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Abstract 

In recent years, trauma insurance has generated much interest in the financial services sector 
and the community at large.  Currently, there is significant product variability creating 
difficulties for effective pricing and product design.  Understanding among consumers and 
financial advisers is also poor. In general, trauma products are ranked by their list of features 
rather than by the value of their benefits. Medical advances and guaranteed renewability also 
undermine the trauma offer. Trauma product portfolios have consistently experienced 
adverse selection and high lapses. Our view is that the trauma products currently available 
are unviable in the long term.   

However, trauma insurance can provide tremendous value for the community and the 
financial services industry.  The introduction of the NDIS and the NIIS has seen a mature 
discussion within society about the support needed by victims of misfortune.  A full 
utilisation of the benefits of trauma insurance by consumers and the industry will create 
opportunities and value for all.  

In this paper, we propose a paradigm shift in benefit design for trauma products.  Currently, 
claimants are indemnified based on the types of illness they contract irrespective of the 
extent to which this trauma may affect the lives or income earning potential. We propose that 
claimants are indemnified based on impairment i.e. conditions that seriously affect their life 
styles. This change will help restore consumer understanding and confidence in trauma 
products, and prevent the spiralling trends of anti-selection and product variability observed 
in the market in recent years. 

 

Keywords: trauma insurance; critical illness insurance; adverse selection; anti-selection; 
product design; needs-based insurance 
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1 Background 

1.1 The purpose of trauma insurance 
 

Trauma insurance was developed in 1983 following medical advancements that saw terminal 
illnesses become less mortal, but more financially debilitating for survivors.  The impetus 
was to provide financial assistance to provide for: (Barnard 2004) [1] 

 The ongoing cost of treatment 

 The reduced ability for sufferers to generate an economic income 
 

Arguably, the way in which current trauma products are designed do not directly provide for 
the financial losses caused by these two drivers.  Indemnities are triggered by illness events, 
without regard for their financial effects. 

1.2 Problems with the current construct 
 

Dreyer, Gillmore & Richardson (2013) summarised why trauma insurance is currently not 
working in Australia: 

 Products are overly complex and expensive 

 Event definitions are constantly weakening 

 Claim assessment is becoming more difficult 

 Trauma products do not meet needs of claimants 
 

It was postulated that a successful product design would exhibit the following traits: 

 Simple 

 Standardised definitions 

 Flexible 

 Affordable 
 

In addition, we propose that the trauma product also: 

 Adequately provides claimants with the cost of medical treatment 

 Provide some compensation for  their lost economic income 
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2 Market developments 

2.1 Downward anti-selection spiral 
 

Financial advisors are incentivised to sell insurance products rather than to service existing 
clients who already have products. The high upfront commissions and the low trail 
commissions bias sales over service of clients. As a profession, advisors are also expected to 
locate the best trauma product for their clients.  The definition of what is a “better” product is 
subjective.  Since products are complex, agents and advisors rely on research houses and 
insurance product rating houses to compare similar products available on the market.  They 
then recommend these products to their clients. 

As a general observation, research houses compare products based on product features 
rather than product value. Competition in the market is hence driven by how an apparent 
competitive edge can be gained by tweaking minor details of product definitions. 

It appears as though new trauma products simply tweak and add to the features of existing 
trauma products without specifically recognising the impact that these various conditions 
may have on the individual's life. A combination of the increasing complexity of the product 
and new medical techniques has resulted in payments for individuals being triggered by 
events that may have no impact on the individual's life.  

Singam (2012) [3] gave an account of how the definition of heart attack has weakened to the 
extent that conditions that did not used to be considered heart attacks are now considered as 
such.  Singam estimates that such definition generosity can translate into a 15% deterioration 
of claim costs for males.  Based on this, Singam questioned the sustainability of trauma 
products defined in its current form. 

The story does not end here.  Such generous definitions, linked with advancing medical 
techniques, have meant that there is a dynamic spiral of ever increasing claims for a set of 
definitions.  As costs and prices increase, policyholders who are low risk will be motivated to 
lapse their products, either opting for non-insurance, or insuring with a competitor.  Insurers 
will be left with the less healthy lives who are either unable to get alternative cover or who are 
willing to pay higher than market prices for their cover.  The process of shopping for better 
products further gives credence to the practice of research houses and advisors, which fuels 
the spiral even more. 

Case study 1: Who is the villain? 

“Mary is a healthy banking executive and wants a specific coverage to support 
her personal needs.  She is a single mother, and is worried about her ability to 
work and the cost of treatment should she contract cancer or a heart attack.  
At renewal, Mary goes to see her financial adviser who tells her there is a new 
insurer that offers better coverage as long as she satisfies the underwriting 
requirements.  Already disgruntled by the annual premium increases with her 
current policy, she is delighted.  The adviser receives a commission, and her 
old insurer is left with more lapses, poorer risks, higher claims, and has to 
raise premiums.” 

The problem with the current system is that all participants, i.e. the insurers, the advisors 
and the insured have an incentive to undermine the viability of the product. The insurance 
industry has suffered significant losses as a result.  
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2.2 Payouts do not meet specific personal needs 
 

The current form of trauma insurance is event-based.  Most products pay out a lump sum 
which is triggered by the type of illness or condition from which the claimant suffers.  It does 
not take into account the severity of the illness, prognosis, mortality and the specific needs of 
insured claimants.  Furthermore, it does not take into account the specific personal 
circumstances confronted by the insured claimant. 

Case study 2: A lottery 

Harry is the CEO of a proprietary mining operation.  He has ten children from 
three marriages and lives a lavish lifestyle funded by his high income.  He has 
two mansions funded by large mortgages.  Then suddenly, Harry was 
diagnosed with chronic leukaemia, and received $400,000 as a lump sum.  
However, this is nowhere close to being adequate.  He is expected to live for a 
very long time despite his illness, and is working two days a week in a less 
demanding position.  His salary dropped, and could no longer afford 
mortgage payments.  He sold his mansions, and is now spending half his 
salary on rent and child support for his ex-wife.  With the cost of treatment, he 
is finding it increasingly difficult to make ends meet.  Harry becomes stressed 
and develops depression from which he dies five years later. 

Tom is a fly-in-fly-out worker in Harry’s company and drives a truck on a 
mine.  His wife works as a flight attendant and so they rent a studio 
apartment next to the airport.  They have no children.  He too has the same 
policy and unfortunately develops the same condition.  His prognosis was very 
poor, because of late discovery and the type of leukaemia he has.  He died two 
months later, leaving behind no dependant.  His wife spent $20,000 on his 
funeral.  His wife then received $2,000 from Harry’s company for sick leave 
pay, and $400,000 from Tom’s trauma policy.  She bought a house with the 
money. 

Products designed on the basis of medical conditions do not adequately cover claimants in 
times of need.  It fails to distinguish between the severity of the illness and fails to take into 
account the pre-illness earning capacity of claimants.  This is partially explored in 
Richardson and Gillmore (2013), in which they labelled the current product design as a 
health lottery. 

2.3 Poor claims management 
 

The Workers’ Compensation Legislation Amendment Act 2012 (NSW) made it very difficult 
and uneconomical for claimants to litigate.  This has driven many lawyers to encourage life 
insurance policyholders to claim on their policies.  The effect of this is seen largely in group 
life portfolios, but also to a certain extent in all life products, including trauma insurance 
where there may be some ambiguity in the definitions or severity of the medical conditions 
required for a legitimate claim 

The challenge of this situation is that it makes an already difficult situation worse.  Claims 
management in life insurance often lacks the expertise and experience to deal with lawyer 
involvement.  The additional costs imposed by legal involvement has caused claims leakage 
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where claims that should have never been paid have been accepted.  The amount of claims 
paid also increased. 

Case study 3: Claims management 

Megan is a self-employed professional.  She developed cardiac dysrhythmia 
and decided to work part-time while undergoing treatment.  As a result of her 
part-time work status, she is not able to claim her TPD policy within her super 
fund.  She recovered six months later.  One day she saw an advertisement 
from a lawyer during Friday night football.  She rung up and the solicitor took 
ownership of her case, and lodged a claim with her trauma insurer.  The 
claims manager Lisa at XYZ insurance did not know how to deal with the 
situation. Megan's condition was not severe enough for a claim but Lisa was 
intimidated by the lawyer and decided to avoid challenging the case.  Megan 
was paid $300,000 for having had a heart attack, and XYZ insurance made 
an unexpected loss. Megan had to pay away 50% to the lawyer.  

The lack of experience and expertise in claims management adds to the already weak product 
design.  As costs increase, more lapses occur and the downward anti-selection spiral 
continues. 

 

2.4 Hide and seek 
 

This section plays out the current strategies of life companies in the trauma market and 
shows that it is not a viable approach.  The current strategy is one where all insurers continue 
to regularly make their products more complex by changing definitions and payouts.  As 
existing products and portfolios are being actively selected against, insurers introduce new 
products that appear better on research house listings.  The new product would be sold to a 
combination of new customers and transfers of healthy customers from old products.  Over 
time, insurers will be left with a large suite of legacy portfolios, with unhealthy customers 
who are unable to secure access to a new product. Claims will increase in the older cohort of 
products with premiums spiralling up.  

The only way the informed consumer can deal with this strategy is by constantly going to 
their advisors and agents to ostensibly obtain better products.  They need to be always 
looking to catch up to their insurers in order not to be left in the hide and seek war.  They 
need to be informed and patient, trawling through hundreds of pages of PDS’ and conduct 
their own research into the new product features that more closely match their own 
circumstances. 

In this scenario insurers need to invest large amounts of resources to manage perpetual 
product innovation and legacy portfolios. We have dubbed this approach 'hide and seek' 
because it relies on insurers hoping that their existing customers are not sufficiently 
informed to find newer and cheaper products.  

The problem ultimately lies in the current product design.  We believe the product in its 
current form is unviable in the long term.  
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2.5 Other options 
 

An alternative option is attempting to educate consumer.  Educated consumers would reduce 
reliance on advisors and break the cycle of minor product feature changes.  The reality 
though is that trauma insurance has become very complex, and most people wouldn’t have 
the time or energy to learn the subtleties.   

Changing the way advisors are remunerated can also be an option.  Such changes will need to 
be made with the wellbeing of all stakeholders in mind, and can be challenging to achieve.  It 
is beyond the scope of our paper to discuss ways in which advisor incentives can be reformed.  
Given the current advisor environment, the current product design makes it very easy for it 
to be exploited, hence creating an opportunity for advisors to exacerbate the hide-and-seek 
vicious cycle. 
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3 Proposed solution 

3.1 Existing ideas 
 

Richardson & Gillmore (2013) [4] and Dreyer, Gillmore & Richardson (2013) [2] both 
explored ideas around standard definition and severity-based products. They suggested that 
insurers could be encouraged to adopt standard definitions of claimable events.  

Standard definitions of claimable events have some positive traits in that they are aimed to 
reduce product complexity and to enable research houses to more effectively compare 
products. However, we believe standard definitions will stifle competition and innovation.  
Standard industry wide definitions beg the question as to who it is that decides on the 
definition. There is also a risk that standard definitions will quickly become out of date as 
medical technology improve, potentially lowering the barriers for claiming ion a condition.  

Our view is that the benefit should be paid on various conditions only if that condition has a 
measurable impairment on the claimant’s life and/or has some objective cost implication to 
them. Rather than just pay for a condition, there is a requirement that the condition have an 
associated level of incapacity. Insurance is about protecting people against a loss of income 
or lifestyle from a contingent life event.  On the other hand, trauma insurance in its current 
form works like a lottery, where some events triggering compensation have no practical 
impact on the claimant’s life. 

Having an alternative benefit structure would bypass the need to reform consumers and 
advisors.  It can make everyone in the system a winner. 

 

3.2 A needs-based product model with an 
objective measurement of impairment 

 

We propose, for discussion, a product where benefits are based on the financial needs of the 
claimant, and in so doing, returns trauma products to their original purpose of meeting 
financial obligations associated with: 

 The cost of medical treatment and death 

 Economic income replacement 
 
We propose payments to be moved away from the type of illness a person contracts and 
instead contain the following features: 

 Medical benefits based on an independent objective scale: We propose the 
whole body impairment measures published by established medical associations be 
used as an independent test of impairment.  This removes the need to 'hide and 
seek', and defeats the gaming of product features.  It also ensures that consumers are 
winners, in that benefits are directly linked to medical treatment and maintenance 
needs.  It makes illnesses comparable on a universal scale. In effect, an insured 
medical condition will only trigger payment if the condition leads to an impairment 
to the person’s life.  

 Reduce the reliance on high levels of lump sum payments: Products that offer 
high lump sum payments act as a disincentive to rehabilitation.  They also attract 
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high incidence of litigated cases with high costs going to lawyers.  However, lump 
sum benefits can remain for the purposes of covering upfront costs as long as the 
trigger for assessing a claim is based on objective assessment of impairment.  
The issue with the current product that is solved by this design is to prevent lump 
sums to be paid on conditions that do not lead to material impairments on the 
claimant’s life.  Currently, claimable events that are made possible by complex policy 
wording will no longer be claims.  Customers lose the incentive to claim excessively 
and portfolio experience would no longer deteriorate.  The downward spiral cycle 
can be broken. 

 Monthly income replacement payments if the customer does not have 
disability income insurance: This will be calculated as a percentage of pre-illness 
earnings.  Effectively, products designed this way will more adequately indemnify 
claimants at a level commensurate with their economic circumstance.  As such, an 
important rating driver will be salary. 

 Optional bundling with income protection products: By moving trauma closer 
to a needs-based form of insurance, income protection insurance forms a nice 
complement.   It can also drive greater levels of customer loyalty and retention, 
similar to how compulsory third party and comprehensive motor work hand in hand.  
By providing incentives such as discounts on product bundling, high personal costs 
are incurred by good customers who switch.  Loyalty can be an opportunity for life 
insurers to stop the trend of lapses and anti-selection. 

 Optional funeral cost: The family of the claimant will be paid a benefit to cover the 
funeral.  There is also an opportunity to bundle trauma with funeral products. 

This is an idealised version of the product we envisage to focus discussion.  There are many 
lessons to be learnt from accident compensation schemes and other life insurance products.  
Our proposal seeks to draw these experiences and implement them in trauma. 

In summary, the envisaged benefits of our proposal are: 

 An end to the selection spiral: Benefits paid based on need will reduce the 
impetus to embellish product features.  Definition of events will no longer be relied 
upon as important features of the product, since an objective measure of impairment 
is used.  Big lump sum payments will be replaced with a partial lump sum to cover 
for upfront costs based on impairment and ongoing medical benefits based on need.  
Research houses will instead need to base comparisons on benefit type and scale, 
which allows for more meaningful comparisons.  Policyholders will not be as 
encouraged to lapse based on cosmetic adjustments to product features, and the 
associated cost increases on existing cohorts will no longer occur.  In this regime, 
lapses and selection biases will be partly mitigated. 

 Cost effectiveness: Under current market conditions, a trauma product with a 
sum insured of $400,000 will cost an office executive earning $200,000 pa around 
$3,120 in premiums each year.  The product design we propose will be cheaper in the 
long term.  This is because the propensity to game will be reduced.  The costs 
associated with lapses, upfront commissions, product development and portfolio 
management will also reduce. 

 Opportunities for customer retention: Our product design fits well with 
elements of income protection, and bundling of products drive customer retention 
and loyalty. 

 True to the purpose of trauma insurance: Benefits are directly linked to the 
original purpose of trauma insurance as specified by Barnard.  By having an 
objective measurement of impairment, definition complexity can be avoided and 
claimants who claim will be those who actually have an illness that affects their lives. 
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 Draw experience in claims management: Benefits that take the form of lump 
sums, medical costs and income replacement have a lot of parallels with accident 
compensation schemes.  It is possible to draw experience from general insurance 
claims management practices to help trauma insurance in managing claims.  This 
can involve lessons on how to cope with claims initiated by lawyers, how to 
encourage claimants to rehabilitate and improve life outcomes, etc. 

Pricing the product will not be as challenging as introducing a new product.  Established 
insurers in the market have access to extensive data to support pricing.  Traditional accident 
compensation pricing techniques can also be valuable in the process.  Salaries will become a 
major rating factor. 
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