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1 Executive Summary

Actuaries play a key role in the insurance industry and are uniquely positioned to provide a detailed insight into the dynamics of long-tail insurance.  The Institute of Actuaries of Australia, as the sole professional body representing actuaries in Australia, has an obligation to inform debate in the public interest.  This submission is intended to provide a balanced view of the implications of policy change.PRIVATE 

Public Liability Insurance is the general mechanism for ensuring that settlements to injured persons under Tort law are paid.  Other schemes and forms of insurance cover particular aspects of liability.  Because it is a general mechanism, Public Liability Insurance covers a very wide range of risks and circumstances.  As a result, it is complex and difficult to manage.

The main current public concerns are about premium rates and availability of coverage and their effect throughout the community, particularly on volunteer and other community organisations.  These concerns have been given particular point by the recent collapse of HIH.  The main factors giving rise to these concerns are:

· benefit costs have been rising rapidly and are very difficult to control in an unrestricted Common Law environment;

· this, combined with long delays to settlement, means that it is very difficult to estimate the likely cost of current and outstanding past claims;

· in this context, insurers have been significantly under-pricing their product;

· as a result of cheap premiums, insufficient emphasis has been placed on prevention and other cost containment measures;

It is important to understand the dynamics of how costs relate to benefits.  Usage of benefits increases with their level, so the ultimate cost does not simply change in proportion to changes in benefit levels.  Lump sums are generally more attractive to claimants than periodical benefits with an equal net present value.  The form and level of benefits, along with the way in which disputes are resolved, also have a considerable effect on rehabilitation.

The best way to contain costs is by minimising injuries.  Education and prevention programmes are an important part of this.  Economic signals are also important.  Premiums should reflect the full cost and should be responsive to improvements in safety.

While Tort law is a valuable means of responding to individual needs and reflecting community standards, full restitution, based on fault, is not necessarily always the best approach.  Because alternative benefits are considered inadequate, Tort law has progressively changed to fill needs for which it is not best suited.  Many sporting activities, for example, where the participants are aware of the risks, may be better served on a no-fault basis, with standard benefits.

The changes in Tort law have been partly driven by the existence of liability insurance.  At the same time, the changes in Tort law have made liability insurance much more necessary.  This symbiotic relationship between Tort law and Public Liability Insurance means that the two systems must be reviewed together.  We discuss a number of structural reforms of the Tort law system, such as caps on damages, separate treatment of long-term care and medical costs, and the interface with the social security system.

One of our main recommendations is about data.  The Public Liability Insurance system is hampered by a lack of good quality data and technical analysis. We believe that a national database of policy and claim information, similar to that of the US Insurance Services Office (ISO), should be created.  We also recommend that the governments involved should jointly commission an actuarial study of this data.  This study will give offer better information, allow sound analysis of trends in Public Liability claims and provide a proper basis for insurance pricing.

2 IAAust Interest in Issues

The Institute of Actuaries of Australia (IAAust) is the sole professional body for actuaries in Australia.  We represent the interests of over 1,200 Fellows and 1,200 other members.PRIVATE 

The majority of IAAust’s members are involved in the management, pricing and reserving for all forms of insurance: life, superannuation, liability, property and health.  The rest of the active members are in various forms of finance.

A substantial minority of our members specialise in general (liability and property) insurance.  In this field, members are mainly involved in determining reserves for all classes of general insurance business, with a growing involvement in product design and pricing issues.  From 1 July 2002, members have a statutory responsibility to advise boards on balance sheet provisions for outstanding claim and premium liabilities for each of the classes of general insurance specified by APRA.  Since 1991, members have been required to certify premiums for CTP insurance in NSW.  Since 1978, the IAAust has been running a series of General Insurance and Accident Compensation Seminars, which are recognised as the premier forum for discussing financial management, design, pricing and reserving issues in this field.  The next such seminar is an Accident Compensation Seminar, scheduled for 27-30 October 2002, in Adelaide.  We anticipate that there will be extensive discussion of liability and liability insurance issues at this seminar.

In our role as general insurance professionals, we have a strong interest in the sound design and pricing of all general insurance products, but especially of liability insurance which, because of the long-term nature of the inherent risk , poses the greatest challenges.  This interest extends to liability policy generally, since this is the basis on which liability insurance rests.

While many actuaries work in and are, therefore, interested in the future of the insurance industry, the IAAust, as a professional body, has an obligation under its constitution to contribute to and inform public debate on both practical and policy issues, in the interest of the general public.  This submission is provided in this context and is intended to provide a balanced view of the implications of policy change in this area.

As a result of this background, and because of our general approach, which is based on the quantitative and mathematical analysis of financial systems, the IAAust’s members are uniquely placed to contribute both to a practical understanding of the financial issues involved and a sound grasp of the dynamics of the system.

Because of the limited time available, our analysis in this submission is necessarily incomplete.  In particular, partly because the available data is grossly inadequate for the sorts of analyses required, and partly because of the time constraint, no numerical analysis has been attempted.  Where this has meant that our conclusions are uncertain, we have indicated this.

3 Description of Public Liability Product and Market

Public Liability encompasses a number of systems for providing benefits to those who suffer injury.  In this context, injury has a rather broad meaning, encompassing personal injury (both physical and psychological), damage to property and economic loss.  Other Australian systems that provide some benefits for those who suffer injury include:

· Social Security

· Workers' Compensation

· Compulsory Third Party (CTP)

· Medical Indemnity

· Professional Indemnity

· Property Insurance

· Builders Warranty

· Product Liability

· Product Guarantee

· Personal Accident

· Health Insurance

· Medicare

Public Liability Insurance does NOT provide direct compensation for injured persons.  Rather, compensation is provided by the Common Law application of the principle of Tort, although the application of Tort law is substantially influenced by the existence of insurance. 

Public Liability Insurance provides protection for those who would otherwise have to pay Common Law awards.  Public Liability policies are typically open-ended in that they cover all liability in respect of a particular location or activity, unless excluded by the policy wording.  Despite this technical point, Public Liability Insurance does in effect provide financial protection for injured persons, to the extent that any parties found liable for damages would not otherwise be able to pay the compensation awarded.

3.1 Voluntary Coverage

In contrast to the two main statutory liability classes, workers compensation and CTP, Public Liability Insurance is largely a voluntary insurance.  The main exceptions to this are certain public events and facilities, where a licensing authority requires Public Liability Insurance. In addition, many organisations that operate on a voluntary basis, typically with the support of local council, are also generally required to hold Public Liability Insurance. This protects the supporting body (the council) from any call on its Public Liability Insurance.

In any event, most organisations and many individuals are increasingly aware of the potential to be sued and regard Public Liability Insurance as a necessity.  It is automatically included in most property insurances (home, shop, boat, etc., but not motor vehicle, where CTP is compulsory) and in most business package insurances, but is also sold as a separate policy, particularly to larger businesses and to organisations without premises.

3.2 Covered Perils & Risks

Public Liability Insurance provides protection for those who would otherwise have to pay Common Law awards in respect of personal injury or physical damage.  This protection may relate to a particular location, to the use of moveable property, or to the activities of a group or individual.  Because the policy is intended to cover the unexpected, most policies are limited by exclusion, rather than attempting to enumerate the perils which are covered.  The main exclusions are the perils for which the insured would normally be expected to have more specific insurance.  Known hazardous activities may also be excluded, as are criminal actions by the insured.  (Perhaps incongruously, compensation IS payable to persons injured in the course of their own criminal activity.)  Recently the consequences of terrorism have been added to the list of exclusions.  (Since terrorists typically do not carry Public Liability Insurance for their activities, you might be sued for not taking adequate precautions against terrorism.)

3.3 Types of Claim

The main types of claim against Public Liability policies are for personal injury (both physical and psychological) and property damage.  Other forms of injury are typically covered by more specialised liability insurances, such as professional indemnity, directors and officers, etc.

3.4 Coverage Triggers

Public Liability policies are typically written on a claims occurring basis.  The policy covers claims in respect of incidents which occur during the policy period, regardless of when the claim is reported or payment made.

The main alternative basis is called “claims made”. On this basis, the policy covers incidents notified in the policy period.  This is now the standard basis in several other liability classes (for example, Medical Indemnity and Professional Indemnity), but has not yet emerged as an important basis for Public Liability coverage in Australia.

3.5 Primary Compensation Types

Claims typically fall into two main classes - property damage and personal injury - although some claims encompass both.  Property damage losses may also include loss of profit and other consequential losses.  Personal injury claims can be rather more complex.  

The main elements of compensation considered in the settlement of a claim are referred to as heads of damage and are:

· economic loss

· past loss of income (prior to settlement of the claim)

· future loss of income

· treatment and care

· medical, etc., treatment

· hospital

· prosthetic and other aids

· rehabilitation

· home modification

· domestic and living help

· fund management

· non-economic loss

· pain and suffering

· loss of use

· bereavement

· exemplary damages (rare in Australia)

· plaintiff legal costs awarded against the defendant

3.6 Secondary Costs of Insurance

Given that insurers are liable to meet the cost of damages awarded, they have a strong financial incentive to defend each case. In doing this, additional costs that they may incur include: 

· assessment

· investigation/surveillance

· defendant legal

· claim administration

As well as meeting the cost of claims, insurers must also include in their premiums the cost of:

· general administration

· policy issue

· policy distribution (including commission and other fees)

· policy taxes and duties

· profit margin (to provide a return on the capital employed)

These secondary costs typically add a loading of 30-50% to the risk premium for liability policies.

3.7 Coverage Layers

Outside the statutory classes, all liability insurances are subject to limits on the amount payable and most are also subject to excesses.  (An excess, also called a deductible, is deducted from the amount paid to the insured.)  There is always a limit (the sum insured) on the total amount payable on the policy.  Many policies also have a per claim limit.

Larger policies often also have adjustable premiums or other arrangements, so that the insured bears a proportion of the claim cost and benefits if there are none.

Deductibles (franchises are less common) are generally a few hundred dollars for small policies, but can be very large for large corporate clients.  In effect, some corporations act as self-insurers, with the insurer only picking up the highest layers of the very largest claims.

3.8 Packaging

Public Liability Insurance is commonly packaged with other covers.  Most consumer insurances, other than motor, include it, as do most business insurance packages.  This helps with policy loadings, by spreading fixed costs over a larger base premium, but leads to other problems.  In some cases the cost of the liability cover is glossed over, as it is typically a small part of the whole.  The pressure to achieve an acceptable overall premium for the package also exerts downward pressure on the Public Liability component of the rates.

3.9 Distribution Through Intermediaries

Stand-alone Public Liability Insurance is almost exclusively distributed through brokers and agents.  Where it is packaged, particularly with consumer insurances, direct and, increasingly, internet selling are also important.  Where brokers are involved, the insurer does not have direct access to the client and has to rely on the information provided by the broker. This adds to the difficulty of getting the price right, particularly if the information is “dressed up” to make the client look attractive.

3.10 Many Insurers

Public Liability Insurance is sold by most Australian licensed insurers.  A fair number of these are small insurers, specialising in particular market segments.  There is no adequate industry data to use as a basis for sound pricing and reserving, and most insurers are too small for their own data to be much use.

Cover is also purchased from overseas insurers.

4 Current Issues in the Public Arena

There is a perceived crisis in Public Liability Insurance.  The main issues are seen to be:

· the availability of coverage

· premium levels and premium increases

· the recent failure of a major insurer

· the impact on broader services

Other major issues which have attracted less public attention include:

· benefit differences between systems

· differences between jurisdictions

· the adversarial nature of Common Law

· the negligence basis of Common Law

· system delays

· changing public expectations

· persistent losses by insurers

· inadequate incentives for prevention

· inappropriate claim management

· the lack of reliable data.

4.1 Coverage Availability

There is a fair amount of concern that Public Liability Insurance coverage is becoming unavailable to many entities. To a large extent, we believe that this is a matter of perception rather than reality, though cover for some activities can now only be placed overseas.  Several insurers have withdrawn from the market and most others have become far more restrictive. Most cover sought remains available, but at a significantly higher price.  The real problem is that premiums are now seen as too high. 

While coverage for terrorist attacks has been withdrawn, we expect this wider issue will be addressed by government/industry action in the near future.  That it is an issue for liability insurance at all is a symptom of how far liability has strayed from its roots (see Section 6).  On any reasonable assessment, the tortfeasor is the terrorist, rather than the subject of the terrorist attack.

4.2 Premium Increases

This is a genuine problem.  Premiums have increased dramatically in 2001 and 2002 and are likely to continue increasing for some time to come.  These premium increases raise three key issues.

· What overall level of compensation should be provided to injured persons through the Tort system?

· Is the price, charged by insurers for liability insurance, appropriate to the level of compensation?  

· Can some price stability be restored?  Instability makes it difficult for buyers of liability insurance to manage their finances. 

The appropriate level of compensation is a complex issue of social policy.  It requires a compromise between the interests of those who are injured and the broader economic and social interests of the community as a whole.  If the level of compensation is too high, then desirable activities, such as some popular sports, rural shows, or construction of a comprehensive network of minor roads, are inhibited.  If too low, then an unfair burden is placed on those who are injured.  We do not have any special insight into this compromise, beyond noting that the appropriate level of compensation need not be uniform.  It can vary between activities and circumstances.

Because insureds have been accustomed to premium levels which were generally inadequate, the sudden increase in premiums to more adequate levels has caused considerable concern.  Under these circumstances, it is to be expected that many insureds will feel that the new premiums are unaffordable.  In some cases, over time, they will be able to adjust to the new level.  In others, this adjustment will not be possible and society will have to choose between:

· losing the activity of an insured;

· continuing the activity without liability insurance;

· subsidising the provision of liability insurance (this was the previous state - albeit in the “soft” phase of the competitive insurance cycle rather than by direct public subsidy);

· modifying the activity to reduce the risk perceived by the insurance market; or

· modifying the provision of compensation to injured persons.

4.3 Insurer Failure

The collapse of HIH has both left insureds without cover and left claimants with limited access to compensation.  Various rescue provisions have lessened the impact, but all insureds have had to purchase replacement cover, with little prospect of a meaningful dollar return on the cancelled HIH cover.  Some insureds will also be exposed to a large fraction of the liability on claims not covered by the rescue arrangements (mostly commercial claimants) and, where such insureds do not have the funds, injured persons may not receive appropriate compensation.  Given the long-term nature of larger claims, this will take many years to work out.

A secondary effect of the HIH collapse is that any comparison of APRA statistics, between 2000 and 2001, is grossly misleading, since the 2000 figures included HIH data and the 2001 figures did not.  Valid comparisons require that the HIH figure be backed out of the 2000 statistics.

The ongoing concern is that other insurers may fail.  Unless adequate premiums are charged, this concern is real.  Public Liability Insurance, and liability insurance in general, is a large enough fraction of the total general insurance market that it cannot be subsidised indefinitely out of shareholder funds or other classes, particularly as most of those other classes are themselves under heavy competitive pressure on prices.

It is also likely that some other insurers are under-reserved in their liability lines.  The extent of this under-reserving should become clearer as the current APRA reforms take effect and actuarial involvement becomes mandatory.  The extent to which this under-reserving is covered by risk capital will also become clear over time.  But while the new regulatory environment should reduce the risk of insurer failure, certainty is not possible.

4.4 Indirect Effects

A considerable part of the current outcry about rising premium levels is coming from community organisations who have been hit by very large premium increases.  These include sporting clubs, show societies, volunteer organisations and all sorts of other common interest groups.  In many cases, these organisations have no choice but to insure, since the owners of the premises they use insist on insurance as a condition of that use.  In the short term, these organisations may not be able to raise the funds.

Councils, with restrictions on rate revenue, are also under financial pressure, as are those commercial organisations which are unable, for competitive reasons, to pass on the cost.

The overall result is a diminution in services and an increase in costs to the community generally.  One aspect of this is that coverage is highly fragmented, particularly for community activities.  There are often multiple policies covering each of the organisations in a single event.  This both multiplies the overhead costs and leads to disputes as to which insurance is applicable.

A more positive aspect is that more attention is focussed on risk, which may lead to greater efforts at accident prevention.

4.5 System Differences

The various injury compensation systems can be loosely classified as statutory or Common Law.  Most statutory systems restrict access to the Common Law.  In some cases, the statutory benefits are more generous or more easily accessible than the benefits likely under the Common Law system.  In other cases, the Common Law system can be more generous.  Some of these differences are extreme.  Because Public Liability policies generally cover everything that is not explicitly excluded, some claimants will go to some lengths to establish a claim under Public Liability for an incident that falls naturally under a statutory scheme, or vice versa.

4.6 Jurisdictional Differences

For a variety of procedural and social reasons, the level of Common Law awards and settlements varies between states.  There are also observable differences between individual courts and judges.  Naturally, plaintiff lawyers attempt to get their cases heard in the most favourable jurisdiction and under the most favourable legislation.  This is an equity, as well as a cost issue.

These differences also affect the stability of costs.  Higher awards in one jurisdiction, or even by a particular judge, can be used as an argument for ratcheting up awards generally.  

4.7 Adversarial Basis

As well as being labour-intensive and, therefore, costly, the adversarial basis of the Common Law system is often criticised as being less likely to arrive at the truth than an inquisitorial system, where the court can ask its own questions and call its own witnesses.

Another major problem, particularly in personal injury cases, is that the adversarial system discourages sharing of information between plaintiff and defendant until the last possible moment.  This can severely hamper any attempt by the defendant at mitigation.  The case is seen as a battle to be fought, rather than a situation to be mutually resolved in the best interest of an injured person. The pressure on the plaintiff to demonstrate the severity of the injury can work against rehabilitation.

This is particularly important in cases of psychological injury.  Insurance policies explicitly prohibit any apology or admission of fault by the insured, because this would compromise any defence, even though this prohibition may magnify the damage.

4.8 Fault Basis

Because, under the Tort system, an award for compensation is only payable if someone is found liable, there is substantial pressure on those who are seriously injured to find someone to blame.  Over time, this may have the effect of pressuring the courts to impute liability even where fault and/or negligence are highly tenuous.  Any such expansion of liability principles away from real negligence towards the concept of “strict” liability increases the Tort system’s dependence on a well-functioning system of liability insurance.

The fault basis also creates a two class system for people disabled through injury – those who are compensable and those who are not. While no-fault systems partially resolve this issue, injuries may still be sustained where either fault cannot be attributed or no-fault legislation is not available.

4.9 System Delays

While many small claims are settled quickly, the dollar-averaged delay to settlement is probably around five years, with some large claims running much longer than this.  In conjunction with all the other uncertainties, this makes it very difficult to assess the cost level of current occurrences and, hence, the level of premiums required.

Some of these delays are inevitable.  Some injuries take a long time to manifest and others take a long time to stabilise, particularly injuries to children.  Because settlement is by lump sum, it is undesirable to settle until the injury stabilises.  On the other hand, if ongoing losses were compensated by periodic payments, the payment tail would be even longer.  Structured settlements, which avoid this problem by providing ongoing payments in the form of an annuity, managed by a life insurer, are now expected to be more viable following changes to tax arrangements announced by the Federal Government in September 2001. However, because the necessary legislation has not been yet been passed they remain unpopular at present. Other delays are a consequence of crowded courts, legal workloads and the adversarial system.  In some cases, one side or the other deliberately delays proceedings to gain a forensic advantage.

4.10 Changing Public Expectations

An important consequence of, and contributor to, delays in the system is that public standards change over time.  Because it can be many years before a claim comes to court, it is not unusual for behaviour which occurred many years ago to be judged in the light of current standards.  There are three issues here.

· Such claims are not usually lodged until public standards have changed enough that there is a reasonable prospect of success.

· In theory, such claims should be tried on the basis of the standards applicable at the time of the behaviour which gave rise to the injury.  In practice, the basis seems to be the current perception of what those standards were or should have been.

· Insurance underwriters may fail to recognise that standards have changed.

4.11 Losses by Insurers

There is a long history of substantial losses by insurers writing various forms of liability insurance.  In some cases, this is an issue of incompetent (or even no) underwriting, but mostly it reflects the extreme difficulty of assessing the probable cost of Public Liability risks.  Despite a long history of such things, insurers continue to be surprised by the new and inventive ways in which people can injure themselves and others, and to be caught by the extent to which acceptable standards change over time.

Despite statutes of limitation, there is a considerable history of courts ascribing liability, on the basis of current standards, to actions which were acceptable in their time.  In other cases, it can take a very long time for the consequences to emerge.  The latency period for asbestos related diseases, for example, can be as long as forty or fifty years.

4.12 Incentives - Prevention

APRA statistics show that insurers have made substantial losses in the liability classes.  If, as we believe, there is substantial under-reserving, these losses are even greater.  This shows that premiums are lower than they should be.  While cheap premiums are popular with insureds in the short run, it is not good economics.  By unwittingly subsidising liability risks, insurers are weakening the incentives which should be acting to ensure an appropriate level of loss prevention.

There is anecdotal evidence of a loss prevention cycle, lagging the insurance cycle by a year or so and, because of the much longer delays in the claim process, reinforcing it.  As insurance rates ease, risk prevention and minimisation are given lower priority by insureds.  When the market hardens, prevention and minimisation efforts pick up.

4.13 Claim Management

Sound claim management is difficult in the adversarial Common Law context.  One of the best ways of minimising claim costs is to work closely with the injured person to ensure the best possible treatment and rehabilitation.  The best outcome is usually given by minimising the damage which must be compensated.  This is obviously better for the defendant, because the compensation awarded is lower. For the claimant,  it is better because the extent of their injury and loss is reduced.

The adversarial system, with its emphasis on monetary compensation, places a premium on maximising the appearance of injury and is diametrically opposed to the co-operation suggested above.

4.14 Data

Given adequate data, the matching of price to insured benefits is a basic actuarial skill.  Until adequate data is collected, it is difficult to quantify the problem.  However, it is clear that premiums have been grossly inadequate in the recent past and we doubt whether recent premium increases will prove adequate.

As better data becomes available, actuaries will be better able to advise on appropriate premium levels at both an aggregate and individual policy level.  However, because individual risks are highly diverse, underwriting judgement will remain a critical ingredient.

5 Drivers of Current Crisis

5.1 Increased Primary Cost

While it is clear that Public Liability Insurance costs have been increasing dramatically in real terms, the available statistics do not allow this increase to be reliably analysed.  We believe that most of this increase has been in personal injury claims rather than property damage and that the main components are:

· increased exposure

· increased economic activity

· increased awareness of the need for insurance 

· increased claim frequency

· increased awareness of the right to sue

· increased propensity to sue

· advertising and contingent fees

· changing standards for negligence

· the trend from employees covered under workers compensation to contract workers covered under Public Liability

· increased claim size

· more heads of damage recognised

· higher awards for most heads of damage

It is also possible that a higher proportion of claims is going to trial.

This problem is not unique to Public Liability.  It is spread across all forms of liability insurance.  It has led to crises and reforms in both workers compensation and CTP schemes.  Those reforms have had a wider impact by diverting some claims into other parts of the liability scene.  It is also possible that, by restricting legal involvement in workers compensation and CTP, lawyers have had more time to spend on other liability matters.

Perhaps the two largest contributions to the growth in claim size have been in the provision of long-term care and in awards for injuries without obvious physical signs.

· The community no longer considers it acceptable for persons with severe physical disabilities to be stuck away in a nursing home or for family members to provide free full-time care.

· Because soft-tissue injuries are difficult to diagnose, they offer substantial room for dispute as to their severity.  Prior to restrictions introduced in 1987, they accounted for about 40% of CTP costs in NSW, of which a large fraction was believed to be exaggeration, with a substantial leavening of proven fraud.

· More recently, partly as a result of better acute care leading to survival of patients who would previously have died, brain injuries have come to the fore.  While some cases are very clear, lesser injuries are difficult to distinguish from natural retardation, particularly for children.  Again, there is substantial room for disputation, and some potential for exaggeration and fraud.

5.2 Increased Uncertainty

While the variability of claims costs may not have increased per se, the differences between cost expectations when premiums were set and the costs which have actually emerged have increased substantially for insurers.  This has led to greatly increased uncertainty about the adequacy of premiums.

5.3 Withdrawal of Covered Perils

As a consequence of reinsurance exclusions, all new insurance policies are excluding coverage for acts of terrorism.  This should be a temporary problem if some form of terrorism insurance pool is established, as is currently proposed.

Other recent exclusions are largely in respect of perils which are emerging as sufficiently distinctive that they merit separate specialised lines of liability insurance.

5.4 Lack of Good Data

Because there is insufficient data, it is difficult for insurers and their actuaries to set appropriate rates for individual risks, and to set aside appropriate claim reserves.  This has been a major contributor to recent inadequate premium rates, and increased the level of risk capital required to support Public Liability underwriting.  It also makes it very difficult to reliably estimate the effect of any proposed changes in the Tort system.

The main problems are as follows.

· There is no industry-wide data on claim exposure, other than the premium data collected by APRA.  Since this is in total only, it is not possible to measure exposure by industry or other rating variables, even if the premium rates were consistent across insurers, which they are not.

Exposure data is essential for the calculation of sound premium rates and sound claim reserves.  Premiums themselves are not an effective measure of claim exposure, as they are sensitive to the adequacy of market pricing.

· There is some industry claim data but, because recording practices vary between insurers and because excesses (which affect both claim numbers and amounts paid) vary widely, it is very difficult to interpret.  For instance, claims below an insured’s excess as well as award and settlement amounts over policy limits are often not recorded.

· Industry claims data sources are also incomplete, as not all insurers participate in data pooling. There are a large number of insurers, most of whom have small portfolios and have little motivation to volunteer reliable and detailed information.

5.5 Reinsurance Prices / Availability

In the wake of the 11th September 2001 attacks on the US, reinsurers have acted to exclude terrorism and substantially increase rates.  The rate increases represent a significant acceleration of a trend which was previously apparent, as a combined result of heavy catastrophe claims and the hardening phase of the reinsurance market cycle.  Some reinsurers have withdrawn from the market and most have become more restrictive in what they will accept at normal rates.

It should be noted that reinsurance rates are more strongly affected by global events than by the Australian market, which is small in global terms.  It should also be noted that reinsurance price increases were not a significant factor in the price increases observed in 2000 and 2001, but that the larger increases are likely to have a noticeable impact on prices in 2002.

6 Common Law

6.1 Overview of the Common Law System for Personal Injury

Public Liability Insurance exists to protect individuals and organisations from the potentially disastrous impact of having to pay a large Common Law damages award.  It also protects the claimant against the risk that the defendant will be unable to pay.  In either case, the primary  delivery mechanism of Public Liability injury benefits is the common law concept of Tort.  Insurance is a secondary product.  While some changes to the insurance system may be necessary, the main focus of any meaningful review must be the Tort law itself.

The doctrine of Tort is based on two principles: liability and restitution.  If a wrong (tort) is found to be committed on one party by another (the tortfeasor) then the tortfeasor is required to make restitution for damages.  In principle, restitution is intended to restore the injured party to the pre-injury state.  In practice, this is almost always in the form of a lump sum payment.

A secondary motivation behind the Tort system is deterrence.  Negligent actions likely to cause injury to others are discouraged by the ability of injured parties to sue for restitution.

In order to establish liability, both causation and negligence are required.  It is necessary to establish the causal link between an action (or inaction) of the tortfeasor and the injury and that a reasonable person would have realised that the injury would result.  If there are multiple tortfeasors, the award is shared in proportion to the blame.  If the injured party is partly to blame (contributory negligence), partial restitution is made, also in proportion.  In some other parts of the world, the doctrine of joint and several liability provides that, if one or more joint tortfeasors are unable to pay, the others make up the difference.

Courts today are often perceived to favour victims of injury, particularly if the tortfeasor has ample funds.  This is known as the “deep pocket” syndrome.

For some elements of a damages award, there is a direct path from the loss to the lump sum equivalent.  This is often true for past out-of-pocket expenses and loss of property.  For other types of damage, the link between loss and award is less direct.

· In cases of loss of income, that income may be variable or, for children, non-existent prior to the injury.  For ongoing losses, it is necessary to consider promotion, retirement and, in some cases, potential changes in career.  All of these introduce subjectivity into the determination of the lump sum.  Other ongoing losses are also often uncertain or variable.

· For all ongoing losses, it is necessary to consider their timing.  Short-term losses are usually handled by waiting until the loss ceases, which can cause hardship in the interim.  Permanent losses cease on death.  Since individual dates of death are not known in advance, it is necessary to base an award on averages.  In each individual case, however, this inevitably results in underpayment, if the claimant dies later than average, or overpayment on early death.  Further complications arise if the claimant's life expectancy is affected by the injury or by pre-injury health issues.

· Other types of damage, particularly general damages for pain and suffering, are inherently subjective.

In the absence of contributory negligence, negligence by a single tortfeasor is an all-or-nothing matter.  The amount awarded is not proportional to the fault.  If negligence is established under the reasonable person test, then full compensation is awarded.  This principle is only slightly compromised in negotiated settlements, where the amount agreed is likely to reflect the difficulty in establishing negligence.  While this difficulty is often proportional to the degree of fault, there are also cases where it is easy to establish a fairly minor degree of fault, and cases where it is very hard to establish what would, if proven, be a very high degree of fault.  Similar comments apply to causation.

An alternative to the Tort principle is the doctrine of strict liability.  On this basis, causation is sufficient, and negligence is not an issue.  Compensation under strict liability is excluded for a person liable for his own injury.  This last exclusion is removed with no-fault insurance.  Strict liability and no-fault principles are found in a variety of statutory schemes.  Workers compensation statutory benefits are provided on a strict liability basis for work-related injuries.  No-fault statutory benefits are provided in some CTP schemes.

6.2 Impact of Liability Insurance on the Common Law System

While it is a secondary product, liability insurance has had a profound impact on the application of the concept of Tort.  A fundamental tenet of the Common Law system is that the courts deal with each individual case on its own merits.  While, with a few exceptions, actions are nominally taken against the tortfeasor, all parties involved in a Common Law action know that the real defendant is the tortfeasor's insurer.  No single case can harm the insurer, and the insured tortfeasor is protected, so there can be a natural tendency for the court, standing in the shoes of a hypothetical "reasonable person", to favour an injured claimant in matters of judgement and interpretation.  The fact that the defendant’s funds are actually supplied by an insured population whose premiums will respond to the cumulative result of many thousands of such judgements is not a factor which should even be considered under the Common Law paradigm.

· In the absence of insurance, actions in Tort would be far fewer, because there is little point in suing unless the tortfeasor has an adequate capacity to pay.  Very few actions are now commenced unless the claimant believes that the tortfeasor is insured.

· In the absence of insurance, the hypothetical "reasonable person" might assess the negligence and causation thresholds by balancing fairness to the claimant against fairness to the defendant.  The existence of insurance in a Common Law action may tilt this balance in the direction of the strict liability principle.  According to the “deep pocket” concept, this increases the frequency of claimant success at Common Law over time.

· By the same token, capacity to pay may be a consideration, in the sense that a "reasonable person" may balance the needs of the claimant against any hardship which the tortfeasor would then suffer.  With insurance, in the context of each single case, the capacity to pay is virtually unlimited.  Again according to the “deep pocket” concept, this inflates total court awards over time, particularly in relation to the subjective elements of awards.

Generosity, whether in relation to amounts awarded or to the assessment of causation or negligence, is a relative concept.  In relation to non-economic loss, particularly pain and suffering, there is no objective financial limit or benchmark.  As a result, liability costs for this non-economic loss have tended to increase over time.  While the data is difficult to interpret in detail, it is clear that Public Liability claim payments have increased far faster than wage inflation (which, in turn, has been rather higher than CPI inflation).

Insurance also reduces the deterrent effect of a liability award on a potential tortfeasor.  Rather than potential ruin, the penalty is the policy excess and, possibly, an increased premium.  On balance, there is a public policy value in liability insurance.  This is recognised in workers compensation and CTP, where insurance is compulsory.  While Public Liability Insurance is not generally compulsory, many licensing schemes require a minimum level of liability insurance cover, as do many lenders and other commercial entities.

There is, however, a paradox.  Liability insurance supplements the Tort law system by increasing the probability that those injured as a result of negligence will be compensated.  At the same time, it can distort the application of Tort law in a way which makes liability insurance more necessary for defendants, but also less commercially viable for insurers.

7 System Design Issues

7.1 Benefits

The form and level of benefits to injured persons is an important factor in the functioning of the Public Liability system.  It is well established that benefit utilisation rises in response to the benefit level.  Higher benefits attract more claims.  This effect is most marked for minor to moderate injuries, where the impact of the injury depends strongly on the mental state of the injured.  With wage-loss benefits, this is influenced by the ratio of benefits to alternative income (the income replacement ratio) and the attractiveness of available alternative work.

Lump sum benefits can lead to extreme behavioural effects.  There is considerable anecdotal evidence that, when there is the prospect of a lump sum, injured persons are less likely to return to work until after the lump sum has been paid, despite the fact that workers compensation experience clearly shows that the best long-term prognosis for injury recovery is linked to earlier return to work.

Despite this problem, lump sums have the advantage that, once settled, the case is disposed of permanently.  This is particularly desirable for smaller claims, although it can be a problem for the claimant if an injury deteriorates after settlement.

In principle, periodic benefits relate better to the actual loss for long-term, severe injuries, and recent changes to tax law may make this form of compensation more attractive.

It may be productive to vary the level of benefits according to the eligibility mechanism used to deliver them (see Section 7.6 below).  For example, a basic level of no-fault benefits could be supplemented by a “full restitution” level of benefits delivered by a more traditional liability system.

7.2 Incentives

The two most important steps in minimising the cost of a compensation scheme are to minimise the frequency and severity of injuries and to optimise the treatment and rehabilitation of those injured.  As far as possible, therefore, there should be incentives in place to encourage these outcomes.

Within the Public Liability Insurance system, safety initiatives are encouraged by having premiums which properly reflect the probable cost of claims and which respond appropriately when steps are taken to improve safety.  Conversely, the wrong signal is given when premiums drop below sustainable levels in response to competitive pressure, or when the insurer fails to reduce premiums when effective measures are taken to improve safety.

7.3 Benefit Delivery

Common Law benefits have the advantages that they take full account of the individual features of each case and that they give finality.  The downside is that this process can be slow and costly.  Because the assessment process necessarily involves a large degree of subjective judgement, it is more uncertain in its application and is more open to cost escalation.

Statutory benefits are more certain and offer greater stability, but are less responsive to individual needs.
7.4 Funding

There are three main funding models:

· Full funding of benefits on a claims arising basis

· Full funding of benefits on an incidents reported basis

· Pay-as-you-go funding

Pay-as-you-go funding is only viable for a compulsory, government-run scheme, since this system requires a guarantee that cover will continue to be provided in future for past incidents.  Since payment is made, on average, about five years after the injury occurs, there is a major disconnect in the immediacy of the financial impact, which is vital, to encourage safety incentives.  It is also arguable that the resulting transfer of cost between generations is inequitable.  This basis is no longer regarded as acceptable under best public accounting practice.

Funding on an incidents reported (more usually referred to as “claims made”) basis has been adopted in a number of classes of liability insurance, because of the extreme problems which late reporting of claims, particularly as a result of changing community attitudes, pose for the estimation of liabilities.  Because this would leave an individual insured exposed to the cost of claims for unreported incidents after cover ends, there is usually provision for retiring practitioners, for example, to purchase "tail cover" which effectively converts the insurance to a claims arising basis.  It should be noted that, while this is commonly referred to as "claims made", insureds are required to report incidents which may give rise to claims, even if no claim has been made on the insured.

This approach is intermediate between pay-as-you-go and claims arising.  It is only workable if the insured can reasonably be expected to recognise and report incidents likely to give rise to claims, and if the insurer can reasonably expect to successfully deny claims where notification should have been made but has not.  A recent Australian court (FAI v Australian Hospital Care) decision has cast this into severe doubt.  This system also requires policyholders to purchase coverage in the future to protect against possible consequences of incidents that occur now.

Funding on a claims arising basis (more commonly called “claims occurring”) requires the insurer to charge and make provision for all claims which arise out of incidents in the policy period.  While this is technically more difficult to estimate, it is the basis most likely to give the most appropriate incentives and, arguably, also the fairest basis.  This basis also provides the most clear-cut protection for policyholders, since financial coverage for incidents occurring during the current period does not depend on the future purchase of insurance.

Benefits can be privately insured or publicly funded.  Public funding can be out of consolidated revenue, specific taxes or a public insurance scheme, with targeted premiums.  All of these approaches are viable where the risk is very low.  Where the risk is greater, any material element of cross-subsidy reduces the incentives needed to encourage safety.

7.5 Harmonisation

Whenever there are sharp differences in the benefits paid for otherwise similar injuries, this is likely to result in distortions in claimant behaviour.  Perhaps the largest such difference is the gap between social security benefits and most other forms of compensation.  This creates a strong incentive for injured persons to establish negligence or a link to a strict liability scheme.  If possible, claims will migrate to the scheme which offers the perceived best benefits.

7.6 Access to Benefits

There are three main options for benefit eligibility.  The first is a traditional negligence-based liability system, where compensation can only be collected from another party based to some extent on their level of fault.  This system may, in practice, involve a range of interpretations of fault, which may favour either claimants or defendants.  The current Tort system in Australia, under the administration of the states, falls into this category.

The second main option is a “no-fault” system of benefit eligibility, where injured persons are entitled to compensation without a finding of liability against another party.  No-fault benefits must obviously be funded by some other entity, typically the government or an insurance pool.

A third type of system is that of “strict” liability, also sometimes called “liability without fault”.  Under this system, injured persons are entitled to compensation from another party which is found strictly liable for damages, typically due to issues of causality or proximity (for example, a landlord may be liable for compensation to a tenant without a finding of fault).  Under this system, a finding of fault on the part of the injured person may cancel the strict liability of any other party; hence, this system is not fully “no-fault”.  The basic funding mechanism for this type of system is the same as in a traditional liability system, although the aggregate level of benefits and the corresponding level of premiums required for insurance protection are higher. 

Universal no-fault and strict liability are not compatible with voluntary insurance.  Even under statutory schemes, a Nominal Defendant is needed to ensure full coverage.  It would, however, be feasible to allow groups which voluntarily engage in hazardous activities, such as sporting clubs, to opt out of the Tort system if they provide an acceptable level of no-fault benefits instead.  Alternatively, specialised statutory schemes could be set up in conjunction with licensing arrangements for particular hazardous activities, where the participants know, or should know, that participation is risky.

It would be very difficult to frame legislation to make it rather harder to establish negligence in an adversarial system.  Unless some sort of objective criterion can be tested, reliance on subjective judgement always leaves room for expansion.  Such a change might be easier to implement if alternative, non-adversarial decision mechanisms were used, or if the system was underpinned by a more generous level of no-fault benefits than current levels of social security.

A different approach would be to make full restitution conditional on a conviction for criminal negligence.  However, society may deem such a change to be unacceptable unless substantially more generous no-fault benefits were available, or in the context of a scheme where the primary cover is provided by compulsory personal accident insurance.

Where negligence is only a minor contributing factor to the injury, it is arguable that full restitution is inappropriate.  Terrorism, for example, might be the main cause of the injury, or perhaps weather conditions.  Under such circumstances, proportional restitution could be considered, if supported by an adequate level of no-fault benefits.

A variation on this would be to apply this principle to those elements of compensation which depend on income, wealth or social status, scaling up from a fairly basic level in accordance with the degree of fault.

7.7 Robustness

It is very difficult to sustain reliable pricing and reserving in the absence of good data.  This is a problem not only for insurers and regulators, but also for all those concerned with the monitoring or design of the scheme.

It is also vital that the scheme be able to cope with catastrophes and concentrations of risk.  This issue is most commonly thought of in terms of claims, which insurers deal with through reinsurance.  Partial system failures, such as the HIH collapse, however, are equally catastrophic and arise from a different sort of concentration of risk.  With an insurance system, the ultimate responsibility for supervision currently lies with the Commonwealth.

7.8 Disputes

Both cost and stability of cost are dependent on the dispute resolution system involved.  The Common Law adversarial system has a relatively high level of non-benefit “overhead” costs and a long history of escalating benefit costs.

The high overhead cost is probably necessary in large and complex cases, where difficult decisions must be made, though it is arguable that an inquisitorial approach might be more effective and efficient.  Alternative dispute resolution procedures are one way of reducing overhead costs.

Medical issues, fought out by opposing experts, can be particularly wasteful and can too easily be argued by presentation more than substance.  Such questions should preferably be settled as matters of medical fact by impartial experts, rather than fought over.

The main areas of dispute in liability are usually:

· eligibility - whether the defendant is liable

· impairment - the long-term medical prognosis

· incapacity - the impact of the impairment on the injured person in terms of income

· quantum – how these factors should be expressed in the form of a lump sum.

7.9 Transition

Under the Constitution, insurance (other than state insurance) is a matter for the Commonwealth, but most of the substantive issues of the underlying product coverage are outside the Commonwealth's powers.  If substantive changes are to be made, therefore, the basic options are to:
· let each state do its own thing - this would likely create even greater problems of consistency than there are now;

· encourage the states to coordinate their changes;

· develop appropriate changes and encourage or require states to adopt them;

· provide Commonwealth benefits sufficiently generous to render current arrangements redundant - this would probably be prohibitively costly and, since it would be virtually impossible to use the taxation power to make the cost proportional to the risk, it may also destroy what safety incentives now exist;

· persuade the states to cede appropriate powers to the Commonwealth;

· acquire those powers by referendum.

These last two options seem unlikely.

Since the fundamental problems in all lines of liability insurance are substantially the same, widespread changes are needed.  This is not to say, however, that the same changes are needed in every line.  Solutions can be tailored to the circumstances of each, provided care is taken that any inconsistencies are not likely to cause major problems in other areas.

The main priorities appear to be Medical Indemnity, Builders Warranty and Public Liability.  Given that Public Liability is such a diverse grab bag, it may be possible, as a first-step, to target particular areas.  For example, it would be possible to set up an insured no-fault scheme, providing defined benefits, for community and volunteer organisations, which takes them out of the scope of Tort law.

8 Suggestions

8.1 Central Database

Before any of the detailed analysis can be undertaken, which is required if system changes are to be properly costed, a detailed central database is required.  Because some claims are reported a long time after the event and because some claims, particularly larger claims, take even longer to settle, it will take a considerable time to build up such a database.  It is also essential that the database include adequate exposure information and that, as far as possible, information from different sources be captured in consistent form.

The main items required in such a database are set out in the Appendix.

While this submission relates primarily to Public Liability, there is a similar need for good data as a basis for decision making in all forms of liability insurance.  While not perfect, and not wholly compatible with each other, there is generally good data for each of the state workers compensation and CTP schemes.  The fact that the coverage is uniform within each state is a big help.  The other liability classes are in a similar state to Public Liability.

While proper detailed analysis is not yet possible, enough is known about the behaviour of compensation systems generally, that a reasonable assessment of the general impact of proposed changes can be made by actuaries experienced in this field.
8.2 Formal Analysis of Experience

In order to assess the likely impact of any proposed changes, a formal actuarial analysis and assessment should be commissioned.  While the industry data for such analysis will be less than satisfactory, it should be possible to collect better data, on a confidential basis, from some of the larger insurers. 

8.3 Harmonisation

In making changes, care should be taken, as far as possible, to avoid conflicting changes in different states and between different schemes and coverage lines.  More generally, while this is not a Public Liability issue as such, it would be desirable to remove the existing inconsistencies in liability insurance and statutory schemes. 
8.4 Benefits

8.4.1 No-fault Benefits

Consideration should be given to introducing standard no-fault benefits for community activities which are having difficulty meeting premiums for more generous Tort benefits and where it is reasonable to expect those who participate to accept the consequences.  The most obvious examples are various sporting activities.

8.4.2 Long-term Care

Consideration should be given to removing long-term care as a head of damage and providing on-going care directly, possibly on a no-fault basis.

8.4.3 Treatment Costs

Hospital and medical costs for compensation cases may be substantially higher than for the general public, largely because they are often not paid until settlement.  Consideration should be given to paying them up-front, on a no-fault basis, possibly through a bulk-billing mechanism.

8.4.4 Social Security

Social Security benefits are currently refundable out of a subsequent Common Law settlement and are embargoed for a period after, based on the amount of the settlement.  This arrangement should be reconsidered, with a view to better integrating Social Security with liability insurance.

8.4.5 Caps

An overall cap on damages has been suggested.  If this is set at a level to result in significant cost savings, it could result in hardship, unless long-term care is treated differently.  More specific caps, on non-economic loss and the level of income recognised for loss-of-income, for example, should be considered.

8.4.6 Deductibles

An overall deductible for Common Law awards has been suggested.  Again, if this is set at a level to result in significant cost savings, it could result in hardship.  Anything more than a small deductible in respect of demonstrable costs is inappropriate.

A deductible for non-economic loss makes rather more sense, but care is needed.  Unless inflexible and objective criteria are set for non-economic loss, experience has shown that a deductible is easily circumvented by making a larger award.  This can result in a higher, rather than a lower, total cost, since larger awards are also increased, to maintain relativities.  Even with firm rules on non-economic loss, the deductible can be circumvented by devices such as "buffers" in the economic loss assessment.

8.4.7 Medical Assessment

Consideration should be given to using impartial expert panels to assess medical, and perhaps other technical, issues.

8.4.8 Changing Standards

Consideration could be given to an alternate funding method for cases where the behaviour, giving rise to the claim, was acceptable at the time.  If such cases were funded, for example, out of general revenue on a pay-as-you-go basis, the pressure to retrospectively impute fault would be eased.

In conclusion, the IAAust welcomes the Federal Government’s initiative in conducting a Public Liability Forum and would be pleased to have the opportunity to discuss the details of this submission. Please contact Catherine Beall, CEO on Tel: 02-9233 3466 or catherine.beall@actuaries.asn.au.

A Appendix

The main items required in a liability insurance database are:

· Exposure Details - for each policy and, for diverse exposures, for each risk:

· type of risk;

· location;

· period of exposure;

· an objective measure of size of the exposure base (dependent on type, for example turnover or payroll);

· selected underwriting criteria (dependent on type);

· premium charged;

· sum insured and excess:

· per claim;

· per event;

· aggregate;

· premium adjustment basis (if any);

(The above information would be required for any sub-components of a policy with different details, for instance if property damage coverage had a different policy limit.  For highly standard policies, such as the Public Liability component of house policies, aggregated details would be acceptable.)

· Claim Details - for each claim/incident report within each event (and within each policy period for aggregate sum insured policies):

· link to policy (or copy of policy details);

· types of claim (physical damage/bodily injury/suffering);

· date of incident;

· date of incident report by insured to insurer;

· date of claim to insured;

· date of claim to insurer;

· date of settlement and type (verdict, arbitration, etc.);

· date finalised;

· location of incident;

· jurisdiction (location, court/unlitigated);

· details of loss;

· details of payments, deductions and recoveries (other than reinsurance):

· date;

· amount;

· type;

· details of incident costs not covered by policy, for example costs under the insured’s excess or over the policy limits;

· estimate details;

· estimate history (totals only).

Where the insurance is placed with an Australian licensed insurer, collection should be relatively straightforward.  In some cases, systems may not exist.  While such systems should be a benefit rather than a burden to the insurer, some reluctance may be encountered, which could have an impact on the quality of the data.

A significant volume of large corporate business is, in effect, self-insured, with large deductibles and placement direct into what is effectively the international reinsurance market.  If this data is not to be lost, it may be necessary to capture it directly from the insured corporation.

Deductibles, generally, are likely to prove a problem, since larger insureds vary in whether they report smaller claims to the insurer, and insurers vary in whether they regard reports as claims if the cost is unlikely to exceed the deductible.  There is also the question of incident reports, where an injury has occurred, but no claim has been lodged.  These, too, are treated differently by different insurers


