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1 Introduction 

1.1 Background 

A paper headed ñBackground Paper on determining Fire Service Levy rates and the PFS client 

modelò was issued to the PFS clients in May 2012.  The PFS model was developed to assist 

each insurer to set Fire Service Levy (FSL) rates so that amounts it collected better matched its 

eventual liability to the Victorian Metropolitan Fire Board (Metro) and the Victorian Country Fire 

Authority (CFA).  These Fire Service Authorities are collectively referred to as the (FSAs) in this 

report.  

Following specific client requests various new features have been, and may continue to be, 

added to the model.  This paper is in response to a request from clients for a more detailed 

description of the model and of the uncertainties involved in making the assumptions required 

by an individual insurer to set and monitor FSL rates. 

Each client has attended its own workshops run by PFS on the use of, and interpreting the 

results from, the PFS FSL model.  With this background and the periodic review letters each 

client has received, the material in this report should further deepen its understanding of the 

modelling process.  

Several insurers have used the financial model developed by PFS to assist them in setting and 

reviewing FSL rates in both Victorian jurisdictions for the year 2012/13. It is a condition for each 

client that PFS does not disclose one clientôs information to any other client.  

1.2 Business Context 

In Victoria, insurance companies contribute 75% of the Metro Budget and 77.5% of the CFA 

budget.  Within each FSA ultimately every insurer is levied the identical percentage of 

premiums, using a measure known as the Declared Premiums to meet this funding requirement. 

This Declared Premium measure, however, cannot be known until well after the end of the year 

in which it is being measured. Before and during the 2012/13 financial year, each insurer has 

made, and periodically reviews, a range of assumptions to estimate what may be their share of 

the total Declared Premium pool for the 2012/13 year.  This enables each insurer to form a view 

as to the amount of its potential liability to each FSA and how it may fund that liability. This is 

done by setting FSL rates on individual policies, which become part of the policy premium. 

The above process of funding the FSAs is unlike the other imposts on insurance premiums of 

stamp duty and GST which are known in advance. The FSL rates used by any one insurer by 

their nature cannot produce a precise outcome whereby that insurer levies, and collects, the 

same amount for which the insurer will ultimately be liable. 

Insurers must estimate the FSL rates to be applied to individual policies taken out in that year, 

well before their liability to each FSA is finalised.  There are a large number of assumptions that 

each insurer needs to make in order to determine the levy to be applied to policies, and there 

are significant uncertainties in estimating these.  

With the 2012-2013 year being the final year of insurers funding the FSAs, there are additional 

assumptions to be made than would otherwise have been the case. A more detailed description 

of the process including the assumptions and their uncertainties is set out in Section 2.   In 

summary each insurer must consider: 
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¶ forecasting the size of the 2011/12 total market premium pool, for Home and 

Commercial lines of business, in each FSA, until these were published by the FSAs in  

October 2012, as this underpins the next point; 

¶ forecasting the size of the 2012/13 total market premium pool, excluding FSL, for Home 

and Commercial lines of business, in each FSA as it is an insurerôs share of this 

premium pool that will determine that insurersô liability; 

¶ forecasting the distribution of the market annual premium by month for 2012/13; 

¶ forecasting what, on average, are the market FSL rates that will be, or have been, in use 

and how they will change over the course of both years;  

¶ allowing for market average ñlagsò, i.e. the periods, which can be many weeks, between 

when insurers decide to change an FSL rate and that rate reflected in their returns to the 

FSAs; 

¶ that prior to the start of the year an estimate was provided for the budgets of each FSA 

for 2012/13 as this was the liability in total to be funded. Later, when the budget was 

finalised in June 2012, a further review of FSL rates was carried out; and 

¶ forecasting the growth of its own total premium pool size and its own FSL rates to apply 

over the year. 

With funding for FSAs from insurers ending on 30 June 2013, the practice of some insurers has 

already been to periodically reduce FSL rates similar to what occurred in other states where 

FSL on insurance policies have been abolished.  Potentially this may result in FSL rates at the 

end of year being quite low, so that total policy premiums before and after 1 July 2013 become 

comparable from an FSL perspective.  This is to reduce the risk to the insurer that a 

policyholder would terminate a policy at 30 June 2013 and take out a new policy immediately 

after that date because there would be a major incentive to do so if the original premium 

included a material FSL component and the new premium contained no FSL component.  This 

practice led to some insurers increasing their FSL rates in the earlier part of the year to allow for 

reductions towards the end of the year.  

1.3 Summary of current process 

Insurers pay a fixed share of the budget of each of the two FSAs in Victoria each year. This 

funding requirement is allocated between the insurers in proportion to their Declared Premiums.  

The insurers must submit their Declared Premiums to the FSAs for a financial year shortly after 

the end of that year. The Declared Premiums for each class of business (i.e. Home, Fire 

(Commercial) and Contractor All Risks) are statutory percentages of the premium, excluding 

stamp duty and GST, but including the FSL component of each premium.    

In this report we have combined Contractors All Risks with the Commercial business as the 

same statutory percentage applies and in recent years the same FSL rates have applied. 

There are other minor classes of business included in Declared Premiums but these comprise 

less than 1% of the total Declared Premiums in each jurisdiction. 

Ultimately each of the insurers will pay a share of each FSAôs budget in proportion to their share 

of the relevant Declared Premium pool.  Over the course of the financial year, interim levies are 

payable to each FSA based on the insurerôs share of the total Declared Premiums for the 
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previous year. Following the end of the financial year and the finalisation of the total Declared 

Premiums for that year, there is an adjustment payment in respect of each FSA either to or from 

each insurer.  

Interim levies are used as the actual amounts cannot be known until after the end of the year. 

1.4 Change in Process from February 2012 

Up until February 2012, advisory FSL rates were issued by the Insurance Council of Australia 

(ICA) to its members. These rates were only issued as advisory rates for ICA members and 

each member had to determine the appropriateness of those rates.  These rates were 

determined each quarter based on the relevant budget and the latest quarterly forecast size of 

the insurance market.   

In February 2012 ICA ceased issuing advisory FSL rates for both NSW and Victoria  This meant 

that individual insurers were required to determine their own appropriate FSL rates.  Also, the 

Victorian government had announced as early as May 2011 its intention to replace the funding 

of both Metro and CFA FSAs from insurers with a property based levy from 1 July 2013.  The 

details of the new property charges were announced in August 2012. 

PFS, which had assisted ICA in determining advisory FSL rates up to February 2012, 

developed an entirely new financial model for each individual insurer to use.  Several ICA 

members and some other insurers retained PFS to assist them with setting their own FSL rates. 

This model uses public information on past FSA budgets and Declared Premiums along with the 

individual insurerôs actual and forecast premium data, including FSL collections, and its view of 

the growth in the overall market, to assist in setting its own FSL rates.  The data and 

assumptions are provided to PFS on a confidential basis.   

FSL reviews for most of these insurers were carried out prior to 1 July 2012 and  have been 

updated when more information has become available.  With most insurers, a second review 

was carried out when the FSA budgets for the financial year 2012/13 were announced and a 

third review was carried out when the actual total Declared Premiums for the year 2011/12 were 

advised by each FSA.  Some insurers have also requested a further review be carried out in 

early 2013 to continue to monitor actual experience and in light of that experience review their 

assumptions.  

1.5 Transition to Property Levy from July 2013 

The Victorian Government is replacing the insurance based levy with a property based levy 

after 30 June 2013.  Insurers will be required to fund the Victorian Metro and CFA Fire Services 

for the 2012/13 financial year on the same basis as has applied in previous years.  There will be 

no funding requirement on insurers in respect of policies established after 1 July 2013 as the 

Fire Services will then be funded by the property based levy.   

This means that the FSL will be incorporated by insurers into policy established up to 30 June 

2013 as those premiums, including the FSL component, form part of the Declared Premium 

determination for 2012/13.  As Declared Premiums will cease as from 1 July 2013, policies 

established on 1 July 2013 and later will have no FSL.   Therefore, a policy established on 30 

June 2013 could be invoiced for a full yearôs FSL but a policy on or after 1 July 2013 will have 

no FSL applied.  This gives rise to an incentive for policyholders to minimise any large financial 
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impost arising out of the levy by cancelling policies around 30 June 2013 and replacing them 

with policies with no FSL.   

1.6 Tapered FSL Rates 

If FSL rates had continued to be set as flat rates for a full year, insurers expected that there 

would be behavioural changes by policyholders because of the transition from an insurance 

based FSL to a property based levy after 30 June 2013, as described above.  To help manage 

the transition process, the model incorporates a feature to allow FSL rates to be set on a 

monthly basis. This allows FSL rates to be tapered, potentially to a low level by 30 June 2013. 

This allows the issue described above of the ñpremium before 1 July and after 30 Juneò to be 

addressed. 

The full premium, including FSL, on those policies which are reported to the FSAs for 2012/13 

would count towards the Declared Premium for that year. However, a low FSL rate applying to 

those policies renewing towards the end of the year will be insufficient to recoup the liability to 

the FSA arising from that policy.  Therefore, an insurer using tapered rates and not planning to 

significantly under-collect, will generally require higher FSL rates at the start of the 2012/13 year 

so that, with reducing FSL rates, they would still collect approximately the amount payable to 

FSAs. 

The PFS model gives the insurer the ability to set different FSL rates for each month for each 

line of business in each FSA so as to quantify the effect of higher FSL rates in earlier months 

and lower FSL rates in later months.   

1.7 Victorian legislation on Fire Service Monitor 

The Victorian government in November 2012 introduced draft new consumer protection 

legislation to establish a Fire Services Monitor.  The Monitor will be Professor Alan Fels and he 

and his office, according to the Media Release, will be responsible for protecting insurance 

policy holders ñ..against price exploitation, false representation and misleading and deceptive 

conduct.ò  Penalties of up to $10 million will apply for a body corporate and $500,000 for an 

individual.   

On price exploitation, the explanatory memorandum to the Fire Services Levy Monitor Bill 2012 

includes:  

ñClause 26 creates a prohibition on price exploitation by an insurance company in relation to fire 

service levy reform.   

Subclause (2) provides that an insurance company engages in price exploitation if it issues a 

regulated contract of insurance and the price for the insurance is unreasonably high, having 

regard to a number of factors including the fire service levy reform, the historical fire service levy 

rates charged by the insurance company and the costs of supplying insurance against fire.   

Clause 26 is a penalty provision for a contravention of which a pecuniary penalty is payable 

under clause 32.ò 

This legislation has passed both houses of parliament as at the date of this report and is 

awaiting royal assent.  
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1.8 Disclaimer 

This paper has been prepared for distribution to those clients of PFS who agreed to fund its 

preparation.  It should only be used for the purpose of review by management of those clients 

and appropriate regulatory authorities. This paper is not to be used by any other party for any 

purpose, nor should any other party seek to rely on the opinions, advice or any information 

contained within this Report.  

PFS disclaims all liability to any party other than the above clients in respect of, or in 

consequence of, anything done, or omitted to be done, in reliance, whether in full or in part, 

upon any information contained in this paper. Any party other than those clients who chooses to 

rely in any way on the contents of this paper does so at their own risk.  

The information in this paper and in any related written or oral presentation made by PFS is 

confidential between PFS and each client and should not be disclosed, used or duplicated, in 

whole or in part, for any purpose except with the prior knowledge of PFS. 
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2 Uncertainties in forecasting FSL rates 

The process of setting FSL rates starts well before 1 July 2012 as FSL rates need to be 

reflected in premiums from 1 July 2012. As stated in Section 1, each insurer must consider: 

¶ forecasting the size of the 2011/12 total market premium pool, for Home and 

Commercial lines of business, in each FSA, until these were published by the FSAs in  

October 2012, as this underpins the next point; 

¶ forecasting the size of the 2012/13 total market premium pool, excluding FSL, for Home 

and Commercial lines of business, in each FSA as it is an insurerôs share of this 

premium pool that will determine that insurersô liability;  

¶ forecasting the distribution of the market annual premium by month for 2012/13; 

¶ forecasting what, on average, are the market FSL rates that will be, or have been, in use 

and how they will change over the course of both years;  

¶ allowing for market average ñlagsò, i.e. the periods, which can be many weeks, between 

when insurers decide to change an FSL rate and that rate reflected in their returns to the 

FSAs; 

¶ that prior to the start of the year an estimate was provided for the budgets of each FSA 

for 2012/13 as this was the liability in total to be funded. Later, when the budget was 

finalised in June 2012, a further review of FSL rates was carried out; and 

¶ forecasting the growth of its own total premium pool size and its own FSL rates to apply 

over the year. 

As the 2012/13 year unfolds, some of the above assumptions are replaced with actual 

outcomes, while for others determining assumptions becomes more complex and prone to 

greater uncertainty.   

For example, in October 2012 the total Declared Premium in each FSA for Home and 

Commercial business for the year to 30 June 2012 became known. This allowed one set of 

assumptions to be replaced with actual outcomes. The implications of replacing these 

assumptions with the known position may have a material effect on projected outcomes. 

Therefore, there may be a need to change projected outcomes with only a relatively short 

period of time remaining to 30 June 2013 to implement changes, such as a change in an 

insurerôs planned FSL rates. 

On the other hand, some assumptions become harder to forecast.  For example, in CFA 

Commercial, the most recent ICA advisory FSL rate prior to 1 July 2012 was 85%.  There was 

then a move by an unknown number of insurers to 95% around and shortly after 1 July 2012.  

Since that date the market has seen a number of changes, for example, one insurer has 

announced a reduction from 95% to 70% from the end of September 2012 and to 50% from 

January 2013.  In effect, in October 2012 some insurers may have been using FSL rates of 

85%, some 95% and some 70%.   

An insurer needs to form a view about the overall market size which includes the amount of FSL 

collections. Therefore each insurer must forecast an overall market FSL rate each month, which 
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is unlikely to be accurate. This overall position is needed to understand the implications of such 

a view to its own business.  It must then determine possible FSL rates for its own business. 

Some of the above assumptions and their uncertainties are detailed below: 

2.1  Estimating growth of the insurance market 

2.1.1 Premiums excluding FSL 

The Declared Premiums come from the returns of premiums and FSL collections by the 

insurers.  The growth in underlying market premiums (ie net of FSL) of the industry are difficult 

to predict from year to year.  Statistics for growth in insurance premiums for the jurisdictions of 

Metro and CFA are not published and so must themselves be estimated from other data.  PFS 

has used the Declared Premiums provided by the FSAs to derive market premiums, excluding 

the FSL, and the change from year to year is shown below for the last 4 years: 

Jurisdiction Year ending 
30 June 

Change in Market Premiums excl FSL 
over previous year 

Home Commercial 

CFA 2009 13.6% 17.7% 

CFA 2010 11.8% 10.1% 

CFA 2011 9.9% 4.7% 

CFA 2012 18.5% 1.7% 

    

Metro 2009 12.6% 13.4% 

Metro 2010 9.8% 4.4% 

Metro 2011 6.9% -0.5% 

Metro 2012 14.9% 10.5% 

 

This table shows the difficulty in trying to predict the overall level of market premiums by line of 

business from year to year. As noted above there are no published data on premiums excluding 

FSL in these jurisdictions.  There is some premium information on the APRA website but this is 

only historic data and does not include forecast data and also is not separately provided for 

each jurisdictions. Therefore it is of limited use in this exercise. 

The results in the above Table are, to some degree, estimates given the methodology used in 

the calculation (Section 3 has more detail). Also, we understand that the classification of 

business by insurers between CFA and Metro jurisdictions can sometimes be difficult, producing 

inconsistencies from year to year. Therefore the above growth percentages could be impacted.  

Each insurer using the PFS model was originally asked to estimate the change in the overall 

market premiums for 2011/12 and to estimate the size of the Declared Premiums for 2012/13.  

The final Declared Premiums for 2011/12 were advised by the FSAs in October 2012 and these 

figures were used to derive the growth in the market premiums in 2011/12, as given in the 2012 

line in the above table.   
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It is difficult for an insurer to forecast how its own premium pool may change and even more 

difficult for an insurer to estimate how the total industry premium pool size may change. 

2.1.2 Allowing for lag periods 

The lag period is the period between the date an insurer decides to change its FSL rates and 

the date those new rates are reflected in the premiums and FSL collections being returned to 

the FSAs.  Some insurers report policy premiums and FSL collections to the FSAs on the risk 

commencement date but others report on a processed date.  A lag period is, therefore, a 

combination of the period from issuing a quotation up to the risk commencement date of the 

policy plus, in the case of an insurer reporting in their returns to the FSAs on a business 

processed date, the additional period between the risk commencement date and the processing 

date.  Lag periods can be up to many weeks. 

Some insurers also have different lag periods for different classes of business.  Reporting on a 

risk date would give rise to a shorter lag than reporting on a processed date.  Therefore, if an 

insurer changes its FSL rates, it can be many weeks after the date of deciding to make the 

change before the new rates are reflected in the returns to the FSAs.   

2.1.3 Estimating FSL component of premiums 

The FSL collected by insurers is added to the market premium in the calculation of the Declared 

Premiums.  The FSL rates previously advised by the ICA had been, particularly in CFA, quite 

volatile in recent years.  

In the PFS model an individual insurer is required to estimate the average FSL rates being 

applied to its own premiums in each Victorian jurisdiction for each line of business for each 

month.  As each insurer is also required to estimate market premium and FSL collections, they 

need to estimate the overall industry average FSL rate on a monthly basis for 2012/13.  This 

market FSL assumption is very difficult to do accurately because: 

¶ Some insurers have published FSL rates which show they are tapering but they may be 

using different paths in lowering their rates over the year; 

¶ It is possible that some insurers are not tapering FSL rates at all; and 

¶ Each insurer has to estimate the overall market average lag periods. 

For the month of, say, January, the market FSL rate would be a combination of the FSL rates 

used by the individual insurers in November, in December as well as possibly in January 

depending on the different lag periods of each insurer. Therefore, it is very difficult to accurately 

estimate the FSL collections for the insurance industry as a whole which go into the calculation 

of the 2012/13 Declared Premiums and hence to accurately target the FSL liability required. 

2.1.4 Mix of business 

Some insurers are mono-line underwriters i.e. they only write business in Home or in 

Commercial while others write both lines of business.  Even if a mono-line Home insurer 

correctly estimated how their own premiums grew and it also correctly estimated how the overall 

market premium for Home  premiums grew, it does not follow that it could accurately determine 

FSL rates that would collect the amount that ultimately would be payable to the FSA. 



Uncertainties in forecasting FSL Rates and methodology 

 

 

Professional Financial Solutions 11 

This is because the liability for the individual insurer described above also depend on the 

changes in the other line of business.  Both lines of business form part of the total Declared 

Premiums.  

For example, in Vic CFA in 2011/12 Home business grew by an estimated 18.5% and 

Commercial business grew by an estimated 1.7%.  If an insurer correctly estimated the 18.5% 

growth and had set FSL rates on that basis, but also assumed, say, a 7% growth in Commercial 

premiums, then it would have under-collected in Home, as the 2011/12 Commercial premiums 

only grew by 1.7%.  These actual growth rates meant that the share of the total Declared 

Premiums from Home business turned out to be higher than the insurer had assumed. 

Therefore, more of the FSA budget would have been funded from Home business i.e. a higher 

FSL rate would have been required to be set in the Home premiums.    

This means that mono-line insurers, like every other insurer using the PFS model, are required 

to estimate the growth in premium and average FSL rates in the other line of business, although 

they are likely to have less expertise in that line of business. 

2.2 Budgets 

When initially setting FSL rates for the start of the 2012/13 year, the budget for each FSA was 

unknown and so the estimate, as provided by each FSA, was used. The actual budgets were 

published in late June 2012 and were lower than had been previously estimated by the FSAs, 

which led to a further review by each insurer of its FSL rates. 

2.3 Growth in Own Business  

Most businesses go through a budget setting process for the coming year.  This is usually a 

challenging process and illustrates, commonly, how difficult it is to form a clear perspective of 

what may unfold for a specific insurer. 

2.4 Growth in the Market Premiums 

As the market is the aggregate of many different insurers, any one insurer is only able to 

estimate growth using a broad brush.  It is the overall market size that ultimately determines 

FSL rates. Therefore, the model is designed to produce results using assumed market growth 

rates, called base case assumptions, and also produce a sensitivity analysis.  These sensitivity 

results are obtained by using a margin above and below the base case assumptions  to show 

the impact if actual results prove to be different from the base case assumptions. 

If the base case assumptions are inherently conservative then all results will have this 

conservatism óbuilt inô.  Base case assumptions should reflect, at the time they are made, a 

óbest guessô. 

2.5 Cancellations after 30 June 2013 

An uncertainty arises where a policy reportable to an FSA in respect of the 2012/13 year is 

cancelled after the end of the year.  The policyholder would then take out a new policy which 

would have no FSL.  

If a policy is cancelled on or prior to 30 June 2013 with a refund of the unexpired premium and 

FSL, then the cancellation is taken into account i.e. it reduces the premiums reported to the 

FSAs for 2012/13.   
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However if the cancellation is reportable on 1 July 2013 or later, we understand that the full 

yearôs premium, including FSL, would be included in the return to the FSAs for 2012/13 and 

there would be no reduction in respect of the that premium and FSL following the policy 

cancellation.  In previous years, these cancellations would have reduced the premiums reported 

to the FSAs and the corresponding Declared Premiums in the following year. This will not apply 

after 1 July 2013 as there will be no further returns by insurers to the FSAs.  Therefore, the 

insurer will have the full yearôs premium and FSL count towards their Declared Premiums in 

2012/13 but will only receive FSL collections for the period before the cancellation.  This will 

result in a lower FSL collection than the amount expected by the insurer from that policy. 

There is a risk that this could lead to a significant under-collection by an insurer. Therefore 

some insurers have altered their policy documentation and their Product Disclosure Statements 

to give them the ability to retain the FSL component on policy cancellations.  This may be able 

to be done with policies where the full yearôs premium is paid on inception but it may not be 

feasible in all cases.   For example, where premiums are paid by monthly bank debit and the 

policyholder stops the bank debits after June 2013, it may be impractical for the insurer to 

collect the outstanding FSL amount.  

Therefore, following the end of the 2012/13 year an insurer may fail to receive the FSL amounts 

on these cancelled policies but will still be liable for the payment to each FSA. Accordingly, an 

insurer may need to appropriately provision for this contingency by establishing a reserve at 30 

June 2013 to meet this potential loss.  We understand, however, that the FSAs are considering 

a change in their previous approach for treating cancelled policies shortly after 30 June 2013 as 

2012/13 is the final year of contributions from insurers ï see below. 

2.6 Business processed after 30 June 2013 

The FSAs have advised that there will an extended processing window after 30 June 2013, 

given that it is the last year of the insurance based levy.  Insurers will be given an additional 

month to lodge their returns to the FSAs.  We understand from a representative of both FSAs 

that they are considering allowing cancellations early in the new financial year, prior to a cut off 

date, to be netted off the premiums returned for the year 2012/13 to determine the Declared 

Premiums for the year.  However, if this change in practice is introduced then insurers would 

also be required to include in the premiums returned for the year 2012/13, those premiums 

processed after 30 June 2013 but before the cut-off date, on policies with a risk commencement 

date on or before 30 June 2013.  This could result in some policies with, say, a June renewal 

date being included twice in the return to the FSA for 2012/13.  For example, if a policy with a 

June renewal date was processed and entered in the FSA returns in July each year then the 

June 2012 renewal as well as the June 2013 renewal could both be in the 2012/13 return to the 

FSA and would count towards the Declared Premiums of that insurer.  

The FSAs hope to have this issue resolved and to have advice as to their practice issued early 

in the 2013. 

Not knowing if business processed post 30 June 2013 will result in a reduced liability in respect 

of cancellations and/or an additional liability in respect of policy renewals, adds further to the 

uncertainty in setting appropriate FSL rates. 
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3 Fire Service Authority Information 

3.1 Introduction 

Earlier in this report we referred to certain underlying information, some of which is sourced 

from the FSAs. This section details the history of this information in recent years.  

3.2 Fire Service Budgets 

The FSA budgets are normally finalised by July each year for the financial year which is just 

starting.  In recent years, the annual increases in budgets have been volatile, usually well in 

excess of the rate of inflation and in CFA there were particularly large increases following the 

2009 bushfires. 

The budget requirements funded from insurers in recent years and the pecentage change year 

on year have been as follows: 

Budget 

Requirement 

Metro CFA 

2005/06 year $176m $158m 

2006/07 year $184m (+4.5%) $176m (+11.4%) 

2007/08 year $191m (+3.8%) $201m (+14.2%) 

2008/09 year $198m (+3.6%) $229m (+13.8%) 

2009/10 year $206m (+4.0%) $303m (+32.3%) 

2010/11 year $215m (+4.4%) $309m (+2.0%) 

2011/12 year $229m (+6.5%) $416m (+34.6%) 

2012/13 year $227m (-0.8%) $322m (-22.5%) 

 

3.3 Declared Premiums 

Each FSA apportions its budget requirement between the insurers in proportion to their 

Declared Premiums.  Declared Premiums are the policy premiums of each insurer, excluding 

GST and stamp duty, but including the FSL, multiplied by a Statutory Percentage.  The 

Statutory percentages for the major lines of business are: 

 Commercial Fire 

and other risks 

Contractors All Risks 

(CAR) 

Home  

Vic Metro 80% 80% 40% 

Vic CFA 80% 80% 40% 

In this report we have combined Contractors All Risks with the Commercial business as the 

same statutory percentage applies and in recent years the same FSL rates have applied. 
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There are other minor classes of business included in Declared Premiums but these comprise 

less than 1% of the total Declared Premiums in each jurisdiction and have been excluded from 

the PFS modelling. 

The total Declared Premiums in the two jurisdictions and the year on year increases in recent 

years have been quite volatile and are: 

Jurisdiction Year ending 
30 June 

Total Declared Premiums Percentage 
increase 

Metro 
2009 $503m 8.4% 

Metro 
2010 $534m 6.1% 

Metro 
2011 $552m 3.5% 

Metro 
2012 $610m 10.3% 

 
   

CFA 
2009 $510m 

15.7% 

CFA 
2010 $592m 16.1% 

CFA 
2011 $625m 5.6% 

CFA 
2012 $732m 17.2% 

 

The Fire Service Budgets as a proportion of Declared Premiums are set out below.  It is these 

percentages that, ultimately, are the basis on which all insurers are invoiced at the same rate for 

each FSA. 

Jurisdiction Year ending 
30 June 

Fire Service Budget as % of Total 
Declared Premiums 

Metro 2009 39.4% 

Metro 2010 38.6% 

Metro 2011 38.9% 

Metro  2012 37.2% 

   

CFA 2009 44.9% 

CFA 2010 51.2% 

CFA 2011 49.5% 

CFA  2012 44.0% 
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As different statutory percentages apply to the different lines of business it is necessary to 

apportion the FSA budget by Declared Premiums into the lines of business.  In recent years this 

split has been as follows: 

Percentage shares of Declared Premiums* 

Jurisdiction Vic Metro Vic Country 

08/09 09/10 10/11 11/12 08/09 09/10 10/11 11/12 

Commercial 61.1% 59.9% 57.8% 57.0% 54.4% 54.7% 53.0% 51.0% 

Home 38.9% 40.1% 41.5% 43.0% 45.6% 45.3% 46.7% 49.0% 

Total 100% 100% 99.3% 100% 100% 100% 99.7% 100% 

* Some minor classes of business were aggregated with major classes in some yearsô data. For these years the 

totals are shown as100% in this table. 

Even if an insurer does not operate in one line of business, their FSL liabilities are impacted by 

what is happening in the other major line of business.  The table shows the increasing share of 

the budgets in recent years in both Vic Metro and Vic Country, which has been met by the 

Home line of business.  

3.4 Market Premiums 

The total market premiums, including the FSL, of all insurers are submitted to the FSAs after the 

end of each financial year.  These are used to determine each entityôs share of each budget 

based on that entityôs Declared Premiums divided by the total Declared Premiums in each 

jurisdiction. 

The changes in market premiums, excluding the FSL, for recent years are derived by grossing 

up the Declared Premiums advised by the FSAs for each line of business by the statutory 

percentages to get 100% of the market premiums plus the FSL component.  To get the market 

premiums i.e. excluding the FSL, we have deducted the budget allocated to that line of 

business, as an approximation to the sum of all of the FSL amounts.   

The above process has 2 approximations: 

¶ to the extent that the actual FSL collections are more or less than the share of each FSA 

budget, then the market premiums and the growth in those premiums may be over or 

under stated; and 

¶ the model does not allow for some minor classes of business, for example marine and 

personal property, which in aggregate comprise less than 1% of the total Declared 

Premiums. This means the results do not exactly reflect the processes used by the 

FSAs. 

In the following table, Commercial represents the combined business classes covered by Items 

1 and 2 on the Schedules used to report to each FSA. Broadly this covers Fire and other risks 

and Contractorôs All Risks (CAR). Similarly Home business is Item 4 on the Schedules.  The 

returns to the FSAs show these as separate classifications but the FSL advisory rates and the 

statutory percentages for these categories have been identical. 

This table shows the percentage changes in the total market premiums. 
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Jurisdiction Year ending 
30 June 

Change in Market Premiums excl FSL 
over previous year 

Home Commercial 

CFA 2009 13.6% 17.7% 

CFA 2010 11.8% 10.1% 

CFA 2011 9.9% 4.7% 

CFA 2012 18.5% 1.7% 

    

Metro 2009 12.6% 13.4% 

Metro 2010 9.8% 4.4% 

Metro 2011 6.9% -0.5% 

Metro 2012 14.9% 10.5% 

 

This table shows the difficulty in trying to predict the overall level of market premiums by line of 

business from year to year. It should be noted that there is no published data on premiums 

excluding FSL in these jurisdictions.  The results above are, to some degree, estimates given 

the methodology used in the calculation.  Also, we understand that the classification of business 

by insurers between CFA and Metro can sometimes be difficult and so results could also be 

influenced by this issue.  

3.5 History of Recent FSL Advisory Rates 

The advisory rates issued by ICA for the three years up to February 2012 are set out in the 

following table.  Members of ICA were advised to make their own careful determinations of their 

own FSL rates with regard to their own estimated premium forecasts. 

  Metro CFA 

Date Commercial Home Commercial Home 

5/02/2009 48.0% 20.0% 63.0% 24.0% 

11/05/2009 51.0% 21.0% 68.0% 26.0% 

7/08/2009 50.0% 20.0% 84.0% 31.0% 

13/11/2009 47.0% 19.0% 84.0% 31.0% 

26/11/2009 47.0% 19.0% 80.0% 28.0% 

9/02/2010 46.0% 18.0% 72.0% 26.0% 

11/08/2010 46.0% 18.0% 66.0% 24.0% 

17/11/2010 44.0% 17.0% 64.0% 23.0% 

10/02/2011 44.0% 17.0% 64.0% 23.0% 

10/03/2011 44.0% 17.0% 64.0% 23.0% 
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  Metro CFA 

Date Commercial Home Commercial Home 

3/05/2011 45.0% 18.0% 65.0% 24.0% 

10/08/2011 45.0% 18.0% 85.0% 32.0% 

18/11/2011 44.0% 18.0% 85.0% 35.0% 

1/02/2012 44.0% 18.0% 85.0% 36.0% 

 

This table shows the very large changes in the advisory FSL rates, particularly in CFA, over 
recent years. Information on forecast premium growth, utilised to derive these advisory rates, 
was provided by all of the major insurers.   
 
This process was more likely to give a better estimate than using the information provided by 
each individual insurer under the PFS model applying for those individual insurers at the 
present time. 
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4 Methodology 

4.1 Overview 

The purpose of the modelling is to provide an insurer with the ability to test a range of 

assumptions as described earlier to assess the financial implications of those assumptions.  

These include the potential under or over-collection position as well as the interaction between 

the relevant assumptions, and provide a basis for determining FSL rates.  

This section contains a number of example outputs from the model based on the example 

assumptions made and showing the results obtained.  These are annotated to help 

understanding. 

The data used in these outputs from the model is not from any insurer and is only for the 

purposes of illustrating and commenting on results from the model. The insurer used is referred 

to as Sample Insurer. 

4.2 Individual Insurers Data 

PFS requires an individual insurer to provide for each FSA and for each line of business its 

actual and forecast premiums, net of FSL, stamp duty and GST, and then to separately advise 

its actual and forecast FSL receipts.  These premiums and FSL amounts would be as reportable 

to each FSA.  Ideally data is provided on a month by month basis. 

Where an insurer requested that we carry out a calibration process, we used that insurerôs past 

data to populate the model and examine the results.  This process included a comparison with 

the ICA advisory rates as well as an analysis of the modelôs estimated over or under-collection 

position, for example, for the year to 30 June 2011.  Data for the year to 30 June 2012 was, 

initially, a mix of actual and forecast data.  Later the actual 12 months of data became available 

and a further comparison was made. 

For each insurer the above calibration process, including the actual results to 30 June 2012 

when available, allowed a comparison to be made between the modelôs estimated over/under 

collection position with that actually covered by each FSAôs invoices.  This allowed insurers to 

test the reasonableness of the model outcomes. 

Each insurer provided data estimates for the year to 30 June 2013 which enabled modelling to 

determine FSL rates to apply for that year.  Prior to the start of the year there is 12 months of 

forecast data.  Later in the year, data sets become partly actual data for the period to date and 

updated forecasts for the balance of the financial year. 

The lag periods as described in Section 2.1.2 were provided for each line of business in each 

jurisdiction. 

4.3 Setting average annual FSL rates 

To determine market FSL rates where an average annual expected rate (i.e. not allowing for 

tapering) is to be used for each line of business (LOB) in each jurisdiction, the following iterative 

process is used: 

i. Initial FSL rates are assumed and applied to the premiums, which exclude FSL, to 

determine the $value of the FSL to be collected; 

ii. Add the above $value to the premiums to obtain ógross written premiumsô (GWP); 
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iii. Multiply the total from (ii) above by the statutory percentage for that LOB to obtain 

the Declared Premium; 

iv. Apportion the FSA budget between the LOBs based on their share of the total 

Declared Premium pool; 

v. This share of budget divided by the premiums gives the FSL rate, which should 

match the rate used in (i) above; 

vi. If the rate from (i) and (v) are not the same, repeat the above process iteratively 

starting with the rates from (v) until the rates are the same.  

The above process results in an FSL rate for each LOB. 

The above process was also used in the calibration work.  The model outputs, including the 

under/over collections outcome, is shown in Appendix 1, using Metro as a worked example. 

Additional model features used in the transition year i.e. the year to 30 June 2013, including 

further model outputs are shown and described in later sections. 

4.3.1 Outcomes  

The description in this section covers the model output in Appendix 1. Immediately below is a 

generic description and following that is a specific commentary on the results shown in that 

output. 

The model output shows by line of business the forecast premiums the insurer makes for its 

own business and for the market overall, each excluding FSL, for 2012.  It also shows the 

insurerôs expected FSL collections for 2012. The required FSL rates are determined 

programmatically using the process described in 4.3 above. This process determines the overall 

market premiums and required FSL collections which in turn allow the total market Declared 

Premium to be calculated.  The insurerôs Declared Premium can also be determined from its 

forecast premium and FSL collections.  The insurer is liable for its share of each FSAôs budget 

based on its share of the total Declared Premium. 

The insurerôs forecast total liability is in turn apportioned to the two LOBs based on their share 

of the insurerôs total Declared Premium. 

The output also shows the average market FSL rates for the full year, based on the 

assumptions used, and the insurerôs current forecast for FSL rates for its own business. These 

are highlighted in yellow on the output. 

As the model has now calculated the expected liability payable by the insurer as well as the 

amount that insurer expects to collect, an over/under collection position can be determined 

based on the assumptions used. As the output shows, this is broken down by LOB. 

While an amount is also shown for FSL collections for 2013, a different process, described in 

Section 4.4, is used for the 2013 results. Hence the over/under collection position shown is not 

relevant given insurers appear to be using tapered FSL rates in 2012/13. However the market 

FSL rates shown for 2012/13 remain a guide to the average FSL rates required over the year. 

The later outputs use monthly FSL rates rather than a flat average rate for the year.   

It should be noted that the lag period identified on this output is 6 weeks and, when taken with 

the calculation date of 5 November 2012, produced the effective date of 17 December 2012. 

The data provided by the Sample Insurer is comprised of actual data to, say, the end of 
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October, and forecast data for November 2012 to June 2013. The premium and FSL collections 

are assumed unable to be changed until 18 December 2012 i.e. after the lag period has passed. 

Varying assumptions such as the change in the growth in the overall market allows the 

sensitivity of results to be investigated. 

4.3.2 Interpreting the results 

Before interpreting the results a description of the data supplied by the Sample Insurer is 

required.  This FSL review is assumed to occur in early November 2012.  The Sample Insurer 

provided actual premium and FSL collections data up to the end of October 2012. For 

November 2012 to June 2013 it provided forecast premiums and FSL amounts.  

 

The following description illustrates how to interpret the results: 

 

¶ The budget to be funded by the insurance industry is some $227 million for 2012/13 

about 0.8% lower than the previous yearôs $229 million; 

¶ Premiums of the Sample Insurer for 2011/12, excluding FSL, increased by 8% for Fire 

(Commercial) business and by 17% for Home. Prior to October 2012 an insurer provided 

its own actual and forecast results for its own business and forecast the market rates of 

growth for 2012. In October 2012 when each FSA released its Declared Premium results 

for 2011/12, PFS used these to estimate the overall market growth as 10.5% and 14.9% 

for Commercial and Home business respectively; 

¶ The model uses both the Sample Insurer and the market premiums for 2011/12 as the 

opening position to project forward to obtain the 2012/13 market premiums.  In respect 

of 2012/13 the Sample Insurerôs data shows a forecast of 5% growth in its own Fire 

(Commercial) business and an 8% growth in its Home business while at the same time 

forecasting overall market growth rates of 6% and 8.5% respectively; 

¶ In respect to the 2011/12 year results show Sample Insurer: 

o has 7.87% of the total forecast Declared Premium; 

o has a forecast liability of $18.039 million; 

o collected $18.314 million towards meeting its FSL liability; 

o expected to collect $275,000 over its liability i.e. some 1.5% over its liability. 

¶ For the 2011/12 year actual/forecast FSL rates for the year for Sample Insurer were 

44.0% for Fire and 18.0% for Home with the model indicating that the theoretical 

average market rates in this scenario were 43.0% and 17.7% respectively; and 

¶ In respect of the 2012/13 year the average market FSL rate, based on the assumptions 

shown, were calculated as 39.6% and 16.5% for Commercial and Home business 

respectively. Broadly the budget fell by 0.8% and the premium pool out of which this 

slightly lower budget is to be funded is assumed to grow by between 6% and 8.5% in the 

year. Hence FSL rates, on average, are lower. 

 

The assumptions made by an insurer usually change over time as an insurerôs perspective of its 

business and of the market place evolves.  As the year unfolds, and an insurerôs views change, 
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there is a reducing period of time available to implement that change.  To implement a change 

that takes into account a revised view of the whole year, when only part of a year remains to 

implement that change, can give rise to problems in aligning the collections received with the 

liability payable.  

4.4 Monthly market tapered FSL rates 

In the above section assumptions are made about the size of the market premiums excluding 

FSL. Unlike in 2011/12 and earlier years, the market in 2012/13 appears to have moved to 

setting FSL rates which are periodically reviewed and stepped down, or tapered, over time. 

The model output in Appendix 2 illustrates the behaviour of tapered FSL rates, including the 

amounts collected towards meeting the FSL budget.  The market FSL rates are applied to 

Sample Insurerôs monthly premium data after the end of its lag period to calculate the FSL 

collections. An alternative approach is set out in Section 4.5. 

The third page of Appendix 2 brings the information together by calculating the theoretical FSL 

rates actually required for each LOB, and by comparing this to what has actually been collected, 

the over/under collection position can be calculated for each LOB.  

Redundant lines have been removed from the actual outputs provided to clients in order to 

improve the ease of understanding for this report.  The specific FSL rates shown should not be 

taken as any form of recommendation from PFS but rather a way of explaining how the 

modelling process operates. 

4.4.1 Outcomes using tapered FSL rates 

The first 2 pages of Appendix 2 are similar, with the first page covering Commercial (Fire) 

business and the second page covering Home business.  

The comments below refer to how to read the Commercial output page for the whole insurance 

market.  A similar approach can also be used for the Home output page.  A detailed description 

on how the actual values may be interpreted is set out in the next section.  Broadly each page 

covers a 12 month period (months 1 to 12), being July 2012 through to June 2013.  The left 

hand column describes the content of each row.   

Broadly Appendix 2 shows: 

¶ At the top of the first page the total market premium, excluding FSL, for each LOB 

appears in the boxed area.  These premium values match the amounts shown in 

Appendix 1; 

¶ ñAdvised to Vic Treasuryò.  As part of the work commissioned by ICA when discussing 

the final year of operation of the FSL with Victorian Treasury, a number of insurers 

supplied ICA with data on a monthly basis corresponding to how data would be reported 

to FSAs. This aggregated data has been used with the permission of ICA, and has been 

used to spread the forecast of the total market annual premium assumed by an insurer 

by month;  

¶ Cancellation issues: 

o The output shows the ñProportion of Period after 30 June 2013ò on a monthly 

basis. For example in July 2012, if premiums occur at month end, then at 
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30 June 2013 there will be 1 month, or 8.3%, of premium still outstanding  at 

30 June 2013 in respect of the July 2012 annual premium; 

o Of the above percentage for each month that could cancel at 30 June 2013, the 

ñOption 3 Sample Insurerò percentage is the proportion of the above assumed to 

actually cancel their premium at 30 June 2013. These are shown as 0% in this 

example; 

If there are cancellations then some premium is lost to the insurance industry out of 

which it funds its share of the FSA budget. Higher FSL rates are required if the total 

premium receipts are reduced.  Sample Insurer may quantify the FSL implications of 

these types of cancellations using this feature. 

¶ The outworking of the above is shown in the line called ñPremium to fund FSLò; 

¶ Market monthly FSL tapered rates, ñAssumed FSL rateò, as specified by Sample Insurer, 

are then applied to the above monthly premiums to determine the overall market ñ$FSL 

collectionsò; 

¶ By adding the premium and FSL amounts, and applying the statutory percentages gives 

the ñDecl Premò for that LOB; 

The above is carried out for both Commercial and Home LOBs and the results are combined on 

the third page of Appendix 2. 

The data shown in the bottom of the first 2 pages of Appendix 2 also contains certain specific 

forecast information using the data from the Sample Insurer.  It shows the forecast premium 

specific to Sample Insurer, month by month, after the effective date, and using the assumed 

market FSL rates after the effective date i.e. the model assumes the insurer adopts market 

behaviour after the lag period ends.  

4.4.2 Interpreting the Values in the above results 

The results, summarised in the third page of Appendix 2, are based on the various assumptions 

detailed in the first two pages.  In summary: 

¶ FSL is being collected at the rates of 38.7% and 17.4% for Commercial and Home 

respectively; 

¶ on the assumptions used the theoretical rates required are 39.4% and 16.7% for 

Commercial and Home business respectively i.e. in the absence of other factors 

Commercial business will under collect and Home business will over collect against their 

expected liabilities; 

¶ based on the actual and forecast FSL collections to the end of the lag period and 

applying the assumed market rates from that date forward to 30 June 2013 shows an 

under collection of $134,564 in Commercial business and an over collection of $439,026 

in Home business for an overall over collection of $304,463 or some 0.2% of its liability. 

4.5 Sample Insurer uses monthly FSL rates different to the market 
rates 

As mentioned previously the model has had new features added to it as the year has unfolded.  

Initially, the practice described above, was used i.e. the outcome for an individual insurer was 
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based on a blend of their experience plus adopting market FSL rates after its lag period.  As the 

year progressed, each individual insurerôs experience differed from what was assumed and the 

market place FSL practice has become harder to óguesstimateô.    

One new feature, not yet seen by all PFS clients, is where the model allows an individual 

insurer to set its own specific monthly FSL rates for forecasting and to vary these to consider 

the different FSL implications.  This is shown in Appendix 3 which is otherwise identical to 

Appendix 2.  This output shows the model applying the monthly FSL rates provided by Sample 

Insurer to its own forecast monthly premiums to calculate its own FSL collections.  

Points to note in this example include: 

¶ No change has been made to any of the assumptions about the overall market; 

¶ The only changes are to do with the forecast results for Sample Insurer; 

¶ The results show that the monthly assumed FSL rates reduce Sample Insurerôs overall 

premium position as shown by the lower Declared Premium. This leads to a lower share 

of budget i.e. a lower FSL liability; 

¶ The actual FSL collections are lower (which is why the premiums above are lower); and 

¶ The combined effect of the lower liability but also lower FSL collections results in an 

under collection of $537,465 on Commercial business and an over collection of 

$228,783 on Home business for an overall under collection of $308,681.  This 

represents some 1.7% of its expected FSL liability. 

Monthly FSL rates may be modified to better target an outcome, although there are significant 

sets of assumptions underpinning each scenario.
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Appendix 1: Market Average FSL (Metro) 
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Appendix 2: Monthly market tapered FSL rates (Metro) 

 








