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REPORT

SUMMARY

The Draft Damages (Jersey) Law 201t he #fAdr af t Issuesdelatingtddr esses 2
awards of damages for those who suffer frgninjuries and require care for years
into the future, if not for the rest of their lives.

The draft Law willt

(a) set a statutory discount rate, to be used when determining damages that are
awarded as a single lump sum;

(b) create a statutory power to awadamages by way of Periodical Payment
Orders. This would provide for annual payments to cover future care costs and
lost earnings as they arise, as distinct from a single lump sum payment.

1. BACKGROUND
Principles of compensation

The draft Law concerrswards of damages for personal injury where damages need to
be sufficient to cover future loss and expenses caused by the injury. For example: if
someone is injured in a road accident and cannot work again, they can claim for lost
future income; if someonis injured so that they need care and treatment in the future,
the damages awarded should be sufficient to pay for that.

The difficulty in awarding damages is that it is impossible to know exactly how much
the claimant will need. Whilst workingears canbe predicted with reasonable
accuracy in respect of lost earnings, this is not the case for life expectancy or future
care costs.

I'n matters of damages for personal i nju
Engl i sh common | aw. thehcimaptrshonld irepeive fulli s t
compensation for the loss which he has suffered as a result of the defendant's tort, not

a penny more but not a penny I&ssi.e. the claimant should be fully, but not overly,
compensated for their loss.

The court must dermine the amount the injured person needs to cover their loss, but
that calculation must include both the capital sum and income earned on that sum. If
not, the injured person, or those who inherit their estate, may beovgensated.

In simple termsjf someone needs £100,000 per year for the neyeafs to pay for
their care, it would be wrong to give them a £2,000,000 lump sun£{i0&,000 for
each of those 2@ears), on the grounds that the £2,000,000 will itself earn money and,
at the end oftte period, there Wibe a sizeable sum left over.

Yy, Jer
a

r
hat: i

! The question of whether Jersey customary law permits the making of Periodic Payment
Orders is under litigation at the time this Report was writiée making of this Proposition
is without prejudice to what might arise from that litigation.

2 9mon v Helmot 1 Baroness Hale; an apped to the Privy Courcil from Guernsey with the
court following English common law principles

3 Lord Oliver: Hodgson v Trapp i 1988: fi Bsettially what the court hasto do is tocalculate as
beg it can the sum of money which will on the one hand be adequate, by its capital and
income to provide annually for the injured person a sum equal to his esimated annual loss
over the whole of the period during which that loss is Ikdy to continue, but which, on the
other hand, will nat, at the end of that period, leave him in a better financial position than he
would have been apart fromthe accident . 0
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However, the assessment of awards is not a simple matter, as it is necessary to take
account off

9 the likelihood that the cost of care will increase year by year;

1 how long the victim will need care (the aartainty of life expectancy) and
whether their situation might improve or deteriorate

i advances in medical science that might increase or reduce care costs.

The difficulty of determining the correct award is demonstrated by the medical
negligence case &fim PohChoq which was settled in 1980 for the sum of £250,000.

At the time of settlement, her care costs were calculated at £8,000 a year. According to
the RPI, that £8,000 should now be £25,000, where@0®¥ her actual care costs

had actually risen t665,000 a year. The court significantly underestimated her future
care costs yet, despite that, her care fund still increased to £iiliéh as a result of
investment income.im PohChoowas overcompensated.

The discount rate

Ultimately, in determimg a lump sum award, the court must come to a viewias to
(a) life expectancy;

(b) costs of care for the future;

(c) effect of inflation on costs of care (both in terms of retail price inflation and
wage inflation);

(d) investment return (which includesmsidering both what sort of investments
are appropriate in terms of risk and the returns that would be gained on those
investments).

The Adiscount r at eiothe predictea effacs of {nftation amech d ( d)
investment return on what the court netmprovide for full and adequate damages. It

is the amount which, including any interest on the award or other investment return,

would run out at the point it was no longer needed to pay for care costs or compensate

for loss of earnings.

In 1996, the Damges Act was introduced in England and Wales, with the express
intent of allowing the Lord Chancellor to set that discount rate, thus negating the
requirement for the Court to determine the rate.

This was first done in 2001, when the discount rate wasats2t%. It remained at
2.5% until 2017, when the Lord Chancellor set a revised rat@. %%. The revised

rate reflecting the fact that returns had deteriorated relative to inflation, so that the
value of a lump sum award was eroding over time rather lleing supplemented by
investment returns meaning that the claimant may be left with insufficient funds to
meet their needs, which is contrary to the principle of full and adequate compensation.

The new discount rate created controversy; however, gheeffect on insurers and
on the NHS where medical negligence claims impact its budget. As airesult

| amendments have been proposed to the Damages Act to create a statutory
system for reviewing the discount rétevhich is a feature of the proposed
draftLaw; and

| a consultation was launched jointly by the Ministry of Justice and the Scottish
Government into the discount rate. This consultation included detailed
anal ysi s by t he UK Government Actuar
returns, which has helpéaform the proposed Jersey rate (8gpendix 2 to
this report).
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Court determined discount rates

As set out above, it is necessary to have a discount rate when calculating a lump sum
award in order to ensure the claimant is neither -oeenpensated nor uad
compensated. However, problems can arise when the rate is determined by the courts,
as is currently the case in Jersey, as opposed to the rate being set out in statute. These
problems includé

(a) The court must decide the discount rate on the basiexpért evidence
presented at court. If the claimant presents expert evidence which is not
challenged by contradictory defence evidence, this must be reflected in the
court determination. This is demonstratedSignon v Helnfh a case which
has been reliedn as the authority for the discount rate in the Channel Islands
for the last few years, despite it being based on expert evidence that worked
on the assumption that the economic conditions that prevailed before 2009
would continue pos2009. This was deamstrably not the case.

(b) A rate set by a leading case suctsanon v Helmais effectively set for many
years and the court could be expected to apply that rate in other cases, even
where concerns remain about the basis for determination. The altertati
allowing a leading case to set the discount rate would be for the court to hear
fresh expert evidence in each and every case, in order to determine the rate in
each and every case.

Relying on the rate set in leading cases leaves future litigante ihands of those

who made the decisions in those leading cases. On the other hand, revisiting the rate in
each case creates chaos and uncertainty, as well as significant expense in terms of
calling witnesses. Ultimately, both approaches requireexpertjudges of fact to
choose between experts.

The draft Law will resolve these issues gfting the discount rate in lav similar
approach has already been taken in EnglamtiWVales except there the discount rate
is set by the Lord Chancellor using staty powers, as distinct from being set in law.

Periodical Payment Orders

Periodical Payment Orders provide for damages to be paid periodically as opposed to
being paid in a single lump sum. If a court decides that the claimant will need
£100,000 per yedo pay for care costs for the rest of his or her life, the court does not
need to worry about investment returns or life expectancy. The court can order that
£100,000 per year (increased annually by inflation) should be paitdaest of the

cl ai nifent 6s

The result is that certain problems with lump sum awards are avoided, as

4 In 2009 Smon v Helmot, the Royal Court of Guemsey consderedthe discourt ratefor a
catastrophic injury case. The insurance company in the case provided no expert evidence of
relevance, whilst the evidence provided on behalf of the plaintiff arguedthat thereshould be
two discount rates:

(@) 0.5% in respectof future costs that would be affectedby inflation for retail prices; and
(b) -1.5%in respectof future costs thatwould be aff ectedby eaningsinflation (e g. cost of
paying for cares).
The Juratsin the Royal Court of Guernsey rejectedthe plaintiff & expertevidence. However,
on appeal,it washeld that the Juratsshould have decidedthe case basedon the evidence
before them (i.e. they should not have rejectedun- contradicted expert evidence).As aresult,
adiscount ratewas set on the basis that therewas a permanent gap betweenGuemsey and UK
inflation based on the assumption that pre-2009 trends would continue for decalesinto the
future, regardless of the factthateconomic conditions werechanging considerably atthat
time.
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(a) it is not necessary to estimate life expectancy;

(b) there is no worry that damages will run out before the claimant or injured
person dies;

(©) there is no need for th@wrt to speculate on investment returns;

(d) there is no concern that there will be a surplus. As courts err on the side of the
claimant in making lump sum orders, there is frequently a considerable
amount of money left at the time claimant dies. Any llsum award made on
the assumption that its real value will depreciate over time will make a
substantial surplus, if instead, there is a positive return on investments.

There are, however, legitimate issues to consider when awarding damages by way of
periodcal payments, as detailed below

(a) An award of damages by periodical payments can only compensate the
claimant fully if those payments are secure for the entire term required,
usually the remainder of his or her life. Hence, in England, such orders can
only be made against public bodies or (as even insurers can go bankrupt)
insurers whose liabilities are guaranteed by a statutory scheme.

(b) Insurers will often prefer to pay a single lump sum as it gives certainty of
exposure. In addition, some claimargsefer payment of a lump sdm
wanting to decide for themselves how to use the award, potentially prioritising
their present needs, given their uncertain life expectancy. In some cases,
where a claimant lacks capacity, the court might conclude thatdhe oha nt 6 s
best interests lie with periodic payments, even where that is contrary to the

A

position of the claimantdés representat

(c) Periodic Payment Orders in England have sometimes proven inflexible,
because it is only possible to vary the Order ondferlifetime of the Order.
Given that care costs may rise faster
improve unexpectedly, there is need to be able to revisit orders if they are to
achieve their purpose. This is addressed in the draft Law, whichndddimit
the number of times an Order can be varied.

(d) A lump sum ends all relationship between the claimant and the defendant. An
order for periodic payments requires that there is a continued relationship
between the claimant and the defendant, arhe is not drawn under the
matter.

In England, the Damages Act 1996 already provides for Periodic Payment Orders.

2. THE DRAFT DAMAGES (JERSEY) LAW 201 -
The discount rate

The draft Law follows England and Wales in setting a statutory discount rate. A
review of the proposed discount rate has
Senior Economist and the Director of Treasury Operations and Investments (see
Appendix 2 to this report). Their advice is summarised below.

(a) Fifteenyear data in respect of inflation shows that there is no-temyg
difference between Jersey inflation and that of the United Kingdom.

(b) The UK Governmentds Actuar yanBlgipafrt ment
investment returns in personal injury cases. There is no reason to believe that

5 As the House of Lords observedwWells v Wells
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a different i nvest ment return to that i dent
Actuary Department would be applicable to Jersey, nor that there would be

anything to be gaed in duplicating this. The ground has been covered

t horoughly in the UK Governmentoés Actuary C
experts, using considerable time and resources.

(© The analysis by the UK Government Actuaryos
the curent approach to investment return taken in setting the discount rate
does not follow the actual investment strategies followed by claimants. The
assumption since the case Wfells v Wellsin the 1990shas been that
claimants would invest money with as loisk as possible. In fact, claimants
adopted ias kibl cae opposedkdbosuardavegy, | wlwvi ch mak
considerable difference.

(d) On the basis of how lump sum damages would actually bestied by
claimants, the appropriate discount rates would be

1 where the lump sum is to cover a period of up tyedrs, the discount
rate should be +0.5%;

1 where the damages will cover a period of more tharye2ds, the
discount rate should be +1.8% (athis rate should be applicable to the
whole of the award, not just that aimed at meeting costs arising later than
20years after the award).

Future changes in methodology for the discount rate(s)

The draft Law provides for the Chief Minister to change dlseount rate by Order,
after consulting the Bailiff. It also allows the States to provide for Regulations related
to the settingf the discount rate in future.

The proposed discount rate is set on the basis that it will fulfil the principle of full
compensatiof

There are, however, differing views on whether other issuresddition the principle
of full compensatiofi should be taken into account when setting discount rate, such
asi

1 how to adjust for the management fees paid to investment managers;

T how to account for insurersod6 concerns about t
(for example, in Australia the discount rate tends to be 5 or 6%, accounting for
i nsurersd6 concerns).

The Regulations and Orderaking powers set out in the draft Law are, tfoeee
important. They provide mechanisms to amend the discount rate, thus allowing for this
draft Law to be brought forward in a timely manner ahead of any consequential
consideration of supplementary issues related to the discount rate.

& The only substantive point on which the draft Law may be perceived to move away from the
principle of full compensation is that the discount rate may not be negatidegg¢han
0%). In the event of extreme economic conditions, in which inflation esceeestment
returns, a negative rate would work to help ensure adequate compensation as opposed to
undercompensation. However, in the event that such conditions were to arise, it would be
necessary to ensure appropriate balance between the rightctdithant to adequate
compensation and the public interest; it would not be in the public interest for damages

awards t o -preo @fr& cwelsesn ol | ot her areas of public provi
are not. The balance of interests argument appliethgy areas of public policy, such as an
individual 6s right to privacy except for where it 1is

advice on the Personal Injury Discount Raté&gpendix 2 to this Reportconcludes that
information on investment retusrdemonstrate that a 0% discount rate would not be used.
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It is proposed thadetailed Regulations, providing for matters relating to the setting of
the rate in future, will be bought forward for debate withindhths of the draft Law
coming into force.

Article 3 of the draft Law also provides that the Assembly may, by Reguoftio
amend thdncome Tax (Jersey) Law 196tb make provision for the taxation of lump
sum payments for future pecuniary loss awarded in personal injury cases. This
includes exemptiofrom taxation.

Periodical Payment Orders

Periodical Payment Orders can only be made under the draft Law if future payments
are secure. The Order needs to be made against either a Minister or an insurer who is
backed by a sufficiently strong statutory comgation scheme. Orders can be made
against other public sector bodies, but only where payment is guaranteed by the
Minister for Treasury and Resources. This broadly reflects the position under UK
legislation, where Periodic Payment Orders require a Mimistguarantee payment,
except where the order would be made against a Minister or the health service.

The draft Law does not limit the number of applications that can be made to vary a
Periodical Payment Order, although an application can only be materd is a
material change of circumstances. As set out above, in English legislation, variation is
only possible once in the lifetime of an Order, which limits what can done to deal with
the underor overcompensation of the claimant.

3. TRANSITIONAL AR RANGEMENTS

From the date on which the draft Law comes into fortieat date being days after
registration in the Royal Court if adopted by the States and sanctionie Byivy
Councili a court, including an appeal court, will apply the new provisions

Where there is ongoing litigation (i.@.damages case has commenced, but has not
been concluded before the draft Law comes into effect), the introduction of statutory
provision for Periodic Payment Orders is not problematic. A Periodic Payment Order
changes the way an award is paid in order to eliminateanrapensatiofi annually

as opposed to a lump stimb u t it does not al ter t he
compensation. The value of lump sum damages and periodic payments should be the
same; bothshol d exactly meet the c¢cl aimantés | os:

The statutory discount rate may, however, give raise to objections in ongoing
litigation. Hence the draft Law provides the Court with a power not to apply the
statutory discount rate where it disproportionately fetess with ongoing litigation, or
where it may be contrary to Articiof the European Convention on Human Rights.

4. CONCLUSION

The draft Law is intended to bring Jersey into line with the British Isles and a number
of other jurisdictions with regard ta statutory discount rate and Periodic Payment
Ordersi albeit with enhanced provisions relating to revisions of such Orders. It is not
intended to address other matters relating to personal injury compensation, such as
compensation for injury without imling questions of legal liability and negligence,

or payments for private care provision even where public care provision will be used.
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5. FINANCIAL AND MANPOWER IMPLICATIONS

The Draft Damages (Jersey) Law 2Qdrings forward statutory provision for the
setting of a discount rate and for Periodic Payment Orders. Thd_dvafiipholds the
existing commoslaw principle that a claimant should be fully compensated, but not
overcompensated, for their losses. For this reason, the adoption of the draft Law has
no financial or resource implications for the States.

6. HUMAN RIGHTS

The notes on the human rights aspects of the draft Laé\ppendix 1 to this report
have been prepared by the Law Officersdé Depart
information of States Mabers. They are not, and should not be taken as, legal advice.
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APPENDIX 1 TO REPORT

Human Rights Notes on the Draft Damages (Jersey) Law 201

These Notes haveebn prepared in respect of thea Damages (Jersey) Law 201

( A tdrafe Lawo ) by ©Ohéi tawsd Department. They s
human rights issues arising from the contents of the draft Law and explain why, in the
Law Officerso6 opinion, the draft Law is ¢

Human REGHROt)s. (A

These notesare included for the information of States Members. They are not,
and should not be taken as, legal advice.

The draft Law does 2 things

(a) It introduces a statutory discount rate in personal injury cases, and allows for
the States by Regulations totelenine how that rate should be fixed. Pending
such Regulations, the rate will be fixed by the Chief Minister in consultation
with the Bailiff.

(b) It introduces a statutory power for the making of Periodical Payment Orders
( A P P Oddarsey(Thisis without prejudice to all arguments as to whether
equi valent provision can be made under

1. Compatibility of substantive provisions

In respect of the sgantive provisions of the newaly, no human rights concerns
arise.

It is clear fromZ v United Kingdom(2002) 34EHRR 3, that the ECHR does not

determine issues of substantive tort law (e.g. when annadits, and for what
damages)An individual has no property right to damages save Widch the law

allows. Articlelof ProtocolL. t o t he ECHR (AA1P106) provi d:¢
their property.

The Convention only comes into play if a situation is created that of itself creates a
violation of a substantive right. Whilst aal that forces an individual into a ptish

of destitution may createvaolation of Article3 ( ii nhuman or degr adi
a Law to adjust how substantial sums in compensation are to be tadccdanot be

said to do that.

2. Transitional issues

The human rights question that arisesi$ to the application in respect of injuries that
have already happened.

If B causes an injury to A onJanuary2018, then B and A can expect any claim for
damages to be dealt with under ttew as it existed at that dafnis can be analysed
in 2 different way$

(a) A has a property right to the comsation which arises under the Law as of
1 January2018 and B has a property right nothave to pay any more than
that Law requires. These rights arise from A1P1; or
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(b) If A has started a claim in rpsct of that loss on, for example, 3ne2018,
then A and B have a right to a fair deterntioa of the claim under Articlé
(Aright top whigh wowldi be inftingad af the.aw was changed
whilst the claim was in progress.

Under AlP1legislatures have a wide margin of appreciation in respect of deciding if
interference in property rights is justified. The standard applied under A1P1 is whether

there is a Afair balanced between potentially cc¢
Stae.

However, under Articl& inference by the legislature is precluded unless the higher

standard of fAcompell i Aigmegrounds of gener al inter
As is often the case in human rights compatibility, what matters is the acceptability of

the justificationfora measurd. f i nt er f erence with ongoing cases
compelling grounds of the generali er est 06 t henl tshtea nldoawedr oAr thifcaier
bal ancedo wil | RdReiy)\ Secretagy ofrBtate for Workk & Pensions

[2017] QB 6Y Reifiydo ) .
i. The making of PPOs

There are no concerns as to creating a statutory regime for a court to order that
damaes be awarded by way of PPBPOs do not al t eut the princip
compensationd on any Vi ew.

ii. The discount rate

There are sawmrios where there may be objections to changing the discount rate for
ongoing cases. For example, if the aim of the discount rate were changed whilst a case
iS ongoing, so that it no longer set out to achieve full compensation.

However, where a legislawrbrings in a discount rate that seeks to provide full

compensatiorand the legislature does so because the rate is right according to present

circumstances, those objections are not valid. Hence, changes to the discount rate in

England and Wales have @kimmediate effect, applying to ongoing litigation, and

this wildl remain the case when the UK6s current

As such, the draft Law is compatible with the Human Rights (Jersey) Law 2000 in
respect of bringing the charg® thediscount rate in immediately.

iii. Particular comments in respect of the draft Law

The Law Officers, assuming a change of discaaté by statute creates Artide
issues, have considered the following in respect of whether there is a compelling
reason to justify the Law change

(a) The change is general in naturepplying the recent case &XA v HM
Advocatg2012] 1 AC 868 (an@010 S.L.T. 179 at [155]), this means ttze
Zielinski would not apply.Justification would be corgered under A1P
(ieeifair balanceo), which would not pose any d

(b) Whilst a current litigant might expect a Court process, they have no
expectatiorregarding theesult. This is nota case, such aReilly, where the
draft Law would change the positi withregardto cases whose outcome was
known.

" The Zielinskiprinciple ¢ielinski v France (1999) 31 EHRR 19)

A[ T] he principle of the rule of | aw and the notio
preclude any interference by the legislatiether than on compelling grounds of

the general interest with the administration of justice designed to influence the

judicial determination of a dispute. o
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(c) The creation of certainty and stability in this area is of importance in any
jurisdiction. It is of particular importance in Jersey where the sums involved
in a single case are of greater local econosigmificance than equivalen
cases in the United Kingdom.

(d) The recent judicial approach in Jersey does not follow the conclusions of the
Ministry of Justice and the UK gover.
investment returns, nor does it conform to tipgo-date analysis of the States
of Jersey6s e xipflatiort os longterm tetail peca inflatiom g s
There is a compelling reason to legislate to ensure that the discount rate is
calculated with such factors to the fore, as opposed to pévenmatter to the
vicissitudes of litigation in each case as it arises.

(e) A human rights backsp has been included at Artideof the draft Law.
Modelled on tle legal aid backstop in secti@d of the Legal Aid, Sentencing
and Punishment of Offendefet 2012 it will permit human rights challenges
for those whose claims had been commenced prittvetdodging of the draft
Law. Those who commenced proceedings before the Law comes into effect,
but after lodgingwould have no complaint under any hunaghts principle
as (a)they brought the claim after it was known that the law would change,
and (b)the change was introduced without knowledge that they had brought a
claim.

3. Future Requlations

It is noted that there is a general power for the Statesake Regulations to regulate

the setting of the discount rat@his allows for an improvement from the current
position in England and Wales, and in the Isle of Man, where there is a general power
to set the rate by regulations/statutory instrumentengcthe executive.

There can be no human rights compatibility problems with the States Assembly
having the power to regulate the setting of the discount rate if, as is plainly the case,
there would be no objection in an unregulated power for the exedatiget the
discount rate.

Although the States of Jersey may provide by Regulations to consider factors other
than those seen as relevant to Afull com
would need apmpriate transitional measures.

4. The 0% floor

The draft Law at Articl&(7) prevents the Minister from revisittige discount rate to
below 0%.This will not apply in respect of cases to be congiden the foreseeable
future. The analysis set out in the Repuaiithin this Projetshows that higher res
should be set at present.

Should matters change to mean that the-kenign economic position of Jersey means

t hat a negative discount rate would be r
would represent a severely negative @roit prognosis for # Island.This would be
acompellingreasontodemat e from Afull compensationo.
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5. Conclusion

The Law Officers have given the draft Law close scrutiny due to the sensitivity of the
human rights issues involved, and noting the sensitivities created bycém@Reilly
decision.

For the reasons given above, the Law Officers believe that the draft Law is

compatible. The effect dhe draft Law will be to ensufieregardless of # outcome

of ongoing litigationi that PPOs can be ordered where lusym ordes are

unsatisfactoryThe draft Law will bring in a discount rate which follows the Ministry

of Justiceds analithspprepriateflocal ahdnges.ant f actors, w
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APPENDIX 2 TO REPORT

SETTING THE DISCOUNT RATE FOR JERSEY

Terms of reference

As partof the consultation on potential changes to the legal framework by which the
Personal I njury Discount Rate (API DRO) i s
Treasurer of the States and the Chief Economist to analyse outcomes for claimants in
receipt ofa lump sum award of damages for future financial loss, and in particular to
review the anal ysi s undertaken by t he U
(AGADO) to determine the extent to which

In practice, claimant outcoes will depend on a number of factors, including the
decisions they make and factors that are beyond their control. Where lump sum
damages are awarded for future loss (@ogt of future care, loss of income), the aim

is that the lump sum and investmeeturn will be sufficient to meet all such loss and

be exhausted when the Plaintiff dies. The PIDR for Jersey will be used to adjust the
lump sum award to take accountiof

T the predicted return on investing the lump sum; and
1 any inflation considerations dature losses.

This report considers the appropriate return on investment, and any appropriate rate of
inflation in respect of future losses, and makes recommendations as to the appropriate
PIDR(s) to be applied in Jersey. The effect of the PIDR on insefdefendant
interests are not to be treated as relevant.

Background

It is recognised that the setting of a PIDR for use in personal injury cases is not a
straightforward exercise, and that the outcome is very important for those affected.
The PIDR is anmportant part of calculating the compensation payable to individuals
who have suffered lifehanging injuries as a result of the negligence of another
person.

Personal injury discount rates already exist in a number of jurisdictions around the
world; for example, Australia, Canada, France, Ireland and South Africa. There are a
wide variety of discount rates and approaches to setting them, but the majority give
the claimant the benefit of a defensive investment strategy. There is also a broad range
of ratesfrom 6% (Australian State of Victoria) through to the current negative 0.75%
rate in the United Kingdom. In some cases different rates exist depending on the
period the award is required to cover.

For the most recent and relevant research on the settdigcolunt rates, we can look

to the UK Ministry of Justice ThePalsodlcotti s
I njury Di scount: How it Septemmbelr d0)707leis s et [
consultation received contributions from a wide range of partitspamncluding the
Association of British Insurers, the Institute and Faculty of Actuaries, and the Wealth
Manageré Association (now the Personal Investment Management and Financial
Advice Association).
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Recent consultation

Under the UK Damages Act 1996¢ethiscount rate taken into account by the court in
assessing the rate of return to be expected is set by the Lord Chancellor on the basis of
principles set out in case law. Under these principles, the injured person is assumed to
be a very cautious investadifferent from other ordinary investors because they are
required to invest their settlements to secure their future financial position. In practice,
this led to the discount rate being set largely by reference to returns onLindex
Gilts ¢ahsiGdgered troi dleo apdivtefryl il @.w
Definition of an investorés risk profile can
appetite is defined by a number of factors such as time horizon, investment goals,
individual experience and acceptance oféss$-or an industry standard of investment
portfolio construction we can look to the MSCI Wealth Management Association
Private Investor Indices.

Asset class Conservative Income Balanced Growth Global
Growth

UK Equities 17.50% 30.00% 30.00% 35.00% 90.00%

Overseas 15.00% 22.50% 32.50% 42.50% 5.00%

Equities

Fixed Interest 10.00% 5.00% 5.00% 2.50% 0.00%

Gilts

Index-Linked 5.00% 2.50% 2.50% 0.00% 0.00%

Gilts

Corporate 25.00% 17.50% 10.00% 5.00% 0.00%

Bonds

Cash 5.00% 5.00% 5.00% 2.50% 2.50%

Property 5.00% 5.00% 5.00% 5.00% 0.00%

Alternatives 17.50% 12.50% 10.00% 7.50% 2.50%

(Hedge Funds)
TOTAL 100% 100% 100% 100% 100%

Evidence from research and the recent UK consultation shows that claimants generally
invest in lowrisk diversified portfolios rather than ILG.

Based on the outcomes of the consultation, it was concluded that the PIDR should be
set by reference to expected rates of return on arikkwdiversified portfolio of
investments rather than very levgk investments. aw-risk is less risk than would be
taken by an ordinary prudent investor, but more risk than veryikky

The key principle will be that the rate(s) should be the rate(s) that a recipient of a lump

sum of damages for future financial loss, under propeice, could be expected to

achieve if they invested the lump sum in a diversified-tisk portfolio with the aim

of securing that

(a) the lump sum and the income derived from it would meet the losses and costs
for which they are awarded when they axpexted to fall due; and

(b) the relevant damages would be exhausted at the end of the period for which
they are awarded.
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A diversified low-risk portfolio

As part of the GAD analysis, 2 assumed investment strategies were considered based
on information preided by the investment advisers and wealth managers, in which
claimants have invested their awards and the way in which theadsiged to invest

their awards.

These represent a range of strategies to reflect potential different risk preferences
amongstt | ai mants, these have been grouped by
6representatived portfolios.

GAD Portfolio A GAD Portfolio B
(low risk) (medium ri sk)

WM A
Conservative

OverseasEquities
Fixed InterestGilts
Index-linked Gilts
Corporate Bonds

May nat sumto 100% due to roundings

Portfolio A represents an average typical portfolio invested by a personal injury
clai mant correspondi-ngskkhositncéobsméngt wst ha'

PortfolioB represents an average or typical portfolio invested by a personal injury
claimant who takes more risk than a claimafdaging PortfolioA. It is representative
of the highestisk strategy used by personal injury claimants.

We al so show, for comparative purposes,
Conservative Index, which is the lowemstk portfolio.

Setting the JerseyPIDR

In personal injury cases, the PIDR should be a fair assessntastrate of return that
canrealisticallybe expected from the investment of a lump sum award; and evidence

of returns from such investments is relevant to the process. Furtherneobasik for
setting the rate should not f oltlroogh an ur
investment solely in ILG.

The objective of a damages award is to put the claimant in the position they would
have been in had the negligence not taken placeabesnare calculated on the basis

of an assessment of needs at the time; however, actual claimant outcomes will depend
on the decisions made by the claimant and factors that are beyond their control. Some
of the choices and factors that will influence claimhinvestment outcomes include:

the investment strategy selected, the investment returns achieved, mortality rates,
damage needs and profiles, the rate of inflation, and capacity of loss.

For the purposes of determining the Jersey PIDR, we focus on thieimmaortant
consideration, which is the investment risk and the potential investment returns.
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The table below shows the median annualised effective real return on the assumed
portfolio over different award periods. The real return is the expected leveiuoh

above inflation. The calculation of portfolio return in real terms means that the level of
inflation does not directly influence the results of the analysis, and it is the real returns
(i.e.the level of return in excess of inflation) which ultielgtdrives the results and
subsequent determining of the PIDR.

By viewing the portfoliods performance in real
claimantéds costs are also negated.

The table below highlights the difference in returns over different ggriwith higher
returns expected over longer time periods. This table demonstrates the importance that
the duration of the award is likely to have on claimant outcomes, and leads to the
conclusion that a different PIDR is appropriate for loAgem awards

S5years 10years 15years 20years 30years 50years
0.0% 0.6% 1.0% 1.2% 1.3% 1.6%
0.0% 1.3% 1.7% 1.9% 2.0% 2.3%

Note: returns are inexcess of RPI and are gross of investmert fees, management charges,
adviser fees and taxes

Based upon the average return of both portfolios over periods of time, we recommend
breaking down the PIDR into different time frames: (80years and less; and
(b) greater than 2Qears.

On this basis, the average return fory2@rs and less is 0.9625 and for greater than
20years it is 1.8%. For simplicity, we therefore recommend the PIDR is set at 1.0%
and1.8% for these Bifferent timdrames.

Inflation: Jersey vs. UK

We now consider whether we need to take account of any difference in the rate of
inflation between Jersey and the UK. The table below provides a comparison of the
annual average change in the Jersey Retail Price
UK I ndex (UK ARPIJO) over various time periods u

Growth Differential
over last Jersey RPI UK RPIJ (percentage mints

1year 3.4% 2.7% 0.7
2 years 3.4% 2.7% 0.7

5years 2.4% 1.7% 0.7
10years 2.6% 2.0% 0.6

15years 3.0% 2.4% 0.5
(Source: Sttistics Jersey)

An analysis of the data demonstrates titates in Jersey have risen slightly more than

the UK on a comparable basis, particularly in the short term (less thaadd). Over

longer time periods this differential reduces, and more detailed analysis demonstrates
that historically (pre2010), thedifferential consistently averaged onlyp8rcentage
points.
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The shorterm data suggests that an adjustment to the PIDR to reflect the difference in
inflation rates might be appropriate, and that this adjustment should be in the region of
0.5%. Over thednger term (greater than 28ars), it is expected that the inflationary
differential between Jersey and the UK is anticipated to revert to historic norms and no
adjustment should be made. A review of this data should be undertaken on a regular
basis as penitted by the legislation.

Average earnings in real terms in Jersey

It i s al so useful t o consi der t he c hang
i.e.adjusting them for retail price inflation. Statistics Jersey produce an annual
Average Earnings reporhiJune each year, and the following is taken from their
June2018 release.

The most informative data is over longer time periods, rather than simply reviewing
annual changes. ThekRy highlights are as followis

i Between 2001 2018, average earnings havamained relatively flat in real
terms, increasing by 0.3% over theyi&ar period.

1 Since 2011, there has essentially been no change #tergakarnings in any
rolling 10-year period.

We can therefore conclude that, whilst it could be argued that tha&yebm some
minor fluctuations in real terms from time to time, it is not realistic to expect
significant differences over the long term.

Other factors
The results of this analysis demonstrate the wide range of potential outcomes, but they
doprovideareasnabl e il lustration of a claimant

the real returns associated with them.

For the purposes of this exercise, certain factors such as mortality rates, investment
fees, management charges, adviser fees and taxes, havieeamt considered.
Allowances for these factors would require significant further work and a degree of
judgement. However, it should be noted that the specific grant of an award in Jersey is
considered as a tdree event.

Summary
In summary, the followingonclusions can be drawn

1 Claimants generally invest in levisk diversified portfolios, i.ea blend of
equities, gilts, bonds and alternative assets.

9 The PIDR should be a fair assessment of the real rate of return that can be
realistically expected frorthe investment of a lump sum award into such a
portfolio.

1 The calculation of portfolio return in real terms means that the level of
inflation does not directly influence the results, and the inflationary impact on
the c¢claimantdés costs are also negated.

9 Higher portfolio returns can be expected over longer time periods.

1 An adjustment to the PIDR is required for inflationary differentials between
Jersey and the UK for shedrm awards (2@ears or less), but no such
adjustment is required for awards of gezdhan 2Q/ears.

I There is no requirement to make an adjustment to the PIDR for any
differential between Jersey average earnings and inflation.
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1 Any differential between Jersey average earnings and UK inflation is provided
for through the adjustment for iationary differentials mentioned above. This
is due to there being essentially no change intezad earnings in any rolling
10year period since 2011, and an increase of only 0.3% over tgeal7
period between 2001 and 2018.

Recommendations

Following the key principle that the PIDR should be the rate(s) that a recipient of a
lump sum of damages for future financial loss, under proper advice, could be expected
to achieve from the investment of such an award, we reach the following
recommendations

1. It is most appropriate to consider the investment returns of ariséw
diversified portfolio.
2. Reflecting that the expected real return on investments is higher over longer

time periods, 2evels of PIDR should be set as folloivs

(a) 1%, adjusted forhte inflationary difference between Jersey and the
UK (currently0.5%) to cover the whole of an award when it is made
for a period of 2Qears or less;

(b) 1.8%, unadjusted for any inflationary difference between Jersey and
the UK, to cover the whole of award when it is made for a period
of more than 2@ears.

3. No adjustment is required for any differential between average earnings and
RPI in Jersey, any difference between Jersey average earnings and UK RPI is
dealt with by the adjustment made in pdnt

4, The ability to review the PIDR should be made available to reflect factors
such as changes in expected real returns on investments, changes in the asset
all ocati on i n i nvestorsbo portfolios,
between Jersey aitkde UK and any other factors considered relevant.

Page- 20 *
P.131/2018

and



Government
Actuary’s
Department

Ministry of Justice

Personal Injury Discount Rate Analysis

Date: 19 July 2017

Authors: Stephen Humphrey FIA
Andrew Jinks F1A

Page 21
P.131/2018




oy

E;:Dtl‘-:erﬂr:ﬂﬂm Ministry of Justice
5

EEpEﬁ'?:‘I'IEI"It Personal Injury Discount Rate Analysis

Contents

Executive Summary 1

2 Background and Scope 5
3 Methodology and metrics 7
g

1

Cutline of calculations.

4  Assumptions: damage profile and investment strategy 1
Damage profile 1
Investment strategies 1
Pl discount rates 13

5 Assumptions: economic scenarios 14
Inflation 14
Real returns on investment 15
Index-linked gilts 16
Other considerations 7

6 Results 18

7  Expenses and tax 25

8 Sensitivities 26

9 Limitations and professional compliance 27

Appendix A: Assumed Investment Strategy 28

Appendix B: Modelling Index-Linked Gilt Positions 30

Af GAD, we zeek fo achieve a high standard in all our work. We are accredited under the Institufe
and Facully of Acfuanies’ Quality Assurance Scheme. Our website describes the gigndards we apply.

Page- 22 *
P.131/2018



ey

E:?tl\"frm:”em Ministry of Justice
ary's

Personal Injury Discount Rate Analysis
Cepartment Jury ¥

1 Executive Summary

11 As part of the consuliation on potential changes to the legal framework by which the
Personal Injury Discount Rate ('Pl discount raie”) is set, the Ministry of Justice (MoJ’)
has asked the Government Actuary's Department ("GAD") to analyse outcomes for
claimants in receipt of a lump sum award of damages for future financial loss under
different illustrative Pl discount rates which, based on information gathered during the
consuitation, reflect the way that claimants invest their award and the way in which
they are advised to invest their award by their investment advisers.

1.2  Inpractice claimant outcomes will depend on a number of factors including the
decisions they make and factors that are beyond their control. For example, these
factors will include:

= The investment strategy adopted.
= The retums achieved on the portfolio.
= How long the claimant lives for, relative to the term of the award.

= The rate at which the claimant makes withdrawals from the fund to meet their
damage needs and how this compares o whai was expecied at the outset.

1.3 The MaJ have asked for the analysis of claimant outcomes in this report to focus on
the investment risks faced by the claimant. We have done this by simulating a
representative individual claimant's fund under 1,000 economic scenarios. In
particular, we have used simulations of future asset retums and inflation from an
Economic Scenario Generator to assess:

= scenarios of the future in which the claimant, in refrospect, was
‘over-compensated’ in so far as the award proved to be larger than required and
the claimant was left with surplus funds at the end of the award period; and

= sgcenarios of the future in which the claimant, in refrospect, was
‘under-compensated’ in so far as the award proved to be smaller than required
and the claimant had inadequate funds to meet all damages throughout the
award period.

In both cases we are not only interested in whether the claimant is over- or
under-compensated but also on the level of over-lunder-compensation.

14  The analysis depends critically on a number of key assumptions:

= Investment strategy — The MoJ have calculated two assumed investment
sirategies that were based on the information provided by investment advisers
and wealth managers during the consuliation period on the way in which
claimants invest their awards and the way in which they are advised to invest
their award.
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= Damage profile —we have only analysed outcomes for a caimant that has fo
meet damages of £10,000 per annum, linked to the Retail Prices Index {'RPI°) for
30 years.

= Pl discount rate award basis — MoJ asked us to consider outcomes for a
number of different Pl discount rates that range from RPI-1.75% to RPI+1%.

= Dther risks —we have ignored other risks and factors, for example mortality and
inflation.

=  [Economic simulations — these are based on economic scenarios generated by
a proprietary Economic Scenario Generator (ESG’).

15  The results of the analysis in this report is limited as we do not consider the
sensitivity of the analysis to these assumplions. However, the analysis presented in
this report is intended to be illusirative — in particular to demonstrate the wide range
of potential claimant outcomes and articulate the risks (and poteniial benefits) of
different award sizes for a given investment strategy. We are satisfied that the
assumptions and approach taken provide a reasonable illusiration of claimant
outcomes and risks faced.

16  The analysis shows the potential refumns that may be achieved on the assumed
portfolios over different award periods:

Table 1 — Expected real returns on claimam portfolios

Median money weighted
real e e 5 years | 10 years | 15 years | 20 years | 30 years | 50 years

Portfolio A 0.0% 0.8% 1.0% 12% 1.3% 18%
Porifolio B 0.0% 1.3% 1.7% 1.80% 2.0% 2.3%

Nofe: refurns are in excess of RPI, which aver 30 years is projected fo be 2.7% pa on
average.

1.7  The table demonsirates the importance that the duration of the award is likely to have
on claimant outcomes — expected retuns over shorter periods are lower, meaning
that claimants that adopt a given sirategy with shorter awards are more likely to be
under-compensated. This feature arises because the distribution of possible future
economic scenarios is tilted slightly towards those that follow a “reversion to nom™
over time compared to today’s low retum environment.

1.8  The chart below shows the distribution of over-funder-compensation for the assumed
investment strategies (Porifolio A and Porifolio B) under different Pl discount rate
award bases.

b
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Figure 71— Distribution of over/under-compensation
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19  The key messages from this analysis are:

= Under all Pl discount rates and both the investment strategies considered, the
claimant is over-compensated at the median level (i.e. 507 percentile). This
reflects the fact that all Pl discount rates considered are lower than the median
return on the portfolios over the 30 year pericd (RP1+1.3% pa and RF1+2.0% pa
for Portfolio A and B respectively). Under the current Pl discount rate
(RPI-0.75%), the median level of over-compensation is 35% assuming that the
claimant invests in Porifolio A and 49% assuming that the claimant invests in
Portfolio B.

= The investment strategies considered are not Tisk free’ — even if the Pl discount
rate is set lower than the expected retum (and hence the claimant is given a
larger award than is expected fo be needed to meet the damages) then there
remains a risk that the claimant is left under-compensated.

= Higher Pl discount rates produce smaller awards which lead to:

o Lower ‘average’ or ‘overall’ levels of over-compensation. As such, the lowest
Pl discount rates result in significant levels of over-compensation — such that
claimants are over-compensated in the tails of the distribution for the lowest
Pl discount rates.

o Bigoger risks of the claimant being under-compensated. As such, under higher
Pl discount rates, the tails of the distributions result in significant levels of
under-compensation.

1.10 As noted above, the analysis does not consider other risks faced by the claimant —in
particular mortality and inflation risk and the risk that damage needs are not as
originally expected. If these risks are considered in addition to the investment risk
then differences between ‘lower’ and “higher’ risk porifolios are likely to be reduced
(because the different risks are to some extent diversified). As a result, even a very
risk averse claimant might be inclined to assume maore investment risk as a
protection against longevity.

[
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1.11  The projected retums and analysis outlined above ignore investment fees,
management charges, adviser fees and taxes that the claimant will be required to
meet. If explicit allowance is not included in the Pl discount rate for these factors and
the rate is set directly with reference to the analysis above then the claimant will be at
greater risk of under-compensation.

1.12 The appropriate allowance for expenses and fax is likely o depend on a number of
factors and assumptions and will require a degree of judgement. As such further work
is likely to be needed to determine the reasonable allowance for expenses and tax
That said, based on an initial high level assessment, we believe that a deduction of
arcund 0.5% pais likely to be reasonahble. Due to the further work required, the
current analysis presents the results without adjusting for expenses and fax.
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2 Background and Scope

21 The Personal Injury Discount Rate (PIDR' or ‘Pl discount rate’) is used to determine
lump sum damage awards to claimants who suffer a sericus personal injury.

22 InFebruary 2017, the Lord Chancellor changed the PIDR from RPI+2.5% to
RPI-0.75%. At the same time, the Lord Chancellor also announced a period of
consultation to review whether the cument legal framework for setting the rate is fit for
purpose or whether changes are necessary.

2.3  Aspar of this consultation and fo inform the impact of potential changes to the law,
the Ministry of Justice ('MoJ") has asked GAD fo analyse outcomes claimants in
receipt of a lump sum award of damages for future financial loss under different Pl
discount rates which, based on evidence collected during the MoJ consuliation,
reflect the way that claimants invest their award and the way in which they are
advised to invest their award by their investment advisers.

24 This report sets out the findings of this analysis. As discussed and agreed with Mod,
the scope of our analysis has been limited in that:

= The analysis presented in this report is intended fo be illustrative — in particular to
demonstrate the wide range of potential claimant outcomes and to articulate the
risks (and potential henefits) of different award sizes for a given investment
sfrategy.

= The analysis only considers two investment strategies, which are broadly derived
from consultation with wealth managers and investment advisers during the
consultation period. In practice, claimants will invest in a wider range of portfolios
and strategies.

= The analysis focuses on the outcomes for an individual claimant with a particular
pattemn of damages.

= We have only considered a handiul of award Pl discount rates — all of which
assume that damages are inflated with RF1. We have not considered other
potential measures of inflation — for example the Consumer Prices Index (CPI) ar
Annual Survey of Hours and Eamings (ASHE).

= [For simplicity, the analysis only considers a single Pl discount rate. The analysis
presented in this report should not be seen as preventing the sstting of more than
one rate in the future (e.g. rates which vary by the term of loss of any award).

= The analysis focuses on the investment risks that claimants are exposed to and
although we briefly consider others risks and the interaction of multiple risks, the
analysis is limited in this regard.

= The analysis is based on the assumptions included and derived from a third-party
Asset Liability Model, the ESG. Views on fuiure investment retums are uncertain
and subject to a wide degree of judgement and so other views and assumpiions
are plausible.

n
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=

This report provides one possible way of expressing and comparing claimant
outcomes. There are many other methods and approaches by which this could
be done and the approach expressed in this report should not prevent other
approaches being used or considerad in the future.

The analysis presented in this report should not be directly or solely relied upon
for the basis of determining the rate, nor does it provide a proposal of how the Pl
discount rate might be determined in the future.

2.5 Inthe rest of this report:

=

Section 3 outlines the methodology we have adopted in analysing claimant
outcomes and introduces the meirics and framework we have derived to quantify
these outcomes.

Section 4 outlines the assumptions we have made about the claimant, the
damages they receive and the way in which they invest their award.

Section 5 outlines the economic and financial assumptions used to analyse
claimant outcomes.

Section 6 outiines the results of our analysis.

Section 7 provides a brief comment on allowance for expenses and tax in sefting
the Pl discount rate.

Section 8 provides a brief commentary of the potential sensitivity of the analysis
shown and discusses some factors that are likely to have a significant impact on
the results which have not been considered here.

Section 9 outlines some limitations on the reliance of this report and a statement
of compliance with professional standards.

=]
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3 Methodology and metrics

31

1

32

Whilst personal injury awards are determined based on the expected damages and
are expected to leave the claimant fully compensated, actual claimant cutcomes will
depend on the decisions made by the claimant and factors that are beyond their
control. For example, the table below describes some of the choices and factors that
will influence claimant investment outcomes:

Table 2 — Factors influencing claimant investument outcoimes

The investiment strategy adopted by
the claimant — in particular how this
compares te the Pl discount rate
used in determining the award

The retums that are achieved on the
portfolio (for the investment strategy
adopted)

How long the claimant lives for — in
parficular how this compares to the
muortality assumptions used in
determining the award

Damage needs and profile — in
particular how this compares to the
pattern of damages that is assumed

in determining the award

The rate of damage inflation — in
particular how this compares to the
inflation measure assumed in
determining the award (RPI for this
analysis).

Capacity of loss

A claimant taking more (less) risk than is assumed in
the Pl discount rate would be expected to be over
{under) compensated.

Investing in a risky investment strategy is not
guaranteed to deliver returns and there is the potential
that poor retumns will leave the claimant under-
compensated.

A claimant that lives longer (shorter) than expected will
be left under-compensated (over-compensated) other
things being equal.

A claimant may need to make earier or later
withdrawals from their fund which may impact on
outcomes.

A claimant whose cost of damages increase quicker
(sloweer) than the inflation measure used will be
under-compensated (over-compensated).

A claimant wheo has more reliance on the award, has
limited alternative access to funds or has maore severe
damages is likely to have smaller capacity of losses and
therefore might adopt a more cautious approach.

Given the number of factors and issues that can affect claimant invesiment
outcomes, analysing and allowing for all of these is likely fo be difficult. As such, and
given that the investment risk and retum trade-off is the most important consideration
for determining the Pl discount rate, MoJ have asked us to limit our analysis on the

second issue above.
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33 OQOuranalysis does this by consideration of how the claimant's fund might evolve over
time under Monte Carlo simulations for future asset retums and inflation. The use of
Monte Carlo (or ‘stochastic’) scenarios allows us to:

= show the wide range of potential outcomes;

= estimate a distribution of outcomes and different percentiles of this distribution;
and

= estimate the probability of outcomes being worse or better than a given level.

34  Given that our analysis included in this report focuses on the risk of poor retums, the
analysis ignores the other risks faced by the claimant (e.g. mortality nisk, inflation
risk' and the risk that funds are reguired in a different manner than was expected
when the award was granted). These risks are likely fo have a significant impact on
claimant outcomes and more discussion on these risks is included in Section 8.

Qutline of calculations

35  Theanalysis projects a representative individual claimant’'s fund over a defined
period over 1,000 economic scenarios. In particular:

= We have used the ESG in a third-party Asset Liability Model to generaie 1,000
simulations of future investment retums for a wide range of asset classes. More
details on these assumptions are given in Section 5.

= The fund is projected into the future under 1,000 economic scenarios, such that
the fund at the end of each year in each economic scenario is determined with
regard to:

o The fund value at the beginning of the year in that scenario;

o Increased fo allow for the simulated retums? (in that scenariofyear) on the
investments held;

o Reduced for withdrawals made from the fund to meet damages (which are
inflated in line with RPI according to the economic scenario).

36  Inpracfice the claimant's initial fund value will be determined basad on:
= The pattern of damages included in the award; and
= The assumed Pl discount rate.

1 Inflation risk in this sense is defined as the risk of damage inflation not being equal to RPL. The
uncertainty inherent in future levels of RPl and the way in which the investments meet (or do not
meet) this is included in the analysis because the ESG provides a stochastic projection of RPI.

2 |n this context, returns includes both capital growth and income (e.g. dividends or coupons).
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37  We have compared this award value given to the claimant against the amount
required for the claimant to run out of income exactly at the end of the term of his or
her award. If the amount awarded in practice is larger than the amount required then
the claimant is described as over-compensated and if the amount is less than
required than the claimant is described as under-compensated. This comparison is
calculated for each scenario, meaning that a distribution of outcomes is derived.

3.8  This process is perhaps best illustrated by a simplified illustrative example. We
assume that the claimant needs to meet damages of £10,000 in the next two years,
that we ignore damage inflation for the time being and that the illustrative retums in
the next two years for the purpose of this example are as follows:

Table 3 — [lfustrative invesoment returns

Returns in year 1 | Returns in year 2

1 11% 1%
2 -Gi% 18%
3 20% -11%
4 2% 3%
5 -3% -10%

Note: fthese scenarios are only illusfrative and are not infended fo
be represenfative of the projecfed range of refums.

39  Assuming that withdrawals from the fund occur half-way through the year, and
investment returns on the fund are achieved uniformly over the year, then we can
determine the initial fund value required in each scenario to leave the fund fully
exhausted after two years:

Tabie 4 — Example fund projections

Economic Initial Determined Fund value at end | Fund value at end
Scenario Fund Value (£ of year 1 (E of year 2 (E
]

1 18,456 9.850

2 20,108 9,206 o
3 i7.882 10,600 o
4 19,582 0,853 ]
5 21,020 10,541 o

310  For example, the fund value at the end of year 1 in scenario 1 is determined as:
£9.950 = £18 4567(1.11)-£10,000%(1.11)%

Note: recall thaf we are ignoring inflation in thiz example zo0 damages are assumed fo be
£90,000. See paragraph 3.13 below.

311 Theinitial fund values in each scenario are compared against the actual award size
to determine the level of over or under-compensation.
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312  For example, if the award Pl discount rate is 0% then the claimant would be awarded
£20.000 to meet the payments above. This is compared against the initial determined
fund value in each scenario to determine the level of over or under-compensation. In
the first scenano the claimant would be over-compensated by 8.4%.

Tabie 5 — Example of over-under-compensaton determination

Economic Initial Determined Initial Fund value under Ower ! under-
Scenaro Fund Value (] award basis of 0% compensation
1

18,458 20,000 B.4%
2 20,108 20,000 -0.5%
3 17,962 20,000 11.3%
4 19,562 20.000 2.2%
5 21,020 20,000 -4.9%

313 Whilst this example ignores the inflation indexation that is applied to the damages,
the principle is the same if inflation is included in the calculations and we have
assumed that the damages are linked to RPI in our analysis.

3.14  These calculations result in a distribution of claimant cutcomes which can be used to
assess the extent of any ‘extreme’ or ‘poor’ outcomes or to assess the probability of
outcomes being worse than a specified level.

315 Inour analysis and when comparing different Pl discount rates, we have focused on:

= The median level of underover-compensation at different percentiles — we
believe that the median provides the best measure of the ‘average’ scenario or
outcome as means can be distorted by distributions with long tails.

= The lower tails of the disfribution, in particular the 5 and 10" percentiles —to
give an indicafion of the tail risks faced by claimants.

= The upper tails of the distribution, in particular the 90= and 95" percentiles — to
give an indicaion of the potential upside claimants might receive.

= The probability of claimants being under-compensated by 5% or more and 10%
or more? — to give a feel fior how much ‘weight’ is in the lower tail.

= The probability of claimants being over-compensated by 5% or more and 10% or
maore — to give a feel for how much ‘weight’ is in the upper tail.

316 These mefrics are only chosen to be illustrative and in particular to demonstrate the
different parts of the distnbution. We don't have a view on which measure should be
focusad on to inform policy decisions and other measures and metrics are possible
and may be better at informing or framing policy decisions.

* Mote that references in this report of a claimant being under-compensated often describe the
claimant as being “wnder-compensaled by ¥% or more”. In this description, we have remowved the
negative sign from the level of compensation and ‘more’ is taken to describe a more extreme negative
outcome. As such, "under-compensated by 5% or more” is equivalent to “over-compenzafed by -5%
ar fezz” and both can be taken to describe the left hand tail of the distribution.

10

Page- 32 *
P.131/2018



Bt

E;);J’Ef'ﬂr:ﬂem Ministry of Justice
ary's
Eepartment Personal Injury Discount Rate Analysis

4 Assumptions: damage profile and investment strategy

41 This section outlines the assumptions we have made with regard to the claimant's
pattern of damages and the investment strategy they adopt. The assumptions made
in this section are likely to have a significant impact on the outcomes of the analysis.
However, as agreed with MoJ we have limited our analysis to a single individual
claimant.

Damage profile

42  In cammying out the analysis we assume that a claimant has to meet damages of
£10,000 per annum, linked to RPI for an assumed period of 30 years. We do not
include mortality risk and so ignore the possibility of the claimant dying before the
end of the 30 year period or surviving beyond the 30 years. We also ignore the
possibility that damage inflation does not perfectly match RPI or that the claimant
needs to draw down from the fund in a different pattem to 30 regular payments of
£10,000.

43  Inpractice this approach is a significant simplification of the claimant’s position — for
example the award is likely to be based on a ‘rest of life” basis. However this
approach allows us o isolate the impact of investment risk on claimant outcomes.

44  One of the key assumptions made with regards to the damage profile is the length of
time ower which damages are applicable. This is because retum expeciations are
different over different time periods — for example retum expectations over the short
term might (as now) be lower than retum expectations over the longer term. As a
result of this, claimants currentty with shorter award periods will typically achieve
lower investment retums than claimants with longer award periods.

45  This means that the claimant outcomes considered in this report are likely to be
highly sensitive to the length of the award and the 30 year award period presented is
intended to be illustrative rather than representative. That said 20 years can broadhy
he considered as somewhere between “short” awards (for example given fo those
with severe injuries, lower life expectancy or older claimants) and “long™ awards (for
example given to younger claimants). The award is also broadly consistent with “loss
of eamings” damages awarded to a claimant in their mid-late 30s (as included in the
consultation document).

Investment strategies

46  During the consultation period, MoJ consulted with wealth managers and investment
advisers on the way in which claimants invest their awards and the way in which they
are advised to invest their award. Based on this information, MoJ has provided GAD
with two assumed investment strategies to be used for the basis of our analysis.
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47T  Our understanding is that the advisers gave a range of strategies to reflect potential

48

49
410

411

different nsk preferences amongst claimants. MoJ grouped these recommendations
by risk tolerance and have provided us with an “average’ or ‘representative’
investment strategy for two porifolios:

= Portfolio A — this is an average or typical portfolio invested in by personal injury
claimants, based on evidence from wealth managers and investment advisers of
what claimants do and are advised to do, which corresponds most closely with a
“low risk” investment strategy for personal injury claimanits; and

= Porifolio B — this is an average or typical portfolio invested in by personal injury
claimants, based on evidence from wealth managers and investment advisers of
what claimants do and are advised to do, which comesponds to claimants who
were described as taking more risk than claimants adopting Porifolio 4. It is
based on MoJ's interpretation as being representative of the highest risk
investment strategy that wealth managers and investment advisers would
recommend or have recommended o personal injury claimants.

The assumed investment sirategies included in our analysis are shown below:

Figure 2 — Assumed [nvestment Strategies
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More details on the investment strategies is shown in Annex A

We have not independently verified the strategies above from the consultation
responses. However during discussions with MoJ we have commented on the
assumptions made by them in deriving these strategies and we are satisfied with the
approach and assumptions in deriving these sirategies.

However, we would siress that the strategies shown and analysed in this report are
just two possible strategies and that there is no universally accepted definition of,
say, a low risk investor' or a ‘low risk investment strategy’. That said, we are satisfied
that the strategies shown provide a reasonable range of the strategies advised fo
claimants and as this analysis is only intended to be illusirative, we think it is
appropriate for demonstrating the potential range of outcomes.
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