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SUBMISSION TO THE SENATE ECONOMICS REFERENCES COMMITTEE INQUIRY INTO THE IMPACT OF PUBLIC LIABILITY AND PROFESSIONAL INDEMNITY INSURANCE COST INCREASES

The Professional Standards Council is concerned about the impact of professional indemnity insurance, particularly for small business. The Council is constituted under the Professional Standards Act 1994 (NSW) and the Professional Standards Act 1997 (WA). This world leading legislation was introduced into those states with bipartisan support, and in WA as a product of a joint parliamentary committee. The objects of the legislation are:

a) to enable the creation of schemes to limit the civil liability of professionals and others,

b) to facilitate the improvement of occupational standards of professionals and others,

c) to protect the consumers of the services provided by professionals and others, and

d) to constitute the Professional Standards Council to supervise the preparation and application of schemes and to assist in the improvement of occupational standards and the protection of consumers.

The delivery of services by professionals is typically by practitioners in small practices. They represent a significant part of the small business sector. Also, they are significant providers of services to small business. They are significant to society and the economy. 

The genesis for the professional standards legislation was succinctly expressed by the then NSW Attorney General, the Hon JP Hannaford MLC when the legislation was introduced into the NSW Parliament. He said,



The liability of professionals to negligence claims has expanded dramatically in the past 25 years. Developments in the law have opened up new fields of liability, and compensation payments have increased by sharp increments. Increasingly, plaintiffs are looking to their professional advisors as a course of recovery of loss. The general perception is that professionals have financial substance and hold professional indemnity insurance. There is nothing like the existence of insurance to focus litigation and this, of course, impacts on the determination of premiums. While historically professionals have regarded it as axiomatic that they meet the consequences of their own mistakes, the fact is that for many professionals insurance is now unavailable or unaffordable to levels commensurate with their exposure and liability. This is impacting upon the manner in which professional practices are being conducted, which has significant consequences for the client, third parties and the community generally.

The impetus for the development of this legislation was a review of professional liability in 1988. An Issues Paper prepared by the NSW Attorney General’s Department was released in September the following year. Its wide circulation brought extensive comment on the issues, and a Discussion Paper was subsequently produced and then released in April 1990. That Paper, titled ‘Professional Liability, Insurance and Risk Management’ outlined a proposal to introduce limited liability tied to significantly increased consumer protection. The response to the Discussion Paper was extraordinary. The proposal received wide support from professional associations. Consumer organisations and other bodies supported the proposal in recognition of the need for the community to address the liability and insurance problem, and the benefits offered to consumers.

In many areas of the law, standards of reasonableness determine whether a service provider is found to be a wrongdoer, and assumptions about the availability of insurance are of practical influence. There has been a trend to make professional people the insurers of the financial wellbeing of persons and corporations who, in a free market, take risks to pursue profits. Professional people are paid to give conscientious and skilful advice. However, if the practical operation of the law provides that they warrant or insure the financial wellbeing of their clients, then naturally they will charge accordingly. 

Professionals who are subject to a high level of financial risk may adopt practices which are characterised by an excessive degree of caution, with detrimental consequences for the client. Such defensive practices do not enhance outcomes for consumers. Increasing claims and increasing insurance premiums have resulted in an alarming number of professional practitioners choosing to reduce their insurance or to go uninsured. The problem is exacerbated in recent times as the Australian insurance market shrinks and professionals are forced to purchase insurance from overseas because it is unavailable in Australia. That insurance is thus outside the regulatory structures administered by the Australian Prudential Regulatory Authority and without the protection offered by that regulatory regime. The prospect of clients recovering rightful damages is diminished by the capacity of the professional to meet a valid claim, depending on the level of indemnity insurance and the professional’s personal assets. Professionals, clients, nor the community benefit from the long term consequences of such a situation.

Limiting professional liability is widely recognised and accepted as being appropriate. It is also recognised that it is essential that regard is had for the public interest and the interest of clients. Professional standards legislation provides a means to limit that liability and, at the same time, to protect consumers of such services. The de facto cap on damages determined by the capacity of defendants to pay is replaced with a statutory cap tied to a number of safeguards to protect the interests of clients.



Limited liability of itself is not sufficient to address the liability and insurance problems confronting the professional services market. It must be accompanied by a supporting focus on improving professional standards through the effective use of risk management strategies, including effective codes of ethics and complaints and discipline systems, quality assurance and risk management programs, continuing education, and so on. The professional standards legislation focuses on risk management. It is a system predicated on self-regulation. A primary function of the Professional Standards Council is to encourage and assist the development of self-regulation. It is self-regulation that is underpinned by legislation.

The Cover of Excellence( schemes approved under the professional standards legislation - the mechanism by which professional associations function under the Professional Standards Act - present to the insurance market an attractive pool of insurable professionals. They are attractive to insurers because they are actively managing their risk through structured risk management strategies and there is greater certainty about the level of their risk exposure. Schemes have been approved in NSW for engineers, accountants, surveyors, lawyers and valuers.

Those schemes have had a positive impact on controlling insurance costs. For example, specialist engineers have reported reduced premium costs of 40 percent and more recently, in the hardening insurance market, valuers indicate that since participating in a Cover of Excellence( scheme their premiums have come down from about 7 percent of gross fees to a reduced level of about 3 percent of gross fees.

The scope for such improvements in managing professional indemnity insurance costs is influenced in part by whether the occupational groups operate in a localised market, thus avoiding the jurisdictional issues that present because the legislation is state based. However, it is an increasing feature of the professional services market that services are provided nationally, either because aspects of the professional service work are provided from interstate members of the professional service business or the services are provided to interstate clients. Small professional service firms can experience this phenomena, as do the larger firms. 

The capacity of professional standards legislation to control insurance costs would be improved with the introduction of a national system of legislation. There would also need to be an arrest of statutory liability that is sometimes used as an alternative to common law liability. For example, ‘misleading and deceptive conduct’, as provided in federal trade practices legislation, might sometimes be used to undermine the proper operation of professional standards legislation and thus diminish the capacity of professional standards legislation to appropriately and effectively managing risk and professional indemnity insurance costs, and to protect consumers. It can be expected that such an adverse outcome for consumers was not envisaged for the trade practices legislation.



Further, small business is not assisted when contracting with Commonwealth and State governments to provide professional services where the government requires the contractor to hold excessive amounts of professional indemnity insurance and requires insurance terms that are difficult to obtain from the insurance market and/or are charged at a premium. The actuarial and risk assessment bases for some insurance requirements in government contracts are not readily apparent. Some could argue that such action by governments is an abuse of their market power and unreasonably attempts to shift a disproportionate amount of project risks to the professional service providers. It is relevant that the professions have long argued that reform of the law of joint and several liability and limitation periods should be addressed. These various circumstances of government contracting push professional service providers to ever higher levels of professional indemnity insurance and, thus, premium increases. In such circumstances, it could be that governments are themselves the agents of increasing professional indemnity insurance costs for small business. 

The Professional Standards Act is presented to the Economics References Committee for consideration as a model that can reduce the cost of insurance and/or better calculate and pool risk.
However, at the same time it must be stressed that the only realistic way to address the problems that have been identified in relation to liability insurance is to take a uniform approach across both Commonwealth and State jurisdictions.



Warwick Wilkinson AM

Chairman

16 May 2002



