ICA Response to Heads of Treasury WP


6 May 2002

Mr Adrian Nye

Chairman

Heads of Treasury Insurance Issues Working Party

12/1 Macarthur Place

Melbourne 3000

Dear Adrian

Heads of Treasuries Insurance Issues Working Party - Further Comment

ICA is pleased to offer the following responses to your request for further information on matters relating to the public liability issue, as indicated in letters from your office dated 24 and 26 April.

Work required to harmonise the rules applying to the determination of damages under common law with damages available under other legal remedies.

The experience of the insurance industry is that if restrictions are imposed in respect of one area then there is a search for other ways to achieve the same result without encountering those restrictions.  The degree of success depends upon the robustness of the restriction and the way in which it is imposed.

If we assume that restrictions will be placed upon the damages recoverable in respect of a claim for negligence then the natural application of this rule of behaviour will be that plaintiffs will search for alternate causes of action to avoid the restriction on damages.  The availability of these causes of action will depend upon the factual circumstances giving rise to the injury.  For example there may be opportunities to bring proceedings under the Trade Practices Act, Fair Trading Legislation under contract or on other basis.

In addition to this issue there are constitutional limitations on the ability of a State Government to legislate to restrict damages in respect of a cause of action available under Commonwealth Statute. The most effective way to avoid this problem is amend law in a consistent manner at both a State and Commonwealth level in a way that ignores the basis on which the action is brought but focuses upon the type of loss which is sought to be recovered.  This will need the passage of specific purposes legislation which restricts damages in respect of any claim in respect of personal injury or death regardless of the basis on which the claim was brought. This would cover all forms of personal injury including medical misadventure. Consideration would have to be given to the exclusion of statutory classes (motor accident and workers compensation).

This approach is also consistent with the approach that an insurer normally takes in writing an insurance policy which would normally provide cover in respect of civil liability of an insured in respect of personal injury or death.

A further issue that needs to be considered here is the definition of personal injury and to ensure that it extends to prenatal injuries, psychological or psychiatric injury or other types of nervous shock claim whether or not they are actually related to any physical injury.

There is some debate regarding changes to the principles applying to the law of negligence and changes relating to matters relating to damages.  Both types of change are to be applauded and will operate together to give a longer term solution and to bring about greater stability and predictability which is essential to the insurance industry.  However, we would say that changes in the areas of damages are more likely to have pricing consequence in the shorter term than changes in underlying principle.  This is because there is likely to be greater uncertainty as to the effect of changes in underlying principle and it may well be the case that the effect of those changes will emerge in a longer time frame than the effect of changes in the area of damages.

A further issue in this area is the potential for different States and Territories to adopt different solutions or not to adopt any solution.  This raises a particular difficulty at the level of Commonwealth law and we suggest there are two possible approaches to the Commonwealth.  The first approach is for the Commonwealth to adopt its own set of solutions but that is likely to give rise in particular places to different outcomes in respect of the same event and the same loss depending on whether a cause of action is based on the common law, State law or Commonwealth law.  Another approach which may be preferable and could go to remove some of this tension is for the Commonwealth to provide that the law which would govern procedure and damages would be the law of the jurisdiction in which the event giving rise to the loss occur.  It may still be the case that the Commonwealth will need to deal with issues such as contribution by the plaintiff to its own loss and other related matters under Commonwealth law but nevertheless the fundamental principles of what is recoverable would be determined by the State law or Territory law.  This accords with a policy which would recognise the fact that economic conditions may be significantly different in different places in Australia which may in turn be reflected in different approaches to the damages issue.  There will be problems with long onset injury and claims relating to disease or claims where there are multiplicity of causes but we believe that appropriate rules can be established to deal with those issues on the principle that the place with the greatest connection to the loss should be the relevant jurisdiction which determined the damages outcome.  There has of course been a resolution of many of these problems in the context of workers compensation law.

Consistency of discount rates within jurisdictions and the impact of changes either across the board or prospectively.

Discount rates are applied in respect of amounts being allowed for future losses, recognising that payment of compensation or damages is being made well in advance of those losses occurring.  The discount rate is intended to take into account and adjust for inflation, tax and the ability to earn a return on a lump sum payment.  Discount rates have been established by statute in some cases and are otherwise set by the courts but in recent times the High Court has shown a reluctance to be involved in the process and has suggested that it should be dealt with by the legislature.  Currently the discount rate (set by the High Court) for common law damages awards is 3% and the most common discount rate for statutory compensation schemes is 5%.

The discount rate has the effect of reducing claim costs and therefore we would strongly support a 5% discount rate.

Just as importantly however is the way in which the discount rate is changed from time to time.  One of the fundamental difficulties with a discount rate being changed by a court decision is that it has the effect of then applying both to future claims as well as to claims in the pipeline in respect of past business written which have not been finalised.  This can result in a loss or windfall depending on which side of the equation one lies.

From an insurer’s point of view the important issue is the need for predictability of claims costs in order to more accurately price the product.  With this in mind we would strongly advocate a legislated discount rate set under an understanding (preferably reinforced by legislative principles) that the discount rate would only be changed in respect of occurrences or events occurring after the date on which the change is made and that the date of the effect of any such change should be a period 12 months from the date on which the proposed changes are initially legislated so that within the insurance renewal cycle the price of the insurance product can be appropriately adjusted.  Changes to such matters as the discount rate should not operate in respect of business already written or injuries that have already occurred.

This principle in relation to how change occurs is a critical principle not only in relation to the discount rate but in relation to any matter regarding caps or thresholds which may be applied in respect of damages recoverable.  It would greatly assist the insurance industry if there is a clear understanding and commitment by all governments that changes particularly those which have a propensity to increase cost should not be made so that they operate in respect of liability insurance which has already been written or claims already incurred and that they only operate prospectively.

Thresholds and how they may be applied

The first issue in this area  is the establishment of criteria for determining what is more likely to work and what effect particular thresholds or caps on damages would have.  There is clearly a desire to make these decisions by reference to data which would hopefully allow for decisions based on the evidence supplied by the data which in turn would allow some actuarial prediction as to the likely dollar impact of the changes proposed.  The difficulty here is: 

· the data directly related to public liability insurance is not readily available or readily available in a form which would allow for this type of decision making though it may provide some support for particular decisions.

· even where there is very good quality data it should be recognised that the outcome may still be unpredictable depending upon the type of change that is undertaken and the way in which that change together with any other changes operate.

For example in relation to our last point if reform was limited to actions solely brought in negligence that may certainly impact those claims but is likely that the cost savings predicted will be lost or at least significantly diminished because of the ability to bring proceedings on a different basis.

There are two other sources on which decisions can be made:

1. by analogy to liability insurance areas where there is more adequate data and more particularly where some of the proposals have been tested; and

2. from the expert judgments of those who operate in these fields and who have some better understanding of the dynamics of the market place in which proceedings for the recovery of damages are brought.

In respect of the first matter we believe that there are good analogous systems where various types of changes to damages have been implemented and where there is available data to measure their success.  We believe that the most valuable areas of analogy are in relation to the compulsory third party motor schemes operated in New South Wales, Western Australia and Queensland.  It is recognised that New South Wales is by far the most litigious market place of the Australian States and it is in that State under that motor scheme that there had been a number of approaches taken in order to reduce the cost of claims to an affordable level and in particular by rebalancing the delivery of damages from those with lesser injuries to those with more serious injuries.

It is recognised that in respect of a motor accident scheme there are some important differences in the way those schemes operate from general public liability insurance.  These differences may be identified as follows.

· In general public liability there is no compulsion and hence there will be persons who are uninsured by choice, those who carry significant excesses or deductibles on only limited covers (ie. self insure) and those who carry insurance with that insurance being onshore or offshore.

· There is greater diversity in the types of risk which give rise to liability.

· There may well be different patterns of injury and they in turn might vary depending on the type of situation in which the liability occurs.

We also note that it is important that any reform package aimed at controlling the frequency and cost of claims is seen as a total package and that there is some consideration of the potential interaction between various elements of that package.  We can illustrate that by example.  For example if limitations are placed on recoveries of future earning capacity (loss of income) then it is likely that there will be significant increases in effort and therefore pressure to identify future expenses which may arise by reason of the event giving rise to the loss and which it is said would not have occurred but for the loss.

Although it is totally unscientific expert observers of this system have often noted that there is a perception that certain degree of injury should give rise to an award of a certain amount and the market place works in a way which pushes towards an award of that amount.  If there are barriers to recovering loss of income then within the general framework of economic loss there will be pressure to identify other types of economic loss to substitute for the restriction on the loss of income.

Although we have not undertaken any formal analysis, it appears to us that in the more serious claims, over the last 10 to 15 years there has been a process of continuous development of the expense component of the claim so that expenses which are now included in these claims are significantly different and more detailed than the expenses which were included in similar claims in earlier periods.

Turning more particularly to particular heads of damage and possible approaches we need to consider:

· general damages that is damages for pain and suffering etc;

· economic loss;

· other heads of damage;

· interest.

General Damages

The evidence points to the fact that general damages are a disproportionately large component of smaller claims.  It is also the case that general damages are dealing with the intangible effects of injury rather than dealing with the actual economic loss emerging from a claim.  A reduction in general damages can have a significant impact on the cost of claims particularly in smaller claims ($1‑$60,000)

We would advocate both a threshold and cap for general damages modelled on the approach taken in the Motor Accidents Compensation Act 1999 of New South Wales which we believe provides a robust system for determining when general damages will be available yet still providing general damages for the more seriously injured.  Under the New South Wales system no damages may be awarded for non-economic loss unless the degree of permanent impairment of the injured person as a result of the injury caused by the motor accident is greater than 10%.  There are then prescribed methods for determining the impairment threshold which relies on the system established under the American Medical Associations Guides to the Evaluation of Permanent Impairment Fourth Edition or in the case of the Motor Accident Scheme other medical guidelines prescribed by the relevant authority.  There is then an upper threshold of $284,000 which is indexed annually.

This solution requires that there not only be an identified methodology for determining impairment but there must be appropriate controls over that methodology.  Both in New South Wales and Victoria, accredited specialists have the responsibility to apply the methodology in a consistent fashion.  A general proposal to utilise this methodology across Australia would require that in those States which currently have that system they would need to extend that system in an appropriate way to public liability claims and that other States would need to adopt such a system so as to ensure consistencies in outcome and to some extent remove the assessment process from the adversarial arena.

We do not believe that a simple monetary threshold will work in this area.  As such thresholds are easily eroded. We believe the NSW Motor Accident Scheme approach is fair as it provides appropriate access to seriously injured persons to general damages and overcomes the problem of disproportionate amounts of a claim for more minor injuries being made up of general damages.  By way of analogy to the New South Wales scheme it is likely to have a significant impact on cost and be relatively resilient over time.

Economic Loss

Issues in relation to economic loss really centre on the maximum amount which a person should be entitled to by way of recovery and this raises questions at what level and in respect of what losses persons would be ordinarily expected to self-insure.  Economic loss can broadly fall into two categories future earnings capacity and expenses.

In the case of expenses those expenses could be made up of medical expenses and other related expenses incurred in regard to the injury and potential future expenses that might arise from the need for future care and medical and hospital treatment as well as additional expenses incurred by reason of the additional needs created by the injury.

As we have indicated we believe there should be a careful consideration of whether some medical expenses presently met by Medicare and hospital insurance should be met by those arrangements on the basis that they are not recovered.  This is particularly important in relation to less serious claims where the rights of recovery in relation to these expenses can operate as an incentive to pursue claims.  The intended legal costs and other matters can then substantially increase the cost of those claims and hence that cost can be ultimately reflected in the insurance.  We believe there is a strong argument to support the proposition that such expenses should be borne on a non-compensable basis for some period after the event giving rise to the claim.  This period for example might be 3 months and could be structured either on the basis that expenses incurred in that period were borne by health insurers and Medicare on a non-recovery basis or if there were further expenses incurred on a continual basis after that by seriously injured person then the recovery could relate back to the commencement date, that is the date of event giving rise to the injury.  We believe that there are a number of possible options and permutations and combinations in this area and we believe they should be closely explored.

We also believe that there is a strong need for a major review of mechanisms for delivering and funding long term care, outside the usual court process.  Long term care is a major part of awards in cases of very serious injury and impairment, but there is no obligation on the injured person to utilise the funds in the manner for which they are awarded. This is a high cost component of awards, and therefore has a major impact on premiums. The issue has raised extensively in the medical indemnity debate, but it equally relevant in all forms of serious and permanent injury and disability. 

We should note at the outset that we strongly believe that the implementation of structured settlements is a step which occurs after the making of the lump sum compensation award and it is essentially a matter for the successful party.  The role of the Courts in requiring a successful party to utilise their damages in a particular way is a matter that may need to be explored.  However, general insurers need to be able to finalise their claims and they are not in the business and in fact are not permitted to write long term annuity business.  

A review of long term care would have to consider the responsibility of the general taxpayer to meet these long term needs, and also recognise the significant issues in properly pricing in advance the cost of long term care for the purposes of determining an amount of money that needs to be set aside to provide it.  The current experience of the Transport Accident Commission of Victoria and the Motor Accident Insurance Board of Tasmania needs to be examined in that context where it would seem from recent developments that the cost of long term care is exceeding projections and one wonders how an insurer could price such long term risk and more particularly how a judicial determination could at a later date and with additional information also “price that risk”.  This problem has been exacerbated in recent times by the following factors:

· improvements in the ability of rescue systems and the medical services to maintain life;

· the fact that in many instances the life expectancy of the seriously injured is not greatly reduced but with increased uncertainty in this area;

· the uncertainty of the ability of future medical developments to resolve the serious injury and reduce the needs of care; and

· the difficulties encountered in determining and providing appropriate care at the levels which are required and monitoring that care over a lifetime.

In relation to future earning capacity it seems to us that there is an argument that can be well-made that if an injured person is in receipt of a pre-accident annual income of more than $70,000 or $80,000 then recoveries of amounts in excess of that should not be permitted and it would be the expectation that a person would self-insure in respect of that loss.  It is certainly the case today that salary continuance insurance and other similar insurances are common within the Australian market place particularly for those on higher incomes.

Moreover in relation to future earning capacity the loss should be calculated only in respect of the maximum earning capacity of $70,000-$80,000 per annum.

The potential for claims for expenses to replace limits on future earning capacity is real.  One approach here is to impose a total pecuniary cap on economic loss recoveries but there is a propensity in those circumstances for more claims to be pushed towards the higher end of the range by expense based claims and over time a potential for less serious injuries to be granted awards closer to the cap.  This may suggest that some legislative guidance may be needed to direct judges as to the manner in which they are to assess a future expense component of a claim.

Other Heads of Damage

There has been considerable concern about the development of other heads of damage such as Griffith v Kerkemeyer damages.  We believe the approach taken by the 1999 New South Wales Motor Scheme is most appropriate.

We do not believe that punitive or exemplary damages should be permitted and that that is a role for the criminal law or a civil penalty regime if there are activities of the type which would ordinarily give rise to these damages.

Interest

We do not believe that there should be any interest payable in respect of non-economic damages.  This is because the award is made using dollar values at the time of the award, not at the time of the loss.

Other Matters

There are a number of other matters that also need to be looked at in the context of caps and thresholds, in order to improve the overall efficiency of the compensation system.  These are:

· notification of claims;

· appropriate application of contributory negligence principles to all causes of action including common law tort, contract and statute;

· positive duties to mitigate loss and in particular an association with an early notification regime a duty of continuous and full disclosure of any developments in the injury.

Associated with this there should be a positive obligation to participate in rehabilitation particularly where the rehabilitation is funded by the liable party or insurer.

Priorities for remedies suggested according to the impact they will have on affordability and access.

In establishing priorities we have started with the proposition that there should be a bias towards more seriously injured and that an essential requirement for the availability of insurance and the greater affordability of premium has improved predictability as to the cost of claims associated with a regime where the cost of claims is not retrospectively increased particularly by government action.  On this basis we believe that the order of priority would be as follows:

a) a robust threshold and cap on general damages;

b) amendment of the Trade Practices Act and State Fair Trading laws in order to enable the effective operation of waivers;

c) an effective system of early notification and continuous disclosure of claims and the development of claims associated with duties to mitigate

d) appropriate caps on economic loss particularly having regard to the point at which the person would be ordinarily expected to self-insure.

e) a rearrangement of the relationship of Medicare and public liability insurance with a view to at the very least insuring that medical costs in respect of smaller claims are met by Medicare and the private health insurance industry;

f) a major review of the provision and funding of long term care in Australia.

Consistent reforms to facilitate and encourage the use of structured settlements should also be introduced.  It must be noted that this will not have an immediate impact on reducing insurance premiums – any potential savings from the use of structured settlements will be subtle and will only emerge in the medium to long term.  These reforms must not unduly restrict the range of products which might be utilised for this purpose.

General comment

ICA wishes to reiterate several important messages. First, any approach to the public liability issue must ensure that remedial mechanisms, including reform of the law, are applied consistently across the nation. Disparate solutions in each of the States, Territory and Commonwealth jurisdictions will only further complicate the insurance market and undermine efforts to reduce claims costs. 

Second, any successful solution will comprise a package of remedies including law reform and broad application of effective risk mitigation and management principles. Individual remedies, for example risk mitigation and pooling facilities, can make an important contribution but will be insufficient by themselves to create a significant, longer-term answer to the public liability issue.  

Third, the only effective way to reduce claims costs significantly is to implement carefully designed law reform with this objective in mind. Appropriate reform on a consistent basis across Australia, addressing tort, contract and statute law, is a condition precedent for creating effective, longer-term answers to the problems raised with public liability insurance. ICA contends strongly that without law reform there is no scope in the shorter-term to rebalance claims costs and premiums and, therefore, to usefully address the community problems that have arisen in public liability insurance. 

ICA will be pleased to provide whatever future information and comment that we can to help you and the Heads of Treasury Working Group to address the issue. 

Sincerely

Peter Jamvold

Group Manager - Southern Division
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