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Récemment, le gouvernement de I’Ontario a introduit un systéme partiel d’assurance-automobile
sans responsabilité. Un objectif déclaré de cette politique était de promouvoir I'intérét public.
Incidemment, I'industrie de ’assurance était en général d’accord avec cette décision. Est-il possible
qu’a la fois la société en général et I'industrie de ’assurance puissent tirer avantage d’un systéme
d’assurance-automobile sans responsabilité? Ce texte examine la décision d’instaurer un systéme
d’assurance-automobile sans responsabilité en Ontario du point de vue de I'industrie de I’assurance
et du point de vue du bien-étre collectif. Le texte montre que 1'industrie a été amenée a faire du
lobbying en faveur du nouveau systéme a cause de la réglementation que le gouvernement avait
adopté sur les primes d’assurance. Il était rationnel pour I'industrie de chercher des contraintes sur
les colits alors qu’il existait des restrictions du coté des revenus. En général, I'information disponible
suggére qu’un systéme sans responsabilité n’améliorera pas le bien-étre collectif.

Recently the government of Ontario introduced a partial no-fault system for automobile insurance.
One stated objective of this policy was to promote the public interest. Interestingly, the insurance
industry was generally supportive of this decision. Is it possible that both society in general and the
industry can benefit from no-fault automobile insurance? This paper examines the decision to
implement no-fault automobile insurance in Ontario from the industry’s perspective and from an
overall welfare perspective. The paper argues that the industry was induced to lobby for no-fault
automobile insurance provisions as a result of the government’s prior regulation of insurance
premiums. It was rational for the industry to want ‘cost restraints’ in the presence of these ‘revenue’
restrictions. In general, the available evidence suggests that the no-fault policy will not be welfare
enhancing.

I Introduction

In June 1990, the government of Ontario
introduced a partial no-fault insurance
scheme for automobile accidents.! The no-
fault policy was part of the ‘Ontario Mo-
torist Protection Plan’? that was imple-
mented in order to ‘... respond to the num-
ber and severity of automobile accidents
and the dramatic increases in insurance
rates in recent years’ (Wyatt, 1989:1). This

followed intense lobbying by the Insurance
Bureau of Canada on behalf of the majority
of automobile insurance companies for
some form of no-fault insurance policy. Is
no-fault automobile insurance desirable
both to the driving public and to the in-
surance industry? This paper provides an
answer to this question.

The paper examines the behaviour of
two key players — the provincial govern-
ment and the insurance industry - in the
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switch to a no-fault automobile insurance
system in Ontario. It examines this decision
in light of the stated government objective
of promoting the public interest, and ex-
plains why the automobile insurance in-
dustry supported it. Thus, the paper
addresses two issues: why does the in-
surance industry find no-fault desirable;
and, does no-fault actually enhance the
public’s welfare.

The recent history of the automobile in-
surance market in Ontario consists of three
periods: a liability legal regime without
price regulation (pre-1987); price regula-
tion (1987-1990); and, a partial no-fault
legal regime with price regulation. The con-
tention of this paper is that the automobile
insurance market is essentially competi-
tive,3 implying that the second period is in-
herently unsustainable. This means that
once price regulation is in place, it is
rational for the industry to lobby for no-
fault insurance. Therefore the relevant pe-
riods for the purpose of welfare comparison
are the first and third - comparing a liabil-
ity insurance regime without price regula-
tion to a no-fault system with price regula-
tion.

The paper first reviews the difference be-
tween a no-fault and a liability insurance
system, focussing on the distinction be-
tween first party and third party insurance.
It then examines recent government forays
into the automobile insurance market in
Ontario, and the resulting industry re-
sponses. The social desirability of no-fault
is then addressed, based on a discussion of
the possible link between no-fault and traf-
fic accidents. The last section of the paper
offers some concluding remarks.

II The No-Fault/Liability Distinction

A liability insurance regime entails the de-
termination of fault or liability in the event
of an accident. Most commonly, the court,
or a pre-trial settlement, delineates the pro-
portion by which each party contributed to
the accident (their ‘liability’). For instance,
in a two car collision, it may be determined

that one driver was 60 per cent at fault and
the other driver was 40 per cent at fault.
The first driver is thus responsible for 60
per cent of the damages caused to the sec-
ond driver, whereas the second driver is re-
sponsible for 40 per cent of the damages of
the first driver. This responsibility for the
damages caused to others is called ‘third
party liability’ and is covered by liability in-
surance.

No-fault insurance, by contrast, does not
require the determination of fault before
damages are compensated. Drivers insure
against personal damages (‘first party in-
surance’), which are indemnified regard-
less of culpability in an accident. In addi-
tion to these first-party compensation
provisions, a no-fault insurance regime en-
tails some limitations on the right of the vic-
tim (the ‘third-party’) to sue for additional
damages.

The debate regarding the desirability of
no-fault versus liability automobile in-
surance is by no means clear-cut. Each side
boasts numerous proponents, and the de-
bate centres on which regime maximizes
net social benefits. Typically, proponents of
no-fault insurance argue that it leads to an
increase in social benefits by reducing the
costs of administering the insurance sys-
tem.? The principal reason for operating a
legal liability system for vehicle accidents is
to induce drivers to take more care when on
the road since otherwise they would be re-
sponsible for the damages caused to others
(the so-called deterrence effect of a liability
system).

Proponents of no-fault argue that a lia-
bility regime does not deter accidents for
two reasons. Since liability insurance ex-
ists, drivers do not pay the full cost of their
behaviour, and hence, do not drive any
more carefully within a liability system. As
well, even if drivers do respond to legal lia-
bility, most accidents are random events
that could not be avoided amyway.6 Those
who argue for a liability system insist that
there is a deterrent effect from liability
even in the presence of insurance. This re-
sults in an accident rate lower than it would
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be with a no-fault regime. Thus, legal lia-
bility contributes to social welfare by induc-
ing drivers to take more care, leading to
fewer accidents than would occur in the ab-
sence of liability.

Any conclusion as to which regime is
more socially desirable rests upon empiri-
cal analyses of their costs and benefits. In
particular, one must establish the link, if
any, between no-fault and driving care
(measured by the number of accidents).
Empirical analysis is also required to deter-
mine the magnitude of the potential admin-
istrative cost savings attributable to a no-
fault regime. These are discussed in section
V below. The paper now turns to an exami-
nation of the role of government in the au-
tomobile insurance market in Ontario over
the past decade, and the industry’s re-
sponse.

III Recent Government
Intervention in the Automobile
Insurance Market

The Ontario government’s decision to in-
tervene in the automobile insurance
market followed at least four years of inten-
sive scrutiny of the industry. Part of the
scrutiny arose from the perception that the
entire liability insurance market was ‘in
crisis’. The government responded to this
crisis by first regulating the prices charged
for automobile insurance and then later by
implementing a no-fault insurance scheme.

In Ontario, three government-sponsored
examinations were conducted into various
aspects of automobile insurance provision:
the Ontario Task Force on Insurance, 1986
(the Slater Report); the Report of Inquiry
into Motor Vehicle Accident Compensation
in Ontario, 1988 (the Osborne Commis-
sion); and the Ontario Automobile In-
surance Board (OAIB) hearings report of
1990. The mandate of the Slater Report was
to examine the whole range of property and
casualty insurance in Ontario. The other
two reports dealt exclusively with automo-
bile insurance.

The Slater Report recommended that
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some form of no-fault automobile in-
surance may be desirable, citing certain
symptoms of the liability crisis as the basis
for this recommendation. This was not sur-
prising given that the report immediately
followed a period of rapidly rising liability
premiums — and was written in the midst of
public outcry for some control over the au-
tomobile insurance industry.7 The report
further suggested that the ability of the
legal system to deter accidents is weak
whenever liability insurance is available.
Slater also pointed out, possibly to
allay criticism of no-fault insurance, that
the incentive to drive carefully can be en-
hanced in a no-fault system by some type of
penalty-rating system (Government of On-
tario, 1986:102). The ability of first party,
no-fault systems to provide prompt com-
pensation is reiterated by this report, and
is essentially incontrovertible.

As a direct result of the Slater Report’s
findings, the Osborne Commission was es-
tablished specifically to examine the desira-
bility of no-fault automobile insurance for
Ontario. A partial no-fault system was rec-
ommended, based upon the ‘... interests of
those who suffer injury ... and the interests
of Ontario’s drivers ..." (Government of On-
tario, 1988:1:506). Although the report cor-
rectly acknowledges that a liability system
may induce more driving care and that cost
savings are likely to be minimal with a par-
tial no-fault scheme, it concludes, some-
what arbitrarily, that legal liability and no-
fault can effectively co-exist: that the ‘best
of both worlds’® can be achieved (Govern-
ment of Ontario, 1988:1:506,530).

One consequence of the Osborne Com-
mission report was the creation of the now
defunct ‘Ontario Automobile Insurance
Board’ (OAIB) in 1988. The OAIB was re-
quested to hold public hearings to examine
a number of no-fault options for Ontario.
Various experts were commissioned by the
OAIB to examine these options. Not sur-
prisingly, the evidence presented to the
Board concerning the magnitude of the
potential cost savings and other benefits
from no-fault was ambiguous. Proponents



and opponents of the scheme alike pre-
sented their views and statistics concerning
the potential effects of a no-fault system.

In addition to this ongoing scrutiny, the
government of Ontario, in April 1987, im-
posed a ‘voluntary’ cap on automobile in-
surance premium increases of 4.5 per cent
per annum.? The fact that there was a stag-
gering 134 per cent increase in the number
of drivers who were unable to purchase au-
tomobile insurance coverage in the regular
market from 1987 to 1989 suggests that this
voluntary cap was binding (Facility Asso-
ciation, 1989:13). Two years later, the rate
regulation was changed to a mandatory
ceiling on insurance premium increases of
7.6 per cent per annum. Available evidence
suggests that this regulation constrained
the operations of the firms in the insurance
industry.m

A partia no-fault automobile in-
surance system was introduced in Ontario
in June 1990. This system has a ‘verbal’
threshold beyond which individuals have
legal recourse: the threshold is defined as
‘... death, permanent serious disfigure-
ment, or permanent serious impairment of
an important bodily function caused by a
continuing injury which is physical in na-
ture ..’.** In addition, the Ontario In-
surance Commission was established to
oversee the industry. Insurance firms have
also begun to set premiums which are more
sensitive to the individual’s driving record.

111

IV Regulation, No-Fault and the
Behaviour of the Insurance Industry

Automobile insurance is compulsory in
every jurisdiction in Canada. Within a com-
pulsory insurance regime this paper con-
siders four possible states of the world:
liability without price regulation; liability
with price regulation; no-fault with price
regulation; and no-fault without price reg-
ulation. The first three states correspond to
recent events in Ontario: prior to 1987
there existed a liability system without
price reg’ulation;13 from 1987 to 1990 prices
were regulated; and, after June 1990, a

price regulated (partial) no-fault regime
emerged. However, liability with price reg-
ulation, and no-fault without price regula-
tion, are unlikely to be sustainable
equilibria.

1 Price Regulation and Liability Insurance
Price regulation could persist over time in
a liability insurance system if the industry
had sufficient monopoly power — earning
economic profits in the long run.4 As long
as the producer continues to earn rea-
sonable profit, the insurance service will
continue to be provided. However, price
regulation in a market in which firms are
not earning long-run profits is not sustain-
able.

Despite the fact that the insurance in-
dustry in North America has been closely
scrutinized for some time, researchers have
been unable to find consistent evidence of
market power in this industry (Ippolito,
1979; Harrington, 1984; Suret, 1991). In
Canada, measures like concentration ratios
and Herfindahl indices suggest that the in-
dustry is ‘somewhat competitive’.!® There
is little evidence of economies of scale in the
industry; nor do there appear to be exces-
sive barriers to entry (Potvin, 1988). The
consensus seems to be that the property-
casualty insurance sector in Canada (of
which automobile insurance is a principal
component) is relatively competitive. Thus,
evidence suggests that the industry is ‘com-
petitive’ in the sense that excess profits
tend to zero in the long run. What are the
effects of imposing binding rate regulation
in such a market?

Rate regulation treats different risk
groups asymmetrically: the higher risk
drivers will benefit more from the regula-
tion than the lower risk drivers.'® This will
result in firms trying to reduce the number
of high risk drivers insured. One measure
of this effect is the rise in the number of
drivers who have been unable to purchase
insurance in the regular market following
periods of stringent rate regula’cion17 (Ip-
polito 1979; Mintel 1983; Harrington,
1990). Indeed, as mentioned earlier, there
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was a 134 per cent increase in the number
of drivers who could not purchase in-
surance in the regular market in Ontario
from 1987 to 1989.

Another consequence of rate regulation
is that insurers may reduce the ‘quality’ of
the product offered - this has come to mean
that the service associated with a given in-
surance package is reduced (Pauly, Kun-
reuther and Kleindorfer, 1986). Firms may
also leave the industry, in spite of the fact
that exit from an insurance market may be
costly, for obvious reasons.

Finally, and most important from the
point of view of this paper, firms may lobby
for some kind of compensation regulation
to balance the limits placed on their pre-
mium revenue.® A first party insurance
system, which accompanies no-fault, per-
mits insurance firms to have more control
over the magnitude of expected claims.2°
Firms would be indemnifying their own
clients ~ rather than the victims of their
clients — and hence could match the pre-
mium charged to more specific, driver-
based criteria. Firms can determine more
precisely the expected value of a claim in
the event of an accident.?! However, first
party insurance still requires fault to be de-
termined should an accident occur, with
compensation forthcoming only to the ex-
tent that the driver did not cause the acci-
dent. The amount of compensation remains
subject to court determination. A no-fault
system reduces this latter uncertainty.

Recall that a first party insurance sys-
tem becomes ‘no-fault’ whenever there is
some limitation on the right to sue. Under
no-fault, the compensation owing to a
driver is determined ex ante, and the right
to sue for additional damages is curtailed.?
Thus, insurance firms may benefit from
such a system since they are not subject to
the vagaries of court determined awards. In
addition, firms could save on administra-
tion costs since the amount to be paid to vic-
tims is calculated simply by referring to a
‘benefits chart’. Thus, the fact that, in On-
tario, ‘... a majority of the automobile in-
surance industry favours some form of no
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fault compensation scheme’ is not surpris-
ing (Government of Ontario, 1988:1:507).
Notice that the benefit from no-fault to the
industry is that it provides a means of bet-
ter controlling the costs of providing the in-
surance service. Would no-fault insurance
be desirable if rate regulation were not in
place?

2 No-Fault Insurance in the Absence of
Rate Regulation

In a competitive industry in which firms
earn normal returns over time, there is no
reason why no-fault provisions would re-
sult in higher profits. No-fault insurance
may reduce the variance of claims. How-
ever, to the extent that insurance firms are
in the business of diversifying risks any-
way, this does not provide any incentive for
choosing no-fault over liability. Indeed,
there is no compelling reason for the in-
dustry to lobby for no-fault if binding rate
regulation is not anticipated.

Consider what would happen if the
government for, say, political reasons, de-
cided to switch to a no-fault regime for au-
tomobile insurance. How would the in-
dustry react? As argued above, ceteris
paribus, the industry would earn the same
return under either a liability or a no-fault
(or partial no-fault) regime. However, all
no-fault regimes typically have some form
of government intervention in the form of
determining minimum compensation
levels. In the absence of pressure to in-
crease premiums (i.e. costs were stable)
then the industry would be indifferent be-
tween no-fault and liability. If, however,
costs were rising, and premiums began to
increase, then, under either regime, there
predictably would be some public pressure
for rate regulation.

There are two reasons why the pressure
for rate regulation may be stronger under
a no-fault regime: first, the no-fault policy
may signal that the government is pre-
disposed to intervening in the market; and,
second, within a liability regime the in-
dustry could argue that a portion of the cost
increase was beyond its control ~ namely



the court award system. In a no-fault reg-
ime, the industry is perceived as having
more control over costs, and hence, pre-
mium increases may be attributed to a
desire for greater profits.

The stronger the no-fault regime, the
more likely that rate regulation will accom-
pany it. Rates are regulated in the pure no-
fault reglmes mentioned later in this paper
- Quebec New Zealand, and the North-
ern Territory of Australia. Evidence from
the United States supports this proposi-
tion, although one has to be careful in in-
terpreting this since rate regulation in the
United States permits the industry to cir-
cumvent anti-combines legislat:ion.25 Con-
sequently, many regulatory regimes are in
existence, each with varying degrees of
stringency.

To conclude, the industry in Ontario
favoured a no-fault insurance scheme be-
cause it was subject to binding rate regula-
tion. No-fault represented a way for the in-
dustry to obtain commensurate compensa-
tion (cost) controls. If rates had not been
regulated, then no-fault would have been a
less attractive alternative. Since the auto-
mobile insurance market tends to be com-
petitive, binding rate regulation cannot
persist within a liability regime. Con-
sequently, when examining the welfare
consequences of the government’s no-fault
insurance scheme the appropriate bench-
mark environment is a liability regime
without price regulation. The paper now
turns to the second question posed in the
introduction: Does no-fault automobile in-
surance enhance public welfare?

V Is No-Fault Automobile Insurance
Socially Desirable?

1 The Empirical Evidence on the Link
Between No-Fault and Accidents

The empirical measurement of the impact
of no-fault insurance will depend upon the
type of scheme in operation. In particular,
the more pervasive the no-fault system the
greater will be its effects. No-fault in-
surance systems can be categorized into

two broad groups: ‘pure’ no-fault and ‘par-
tial’ no-fault. The distinction is simple: in a
‘pure’ no-fault system, victims are pro-
hibited from suing for additional damages
no matter how severe their losses are. In a
‘partial’ system, victims are permitted to
sue for additional damages provided that
their losses exceed some specified ‘thresh-
old’ value.28

Econometric studies of the effects of

‘pure’ no-fault on driving behaviour sug-
gest that no- fault results in an increase in
fatal accidents.?” It is important to note
that the number of ‘fatal accidents’ is the
appropriate variable to track when examin-
ing the incentive effects of automobile in-
surance regimes. This category is not sub-
ject to the type of reporting error exgected
with other classes of accidents.?
McEwin (1989) examines no-fault automo-
bile insurance in New Zealand and the
Northern Territory of Australia, and con-
cludes that the abolition of the liability sys-
tem resulted in a 16 per cent increase in
fatalities per capita. In addition, his empiri-
cal investigation entailed jurisdictions that
moved to ‘pure’ no-fault, and ones which in-
troduced compulsory first party insurance
without no-fault. He found that those jur-
isdictions with only compulsory first party
insurance did not experience an increase in
accidents even though these regimes had
non-merit rated premiums.

The province of Quebec is the only North
Amerlcan jurisdiction with a pure no-fault
system ¥ There have been two econometric
studies done specifically to determine the
effect on driving behaviour of the new reg-
ime in Quebec in 1978. Interpreting the re-
sults from Quebec is difficult since a num-
ber of changes occurred simultaneously:
there was a switch in legal regimes from lia-
bility to pure no-fault for bodily-injury ac-
cidents; premiums changed from being ex-
perienced rated to being essentially
invariant to drivers’ behaviour; and, the
no-fault component of automobile in-
surance became publicly provided (Boyer
and Dionne, 1987; Gaudry, 1992). For the
purpose of this paper, the first two changes
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are important.

The first study, Gaudry (1992), con-
cluded that the new regime in Quebec re-
sulted in an overall increase in accident
fatalities of about 9 per cent. He attributes
3.3 per cent of the increase in fatalities to
the flat rated premium structure which was
implemented at that time.3 There has
since been a move in Quebec to correct this
problem. However, another potential
source of moral hazard arises from the fact
that drivers involved in an accident are
compensated irrespective of fault. R.A.
Devlin (1992) estimated that fatal accidents
increased by almost 10 per cent as a direct
result of the new regime. Lt is argued that
this figure comprises moral hazard from in-
appropriate pricing and from no-fault
based compensation. Although it is im-
possible to separate these effects from the
data, she argues that if accidents were to in-
crease by just over 1 per cent as a result of
this second source of moral hazard, then
the costs of the no-fault regime in Quebec
would outwelgh its benefits (Devlin,
1990).3

All of the 15 no-fault states in the United
States have partial no-fault. Indeed, many
of these states have relatively low threshold
values beyond which liability rules come
into effect.33 The empirical evidence from
the US experience with no-fault automobile
insurance is mixed. Landes (1982) is prob-
ably the best known of the empirical studies
of no-fault in the United States, although
its methodology has been seriously ques-
tioned. This study found that fatal acci-
dents increased dramatically as the dollar
value of the threshold increased: a 4 per
cent increase in fatalities per year was at-
tributed to a $500 threshold and an in-
crease in excess of 10 per cent resulted from
a $1,500 threshold.

P. Zador and A. Lund (1986) responded
to Landes’ study and re-examined the prob-
lem, refuting the notion that driving care
was affected by the type of insurance reg-
ime in operation. They found that there was
an insignificant impact on fatal accidents
resulting from no-fault insurance. P.S. Ko-
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chanowski and M.V. Young (1985) also
found that no-fault did not contribute to an
increase in fatal accidents. However, J.D.
Cummins and M.A. Weiss (1992) perform
an in-depth analysis of the various incen-
tives which emanate from no-fault regimes,
and conclude on balance that fatalities are
‘slightly’ higher in no-fault states than in
liability ones.

Although mixed, the evidence on the ef-
fect of legal regimes on driving care cannot
refute the claim that drivers respond to the
type of legal regime in operation. Certainly,
the strength of the response seems to de-
pend upon the type of no-fault system in
place. In Ontario, although there is a par-
tial no-fault system the victim must sustain
a ‘serious injury’ before liability comes into
effect. This is one of the most stringent
forms of partial no-fault automobile in-
surance in existence.

2 The Costs and Benefits of No-Fault
Automobile Insurance
The main social benefits arising from no-
fault automobile insurance are administra-
tive cost savings, and potentially, net
beneﬁts from prompt compensation to vic-
tims.?* There is no doubt that under a no-
fault system in which legal conflict is min-
imized, and compensation rules are clearly
set out, accident victims are promptly in-
demnified. C. Fluet and P. Lefebvre (1986:
165) estimated that in Quebec approxi-
mately 96 per cent of accident victims re-
ceived some compensation within six
months of filing a claim. Under a liability
system this figure was estimated to be 35
per cent. A comprehensive survey of 46,694
automobile insurance claimants conducted
recently in the US by the All-Industry Re-
search Advisory Council (AIRAC) reaches
similar conclusions.”™ In Ontario, the me-
dian time to settle claims was estimated at
10.5 months; with 20 per cent of the claims
not being settled until two or more years
following their instigation (Government of
Ontario, 1991:10).

The potential for administrative cost
savings under no-fault depends upon



whether the system is partial or pure. In a
pure no-fault system insurance companies
need not retain legal services to deal with
court disputes with clients. In a partial no-
fault system, however legal expenses may
still be incurred.3® If the administrative
costs of operating the insurance system are
reduced in a no-fault regime compared to a
liability one, then the insured drivers may
experience a reduction in premiums. One
estimate of the premium reduction result-
ing from the new regime in Quebec is 21 per
cent (Devlin, 1988:184). Not all of this is at-
tributable to no-fault per se, however, as
Quebec also switched to public administra-
tion of the no-fault system as well. This
public provision of insurance meant that,
for instance, the brokerage service was no
longer required, hence reducing the costs of
the system and potentially reducing premi-
ums as well.3” C. Fluet and P. Lefebvre
(1990:379) estimate that 77 cents of every
premium dollar are returned in benefits
under the new regime, whereas only 59
cents were returned in the previous regime.

Other benefits ascribed to no-fault in-
surance include the fact that victims need
not p ay legal fees from their damage
award.”” In the United States in 1987, for
instance, almost 45 per cent of accident
claims (based on the AIRAC sample of
46,268) had attorney representation. On
average, lawyers received about 31 per cent
of average bodily injury payment % The
comparable figure for Canada is lower:
Osborne indicates that 10 to 15 per cent of
settlements are frequently earmarked for
legal costs (Government of Ontario, 1988:
1:358). J. Cheng (1988:553) estimates legal
payments to be approximately 11 per cent
of awards.

The principal cost associated with no-
fault automobile insurance is the social cost
of increased accidents. Accidents may in-
crease since drivers are now compensated
irrespective of fault — leading some drivers
to take marginally less care. A literature ex-
ists which attempts to evaluate the social
loss resultmg from bodily injuries and
death.*® For instance, in Quebec, assuming

that accidents increased as estimated by
Devlin (1992) and using the most conserva-
tive estimates of the social value of life, then
the social cost of the increase in accidents
is about $247 million (1981) annually. The
benefits of the no-fault scheme in Quebec -
most notably the administrative cost
savings as well as the savings due to the
elimination of the brokerage function -
amount to, at most o4 per cent of premi-
ums earned — or about $39 million (1981)
annually. This leads to the conclusion that
if accidents were to increase by just over 1
per cent as a result of moral hazard as-
sociated with compensating drivers irre-
spective of fault, then the costs of no-fault
outweigh its benefits.

VI No-Fault Automobile Insurance
and the Public Interest: Some
Concluding Remarks

The switch to a no-fault insurance system
yields both benefits and costs. One cannot
say unequivocally if any one driver is bet-
ter-off under a no-fault system as opposed
to a liability one. Indeed, the benefits of no-
fault differ significantly across driving
classes. The group that clearly benefits the
most under such a regime is comprised of
the high risk drivers who would not other-
wise be compensated for damages arising
from an ‘at fault’ accident.

All drivers may pay lower premiums as
a result of some administrative savings
from the no-fault regime. However, since
Ontario has a partial no-fault system, the
magnitude of such savings is significantly
reduced, especially when one takes into ac-
count the potential costs associated with in-
terpreting the verbal threshold.

The decision to implement a no-fault au-
tomobile insurance regime in Ontario is dif-
ficult to justify from an overall social wel-
fare point of view. Administrative savings
would have to be more dramatic than avail-
able evidence suggests, before even a small
increase in accidents is justifiable. How-
ever, one can say that the insurance in-
dustry is likely to benefit from this decision
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given that it was also subjected to rate reg-
ulation. The behaviour of the industry prior
to the introduction of no-fault automobile
insurance is consistent with rational be-
haviour in a constrained world. As the in-
dustry had been price regulated since 1987,
it is not surprising that it responded by
supporting some type of ‘compensation reg-
ulation’.

One lesson for policy-makers is the im-
portance of considering the incentive ef-
fects which emanate from intervention in
market operations. Implementing a rate
regulation policy in an industry without
market power will distort various dimen-
sions of the product (service) provided, and
may lead to calls for further government in-
tervention. The events of the past decade or
so in the automobile insurance market in
Ontario attest to this problem.

Notes

*  Many thanks to D. Rowlands, C. LaCasse, K. Day,
A. Plourde, four extremely diligent anonymous
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sightful comments and suggestions. Financial
support was provided by SSHRC grant number
410-91-0164.

1 No-fault insurance entails compensating victims
irrespective of fault and placing limitations on the
right of the victim to sue. However, so-called ‘add-
on’ no-fault (or ‘accident benefits’) provisions
have previously existed in all Canadian provinces,
except Quebec, whereby victims are compensated
some specified amount in the event of an accident,
regardless of fault. In Ontario, such provisions
have been mandatory since 1972. The critical fea-
ture which separates add-on no-fault from the
type of no-fault scheme which is dealt with in this
paper, and which the literature refers to as ‘no-
fault,’ is that under add-on there is no limitation
on the right to sue. Hence a victim may be com-
pensated by the accident benefits provisions and
still sue the at fault driver for damages as well.

2 The Ontario Motorist Protection Plan (OMPP)
entailed a number of provisions, the most impor-
tant being no-fault automobile insurance. It also
included stricter accident prevention policies - in-
cluding higher fines for traffic violations, and li-
cense restrictions on new drivers (Wyatt, 1989).

3 Evidence concerning the structure of the automo-
bile insurance market is provided in section 4 of
the paper.

4 Quebec was the only province in Canada to have
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10

1

12

13

14

15

a no-fault automobile insurance regime prior to
the recent changes in Ontario. Provinces such as
Manitoba, Saskatchewan, and British Columbia
have public, first-party automobile insurance, but
do not limit the victim’s right to sue the injurer
for more damage compensation.

See Keeton and O’Connell (1965) for an excellent
discussion of the benefits of no-fault insurance.
The debate concerning no-fault versus liability au-
tomobile insurance has been described by various
authors; see, for instance, Kochanowski and
Young (1985), or Devlin (1990).

For instance, in Ontario third-party liability pre-
miums for automobile insurance increased, on
average, by over 20% in real terms from 1985 to
1986 (Government of Ontario, 1988:1:275).

That is that the legal system can promote in-
creased driving care by maintaining some ‘liabil-
ity’ and that the costs of administering the
insurance system can be reduced by switching to
some partial no-fault scheme.

Although it is impossible to determine how ‘vol-
untary’ this cap actually was, the OAIB report ap-
pears to take the view that insurance firms were
constrained by this ceiling (Government of On-
tario, 1989:163-70).

See, for instance, Government of Ontario
(1989:166). In addition, shortly after the regula-
tion began in 1987, insurance firms began to re-
fuse to insure certain types of drivers (i.e. the
higher risk driver). The most recent data availa-
ble from the ‘insurer of last resort’ for Ontario
drivers (the ‘Facility Association’) indicates that
in 1987 the Facility paid out 107% of earned pre-
miums for claims, in 1988 this figure soared to
140%. (The ‘Facility Association’ is a residual
market insurer for those drivers who would not
otherwise be able to purchase automobile in-
surance.)

Part V.1 of the paper discusses the difference be-
tween a ‘partial’ and ‘pure’ no-fault system.

See the Ontario Insurance Commission pamphlet
‘What to do when you are in an automobile acci-
dent’.

This is a stylized view of the world. While there
was no rate regulation per se, insurance compa-
nies were encouraged to rely on rates set by the
Insurance Advisory Organization (IAO) which es-
sentially established base rates from which firms
could determine their own. Naturally, one would
expect that rates would be similar across firms.
Of course, price regulation may persist if there are
no pressures to increase prices beyond the regu-
lated limits, or if the price set was the appropriate
one.

For automobile insurance firms in Ontario, over
the period 1974-1984, the average four-firm con-
centration ratio was 31 (with a standard error of
3.6); the average eight-firm concentration ratio
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was 48 (with a standard error of 4.5); and the aver-
age 20-firm concentration ratio was 74 (with a
standard error of 5). The average Herfindahl
index for the same period was .03588 (with a
standard error of .02421) (author’s calculations
from data provided in Potvin, 1988).

The fact that regulation which limits the increase
in premiums to a given percentage has an asym-
metric impact on different rate groups can be
shown in at least two ways. First of all, if the
higher risk group’s costs increase by relatively
more than the lower risk group’s costs - then lim-
iting the increase in premia to the same percent-
age across the groups will benefit the high risk
group more. However, the asymmetric effect of
rate regulation can also be demonstrated by refer-
ring to the method by which insurers classify risk
groups. In general, the firm will categorize a
driver according to his/her ‘broad’ risk class, say
class i, and then refine his/her class within this
broad grouping according to criteria such as years
of infraction-free driving, say j. Hence, a driver’s
premium, Pj; will be determined by his/her class
ij. Rate regulation often limits the premium in-
crease to a given percentage of the base premium
Pjj — i.e. next period’s premium is (I + r)Pj, where
r is the regulated increase. However, a driver who
has an accident, or some driving infraction, can be
bumped into a higher risk class ik, where Pip >
Pjj even when rates are regulated. For that driver,
his/her premium will increase by more than the
allowable ‘r’ %, since his/her rate category has
changed. Notice, however, that a consequence of
the fact that there are a finite number of rate
groups (in fact, i* groups) implies that the pre-
mium for the driver in the highest risk group can-
not change by more than ‘r’ %. Hence, limiting
rate increases to a certain percentage per risk
category benefits those in the worst risk group
relative to others.

Since automobile insurance is essentially man-
datory in all North American jurisdictions, each
jurisdiction has established a method by which
‘uninsurable’ drivers, that is drivers who are un-
able to obtain insurance in the regular market,
can purchase insurance. Commonly, the unin-
surable driver buys insurance from some kind of
pooled-insurance scheme - a residual insurance
scheme - which is operated by all the insurance
companies in the jurisdiction. In Ontario this is
called the ‘Facility Association’. Harrington
(1990), among others, has clearly shown that rate
regulation increases the participation of drivers in
this residual insurance market.

Insurance regulators may impose conditions on
firms which leave the industry in order to protect
the insuring public from ‘hit and miss’ type of
operators. In Massachusetts, following stringent
rate regulation, eight insurance firms, comprising
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25% of the automabile insurance market, left the
industry (Blackmon and Zeckhauser, 1991).

This does not imply that regulation is the only rea-
son why the industry would be concerned about
compensation levels. Indeed, the literature on the
liability insurance ‘crisis’ of the mid-1980s indi-
cates that insurance firms have been regularly
concerned about inappropriate, or ‘irrational,’
damage awards being handed down by the court
system (see, for instance, the discussion in Priest,
1991). Much of the call for legal reform has been
predicated on the perceived inability of the court
system to determine the appropriate damage
award in the event of an accident.

The differences between first and third party in-
surance in this regard are clearly outlined by Cal-
abresi (1984). Note that first party entails a
change in the legal-liability system since drivers
are no longer liable for damages caused to other
drivers, they are indemnified by their own in-
surance company according to their degree of fault
in the accident.

Insurance companies have information concern-
ing their clients’ incomes, family circumstances
(e.g., number of dependents), type of automobile,
and so on. The company knows that if its client is
involved in an accident, and the other party was
to blame, then it will have to reimburse its own
client’s expenses. The company has more informa-
tion concerning the potential magnitude of these
expenses than it would have of some other in-
dividual’s expenses.

For instance, presently in Ontario if an accident
victim is unable to continue to work as a result of
the accident, then the victim will received $600
per week, or 80% of his or her income, whichever
is less.

It has been recently argued that no-fault automo-
bile insurance and price regulation are substitute
policies for controlling prices (Cummins and Ten-
nyson, 1992). This is a persuasive argument and
is consistent with this paper as far as it goes. While
a no-fault policy may result in a lowering of rates
because of administrative cost savings, any con-
sistent pressure on rates to increase will ulti-
mately result in price regulation as well. The
nature of the insurance ‘cycle’ virtually guaran-
tees that there will be periods of cost pressures to
increase rates (see, for instance, Winter, 1991),
In Quebec, the rates are regulated only for the no-
fault component of the insurance package. Private
automobile insurance, covering, for instance,
damages to vehicles, is not subject to rate regula-
tion.

The McCarran-Ferguson Act (1945) enables the
insurance industry to be exempted from federal
anti-combines legislation as long as it is subject to
some form of state price regulation (Ippolito,
1979).
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The threshold may be a stated monetary value, or
it may be a so-called ‘verbal’ threshold in which
the type of damages that would exceed the thresh-
old are described. Of the 15 ‘no-fault’ states in the
United States, 12 have specified dollar thresholds,
and three have verbal ones (U.S. Department of
Transportation, 1985:94,96).

Of course, all of the empirical studies take expli-
cit account of any other influences on the number
of accidents over the period in question, such as
seatbelt and minimum drinking age legislation.
Furthermore, explicit account is generally taken
of the level of driving activity in order that
changes in the number of accidents is not ex-
plained by changes in the number of kilometres
driven. Certainly, any changes in the risk com-
position of the driving population - perhaps in-
duced by a restructuring of premiums - must also
be taken into account in order to obtain a ‘true’
estimate of the moral hazard effect. This is exten-
sively discussed and taken into account in Devlin
(1988).

In a no-fault regime, one is usually not penalized
for reporting a ‘bodily injury’; indeed, the ‘victim’
may be rewarded by compensation. Hitherto
‘property damage only’ accidents may sub-
sequently be reported as having some ‘bodily in-
jury’. The mix of accidents is thus affected by the
regime switch, but not necessarily the severity of
accidents.

An excellent description of the 1978 insurance reg-
ime in Quebec is contained in Boyer and Dionne
(1987).

However, McEwin’s results suggest that this
source of moral hazard may not be so important.
Gaudry also points out that the new regime in
Quebec results in insurance being unavoidable,
which may also affect driving behaviour.

These two studies use different data and estimat-
ing techniques. Gaudry’s study is one part of a
much larger work on the demand for road use in
Quebec.

Since McEwin could control for part of the moral
hazard effect by examining jurisdictions which
had non-experienced rated first party insurance
within a liability regime and within a no-fault one,
his results may be even more persuasive. He con-
cludes that: ‘... the ability to obtain non-economic
loss compensation by meeting court care stand-
ards is obviously an important factor in encourag-
ing driver care and apparently greater than the
impact of moral hazard from the introduction of
compulsory non-merit rated first party personal
injury insurance.’

Of the 12 no-fault states with a dollar threshold,
eight are below $800 (1985 US$) (U.S. Depart-
ment of Transportation, 1985:96).

If individuals derive more satisfaction from
having prompt payments — due to reduced anxiety
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for instance - than firms do from holding finan-
cial assets longer (from additional profits), then
this is a social benefit from no-fault. Otherwise,
the promptness of payments is a distributional
issue.

The AIRAC study also found that insurance pay-
ments depend upon whether or not the claimant
is represented by legal counsel. For instance, ap-
proximately 84% of claimants who did not have an
attorney received some compensation in liability
states within the first six months of reporting the
injury. The comparable figure in no-fault states
was 95%. Only 27% of those individuals with legal
representation in a liability system received com-
pensation within the first six months; in the no-
fault states that figure was 85%. (Author’s
calculations from Table 6-29 in AIRAC (1989:
17,

Although, one would expect that the magnitude of
legal expenses would be lower if legal wrangling
were reduced.

Brokers generally act as a liaison between in-
surance firms and consumers in the market. If
there is only one public insurance firm, then this
service is no longer required. In addition to these
cost savings, the publicly administered system in
Quebec also co-ordinated insurance payments
with payments from other public sources, such as
the health care system. This could also lead to a
reduction in insurance premiums (see Devlin,
1988, especially chap. 8 for details).

Economists would argue that the fact that victims
‘save’ legal costs may not be overall savings to the
community (it merely redistributes money from
lawyers to victims). However, to the extent that
the court system is operating at capacity, reduc-
ing the number of automobile accident court cases
certainly frees-up valuable legal resources for
other uses.

Author’s calculations, AIRAC (Table 6-18, p.107).
See, for instance, Viscusi (1983) and Meng and
Smith (1990).

Devlin (1990) uses favourable estimates of savings
from the Quebec regime as the basis of compari-
son. These are consistent with the savings esti-
mated by Fluet and Lefebvre (1990). However, in
contrast with Fluet and Lefebvre, Devlin takes ex-
plicit account of the social cost of accidents result-
ing from a no-fault regime — hence reaching the
opposite conclusion. In addition, Fluet and
Lefebvre argue that average compensation in-
creases after no-fault. The data on average com-
pensation, however, are extremely difficult to
compare across jurisdictions since both the
numerator — the total amount of compensation
paid ~ and the denominator — the number of re-
cipients — are quite different under each regime.
For instance, in the Quebec no-fault system (and
in the current Ontario one) explicit account is



taken of other sources of compensation for victims
— such as health insurance. Under a liability sys-
tem, a victim receives compensation for all dam-
ages, including those that are covered by other
sources of insurance. In the no-fault regimes, vic-
tims are only compensated once.

References

All-Industry Research Advisory Council
(AIRAC) (1989) Compensation for Automo-
bile Injuries in the United States (Oak Brook,
IL: AIRAC).

Blackmon Jr., G.B., and R. Zeckhauser (1991)
‘Mispriced Equity: Regulated Rates for Auto
Insurance in Massachusetts,” American
Economic Review, 81:3:65-69.

Boyer, M. and G. Dionne (1987) ‘Description and
Analysis of the Quebec Automobile In-
surance Plan,” Canadian Public Policy - Ana-
lyse de Politiques, X111:2:181-95.

——(1989) ‘Moral Hazard and Experience Rat-
ing: An Empirical Analysis,” Review of
Economics and Statistics, LXXI:1:128-34.

Calabresi, G. (1984) ‘First Party, Third Party,
and Product Liability Systems: Can
Economic Analysis of Law tell us Anything
about them?,’ Iowa Law Review, 69:833.

Cheng, J. (1988) ‘Motor Vehicle Claims Survey.
In Government of Ontario, Osborne Com-
mission, Report of Inquiry into Motor Vehicle
Accident Compensation in Ontario, Vol. II.

Cummins, J.D. and S. Tennyson (1992) ‘Con-
trolling Automobile Insurance Costs,’ Jour-
nal of Economic Perspectives, 6:2:95-115.

Cummins, J.D. and M.A. Weiss (1992) ‘Incentive
Effects of No-Fault Automobile Insurance:
Evidence from Insurance Claim Data.’
Pp.445-70 in G. Dionne (ed.), Contributions
to Insurance Economics (Boston, MA:
Kluwer Academic Publishers).

Devlin, R.A. (1988) ‘Liability versus No-Fault
Automobile Insurance Regimes: An Analysis
of the Experience in Quebec.” Unpublished
doctoral dissertation, Department of
Economics, University of Toronto.

—— (1990) ‘Some Welfare Implications of No-
Fault Automobile Insurance,” International
Review of Law and Economics, 10:193-205.

—— (1992) ‘Liability versus No-Fault Automo-
bile Insurance Regimes: An Analysis of the
Experience in Quebec.” Pp.499-520 in G.
Dionne (ed.), Contributions to Insurance
Economics (Massachusetts: Kluwer Aca-
demic Publishers).

Facility Association (1989) 1989 Facility Asso-
ciation Experience, Vol. I (Toronto: Facility
Association).

Fluet, C. and P. Lefebvre (1986) ‘L’assurance
automobile au Québec: Bilan d’une réforme,’
Régie de ’assurance automobile du Québec,
février.

—— (1990) ‘L’évolution du prix réel de ’as-
surance automobile au Québec depuis la
réforme 1978, Canadian Public Policy -
Analyse de Politiques, XV1:4:374-86.

Gaudry, M. (1992) ‘Measuring the Effects of the
No-Fault 1978 Quebec Automobile Insurance
Act with the DRAG Model.” Pp.471-98 in G.
Dionne (ed.), Contributions to Insurance
Economics (Boston, MA: Kluwer Academic
Publishers).

Government of Ontario (1986) (D.W. Slater
Chairman) Ontario Task Force on Insurance,
Vols. I and II (Toronto: Queen’s Printer).

—— (1988) (C.A. Osborne Commissioner) Re-
port of Inquiry into Motor Vehicle Accident
Compensation in Ontario, Vols. I and II
(Toronto: Queen’s Printer).

—— (1989) Ontario Automobile Insurance
Board (OAIB), An Examination of Threshold
No-Fault and Choice No Fault Systems of
Privately Delivered Automobile Insurance
(Toronto: Queen’s Printer).

—— (1991) Minister of Financial Institutions,
The Road Ahead (Toronto: Queen’s Printer).

Harrington, S.E. (1984) ‘The Impact of Rate
Regulation on Automobile Insurance Loss
Ratios: Some New Empirical Evidence.’
Journal of Insurance Regulation, 3:182-202.

—— (1990) ‘The Relationship between Volun-
tary and Involuntary Market Rates and Rate
Regulation in Automobile Insurance,” Jour-
nal of Risk and Insurance, LVII:1:9-27.

Ippolito, R. (1979) ‘The Effects of Price Regula-
tion in the Automobile Insurance Industry,’
Journal of Law and Economics, 22:55-89.

Keeton, W.R. and J. O’Connell (1965) Basic Pro-
tection for the Traffic Victim, a Blueprint for
Reforming Automobile Insurance (Boston:
Little, Brown, and Co.).

Kochanowski, P.S. and M.V. Young (1985) ‘De-
terrent Aspects of No-Fault Automobile In-
surance: Some Empirical Findings,’ Journal
of Risk and Insurance, 52:269.

Landes, E.M. (1982) ‘Insurance, Liability and
Accidents: A Theoretical and Empirical In-
vestigation of the Effect of No-Fault on Acci-
dents,’ Journal of Law and Economics,
XXV:1:49-65.

Automobile Insurance in Ontario 309



McEwin, L.R. (1989) ‘No-Fault and Road Acci-
dents: Some Australasian Evidence,’” Inter-
national Review of Law and Economics,
9:1:13-24.

Meng, R.A. and D.A. Smith (1990) ‘The Valua-
tion of Risk of Death in Public Service Deci-
sion-Making,” Canadian Public Policy -
Analyse de Politiques, XV1:2:137-44.

Mintel, J.K. (1983) ‘The Effects of the Pricing of
Private Passenger Automobile Insurance
sold through Residual Market Mechanisms
on Competition and Market Structure,’ Jour-
nal of Insurance Regulation, 1:289-307.

Pauly, M., H. Kunreuther and P. Kleindorfer
(1986) ‘Regulation and Quality Competition
in the U.S. Insurance Industry.” In J.
Finsinger and M. Pauly (eds.), The Econom-
ics of Insurance (New York: St. Martin’s
Press).

Potvin, P. (1988) ‘The Structure of the Ontario
Automobile Insurance Industry.” Pp.224-81
in, Government of Ontario (‘Osborne Com-
mission’), Report of Inquiry into Motor Ve-
hicle Accident Compensation in Ontario,
Vol.I1:224-81.

Priest, G.L. (1991) ‘The Modern Expansion of
Tort Liability: Its Sources, Its Effects, and Its

310 Rose Anne Devlin

Reform,’” Journal of Economic Perspectives,
5:2:31-50.

Suret, J-M. (1991) ‘Scale and Scope Economies
in the Canadian Property and Casualty In-
surance Industry,” The Geneva Papers on
Risk and Insurance, 59:1:236-56.

United States. Department of Transportation
(1985) Compensating Automobile Accident
Victims, A follow-up Report on No-Fault Au-
tomobile Insurance Experiences.

Viscusi, W.K. (1983) ‘Alternative Approaches to
Valuing the Health Impacts of Accidents:
Liability Law and Prospective Evaluations,’
Law and Contemporary Problems, 46:4:49—
68.

Winter, R.A. (1991) ‘The Liability Insurance
Market,” Journal of Economic Perspectives,
115-36.

Wyatt, Special Memorandum (1989) ‘Proposed
Ontario Motorist Protection Plan "No Fault
Insurance”,” October, 1989, The Wyatt Com-
pany, Toronto.

Zador, P. and A. Lund (1986) ‘Re-Analysis of the
Effects of No-Fault Automobile Insurance on
Fatal Crashes,” Journal of Risk and In-
surance, 53:2:226-41.



