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Liability Insurance

Background

Insurance has been available for hundreds of years and the first recorded use of “risk transfer” was by Chinese merchants.  They contributed to other merchants who lost their ship and cargo.  In England in the seventeenth century, merchants in a coffee house in London did similar “risk transfers” and this later became Lloyds.

Insurance is the gathering of a pool or fund by way of premiums to meet claims/liabilities that might arise.  People and organisations that wish to protect their property and liability subscribe to the fund.

The premium pool must have sufficient funds to meet claims that arise along with the insurer’s operational expenses and profit requirements.  Depending on the number of claims and their quantum amount, premiums are set.  As has been dramatically demonstrated with the demise of HIH earlier this year, having a financially healthy insurance industry is of legitimate and significant concern to the public.

The attitude of society in respect of litigation has changed dramatically during the past thirty years. The population is well educated and through various channels – television, computer, radio and newspapers – they have become aware of their rights to recover damages from third parties.

People have become more involved in recent years and will pursue through litigation what they believe is their entitlement under the Federal, State and Territory legal systems. Australia has been regularly quoted as being the second most litigious society after the USA.

Increasing, daily life has been affected as a consequence of our changing society. For example some Councils have closed swimming pools and dismantled swings and slippery dips from public parks and recreation areas. The potential for a liability claim has the greatest risk when there are activities involving children or large crowds.

The professions have also been affected and we have seen a number of gynaecologists leaving this specialised area of work, together with mid wives who were operating from home.  This is a result of individuals in our society having a high degree of expectation on their right to claim and this ultimately flows to legal costs and court decisions on settlements.  This in turn reflects on insurance premiums charged or the availability of policy cover.

Since the demise of HIH there has been a dramatic turnaround in the availability of some areas of liability and professional indemnity insurance and a marked increase in premiums for those classes of business. This paper is meant to objectively look at all areas that impact on liability and professional indemnity premiums and provide possible solutions or options. 
While the underwriting result in Australia influences the premium we pay for a range of general insurance products, it is also linked to the international insurance market.  In simple terms part of the premium paid is a reinsurance levy to fund major losses.  This reinsurance premium fund has also assisted Australia in the Newcastle earthquake and Sydney hailstorm.

Insurance Company Position

Public and products liability insurance has been unprofitable for Australian insurers for a number of years.  Below are statistics from Australian Prudential Regulation Authority (APRA) and Insurance Statistics Australia supporting this statement.

Public liability policies cover the insured for their legal liability and those of employees as a result of death, injury and property damage.  Product liability covers the insured for their legal liabilities in respect of goods sold or manufactured and those of his employees for death, injury and property damage.  Where goods are imported into Australia and there is no representation by the manufacturer or an agent the insured can be deemed to be the manufacturer for purposes of liability risk (Trade Practices Act).

A risk profile for insurers in rating a commercial venture they would consider the following information:

· Type of occupation(s);

· Situation(s) (location of risks);

· Previous claims history;

· Risk management adopted, if appropriate;

· Size of business (employees/turnover);

· Contractual obligations;

· Products, import, exports, manufacturer or retail;

· Sum insured;

· Interaction with third parties, third parties on premises; and

· Liability of contractors.

Liability Insurance

APRA Statistics as at December 2000 - $ in 000

	Year
	Number

Of

Claims Reported
	Premium Revenue
	Claim Incurred
	Loss Ratio

	1998
	55,000
	$786,113
	$1,070,862
	136%

	1999
	72,000
	$857,646
	$1,234,095
	144%

	2000
	88,000
	$883,327
	$1,182,746
	134%


	Year
	*Underwriting Expenses
	Expense Ratio
	Underwriting Result
	Operating Ratio

	1998
	$213,868
	27%
	($498,617)
	163%

	1999
	$217,826
	25%
	($594,275)
	169%

	2000
	$238,470
	27%
	($537,889)
	161%


*
Loss ratio is the cost of claims as a percentage of premium revenue, when these two costs are combined you get an operating ratio.

*
Underwriting expenses comprise administration expenses and commissions paid by insurers.

The statistics shown indicate an increasing level of claims reported. The poor loss ratio combined with the expense ratio further adds to an unacceptable underwriting result. Insurers do receive investment income that would need to be taken into account in the final results, details of which are not shown against a class of business by APRA.  However, it can be said with accuracy that current levels of investment returns would not be enough to restore the “balance” and the class remains significantly unprofitable.

Liability insurance is called long tail business, because it can take many years to determine the final result of the policies written in a year.  Motor and property insurance can be closed off shortly after one year and the results of trading are known at the end of that year.

Insurance Statistics Australia collects data from subscribing companies that represent 40% of the general insurance market. The statistics provided below track the increasing loss ratio of a portfolio over a number of years.  For example a loss ratio at the end of 1994 (the year in which the policy was issued) of 42% had increased to 121% six years later.  In other words claims costs recorded in statistics for recent years will continue to grow as claims come in years later.

	Development Year

	Accident Year
	Premium
	1
	2
	3
	4
	5
	6
	7

	
	
	Loss Ratio By Development Year (%)
	

	1994
	140.4M
	42
	72
	88
	105
	112
	114
	121

	1995
	152.8M
	45
	73
	92
	113
	120
	124
	

	1996
	197.0M
	55
	91
	109
	128
	144
	
	

	1997
	229.1M
	59
	93
	111
	144
	
	
	

	1998
	217.4M
	45
	77
	105
	
	
	
	

	1999
	197.6M
	37
	66
	
	
	
	
	

	2000
	193.0M
	37
	
	
	
	
	
	


When an insurer is advised of a claim they immediately raise an estimate, based on the known information at the time. As there are still unreported claims, which the insurer will be required to meet under its policies, a provision account for these claims is made based on a recommendation of an actuary. This provision is called the “Incurred But Not Reported Claims” (IBNR) reserve.

In addition, insurers must allow in their central reserves for possible errors in the claims reserving process, often attributable to lack of information on the extent of injuries when the initial claim reserve is set.  This can lead to increased reserves in later years for a claim that was first reserved in an earlier year.  This additional reserving factor is know as “Incurred But Not Enough Reserve” (IBNER).  

Because of the Statute of Limitations that apply across various jurisdictions in Australia, claims can be made many years after a policy has expired.  If a child of one year of age in NSW was injured, legal action could be commenced some 25 years after a policy has expired.  There is no need to commence legal action until 18 years of age and then the Statute of Limitations of 3 years applies.  A further extension of 5 years may also be granted. This creates uncertainty for liability insurers who must pay a claim in future years based on a premium charged years before. The amount of claim could have increased substantially based on inflation and the current legal precedents for settlement.  

Insurance Statistics Australia has produced figures showing that the average public and products liability policy premium has fallen by 23.5% in the period 1992 to 2000. This is a result of the highly competitive market that has existed in Australia during this period. In the same period the loss ratio for this business has increased by more than 50%.

Trowbridge Consulting has estimated that in 1999 companies were losing $750,000 on their liability book per day. The estimate for 2001 is $150,000 per day.  While the daily loss has reduced it is still a significant loss for insurers, especially at a time when companies need to meet increased capital requirements under the new General Insurance Reform Act.

Some issues underwriters face in pricing this business:

· Long delays in claim reporting and settlement;


· Large claims (which involve many millions of dollars);


· Superimposed inflation (increasing cost of court awards above CPI); and


· Not much data.  (Information on future claims may not know until some years later).


· Small claims (under $50,000).

Lower investment returns in recent years together with a poor loss ratio has meant that premiums have risen.  Insurers have to contend with varying State laws and the ever present nexus between State and Federal laws, which factor greatly in to the process of predicting future levels and incidence of loss.

ICA’s research among member companies indicates their legal expenses in claims for liability insurance is 25% across the portfolio.  If plaintiffs costs are similar to the insurer, then up to 50% of claims costs are taken up in legal costs.

Professional Indemnity
APRA Statistics as at December 2000 - $ in 000

	Year
	Premium Revenue
	Claim Incurred
	Loss Ratio

	1998
	$485,728
	$504,529
	104%

	1999
	$593,740
	$781,795
	132%

	2000
	$610,470
	$818,173
	134%


	Year
	Underwriting Expenses
	Expense Ratio
	Underwriting Result
	Operating Ratio

	1998
	$76,641
	16%
	($95,442)
	120%

	1999
	$92,948
	16%
	($281,007)
	148%

	2000
	$92,832
	15%
	($300,535)
	149%


Professional indemnity insurance has been unprofitable for at least the past three years and, from the APRA results, steadily deteriorating each year.

Professional indemnity insurance has been affected by some legislation and High Court precedents which have all added to premium increases.

Joint and Several Liability
There are incidents where professionals only peripherally connected with an incident can be drawn into a case.  They may be remotely involved in an incident.  An example of this is a newly completed hospital which had developed structural cracking.  An architect engaged by the finance company who had no direct involvement in the building work was brought into the case.  It cost the insurer $750,000 to defend the architect (St. Mary’s Private Hospital v FJ Mercer Building Company P/L).

There are situations where professionals are liable in a court situation for a small degree of negligence and they incur the cost of all damages awarded.  This is what the claimants were hoping they would achieve in the above case.  A party need only be 1% liable to incur 100% of the verdict and cost if the co-defendant is not insured or unable to meet a verdict.

FAI v. Australian Hospital Care

This High Court case has major implications for “Claims Made and Notified Policies”.  Professional indemnity/directors and officers insurance is only available with this form of wording.  If the insured did not advise of a claim or potential claim in the period of cover, he would not be able to make a claim beyond the term of the policy.  The High Court has now ruled by this decision that late notification of a claim under these policies is acceptable.  The decision undermines the operative intent of these wordings and threatens the availability of insurances normally written under this form of policy wording.
Other Issues

There has been an increasing trend in recent years for government or statutory authorities to require individuals or groups to take out professional indemnity policies.  Some of these covers may not be necessary for tradespeople and non professionals giving advice.  Because there is arguably no “professional duty” owed by many of these people, some insurers refuse to offer such cover.

During the past fifteen years, directors and officers insurance has grown along with increasing regulatory requirements for Board Members of companies.  There have been many well publicised cases detailing the exposure of directors to liability.

New South Wales and Western Australia have endeavoured to limit liability of professionals by way of the Professional Standards Act.  This legislation does not cap personal injury claims and “forum shopping” does occur.  This is where a claim is made in another State so that the plaintiff can overcome a more restrictive law in the State where action would normally be brought.  A vast number of claims are made under the Commonwealth Trade Practices Act, which does not recognise the State limitations on liability under the Professional Standards Act.

From ICA member companies surveyed, legal expenses across the professional indemnity portfolio is 40%.  If the plaintiff’s costs are similar to insurers, then up to 80% of claims costs could be taken up in legal costs.

Causes of Society Being Litigious
There have been recent court cases which suitably demonstrate a trend in the community to seek compensation for injuries that in the past, would not have been compensible. One example was an inebriated plaintiff in Queensland who injured himself after leaving a hotel and successfully sued the proprietor (Chevron Hotels v. Johns).

There are many activities undertaken in the name of tourism which push the barriers of safety, and in some cases conducted by persons of limited experience, skill or physical ability.

Below are some of the contributing factors to increased litigation:

· Specialist legal firms have actively pursued class and other large-scale group actions since 1992. Some larger cases have been Lake Wallis oysters, contaminated peanut butter, contaminated metwurst, World Hot Bread Bakery (salmonella poisoning). 

· Contingency fees where solicitors promote “no win – no pay” system of remuneration has encouraged litigation where in the past a case may not be pursued by the plaintiff.

· More lawyers being brought into the system.  In the period 1987/8 there were 55,363 people working in the legal service industry.  By 1998/9 this was 67,278 or an increase of 21.5%.  Most industries in the same period have reduced staffing levels.  (Sources article by Francis Regan, Alternative Law Journal & ABS Legal Services Industry).

· Solicitors are now actively advertising through newspapers and radio.

· Expectation of public when something goes wrong.


· The advent of strict liability in the area of liability and some damage caused by defective products.  (Very limited grounds for raising a defence against litigation).

· Generous awards on verdicts handed down by judges and juries in certain jurisdictions (major concern to underwriters who are less inclined to defend claims).

Legal Issues

There needs to be broader public debate on legislation and the legal system, which should not be confined to special interest groups.  ICA has been approached by a number of organisations expressing their concerns about the availability and cost of liability insurance.  They have identified a need for capping of liability awards and tort reform.

Prior to the High Court decision in 2000 on forum shopping (plaintiff’s going to the jurisdiction that offers a higher settlement) this created greater settlement cost in some claims.  There is still a practice of taking some claims under the Professional Standards Acts in New South Wales and Western Australia and having these made under the Commonwealth Trade Practices Act.

Consideration for reform needs to be given to the following:

· Active review nationally of the joint and several principle of tort law;


· Uniform rules for and application of statutes of limitation;


· A single national compensation system for all types of personal injury, however incurred – at home, at work, at play and on the road.  (ICA is not convinced that this is the best option);


· A universal (State and Federal) application of the current NSW/WA Professional Standards Acts.  This covers professionals such as architects and engineers for a fixed liability on property and economic loss claims;

· A limited liability similar to incorporated clubs and organisations for individuals, community groups and business;


· Exemption of volunteers from personal liability;


· Capping of settlements;

· Structured settlements on large claims settlements; and

· Common law settlements (especially smaller claims).

The statistics on this page show the highest damages for bodily injury for a single event in Court Awards from 1980 – 2000.

	Year
	*Index
	Quadriplegia
	Paraplegia
	Brain Damage

	
	
	Actual
	Indexed
	Actual
	Indexed
	Actual
	Indexed

	1980
	236.57
	950,000
	3,090,100
	378,035
	1,229,648
	359,272
	1,168,617

	1981
	267.68
	2,643,130
	7,598,209
	661,700
	1,902,190
	328,222
	943,540

	1982
	313.52
	1,147,090
	2,815,405
	740,735
	1,818,052
	612,757
	1,503,944

	1983
	342.84
	1,683,194
	3,777,907
	429,833
	964,755
	950,253
	2,132,831

	1984
	369.90
	1,120,000
	2,329,927
	844,024
	1,755,816
	437,526
	910,182

	1985
	392.10
	1,500,000
	2,943,764
	1,277,281
	2,506,676
	1,540,587
	3,023,417

	1986
	423.50
	1,869,432
	3,396,760
	993,363
	1,804,942
	1,300,000
	2,362,102

	1987
	445.50
	2,215,818
	3,827,322
	922,179
	1,592,855
	1,255,081
	2,167,867

	1988
	477.00
	1,938,094
	3,126,548
	625,440
	1,008,965
	1,252,110
	2,019,913

	1989
	512.90
	2,539,081
	3,809,364
	1,685,000
	2,527,993
	2,238,422
	3,358,288

	1990
	546.30
	3,869,000
	5,449,745
	906,842
	1,277,347
	2,602,981
	3,666,472

	1991
	585.60
	2,389,813
	3,140,302
	1,081,273
	1,420,833
	3,072,584
	4,037,489

	1992
	597.40
	5,198,730
	6,696,389
	1,015,594
	1,308,168
	3,928,396
	5,060,095

	1993
	611.20
	8,035,497
	10,116,680
	1,140,843
	1,436,320
	2,649,824
	3,336,125

	1994
	625.60
	6,569,747
	8,080,915
	1,184,130
	1,456,503
	4,882,534
	6,005,610

	1995
	650.10
	5,125,567
	6,066,949
	1,909,483
	2,260,186
	3,467,823
	4,104,737

	1996
	668.10
	2,379,393
	2,740,522
	1,985,882
	2,287,287
	5,711,131
	6,578,138

	1997
	688.70
	14,389,901
	16,078,160
	2,220,868
	2,481,426
	4,109,460
	4,591,592

	1998
	715.6
	8,021,764
	8,625,975
	2,330,970
	2,506,542
	4,539,627
	4,881,558

	1999
	722.8
	-
	-
	-
	-
	10,797,722
	11,495,361

	2000
	741.1
	6,432,781
	6,679,294
	1,640,134
	1,702,986
	2,574,301
	2,672,952


*
Index – all figures are indexed to present value (2,000) using Australian average weekly earnings for all males as published by the Australian Bureau of Statistics for November 2000.

Suggested Options and Solutions for Community Consideration

1.
Insurance companies provide cover through the following means: insurance brokers, agents and direct.  There are a growing number of specialist underwriting agencies who underwrite lines of business that are sometimes “hard to place” professional indemnity and liability cover.  In most cases this insurance is only obtainable through selected insurance brokers.

2.
Insurance brokers provide the following services for their clients:

(a)
They are aware of markets that are available for the type of risk on offer,

(b)
From the insurers available brokers make recommendations on the companies that are prepared to underwrite the risk and their premium.

(c)
Larger brokers have risk management expertise available to clients, which can improve the risk and produce a better premium option for the client.

3.
Risk management is available through some insurers and insurance brokers.  There are independent organisations providing this professional service.  Having a sound risk management programme can, for many organisations, provide savings on their professional indemnity or liability premium.  This principle is of course contained in the NSW Professional Standards Act.

4.
Standards Australia produces a number of publications on “risk management” which may assist business organisations.

5. State and Territory GST and Stamp Duty.

	Effect of Stamp Duty on Liability Premiums for Year 2000

	State
	Rate
	Premiums
	GST
	Stamp Duty
	Total

	
	%
	$thou
	$thou
	$thou
	$thou

	New South Wales
	10
	384,423
	19,221
	40,364
	444,009

	Victoria
	10
	223,798
	11,190
	23,499
	258,487

	Queensland
	8.5
	128,757
	6,438
	11,492
	146,686

	South Australia
	11
	57,251
	2,863
	6,612
	66,726

	Western Australia
	8
	67,045
	3,352
	5,632
	76,029

	Tasmania
	8
	11,758
	588
	988
	13,334

	Aust. Capital Territory
	10
	6,941
	347
	729
	8,017

	Northern Territory
	10
	3,344
	167
	351
	3,862

	
	
	Total
	44.166M
	$89.667M
	


	Effect on Stamp Duty on Professional Indemnity Premiums for Year 2000

	State
	Rate
	Premiums
	GST
	Stamp Duty
	Total

	
	%
	$thou
	$thou
	$thou
	$thou

	New South Wales
	10
	366,961
	18,348
	38,531
	423,840

	Victoria
	10
	144,185
	7,209
	15,139
	166,534

	Queensland
	8.5
	52,430
	2,622
	4,679
	59,731

	South Australia
	11
	18,926
	946
	2,186
	22,058

	Western Australia
	8
	24,488
	1,224
	2,057
	27,769

	Tasmania
	8
	2,129
	106
	179
	2,414

	Aust. Capital Territory
	10
	1,055
	53
	111
	1,219

	Northern Territory
	10
	288
	14
	30
	333

	
	
	Total
	30.522M
	62.912M
	


Premium figures are taken from APRA Selected Statistics for the Year Ended 31 December 2000.  They will differ from State of Risk figures actually collected by the States, but are a reasonable indication.  GST has been assumed for six months.
With the additional stamp duty collected on liability and professional indemnity through the GST, State and Territory governments could consider a subsidy to volunteer and community groups on their insurance.

State and Territory governments have gained considerably more tax revenue through the increased premiums.  There is a good argument that stamp duty should be reduced.

6.
Local councils in most instances can include under their liability cover “casual hirers” on facilities they control.  This could include a twenty first party in a community hall and a sewing group that meets a few times a year.  For groups that meet regularly they would be required to have liability insurance.

7.
Groups or associations could collectively approach insurers or insurance brokers and may be able to obtain better premiums based on volume business.  Sound disclaimers that hold up in a court of law from individuals and a Code of Practice could assist in obtaining liability insurance and possible premium savings.

8.
Mediation or alternative dispute resolution needs to be encouraged, as legal expenses can be a major cost.

Some suggested ways to encourage mediation could be:

· Plaintiff’s lawyers are required to contribute a proportion of their fees to a fund, which can be used to refund the legal costs of successful defendants; and 


· Amendment of Supreme Court rules to introduce real cost penalties for failure of plaintiffs to accept formal offers of settlement.

9.
Tort reform at State, Territory and Commonwealth level should be considered together with structured settlements or limiting of common law settlements.

10.
Through education the community attitude needs to change.  Currently people expect someone to compensation for any loss, which used to be considered fate, luck or an accident.

Conclusion

ICA supports a national inquiry into liability insurance involving Federal, State and Territory Governments together with interested associations, community groups and business organisations.

ICA also supports the continuation of common law with a review of the legal system and tort reform.

ICA does not support capping of liability for the genuinely disabled individual.  It does support legal reforms aimed at reducing the incidence of smaller claims, which have a significant effect on premium cost.  Medium and large claims do have their impact on the loss ratio.  ICA also supports a review of the payment of structured settlements. 

Twenty years ago, the risk exposure of an insurer to a liability claim was much less than it is today.  This changed attitude of society needs to be understood when reviewing the liability issue.  To find solutions, we must balance equity with a fair and reasonable approach to claims.  There is a need for fair litigation or justice.  For the community to address this issue it needs to understand that a balance must be achieved so the system is fair to everyone in the community.
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