Professional Indemnity 

Risk Management for the Millennium

Professional Indemnity Forum

Queens’ College

Cambridge

Presentation by Stephen Ray of McCavitt Ray & Co

5th April 2000

Introduction

The challenge of this paper is to explain why, in our opinion, “risk management surveys” should be the norm in PI, a class of business which has historically only flirted with the concept.

Many other types of insurance have some sort of survey undertaken that allows underwriters to better assess the risk for their pricing decision and make recommendations to the insured on risk management steps that should be undertaken. 

A survey is common practice in physical risk insurance, but almost non-existent in PI.  Why should this be?  Indeed if you look at the size of the potential losses and the frequency with which they occur it makes no sense at all.  

There are advantages in embracing PI risk management surveys for insurers, brokers and policyholders alike.

For the insurer:

· better risk selection;

· more accurate pricing decisions; and

· the means to build long term relationships with preferred business partners through added value service.

For the broker:

· an opportunity to build a long term relationship with the client; 

· to be seen by the client to be adding further value in the process; and

· being in a better position to present a better presentation using the information from the review.

For the insured:

· for those that can demonstrate a culture and measures in place to control PI, an opportunity to obtain more consistent cover; and

· the means to improve control over PI and reduce potential damage to reputation and payments up to the deductible.

This paper aims to guide you through the argument for better risk assessment, why a risk management survey is the only realistic way that this can be achieved and practical examples within the chartered surveyors’ profession.  We finish off by linking the approach to the latest thinking on Business Risk Management and the Turnbull Report.

The Structure of the PI Risk

PI exposure is no different to any other type of insurance exposure in that there is both physical and moral hazard.

The physical hazard is, in the main influenced by the type of business the organisation is involved in.  For a solicitor a high physical hazard might lie within merger and acquisition work, while litigation could be viewed as lower physical hazard.  Similarly, survey and valuation work for a surveyor would represent a higher physical hazard than commercial agency.

As you would expect, the moral hazard is represented by the culture within the organisation and the attitudes to PI exposure.  Everyone thinks their own organisation is doing everything it can to avoid PI claims.  Only some understand the dynamics of PI exposure and fewer still actively manage such exposures.

How to grade the PI Risk

A good risk will have:

· identified the PI exposures with which it is faced (from both a physical and moral hazard perspective);

· prioritised these by their potential impact and likelihood of occurrence;

· formulated appropriate controls and procedures to manage each of these exposures; 

· ensured that these controls and procedures are used in practice;

· the evidence to prove that these controls and procedures are used in practice; and

· a continuous review and improvement programme to ensure that identified exposures are still relevant, new exposures are identified and that controls and procedures are still appropriate and adequate.

The challenge to the insurer is how to assess the risk presented by the insured.  The physical hazard is fairly straight forward but the moral hazard is a different matter.

Traditionally professional indemnity insurance has been written on past experience and the information contained in the proposal form or in large value cases a wider ranging broker presentation.  Does this give the underwriter the insight he needs into the risk?  How does he get to look into the “whites of their eyes”?  The proposal form and broker presentation leave a number of fundamental questions unanswered:

· What is the attitude at the organisational and individual level to risk i.e. what is the moral hazard?

· Does the insured fully understand the exposures which face his business?

· Are there exposures which are unidentified and therefore uncontrolled?

· Are the controls and procedures that the insured feels are adequate indeed adequate compared to industry accepted best practice?

· In a large organisation does the person at the top who signs the proposal form really know what is happening at the operating level?

· Despite a good claims history, in the absence of adequate controls, is the insured a disaster in waiting? 

· How good or effective is the insured at reviewing the exposures facing the business to ensure that the current risk management regime is appropriate?

Other benchmarks that are commonly used in determining the quality of the PI risk also raise questions over their validity for this purpose and the insight for the underwriter.

For example, a client may have ISO 9000 or the Investors in People Award.  One is saying that the organisation has a prestigious quality system, which is audited both by internal and external auditors.  However ISO 9000 is not a kitemark for the service, it is a kitemark for the quality management system, which in itself has no benchmark.  The other shows that the organisation takes training and career development seriously for their staff.

Both of these are admirable and should have a positive impact in reducing the exposure to risk.  But do they?  Not necessarily, the answer lies in the detail of the scope.  One needs to see, for example, within the ISO accreditation the work in progress controls, what was picked up within the audits and what happened as a result.  With IIP we have to remember that this is not an award on the quality of the people merely that they get training to an agreed standard.

So we have seen that traditional methods of underwriting, whilst providing some useful information do not provide the underwriter with a complete view of the risk.

A risk management survey adds value to the process.  Through a structured approach a survey will allow the underwriter to get a real feel for the insured risk that is not available through a proposal form alone.  

The approach for a survey is the same for any professional services firm regardless of sector:

· there is a check that for each of the PI exposures facing the firm there is an adequate and documented procedure or control;

· it is confirmed that this procedure or control is understood by staff and incorporated in to their working routines; and

· documented evidence is sought that proves that the procedure has been applied in practice i.e. should a claim occur the firm is able to prove that all steps that should have been taken by the prudent professional indeed took place.

As an illustration of how the survey works in practice, our own methodology is explained below.

With a senior management figure, we identify the key exposures that face the business.  We also review recent claims files to see whether there are any common trends occurring.

Against these key exposures and emerging trends we ascertain what procedures and controls are in place to cover these through interview and review of the appropriate procedural documentation.

A number of professional staff are interviewed to identify the level to which these procedures are understood and incorporated into working routines.

Finally, a sample of operational files are reviewed to ensure that there is a complete audit trail of the application of the appropriate controls, procedures and checks that should be used from initial receipt of the instruction and tender through to final delivery of the service.

Depending on the size of the insured, this process can be undertaken at an individual office or a number of different sites.

This approach gives us an opportunity to get a feel for the attitudes within the organisation but also identify any “reality gaps” between what the senior individual believes is happening in the organisation and what is happening in practice.

The Risk Management Survey as a Value Added Service

So far we have concentrated on the survey as an aid to underwriting.  However, for the insurer and indeed the broker, there are opportunities to use the survey as an added value service differentiator and a means to foster a long term relationship with preferred policyholders.

The recommendations provide insureds with significant educational benefits.  Many find it useful to have an objective and impartial third party casting an eye over their business, to challenge internally accepted processes and bringing knowledge of good practices used elsewhere.  In fact, in our experience it is often the very best risks which welcome this type of service the most.

A clear message is also sent to practitioners that PI risk management is something that is to be taken seriously.

Risk Differentiator for Insureds

The challenge for insureds is to seek the most attractive terms for their PI insurance.  To do this, insurers need to be comfortable that they represent a better risk than their peers.   

The classic example is the solicitors profession.  To date, all firms have paid a premium to the central fund according to fee income within types of business, with little differentiation made between the good and the bad.  With access to the open market the better risks should now, in theory, be able to get better terms.  The question is how can they prove that they are a better risk?  Again a proposal form, supported by the broker presentation, is not much of a differentiator.  A risk management survey will provide the information the underwriter needs to make a more informed assessment of the risk.

The Application of Risk Management Surveys - Chartered Surveyors

The example of the Chartered Surveyor profession serves to highlight some of the areas where a survey can help not only in the underwriting of the risk but also as a value added and relationship building tool.

Our firm has reviewed over 150 chartered surveyor offices, on behalf of brokers, underwriters and firms in their own right.  The practices reviewed ranged from two partner £100,000 turnover practices to those with 200 office locations nationwide.

Even reviews of offices with a good claims history and which were not considered to be distressed risks have revealed areas for improvement that have benefited both the insurer and insured alike.  Examples of exposures highlighted are:

· absent or incomplete documented office procedures;

· absence of terms of engagement / contract details;

· non compliance to check and sign off procedures;

· professional staff operating outside authority levels;

· incomplete case and claim file records;

· absence of standard report clauses / disclaimers;

· absence of recruitment guidelines and failure to take up employer references; and

· records not retained for the minimum length of time.

One area worthy of further explanation is that of audit trail.  Many of the offices that we visit are impressive in terms of the professionalism exhibited by the staff.  However, their records often fail to show all the steps they take in delivering their service and the controls they utilise to ensure such a high level of professional standard.  Looking at claims history, many surveyors have been let down by their inability to prove the level of professionalism that they know to exist within their organisation.

It is interesting to note that many of these issues are missed by internal auditors.  The external perspective is one of the most powerful benefits of the risk management survey.

How does the Risk Management Survey link to Turnbull?

The Turnbull Committee’s report in September 1999 describes the integration of an holistic approach to risk management with the strategic and operational management functions of the firm.  Although Turnbull is mandatory for Stock Exchange listed companies, the following quotation from the Centre for Business Performance of the Institute of Chartered Accountants summarises its relevance to all businesses:

“(Turnbull) is needed not just for London Stock Exchange purposes, but because it makes sound business sense to manage risk effectively and to embed internal control in the business process by which a company pursues its objectives”.

Traditional risk management concentrates on downside risk, whilst modern Business Risk Management techniques, as advocated by Turnbull, identifies those threats that will prevent the achievement of business objectives and ensures that these are managed.

The varying attitudes to PI risk management by insureds, and their eagerness to embrace the risk management survey and its recommendations reflects the degree with which they have made the transition from the traditional to the modern approach to risk management. 

Those who have moved to a more modern Business Risk Management ethos see PI exposure as a potential obstacle to achieving business objectives through damage to reputation, lost customer goodwill and additional cost.  The risk management survey directly contributes to their control strategy and is seen as a value added activity. 

As the concepts promoted by Turnbull gain broader acceptance, we fully expect PI risk management to move to the next level of sophistication using risk modelling techniques.

We have seen two products in the last six months that can add significantly to the risk identification assessment and management process.  I predict that in the next six months we will have worked with at least one major client on a PI risk modelling exercise and that this will form part of the broker’s renewal presentation.  Only then will I consider that risk management has arrived in PI insurance.

Conclusion

Although PI insurance is covering the business, the actual risk itself is mainly defined by the actions and the attitudes of the people within it.  The question is: does a proposal form alone give the underwriter the feel required to underwrite the risk?  We would suggest it does not.  When employing a new member of staff, you would not employ them on the basis of their CV.  In most cases you would want to interview them first to get an impression of the underlying person.

The challenge must be to underwriters to package their insurance offerings to organisations, able to demonstrate an awareness of the broad business risk issues which they are facing but more importantly an environment which controls and manages those risks.

Risk management surveys will, we believe, play an increasingly important role in this but the key will be to fostering relationships with those organisations able to demonstrate the understanding of and willingness to manage the changing risk environment in which they are operating.

About McCavitt Ray & Co.

McCavitt Ray & Co is an independent consulting practice with no ties to auditors, software suppliers or any other product or service providers.

We operate within three core areas being strategy, efficiency and business risk.  Within business risk we include our risk management services where we work for professional firms in their own right and a wide range of underwriters undertaking specific types of risk management reviews into a number of classes of insurance business. 
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