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Executive Summary

In October 2004, the Alberta government introduced legislation that, among other things, set a
limit of $4,000 on the damages that could be obtained for pain and suffering in “minor” injuries.'
In this report, we analyze the impact that this limit, the Minor Injury Regulation (MIR), had on
Alberta’s automobile insurance market. Specifically, we answer four questions about this

legislation.

1. Impact on Profitability

First, we ask whether profits on automobile insurance were unusually low in Alberta in the years
prior to the implementation of the Minor Injury Regulation (MIR); and we investigate the impact
that the MIR had on profits in the years immediately following that implementation. We find that
the rate of return on equity for Alberta automobile insurance (All Coverages) averaged 6 percent
in the years 1998 to 2002; but that it rose dramatically, to over 20 percent in 2003 — before the
introduction of the MIR — and remained at that elevated level in 2004, 2005 and 2006.

2. Trends in Costs of Claims

Second, because the legislative changes that were introduced in October 2004 were aimed
primarily at reducing claims costs, we investigate whether the costs targeted by the Minor Injury
Regulation had been increasing prior to its implementation. We find that, over the period 1996 to
2002, claims costs did not vary significantly as a percentage of either total expenses or total
premiums. Between 2002 and 2004, however — that is, before the change in legislation — there
was a dramatic decrease in the ratio of claims costs to premiums; and that ratio remained at this

lower level in 2005 and 2006.

3. Automobile Insurance Premiums

Third, we ask whether automobile insurance premiums were rising before 2004; and, if so,
whether that increase was due to rising claims costs or to other factors. We find that Bodily
Injury and Property Damage claims each rose by approximately 20 percent (per vehicle) between
1996 and 2003; while premiums increased by almost 65 percent. Furthermore, this increase in
premiums cannot be explained by changes in administrative costs or rates of return on insurers’

! The legislation also: altered the sharing of risk through risk sharing pools, placed controls on premiums, required
insurers/ brokers to quote all consumers, introduced a diagnostic service treatment protocol regulation, required that
net, rather than gross, income be used in the calculation of loss of earnings, and mandated that certain collateral

benefits be deducted from personal damages.
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investments. Rather, it appears that the increase was primarily a reaction to the five-year period
of relatively low profits: 1998 to 2002.

4. Impact of Removal of Minor Injury Regulation

Finally we estimate what the impact on the average automobile insurance premium would be if
the Minor Injury Regulation was removed permanently; and we ask what the impact would be on
automobile insurance profits if the government was to require that premiums be held constant
after the MIR was revoked. We find that average premiums would have to increase by $111.76/
year if profitability was held constant; and that profits from Basic Coverages would fall to
approximately 12.2 percent annual ROE if premiums were held constant (16 percent for All
Coverages) using 2006 data and assumptions (as noted in the body of the report).



Section 1- Profitability of Alberta Private Passenger Automobile
Insurance?

1.1- Introduction

In the case of Morrow v. Zhang (2008), which challenged the constitutionality of the Minor
Injury Regulation, the Insurance Bureau of Canada retained actuary Mr. Joe S. Cheng, F.C.I.A.
to calculate the profitability of automobile insurance companies in Alberta (hereafter referred to
as the “Cheng Report”). The Cheng Report presented figures for the five-year period 1998 to

2002.3

In this section, we apply the Cheng Report’s methodology exactly, but extend it to data for an
eleven-year period: 1996 to 2006. (The methodology and calculations are explained in detail in

the Appendix, Exhibits 1-3 and 5.)

Also, whereas the Cheng Report estimated profitability for All Coverages and Basic Coverages
(Basic Coverages in an addendum), we also estimate profitability for Optional Coverages.

We have employed updated data which result in slightly different numbers than those in the
Cheng Report. The updated data provide an improvement on the data available at the time of the
Cheng Report. These differences are noted in the Appendix.

We make no claims with regards to the validity of the methodology employed in the Cheng
Report.

1.2- All Coverages Combined

The most common measure of industry profitability (and the measure used in the Cheng Report),
is after-tax “return on equity” (ROE) — that is, the industry’s after-tax profits divided by the
value of the investments made in the industry. In Table 1 and Figures 1 and 2, we show that the
Alberta automobile insurance industry has had a positive ROE — on total private passenger
coverage (excluding farm coverage) - since at least 1996. Further, our calculations show that
there have been two distinct periods in the eleven years studied: From 1996 to 2002, profits
ranged from 4.1 to 12.5 percent. Following 2002, however, profits increased dramatically, to
more than 20 percent in each year between 2003 and 2006.

2 excluding farmers
3 Mr. Cheng’s report, of March 29, 2007, was entitled “REPORT ON THE REVIEW of Insurance Reform-Premium

and Claim Analysis By Gordon G. Smith and Theresa K. Reichert of Deloitte & Touche LLP.”
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Table 1
Alberta Automobile Insurance Profitability
Private Passenger (All Coverages) Excluding Farmers
As Per Cheng Report Methodology (March 29, 2007)
(1) D [ (21)
After-Tax Profit After-Tax
Year
(millions) $ Return-on-Equity
1996 86 9.6%
1997 114 12.5%
1998 63 6.3%
1999 45 4.1%
2000 69 5.9%
2001 89 7.3%
2002 78 6.4%
2003 293 23.4%
2004 381 27.1%
2005 428 27.8%
2006 368 21.9%
From Appendix, Exhibit 1

Figure 1- Alberta Automobile Insurance Return-on-Equity
Private Passenger (All Coverages)- Excluding Farmers
As Per Cheng Report Methodology (March 29, 2007)
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Figure 2- Alberta Automobile Insurance Profit
Private Passenger (All Coverages)- Excluding Farmers
As Per Cheng Report Methodology (March 29, 2007)
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1.3- Mandatory/ Compulsory Basic Coverages*

The rates of return reported in section 1.2 refer to All Coverages — that is, to all types of private
passenger automobile insurance aggregated together. As the MIR only affected claims by third
parties for bodily injury damages, it is also important to identify the profits that insurers were
earning specifically on Third-Party-Liability coverage.

In Alberta, all motorists are required to have a minimum of $200,000 in Third-Party-Liability
coverage plus no-fault Accident Benefits insurance coverage. Our data do not allow us to
identify the profits from this compulsory coverage exactly, but we are able to proxy it by
combining all Third-Party-Liability coverage limits ($200,000, $500,000, $1,000,000, etc.) and
the Accident Benefits coverage together.

Again using the Cheng Report’s methodology, it is seen in Table 2 and Figures 3 and 4 that,
prior to 2003, Basic Coverage was not very profitable, with an ROE ranging from -5.6 to +2.1
percent. In 2003, however, the return on Basic Coverage increased dramatically, to 19.1 percent,
and rose above 20 percent in each of 2004, 2005, and 2006.

4 Third-Party-Liability & Accident Benefits coverages



Table 2
Alberta Automobile Insurance Profitability
Private Passenger (Basic Coverages) Excluding Farmers
As Per Cheng Report Methodology (March 29, 2007)
a1 (20) [ @)
Year After-Tax Profit After-Tax
{millions) $ Return-on-Equity
1996 8 1.5%
1997 12 2.1%
1998 (13) -2.0%
1999 (40) -5.6%
2000 (12) -1.6%
2001 1 0.1%
2002 (13) -1.5%
2003 163 19.1%
2004 248 25.9%
2005 282 27.8%
2006 227 21.8%
From Appendix, Exhibit 2

Figure 3- Alberta Automobile Insurance Return-on-Equity
Private Passenger (Basic Coverages)- Excluding Farmers
As Per Cheng Report Methodology (March 29, 2007)
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Figure 4- Alberta Automobile Insurance Profit
Private Passenger (Basic Coverages)- Excluding Farmers
As Per Cheng Report Methodology (March 29, 2007)
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1.4- Optional Coverages

In Alberta, motorists are not required to purchase additional coverages beyond the mandatory
$200,000 in Third-Party-Liability coverage and the no-fault Accident Benefits insurance
coverage. In section 1.3 we grouped all Third-Party-Liability and Accident Benefits together
under the name Basic Coverages. In this section we consider the remaining coverages: collision,
comprehensive, and “other.” We group these coverages under the name Optional Coverages. It is
seen in Table 3 and Figures 5 and 6 that these lines were consistently very profitable in the entire
1996 to 2006 time period, with annual after-tax ROE between 18 and 29.1 percent over that time.
Like the Basic Coverages, Optional Coverages experienced a significant increase in profitability
between 2002 and 2003; but, unlike Basic Coverage, the ROE on Optional Coverages had fallen

back to a lower level by 2006.



Table 3
Alberta Automobile Insurance Profitability
Private Passenger (Optional Coverages) Excluding Farmers
As Per Cheng Report Methodology (March 29, 2007)
r ) [ (20) [ (21)
After-Tax Profit After-Tax
Year
(millions) $ Return-on-Equity
1996 72 21.8%
1997 95 28.6%
1998 71 20.4%
1999 74 20.2%
2000 71 18.0%
2001 80 19.4%
2002 75 18.6%
2003 117 29.1%
2004 121 27.2%
2005 137 25.8%
2006 131 20.5%
From Appendix, Exhibit 3
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Figure 5- Alberta Automobile Insurance Return-on-Equity
Private Passenger (Optional Coverage)- Excluding Farmers
As Per Cheng Report Methodology (March 29, 2007)
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Figure 6- Alberta Automobile Insurance Profit
Private Passenger (Optional Coverages)- Excluding Farmers
As Per Cheng Report Methodology (March 29, 2007)
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Section 2 - Claims Costs

2.1- Introduction

The purpose of this section is to summarize the data concerning changes in the costs of claims
per motorist relative to insurance companies’ total costs per motorist and to the average premium

per motorist.

2.2- Claims Costs Relative to All Costs

The data in Table 4 indicate that the cost of claims remained a relatively constant portion of
insurance companies’ total costs throughout the entire period 1996 to 2006. That is, the rate at
which the costs of claims were rising was not appreciably different from the rate at which
insurance companies’ other costs — primarily the costs of administration — were rising.

Table 4
Alberta Automobile Insurance
Private Passenger-Excluding Farmers
Year Claims Costs Relative to All Costs
1996 79.7%
1997 79.7%
1998 79.7%
1999 79.6%
2000 80.2%
2001 80.8%
2002 81.8%
2003 81.7%
2004 80.4%
2005 81.2%
2006 81.3%
Source: calculated using IBC AU90-A.
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2.3- Claims Costs Relative to Premiums

Tables 5, 6, and 7 investigate changes in claims costs per motorist relative to average premiums,
for three categorizations of the various coverages: All Coverages, Basic Coverages, and Optional
Coverages. What these tables indicate is that, until 2002, premiums tracked claims costs fairly
closely. That is, each increase in claims costs per motorist was matched by a similar increase in
insurance premiums, resulting in a ratio of costs to premiums that varied only slightly. For
example, while the average claim for All Coverages was 86.3 percent of the average premium in
1996, that ratio was 83.0 percent in 2002 — because premiums rose by 29.7 percent over that
period, while average claims rose by a similar amount, 24.8 percent.

In 2003 and 2004, however, premiums rose much more quickly than did claims costs, driving
down the claims ratio. This was especially true of the average premium for Basic Coverages
which rose by 19.3 percent between 2002 and 2004, while average claims actually fell by 21.9

percent.

Thus, it appears that the dramatic increase in profit rates over the 2003/2004 period was driven,
in large part, by a sudden change in the relationship between the costs of Basic Coverage and the

premiums that were charged for that coverage.

Table 5
Alberta Automobile Insurance
Private Passenger-Excluding Farmers
All Coverages
Year Average Premium Average Claim Claims Costs. Relative
to Premiums
1996 S 733 S 633 86.3%
1997 S 765] $ 636 83.1%
1998 S 801} S 700 87.4%
1999 S 815} $ 706 86.6%
2000 S 811] $ 741 91.3%
2001 S 845] $ 729 86.2%
2002 S 951 S 790 83.0%
2003 S 1,092] $ 736 67.4%
2004 S 1,125 $ 670 59.5%
2005 $ 1,037 $ 619 59.7%
2006 S 1,022 $ 671 65.6%
Source: IBC AU90-A
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Table 6

Alberta Automobile Insurance

Private Passenger-Excluding Farmers

Basic Coverages

Claims Costs Relative

Year Average Premium Average Claim i
to Premiums

1996 S 460 ] $ 456 99.0%
1997 S 4951 S 489 98.8%
1998 S 525| S 525 99.9%
1999 S 5371 S 549 102.1%
2000 S 5371 S 556 103.5%
2001 S 5631 S 546 97.1%
2002 $ 640 | $ 594 92.9%
2003 S 7501 S 541 72.1%
2004 S 7641 S 464 60.7%
2005 S 6581 S 385 58.5%
2006 S 6211 S 405 65.2%

Source: IBC AU90-A

Table 7 ,
Alberta Automobile Insurance
Private Passenger-Excluding Farmers
Optional Coverages
Year Average Premium Average Claim Claims Costs: Relative
. to Premiums
1996 S 3471 S 234 67.5%
1997 S 3401 S 196 57.7%
1998 S 3421 S 226 65.9%
1999 S 34118 208 61.1%
2000 S 3351 S 239 71.4%
2001 S 34218 232 67.7%
2002 S 368] S 248 67.5%
2003 S 4001 S 243 60.7%
2004 S 422158 253 59.8%
2005 S 4431 S 283 63.9%
2006 S 4721 S 322 68.3%

Source: IBG AUS0-A The values in this table account only for collision and comprehensive
"Optional"” coverages. These two coverages make up approximately ninety-percent of the
entire "Optional" coverages. More is noted in the Appendix, Exhibit 3.
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Section 3- Rising Automobile Premiums

3.1- Introduction

The price of automobile insurance — the premium — is affected by four components. First, there
are the two costs of doing business: the claims costs (including adjustment expenses) and the
administration expenses (broker’s commissions, overhead, etc.). Third, insurers earn income
from the investment of equity and reserves (premium revenue that will eventually be used to pay
claims). Finally, a reasonable rate of profit must be added to net costs.

The question we address in this section is whether the increases in premiums between 1996 and
2004 can be attributed to changes in claims costs, or whether they can be attributed, at least in
part, to changes in the other components.

3.2- Average Claims per Vehicle

In Tables 5 through 7, we showed that the cost of claims rose at approximately the same rate as
the price of premiums over the period 1996 to 2002. Thus, if there was a need for increased
premiums in 2003 and 2004, it was not because the ratio of claims costs to premiums had
changed over the preceding six years. Furthermore, average claims costs for Basic Coverages
and All Coverages declined in both 2003 and 2004. Average claims costs for Basic Coverages,
for example, fell 9.0 percent between 2002 and 2003 and by a further 14.3 percent between 2003
and 2004 — before the introduction of the MIR.

Basic Coverages is composed of Third-Party-Liability and Accident Benefits. In turn, Third-
Party-Liability (TPL) is composed of TPL-Property Damage and TPL-Bodily Injury, of which
only the latter was affected by the Minor Injury Regulation (MIR). Thus, it is possible that even
though claims costs for Basic Coverages did not increase in 2003 and 2004, there may yet have
been an increase in the component that was affected by the MIR. To investigate this possibility,
we report the data in Tables 8 and 9, and Figure 7.

Table 8 reports yearly percentage change in average claims. The Third-Party-Liability product is
split between the Bodily Injury and Property Damage components.

14



Table 8

Alberta Private Passenger (Excluding Farmers) Automobile Insurance

Average Claims Per Vehicle (per Coverage-Type) & Percentage Change
Third-Party-Liability Claims Accident % Other %
Year| Bodily- % Property- % Benefits |ch c h
injury |change| Damage |change enefits ange| Coverages |Change

1996 $ 333 $85 $ 37 $ 234
19971 $ 365] 10% $86 0% S 38] 2% S 196] -16%
19981 $ 398] 9% $89 1% S 38] 1% S 2261 15%
1999] $ 419| 5% $89 0% |$ 41| 8% |$S 208 -8%
2000| $ 415} -1% $98 10% | S 431 6% S 2391 15%
2001] $ 4101 -1% $95 -3% | S 2] 3% |S 2321 -3%
20021 $ 441 8% $109 15% | S 441 5% S 248 7%
2003} S 402) -9% $101 -7% S 38] -13% | S 2431 -2%
2004) S 328 -18% $100 -1% S 350 -7% |S 253 4%
2005] $ 2381 -28% $110 10% | S 371 4% S 2831 12%
2006] $ 2451 3% $122 11% | S 38 5% S 3221 14%
Data Source: IBC AUS0-A. "Other Coverages" in this table account only for collision and
comprehensive "Optional” coverages. These two coverages make up approximately ninety-percent of
the entire "Optional” coverages. More is noted in the Appendix, Exhibit 3.

In Table 9 we adjust the data from Table 8 by the Alberta consumer price index (CPI)’. This
provides a benchmark for comparing and analyzing the change in claims. It is seen that CPI-
adjusted Bodily Injury claims rose from 1996 to 1999; and have fallen continuously since that

time.

5 1t should be noted that automobile insurance claims as a whole are not likely to track CPI as CPI is based on a
basket of consumer goods whereas automobile insurance costs are related to the cost of fixing automobiles and
indemnifying individuals for bodily injury-related damages.
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Table 9

Alberta Private Passenger (Excluding Farmers) Automobile Insurance

Average Claims Per Vehicle (per Coverage-Type) & Percentage Change

Adjusted for Alberta's Consumer Price Index

Third-Party-Liability Claims

Vear Accident % Other %
Bodily- % Property- % Benefits |Change] Coverages]Change
Injury Change| Damage |Change
1996] $ 333 S 85 S 37 S 234
19971  3s9| 8% [s gal 2% [s 371 o% [s 193] -18%
19981 $ 384) 7% S 86| 2% S 37] -1% | S 218} 13%
1999 $ 397] 3% [S 84| -2% | S 39] 6% [S 197] -9%
2000| S 3781 -5% [ S 89| 6% S 39] 1% S 218] 10%
2001} S 363 4% |S 84| -6% [S 37 6% |S 205 -6%
20021 S 383 6% S 95| 13% | $ 38] 3% S 2151 5%
2003| S 334} -13% [ S 84| -11% [5 32 -17% [ S 202 -6%
20041 S 2681 -20% | S 81] -3% [$S 291 -9% |sS 206] 2%
2005] $ 190} -29% [ S 881 8% S 29] 2% S 226 10%
2006 S 187} -1% [ S 93] 6% S 29] 0% S 246} 9%

Insurance Data Source: IBC AUSO-A. Inflation Data Source: CANSIM. "Other Coverages” in this table
account only for collision and comprehensive "Optional” coverages. These two coverages make up
approximately ninety-percent of the entire "Optional” coverages. More is noted in the Appendix,

The data from Tables 8 and 9 are reproduced in Figure 7 below.
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Figure 7-Alberta Private Passenger (Excluding Farmers) Automobile Insurance
Average Claims Per Vehicle (Adjusted and Unadjusted by Alberta Consumer Price
Index )

Data: IBC/GISA AU9O-A & CANSIM
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In Tables 8 and 9, and Figure 7, it is seen that the claims for TPL-Bodily Injury increased in
proportion to the other components of Basic Coverage prior to the MIR. For example, whereas
claims for Bodily Injury increased by 32.5 percent between 1996 and 2002, claims for Property
Damage increased by a similar percentage, 27.8.

We are led to ask, therefore, whether a change in some other element of the cost of insurance can
explain the sudden increase in premiums that was observed in 2003 and 2004. In sections 3.3,
3.4, and 3.5 we analyze administrative expenses, investment income, and return on equity.

18



3.3- Average Administrative Expenses

Table 10 reports that the ratio of administrative expenses to premiums (the expense ratio)
decreased from 25.5 percent in 1996 to 23.8 percent in 2001. As average premiums increased
only slightly over this period, the dollar value of expenses must have been decreasing or
relatively stable. Furthermore, in the time period immediately prior to the introduction of the
Minor Injury Regulation, 2002 and 2003, expense ratios fell further while premiums increased
dramatically. It can be concluded, therefore, that changes in administrative expenses were not the
source of the premium increases that occurred in 2002 and 2003.

Table 10
Alberta Automobile Insurance
Year Expense Ratio
1996 25.5%
1997 25.5%
1998 25.5%
1999 25.7%
2000 24.7%
2001 23.8%
2002 22.3%
2003 22.4%
2004 24.4%
2005 23.1%
2006 23.0%

Data Source: Cheng Report for 1998-2002. 1996,

1997=1998. IBC Expense Survey for 2003. AIRB Rate Level

Adjustment for years 2004-2006.
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3.4- Investment Income Earned on Equity and Reserves

It is seen in. Table 11 that the investment return insurers earned on their equity and reserves
declined almost continuously over the period 1996 to 2001. Nevertheless, this decrease placed

only limited upward pressure on premium rates.

Specifically, we estimate that to compensate for the decrease in return on investment (ROI) from
9.0 percent in 2000 to 6.2 percent in 2003, insurers would have needed a $44 increase in the
2003 premiums on Basic Coverage®. In fact, those premiums increased by $213, from $537 to
$750 (Table 6). This confirms that decreasing ROI was not the main impetus for the premium

increases in 2002 and 2003.

Table 11
Alberta Automobile Insurance
Basic Coverages
Year ROI Rate ROI (millions)
1996 10.0% S 160
1997 10.5% S 177
1998 8.7% S 163
1999 7.3% S 143
2000 9.0% S 194
2001 7.6% S 178
2002 5.6% S 138
2003 6.2% S 169
2004 5.5% S 165
2005 5.8% S 179
2006 5.7% S 173
Data Source: OSF! P&C-1 & P&C-2.

We examined the aggregate investment portfolio of Canadian property and casualty insurers over
the time period 1996-2006 and found the composition of debt/equity to be fairly constant. The
predominant investment holding was debt. The data are presented in the Appendix, Exhibit 4.

6 This calculation assumes that the expense ratio, premium leverage ratio, reserve to equity ratio, underwriting
income tax rate, and investment income tax rate for 2003 would be the same as they were for 2000; and yields the

same return on equity in both years.

20



3.5- Reasonable Rate of Profit

The shareholders of an insurance company expect a reasonable rate of return on their investment.
This rate of return must take the risk of the investment into consideration.

A considerable amount of research has been conducted to identify the rate of return on equity
(ROE) that is required to adequately compensate shareholders of insurance companies. We
report some of the findings here for both the automobile insurance business in particular and the

(larger) property and casualty industry in general.

Expert Opinions on Adequate Return-on-Equity for Property-Casualty Insurance

Dr. Richard Phillips has analyzed property and casualty insurance companies in the U.S. to
estimate the required rate of return in that industry. In a study prepared for the Alberta
Automobile Insurance Rate Board (AIRB),” Dr. Phillips reported that if he was advising a U.S.
property casualty insurer, with an average portfolio of risk (relative to the overall industry), he
would recommend 15.4 percent to be a fair rate of return.

The federal Office of the Superintendent of Financial Institution’s report to the Secretary of State
(International Financial Institutions), dated September 19, 2003, noted that the average ROE for
Canadian property casualty insurers (which includes all lines and not just automobile insurance)

over the past fifteen years was 8.1 percent.

Expert Opinions on Adequate Return-on-Equity for Automobile Insurance

Dr. Norma Nielson and Dr. Mary Kelly, in a presentation to the Alberta AIRB October 20, 2006,
recommended a cost of equity target in the range of 14.31 to 18.26 percent for the automobile

insurance industry.

NERA Consulting Economists, in a report for the Newfoundland & Labrador Board of Public
Utilities, October 13, 2004, recommended that an after-tax cost of equity in the range of 11 to 14
percent would be appropriate for automobile insurance in Newfoundland & Labrador. Based on
NERA’s report, Dr. Ronald R. Miller of Exactor Insurance Services Inc. recommended to the
Newfoundland & Labrador Board of Public Utilities that an appropriate conservative estimate for
return on equity would be 12.5 percent.

7 “Determining the Fair Rate of Return on Equity for Automobile Insurers™ by Dr. Richard Phillips is dated October
18, 2006 and is available for download from Alberta F inance’s website.
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On November 1, 2004, Dr. Basil A. Kalymon, on behalf of the consumer advocate,
recommended to the Newfoundland & Labrador Board of Public Utilities that a target return on
equity for the setting of automobile insurance rates should be 9 to 10 percent.

The consumer representative to the Alberta AIRB, Ms. Merle Taylor, CMA, recommended in a
November 9, 2006 document to the AIRB that the return on equity be higher than the risk free
rate and higher than the allowable rate for utilities (at that time, 8.9 percent). She also stated that
a 19.6 percent return-on-equity could be considered excessive. She did not recommend an exact

number or range.

While providing testimony in Morrow v. Zhang (2008), actuary Joe S. Cheng, F.C.I.A. stated
that a 12.5 percent return on equity was considered by many insurers to be in the low end of a
reasonable range (p. 707, lines 39-41 of testimony) for automobile insurance. Further in his
testimony, Mr. Cheng suggested that the high end of a reasonable range for return on equity
might be 20 percent (p. 731, lines 11-12 of testimony).

The Alberta Automobile Insurance Rate Board (AIRB) currently considers a 5 percent premium
loading to be adequate for the provision of profit; the AIRB also considers a 4.3 percent return
on investment (on the investment of equity and reserves) to be a reasonable assumption.® Using a
2 to 1 premium to equity ratio assumption and an income tax rate (overall) of 33.62 percent, this
translates to a 9.5 percent after-tax return on equity (or 14.3 percent pre-tax).9 This suggests that
the AIRB considers a 9.5 percent after-tax return on equity to be sufficient for Basic Coverages.

Excluding the report by Merle Taylor, which did not give an exact range or recommendation, the
average of the six remaining expert’s opinions on a reasonable return-on-equity for automobile

insurance is 12.76 percent.10

8 As stated in the July 26, 2007 “Annual Industry-Wide Adjustment of Rates for Basic Coverages, Effective
November 1, 2007, RE: Section 4 of the Automobile Insurance Premiums Regulation, Alberta Automobile
Insurance Rate Board, Board Decision Report, Order No: 01-07,” page 14, section 4.5.2, “Board Position.”

9 The 2 to 1 premium to equity ratio assumption and the assumption of a 33.62 percent income tax rate are taken
directly from page 18 of Oliver Wyman’s May 31, 2005 “Actuarial Analysis for Industry-wide Rate Level
Adjustment” effective November 1, 2005 prepared for the AIRB. The same method was used in Oliver Wyman’s
2006 actuarial analysis for the AIRB (pages 21 & 23) as well as the 2007 actuarial analysis (pages 25 & 28).

19 For calculation, the average of the proposed ranges (for those experts who proposed ranges) was used. For
example, Nielson and Kelly recommended a range of 14.31 to 18.26 percent, the average of which is 16.285 percent.
Also note that although Dr. Ronald Miller’s recommendation was based on NERA’s consulting work, weight has
been given to Dr. Miller’s opinion. The standard deviation of this sample of expert’s opinions is 3 percent, implying
that about 68 percent of recommendations are within the range of 9.72 to 15.79 percent.
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3.6- The Reason for Premium Increases

In the absence of regulatory premium controls or regulatory cost controls, premium rates and
administrative costs are the prime variables that insurers have greatest control over. Insurers have
limited control over claims payouts and adjustment expenses. Although they can also alter their
capital structure, product mix, service level, distribution structure, and other variables, it is
premium rates and administrative costs that are generally the easiest to change.

As indicated in the preceding sections, claims did not dramatically increase in the time period
leading up to the Minor Injury Regulation.

As also shown above, administrative expenses did not increase but, rather, decreased in the time
leading up to the Minor Injury Regulation.

Although investment returns decreased in the time leading up to the Minor Injury Regulation,
their effect on the increase in premiums was minor.

ROE for Basic Coverages averaged -1 percent per year in the period 1996 to 2002 (7.4 percent
for All Coverages). During this same period of time, average premiums for Basic Coverage only
increased by 6 percent per year on average (4.5 percent per year on average for All Coverages).
This premium deficiency (the difference between premium charged and premium required to
reach a reasonable rate of return) appears to have been the primary impetus for the sharp increase
in premiums that occurred in 2002, as the “soft” market ended and a “hard” market began.

We estimate that without the premium increases in 2002 and 2003, ROE on Basic Coverages
would have been -3.8 percent (in 2003).
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Section 4- Removing the Minor Injury Regulation: Premiums
and ROE

4.1- Introduction

We have shown in this report that, by 2004, the automobile insurance industry in Alberta was
earning an after-tax rate of return on equity that exceeded 20 percent. As experts state that a
reasonable target rate of return for automobile insurance is between 9 and 20 percent, it does not
appear that it was necessary to introduce government regulation to reduce costs. Furthermore, we
have also shown that the costs of bodily injury claims did not rise significantly more rapidly than
did the costs of other types of claims (in the time period analyzed). Accordingly, even if there
had been an argument for controlling claims costs, it is not clear that the cost of bodily injury
claims, particularly those involving soft-tissue injuries, should have been singled out for

suppression.

In this light, we ask what the impact would be of maintaining the decision in Morrow v. Zhang
(2008), in which the court struck down the Minor Injury Regulation. Specifically, we estimate
what the effect of this decision would be: (a) on premiums, if the after-tax rate of return on
equity was to be held constant''; and (b) on profits, if premiums were to be held constant .

4.2- The Effect on Premiums if the Minor Injury Regulation is Removed

In Alberta, the Automobile Insurance Rate Board (AIRB) currently controls premiums for Basic
Coverages and engages in an annual adjustment of these premium rates. Accordingly, we use the
AIRB’s methodology to estimate the effect that an increase in claims costs would have on
premiums. In preparing this estimate, we make no claims with regards to the validity of the
methodology used by the Alberta Automobile Insurance Rate Board and its consulting actuary,
Oliver Wyman. Rather, we take the methodology as given and we use it to estimate what the
“required” premium increase for Basic Coverages would be if the Minor Injury Regulation was
removed permanently. We do not calculate the effect of removing any of the other reforms'? that

were introduced in 2003/ 2004.

! This calculation uses the Alberta Automobile Insurance Rate Board’s methodology of a 5 percent profit loading
on premiums. Using the AIRB’s calculations, this translates to a 9.5 to 10.1 percent after-tax ROE (depending on the
investment return rate (ROI) assumed).

12 This estimate makes use of both the AIRB’s methodology and that of the Cheng Report.

> The other major reforms to the Alberta automobile insurance market since 2003/2004 were the Insurance
Amendment Act, 2003 (no.2), the Automobile Accident Insurance Benefits Regulation (ABR) (Alberta Reg.
352/1972; amended 121/2004), and the Diagnostic & Treatment Protocols Regulation (DTPR) (Alberta Reg.
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We use the assumptions and methodology found in the 2005, 2006, and 2007 Actuarial Analysis
prepared for the AIRB. These reports analyze claims experience and make an estimate of the
required annual premium change for Basic Coverages.

The AIRB adds a 5 percent profit loading to the Basic Coverages premium. It then makes a
series of assumptions regarding ratios and investment returns to arrive at the conclusion that a 5
percent profit loading leads to approximately a 9.3 percent to 10.1 percent ROE (depending on
the investment return assumption used).

Using the AIRB’s methodology, and controlling for other reforms beside the Minor Injury
Regulation (controlling for the gross to net income reform and the collateral income reform), we
estimate that the required average premium increase for Basic Coverages, due to the removal of
the Minor Injury Regulation, would be $111.76/year. (The complete analysis is available in the

Appendix, Exhibits 7, 8 & 9.)

We note a number of caveats to our estimate of $111.76. The primary one is that some injured
victims from the past (when the MIR was in place) may have been waiting to file claims and may
now do so, potentially increasing claims from prior years. In a competitive market, insurers
cannot re-coup these past losses from current premium increases.

Also, if claims were held off from being filed because claimants were waiting for the removal of
the Minor Injury Regulation, the frequency of claims from prior years may not be accurate. As
such, the frequency may actually have been larger and may be larger in the future. This suggests
that the required premium increase could be higher than what we have calculated.

We also note that consumers will not bear the increase at the average level but will, rather, bear it
in proportion to their risk profile. That is, higher-risk consumers will have a higher premium rate
increase than lower-risk consumers. This is, however, subject to the regulatory control of the

AIRB.

Lastly, our analysis assumes that the demand for insurance is inelastic and that consumers will
still buy the same quantity of insurance both in the aggregate (number of people buying
insurance) and at the individual level (quantity/ level of coverage) after a premium increase. We
have also assumed that insurers will not alter their capital structure and that the assumptions and
methodology of the Alberta Automobile Insurance Rate Board would remain unchanged.

122/2004). Further, there was a premium freeze order, a premium rollback, and other premium controls and
reductions since 2003.
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4.3- The Effect on Insurer Profits if the Minor Injury Regulation is
Removed and Premiums are Held Constant

As the Alberta Automobile Insurance Rate Board (AIRB) regulates premium rates, it may also
be of interest to estimate what insurer profitability would be if the AIRB was to hold premium
rates constant at the same time that the Minor Injury Regulation has been struck down.

We used the AIRB’s annual rate adjustment methodology to estimate the increase in average
claims costs per vehicle and incorporated this additional cost (as calculated in the Appendix,
Exhibit 10) into the data from 2006. We then used the Cheng Report methodology and ratios
from that year to make an estimate of what insurer profitability would be."*

Using this methodology, we estimate that insurer ROE for Basic Coverages would be 12.2
percent if the Minor Injury Regulation was removed and premiums held constant (16 percent for
All Coverages) — leaving the claims ratio at the 2006 rate plus an additional factor for the
increase in claims.'> This assumes that the expense ratio, premium leverage ratio, reserve-to-
equity ratio, yield rates, and tax rates are all on the same level as they were in 2006 (using the
Cheng Report methodology). The complete analysis is available in the Appendix, Exhibits 10, 11

& 12.

14 We did not discount the estimated claims cost to 2006.
15 This is estimated by leaving the claims ratio at the 2006 rate plus an additional factor for the increase in claims.
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Conclusion

The purpose of this report has been to provide objective evidence concerning the impact of the
Alberta Minor Injury Regulation on the Alberta automobile insurance market. Our primary

findings are:

Insurer profitability from private passenger Alberta Basic Coverages (Third-Party-
Liability and Accident Benefits coverage) was below target from 1996 through 2002; but

above target from 2003 through 2006.

Approximately 80 percent of all automobile insurance expenditure outflows went to
claims and adjustment expenses during the years 1996 through 2006. This ratio was fairly

constant.

Prior to the implementation of the Minor Injury Regulation, rising average insurance
premiums for Alberta private passenger Third-Party-Liability and Accident Benefits
coverage (14 percent increase in 2002 and 17 percent in 2003) were likely as a result of a
premium deficiency (insufficient premiums). That is, insurers raised premiums because
their return on equity was below their target rate. We estimate that without the premium
increases in 2002 and 2003, the average rate of return on equity would have been -3.8

percent in 2003 on Basic Coverages.

Alberta private passenger Third-Party-Liability and Accident Benefits claims did not
increase substantially in the period 2000 through 2003. During this time, (the period
immediately prior to the introduction of the Minor Injury Regulation), Bodily Injury
claims actually decreased from an average of $415 per vehicle to $402 per vehicle.

Using the methodology of the Alberta Automobile Insurance Rate Board, we estimate
that the average premium per vehicle for private-passenger automobile insurance will
increase by $111.76/year because the Minor Injury Regulation has been struck down.

Alternatively, if the Alberta Automobile Insurance Rate Board forces insurers to hold
premiums constant, we estimate insurer profits for Basic Coverages will fall to 12.2
percent return on equity (16 percent for All Coverages) using 2006 data, assumptions and
the Cheng Report methodology as noted.
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Appendix

“Alberta’s Minor Injury Regulation:

Automobile Insurance Profits, Premium Rates, and Costs”

By:
Jason Strauss
&
Christopher Bruce

Economica Ltd.

Prepared April 21, 2008 for:

The Canadian Bar Association
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Exhibit 5
Page 1 of 2

Effective Tax Rate on Investment Income

Industry P&C 1, $'000 1996 1997 1998 1999 2000

Row No.
Underwriting Operations
Premiums Written

m Direct 12,167,972 12,536,727 12,831,829 12,949,562 13,924,432

2 Reinsurance Assumed 2,233,905 2,081,584 2,106,297 2,408,274 2,596,973

3) Reinsurance Ceded 3,173,867 3,074,042 3,159,885 3,601,769 3,777,861

4) Net Premiums Written 11,228,010 11,544,269 11,778,241 11,756,087 12,743,544

(5) Decrease (Increase) in Unearned Premiums (178,258) (157,688) (216,921) (139,701) (493,508)

(6) Net Premiums Earned 11,049,752 11,386,580 11,561,320 11,616,366 12,250,036

7 Service Charges 41,210 43,977 46,326 48,318 50,891

8) Other 9,425 (4,393) (7.284) (8,122) (5,799)

9) Total Underwriting Revenue 11,100,387 11,426,164 11,600,362 11,656,562 12,295,128

(10) Net Claims and Adjustment Expenses 7,924,749 7,924,345 8,285,089 8,282,561 9,307,525
Acquisition Expenses

(11)  Commissions 1,675,160 1,767,288 1,812,116 1,851,319 1,847,222

(12)  Taxes 390,667 395,373 404,620 409,362 448,702

(13)  Other 631,124 728,526 722,132 652,399 659,804

(14)  General Expenses 809,268 799,699 981,180 999,733 1,008,673

(15)  Total Claims and Expenses 11,430,968 11,615,231 12,205,137 12,195,374 13,271,926

(16) Premium Deficiency Adjustments (2,153) (746) (1,379) 479 (884)

(17) Underwriting Income (Loss) (328,427) (188,320) (603,396) (539,291) (975,914)
Investment Operations

(18) Income 1,278,737 1,244,849 1,238,297 1,273,020 1,345,407

(19) Realized Gains (Losses) 618,091 896,010 522,672 331,731 749,357

(20) Expenses 35,337 39,277 40,792 44,883 56,305

{21) Net investment iIncome 1,861,491 2,101,582 1,720,177 1,559,868 2,038,459
Other Revenue and Expenses

(22) income (Loss) from Ancillary Operations net of Expenses 4,321 2,842 3,636 3,905 5,750

(23) Share of Net income (Loss) of Subsidiaries and Affiliates 15,030 13,281 1,818 8,539 14,504

(24) Gains (Losses) from Fluctuations in Foreign Exchange Rates 149 8,863 14,415 (9,991) 8,837

(25)  Other 48,876 61,976 35,696 29,327 8,294

(26) Income (Loss) before Income Taxes and Extraordinary ltems 1,601,440 2,000,224 1,172,348 1,052,357 1,100,030
Income Taxes

(27)  Current 639,953 725,346 265,530 443,964 376,416

(28) Future (54,721) 37,422 99,918 (98,278) 28,485

(29)  Total Income Taxes 585,232 762,768 365,448 351,686 404,901

(30) Extraordinary ltems net of income Taxes 0 130 - - -

(31) Net income (Loss) for the Year 1,016,207 1,237,586 806,898 700,671 695,129

(32) Underwriting Margin -3.0% -1.7% -5.2% -4.6% -8%

(33) Effective Tax Rate on Underwriting income 44.6% 44.6% 44.6% 44.6% 44.6%

(34) Adjustment Factor 0.963 0.963 0.963 0.963 0.963

(35) Caiculated Tax 617,784 766,060 443,530 407,535 344,955

(36) Capital Tax 17,044 18,815 20,008 22,228 22,853

37) Difference 49,597 22,107 98,090 78,077 (37,093)

(38)  Tax on Investment income 764,328 850,088 712,765 648,059 780,212

(39) Tax Rate on Investment Income 40% 39% 40% 41% 38%

(40)  assumption: capital gain inclusion rate: 1996-1999= 75%

2000= 65%
2001-2006= 50%
Row No. {_ Brief Description of Rows
(1){31) JFrom OSF| website, P&C-1 (Canadian) aggregate income statement

(32) =(17)/(6)

(33) |canada Revenue Agency & Alberta Finance for years 2000 through 2006. Cheng Report for years 1998 & 1999. 1996 & 1997=1998

(34) Adjustment Factor to make the sum of (37) (across years 1996-2006) close to zero. -See note below.

(35)  |=(33) x[ (17) + (34) x (18) + (40) x (19) - (20) + (22) + (24) + (25} ]

(36)  |For years 1996 through 2003 =0.225% x (Total Capital, Surplus and Reserves = equity (from Industry P&C 1 Liability Statement)-10,000). For 2004=0.200%
x (Total Capital, Surplus and Reserves = equity (from industry P&C 1 Liability Statement)-50,000). For 2005=0.175% x (Total Capital, Surplus and Reserves
= equity (from Industry P&C 1 Liability Statement)-50,000). For 2006=0% x (Total Capital, Surplus and Reserves = equity (from Industry P&C 1 Liability
Statement)-50,000).

(37) |=(35)+(36)-(29)

(38) J=(35)-(33) x (17)

(38) |=(38)/[(26)-(17)]

Notes

For 2000, 2001, & 2002, it appears that the Cheng Report mistakenly used the 1998-1999 row (40) instead of the correct value. This has been corrected here.

The adjustment factor approach (Row (34)) is copied from the Cheng Report. The adjustment factor improves the "fit" of the calculated tax rate. It is arrived at via an
iterative process whereby it is chosen such that the sum of the differences (row (37), across all years) is close to zero. The adjustment factor found here is different than
the one used in the Cheng report because the current report makes use of more years of data. As such, the estimated effective tax rates on investment income are

improved-upon from those originally estimated.
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Exhibit 5

Page 2 of 2
Effective Tax Rate on Investment Income
Row. No. Industry P&C 1, $'000 2001 2002 2003 2004 2005 2006
Underwriting Operations
Premiums Written
&)} Direct 15,485,238 19,218,040 21,899,319 22,874,209 22,907,732 24,324,924
2) Reinsurance Assumed 2,953,166 4,095,228 3,822,708 3,678,936 3,689,490 4,869,477
(3) Reinsurance Ceded 4,851,395 6,291,825 6,616,395 5,335,402 5,376,788 6,421,122
4 Net Premiums Written 13,587,009 17,021,443 19,105,629 21,217,744 21,220,435 22,773,279
(5) Decrease (Increase) in Unearned Premiums (518,632) (1,328,465) (1,634,244) (1,012,768) (344,008) (652,300)
(6) Net Premiums Earned 13,068,377 15,692,978 17,471,385 20,204,975 20,876,427 22,120,978
(7) Service Charges 59,284 70,326 89,899 108,757 110,426 104,225
(8) Other (8,370} (301) (2,452) (2,126) (2,699) (3,865)
9) Total Underwriting Revenue 13,119,291 15,763,003 17,558,832 20,311,607 20,984,153 22,221,339
(10) Net Claims and Adjustment Expenses 10,279,561 11,968,518 12,272,357 12,704,821 12,882,568 13,790,306
Acquisition Expenses
(11) Commissions 1,945,025 2,325,713 2,586,793 3,058,228 3,193,084 3,424,340
(12) Taxes 478,425 542,928 641,284 710,145 727,820 768,039
(13) Other 677,126 713,826 790,219 883,059 1,006,040 1,056,139
(14) General Expenses 948,218 1,026,862 1,202,182 1,312,180 1,323,162 1,439,511
(15) Total Claims and Expenses 14,328,355 16,577,847 17,492,835 18,668,432 19,132,674 20,478,336
(16) Premium Deficiency Adjustments 480 1,222 (708) (117) - -
(17) Underwriting Income (Loss) (1,209,544) (816,066) 66,704 1,643,292 1,851,479 1,743,003
investment Operations
(18) Income 1,348,661 1,303,463 1,405,823 1,559,662 1,708,134 1,943,275
(19) Realized Gains {Losses) 406,261 (4,187) 422,834 405,688 784,649 959,922
(20) Expenses 61,186 79,029 56,102 63,472 85,141 77,136
(21) Net Investment Income 1,693,736 1,220,247 1,772,585 1,801,878 2,407,643 2,826,061
Other Revenue and Expenses
(22) Income (Loss) from Ancillary Operations net of Expenses 2,330 2,934 669 3,891 4,940 2,572
(23) Share of Net Income (Loss) of Subsidiaries and Affiliates {9,967) 33,564 77,384 152,111 240,978 205,794
(24) Gains (Losses) from Fluctuations in Foreign Exchange Rates 4,050 (2,295) (54,151) (14,101) (16,360) {2,804)
(25) Other 19,718 (109,998) 137 23,470 31,837 9,699
(26) income (Loss) before Income Taxes and Extraordinary items 500,323 328,386 1,863,298 3,710,541 4,520,517 4,784,325
Income Taxes
(27) Current 93,921 103,393 584,825 1,271,858 1,374,509 1,530,521
(28) Future 67,572 (32,136) (7,258) (109,899) (21,174) (2,985)
(29) Total Income Taxes 161,493 71,257 577,567 1,161,959 1,363,335 1,527,536
(30} Extraordinary items net of Income Taxes - - 140 70 36 114
31 Net Income (Loss) for the Year 338,830 257,129 1,285,871 2,548,651 3,167,217 3,256,903
(32) Underwriting Margin -9.3% -5.2% 0.4% 8.1% 8.9% 7.9%
(33) Effective Tax Rate on Underwriting Income 42.1% 39.2% 36.7% 34.9% 33.6% 32.5%
(34) Adjustment Factor 0.963 0.963 0.963 0.963 0.963 0.963
(35) Calculated Tax 108,293 97,474 559,424 1,149,958 1,285,620 1,308,452
(36) Capital Tax 23,447 24,212 27,252 29,212 29,024 -
(37) Difference (29,752) 50,429 9,109 17,211 (38,691) (219,084)
(38) Tax on Investment Income 617,512 417,372 534,914 576,942 663,153 742,063
(39) Tax Rate on Investment Income 36% 36% 30% 28% 25% 24%
(40) assumption: capital gain inclusion rate:  1996-1999= 75%
2000= 65%
2001-2006= 50%
Row No. Brief Description of Rows
(1)431) |JFrom OSF| website, P&C-1 (Canadian) aggregate income statement
(32)  J=(17)/(6)
(33) Canada Revenue Agency & Alberta Finance for years 2000 through 2006. Cheng Report for years 1998 & 1999. 1996 & 1997=1998
(34) Adjustment Factor to make the sum of (37) {across years 1996-2006) close 1o zero. -See note below.
{35) =(33) x [ (17) + (34) x (18) + (40) x (19) - (20) + (22) + (24) + (25) ]
{36) For years 1996 through 2003 =0.225% x (Total Capital, Surplus and Reserves = equity {from Industry P&C 1 Liability Statement)-1 0,000). For
2004=0.200% x (Total Capital, Surplus and Reserves = equity (from Industry P&C 1 Liability Statement)-50,000). For 2005=0.175% x (Total Capital,
Surplus and Reserves = equity (from Industry P&C 1 Liability Statement)-50,000). For 2006=0% x (Total Capital, Surplus and Reserves = equity (from
Industry P&C 1 Liability Statement}-50,000). ,
{37) =(35)+(36)-(29)
(38) =(35)-(33) x (17)
(39)  |=(38)/1(26)-(17) ]

Notes

For 2000, 2001, & 2002, it appears 1hat the Cheng Report mistakenly used the 1998-1999 row (40) instead of the correct value. This has been correcied here.

The adjustment factor approach (Row (34)) is copied from the Cheng report. The adjustment factor improves the “fit" of the calculated tax rate. It is arrived at via an
iterative process whereby it is chosen such that the sum of the differences (row (37), across all years) is close to zero. The adjustment factor found here is different

than the one used in the Cheng report because the current report makes use of more years of data. As such, the estimated effective tax rates on investment income
are improved-upon from those originally estimated.
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