Terms of Reference- PIDR first review Government Actuary

Introduction

The Damages Act 1996 (“the Act”) requires the Lord Chancellor to start a review of the
personal injury discount rate (“the rate”) within 90 days of the amendments made to the Act
by the Civil Liability Act 2018 coming into force. This occurred on 20 December 2018. The
review of the rate must start on or before 19 March 2019.

The Act provides that the Lord Chancellor must review the rate and determine whether it
should be (a) changed to a different rate, or (b) kept unchanged.

The Act requires the Lord Chancellor in conducting the review to consult the Government
Actuary and HM Treasury.

This paper sets out the terms and content of the Lord Chancellor’s statutory consultation
with the Government Actuary.

Background

The rate is the rate of return prescribed by the Lord Chancellor by order from time to time
under the Act or, as is the case at present, deemed to be prescribed under section 10(3) of
the Civil Liability Act 2018. The court is required to take the rate into account in determining
the return to be expected from the investment of a sum awarded as damages for future
pecuniary loss in an action for personal injury.

The rate of return to be set by the Lord Chancellor is the Lord Chancellor’s estimate of the
rate of return that a recipient of relevant damages could reasonably be expected to achieve
if the recipient invested the relevant damages for the purpose of securing that—

(a) the relevant damages would meet the losses and costs for which they are
awarded;

(b) the relevant damages would meet those losses and costs at the time or times
when they fall to be met by the relevant damages; and

(c) the relevant damages would be exhausted at the end of the period for which they
are awarded

In determining the rate, the Lord Chancellor must have regard to the actual returns available
to investors and the actual investments made by investors of relevant damages. The Lord
Chancellor is also to assume that the investor is properly advised.

The practice to date has been to set a single rate for all cases, but the Lord Chancellor’s
order may prescribe different rates of return for different classes of case.

The Act requires that:

e The Lord Chancellor must determine the rate within 140 days of the review
commencing.

e The consultation of the Government Actuary must start within the period of 20 days
beginning with the day on which the 140-day review period starts.

¢ In making his assessment of what the rate should be the Lord Chancellor may make
assumptions but is required to assume that:

o] the recipient is properly advised on the investments;
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o] the damages are awarded as a lump sum; and

o] the recipient of the relevant damages invests the relevant damages in a
diversified portfolio of investments using an approach that involves (i) more risk than
a very low level of risk, but (ii) less risk than would ordinarily be accepted by a
prudent and properly advised individual investor who has different financial aims.

¢ In making his assessment of what the rate should be, the Lord Chancellor may take
other factors into account but must:

o have regard to the actual returns that are available to investors;

o have regard to the actual investments made by investors of relevant
damages; and

o] make appropriate allowances for taxation, inflation and investment
management costs.

¢ In deciding what response to give to the Lord Chancellor, the Government Actuary
and the Treasury must take into account the duties imposed on the Lord Chancellor
in relation to the determination of the rate.’

In preparation for the review the Ministry of Justice published Setting the Personal Injury
Discount Rate A call for Evidence ?on 6 December 2018. The period for responses to the
Call for Evidence ended on 30 January 2019.

Following commitments made by the MoJ in March 2018 in its response to the report of the
Justice Select Committee on the draft personal injury discount rate clause published in
September 2017, the ModJ has also commissioned the Government Actuary’s Department
(“GAD”) to carry out further research and analysis based on the results published in GAD’s
July 2017 report Ministry of Justice Personal Injury Discount Rate Analysis.® This report was
intended “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 [March 2017] consultation,* reflect the way that claimants invest their
award and the way in which they are advised to invest their award by their investment
advisers.”

The replies received to the Call for Evidence and the results of GAD’s further research and
analysis will be provided to the Government Actuary to assist him in preparing his response
to the Lord Chancellor.

The Government Actuary’s role
The Government Actuary’s role in relation to carrying out the first review is advisory. The
Lord Chancellor is not required to follow the advice of the Government Actuary.

The purpose of the Government Actuary’s response to the Lord Chancellor's consultation is
to provide advice to the Lord Chancellor on matters he needs to consider to make a
reasoned and informed decision on the setting of the rate. The matters on which the Lord

1 See Damages Act 1996, schedule A1, para 4.

2 https://consult.justice.gov.uk/

3 https://consult.justice.gov.uk/digital-communications/personal-injury-discount-rate/results/gad-analysis.pdf
4 The Personal Injury Discount Rate How it should be set in future published March 2017 by the Ministry of
Justice and the Scottish Government.

5 Ministry of Justice Personal Injury Discount Rate Analysis para. 1.1: see footnote 1.
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Chancellor is seeking the advice of the Government Actuary are specified below under
Terms of Consultation.

The Government Actuary is to act independently in the preparation of his response to the
Lord Chancellor’s request.

The Government Actuary will take into account the responses to the Call for Evidence and
the further research and analysis carried out by GAD in considering the Lord Chancellor’s
request, but is entitled to decide what other evidence, including oral evidence, to consider in
the course of preparing his response to the Lord Chancellor’s consultation and what weight
to give to the evidence that he considers. He may also draw conclusions from his own
experience.

The Government Actuary must respond to the Lord Chancellor’s consultation within 80 days
of the Lord Chancellor requesting his response (beginning with the day of the request).

The Government Actuary’s role as a statutory consultee ends on the delivery of his response
to the Lord Chancellor’s request to the Lord Chancellor.

Acting as a statutory consultee will not restrict or inhibit the ability of the Government Actuary
and GAD to provide advice to the Lord Chancellor and his department outside the scope of
the statutory consultation at any time, including during the statutory consultation period.

Reporting
The Government Actuary will provide a written report to the Lord Chancellor in response to
the Lord Chancellor’s request.

The report must contain a reasonable explanation of the advice provided. All conclusions set
out in the response must be presented in such a way as to make clear the reasoning and
evidence on which they are based.

The format of the report is to be agreed between the Government Actuary and the Lord
Chancellor prior to completion.

The Government Actuary must provide his report within 80 days of the date on which the
response is requested.

Publishing of information

The Government Actuary’s report to the Lord Chancellor will remain confidential until the
review is concluded. The Government Actuary’s report will be published when the Lord
Chancellor announces the outcome of the first review.

The Government Actuary’s report may be redacted, if necessary, to comply with the
requirements of the Data Protection Act 2018.

Managing conflicts of interest

The Government Actuary leads a non-ministerial department, providing expert actuarial
advice to government. As members of the Institute and Faculty of Actuaries, the Government
Actuary and GAD’s actuarial staff are subject to professional guidance and requirements
which, amongst other things, requires that conflicts between clients are appropriately
identified and managed. GAD has provided the Ministry of Justice, and other relevant clients,
with information on controls and procedures that GAD has implemented in order to ensure
that the Government Actuary will not be influenced, nor appear to be influenced, by private
interests of any clients of GAD, or any other bodies, in responding to the Lord Chancellor’s
consultation.
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Support

Support for the Government Actuary in preparing his response to the Lord Chancellor’s
consultation will be provided by GAD. GAD charges fees to recover costs and fees. These
fees and other reasonable expenses incurred by GAD in supporting the Government
Actuary’s response will be charged to the Ministry of Justice.

Terms of consultation
The Lord Chancellor requests the advice of the Government Actuary on the matters that
should be taken into account in the setting of the rate.

The Lord Chancellor acknowledges that the circumstances of claimant investors of relevant
damages are likely to vary considerably: for example, in relation to the nature and duration of
their injuries, their attitudes to risk, and the size of their awards — as well as in the sums they
may need to pay in investment management costs and tax. The Lord Chancellor therefore
considers that the setting of the rate requires a significant degree of aggregation of
circumstances and approximation of outcomes; and that the possible characteristics and
approaches of claimants will have to be considered in the round.

It may therefore be relevant for the Lord Chancellor when deciding the permissible range of
rates and where within that range to set the rate to understand the effect of setting the rate
at a particular level on different types of claimants facing different circumstances and making
different decisions.

The Lord Chancellor appreciates that in providing advice on matters relevant to the setting of
the rate the Government Actuary will face similar challenges and need to make assumptions
as to the circumstances of claimants to present his advice. The Government Actuary is
asked to disclose assumptions made in the preparation of his advice.

General considerations

To help the Lord Chancellor determine the rate, the Government Actuary is asked to provide
advice on how the return that it is reasonable to expect the claimant envisaged by the Act to
achieve might vary due to:

e The range of portfolios that could satisfy the assumptions that the Lord Chancellor is
required to make under the Act.

e The range of periods over which claimants might be required to invest their award.

e The different rates of inflation with which claimants’ damages might inflate.

¢ The potential range of costs that claimants might be expected to meet in maintaining
their portfolio in terms of investment management expenses, advice and tax.

Further details on each of these areas is described further below.

When presenting his advice, the Government Actuary is asked to quantify how the returns
that are expected by recipients of relevant damages, and the risk associated with those
returns, compare to a range of possible discount rates — such that the Lord Chancellor can
make assessments of the probability of claimants earning a return that is over or under the
discount rate. When providing his advice, the Government Actuary is asked that the returns
on investments are expressed relative to the Consumer Price Index.
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Investment portfolios

The Lord Chancellor requests advice from the Government Actuary on the content of
suitable diversified portfolios for consideration in the setting of the rate (specifying for each
portfolio the types and mix of investments included):

e These portfolios should illustrate the range of investment risk approaches permitted
by the Act.

o The Lord Chancellor acknowledges that there is a possibility that not all properly
advised claimants will invest in accordance with the advice they have been given.
The Lord Chancellor nonetheless considers that it is reasonable to assume that the
majority will do so, particularly in relation to the awards paid to the most seriously
long-term injured individuals.

Period of investment / type of claimant

The Lord Chancellor requests that the Government Actuary should consider in the
preparation of his advice an assessment of the effect of the period over which the claimant is
required to meet damages. The Government Actuary is asked to demonstrate how the return
that it is reasonable to expect the claimant envisaged by the Act to achieve might vary for:

e A claimant investing over a short period.
e A claimant investing over a long period.

Inflation

The Lord Chancellor requests that the Government Actuary should consider in the
preparation of his advice an assessment of the effect of the different rates of inflation with
which claimants’ damages might inflate. The Government Actuary is asked to demonstrate
how the return that it is reasonable to expect the claimant envisaged by the Act to achieve
might vary fora claimant whose damages inflate in line with the Consumer Price Index as
against any other measure of inflation deemed appropriate to consider.

Investment management expenses and advice

The Lord Chancellor acknowledges that costs associated with investment management
expenses and advice will differ depending on the investment management approach
adopted. In general terms, a passive investment approach attracts a lower level of charges
than active investment management. However, depending on the period in question and the
skill of the manager, an active approach may result in returns, before charges, that are lower
or higher than comparative passive, market linked returns.

The Lord Chancellor requests advice from the Government Actuary as to what, in the setting
of the rate, the effect of adopting a passive approach would be, and how sensitive this effect
would be to adopting an active management approach.

Taxation

The Lord Chancellor acknowledges that different claimants will pay different amounts of
taxation reflecting their individual financial circumstances. Some claimants may have no
other financial resource than from their award and be able to use all their personal
allowances against the income and capital it produces, others may have significant financial
resource. The Lord Chancellor requests advice from the Government Actuary as to the best
approach to take in making allowance for the effect of taxation in the setting of the rate and
what the effect of taking that approach would be.
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Multiple rates

The Lord Chancellor requests advice from the Government Actuary on:

How the Government Actuary’s advice would change if the Lord Chancellor were to
set multiple rates with reference to the duration of the award, rather than set a single
rate.

Relevant considerations that the Lord Chancellor might consider when deciding
whether to adopt a single rate or multiple rates.

Other matters

The Lord Chancellor also requests advice from the Government Actuary on the following:

Sensitivity analysis —There may be claimants whose circumstances do not match the
scenarios or assumptions outlined above. As such, the Lord Chancellor also requests
that the Government Actuary consider the sensitivity of the outcomes of these
scenarios to the factors that may change from case to case.

Assumptions — Whether there are any further assumptions (beyond those specified in
the Act) that the Lord Chancellor should make in the setting of the rate; and what the
effect of those assumptions would be?

Factors — Whether there are any further factors (beyond those specified in the Act)
by which the Lord Chancellor should be informed in setting the rate; and what the
effect of those factors would be?

If the Government Actuary considers that there are other matters that he wishes to draw to
the attention of the Lord Chancellor, the Lord Chancellor will be pleased to consider them.



