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Dear Sir/Madam

Inquiry into the impact of public liability and professional indemnity insurance cost increases

It is encouraging that the Senate has determined to inquire into the impact of public liability and professional indemnity insurance cost increases as they are a heavy burden on the Australian public.  

Although the national law firms (such as Freehills) are substantial business organisations, they have been concerned for some time about increasing professional indemnity insurance (PII) premiums and other difficulties flowing from a tightening PII market.  We also have observed the adverse affect of these matters on small professional service business (including valuers, accountants and engineers) and in particular business clients.

In this submission I deal only with the area we know namely, PII.

I use the relevant headings from the Committee’s Terms of Reference: 

(b)
the impact of professional indemnity insurance, including Directors and Officers Insurance for small business

The impact on small business including professional service firms, is both direct (eg financial and administrative) and indirect as it affects their clients.  

For example, each year every law firm in NSW is required to renew its compulsory layer of PII as a condition of renewing the practising certificates of its qualified lawyers.  Many legal practices are small.  A number of these would also carry additional PII above the compulsory layer. Of the 12,936 private practitioners in NSW, 62.8% practise as sole practitioners or in small practices.  Most of them would be personally heavily involved in renewing their PII and required therefore to commit time to that operation.  

However, the financial impact is greater.  The premium payment for the year ended 30 June 2002 by a sole practitioner was $11,239.00 (including GST).  However, the premium for a firm depends upon the size of the practice in terms of both turnover and employed lawyers and its claims history.  Bearing in mind that at the last survey of solicitors’ incomes, over half were found to have gross turnover of $50,000 or less, any significant increase in premium levels can impact the viability of their practices.

But a real and generally unknown impact of PII arises as the public is aware that solicitors are required by law to have PII whereas other potential defendants, such as corporate advisers are generally not required to have PII.  There is an encouragement to those plaintiffs whether genuinely or otherwise aggrieved by the acts or omissions of solicitors to make claims against them or to include solicitors in the group of defendants against which the claim is made if there is a scarcity of other financially stable defendants. This motivation is linked to the current “joint and several” liability regime where there is more than one defendant – see below under “Proportionate Liability”.  

It can lead to abuse, especially in the case of professional service firms with compulsory PII and particularly where the insurance cover is known to be larger.  Even quite unmeritorious claims can be launched against firms where other suitable defendants cannot be found or where other defendants do not have PII. It might be thought that unmeritorious claims could be dismissed easily however that is not the case.  In order to defend even an unmeritorious claim it is necessary for the defendant firm to allocate principals, staff and resources to mount the defence.  The facts must be ascertained, counsel’s advice must be sought, counsel retained, witnesses identified including expert witnesses where necessary and so on. These costs are generally borne by the PII insurers and thus effect premiums. These costs, and the ensuing higher PII costs, can have a significant impact on firms (small and large).

Some smaller firms may need to cease operations – reducing services to the community. Media reports also indicate that claims, or potential claims, and availability and cost of public liability insurance or PII can have an impact on community and sporting organisations. As I do not have detailed knowledge in that area, this submission can not deal with those matters.

As to directors and officers’ insurance, it would be unusual for a small professional service firm to take out such insurance if practitioners were directors of companies likely to be the subject of claims against them.  It would be normal and prudent for the directors themselves to arrange for the company to provide that cover. 

On the subject of small business generally, it would be unusual for businesses other than those providing expert services to take out PII while in the case of incorporated small businesses, D&O cover would normally be arranged as part of a business insurance package including public liability insurance. An increase in insurance premiums generally can have a major impact on smaller businesses because of their need to insure so many aspects of their business including loss of profit and maintenance of income in the case of sickness, in addition to the usual property and all risks insurance.  

Professionals (notably in the medical field) faced with high PII premiums may consider whether they should be involved in high risk work or indeed in practice at all.  The media has reported instances of professionals making decisions as to the type of practice they will engage in or whether they will continue in practice, based only on major increases in PII premiums.  The recent stand of obstetricians in rural areas in NSW was an example not only of this decision-making but of the impact which it can have on the community. 

An alternative is to pass on the cost where possible to clients through the professionals’ fee structures.

Thus, the public suffers either by loss or scarcity of services or increasing cost of services.  

(c)
the cost of such insurance
As the financial affect is a major impact of PII on business we have dealt with this issue under the last heading.  

(d)
reasons for the increase in premiums for such insurance

I suggest that the major increase which has occurred in the cost of PII insurance in the last year or so has been the result of the confluence of at least three factors: 

(i)
There was evidence that the “soft” PII market which had existed during roughly the last three or four years was coming to an end and that rising numbers of claims and sizes of verdicts were providing upward pressure on premiums.  

(ii)
The collapse of HIH with a major part of the PII market achieved through perhaps too low premiums, had an immediate effect on the local market and with international ramifications.  The removal of a  low cost provider freed competitors to raise their premiums; the reduction in the number of competitors competing for a market;  the professionals of all sorts who had been insured by HIH and who now had no insurance cover and needed to seek new insurance urgently; the recognition by underwriters that even such a large player in the market could fail; and the reduced investment returns of underwriters generally – all combined to force PII premiums upwards.  

(iii)
The 11 September and other major international disasters had a profound effect on the direct insurance and re-insurance markets with understandable  concerns for future viability unless losses were contained and sustainable profits were envisaged. Corporate insurers need also to show shareholder value sustainability.  

These factors all occurred at about the same time and were cumulative.

Thus, PII cover for professionals generally (particularly for medicos, accountants and smaller law firms) has become expensive (both absolutely and relative to other costs) and in many cases prohibitive.

(e)
schemes, arrangements or reforms that can reduce the cost of such insurance and/or better calculate and pool risk
In each of the crises of public liability, motor accident, workers’ compensation and medical negligence insurance there has been recognition by governments that the high cost to the public of insurance is not only linked to market forces on corporate insurers (and requirements for shareholder value maintenance and growth) but is also, at least to some extent, related to the frequency and size of claims and verdicts which directly flow from the breadth of the law of negligence.  There appears to be an acknowledgment that some statutory restraint on the law of negligence and claims made under it is needed: the direct and indirect cost of negligence actions cannot be afforded by the public which ultimately bears it if required services are to continue to be available.  

In the considerations by government of appropriate statutory restraint we suggest that there are two forms of such restraint which should be closely considered and which should form part of a package of legislation: 

1.
Professional Standards Legislation

In relation to the problem of the increasing cost of insuring against personal liability for negligence in professional services, two state governments have already taken statutory action to protect both sides of a service transaction, and ultimately to hold down the cost of such insurance.  The recipient of services is not only affected by higher service costs by virtue of increasing insurance costs but where there is no insurance of the service provider’s liability or inadequate insurance, assets may not be available to cover the liability.  In the current situation of escalating PII costs the temptation for professionals to decide not to insure is great and thus the problem of unavailable assets for compensation becomes more widespread. 

Professional Standards legislation in NSW and WA provides a well balanced legislative solution to these problems.

Under Professional Standards legislation, occupational associations can establish schemes whereby in return for compulsory indemnity insurance, risk management programs and complaints and discipline procedures to protect the public, the liability of the service provider can be limited to amounts which cover virtually all consumer compensation claims but avoid catastrophic payouts by the provider.  

The relationship between limiting liability under schemes pursuant to professional standards legislation and the cost of PII is clear.  If the catastrophically large verdicts against service providers are limited then the cost to insurance companies and therefore their premiums can be stabilised, assuming no significant rise in the number of claims.  

On the latter score, the experience in New South Wales of LawCover has been that the number of claims has declined substantially over the last two years.  This is thought to be a result of the risk management education introduced by LawCover for NSW solicitors and the Best Practice programs introduced by the Law Society of NSW for solicitors, as well as the action taken by firms internally to manage and reduce risk in their practices.  One of the requirements of schemes under professional standards legislation is the introduction of risk management programs.  

Thus, professional standards schemes attack the cost of insurance from the perspectives of both size of claim and number of claims.

However, the current problem in relation to the high cost of both public liability and professional indemnity insurance is, as has been recognised by Commonwealth and State Ministers, a national problem.  To be effective in this context, professional standards legislation needs to be introduced in all Australian States and Territories, and Commonwealth legislation is needed to fit the Trade Practices Act, Corporations Law and other federal legislation into the States’ and Territories’ Professional Standards Acts.

2.
Proportionate Liability

As a result of the inquiry into the law of joint and several liability established by the Commonwealth and New South Wales Attorneys General in 1994 and conducted by Professor Jim Davis of the ANU, Mr Andrew Rogers QC and senior departmental officials, proportionate liability was recommended.  The key recommendations of the inquiry were that the present joint and several liability of defendants in actions for negligence causing property damage or purely economic loss be replaced by liability which is proportionate to each defendant’s degree of fault, and that liability for loss arising from misleading conduct in contravention of the Trade Practices Act, the Fair Trading Act or the Corporations Law be proportionate to each defendant’s degree of responsibility for that loss. 

In fact the Commonwealth and New South Wales government sponsored draft legislation which was released in July 1996 for circulation and comment.  

Unfortunately, the subsequent reports by Victorian academics and the NSW Law Reform Commission respectively, did not favour proportionate liability and the subject seems to have faded from the agenda of both the NSW and Commonwealth governments.  

However, there was a good deal of responsible argument in favour of proportionate liability and it is heartening to see that the NSW Chief Justice, James Spigelman suggested to the April Judicial Conference of Australia that it should be considered as a means of achieving the objective of reducing the total amount of resources that the community is required to make available for the purposes of compensation. Senator Coonan has also, apparently appreciated the arguments in favour of proportionate liability.  

There is, of course, a consumer protection element involved if an aggrieved consumer is not compensated where a defendant is not able to meet its proportionate liability through insufficient assets or insurance. In that circumstance, it may be appropriate to consider joint and several liability up to an amount which would cover the majority of consumer cases and then proportionate liability for claims and judgements above that amount.  One would need to analyse the amount required, but it would seem that most consumer claims (with eg medical case exceptions) would be relatively small.

It is the hope of this firm, and I feel confident that the undermentioned firms have similar views, that the Senate Inquiry will result in recommendations that in the interests of both consumers and professional service providers, a national system of professional standards legislation and proportionate liability legislation should be implemented.  

Yours sincerely

	Bruce K Cutler 
Partner 
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