THE CASE FOR ACC REFORM 

Michael Mills
 

Manager, Labour Market Policy Group 

Department of Labour 

INTRODUCING COMPETITION TO ACC 

The Government has introduced a Bill
 to Parliament that, if passed, will result in significant changes to the institutional structure and delivery of the ACC scheme. These changes include: 

· the introduction of competition to the delivery of the ACC Employers' Account; 

· a move from pay-as-you-go funding to full funding for all ACC accounts except for the Non-Earners' Account; 

· the funding of outstanding tail claims over a period of up to fifteen years; and 

· the more commercial management of the ARCI Corporation. 

The Bill does not allow for the reintroduction of common law damages for personal injuries and retains scheme cover and entitlements largely in their current form. 

This paper examines the case for change, focusing primarily on the introduction of competition to the Employers' Account, and asks whether or not the costs of change will exceed the benefits. It concludes that there is a strong case for change and that, although there will be costs associated with reform, the overall benefits are likely to exceed these costs. The main benefits are expected to arise from increased employer focus on injury prevention, improved claims and case management and improved rehabilitation outcomes. 

THE CAUSES AND COSTS OF PERSONAL INJURY 

The term accident is defined in one sense as an "unforeseen event or one without apparent cause".
 Before getting into an assessment of the costs and benefits of ACC reform it is useful to question our assumptions regarding the nature of accidents and the causes of personal injury. 

Although termed accidents and frequently unforeseen, almost no personal injury is without cause. Instead, it occurs as a result of a series of events interacting to cause harm, with resulting costs. It is in the community's interest to minimise the risk and incidence of personal injury, and the monetary and non-monetary impacts of any injuries - to a point. There is, of course, a limit as to how far injury prevention can be achieved, or to what extent it is desirable to minimise risk. Just as injuries have costs, so too does injury prevention. 

It should be the objective of society to minimise the sum of the costs of injuries plus the costs of prevention (including any opportunity cost of forgone output to reduce injury levels). This sum recognises the trade-off between the costs of prevention and the costs of injury. 

The Costs of Injury 

Injuries are expensive. In 1996/97 there were 1.45 million accidents that resulted in injury claims to ACC. While the vast majority of these accidents resulted in relatively minor medical only claims, 996 resulted in death. A further 138,611 resulted in time off work of more than one week and required weekly compensation. In the same year ACC paid weekly compensation to an additional 129,812 people who had registered claims in the previous year. In 1996/97 the pay-as-you-go expenditure on the Scheme represented approximately 1.7% of GDP. In his article on the priority accorded workplace health and safety, Wren indicates that New Zealand's record of workplace safety appears poor compared to other OECD countries (Wren 1998). 

If the ACC scheme were closed off to new claims today, it would require around $8 billion to ensure continued entitlements to those already on the scheme for the next 40 years or so. Because ACC has been funded on a pay-as-you-go basis it does not have these funds collected. Consequently, the costs of past injuries must continue to be met by current and future premium payers. 

In 1997/98 ACC spent $1.44 billion on rehabilitation and compensation benefits. It spent a further $204 million in delivering these benefits and administering the scheme. 

The costs of ACC are paid for by employers, earners, motor vehicle owners and users, and the Crown. Table 1 sets out the annual pay-as-you-go costs (in 1998) and estimated full- funded costs for the main ACC Accounts. In maturity, in theory, full funded costs are lower than pay-as-you-go-costs (and consequently so are premiums) and this is borne out by the actuarial analysis summarised in Table 1. However, in moving from a pay-as-you-go funding basis to a full-funding basis the outstanding liability from accidents created during pay-as-you-go must also be met. 

These figures by no means represent all of the costs associated with physical injuries. They do not include: the non-economic costs of pain and suffering; the 20% of weekly income that is lost when an injured person has to stop working; the costs borne by families and communities; work-place disruption; the costs of replacing and training new employees; the costs borne by families and communities; nor the non-economic costs of emotional trauma that may arise from observing the serious injury or death of another person. 

Table 1   Comparison of Pay-As-You-Go Costs with Full-Funded Estimates for 

Main ACC Accounts

	Account 
	Premium Base
	Annual Pay-as-you-go expenditure (1998)
	Annual full-funded expenditure (estimate)

	Employers 
	Liable Earnings (wages, self-employed income)
	$842.3m ($1.65/$100) 
	$659m ($1.30/$100) 

	
	
	
	

	Earners 

(since 1992)
	Liable Earnings (wages, self employed income)
	$361.2m ($0.71/$100) 
	$462m ($0.91/$100) 

	
	 
	
	

	Motor 
	Motor Vehicle
	$258.4M
	$207m

	Vehicle 
	Registration, Petrol Levy 
	
	

	
	
	
	

	Non-earners 
	Government 
	$169.6m
	$224m

	
	Appropriation
	 
	


Source: ARCIC (1998a) and Tillinghast-Towers Perrin (1998). 

INSTITUTIONAL APPROACHES TO MANAGING THE COSTS OF PERSONAL INJURY 

How the costs of personal injury are assigned will affect the incentives for individuals, earners and employers to minimise the risks that lead to injury, and to manage down the overall incidence of injury. Scheme design can also affect incentives for claimants, scheme managers and others to manage injury claims and rehabilitation efficiently and effectively once an injury has occurred. 

There are three main models that tend to be used internationally for managing the risks and costs of personal injury. 

Common law or tort-based systems operate in a number of jurisdictions. By determining fault and making monetary awards in cases of personal injury, tort-based systems can provide strong incentives for persons to take care. However, they can also be administratively expensive and uncertain in their outcomes. Compensation may not always be available when needed, especially when fault is absent or difficult to determine. The costs of legal assistance may also limit access to the legal system. Tort law can also result in incentives for fault to be contested, for persons at fault to delay proceedings, and for litigants to exaggerate the costs or effects of injury (rather than seek to achieve rehabilitation and independence). Private solutions, such as out-of-court settlements, tend to develop to avoid some of these costs and uncertainties, and it is common to find tort- based systems operating in parallel to insurance-based systems. 

Insurance can complement tort-based approaches to accident compensation. First party insurance can ensure certainty of compensation, even in cases of no fault. Third party insurance can reduce financial risk for the negligent party and ensure that compensation is available to the injured party. Insurance, whether publicly or privately provided, can reduce uncertainty and spread some of the risks and costs of personal injury. By pooling risk, however, insurance can blunt the incentives for persons to take care or to manage risk, and can be economically inefficient when commercial disciplines are lacking. 

Welfare schemes can be a complement or alternative to both tort-based and insurance schemes. By pooling risk, and through defined entitlements or rights, a high level of certainty and comprehensiveness can be assured, but at the cost of incentives to take care. Welfare systems can also result in incentives for persons to extend their dependence, rather than to seek a timely return to independence. Although welfare-based systems can appear administratively efficient, in terms of low operating costs, this can be symptomatic of poor claims management. Low operating costs can, in fact, result in increased overall costs to the community, through the provision of inappropriate services and delayed or insufficient rehabilitation. 

While called an accident insurance scheme, the ACC scheme has elements common to both insurance and welfare schemes. These are identified in Table 2. 

Table 2  ACC Similarities with Welfare and Insurance Schemes

	Welfare
	· Pay-as-you-go funding 


· Premiums paid retrospectively 

· Limited direct relationship between premium payers and the scheme manager 

· Large cross-subsidies from low-risk to high-risk premium payers 

· Large cross-subsidies from current to past generations of premium payers 

· High degree of prescription and government regulation 

· Legislated monopoly delivery of services 

	Insurance
	· Some risk and experience rating of premiums (almost entirely in the Employers' Account) 

· Some risk sharing (in the Employers' Account through the Accredited Employer Scheme) 

· Some direct relationship with premium payers (in the Employers' Account) 

· Some co-payments / deductibles (for treatment costs) 


On balance, the current ACC scheme has more in common with welfare than insurance. The scheme is managed by a government-owned monopoly, scheme cover and entitlements are set in legislation and regulations, the scheme is funded on a pay-as-you-go basis, and employer and earner premiums are set in regulation and collected through the tax system. 

While the ACC scheme provides a high degree of certainty and consistency of approach to claimants, it generates weak incentives for premium payers to invest in risk management or to facilitate rehabilitation outcomes. Similarly, incentives for ACC to efficiently manage the scheme are weaker than might be found in a competitive environment. Each of these issues is discussed briefly below. 

Incentives to Manage Risk 

How accident insurance premiums are priced is important to resource allocation within the economy and injury prevention. Premiums, like other prices, are critical signals for coordinating economic activity. The price of ACC premiums provides premium payers with information on the risk of injury associated with the activities they undertake or the industry they enter. 

Premiums that adjust up or down in light of risk management and claims experience can also provide an important incentive to employers to better manage risk. Through the use of risk rating and experience rating, where the price of cover is dependent on one's safety record, an insurer can sheet home or internalise some of the costs of injuries to individual premium payers or classes of premium payers. Essentially, those with good safety records pay less, and those with poor safety records pay more. 

In a study on the impact of the introduction of experience rating in Ontario in 1984, Bruce and Atkins attribute a reduction in fatality rates of approximately 40% in forestry and 20% in construction to the move from "flat" to experience rating (Bruce and Atkins 1993). Evidence from the Accredited Employer Programme is mixed with different measures indicating both lower and higher injury incidence relative to the Employers' Account. These measures also tend to be influenced by the type of employer in the programme. 

For most of the ACC scheme's existence, premiums have been characterised by poor relative pricing. Premiums, with the exception of Employers' Account premiums since 1992, have not been risk rated. Furthermore, they have been set on a pay-as-you-go basis for most of the scheme's existence. Consequently, low-risk premium payers have subsidised the price of accident insurance to high-risk premium payers, and future generations of premiums payers have subsidised the price of accident insurance to past generations of premium payers. 

The ACC Employers' Account is funded by all employers, including the self-employed. Under pay-as-you-go funding, premiums are set each year to cover just the costs that are expected to be incurred that year. Consequently, this year's premium payer pays all of this year's costs, including those of both new and old claims. There are three main implications of funding the scheme this way: 

1. inter-generational transfers: the current generation of employers, motorists and earners pay the ongoing costs of their predecessors' injuries; 

2. weak incentives to avoid accidents: historical costs minimise the impact that experience rating has on the behaviour of employers or individuals in increasing safety (thus an employer or individual who takes steps to avoid accidents does not benefit from a corresponding premium reduction); and 

3. weak disciplines to manage claims costs: pay-as-you-go funding obscures the real costs of claims, and the performance of the claims manager. 

Approximately 80% of the average premium paid by current employers goes towards meeting the ongoing costs of historical claims. A proportion of these claims relate to employers who no longer exist. The meat industry is a good example. This industry incurred very high injury costs through the 1970s and 1980s. Many of the firms that incurred these costs are no longer in existence. However, the costs must be met from current premium payers. 

The fact that a large proportion of the current premium is collected for injuries that occurred in the past, means there are limits to the extent to which the premium can be adjusted to reflect current risk and claims history. Consequently, pay-as-you-go premiums effectively become a tax on labour rather than a "tax" on injury. For instance, although the meat industry has improved its safety record, current firms in that industry cannot benefit fully from their investment in safety since they are stuck with the costs of past employers. This blunts the signal to current firms to efficiently manage risk, while increasing the cost of labour to that industry. As a result, it is likely that current employers and other premium payers under-invest in health and safety. The high proportion of sunk cost in the premium limits the economic return that a firm can realise from its health and safety investment. 

Figure 1 depicts average premium rates in the Employers' Account since 1983/84. The high variation in premiums reflects a mix of influences created by increasing pay-as-you- go costs as the scheme matures, changes in scheme entitlements, and political objectives. 

Incentives to Manage Rehabilitation 

Similar issues apply to claimant rehabilitation. Employers can do a number of things to ... improve the prospects of claimant rehabilitation. These include: maintaining the employment relationship, supporting the injured worker in rehabilitation, and providing light or alternative duties. However, because of the limited exposure to the full-funded costs, the gain from assisting with rehabilitation is reduced below its true economic value. 
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Exposure of insurers to the full-funded liability also creates superior incentives for their involvement in case management and rehabilitation. Some evidence of the improvement of these cost incentives is provided by the Accredited Employer Programme which allows for limited self-insurance for the first year of a claim. Information on claims data for 1996/97 and 1997/98 indicates that the proportion of claims reaching a duration of one year is 70‑50% of claims duration in the Employers' Account (ARCIC 1998b). 

Incentives to Manage Scheme Delivery Efficiently

Monopoly provision combined with pay-as-you-go funding can potentially result in weak incentives for efficient scheme delivery. 

Under monopoly provision it is very difficult to compare or benchmark scheme performance, service quality or price. Neither is it possible for premium payers to express any dissatisfaction with scheme delivery or performance by "shopping around" for alternative suppliers. Instead, it is left to the Crown as owner to set targets and to monitor scheme performance. While this can be done well, and there is evidence to suggest that scheme performance has improved since 1996, consistent pressure to perform cannot be guaranteed.

Under pay-as-you-go funding, the costs of poor scheme performance are not transparent. Instead, they are simply passed from one generation of premium payer to another. An emphasis on administration costs as an indicator of management performance is a symptom of focusing on pay-as-you-go costs. 

Full funding and competitive provision has the advantage of focusing management on the full cost of injury, and transferring liability for that cost to the owners of insurance companies, sharpening the focus on claims management, pricing of cover, and management of financial assets. 

There are also likely to be gains from economies of scope from insurance firms bundling ACC insurance with other products they provide, or increasing entitlements for employers who wish 'to offer these to their employees. 

ACC COMPARED TO AUSTRALIAN SCHEMES 

When compared to Australian workers' compensation schemes, there is no doubt that the New Zealand ACC scheme is a "cheap scheme". However, it cannot be assumed that this is related to superior scheme performance. Indeed, ACC's low cost structure is related to its entitlements and the no-fault legal environment in which it operates. These two scheme characteristics tend to be the dominant cost drivers. 

A major difference between the ACC scheme and most overseas schemes is the absence of lump-sum compensation for non-economic loss. Lump sums have the effect of getting in the way of claimant rehabilitation and extending overall scheme duration and cost. They do so by providing an incentive for claimants to maximise the duration and the effects of their injuries in order to obtain large lump sums. It has also been proposed that "irrespective of their source, the availability of lump-sum benefits has been responsible for rapid and dramatic increases in claims costs in most Australian compensation schemes at some time in the past. The presence of lump sums definitely affects the culture in a scheme. Claimants are more likely to emphasise their injuries, and hence less likely to recover, if there exists the possibility of receiving a sizeable lump sum at some future date" (Coopers and Lybrand 1998). 

The other significant difference between the New Zealand ACC scheme and overseas schemes concerns the no-fault legal environment in which the New Zealand scheme operates. Like lump sums, access to common law damages has the effect of extending claim duration and cost. Injured parties have an incentive to maximise the effects of injuries to reinforce their common law claim and potential compensation. 

When the cost of the New Zealand ACC Employers' Account is compared to Australian schemes, on an actuarially assessed full-funded basis, and where adequate data is available to calibrate for differences in scheme design, the ACC scheme appears to be neither particularly cheap nor overly expensive. Results of the calibration are shown in Table 3. 

Table 3   ACC Employers' Account Compared (on an actuarially assessed full-funded Basis) With Australian Schemes

	Scheme 
	
	Cost To Wages %
	

	New South Wales 
	
	2.36
	

	Victoria 
	
	0.86
	

	South Australia 
	
	1.34
	

	Western Australia
	
	1.26
	

	New Zealand
	
	1.30
	


Source: Coopers and Lybrand (Australia) 1998:38.

Furthermore, the same study found examples of both low-cost and high-cost monopoly schemes, and low-cost and high-cost competitive schemes. 

Competition alone will not ensure an efficient accident compensation scheme. Instead, what is required is a combination of sound scheme design, competitive pressure, and the use of the incentives that accident insurance can provide to ensure a culture of workplace health and safety. 

COSTS OF COMPETITION 

There are several new and increased costs that the introduction of competition generates. Firstly there are the increased administration costs expected as insurers increase resources devoted to claims management. Data on commercial insurers suggest an increase of 7% of premiums. 

Employer costs for prevention are also expected to rise in response to increased financial incentives. 

There are also the costs of rivalry such as marketing and distribution costs. Estimates for ACC type business average around 8% of premiums. Rivalry also creates search and compliance costs for those who must purchase insurance. 

In addition there are the costs of the regulatory environment, such as compliance costs and the loss of any economies of scale from monopoly provision. There is little evidence that suggests that there are significant economies of scale relative to the size of the ACC insurance market. Opening the Employers' Account to competition is estimated to increase the size of the general insurance market by 50%. 

OVERALL COST BENEFIT ANALYSIS 

If the costs to society of injury are viewed as the sum of prevention and injury costs, the introduction of competition both subtracts (benefits) and adds (costs) to that total social cost. The key test is whether the benefits outweigh increased costs. The costs and benefits are summarised in Table 4. 

There is very limited information available on the size of firm prevention expenditures (which should include the opportunity cost of reduced output), while scheme costs provide a very conservative measure of injury costs
 

The analysis of social benefits and costs can be simplified by recognising that for work- related accidents in an insurance setting, the sum of social costs is roughly equivalent to the sum of costs facing an employer. Employer costs comprise the costs they devote to prevention, their premium, and the cost of any risk in which they may share (which may reflect an aversion to financial risks). For a given set of injury entitlements, firms who minimise this sum will minimise social costs. The key parameter set by insurance is the trade-off between certainty (the premium) and risk sharing, which influences investment in prevention (or, equivalently, limits moral hazard). 

Under the current ACC monopoly, a single rate of trade-off is specified in experience rating. Competition allows firms and insurers to set their own rates of trade-off to reflect their degree of risk aversion and ability to control injury, resulting in a lower overall cost to society. The primary benefit of competition is that it provides an ability to choose the level of risk sharing to minimise the costs of injury. Competition requires, and the ability to risk share is enhanced by, full funding. 

Table 4   Benefits and Costs of Introducing Competition to the Provision of Accident Compensation

	Benefits
	Costs

	Static gains from improved setting of premiums and risk sharing for employers reflected in more prevention and involvement in rehabilitation. 
	Added costs of rivalry (marketing, distribution etc.) Loss of any economies of scale

	Gains from improved incentives upon insurers to manage claims (rehabilitation and financial management).
	Added search and compliance costs for employers in choosing insurance.

	Improved economies of scope from allowing employers to bundle their insurance purchases. 
	Increased employer costs of prevention, and resources devoted to rehabilitation.

	Dynamic gains from ongoing attention to premium/risk-sharing and claims management.
	Increased administration costs as insurers provide prevention programmes and more rehabilitation services. 


One of the more significant gains is that competition generates dynamic efficiencies as constant pressure is applied to fine-tuning premiums and risk-sharing arrangements, and developing more effective prevention, treatment and rehabilitation. A bureaucratically controlled monopoly is unlikely to face this level of pressure on an ongoing basis. 

Aside from the compulsory nature of this product, there is very little which indicates that the type of insurance ACC provides is dissimilar to any other type of insurance provided by a market of multiple insurers. While minimum entitlements are fixed for ACC insurance, there is still significant scope for product differentiation. In particular, there is scope for differentiation in the degree of insurance and risk sharing and other service features that insurers may offer (such as premium payment by instalments). 

CONCLUSION: A MORE DYNAMIC AND RESPONSIVE SYSTEM

The Government has decided to "deregulate" parts of the ACC scheme. Under the Government's proposal, employers would have a choice over their provider of insurance. The government would no longer determine this. The compulsory purchase of certain insurance cover would continue to be specified in legislation and regulation, but the price employers pay would not. Employers will also have more choice about how they structure their deductibles, co-payments and other components of self-insurance. 

International comparison suggests that the most significant factor affecting the cost of injury to society is a scheme's approach to fault and lump sums. The current New Zealand settings of no-fault and no lump sums are not affected by the reforms before Parliament. 

The main premise behind the reforms is to better align incentives in this insurance environment with the minimisation of the social costs of injury, which includes both prevention costs and injury costs. 

The reforms are designed to achieve this through the following key features: 

· full funding, which internalises the "full" social cost of an injury and creates incentives for managing the whole duration of a claim; 

· provision by competing insurers who underwrite full-funded costs, creating incentives for complete injury management;

· considerable scope for employers and insurers to share injury costs, creating stronger incentives for injury prevention and employer involvement in rehabilitation; and 

· ongoing pressure from competition for innovation in premium setting, injury prevention, rehabilitation and claims management. 

There are costs in improving these incentives created by the regulatory environment to support competition, the costs of rivalry (marketing etc.), and any loss of scale economies. However, the response of insurers and employers to the increased incentives is expected to result in lower injury rates and quicker rehabilitation. This lowering of injury rates and injury duration is expected to outweigh the increased resources devoted to prevention, rehabilitation, monitoring insurer performance, search and compliance costs. Competition will continually test employers' and insurers' choices regarding resources devoted to prevention and rehabilitation, so as to minimise the costs of injury. Compared to a monopoly-provider environment where these choices are essentially decreed, there should be a reduction in the total costs of injury to society. 
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� The views in this article are those of the author and should not be attributed to the Department of Labour or Labour Market Policy Group.


� Accident Insurance Bill. Copies of the Bill may be viewed at www.tochoose.govt.nz.


� Collins English Dictionary, 3rd Edition 1991.


� The conservative value placed on injury costs undervalues the benefits of prevention and rehabilitation (expected to increase under competition).





