16 May 2002

The Secretary

Senate Economics References Committee

Room SG.64

Parliament House

CANBERRA  ACT  2600

Dear Sir/Madam,

Re: Inquiry into the Impact of Public Liability and Professional Indemnity Insurance Cost Increases

The Institute of Chartered Accountants in Australia (ICAA) welcomes the opportunity of providing information to the Senate Economics References Committee to assist in its inquiry into the impact of public liability and professional indemnity insurance cost increases.

Our submission is structured in the following manner:

1. Scope of ICAA Submission
2. Background information on the ICAA, our membership and on the accountancy profession in Australia

3. The cost of professional indemnity insurance 

4. Reasons for increases in PI insurance premiums

5. Schemes, arrangements or reforms to reduce the cost of insurance and/or better calculate and pool risk.

6. Summary of issues and concerns

7. Attachments:

· ICAA Regulation on Professional Indemnity Insurance

· Selection of responses from members concerning current experience with PI Insurance

1
Scope of ICAA Submission

We note that the terms of reference for the inquiry require the Committee to report on:

a) the impact of public liability insurance for small business and community and sporting organisations; and

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

The ICAA has no comment to make on public liability insurance.

In respect of (b) above, our emphasis is on professional indemnity insurance rather than on Directors and Officers (D&O) insurance.  Whilst our membership includes many individuals who occupy positions as company directors and senior officers within corporate Australia, any concerns that may exist with the cost and availability of D&O insurance have not been brought to our attention.

2
Background information on the ICAA and the Accountancy Profession

The accountancy profession in Australia

In Australia, the term "accountant" is not legally reserved; that is, there is no certification or occupational licensing of accountants per se and accordingly any person may describe themselves as an accountant.

Whilst this is essentially an open market, there is considerable stratification of service providers, ranging from those with little or no qualifications and experience to those who are members of the two professional accountancy bodies, the ICAA and CPA Australia.

However, here, as in other major countries, the "Chartered Accountant" designation distinguishes persons who by virtue of their education, experience, and adherence to high standards of ethical and professional conduct from other persons with lesser or no qualifications who may nevertheless describe themselves as "accountants".

The professional status of Chartered Accountants (and CPAs) is indeed acknowledged within the Corporations Act, where membership of the ICAA is specified as satisfying one of the pre-requisite conditions a person must meet to be registered by the Australian Securities and Investments Commission as either an auditor or liquidator.

The designation Chartered Accountant is earned by satisfying the ICAA's comprehensive admission requirements. These include completion of:

· An approved tertiary degree in commerce, economics or business studies with an accounting major;

· The CA Program, a part-time postgraduate course administered by the ICAA, which is completed whilst working under the supervision of a Chartered Accountant;

· Three years of supervised experience with a Chartered Accountant, either in public practice or in commerce.

The ICAA prides itself on the professionalism of its members and regards the maintenance of high standards of ethical and professional behaviour as being one of our main functions.

Whilst certain activities within the profession are regulated under specific legislation (eg, tax agents must be registered, as are registered company auditors and registered liquidators) the onus is in large part on the professional bodies to regulate their own members.  This has been the case for many years.

ICAA structure and membership overview

The ICAA was constituted by Royal Charter in 1928.  The ICAA now operates under a Supplemental Royal Charter (as amended from time to time) granted by the Governor-General on behalf of Queen Elizabeth II in 2000.  

The ICAA is governed by a Board of Directors, consisting of 11 Directors, ten being directly elected by members in each respective region and one by members on the overseas register.  The President and Deputy President are elected annually by the Board.

The ICAA has in excess of 37,000 members in Australia and overseas.  Of this number, more than 16,000 are in public practice firms in Australia.  30% of these members are in the so-called “Big 5” accountancy firms.  55% of members in public practice are in small to medium practices (including sole practitioner firms and practices with up to 5 Chartered partners).

Public practice

A member of the ICAA who:

a)
undertakes any services which require the holding of any one of the following registrations:

· registered company auditor

· registered company liquidator

· registered tax agent

· registered trustee in bankruptcy

· licensed municipal auditor (or its equivalent); or

b)
provides services to the public as a Chartered Accountant.  This includes any conduct from which it may reasonably be inferred that the member is offering services to the public for reward and is obtaining a commercial benefit from membership of the ICAA; or

c)
has an ownership interest in, or is otherwise a principal of, a practice entity which includes a member who meets the criteria in a) or b) above; or

d)
conducts activities through an entity in which he has an ownership interest or of which he is presently a principal, where that entity is covered by a professional indemnity policy also providing cover to a member who meets any of the criteria in (a), (b) or (c) above;

must apply for and be granted a Certificate of Public Practice.

Requirements of membership

Members must abide by a code of ethical conduct and professional standards that provides practical guidance on matters such as maintaining independence, avoiding and disclosing conflicts of interest, and the exercise and maintenance of professional competencies.

Within six months of being granted a Certificate of Public Practice, ICAA members are required to undertake the Public Practice Programme, which has been designed to maximise the standards of practice and professional conduct for all new practitioners.

All members who are obliged to pay annual subscriptions in full (including overseas members), except those members over 60 years of age who do not hold a Certificate of Public Practice, but including all members who are required to hold a Certificate of Public Practice, are required to achieve a minimum of 120 hours of Continuing Professional Education (CPE) over a three year period with at least 20 hours being completed annually.

Since July 1991, all members in public practice have been required by the ICAA to maintain professional indemnity insurance to specified levels and specified standards.  The ICAA’s standard was developed with input from the insurance industry and was designed to ensure that Chartered Accountants maintained the highest possible standard of insurance cover both for their protection and the protection of their clients.

A copy of our PI Insurance regulation is attached at Attachment 1.

In addition, all Chartered public practice firms are subject to quality review every five years.  This involves a systematic peer review of the practice, its work papers and its compliance with ICAA requirements, including compliance with our mandatory requirement for PI insurance.

3
The cost of professional indemnity insurance 

Members of the ICAA are required to hold professional indemnity (PI) insurance to specified levels (see Attachment 1).  However, members negotiate their own insurance cover, usually through insurance brokers, with a variety of insurers.  Accordingly, unlike some mutual or captive schemes found in other professions, detailed aggregated information on trends in the PI insurance market for members of the ICAA is not available.

Instead, the ICAA must rely on feedback provided to it by members.

Taking a longer-term perspective, anecdotal information on the PI insurance market indicates that conditions in the market softened in the mid to late 1990s.  That is, the cost of PI insurance remained relatively steady in this period and in some market segments had decreased.  Aggressive price competition in the PI insurance market by major market players including HIH and FAI are believed to have contributed to this.

In 2000, the ICAA reported to the NSW Professional Standards Council
 that the cost of insurance in the 12 months to the end of 2000 had increased a minimum of 25% with increases of up to 100% where a member or member firm had a claim against them or had notified their insurer of a reportable event.

In the second half of 2001, following the financial collapse of HIH (the leading provider of PI insurance in the Australian market) and the events of September 11, the PI insurance market deteriorated further.  At this time the ICAA was advised by a broker of across the board increases of 25-40% for member firms, but information from members suggests that this figure was on the low side.  For example, in October last year one small practitioner informed the Institute that their PI insurance renewal quote had risen (for $500,000 cover for activities that included little audit activity) from $900 per annum to $7,100 p.a.

In calendar 2002, the flow of information and expressions of concern from members on PI insurance matters has turned into a flood.

This has focussed on three areas:

1.
Rising cost of PI insurance premiums

2.
Rising deductibles (or excesses) within policies

3.
Increasingly restrictive terms of cover (exclusion clauses)

Rising cost of PI insurance premiums

From the information available to the ICAA, it would appear that the minimum increase in PI insurance premiums being experienced by members in the current (ie for 2002/03) renewal period is in the order of 100-200%. 

It would appear that this is the experience for small firms, undertaking no audit, insolvency, financial planning or management consulting work, with no past claims or notifications.

For firms of larger size, typical premium increases are in the order of three to four fold in the past year alone.  Again, this would be for firms with no past claims or notifications who perform little if any audit, insolvency, financial planning or management consulting work.

Firms that have had a claim or notification are experiencing PI insurance premium increases of ten fold and more.  Moreover such firms are experiencing significant difficulties in obtaining cover.
It should be noted that the existence of a claim or notification against a member firm is not in itself an indication that the member or firm has done anything wrong. The same in fact can be said where a past claim may have been settled by an insurer.  It is usual practice for insurers to take over the defence and/or settlement of claims and commercial imperative, not legal responsibility, is the first and foremost consideration for insurers in determining the outcome of claims.

Nevertheless, an insurer’s decision to settle a claim against a member, irrespective of the merits of the claim, will have a financially adverse impact on the member when he or she renews their PI insurance.  Furthermore, in the current market it appears that there is no time limit on this financial penalty.

Similarly, firms that are performing “higher risk” activities such as audit, insolvency or financial planning work are experiencing PI insurance premium increases well above the “typical” average rate.  Premium increases in the order of 5-10 times for such services have been reported.  Again, it is also increasingly difficult for firms to obtain insurance to cover these activities.

It is extremely difficult to talk about “typical” increases as it would also appear that there is considerable divergence in premium rates being quoted for firms that undertake higher risk activities.  In many cases certain higher risk activities are being specifically excluded from cover under the policy (see section below on “Exclusions”).

For larger firms (though still well below the scale of the Big 5) premium increases have amounted to several millions of dollars.  For example, the ICAA is aware of instances where premiums have increased from less than $1 million to well in excess of $3 million, whilst at the same time coverage has decreased four fold and excesses and exclusions have also multiplied.  The effective increase in premium, taking account of the lower cover, is well in excess of ten fold.

The ICAA has sought information from members on their current experience with PI insurance renewals.  A selection of responses from firms of different sizes on PI insurance premium increases is attached at Attachment 2.

Rising deductibles (or excesses) within policies

The deductible or excess in a policy refers to the threshold amount of damages under a policy that the insured essentially self-insures.

In the current market for professional indemnity insurance, not only are premiums increasing many times but deductibles are increasing by similar rates. 

Increasingly restrictive terms of cover (exclusion clauses)

There is clear evidence that professional indemnity insurance is being offered on increasingly restrictive terms by insurers.

In some cases, feedback from members has raised concern that up to 90% of a firm’s activity could essentially be uninsured because it falls under one or another exclusion clause contained in the insurance contract.

Significantly, indications are that this trend appears to be worsening in that exclusions have become more common and more restrictive in only the past couple of months.

Considerable uncertainty surrounds a number of new exclusions and as a consequence members do not know to what extent they are protected by their insurance policy.

Examples of exclusions that are now being written into policies are:

· Exclusion of any matter where there is an actual or alleged conflict of interest.  There is considerable uncertainty as to what this excludes.  It is self-evident that an “alleged” conflict of interest requires nothing more than an allegation and should this contractual term be permissible it could allow an insurer to walk away from their obligations under an insurance policy where no actual conflict of interest is substantiated.  Further, the circumstances where “conflict of interest” can arise are many, for example, there is a fear that this could arise in many situations where the client is an individual and that individual has an interest in a company or trust which is also a client of the accountant, or where a husband and wife are both clients (leading to potential problems in divorce) etc.

· Exclusions covering activities described as those falling under the description of "other occupation" which may also specifically exclude cover for "actual or alleged act, error or omission as a technology consultant".  The provision of services relating to information technology is a common area of activity for Chartered firms and is indeed an area where the ICAA has a specialist chapter catering to the needs of members.

· Exclusion regarding management consulting activity including any liability arising "as a director of any entity".  Potentially members would not be covered for work the practice has undertaken in a secretarial or directorial capacity for various entities.

· Exclusion of all claims arising from or related to tax minimisation schemes not approved or sanctioned by the ATO or ASIC.  The problem arises that considerable time can pass between the development and placement of various tax effective investments (many of which are sanctioned by government for legitimate policy reasons) and the point in time where some such proposals are held to be invalid by the ATO.

· Various exclusions regarding provision of financial advice.

4
Reasons for increases in PI insurance premiums

Reasons for increases in PI insurance costs are numerous.

Mostly, it would appear to be due to factors internal to the insurance industry and other factors influencing return on capital.  

Discussions that the ICAA has held with PI insurance brokers on this topic point to the withdrawal of capacity from the market and a lack of profitability from insurers’ PI insurance business as reasons behind the increase in premiums.  Reasons for the withdrawal of capital include the events of September 11 last year led to a flight of capital away from insurance with flow-on effects for various insurance products.  In the Australian market, the collapse of HIH has had similar effects on the domestic market. HIH was the largest provider of PI insurance in the Australian market.  Its collapse has had an effect on market capacity.  However, it is also suggested that HIH’s aggressive pricing of insurance products, including PI insurance, kept premiums lower than would have been the case in the absence of this player. 

Apart from the collapse of HIH, a number of other insurers have withdrawn from underwriting professional indemnity insurance.  This is in line with the market trend to avoid so-called “long tail” business.  PI insurance is a long-tail product in that many years can pass between an event and the crystallisation of a claim or claims arising from that event.

The ICAA is not aware that increases in premiums are attributable to any appreciable change in the actual claims experience against our members.

The risk of claims against members is closely linked to prevailing economic conditions.  In other words, improvements in the PI insurance market match improvements in the economy overall and vice versa.  The hardening of the PI insurance market reflects uncertain conditions in the global economy in the past 12-18 months and whilst the Australian economy has managed to navigate these challenges reasonably well, business in Australia is not insulated from developments overseas.  Many businesses in Australia have experienced more difficult conditions over the past 12-18 months as the business cycle has turned. 

The liability exposure of the profession is significant, and the “headline” claims against auditors in particular that result from corporate collapses can run into millions of dollars.  Nevertheless, most claims against accountants are for much smaller amounts and by number most claims arise out of tax work/advice.

It should also be borne in mind that, in the main, insurance for the large accountancy firms (ie the Big 5) is arranged on a global basis by the firms and hence much of the insurance is placed in the international market place.

Recent high profile corporate collapses here and abroad and the likelihood that these will result in negligence claims against professionals, including members of the accountancy profession, is also affecting PI insurance pricing and availability.  Even if the insurance risk is not carried locally, such claims are relevant to the extent that they impact on global capacity and pricing of risk by insurers.

Recent occurrences here and overseas in respect of corporate failure are also likely to affect how insurers assess the risk profile of members of the accountancy profession going forward, in particular auditors of publicly listed companies.
 

Similarly, Australia is not a sufficiently large market to be quarantined from overseas developments in the insurance market.  Accordingly, if substantial claims are made offshore, increases in premiums and contraction of capacity can occur in Australia.

5
Schemes, arrangements or reforms to reduce the cost of insurance and/or better calculate and pool risk 

The ICAA has long warned that unless steps are taken to limit accountants’ exposure to liability risk, PI insurance would become increasingly costly and/or unobtainable in the future.

Limitation of accountants’ professional liability has been a major priority of the profession for many years.  Active representations by the profession to government on this subject date back to the mid-1980s.

In the late 1980s and the 1990s, the liability exposure of members of the accountancy profession had reached crisis levels with serious consequences for the market for professional indemnity (PI) insurance.  There were a number of claims against members of the profession where damages in the order of several hundred million dollars have been sought, and two actions, resulting from the collapse of Tricontinental and the State Bank of South Australia, where damages sought exceeded $1 billion and $4 billion respectively.

As a consequence professionals, and members of the accountancy profession in particular, found that PI insurance:

· increased dramatically in cost;

· became more difficult to obtain, particularly at the high end of the market, where the amount of cover more than halved during the first half of the 1990s;

· was available on far more limited and restrictive terms, where it was available at all;

· served to attract litigation against them;

· could not cover the scale of risk that they faced in the conduct of their professional duties; and

· was being sought in an ever-shrinking market.

Against this background, liability reform has been an issue of great importance to members of the accountancy profession in Australia and indeed to other professionals facing significant personal liability exposure.

Other professions share many of our concerns with regard to the problem of unlimited professional liability and share a similar interest in progressing reform objectives.  The accountancy profession has, however, been to the fore in calls for reform as members of the accountancy profession have been exposed to liability claims of a magnitude not experienced by other professions. 

Over the past decade (and more) the accountancy profession has advocated to government that the following reform measures be adopted to limit accountants’ professional liability:

1. Introducing a statutory “cap” on liability.

2. Reform of the law of joint and several liability to introduce a system of proportionate liability between defendants.

3. Removing restrictions on auditors and liquidators that prevent them from operating through legal entities with limited liability.  Incorporation and/or limited liability partnerships, on the model of those permissible in many states in the USA and in the UK, are two possibilities.

Capping and reforming the law of joint and several liability are complementary reforms. They address the two root problems in this area - access to adequate and affordable PI insurance and the unjust allocation of the burden of damages. Both reforms are essential if the serious liability problem facing members of the accountancy profession are to be corrected.  Capping addresses the quantum of damages that a professional may face, whilst proportionate liability in our view provides a more equitable and fair basis for allocating damages between co-defendants than currently exists under the law of joint and several liability.

With regard to capping, legislation has been successfully passed in two states (NSW and Western Australia) that permits capping of liability of members of occupational associations in certain circumstances.  The Professional Standards Act 1994 (NSW) is an Act to provide for the limitation of liability of members of occupational associations in certain circumstances.  The Western Australian Professional Standards Act was passed in 1997.  A scheme limiting the liability of members of the ICAA (and CPA Australia) is in operation in NSW and will soon be submitted for approval in Western Australia.

However, no other states have followed the NSW/WA lead of introducing Professional Standards legislation. 

In the absence of similar legislation in all states and at the federal level, however, the protection offered by such schemes is incomplete.  The scheme also remains untested in the courts.  Accordingly, the NSW scheme on its own has not been sufficient to influence trends in the market for PI insurance.

Accordingly, the ICAA recommends that Professional Standards legislation be adopted in each State and also at the Federal level so that professional risk can be contained to insurable levels. 

With regard to proportionate liability, the ICAA and other professional bodies have for many years identified the inequity of joint and several liability as a serious concern for professionals.  

Under joint and several liability, where the acts or omissions of a number of parties have each contributed to a plaintiff’s loss, the plaintiff may recover the entirety of their loss from any one party.

Whilst it is possible for a defendant who bears the full extent of a judgement to seek contribution from other parties that have also contributed to the loss, equitable apportionment in this manner is rarely satisfactorily achieved (usually due to the insolvency or lack of assets on the part of other parties responsible or those other parties being untraceable, protected or out of reach).

Joint and several liability places recovery by the plaintiff ahead of achieving an equitable outcome for all parties.  

The effect is to make any one defendant the insurer of the entirety of the plaintiff's loss even in situations where that defendant is responsible for a small portion only of the loss. 

Accordingly, it is increasingly apparent that certain classes of defendants - invariably those with an obvious source of assets, usually insurance cover - are bearing a disproportionate share of the burden of damages.

In the early 1990s, the liability exposure of members of the accountancy profession reached crisis levels with serious consequences for the market for professional indemnity insurance.

The process of reform was given impetus in June 1993 when a Working Party of the Ministerial Council for Corporations (MINCO) delivered its report on professional liability in relation to the Corporations Law.

The Report of the Working Party stated:

"As far as the common law rules relating to liability are concerned, the Working Party believes the most significant problems arise from the operation of the doctrine of joint and several liability."

Accordingly one of the key recommendations made by the Working Party was that:

"The arbitrary and unfair consequences of the present rules regarding joint and several liability of auditors should be addressed in a review of the law which takes into account the implications of changes in these rules beyond their impact on Corporations Law matters."

The courts also contributed to the momentum for reform of the law of joint and several liability and its replacement by a more equitable principle.  Justice Andrew Rogers (as he then was) in the case AWA v. Daniels challenged the notion of the whole burden of possibly insolvent wrongdoers falling entirely on a well-insured or deep pocket defendant. In discussing the inequity of the joint and several principle as an area in need of reform, he stated:

"The scope for injustice occasioned by solidary liability is self apparent."

"Why should the whole of the burden of possibly insolvent wrongdoers fall entirely on a well insured, or deep pocket, defendant?" [AWA v. Daniels, Rogers CJ, Comm D., 3 July 1992, at pp 279, 280.]

In 1994 the Federal and New South Wales Governments (with the endorsement of other members of SCAG) commissioned the Inquiry into the Law of Joint and Several Liability by Professor Jim Davis of the Australian National University.

Professor Davis’ final report, delivered in 1995, recommended that in cases involving financial harm and economic loss, joint and several liability between defendants should be replaced by a system of proportionate liability, where defendants are responsible only for that proportion of a plaintiff’s loss that they have actually caused. The accountancy bodies strongly supported the recommendations contained in the Davis Report.

In July 1996 the Federal and NSW Governments released for public comment the Draft Model Provisions to Implement the Recommendations of the Inquiry into the Law of Joint and Several Liability.  

However, the momentum that was building around this reform initiative stalled, largely because we had reached a point in the economic cycle where strong business growth and profits had created a more benign environment where claims against professional advisers arising out of business failure were comparatively few.  This together with strong competition within the insurance industry created a soft market for professional indemnity insurance premiums.

Accordingly, proportionate liability was effectively dropped by the Standing Committee of Attorneys General, despite warnings from the accountancy bodies that the next, inevitable downturn in the economic cycle will invariably see another wave of massive liability suits against professionals and a worsening position in the market for professional indemnity insurance.

Recent developments in the insurance market have proven these warnings correct and have once again brought issues associated with professional liability into the foreground.

One of the major problems is that under the law of joint and several liability, professional indemnity insurance is in effect being required to cover not only the potential negligent acts of insured professionals, but also those of other, unrelated parties as well. 

To re-state a point made in our May 1994 submission to the Davis inquiry on this subject:


"the benefits to plaintiffs arising from adherence to this principle (of joint and several liability) must increasingly be seen as short term in that the well of financial resources available to professionals is rapidly running dry."
The accountancy bodies strongly support the proposed reform of the law of joint and several liability in favour of proportionate liability in cases involving economic damage and financial loss.

The Draft Model Provisions on proportionate liability referred to above set out a fundamentally more equitable basis on which to apportion loss in cases involving financial loss and will serve the interests of both consumers and professionals to the benefit of the community overall.

The enactment of these provisions is of critical importance and the ICAA urges the Federal and State Governments to act on this as a matter of urgency.

The ICAA also recommends that professionals be allowed the same scope to conduct their business affairs with the protection of limited liability as is afforded to most individuals and businesses in the community.  Specifically, auditors and liquidators within the accountancy profession should be able to conduct their business through limited liability partnerships or incorporated entities.

6
Summary of issues and concerns 

In summary, concerns of the Institute in respect of current trends in the market place for PI insurance are as follows.

Dramatic increases in PI insurance costs for practitioners are:

· Leading to higher costs for accountancy firms that must inevitably be passed on to clients, both individuals and clients.  Importantly, practitioners providing tax advice and tax services to small business clients have already faced increases in costs associated with various tax reform changes which have not been passed on to clients as billable hours.  PI increases place additional cost burdens on practitioners, which if passed on to clients are likely to further reduce small business’s willingness and capacity to procure value-added services from accountants (who are the main source of business advice to Australian SMEs).

· Causing practitioners to question the worth of PI insurance and make “self-insurance” appear a viable alternative.  Whilst “running bare” (ie, not carrying PI insurance) is not permissible under the ICAA’s rules, members can resign their membership of the ICAA and continue to practice, albeit not trading as a Chartered Accountant.  

· Causing some practitioners to question whether it is worth providing certain “high-risk” services such as audit and even questioning whether they should remain in public practice at all.  The supply of such services is likely to contract and costs escalate dramatically, with significant impacts on business as well as various not-for-profit and community organisations.

· Producing “windfall” tax returns to government in the form of higher stamp duty and higher GST (including, unconscionably, GST payable on stamp duty).  Given the scale of increase that is being experienced in PI insurance, the actual tax paid by business in the form of GST and stamp duty on PI insurance has increased dramatically.  These must be seen as significant business taxes and relief in the form of reduced stamp duty (and removing GST on stamp duty) is an urgent priority for government.

Diminishing cover is:

· Putting certain higher risk services provided by accountants, such as audit, at risk.

· Challenging the ICAA’s authority to “mandate” PI insurance for all members in public practice. 

Accountants’ considerable exposure to liability risk is:

· Likely to see further contraction in supply of PI insurance.  Indeed, on May 15 Markel International issued a press release indicating that it is withdrawing from the Australian market and will no longer underwrite PI insurance.  Markel Australia wrote less than 3% of Markel International’s total premium income.  Whilst our premium pool is small, evidence suggests that the liability claims in Australia on a per capita basis are the highest in the world.  

· Already resulting in withdrawal of vital services by accountants including audit, with consequential effects for business (including start-up businesses and those in “high risk” sectors)

· Negatively impacting on the ability of the profession to attract and retain members.

· Threatening the viability of Australia’s system of corporate governance and efficient operation of our capital markets.

The ICAA is also concerned that insurers in the current market are:

· Seeking to insert unreasonable and untenable clauses into insurance contracts

· Not providing renewal quotes to practitioners in sufficient time to allow them to shop for alternative quotes before their existing policies expire

It has also been suggested that some cases of opportunistic pricing by insurers is occurring in the current market.  The ICAA is not in a position to ascertain whether or not this is the case but believes that this should be investigated by the Committee and by the ACCC.

The ICAA would be happy to provide further information in relation to the above matters to assist the Committee in its inquiry.

Yours faithfully,

Stephen Harrison AO
Chief Executive Officer 

Attachment 1: ICAA Regulation on Professional Indemnity Insurance (Contained as an Appendix to Regulation R4)

APPENDIX 

Professional Indemnity Insurance 

7PI
This Regulation requires compulsory professional indemnity insurance for applicants and holders of current Certificates of Public Practice. As a practical matter, the compulsory insurance may not be adequate for many applicants, members and their firms. Each applicant, member and firm should take professional advice from insurance brokers or other advisers so that each can consider what is an adequate type and level of cover. 


The Institute shall not be under any liability to any member or any other person arising out of any steps it takes or omits to take to ensure that members have complied with this Regulation, and in particular shall not be under any such liability in relation to verifying the existence of the insurance required by the Regulation. 

7PI.1
In this Regulation: 

(a)
'Member' means any applicant for or holder of a Certificate of Public Practice; 

(b)
'Practice' means a business providing professional services including services which require the holding of a current Certificate of Public Practice of which the Member is a Principal; 

(c)
'Principal' in relation to a Practice means any person, who is a principal of the Practice or a principal, partner, director, officer or trustee of a Related Entity of the Practice; 

(d)
'Related Entity' means any partnership, company, corporation or trust carrying on the whole or any part of a practice. 

7PI.2
Each Member must have, or must ensure that each Practice has, a valid and binding contract of professional indemnity insurance which complies with the minimum requirements set out in Regulation 7PI.3. The insurance may have cover greater than those requirements. 

7PI.3
The requirements for the professional indemnity insurance in Regulation 7PI.2 are as follows. 

(a) Parties - Insured 


The insured must include: 

(i)
each Principal; 

(ii)
each Related Entity; 

(iii)
any person who is or becomes or ceases to be during the period of insurance a Principal or employee of the Practice or Related Entity; 

(iv)
any person who has ever been a Principal or employee of the Practice or Related Entity; 

(v)
in the event of the death or incapacity of any person in the above paragraphs, the legal personal representatives of that person. 

(b)
Parties - Insurer 

The insurer must be: 

(i)
authorised to carry on the insurance business under the Insurance Act 1973 (Cth); 

(ii)
represented by a registered foreign agent under the Insurance (Agents and Brokers) Act 1984 (Cth); 

(iii)
represented by a registered broker under a binder under the Insurance (Agents and Brokers) Act 1984 (Cth); or 

(iv)
authorised or licensed to carry on insurance business in a foreign country. 

(c)
The Insured Profession and Business 


The insurance must cover all services for which any of the insured referred to in paragraph (a) must hold a current Certificate of Public Practice. 

(d)
The Period of Insurance 

The insurance must be either: 

(i)
for a period of not less than one year, or 

(ii)
for a period expiring on the next common expiry date for insurance placed under a scheme which requires all insurances under it to expire on a common expiry date. 

(e) 
The Limit of Indemnity 

(i)
Subject to paragraph (e)(v), the sum insured for the Practice must be not less than: 

(A)
the amount calculated by multiplying the number of Principals as at the beginning of the period of insurance, by $250,000 for each and every claim subject to a minimum of $500,000 for each and every claim in respect of members being participants in the Accountants' Limitation of Liability Scheme, or

(Amended 12.97) 

(B)
$100 million in the aggregate for all claims during the period of insurance, whichever is the lesser;

(ii)
There may be an excess for each and every claim, but any such excess must not be more than 

(A)
the amount calculated by multiplying the number of Principals of the Practice as at the beginning of the period of insurance, by $5,000, for each and every claim, or 

(B)
3% of the total of the gross fee income of the Member and every Related Entity for the financial year immediately preceding the beginning of the period of insurance, whichever is the greater; 

(iii)
There must be cover for the costs and expenses, including legal costs and expenses, of investigating, defending and settling claims against the insured, or for at least the same proportion thereof as the amount paid to dispose of the claim bears to the sum insured. If the sum insured is less than $20 million for each and every claim or $100 million in the aggregate, such costs and expenses cover shall be in addition to the sum insured in paragraph (e)(i); 

(iv)
If the excess is less than $20,000 the excess must not apply to the amount described in paragraph e(iii); 

(v)
There may be aggregate limits, each of not less than the sum insured required under paragraph (e)(i), for all claims arising out of audit activities and/or all claims arising out of dishonesty or fraud, for any one client or group of affiliated companies. 


'Group of affiliated companies' means any group of corporations which has either any common directors or officers, or any corporation which has more than 10% shareholding in any other corporation(s) which, for the purposes of this Regulation, effectively creates a group. 

(f)
Cover 

(i) 
The insurance must cover either any civil legal liability or any act, error or omission of an insured who is providing the services for which a current Certificate of Public Practice is required, but the insurance may be subject to exceptions that are reasonably common for insurance of that type; 

(ii)
The insurance must not be cancellable by the insurer for innocent non-disclosure or misrepresentation, or by the insured at all; 

(iii)
The insurance must cover the insured against claims arising out of a dishonest act or omission of an insured (notwithstanding any misrepresentation or non-disclosure of such acts or omissions when effecting the insurance) but the insurer need not promise to indemnify any person committing, making or condoning any such dishonest act or omission or misrepresentation or non-disclosure in relation to it; 

(iv)
If the insurance has a retroactive date, it must be no later than seven (7) years before the beginning of the period of insurance; 

(v)
The insurance for a Member practising as a sole practitioner shall provide indemnity, if the Member ceases (by reason of death, retirement of otherwise) public practice, for the Member or his personal representatives in respect of claims arising out of acts or omissions prior to cessation, in accordance with the limit of indemnity and excess terms then applicable unless and until the income derived from a Practice undertaken by him after such cessation first exceeds $10,000 in any twelve (12) month period. This is on the proviso that the insurance shall not be required to provide indemnity for claims made after the expiry of any scheme agreement or other insurance facility under which the insurance is provided (including all renewals and extensions thereof). 

(g)
Run-Off 


The Member must ensure that the insurance is maintained, through a period of not less than seven (7) years after ceasing to have a current Certificate of Public Practice; 

7PI.4
(a)
The Member must obtain a written statement of an insurance  
broker registered under the Insurance (Agents and Brokers) Act  
1984 (Cth) or the insurer under the insurance, certifying that  on 
the basis of written information supplied to the broker in  a 
proposal or otherwise by or on behalf of the Member  insurance of 
the practice complies with the requirements of this Regulation.  

(b)
The Member must provide to the Board, or its appointed delegate, such information and documents about or in evidence of the Practice's professional indemnity insurance as it requests.  

(c)
The Member must inform the State Director in writing within seven (7) days of becoming aware that his professional indemnity insurance, including the insurance referred to in this Regulation, has expired, been cancelled, avoided or otherwise become ineffective unless within that period  

(i)
it has been renewed, or  

(ii)
he has concluded a valid and binding contract of professional indemnity insurance complying with this  Regulation.  


If, for a period of thirty (30) days, he does not have insurance as required by this Regulation, his Certificate of Public Practice shall automatically be suspended until he arranges new insurance complying with this Regulation.

7PI.5
The Board shall have discretion to issue a current Certificate of Public Practice to an applicant or member even if the applicant's or member's insurance does not comply with the requirements in Regulation 7PI.2. Without limiting the generality of this discretion, the Board may issue current Certificates of Public Practice to applicants or members who have the required insurance in the form of a cover note or interim contract of insurance.

Attachment 2:  Selection of responses from firms of different sizes regarding current experiences with PI insurance premium increases

· “Last year my premium was $680 for $500K with an excess of $1000 ---  this year the CHEAPEST that I can get is $1890 with $5000 excess. I am a Sole Practitioner (no staff) and Gross fees of approx $150000 --  AND HAVE NEVER HAD A CLAIM IN 30 YEARS.”

· “For your empirical evidence, as a small sole practitioner, my insurance has just risen 165% from $1,130 to $3,000 with little change in my circumstances and no notices of claims ever in 14 years in practice.”

· “I am a sole trader who performs bookkeeping services to clients. Last year I paid $880 for PI insurance. I have just received one quote (very long wait to receive this and waiting for others but running out of time as expire next week) for $1925.”

· “Member firm - 7% audit, no FP or insolvency, 16 year history with no claims made. 2 Prior notifications that did not proceed, however current notification with ambit claim of $700,000 made, nothing in it, will not proceed.  PI cost increase from $3000 to $16000.”

· “I am a partner in a small, 2 partner firm in suburban Sydney. Our firm's experience has been as follows: Premium in 2001 - $2832.  Premium in 2002: $11,220.  Yes, this is an increase of 396%, closer to 400% and this was the best quote.  We have been in practice since 1984 and never had a claim on an insurance policy.”

· “I have just received my renewal insurance cover for the same amount as last year with the premium going from $1,550 to $5,000, exclusive of GST and stamp duty.  This is an increase of 322.6 %. Plus they have increased the excess under the policy.  The Stamp Duty has gone from $187.55 to $605.00. The government is benefiting from the insurance premium hike.”

· “I own an accountancy business in NE Victoria. Like everyone, my PI insurance skyrocketed this year, (from $1,100 for the past 8 years to $2,800!!!).”

· “You may be interested to know that my firms cover has increased 125% this year & that’s after a 'loyalty' discount.  Last year’s premium to 31/3/2002 was $1295 on $303000 fees and for the 2003 year it is $2910 on $323000 fees.”

· “These have been my insurance payment in the last 3 years.  

YEAR                  COST             EXTENT OF COVER

99/00                 $2,600               2 million

00/01                 $3,660               2 million

01/02                 $3,745               2.5 million

I won't concern you about excesses.  The two quotes I have received this year are (without GST): $15,008 and $10,153.  A third insurer declined to quote.  These quotes were based on a cover of $5 million. I had to lift my cover to $5 million last year to comply with the requirements of the [Federal Department] contract.”

· “Our PII increased 108% for the year ended April 2002.  We have just received the 2003 quote which has risen 335% (or is 4.39 times higher than last year! - and this is excluding s/duty etc).  Not only that, they reduced the cover from $5M to $3M and increased the excess from $3,000 to $15,000.  No insurance company has EVER had to pay out a claim against this firm.”

· I received a call from XXXX and he advised that his firm has never had any claims against it and last year his premium was $20,000.  This year he had three quotes and they are: $90,000; $62,000 and $42,000 respectively.”

· “XXXX presented at a breakfast and he had three members indicating their extreme concern about the cost of PI Insurance and asking what we were doing about it.  One gave the example that over the last three years his premium has gone from $1700 to $19000 and he has had no claims.”

· “We are a small two partner practice that has seen our PI premiums in the last 3 years go from approximately $3,000 per annum to $14,000 this year. A second quote (from the only other insurer who would quote) was over $40,000.”

· “My experience with PI insurance is as follows: premium paid for 2002 for $3 million cover - $1419.  Quote for 2003 for same cover - $3729.”

· “I enclose the details of our P.I. insurance for 2002 and the revised quotes for 2003.

                             Year Ending                            Premium

                              21/2/2002                            $ 5165.00

                              21/2/2003                            $13305.60

Limit of Indemnity is $3,000,000 each and every claim with $5,000 excess and was the same for both years.  We are a two partner firm and our gross fees increased by 10% on the previous year.”

· “Up to this year I had been paying about $2,400 for $500k PI cover. Last year I had a claim, which has not as yet been proved or paid out. This year, when I went to renew my policy through my usual brokers, I could not get any cover at all. My brokers gave up and said they could not get even a quote! In desperation I was given the name of XXXX and after some very hard negotiations he managed to get some limited cover at the following rates:

                                                            THIS YEAR         LAST YEAR        INCREASE %

                        Total cover                        500k                      500k                   0

                        Premium                        12,636                    2,336                540.00

                        Excess                           15,000                   2,000                750.00”

· “I am currently seeking a very base level of PI cover and have experienced as follows:  Last year $500 (plus Stamp duty and GST) for $500,000 cover with an excess of $500.  This year the cost is $1800 (plus costs) for the cover of $500,000 with an excess of $1000.

· “As a sole practitioner with 5 staff it came as somewhat of a shock to discover that my PI insurance had increased some 122% for the same cover as last year.  The renewal came 3 days before the expiry of my old cover, despite a renewal application being sent 1.5 months before expiry.”

· “My PI insurance went up 65% this year, with an excess increase of 416% in areas of audit, valuations.”

· “In 2001 my firm paid a premium of $11,250(excluding stamp duty, GST & broker's fee). Approximately 20% of our fee base was audit-related. We do not audit any publicly listed companies & we have not had a claim during our 40 years in public practice.  In 2002 the same company quoted approximately $80,000 for the same cover & excess. They agreed to reduce the premium to $60,300 plus charges on the basis that we reduced our cover from $5,000,000 to $3,000,000 & lifted our excess from $6,500 to $25,000.  Another company finally offered us our original cover for $29,840, before charges, an increase of $18,340 or 159%. However, our deductible was increased to $25,000 & we had many exclusions such as fidelity cover reduced from $250,000 to $50,000, the excess now applies to legal defence costs, no cover exists where a claim arises from an actual or alleged conflict of interest, no cover exists where we admit a new partner who was previously involved with a business that had more than 5 partners or 10 qualified accounting staff & there is no indemnity for a claim made for information technology work.”

� The Professional Standards Council administers occupational schemes approved under the Professional Standards Act (NSW) 1994.  The ICAA has an occupational scheme in place under the Act that applies to CPP-holders and their member employees normally resident in NSW.


� Extracted from ICAA Members' Handbook December 2001 issue, R4.
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