establishment
of database systems that allow consumers to check the record of builders.

Tourth, and related to the above two points, the level of checking of builder’s
qualifications, experience and training to stay abreast of new developments at the
time of license renewal — as distinct from the original application for a license — is
minimal to non-existent in a number of cases.

Finally, it was argued there was insufficient monitoring of the performance of
licensees by the licensing authorities once a license is granted. This is usually related
to a lack of resources, both financial and human. In Western Australia this problem is
now being addressed by charging a $30 levy on every building approval, with all but
a $5 collection fee transferred to the Builder’s Registration Board to support
monitoring and dispute resolution.

In Tasmania and the Northern Territory building licenses are not required and it
might be concluded that quality will suffer accordingly. However, this is not
necessarily the case for two reasons. First, the small size of the markets means that
there is social pressure to perform well. And secondly, in the Northern Territory
Building Certifiers are responsible for ensuring buildings comply with the Building
Act and Regulations. Nonetheless, the focus of Certifiers is structural integrity,
(through five separate inspections during construction), so the problem of overzll
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quality is not specifically addressed. But this does indicate that it might be possible
to have a system where builders are not licensed but nonetheless are required to meet
quality guidelines. '

Licensing Criteria

The key criteria relate to financial status and technical competence. Because
warranty or indemnity insurance in all states and territories other than Queensland
and the Northern Territory is provided by private sector insurers, financial scrutiny is
undertaken by insurers. Feedback from other jurisdictions indicated that the
assessments applied by insurers were more comprehensive and rigorous than those
likely to be applied by government agencies. In some states there is also an element
of financial testing applied by the licensing/registration authority, but the criteria tend
to be undefined and the tests not particularly stringent. A common statement was that
the insurance companies are the specialists in this area and financial status
assessments should be left to them. '

A perceived weakness of the financial criteria, where applied as a requirement of
licensing, is that the ratios applied tend to be accounting ratios that are normally
simply used as a guide to the financial status of a company at a particular moment in
time. They-do not take account of matters such as past and expected cash flow or
business performance over a period of years. Insurance companies again are seen to
be more proficient in applying meaningful financial tests to building contractors.

In all jurisdictions where licenses are required evidence of technical competence is
listed as a criterion to obtain a license. This can take the form of certain formal
qualifications, trade references and/or competency assessment’ and interview.
Notwithstanding such requirements, the stringency with which they are applied was
reported as highly variable. Building quality is similarly variable, with some states
apparently applying the criteria in a quite lenient manner. The upgrading of skills and
license renewal is related to technical competence and, as previously noted, is often
not subject to meaningful scrutiny. But as a result of the national training agenda,
there will be a shift to nationally recognised competencies and more formal
competency-based accreditation processes which should help lift performance in this
area,

The separation of powers for licensing, financial assessment and policing of
performance was emphasised by some personnel from other states. The potential for
conflict of interest was highlighted as the main concern when such separation does
not exist. '

Dispute Resolution

All jurisdictions have a mechanism for the resolution of disputes between builders
and consumers. In some jurisdictions this has been through a building tribunal
although consumers and builders alike express unhappiness about this system. The
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main reasons are that it tends to be slow, expensive and to deliver outcomes that suit
neither party. Consequently, those states that do have a tribunal are now in the
process of (or have recently introduced) a prior mediation step before taking a dispute
to the tribunal. Normally this is similar to the Queensland approach of mediation in
an attempt to quickly and cheaply resolve disputes, the majority of which appear to be
1‘elative1y minor. '

It was suggested that a mediation system could be undertaken without reliance on a
government agency, perhaps in the way that the Insurance Council of Australia’s
Insurance Enquiries and Complaints system works for general insurance. An
alternative suggested was to accredit a number of individuals or organisations with
building industry skills and experience to act as mediators. The potential application
of the General Insurance Code of Practice was discussed above.

Other Issues

Jurisdictional matters within states were identified as a constraint on the ability of a
licensing system to operate smoothly and provide benefits to both builders and
consumers. For example, in one state there are four government bodies with
involvement in some aspect of the administration and monitoring of licensing.
Consequently, problems of coordination arise that might be avoided if fewer agencies
were involved.

Home-building practices were raised as a matter of concern in some jurisdictions. For
example, in Tasmania some builders enticed owners into signing the warranty
insurance as an ownet-builder, relieving the builder of liability. The move to
licensing is expected to help prevent such activities in the future.

4.4 AN ASSESSMENT OF KEY FEATURES OF THE LICENSING
SYSTEM

Consumer Protection

One of the features of the Building Services Authority Act is the generally high level
of consumer support provided by the dispute resolution process. The mediation
process rests on a mediation overseen by the BSA with consumers provided the
option of taking unresolved disputes to the Queensland Building Tribunal. Our in-
principle appraisal of the BSA system suggests it is both comprehensive and
relatively inexpensive for the consumer to access. This interpretation is supported by
the consultation we have undertaken with the building industry and a small number of
homeowners that have accessed the BSA process.
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The benefits of the Queensland mediation process have also been recognised
interstate. Both New South Wales and Victoria have now reformed their dispute
resolution processes along the lines of the Queensland model (see Annex J).

Each year the BSA’s annual report presents the results from consumer surveys of
their customers’ satisfaction with the agency’s overall performance. Over the last 5
years at least 93 per cent of customers rated their overall personal treatment as
acceptable, the figure rising above 96 per cent in 2000-01. The BSA surveys also ask
customers whether t'hey rate the service as above average. In the four years fo
1999-00, more than 65 per cent rated the service as above average, although this fell
to 54 per cent in 2000-01. Despite the decline in this statistic in the latest year, we
consider the customer ratings of the agency’s overall performance as positive.

A limitation of the BSA customer ratings is that they are based on a survey of only
those home builders that have been though the BSA system. They do not identify
how many consumers are unaware of the BSA and through ignorance have not sought
the assistance of the BSA or those that have been deterred from seeking assistance by
the perceived cost (broadly defined to include time spent, emotional strain, etc). The
BSA system may actually be ‘user unfriendly’ to some consumers., The
comprehensive data that can be used to explore this issue do not exist. However, the
data we have collected from other states/territories on the incidence of complaints
regarding defects points to a high usage of BSA services relative to its counterparts in
other jurisdictions (the data and alternative interpretations are presented in Annex I
and discussed further below). This suggests that the BSA service is readily accessible.
and widely known. '

Some doubts were experienced in consultation as to the extent to which consumers
rely on the information provided by licensing (ie the certification of quality that
licensing provides). Builders consulted routinely reported that they are only
occasionally asked by homeowners to show their license. This may suggest that
homeowners do not use the license as a sign of quality and instead prefer to rely on
recommendations, an examination of a licensees past work etc. But it is also possible
that homeowners ascertain from advertising whether a builder or trade contractor is
licensed (a licensee is required to record their license details when advertising) or
from a contractors quote (a letterhead will normally show the license number) and
therefore may have no need to request this information from the licensee,

An important issue is whether the system provides enough information to consumers.
Consumers can conduct a search of BSA records of the number of directions issued
against a license holder. But a direction is only issued when the builder cannot or
refuses to correct a defect. A builder can for example record a very high incidence of
defects but as long as these are corrected before a direction is issued there will no
adverse record against the builder. As a general principle a good builder will have
less complaints (ie dispute notification forms) than a bad builder (per unit of work
done), but information on the number of complaints is not made available to
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The system probably
Javours consumers

We conclide the BSA
provides a high level of
consumer protection

Defects are spread
across many trades

consumers by the BSA. It is understood that other jurisdictions are considering ways
of providing consumers more information on licensee performance.”_

During consultation building industry representatives routinely argued that the BSA
system is weighted in favour of consumers. They argue that a BSA inspector faced
with a complaint and a potentially anxious consumer will be inclined to favour the
consumer, The builder or licensee on the other hand faces the prospect of: being
diverted from other work to respond to complaints; a direction being issued which
becomes a ‘black’ mark against a licensee; the potential suspension or loss of their
licence for not correcting a defect upon the BSA’s direction; and, if they wish to
object to a BSA decision through the Queensland Building Tribunal, a $200
application fee plus costs. Building representatives argue that the least cost solution
is often to comply with any direction from a BSA inspector even if it is considered
unreasonable. It appears that some builders adopt the policy of automatically
correcting any complaint made by a home builder even before it reaches the BSA.
We see the industry arguments that there is a bias in favour of consumers as
plausible.

Our overall assessment is that the BSA system provides a high level of consumer
protection by Australian standards and this system is probably the main strength of
the BSA Act. The benefits for consumers appear to arise largely from the provision
of a low cost dispute resolution system rather than from the use by consumers of
licenses as a signal of quality. Nonetheless, there are opportunities to further improve
the effectiveness of consumer protection in particular by reducing the incidence of
problems in the first instance through tmproved information flows.

Maintaining the Technical Quality of Work

An assessment of the effectiveness of the licensing regime in maintaining adequate
technical standards is hindered by the very limited data available on the technical
performance of the Queensland or interstate building industries. Nonetheless some
useful observations can be made.

One important observation in favour of the BSA system is that defects in Queensland

.are spread across a range of tasks and there is no obvious concentration of defects

within a particular trade (sce Table 4.1). It is reasonable to expect at least some
examples of poor workmanship even when technical standards are set correctly. The
broad distribution of defects across trades gives some confidence that there isn’t a
systematic failure to set reasonable minimum technical standards for a particular
skift.”

12

Some industry representatives argued against providing more information on complaints as it could lead to a licensee’s

reputation being damaged by unfair accusations (and potentially be defamatory), However it is difficult to see how this would
be the case if information was only provided by complaints heard by the BSA, and information was also provided on the number
decided in favour of the licensee, the home builder or those that were withdrawn.

A potential cause for concern is the apparently high incidence of subsidence problems in Queensland. This may suggest there is

a failure to ensure that acceptable standards are in place for work on footings, slabs, etc (ie. work of a type that is likely to lead to
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There is a relatively
high incidence of
complaints in
Queensiand

It is wnclear whether -
technical standards are
relatively high in
Queensland

Rising insurance
claims are a concern

A second observation that is not so encouraging is that we have been unable to find
clear evidence either through consultation, from the work of others or industry data
that the Queensland system has been successful in raising technical standards, One
way relative performance can be assessed is by examining the number of complaints
made to the BSA and its counterparts in other jurisdictions relative to the level of
building activity. If the incidence of complaint was low in Queensland compared to
other jurisdictions, it would be reasonable to conclude that technical standards are
relatively high in Queensland.” However, comparisons we have been able to make
point to the opposite. That is, there is a relatively high incidence of complaints in
Queensland (see Annex I).

There are two possible explanations for this finding of a high incidence of
complaints. One is that technical standards are relatively poor in Queensland. A
second explanation is that the Queensland dispute resolution system is more effective
than those available interstate and hence attracts a higher incidence of complaint. As
our assessment is that the Queensland dispute resolution system is relatively
effective, this is a plausible explanation. But it could also be that technical standards
are low in Queensland.

In this respect, of concern is the upward trend in the value of claims made under the
BSA insurance system (as discussed in Section 3). In part this can be explained by an
expanding and comprehensive coverage of the insurance system. But it is also
consistent with the presence of poor and deteriorating technical standards."”

subsidence when below standard). However, the subsidence issue is a complex, detailed matter and we are unable to form a firm
opinion as to whether the incidence is unreasonably high and whether poor technical standards are a contributing factor.

It is possible that the number of complaints can be low if the process for making complaints is weak and either prevents or deters

complaints being made. However our assessment is that the Queensland system performs well in this regard. As discussed in
Annex I, a high incidence of complaint can be attributable to either easier access to the complaints mechanism or a high ‘real’
incidence of poor workmanship. For this reason, it is not possible to conclude that high incidence of complaints necessarily
indicates an overall low standard of workmanship,

It may be passible to explore the potential contribution of declining technical standards by examining the record with respect to

particular defects. However the detailed data required for such an examination were not available.
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TABLE4.1 THE TOP 20 DEFECTS OF 2000-01

w e N AW N A

N =2 a2 a2 A A S A
S W e N s W N - O

Walliceiling internal plasterboard (cladflining) 154 4.8

Shower recess (w/proof) 1414 4.4
Roof flashings (RW plumbing) 118 3.7
Ftoor ceramic (tiling) 114 3.6
Driveway/path - concrete (I/scaping) 106 3.3
Paint external - application (painting) 100 S.i
Window/door timber - install {join{/fin) g1 2.9
Paint internal — applications (painfing) a0 2.8
Window/door Alum - install {joint/fin) 88 2.8
Stairs and halustrade (joint/fin) 71 22
Stee! sheet (roof cover) 66 2.1
Footings (foundations) 85 2.0
Cther {waterproofing) i 65 2.0
Gutledng — eaves 64 2.0
Termites - chemical barrier 57 18
Floor slab (foundations) . 56 1.8
Other (misc) 53 1.7
-Strip (flooring) 51 1.6
~ Wall installation 50 1.6
Downpipes (RW plumbing) 43 1.3
Other 1,547 48.5

Total 3,189 100.0

Note:

Source:

The BSA is concerned
at the level of
unlicensed contracting

Based on defects as identified in directions issued

BSA

It is worth noting that the BSA Act is not the only piece of legislation seeking to
maintain building standards in Queensiand. In particular, compliance with the
Building Code is dealt with under the Building Act by parties other than the BSA.
Local authorities or (in some cases) private certifiers are responsible for inspecting
building work in progress and ensuring that work is structurally sound. A weakness
in technical standards in Queensland could be attributable to a weakness in the
implementation of the Building Code (which is outside the scope of this PBT).
Howéver, the main defects assessed by the BSA appear to be non-structural
suggesting there is not a high occurrence of problems arising from poor structural
work.

A third important observation is that the licensing system appears to allow a
significant level of non-licensed activity. The BSA conducts around 2,000 site visits
a year to check the operation of unlicensed operators. In around 10 per cent of cases
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Our survey found
substantial competitive
pressures fron
unlicensed operators

Unlicensed operators
may erode quality
standards

unlicensed contractors are identified.’® As summarised in the BSA’s 2000-01 annual
report —

“Unlicensed contracting remains a significant industry issue because of the
adverse consequences for those that contract with unlicensed operators.
BSA believes that a typical unlicensed contractor is often inexperienced,
unable to demonstrate basic technical competencies or meet the financial
criteria required to hold a license.” (p. 19)

For the purposes of this review we conducted a survey of 100 licence holders.
Almost half of those interviewed reported that the industry is subject to substantial
competitive pressures from unlicensed operators (see Annex G). A slightly lower
share reported that they themselves are subject to substantial competitive pressures
from unlicensed operators. This is further confirmation that there is substantial
activity from unlicensed operators.

There are two important implications of what appears to be a relatively high
incidence of unlicensed operators. Firstly, complaints to the BSA are focused on
licensed operators — a large number of building problems may go unrecorded and
unaddressed. So the favourable assessment of the BSA outlined above may be too
optimistic. The second is that the price competition from lesser trained and cheaper
operators may over time erode the technical standards of even licensed operators (eg
as they seek to cut costs in order to compete). It is not necessarily the case that
unlicensed operators are poor quality service providers.'” But it is reasonable to
expect that they are more likely to cause problems than licensed operators.

The licensing system appears to allow considerable activity from unlicensed
operators, and this suggests that there is a significant level of building activity
unconstrained by the BSA technical standards. This demonstrates the limits on the
effectiveness of licensing in the building industry.

Industry regulation needs to be designed with the assumption that it cannot
effectively control all building activity. An attempt to control all levels of activity is
likely to ensure the better operators comply, particularly those operators that feel
obliged to abide by legislative obligations. But such an operator is actually
disadvantaged by extensive 1'egulation because their non-complying competitors are
not constrained. The poor operator is actually favoured and will tend to expand at the
expense of the better operator. In this way, extensive regulation can actually
undermine technical standards. This is a perverse side effect of regulation that should
be guarded against.

16

A number of industry participants consulted advised of their concern that the BSA does not do enough to identify and'slop

unlicensed operators.  They point out, for example, that it has been previously suggested to the BSA that they could more
effectively identify such operators by examining those advertising in focal papers, but the BSA has not acted on this advice.

For cxample, personal relationships, social pressures or the personal commitment of the unlicensed operator may provide

sufficient incentives to perform.
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There may be a case
Jor licensing engineers
under the BSA Act

Strict financial criteria
only applies to
Queensland licenses

But the system is
inflexible

And does not impose
the highest restrictions
on the highest risk
licensees

One of the advantages of the licensing system is that it provides a mechanism for
excluding poor operators from the building industry (for work above a certain level).
This helps maintain technical standards in the industry. However this mechanism is
not present for engineers despite the substantial insurance liability that may be
created through their role in dealing with matters that may contribute to subsidence.
In Queenstand engineers are not licensed by the BSA and instead are registered
through the Professional Engineers Act 1988. The BSA has no standing under this
Act and cannot take direct action to prevent the operation of a poorly performing
engineer. It is also recognised by the Board of Engineers that it is difficult to take
action under the Act against poor performers (and this is being addressed via
legislative amendment). This has the potential to contribute to a deterioration in
technical standards. In Victoria and the Northern Territory, engineers involved in
building are overseen by the equivalent of the BSA, and it appears likely that similar
arrangements need to be considered for Queensland such that engineers are treated on
a similar basis to most other skills used in building. It is understood that the BSA is
now developing proposals for the licensing of persons providing design and related
services for residential building foundations.

Ensuring tlie Financial Standing of Licensees

The Queensland licensing system has the most extensive financial requirements of all
Australian jurisdictions. Australia-wide the industry norm is that the financial
standing of those undertaking residential work are dealt with by the providers of
home warranty insurance and little attention is paid to those operators engaged in
commercial work. In Queensland, the financial requirements of the license act as the
financial check on those operators seeking home warranty insurance from the BSA.

There are five important weaknesses of the financial criteria set out in the Queensland
license. The first weakness is that the rules based approach of licensing does not
provide adequate flexibility to target the financial assessment on the individual
circumstances of an operator. For example, the same test is applied to both a low risk
and high risk operator of a given size. Some of the important lessons from the
interstate review are that private insurers: tend to more risk-based in their assessment
of financial standing; adopt a more comprehensive assessment than does the BSA
when risk is high and a less comprehensive assessment when risk is low; and are
generally able to apply a more flexible approach than the BSA given that they are not
constrained by fixed, legislative based rules. Qur assessment is that the more flexible
approach adds to effectiveness.

The second important weakness is that the financial requirements set out under
licensing do not place the tightest restrictions on the most risky licensees. The BSA
has described the financial risk profile in the building industry in the following terms.

The licensee of highest risk is the rapidly growing builder. This class of builder tends
to start small, provide a good product and build up their cash flow and business
opportunities. They tend to reach a point where they are able to quickly secure
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And can create a
ceiling on business
expansion

substantially more work. But as they expand rapidly, supervision tends to be
insufficient, they have to carry the cost of cotrecting more defects, cash flow becomes
tighter and they tend to purchase exfra or more expensive equipment they had
previously managed without. They also have a tendency not to expand their
administrative capacity in line with the extra work. It is when they have grown
rapidly to building around 30 to 50 homes a year at an annual turnover in the order of
$5 million a year that the risk of failure is generally highest. In contrast the risk of
failure of the more stable smaller builders and better capitalised and managed larger
builders is much lower.

However, the ratio of net tangible assets to allowable annual turnover for this risky
class of builder identified by the BSA is actually declining and below that for some
tower risk licensees (see Table 4.2 and Figure 4.1)."® This means the Queensland
systems does not penalise risk adequately. In contrast we understand that interstate
financial checks are toughest on these high risk builders.

The third important weakness is that the financial requirements have the potential to
create a ceiling on business expansion for many license holders. Self-assessment is
allowed up to an annual allowable turnover of $250,000. A number of industry
participants consulted advised that self-assessment is not taken seriously by a
substantial share of licensees and amounts to ‘no-rules’. It is understood that around
70 per cent of license holders are within this $250,000 level, such that a large share of
licensee holders may in effect be operating free of any financial restriction. But once
the annual tumover exceeds this $250,000 level the operator is much more
accountable. They must have their financial standing independently assessed, which
means they really must have the required level of net assets and the license holder
would be exposing themselves more to the scrutiny and rules of the BSA. This shift
in scrutiny can create a ceiling on expansion, deterring licensees from growing their
turnover above $250,000. Even the perceptioh of closer scrutiny can create a tight
ceiling on expansion above $250,000.

The problem with such a ceiling is that we understand that the small licensees are low
risk."” This means there are few potential benefits offered by the financial controls on
the smaller licensees, but at the same time the costs are potentially significant.

high risk builders.

The BSA does have the authority to instigate audits on selected licensees bul we are not aware of a systematic targeting of these

Note that there are no data available to assess the level of risk of such licensees. Our understanding is based on consultation

with the BSA and interstate industry participants.
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TABLE4,2 THE REQUIRED LEVEL OF NET TANGIBLE ASS

ETS AND ALLOWABLE TURNOVER

5G2

25,000
50,000
75,000
75,001

162,501
250,000
250,001
375,001
500,000
500,004
1,500,001
2,500,000
2,500,001

© 6,250,001
10,000,000
10,000,001
17,500,001
25,000,000
25,000,001
37,600,001
50,000,600
50,000,001
76,000,001
100,000,000
100,000,601
150,000,001
200,000,000
200,000,001
300,000,001
400,000,000

5.000
5,000
5,000

15,000
15,000
15,000
15,000
24,000
33,000
33,000
81,500
130,000
130,000
255,000
380,000
380,000
505,000
630,000
630,000
815,000
1,000,000
1,000,000
2,500,000
4,000,000
4,000,000
8,650,000

13,300,000

13,333,333

20,000,000

26,666,667

6.7
20.0
9.2
6.0
8.0
6.4
6.6
6.6
5.4
5.2
5.2
41
3.8
3.8
2.8
25
25
2.2
2.0
20
3.3
4.0
4.0
5.8
6.7
6.7
6.7
6.7

Source:

Consultants estimates based on BSA Policies on the Financial Requirements of Licensing
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FIGURE 4.1 THE REQUIRED LEVEL OF NET TANGIBLE ASSETS
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The line shows our stylised representation of how the ratio of net tangible assets to aliowable annual
turnover should vary to match the risk profile facing the industry (as indicated through consultation
with the BSA and interstate insurers). Note that the profile is stylised and average ratio has not been
specifically determined. This means that attention should be focussed on the prefile rather than the
level of the line.

. Consultants estimates based on BSA Policies on the Financial Requirements of Licensing

A sense of the extent of the ‘ceiling’ problem can be seen from our survey of 100
license holders. It was found that that the cost and time required to meet the BSA
requirements is a more important constraint to expanding their business than normal
business constraints (eg finding work, managing extra people). This was shown by
the 36 per cent of respondents, with an annual allowable turnover of less than
$250,000 that reported the time and cost involved in meeting the BSA rules as the
main barrier to moving up a licence category. We see this as an unnecessary barrier
given the available information suggesting that licensees at such low turnovers are
low risk. Based on the survey results it may affect more than 10,000 licensees in
Queensland.

A fourth weakness with the financial requirements is that, for the majority of
licensees with an annual turnover of less than $250,000 per annum, the operator that
pays little regard to the rules is advantaged over the operator that does actually
closely follows the rules. That is, the good operator is penalised. This can actually
contribute to a deterioration in the financial standards of the industry.

A fifth weakness is that the ceiling can lead builders to avoid certain projects that
require substantial raw materials (to avoid higher turnover) or a licensee may be
deterred from undertaking small incidental work on a project, such as variations,
when they are close to the ceiling. These effects may limit the scope for competition
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There are no data to

confirm that the higher

Jinancial restrictions
have been effective

The extent of the
securify of pavinent
issue is unclear

above the ceiling, where such effects may be of most concern in regional areas where
the supply of builders is small.

We have been unable to obtain adequate data on the extent to which the tighter
financial requirements introduced in 1999 have reduced the incidence of business
failure. A reduction in the incidence of failure would be an important benefit to be
considered in light of the above weaknesses of the financial restrictions. The
available data paint a negative picture of the performance of the financial restrictions.
We are particularly concerned at the near doubling to more than $6 million of
insurance claims for non-completion in 2000-01. A key contributing factor cited by
the BSA for this rise was the introduction of the GST.?® The tighter financial
requirements adopted in mid-1999 were seen to contribute to the non-renewal of a
significant number of licences, perhaps as many as 900.2' But even so it appears the
tighter restrictions were unable to prevent a substantial number of financially
vulnerable businesses from continuing,

One of the motivations presented by some industry participants for the financial
restrictions was the need to enhance security of payment. However, we have been
unable to obtain data on the extent of the security of payment problem or if it has
reduced under the tighter financial requirements. The difficulty of obtaining this
information was confirmed by consultation with the previous General Manager of the
BSA who also led the 1997 Implementation Steering Committee on Security of
Payment in the Building and Construction Industry. A recent review of the Victorian
industry by the Security of Payment Taskforce, which examined both domestic and
non-domestic building, commented on the data shortage in the following terms —

The Taskforce was advised in its initial discussion paper of earlier attemplts fo
quantify the security of payment problem. Taskforce members concluded,
however, as did the 1993/4 Economic Development Commitiee of the Victorian
Parliament, that an accurate statistical measure of payment problems is not
possible. The clief reason is that payment difficulties most commonly appear to
result in contractors and subcontractors carrying bad debis. ' Occasionally the
burden of this debt leads fo the company folding, and/or a personal bankruptcy.
At that point the payment problem translates itself into a statistical form but the
Taskforce could nof identify any means by which it was possible fo extract from
the general records of bankruptcies and receiverships how many could be
attributed fo a building and construction industry payment problem. In this way,
conventional statistical measures fail to identify the significance of payvment
difficulties.

Nevertheless, the Taskforce believes that its collective experience points
strongly at security of payment issues being a major concern which urgently

¥ BSA 2000-01 Annual Report, p.16

2 The BSA’s 1999-00 Annual Report {(p. 18) cited 59 licenses as not being renewed as a result of licensees failing to meet the new
financial requirements, and an increase in the number of licensees not paying their licence fees (an increase of 247 from 1,374 to
1,621} or cancelling their licence (an increase of 419 from'402 to 821).
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Licensing can impose
unnecessary costs

Or provide the right to
work to the wrong
people

These issues were not
raised as significant
concerns during
consultation

Reforms proposed by ‘
the BSA will help avoid
problems

needs to be addressed. And while it would be of assistance to formulate a
precise measure of the problem, Taskforce members did not believe any
effort in this directly is likely to achieve meaningful success in the short term
(Victorian Government (2001), p.3).

The absence of data on the extent of the security of payment issue is a further
impediment to identifying with confidence any potential benefits of the financial
conditions,

As a final point we consider that it is likely to be the case that the legislated
provisions that exclude individuals who have been associated with bankruptey from
holding a building contractor’s licence are likely to have been more effective than the
financial solvency tests in reducing the incidence of insolvency in the building
industry in Queensland.

Technical Criteria as a Barrier to Entry

One potential problem with licensing is that it can lead to undue demarcation
arrangements for relatively minor tasks. This can unduly restrict competition and
raise costs. For example, a situation can potentially arise where a tradesperson must
be specifically brought into a project to undertake a relatively simple task simply
because it 1s outside the formal scope of the licence of those already on site.

There can also be problems when inappropriately qualified individuals are allowed to
undertake a task. For example, in submissions to the PBT, a number of
representatives of the fire protection industry pointed to this problem arising in their
area of work,

It has not been possible to systematically investigate the extent to which existing
arrangements may impose such inefficiencies, However, the infrequency with which
the issue was raised in consultation, even after prompting, suggests it is not of major
concern. Possible explanations include that: the formal requirements of the
legislation that only certain activities are undertaken by prescribed trades are
potentially routinely breached (a point noted by the BSA in its licensing review (BSA
(2001), p.37); that skills and licensing are generally aligned reasonably well; or that
the cost of any inefficiency is generally passed onto the buyer such that contractors
may not be overly concerned by its presence.

1. A number of the proposed reforms to the licensing system following from the
BSA’s licensing review appear likely to lessen the scope for the technical criteria
to act as an unreasonable barrier to entry. Particularly encouraging are the
proposals that: those industry participants who only subcontract to a principal
trade contractor will not be required to be licensed (but they would be unable to
trade directly with the public); that in future licensces will be allowed to carry
out the incidental work of another class (to a value of $1,100); and that it will be
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It is probably inevitable
that tighter restriciions
will create some
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But there will be
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possible for a trade to engage an occupational licensee when fundamental to the
trade calling (see BSA (2001).2

The proposals are not without their critics. For example, the Environmental Pest
Managers Association pointed out that in future even those pest controllers that do
not deal with pesticides (such as those that install physical barriers or inspect for the
presence of pests) will be required to hold a Pest Controllers Licence issued by the
Department of Health. This license is issued with a view to minimising the risk to
public health of the use of pesticides and requires the conduct of a 33000 TAFE
course lasting 15 weeks (2 days a week) and 150 hours of practical experience. The
total cost to a firm of training a staff member to meet these requirements is calculated
as $13,500. But the skills acquired in using pesticides may never be called upon by
the licensee.

Under the BSA proposals, this cost can be avoided by engaging a person to undertake
non-pesticide work as either a subcontractor (fo a principal trade confractor) or an
employee. Even so, for the case of pest control there will remain for some an
unreasonable barrier to obtaining a license.

It is possible that there will be other instances where the proposed reduction in the
number of licences or the imposition of higher skill levels (as license classes are
aligned with the courses made available through the national training program) could
impose unreasonable restrictions on some individuals or trades.”

But the tighter restrictions may also help remove the pootly qualified suppliers from
the industry. BISCOQ, the lead subcontractor association, advised that a substantial
share of subcontractors lack basic literacy and language skills, yet are able to be
licensed and work independently under the current licensing system. There may be
some value in raising the technical requirements so as to either limit such individuals
to either smaller tasks or to work only under an appropriately educated trade
contractor (under the BSA’s proposals they could work as unlicensed subcontractors
but only for other trade contractors).

On balance we would anticipate significant benefits from the proposal to remove the
compulsory licensing of subcontractors working to a licensed contractor and allowing
more flexibility for trades to undertake incidental work of another class. Such
relaxations of the current rules should help minimise any costs of the expected.

2 At present a snall

number of license classes formally allow the licensee to undertake incidental work of another class. The

BSA’s licensee review proposes that this provision be extended to cover a broader range of licensces for work up to a value of
$1,100 with the exception of the occupationally licensed trades (and that all licensed trade contractors have the right to engage
occupationally licensed contractors, and niot just builders as at present) (BSA (2001), pp. 37-38). In a sense, the right to carry
out’ incidental work is already authorised by the provisions of the BSA Act that allow work up to 31,100 to be carricd out
without a license (with the exception of occupationally licensed activities). The revisions proposed by the BSA would formalise
this ‘back door’ approach of a right to carry out incidental work,

23

It appears that some tightening of entry standards is unavoidable as Queensland complies with its requirements under the

National Vocational Education and Training System (see BSA (2001), p.15-16).
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tightening of technical requirements over time (as tighter national training rules come
into force) while ensuring reasonable technical standards are upheld.

The Financial Cost of Licensing

The most obvious financial cost of licensing arises from the payment of licence fees.
But licensees must also pay for accounting and administrative support and cover the
cost of their time and the disruption to their business of obfaining a license and
continuing compliance. '

Taking into account the full range of financial costs, the total financial cost of
licensing in Queensland is estimated to be approximately $40 million each year.
This total cost figure was derived by using data from the licensee survey which
collected information from each respondent on the total cost incurred each year for
the renewal of their license. Average costs were calculated for each group of licence.
holders (i.e. ‘contractors, subcontractors, contractors/subcontractors, builders and
others). The average cost for each group was subsequently multiplied by the number
of licence holders in that group. This in turn was based on their estimated share
(derived from the survey) of the approximately 50,000 licences in Queensland. The
sum of the total costs for cach licence holder group provided us with an estimate for
the overall cost of licensing in Queensland.

We interpret most of these costs as arising from the financial requirements and not
from the technical requirements (as there is no need to re-establish a person’s
qualifications or skills every year).

The Requirement to Undertake Management Training

Applicants for a license are required to conduct a management course before being
issued a license. The courses are conducted by eight different service providers being
the TAFEs, four industry associations (the HIA, QMBA, Master Painters Assoctation
and Master Plumbers Association) and three other training organisations. The
intention is to provide license holders certain basic management skills including
bookkeeping, taxation, budgeting and cash management, health and safety and basic
statutory requirements. '

Both the subcontractor representative, BISCOQ and the HIA noted the low levels of

literacy of some subcontractors. BISCOQ estimates that around 20 per cent of

subcontractors do not adequately understand English, and of the remainder, a

substantial share has low levels of reading, writing and numerical literacy. However,

at present there are no tests conducted as part of the management course. For those |
courses based on lectures, a person can satisfy the course requirements simply by

attending 24 hours of teaching — there is no requirement to actually prove an

understanding of the content of the course or, it appears, even the language of

instruction. We are concerned that it will be even easier to satisfy the requirements of

those courses offered by correspondence.
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It is inappropriate to set a mandatory requirement that fails to ensure minimum
standards are met. While those with a genuine intention to learn from the course will
benefit, it is reasonable to expect that these benefits could be realised without the
imposition of a mandatory requirement. 'This is because they can be expected to
search for the training voluntarily, and in a form that best suits their needs. For others
a false impression of competency is created by not ruling out those that lack basic
skills, and the objective of licensing of maintaining quality is negated.

The BSA has indicated its intention to revise the course content and introduce an
assessment as part of the course so as to ensure a minimum acceptable standard is met
by each participant. It is understood the BSA has also proposed that the assessment

. will be conducted via the internet. It appears unlikely that such an unsupervised

assessment will amount to an improvement as an internet. assessment is open to
manipulation by participants. The potential conflict of interest faced by the industry
organisations in assessing whether potential members meet the requirements also
needs to be kept in mind. '
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5 EVALUATION OF INSURANCE REFORM OPTIONS

This section provides an evaluation of the main options with respect to the provision

of home warranty insurance. The public benefit test plan outlined four alternatives to

the current arrangements. These were: no compulsory insurance; non-compulsory

schemes provided by private insurers; legislation based schemes defining the product -
but provided by private insurers; and legislation based schemes defining the product,

with private provision but a role for the BSA in handling claims and supervision of

the industry.

There is also merit-in considering an option where the BSA licensing and insurance
functions are separated but a public monopoly in insurance continues. Another
option to consider is where compulsory insurance is required for a more basic product
and voluntary arrangements can be developed for more comprehensive products.

Given the recent instability in the Australian insurance market and the scope for these
uncertain market conditions to continue, consideration is also given to the worth of
delaying a decision until there is more clarity about the performance in the main
interstate markets.

It is considered that the following six options cover the key variants (although they
are not exhaustive of the potential policy options).

Option I No Compulsory Insurance

There seems to be a widespread perception that consumers are not capable of making
meaningful assessments of the risks and costs they face in relation to home warranty
insurance issues. There also seems to be a strong view that this problem cannot be
effectively addressed with the compulsory provision of information,

We are not convinced by these arguments. However we do recognise that if there is a
major problem in relation to builder insolvency or home building defects, that there
will be a community expectation for the government to resolve the problem. This
implies an inevitable and significant risk for government and the general taxpayer.,
We also recognise that the scale of the potential costs and the extent of the
transactions costs required to resolve problems through the normal legal process are
likely to justify a role for the government in specifying a well defined statutory
scheme with effective dispute resolution processes.

We conclude that voluntary arrangements would not be justified at this stage.

ECONOMIC INSIGHTS

PAGET3



{  LIC BENEFIT TEST

QUEBENSLAND BUILDING SERVICES AUTHORITY ACT

There is an important
potential conflict of
interest with the one
stop shop concept and
there would be a clear
public benefit from
legal separation of the
licensing, information
and certain dispute
resolution mechanisms
from the insurance
Sunctions

Ifthe insurance
Junctions of the BSA
ave legally separated
into a public enterprise
providing home
warrantly insurance in
Queensland, that entity
should ideally be
Jormally corporatised

Option 2 Current Arrangements

The current arrangements entail the combination of licensing, information, certain
dispute resolution services and insurance provision and claims handling in a public
monopoly. The rationale for these arrangements was considered earlier in this report.

The main argument that is advanced to support the current arrangements is the
efficiency and effectiveness of the one-stop shop concept. However in assessing the
key feature of the home warranty insurance arrangements in Queensland, we
concluded that there is an important potential conflict of interest with the one stop
shop concept and that there would be a clear public benefit from legal separation of
the licensing, information and certain dispute resolution mechanisms from the
insurance functions. Such a reform would also facilitate the infroduction of
competition from direct private insurers, although this would not necessarily have to
oceur.

We also understand that under the current arrangements an appropriate exemption
from the Trade Practices Act has not been obtained to protect from legal action the
current public monopoly in home warranty insurance of the BSA. If this is correct it
would leave the BSA exposed to a challenge under the Trade Practices Act. If the
monopoly is to be retained it would be relevant to subject it to a public benefit test to
justify an exemption under the Trade Practices Act.

We consider that there is a net public detriment associated with the current
arrangements and that other options are superior.

Option 3 Corporatised Public Monopoly Providing Current Product

If the insurance functions of the BSA are legally separated into a public enterprise
providing home warranty insurance in Queensland, that entity should ideally be
formally corporatised. It is well accepted that major public enterprises that are
undertaking primarily commercial functions should be formally corporatised or

commercialised. This is considered to be the best means of achieving effective
performance if the entity is to remain a public enterprise,

The question of whether corporatisation or commercialisation is appropriate has been
raised. Commercialisation is normally implemented in government agencies that are
undertaking a mix of commercial and non-commercial functions and does not
normally imply formal legal separation of the commercial functions from the parent
entity. Corporatisation is considered to be a more appropriate policy for a public
enterprise with a major commercial function.

The issue of the costs of corporatisation has also been raised. We note that
corporatisation is a well-established policy in Queensland with a well-established
legal and administrative framework, so that the corporatisation of the insurance
functions of the BSA should not be a major cost. We also note that the costs of
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corporatisation have not been considered a major barrier to the corporatisation of a
wide range of public enterprises in Queensland and that the benefits from
corporatisation have generally been perceived to exceed the implementation cost and
the costs of not proceeding with corporatisation. We also note that the costs of
corporatisation were not considered to be prohibitive in the corporatisation of the
insurance functions of WorkCover Queensland.

In raising this issue it is important to recognise that any options that entail substantial
changes relative to the current situation will entail a range of additional
implementation costs, Options that involve the introduction of competition from
primary insurers, whether or not there is still public provision of home warranty
insurance are likely to entail similar implementation costs to corporatisation. So the
issue is whether the conflict of interest consideration is important enough in its own
right for effective action to be taken. We consider that it is and that the minimum

-{but not optimal) effective action would be full corporatisation as discussed

extensively in the main body of the report.

As the public insurance entity would be 2 monopoly under this option, it would be
necessary to have effective monitoring and regulatory arrangements. A key option
that would need to be considered is to declare it to be a government monopoly
business activity under the Queensland Competition Authority Act 1997 for the
purposes of determining and monitoring pricing practices. From a shareholder
perspective effective monitoring arrangements would also have to be established by
the Queensland Treasury.

Another important issue in implementing these options would be to make sure the
insurance was a ‘last resort’ and not a ‘first resort’ function in dealing with defects.
This would entail ensuring that the BSA’s licensing process was used to ensure
effective attention to defects if a builder was still trading.

We consider that this option is superior to options 1 and 2 but is still very restrictive in
terms of facilitating competition.

Optiond4  Legislation Based Scheme for Standardised Product with Only Private
Provision of Insurance, BSA to be Responsible for Representing
Consumer Interests in Claims Management Supplemented by Queensiand
Building Tribunal Dispute Process

There are several variants of this option that could be considered.

Under the first variant of this option, the BSA would be responsible for licensing
and claims management but not insurance. Private insurers would be responsible for
primary insurance underwriting. The BSA would also undertake its current mediation
functions for matters relating to workmanship and the Queensland Building Tribunal
would continue to play its current role.
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The problem with this variant is that the management of claims is a commercial and
competitive process and primary insurers would not likely to be willing to hand the
management of claims to a third party over which they have no control.

Under this option the BSA would have no commercial incentive to minimise claims
or even avoid excessive claims. Insurers would need to have some fair and efficient
mechanism to present their position. If the BSA was responsible for approving
claims it would effectively be taking on the role of tribunal or a court. This does not
apply in any other markets for comparable insurance products.

This variant of this option is considered to be unworkable and not attractive to private
insurers.

Under the second variant of this option, the BSA would retain its current role except
that it would re-insure all of its claims liabilitics.

The arrangements would still entail a conflict of interest as it is not clear whether the
BSA will protect consumers at the expense of builders or vice a versa. It would stifl
be beneficial from a financial perspective to reduce claims liabilities even if all
liabilities are re-insured, since the BSA would retain ultimate liability above a certain
loss ratio specification. However, a complication is that reinsurers may not agree to
the BSA having such a low share of the risk as it could diminish the incentive to
contfain costs.

In addition, the most vigorous competition occurs in the market for primary insurance

. rather than in re-insurance. And we consider that the BSA, as a State-based public

entity offering a single insurance product, would not be likely to be able to negotiate
and shop around in the re-insurance market as effectively as a large private insurer
with a substantial portfolio of various insurance products.

The process would also mean that there was no competition in claims management.

This variant of option 4 is considered to be likely to offer little benefit relative to the
current arrangements in terms of increased competition.

Under the third variant of this option, the BSA would not be responsible for
decisions with respect to claims management but would play a role in ensuring that
consumers get a “fair” deal when making claims. Private insurers would be
responsible for primary insurance underwriting. It is not clear as to the extent to
which the BSA would also undertake its current mediation functions for matters
relating to workmanship since mediation ideally needs to be facilitated by a party that
does not represent a particular interest.

The arrangements for mediation would have to be worked out in consultation with the
insurance industry and consumer representatives. The Queensland Building Tribunal
could continue to play its current role. Payment for this function could be from a levy
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on insurance premiums and the arrangements could be specified in the legislation
specifying a standardised product.

Also relevant to the development and implementation of this option is the role of the
General Insurance Code in dealing with disputes in relation to home warranty
insurance and the outcome of the national review on home warranty insurance.

As with several other options, this option could be implemented by legislating that
the current comprehensive product must continue. However we consider that there is
not a public benefit from making such a comprehensive product compulsory. There
is a real risk of continued escalation of claims and instability in the scheme. Careful
consideration needs to be given to legislating for only a basic product to be
compulsory with additional features to be subjéct to market forces.

The provision of insurance for a basic product similar fo New South Wales, Victoria,
Western Australia and South Australia would be considerably cheaper and reduce the
scope for confrivance of claims and scheme instability.

An issue that would have to be addressed in defining the product is whether there
should be scope for builders who are not able to obtain private insurance to be either
insured by the government as a last resort or given a temporary and conditional
exemption. It could be expected that such entities would be generally high risk in
terms of either solvency or quality of work and so in most cases it would not be
appropriate to provide an cxemption. However there could be some exceptions or
anomalies where there is a limited role for an insurer of last resort or temporary
exemptions. This role could be undertaken by the BSA in its new role or specified as
a community service obligation.

In summary, this variant of option 4 would entail the introduction of private insurers
competing to provide a more basic statutory pfoduct than currently exists but with the
BSA playing a role in facilitating claims and representing the interests of consumers.
The arrangements for mediation would have to be worked: out in consultation with
insurers and consumer representatives,

This option is considered to entail: the maximum scope for effective competition in
the provision of a basic standardised statutory product; the effective representation of
consumer interests; and reasonable protection in terms of the security of payment
issue given the financial checks insurers are likely to undertake. Given these
characteristics and other considerations outlined for other options, this variant of
option 4 is considered to have considerable potential for success.

We consider that normally private entities will deliver a superior commercial
performance to public entities in an otherwise similar competitive or effectively
regulated environment. Under both options 4 and 5 we are assuming a similar level of
competition and similar regulatory arrangements in making this assessment.
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Given recent developments in interstate insurance markets and associated regulatory
arrangements we consider that it would not be feasible to implement this option at
this stage. This conclusion is based on our assessment that private sector insurers are
unlikely to be interested in supplying direct insurance in Queensland until they
become confident with the recent changes in interstate markets. It is expected that
such a situation is likely to continue for at least a year. From a public policy
perspective it would also be justified to wait until the new arrangements interstate had
been shown to be effective before contemplating the introduction of competition
between direct insurers in Queensland.

Option 5 Legislation Based Scheme for a Basic Product with Public and Private
Provision of Insurance and Claims Management Supplemented by BSA
Consumer Representation and Queensland Building Tribunal Dispute

Process

This option would be similar to the third variant of option 4 with the exception that
the insurance functions of the BSA would be undertaken by a new public enterprise
providing home warranty insurance that would compete directly with private insurers.
Both the new public insurer and the private insurers would compete in the provision
of claims management and the Queensland Building Tribunal would continue in its
current role.

As with the third variant of option 4, the BSA would not be responsible for decisions
with respect to claims management but would play a role in ensuring that consumers
get a “fair” deal when making claims,

This option introduces more competition than option 3 although it is not clear as to
the extent to which private insurers would be willing to enter the market if there is
also a public insurer with perceived links to the BSA (even though there may be
formal separation of the insurance functions from other functions of the BSA). This
reluctance would also depend on the perceived and actual outcome of the proposed
national review of home wamanty insurance. There would also be considerable
ongoing difficulties in meeting competitive neutrality and other requirements for
corporatised entities competing with private enterprises.

However, option 5 could be preferred to option 4 (variant 3) if it was considered that
the current statutory comprehensive product was justified and would deter private
insurers so that there was a need to have a public insurer fill the void or if our view
about the performance of private entities in an otherwise similar environment was not
accepted. However, as with option 4, given recent developments in interstate
insurance markets we consider that it would not be feasible to implement this option
at this stage, The main concern is that private sector insurers would be reluctant to
enter the market until the profitability in interstate home warranty insurance markets
improved considerably.
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Option 6 Legislation Based Scheme for a Basic Product with Only Private

Provision of Insurance and Claims Management

This option entails privatisation and deregulation of the existing arrangements with
the exception of legislation of a basic product.

This option is considered to be less restrictive than options 2 to 5 but vulnerable to
ineffectiveness in the claims management and dispute resolution process. This option
is considered to be inferior to options that retain the Queensland Building Tribunal
and the BSA mediation process. :

The Implications of Ongoing National Insurance Reviews

As noted at several places in this report, the home warranty insurance market is in a
state of flux. The recent increases in premiums and the withdrawal of Dexta (and its
subsequent re-entry in New South Wales and Victoria) have created much uncertainty
in interstate insurance markets. The fact that different home warranty insurance
regimes operate in every state and territory and that there is no national home
warranty insurance market further complicates the situation. In addition, the recent
and proposed reforms in the other states, most notably in New South Wales and
Victoria, will clearly require a period of experience to demonstrate their effectiveness
and may require further adjustments.

In addition the national review of home warranty insurance and the Royal
Commission inquiry into the failure of HIH are also likely to identify a range of
improvements that should be considered for Queensland.

We consider that major changes are not justified at the present time due to the above-
mentioned uncertainties and that a decision should be postponed until there is more
clarity about performance in main interstate markets. It this respect we consider that
it would be valuable to undertake another review of home warranty insurance
schemes in mid-2004 when the BSA is next negotiating its reinsurance contracts.

However, in the mean time consideration could be given as to whether the
Queensland arrangements are too generous in terms of the product that is specified,
whether better financial assessments and risk-based pricing could be adopted and
whether it is necessary to seek an exemption for the public monopoly status of the
BSA.
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6 EVALUATION OF LICENSING REFORM OPTIONS

This section provides an evaluation of key options with respect to the licensing of the
industry (note that the options considered are not exhaustive and additional policy
options could have been considered). We consider the options for the technical and

. financial requirements separately.

The public benefit test plan outlined four alternatives to the current technical
requirements. These were no licensing, negative licensing, legislation based
accreditation and industry self-regulation. In addition to these options there is value
in considering an option that provides for more targeted technical requirements.

The alternatives we consider to the current financial requirements are: the complete
removal of financial requirements with the BSA remaining the sole provider of home
warranty insurance; improved financial requirements with the BSA remaining the
sole provider of home warranty insurance; and the removal of financial requirements
with the BSA no longer providing home warranty insurance.

Technical Requirements of Licensing

Option 1 No technical requirements in licensing, with protection to be provided
Jor industry participants via the Queensland Building Tribunal Act, the
Trade Practices Act 1974 and Fair Trading Act 1989 and certain
technical requirements to be enforced by other legisiation.

The Building Services Authority Act is not the only piece of legislation seeking to
maintain technical standards in the building industry. In particular, compliance with
the Building Code is dealt with under the Building Act by parties other than the BSA.
Local authorities or private certifiers are responsible for inspecting building work in
progress and ensuring that work is structurally sound. Certain occupations would
also remain subject to licensing established by other legislation. These are mainly
occupations that pose a risk to public health (eg electricians, pest controllers) or some
of the professions (eg engincers, architects). So under this option it is relevant to note
that potentially unsafe building practices and to a lesser extent technical standards
will remain controlled even in the absence of the Building Services Authority Act.

There will be some recourse via occupation-based legislation to remove from
operation those poor performers in occupations that remain regulated. But in general
there will not be the potential to do this for other skills. It is likely that this weakness,
combined the higher cost of obtaining information on the quality of potential
suppliers, will result in technical standards tending to decline in the industry.
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In the absence of the BSA license, it is reasonable to expect insurers to introduce
replacement assessment procedures of the technical standing of those taking out home
warranty insurance. This is necessary so as to manage risk effectively. The builder
and trade contractor involved in house building in turn would probably also need to
pay more attention to the screening of trade contractors and subcontractors, Builders
and trade contractors involved in commercial work would likewise be expected fo
develop alternative screening arrangements. Both developments can be expected to
lead to more transaction costs than incurred under the current licensing system.

Under this option there would no longer be an agency specifically responsible for
overseeing the corrections of non-structural defects, or for correcting those structural
defects that only become apparent after construction. Those buyers in dispute with
builders or contractors would be required to seek correction and/or compensation via
the Queensland Building Tribunal, the Small Claims Tribunal etc, The low-cost
mediation process currently provided by the BSA would no longer exist and more
expensive options would need to be routinely adopted, This will add to transactions
costs incurred in the industry.

We anticipate that this option would reduce the level of consurner protection by
requiring consumers to seck redress through more expensive and difficult dispute
resolution processes. More time and costs would need to be spent selecting a builder
or contractor in part because the cost of redress would be higher. But it is likely that
most consumers will lack sufficient skills to make an adequately informed decision.
And the incidencé of building problems is likely to increase as information problems
make it easier for lower quality suppliers to operate. It is concluded that consumers
would be expected to bear significant costs under this option.

Commercial buyers may also find it harder to select appropriate builders or trade
confractors and seek redress for poor workmanship. This would add to the costs
incurred by commercial buyers.

The main potential benefit for consumers and commercial buyers would be a
potential reduction in building costs. There will be small financial savings for
builders and contractors as licence compliance costs regarding technical criteria
would no longer be incurred. These can be expected to flow through into lower
building costs. But most of the financial cost of licensing is attributed to the financial
conditions so the potential saving is expected to be very small.

Better quality builders and contractors would tend to bear costs as it becomes easier
for lower quality operators to obtain work. The low quality operators are the main
potential beneficiaries of this option.

The scope for market failure inn the absence of licensing and associated high
transaction costs under this option provides a strong rationale to reject it. It is
concluded that there would be net costs from this option relative to the current
arrangements.
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Option 2 Option 1 but with negative licensing with respect to (technical
requirements, which would exclude from the industry those found to

undertake sub-standard work.

Technical standards would be protected as under Option 1, but there would be the
added benefit of potentially excluding poor performers from the industry. The
process employed by buyers to check operators would be very similar to that
described for Option 1.

However, buyers of building services will find it more difficult to seck redress than at
present, so instances of poor workmanship being corrected through the action of
consumers or commercial buyers would become less frequent than at present. A
further issue is the extent to which operators could be effectively excluded from the
industry. In the absence of the BSA there would be very little monitoring of the
industry and excluded individuals could probably continue to operate, possibly
shielded via a new business structure. These factors suggest that negative licensing
would not be very effective in maiﬁtaining technical standards.

The main weakness of this option is the absence of the cheap dispute resolution
process offered by the BSA.

We see the outcome under this option to be very close to Option 1. It is concluded
that there would be net costs from this option relative to the current arrangements.
Option 3 Option 1 but with legislation based accreditation with respect to
technical maiters, where legisiation specifies industry experience of
educational requirements that if met enable someone to undertake
specified work without a license being issued.

Buyers could select suppliers as per the process described for Option 1. However,
this option would also allow a buyer secking verification of the suitability of a
potential supplier to examine the training of that individual and their experience.
They would examine the legislation to sce what tasks the individual was capable of
undertaking given their background.

Educated buyers making frequent purchases, such as commercial buyers (eg the
Government) and some homeowners, may find such an enhanced selection process
satisfactory. But in general home owners are unlikely to have the required skills to
make their own assessment and this will tend to weaken the process buyers use to
select suppliers. In effect buyers would be required to undertake a process that is
currently undertaken by the BSA. The BSA currently undertakes this checking -
process once on behalf of the market (perhaps rechecked as appropriéte). Under this
scenario the checking process would be undertaken repeatedly and potentially on a
frequent basis (ie the checks would be undertaken separately by different buyers),
adding to overall transaction costs in the market.
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The additional checks made possible under this option means that is considered
superior to Options 1 and 2. However it is seen as inferior to the current
arrangements, It is preferable that a skilled agency such as the BSA be the
‘interpreter’ of qualifications and experience. Transaction costs will also be higher
than at present.

The absence of the BSA would mean a dispute resolution process as per Option 1,
and this is a major shortcoming of the option.

It is concluded that there would be net costs from this option relative to the current
arrangements.

Option 1 but with industry self-regulation of technical matters, perhaps
via an industry Code of Conduct with supporting legislation developed
fo cover circumstances where the Code was not followed. Dispute
mediation processes would also be supplied by industry.

Option 4

At present the industry appears to be exposed to substantial competition from
unlicensed operators, at least at the lower end of the market. We expect that this
competition has the potential to erode quality standards in the industry over time,
although we cannot be certain of this. It is difficult to see why industry seif-
regulation would be more effective than the BSA in ruling such suppliers out of the
market. Consequently we see industry-based licensing as less effective than the
current BSA-based licensing.

The main monitoring problem is the difficulty and costs incurred in ensuring poor
performers are locked out of the industry. The small operator in particular is not as
readily tracked or controlled as a very visible and stationary corporation, such that the
building industry is not as well suited to self-regulation as others. Poor performers
could readily move to a new area or re-establish under alternative business
arrangements. Considerable time and effort is required to regulate the industry and
the incentive for the industry to monitor is probably too weak.

Consumer protection would probably be eroded under this option as the industry has
a conflict of interest in this aspect that the BSA does not. The same level of
independence and impartiality as currently offered by the BSA may be difficult to

- secure. Such problems would probably be greatest in regional arcas where industry

participants may be required to implement the self regulation. If for example builders
know each other on a professional and perhaps social basis, they may be reluctant to
judge each other.

While broad checks could probably be put in place to guard against this conflict of
interest, the government would be required to oversee the process in some way so as
to ensure accountability, Funding is probably best allocated to a government-run
dispute resolution process.
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" The BSA has proposed
a humber of important
improvemenis

And others are possible

To reduce costs and
increase the benefits of
licensing

It is concluded that this option would be inferior to the current arrangements, The
main concern is that it is very likely that the effectiveness of the dispute resolution
process provided for consumers would fall under this option.

Option 5 Enhanced Licensing Provided Through the Adoption of More Focused
Technical Criteria and Improved Consumer Information and Education

A number of options have been identified through the BSA licensing review to
improve the efficiency of the current system. Of particular note are proposals to
remove the compulsory licensing of those subcontractors working to a licensed
contractor and allowing most trades to undertake incidental work of another class.

Other improvements are also possible, such as removing the requirement for
applicants for a license to undertake a management course. It may also be sensible to
raise the maximum level of work that can be undertaken without a license.

There appears to be the potential to enhance the worth of a license by providing more
information to consumers on a licensee’s record and by better educating the public as
to the benefits of engaging a licensed contractor (e.g.. because it provides access to a
low cost dispute resolution process),

We anticipate that these proposals would reduce the financial cost of licensing
{(broadly defined) and offer other benefits in terms of ensuring better informed
consumers and providing more flexibility in operating practices. There may also be a
general improvement in technical standards arising from the increased training
requirement proposed by the BSA as this would raise skills and reduce the extent to
which less skilled and/or educated workers would deal directly with home owners
(and instead work via better skilled trade contractors that would be responsible for
enforcing quality standards), |

This option would retain the high level of consumer protection offered by the current,
low-cost dispute resolution process. And homeowners commissioning a substantial
building project would continue only to deal with licensed operators, where this is
considered important in helping maintain industry standards.

The suggestion that licensing restrictions could be relaxed for lower value work and
work undertaken directly by trade contractors may seem at odds with the objective of
ensuring consumer profection. But in this respect a number of points are worth
keeping in mind —

O The option of employing licensed contractors for small work would remain.
We expect that consumers with limited building experience would tend to
favour licensed operators even for small work.

0  We expect that the incidence of problems is relatively low for low value work,
likely contributing factors being the relative simplicity of smaller jobs and the
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relative ease with which a consumer can assess quality and withhold payment.**
Our expectation is that consumer protection is most critical for larger jobs and
there is probably little downside from a relaxation of restrictions- on lower
valued work.

G The difficulty of policing smaller operators means that licensing is not very
effective for lower valued work. There is a very real risk that an attempt to
license at the lower end actually penalises the better operator that feels obliged
to abide by all rules in contrast to the poor operator that will ignore the rules. In
this way the current licensing system may actually be contributing to an erosion
of c';uality standards because they can favour the poor quality operator.

Q Improved consumer education of the benefits of the BSA dispute resolution
process {which of course is only available to a consumer when a licensed
operator is engaged) could act as a useful ‘branding device’ for better operators
and help secure their place in the market. By better distinguishing the value of
engaging a licensed operator, consumers will be prepared to pay more and this
would help offset the extra costs incurred by licensed operators relative to an
unlicensed operator. This would help maintain industry standards.

This option would see a reduction in license revenue for the BSA as the number of
license holders declines. Options for making up this revenue include increased
budget support for the BSA or a greater reliance on user charging. User charging
(subject to subsidics where inequities are seen as a potential problem) would make an
important contribution to correctly rationing the use of the BSA’s resources and could
be used to create incentives for both contractors and buyers to reduce the rate of
defective work,

It is concluded that there would be net benefits from this option relative to the current
arrangemernts.

Financial Requirements of Licensing

Option 1 Complete removal of financial requirements with the BSA remaining
the sole provider of home warranty insurance. The technical
requirements of licensing would apply as at present.

If the BSA is to continue to be the sole provider of insurance, it will need to have
financial checks in place. Complete removal of financial checks would be untenable
as it would mean home warranty insurance would be provided without any assurance
of a licensee’s financial standing, ‘

There would be net costs from this option relative to the current arrangements.

24

Unfortunately the BSA was unable to provide data that could be used to identify the incidence of claims for small versus large

jobs.
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_ Currenf arrangements
impose costs but
benefits cannot be
identified

It would be possible to
rediice these costs

Option 2 Improved financial requirements with the BSA remaining the sole
provider of home warranty insurance. The technical requirements of
licensing would apply as at present.

There is a lack of data on the performance of the financial criteria. In particular, there
are no data available to assess whether the incidence of business failure has decreased
since the financial requirements were tightened (either in total or for high risk groups)
or the incidence of business failure in Queensland relative to other jurisdictions. We
conclude that there is insufficient information to allow a robust opinion to be formed
as to the extent of the benefits offered by the financial requirements. Nonetheless it is
clear that there are some benefits generated through the imposition of the financial
checks on industry as they help prevent the operation of financially insecure builders.

It is also clear that the financial requirements impose significant costs in terms of the
financial cost of meeting licensing requirements (license fees plus accounting and
other compliance costs), the ceiling they may placed on business expansion and the
effective penalty they impose on better operators (at low turnover levels).

It would be possible to reduce these costs of licensing through improved financial
requirements. For example, the $250,000 threshold level at which more stringent
financial standards apply could be raised to reduce the ceiling on business expansion.
Given the perceived low risk at this level, this is expected to have little effect on the
BSA’s exposure while easing the ceiling. Self-assessment could be removed for
builders that grow quickly.” And the financial checks that remained could be more
closely attuned to risk and applied in a more flexible manner, and premiums could
vary with risk so as to provide an incentive to reduce risk.

It appears unlikely that such initiatives, if implemented sensibly, would significantly
erode the financial standing of the industry. That is, under this option costs would be
reduced with the loss of few if any of benefits generated by the current financial
requirements. So, for example, this option can be expected to do as much as current
arrangements to ensure security of payment.

We conclude there would be net benefits from this option relative to the current
arrangements.

23

A builder that grew quickly could be identified through the monitoring of a licensee's insurance premium (for those builders

involved in house building) or an obligation could be imposed on licensees to advise the BSA when sales increase above a
prescribed rate (eg. 100 per cent a year).
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This option is untenable

Home warranty
insurance providers
would review financial
standing

Option 3 Removal of financial requirements with the BSA no longer providing
“home warranty insurance. The fechnical requirements of licensing
would apply as af present.

Due to a lack of data we have been unable to confirm the extent of the benefits
generated by the current financial requirements. However it is clear that they do
impose unnecessary costs in terms of the financial cost of licensing, the ceiling they
may place on business expansion and the effective penalty they impose on better
operators (at low turnover levels).

A key concern under this option is the nature of the alternative financial checks that
would be adopted by the industry on high risk operators. Data do not exist to identify
with precision which operators are at most risk of financial failure and which impose
the greatest costs (on buyers, subcontractors and suppliers) when they do fail.
However, based on consultation with the BSA and industry participants, our
assessment is that there is minimal risk associated with trade contractors and small
builders (contract size is small, they employ few people if any and tend to be
financially stable), but there is significant risk associated with medium to large home
builders.

Such builders would require home warranty insurance. As discussed in previous
sections, private providers of home warranty insurance impose more appropriate
financial checks than are imposed under the current BSA licensing system. This
option would see a higher standard of financial checks applying to the higher risk
operators than apply at present.

But what share of the industry would these insurance-based checks cover? Our
survey of licensees found that the majority of license holders operate in the residential
market, with the survey finding around 80 per cent of licensees are involved in
residential work (ie. 60 per cent are only involved in residential work and 20 per cent
undertake mixed residential/commercial work). Assuming this same figure applics to
builders, perhaps 20 per cent of builders would operate outside the scope of these
insurance-based financial checks. And we expect that many trade contractors and
subcontractors, even those that operate in the residential market, would operate free
of these insurance-based checks as they would not undertake work requiring
insurance (as they would tend to work for builders and only undertake smaller tasks
direct for homeowners).

Of the builders that only undertake commercial work, a substantial portion would be
subject to financial checks by the State Government as a buyer, and these are
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There are limited data
available to fillly assess
the level of risk

understood to be more rigorous than those applied by the BSA.2® Other commercial

“buyers can also be expected to have reasonable checks in place.

It is unclear whether the absence of checks on trade confractors and subconiractors
would present a potential problem. Most of these trade contractors would be small
and fall under the $250,000 self-assessment ceiling. We understand that smaller
operators are at a low risk of insolvency. Furthermore, it is expected that the existing
financial checks are not binding on a substantial share of subcontractors (given the
current self-assessment option), so for these operators there may be little change in
the effective level of oversight. It is significant that the interstate review failed to
find any evidence that there is a problem with the limited checks on trade contractors
and subcontractors that apply interstate.

This option is expected to mean that more comprehensive, more rigorous and more
flexible financial checks would be put in place on high risk operators and offer a
reduction in unnecessary costs on lower risk operators (eg the ceiling on expansion, a
requirement that low risk operators meet financial conditions). Our assessment is that
the option would improve risk management by focusing on the areas of greatest risk
and relax those restrictions that offer little value in terms of risk management. So, for
example, this option can be expected to do as much as current arrangements to ensure
security of payment but do so at least cost (broadly defined).

We conclude there would be net benefits from this option relative to the current
arrangements,

% They add to the checks made by the BSA and a licensee can pass the BSA test but not the State Government tests. We assume
the State Government would, in the absence of the BSA tests, introduce replacement tests that and continue to impose more
stringent controls than the BSA,
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The components of the
regulatory regime are
clearly sensible

In principle, licensing
and associated
regulatory
arrangements should
make it possible to
make home warranty
insurance voluntary

The current instability
in insurance markets
means that it is not
Jeasible to make major
changes fo the
insurance
arrgrgements in
Queensland at this
stage

7 CONCLUSIONS

It is found that a clear case can be made for the following components of the
regulatory regime that restrict competition —

0 The specification of technical criteria in licensing.
A compulsory requirement to obtain home warranty insurance.

Retention of a public monopoly in home warranty insurance at least until new
arrangements in interstate markets demonstrate their effectiveness.

There is a particularly strong argument for setting technical criteria via licensing,
mainly because this provides the basis for a low cost dispute resolution mechanism
that offers a good standard of consumer protection in an efficient manner, A number
of opportunities to further enhance these components of the regulatory regime have
also been identified.

In relation to financial requirements, it is considered that these should be retained in
the short term but modified to raise the threshold for self-assessment and be closely
and flexibly attuned to better reflect and manage risk. However, in the longer term, it
is considered that formal statutory financial requirements would not be necessary if
private insurance was introduced.

In principle we consider that over time it should be possible to enhance the licensing
and associated regulatory arrangements (including via improved arrangements for the
provision of readily available information about the performance of builders) such
that it would no longer be necessary to specify that home warranty insurance should
be mandatory. And in principle it should be possible at some point to relax the
requirement that home warranty insurance be provided onty by a public monopoly.

However, given recent developments in interstaic home warranty markets and
associated regulatory arrangements it would not be sensible to make major changes to
the insurance arrangements in Queensland at this stage. In particular, the experience
of New South Wales and Victoria suggests that a cautious approach to reform be
adopted. In these states, the performance of home warranty schemes has been a
problem as a result of ineffective scheme design, the insolvency of HIH and general
difficulties in certain insurance markets.

In short, the current instability in the insurance industry and uncertainty about the
new interstate home warranty insurance schemes lead to an environment that is not
conducive to the introduction of competition in the provision of home warranty
insurance in Queensland. It is expected to take an extended period of time before
new insurance providers would be prepared to enter the Queensland market and to
establish if the new amrangements recently adopted interstate are effective and
whether further changes are required.
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It is not feasible to
introduce competition
in Queensland at this
stage

There is merit in
considering improving
citrrent arrangements
by separating the
licensing and insurance
Junctions of the BSA

Although it is not feasible to introduce competition into the Queensland market at this
stage, we expect it would be sensible to do so at a later stage. We consider that it
would be worthwhile to undertake a further review of the potential to introduce
competition into the Queensland home warranty insurance scheme before mid-2004
when the BSA is next negotiating its reinsurance contracts,

Despite our conclusion that any major reforms be approached with caution, some
immediate improvements in home warranty insurance appear achievable through
minor revisions. In particular, we consider there is merit in improving the current
arrangements by separating the licensing and the insurance functions of the BSA.
Furthermore, we believe that consideration should be given as to whether the
Quecensland arrangements are too generous in terms of the product that is specified,
and whether risk-based pricing could be adopted and whether it is necessary to seek
an exemption under the Trade Practices Act for the public monopoly status of the
BSA.

Summary impact matrices of the current system and preferred alternatives for the
short term and the long term are provided in Tables 7.1 to 7.3.
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TABLE 7.1

IMPACT MATRIX FOR CURRENT SYSTEM

Current System

- Technical requirements
of licensing as at present,
Continuation of existing
low-cost dispute
resolution system and the
right to enforce the
correction of defective
work of licensees.

- Financial requirements of
licensing as at present.

- Statutory monopoly for
the provision of home
warranty insurance

Restricts entry of operators
that do not meet basic skiil
or experience requirements.

For larger operators,

restricts entry of operators of
inadequate financial
standing. Itis unclear how
effective the restrictions are
in reducing the entry of
unsuitable, smaller
operators as compliance
with the self-assessment
regime is unclear.

There is no competition
allowed in primary insurance
because private providers
are excluded. Butthere are
provide providers of re-
insurance operating.

Provides good protection at
low cost. Most of these
benefits arise from the
presence of a low cost dispute
resolution system. This
system is acknowledged as
superior to that in place
interstate,

The protection for home
owners is mainly provided by
the home warranty insurance.
Nonetheless there is a
potential benefit if the
arrangements generally add to
the financiat stability of the
industry.

The current system provides a
high degree of protection. But
it may be overy generous and
actually erode the standard of
work and create too many
defects. On average,
premiums are now low relative
to other jurisdictions, but there
is the potential for this price
advantage to decline or be
removed over time.

Provides a sign of quality to
home owners that helps
better operators get work.

In this way it helps prevent
the operation of poor quality
operators.

Imposes significant financial
costs on a large number of
low risk operators, ceilings
on growth (particularly
above the $250,000 level)
and penalises good
performers that abide by the
rules (while their competitors
may not).

Automatic provision of
insurance means
administrative costs for
licensees are kept to a bare
minimum.

Beneficial for those selling

" to consumers but imposes

unnecessary costs as
must be licensed even
when working for an
‘educated” buyer.

As for builders/trade
contractors.

Little impact as
subcontractors are
unlikely to be heavy users
of insurance (as they
would be unlikely to
undertake much work
directly for home owners).
As for builders/trade
contractors for those
subcontractors that
undertake residential work
for home owners.

Na impact at
present as all cosis
are funded by
licensees.

No impact at
present as zall costs
are funded by
licensees

Taxpayer is
exposed to losses of
BSA if current
capital reserves are
completely eroded.
There is 2 real risk
that this exposure
may be substantial
as claims appear to
he on an upward
trend.

Benefits can be
expected to exceed the
costs. There is a large
saving in transaction
costs in the market and
enhanced information
flows support the
development of better
quality standards.

There are little data
available to help
establish the extent of
henefits of the current
arrangements, However
it is established that the
costs are substantial.

Instability in the
interstate insurance
markets and the
relatively low premiums
in Queensland at
present mean that it is
not feasible to introduce
competition. However
improvements could be
made to further enhance
performance as outlined
in the following matrix.
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TABLE 7.2 IMPACT MATRIX FOR PREFERRED ALTERNATIVE FOR THE SHORT TERM

MORE FLEXIBLE AND FOCUSED TECHNICAL AND FINANCIAL REQUIREMENTS FOR LICENSING, SEPARATE PUBLIC INSURANCE FOR A STATUTORY PRODUCT

Preferred Short Term
Alternative

- More flexible and focused Restricts entry of operators,  Provides better protection Provides additional Relaxes the obligation to obtaina  No adverse Preferred alternative as it

technical requirements
(including BSA proposals)
and improved consumer
information. Continuation
of existing low-cost dispute
resolution system and the
right to enforce the
correction of defective work
of licensees.

- For financial requirernents,
raise the threshold for self-
assessment, focus financial
checks more closely on risk
characteristics.

- Public monopoly for
statutory home warranty
insurance but with
separation from BSA
licensing and any industry
development functions and
greater focus on pricing for
risk.

but fess so than under the
current system. Thisis
mainly because restrictions
are relaxed for those
subcontractors working for
other contractors and
because the exemptions are
more generous.

Makes it easier for small to
medium firms to expand,
creates better incentives to
manage risk and has a
positive impact on
competition.

There would be no impact
on competition compared
with the current

" arrangements. However the

separation of licensing and
insurance functions removes
a conflict of interest and
would facilitate the
introduction of competition
over the longer term.

than current system because
homeowners are better
informed while retaining the
protection of licensing and the
low cost dispute resolution
system of the BSA. The cost
of building would be slightly
lower than at present.

The protection for home
owners is mainly provided by
the home warranty insurance
but enhanced competition will
provide benefits to consumers
in terms of greater price and
service competition and less
risk of disruption associated
with financial failure.

Continues to offer a high
degree of protection provided
BSA licensing process is used
to ensure effective attention to
defects.

benefits over current
system by doing more
to help eliminate poor
performers and
providing more
flexibility for licensees,

Lowers financial costs
for most licensees,
provides greater
scope for expansion.

Will benefit good
performers and
penalise poor
performers because of
an improved focus on
risk management.
This will help improve
industry standards.

Removal of conflict of
interest between
regulatory and
insurance functions is
beneficial.

licence when working for a trade
contractor. This will provide more
flexibility for new entrants while
ensuring a continuing oversight of
technical standards.

Increases business opportunities
and reduces risks for
subcontractors,

Greater focus on pricing for risk
will reduce risks for
subcontractors.

Remaoval of conflict of interest
between regulatory and insurance
functions is beneficial.

impact relative to
current
arrangements.

No adverse
impact relative to
current
arrangements.

No adverse
impact relative o
current
arrangements.

enhances benefits of the
current system (with respect
o consumer protection and
preventing the entry of poor
operators) while reducing
compliance costs for
industry.

Preferred to current
arrangements but may not
be necessary in the long
term if private insurance was
introduced.

Instability in the interstate
insurance markets, the
relatively low premiums in
Queensland at present and
the likely reluctance of
private insurers to enter the
market until their confidence
is restored in interstate
markets mean that this
option is clearly prefemed in
the short term {for at least 2
years). Over the long term,
the option outlined in the
following matrix is
considered to be likely to be
superior.
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