Allan Anforth and Lucy Gibson,ACT

Compensation recovery

provisions In the
Social Security Act 1991 (Cth)1

Allan Anforth is a Barrister at the

National Press Club and Lucy Gibson a
student at law at the Australian National

University phone:02 6273 7370
em ail allananforth@iprimus.com.au

18 PLAINTIFF ISSUE 56 = APRIL 2003

Centrelink

COMPENSATION

The definition of ‘compensation
affected payments’ in section 17(1) of
the Social Security Act 1991 (Cth) (‘the
Act’) limits the range of current social
security payments to which the com-
pensation recovery provisions apply. It

Part 3.14 of the social
1991 (Cth)
contains provisions that
regulate the recovery of
social security entitlements
previously paid and the
preclusion of future sociaT
security entitlements in
circumstances where
compensation payments are
received by a social security
recipient, article
examines what is meant by

Security Act

‘compensation’, and the
different ways in which
periodic compensation and
lump surp compensation are
treated.

now covers almost all categories of pay-
ments although some dependency pay-
ments such as wife (age) pension are still
exempt.

Because of the historical develop-
ment of the Act, different categories of
pensions and benefits are caught in the
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compensation recovery provisions from
different dates.2

The definition of ‘compensation’ in
section 17(2) is broad and catches pay-
ments at common law as well as under
statutory insurance and compensation
schemes. However, it does not catch:
= insurance payments made pursuant

to contributory insurance schemes

such as income protection policies
or superannuation invalidity pay-
ments, provided those policies do
not contain income-shifting provi-
sions which purport to reduce the
payments by the amount of social
security payable;3and

e payments made under victims’
compensation type schemes.4

The compensation recovery provi-
sions in relation to lump sums apply
whether the compensation payment was
received before or after the commence-
ment of the social security payment.5
However, in relation to periodic com-
pensation, there is a distinction drawn
in section 1173 between cases where the
person only commenced receiving
social security payments after the injury
which gave rise to the periodic compen-
sation, and those where the person was
receiving social security before the
injury.

In the former case, the compensa-
tion recovery provisions apply, whereas
in the latter case, the periodic compen-
sation is treated only as ordinary income.
The ordinary income test is less severe
than the compensation recovery test.

This does not mean that the subse-
guent receipt of social security after the
injury is only caught in the definition of
compensation if the social security enti-
tlement and compensation arise from
the same injury. The compensation
recovery provisions apply to ‘compensa-
tion’ received whether or not there is
any connection between the event that
gave rise to the payment of the social
security payments and the event that
gave rise to the compensation payment.
Thus they catch circumstances where a
person may be in receipt of a disability
support pension for a disability that is
totally unrelated to the circumstances

for which the compensation is paid.6

Compensation is taken to have been
‘received’ whether it is received directly
or whether another person receives it,
on behalf of, or at the direction of, the
first person.7

If the compensation payment is
paid under a state or territory statutory
scheme which provides for the amount
payable to be reduced by reason of the
existence of a potential social security
entitlement, then section 1165 provides
that the amount of the ‘compensation’
for the purposes of part 3.14 is the
amount which would have been payable
but for the cost-shifting provision.

The secretarys powers to compel a
person (or their partner) to pursue their
rights to compensation payments are
found in sections 1166 and 1167. A fail-
ure to comply with the secretary’s
request permits the secretary to with-
hold payment of the social security enti-
tlement. However, the secretary will not
force a person into litigation where the
insurer has denied liability.8

ECONOMIC LOSS

The definition of ‘compensation’
catches both periodic payments of com-
pensation and lump sum payments of
compensation whether made inside
Australia or not, although these two
types of payments are assessed different-
ly. The definition of‘compensation’in its
application to both types of payments
does require that the payment ‘is made
wholly or partly in respect of lost earn-
ings or lost capacity to earn resulting
from personal injury’. This is an impor-
tant proviso as it is the basis upon which
compensation payments made wholly
for general damages, permanent impair-
ments or the like are exempt from the
compensation recovery provisions.9

Importantly, the proviso catches
both lost earnings and lost capacity to
earn. Whilst lost earnings in a past sense
have always been treated as a form of
economic loss, lost earning capacity, in
the future sense, has traditionally been
treated as a loss of a capital asset.D For
the purposes of the compensation recov-
ery provisions, there is no distinction »
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drawn between these two concepts and
the generic term ‘economic loss’ is used
to embrace both. The departmental
guidelines include compensation for
lost superannuation rights as economic
loss. 1l

Even if only ‘part’ of a lump sum is
paid in respect of economic loss, then
the whole of the payment falls within
the definition of ‘compensation’. This
will be the case even if the element of
economic loss is small compared to the
total sum.2 It is doubtful that the de
minimis principle even applies.B

The compensation payment only
has to include an element paid ‘in
respect of’ economic loss. The term ‘in
respect of has been the subject of some
judicial debate as to the degree of direct-
ness of the relationship that must exist
between the compensation payment
and the economic loss sustained. In
Secretary Department of Family and
Community Services v Mourilyan}4 the
Full Federal Court held that the award
of interest on economic loss in a com-
mon law settlement was paid ‘in respect
of’ economic loss. The court concluded
that the phrase was one of broad scope
to be ascertained from its particular
statutory context.

Examples of payments held to be ‘in
respect of’ economic loss include:
= an ex gratia payment made by

an employer to the applicant on

H elen M endels

the condition that he desist
with a workers’ compensation
claim;b

e a payment of $1,000 made to
release the insurer from an obli-
gation to redeem a right to peri-
odic payment;¥and

= payments made to a person on
a rehabilitation graduated
return to work.r”7
Examples of cases where payments

were not held to be in respect of eco-

nomic loss include:

= where the insurers solicitors
conceded that there was no ele-
ment of economic loss and the
respondent had been advised
on barristers advice to settle a
claim of $1.17 million for
$80,000 because of ‘insur-
mountable difficulties in rela-
tion to liability’.18

e where a settlement payment
was made in relation to a fall in
a Woolworths supermarket and
the applicant was in receipt of a
disability support pension at
the time of the accident and
other evidence of the arbitra-
tion process showed that the
parties had dismissed any com-
ponent for economic loss as
unrealistic.©
Whether a component of a lump

sum was paid ‘in respect of’ economic

Trading as

loss can be difficult to determine in
some consent orders and settlements.
Generally, the secretary looks to the
objective evidence of the pleadings filed,
the particulars supplied to the insurer
and the terms of the settlement. Where
economic loss features in the pleadings
and particulars, the secretary will gener-
ally assume that the settlement includes
an element of economic loss even if
there is no mention of any economic
loss in the terms of settlement. D There
is a range of decisions at the tribunal
level going both ways on the secretarys
inherent power to look behind settle-
ment and consent awards to ascertain its
true nature. The reality is that there is
nothing an applicant can practically do
to prevent this course of action.

If legal practitioners wish to settle
claims without subjecting the client to a
social security preclusion then the state-
ment of claim should be amended to
delete any claim for economic loss and
any particulars filed in the matter.
However, in SDFaCS v Sammut2L, Branson
J was critical of any attempt by solicitors
to misrepresent the true nature of a settle-
ment amount and suggested that it may
constitute unethical behaviour. She fur-
ther said that the tribunal could not sim-
ply assume that a settlement amount had
the character of being wholly for non-eco-
nomic loss because the solicitors con-
cerned asserted it to be so0.2
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PERIODIC COMPENSATION

‘Periodic compensation’ is not
defined in the Act. In SDSS v Hulls2 the
Federal Court rejected the notion that
there had to be any periodic nature
about the payments, rather the term
simply stood in contradistinction to
lump sum payments.2

In Re SDSS and JacksonZ the tribu-
nal held that the series of compensation
payments continued over a three-year
period and encompassed a 21-month
break when the respondent was work-
ing and not in receipt of compensation
payments. However, on appealX® the
court held that the tribunal had erred in
law in describing the whole period as ‘a
series of periodic payment periods’.
Rather, there were several discrete ‘series
of periodic payment periods’Z.

A payment wholly composed of
arrears of periodic compensation in the
form of a lump sum is not treated as a
‘lump sum’ payment under the Act but
rather is treated as a periodic pay-
ment.B It is treated as if it had been
received over the ‘periodic payment
period’® which is simply the period to
which the payments are referable.
However, if the payment of lump sum
arrears of periodic compensation is
part of a larger lump sum including
other heads ol compensation, then the
whole is treated as a lump sum and not
periodic compensation.3®

The treatment of redemptions or
commutations of periodic payments
depend on whether the person ‘chose’ to
receive them as a lump sum in a settle-
ment or consent judgment, or whether
the redemption was at employer/insurer
choice or otherwise compelled by law.
In the former situation, section
17(3)(ab) treats the payment as a lump
sum, whereas in the latter case section
1164 treats them as a periodic payment
over the period to which the redemp-
tion is referable.d If the redemption is
not specifically referable to any identifi-
able period then it is treated as a lump
sum.2

Where a person receives periodic
payments of compensation, and later
receives a lump sum payment predicat-

ed on the basis of the
repayment of the periodic
payments previously
received, then the person
is treated as having
received a lump sum pay-
ment, where the lump
sum has subtracted from
it the amount of the
repaid periodic payments.
This most commonly
occurs where a person has
been in receipt of work-
ers’ compensation for a
period of time after which
a lump sum common law
settlement or award is
received.3

The treatment of peri-
odic compensation under section 1173
depends on whether the person was
receiving a social security payment
before the injury which gave rise to the
compensation payment or not. In the
former case, the compensation recovery
provisions do not apply and the com-
pensation is treated as ordinary income.

The periodic compensation test is a
simple dollar for dollar reduction from
the social security entitlement. It is
applied using the gross fortnightly peri-
odic compensation figure and not the
net figure.3!

Periodic compensation can impact
on the social security entitlements of a
spouse. If the amount of periodic com-
pensation is not wholly exhausted by
reason of the dollar for dollar reduction
of the social security entitlement of the
recipient of the compensation, then the
balance of the periodic compensation
for the fortnight is treated as ordinary
income in the hands of the spouse and
can result in a reduction of the spouses
social security entitlement.®

LUMP SUM COMPENSATION
The term ‘lump sum compensation’
is not defined in the Act, but the term
‘the compensation part of a lump sum
compensation payment’ is defined in
section 17(3). The term ‘lump sum’ has
been considered by the Federal Court in
a series of cases that are of historical

“Periodic
compensation
can impacf on

the social

security
entitlements

value, although the
effect of some deci-
sions has been
reversed by statutory
amendment. In SDSS
v Banks® Von Doussa
J said that a lump sum
‘is simply one which
includes a number of
items’ and consisted

of the aggregate
amount paid. The
decision of the
Federal Court in

Cunneen is an exam-

ple of where a single

lump sum consisting

of arrears of periodic

compensation  plus
other heads of compensation was treat-
ed as a single lump sum payment.

The definition of the ‘compensation
part of a lump sum compensation pay-
ment’ has two parts:

1 lump sum awards which contain an
element of economic loss, including
redemptions or commutations of
periodic payments, which are the
product of a settlement or a consent
judgment; and

2. lump sum awards which contain an
element of economic loss which are
the outcome of a judgment by the
court after a hearing of the matter
on the merits.

In the case of lump sums arising
from settlements or consent judgment,
the 50 per cent deeming rule set out in
the definition of the ‘compensation part
of the lump sum compensation pay-
ments’ applies, and 50 per cent of the
total amount received is treated as being
for economic loss and is included in the
compensation recovery. In the case of
lump sum awards following contested
hearings, the component of the lump
sum included in the compensation
recovery is the part of the lump sum the
secretary believes to have been paid for
economic loss. If the court gives judg-
ment in terms that specifically identifies
this sum then the secretary has no dis-
cretion to adopt any other figure.

The other key concept in section 17 »
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relevant to the operation of the compen-
sation recovery provisions for lump
sums is the ‘income cut-out amount’
that forms the so-called ‘divisor’ in sec-
tion 1170. The income cut-out amount
is the maximum weekly income a single
person can earn before the whole of
their pension is lost in the income test.
The figure varies with indexation and
can be obtained direct from Centrelink
or the Department of Social Security. It
is approximately $400 per week. Prior
to 20 March 1997, the divisor was the
‘average weekly earnings’ which was
considerably more than the income cut
out amount, so that the substitution of
the new, lower, divisor caused an
increase in the length of preclusion peri-
ods. In Re Stephens and SDFaCS3, the
tribunal held that the appropriate divi-
sor to use is that which was in force at
the time the applicant claimed the social
security entitlement.

In the case of lump sum compensa-
tion, the key provisions are sections
1169 and 1170. The former provides
that social security payments are not
payable during the ‘lump sum preclu-
sion period’ and the latter defines this
period. Where only a lump sum is
received then the lump sum preclusion
period dates from the date of the com-
mencement of the lost earnings, which
will generally be the date of the injury
but not necessarily so.83 Where period-
ic compensation has been received prior
to the receipt of the lump sum then the
preclusion period runs from the date of
last periodic payment regardless of any
breaks that may have occurred in the

receipt of those payments. If there has
been more than one previous period of
periodic payments then the preclusion
period runs from the date of the last
payment in the last periodic payment
period.

The preclusion period is a number
of weeks, and is calculated by dividing
half the total lump sum payment by the
income cut-out amount. It will operate
from a date preceding receipt of the
compensation and may operate into the
future past the date of receipt of the
compensation.

Where older applicants are con-
cerned, consideration should be given
to the fact that the preclusion period
remains in force after the applicant
reaches the age at which he or she
would otherwise become eligible for an
aged pension.

The Ilump sum compensation
recovery periods only affect the social
security entitlements of the recipient
and not the partner of the recipient.
Periodic compensation can affect both
as described above.

In the past, it became practice for
solicitors to divide settlements from the
same action into two or more parts in
which one part contained the whole of
the economic loss and the other part
contained all of the non-economic loss.
This resulted in only half the true eco-
nomic loss being taken into account and
none of the non-economic loss being
taken into account. This practice was
aimed at circumventing the 50 per cent
deeming rule. Section 1171 now pro-
vides that in such cases the two or more
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components of the settlement will be
considered as one lump sum settlement.

The rationale for the 50 per cent
deeming rule was considered by Von
Doussa J in SDSS v Banks. His Honour
referred to the difficulty that the secre-
tary had experienced in determining the
true nature of settlements, which on
their face contained little if any compo-
nent for economic loss. His Honour
referred to the relevant explanatory
memorandum and indicated what he
considered to be the purpose of the
1947 Act equivalent of section 17(3),
which introduced the 50 per cent deem-
ing rule:

‘...a broad attempt to balance the
interests of the recipient of the payment
with the competing interests of others in
the community whose needs must be
met as far as possible from a finite budg-
et allocation for social security meas-
ures. The paragraph seeks to eliminate
double dipping in a practical way which
operates effectively in a straight forward
manner.’®

Once some element of economic
loss is found in a lump sum then the
whole of the lump sum is caught in the
compensation preclusion, including:
= the legal costs component of settle-

ments;H
= the medical costs component;4 and
= interest on the damages awarded by

the court.2

The ‘Departmental Guidelines’s
provide that if a settlement includes
quantified legal costs then these are
included as part of the lump sum, but if
the settlement is on the basis of costs to
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be determined at a later time, then the
preclusion period is worked out only on
the basis of the lump sum and no
account is taken of later determined
costs. Clearly there is an advantage to
the client in leaving costs to be agreed or
taxed in any settlement.

Some of the obvious unfairness of
the above cases has been ameliorated by
the secretarys adoption of policies in
which some or all of these three heads of
compensation are excised from the
lump sum. The tribunal has further
ameliorated the unfairness by allowing
an excision of some or all of these heads
of compensation under the special cir-
cumstances provisions.

Section 1178 provides for the secre-
tary to serve a notice on the person liable
to make a payment of lump sum com-
pensation requiring the payment to the
secretary of the lesser of the amount of
social security payments having been
paid in the compensation preclusion
period or the lump sum compensation
payable to the person.4 There is similar-
ly provision for recovering the balance of
unpaid periodic payments relating to
periods in which social security pay-
ments have  been made. The
‘Departmental Guideliness provide that
compensation recovery is not to be made
from an estate of a deceased person.

Sometimes there is a clear disadvan-
tage to a plaintiff in receiving a small
sum for economic loss as part of a larg-
er claim containing other heads of com-
pensation in that the amount lost in
social security preclusion exceeds the
small amount awarded for economic
loss. For example, a small buffer of
$10,000 for economic loss paid as part
of a total settlement of $200,000 wiill
result in a preclusion of about five years
social security. The single rate of social
security is about $10,000 so that preclu-
sion for five years will result in a loss of
about $50,000. Thus the inclusion of
the $10,000 buffer results in a $40,000
net loss to the client.

A CAVEAT FOR PRACTITIONERS
Whilst it may be stating the obvious
to say that practitioners should consider

these matters before negotiating settle-
ments inclusive of small economic loss
buffers, the reality is that such mistakes
are commonplace.

The tribunal has on a number of
occasions adverted to the desirability of
clients suing solicitors for such obvious
mistakes.%

‘I am not satisfied that the
Australian community should under-
take the financial responsibility of sup-
porting the applicants when they might
properly recover damages from their
solicitor as a result of the negligent legal
advice thereby reinstating some finan-
cial security.’

And in Re SDSS and VXY4, the tri-
bunal said:

‘...in these days of severe limits on
the availability of legal aid, it may be
unrealistic to expect applicants for dis-
ability support pensions or similar pay-
ments from the Department, to com-
mence proceedings against their solici-
tors. Perhaps it might be a good idea if
more did so. That might encourage
those practicing in compensation and
personal injury area to ensure that they
keep up with amendments to the social
security legislation.’

ENDNOTES:

This article is an edited version of a paper
originally presented at the 2002 APLA
National Conference and draws signifi-
cantly on RSutherland and A. Anforth,
‘Social Security and Family Assistance Law,'
Federation Press, 2001 In the next edi-
tion of Plaintiff, the authors will explore
the circumstances in which compensation
payments may be disregarded by reason
of special circumstances.
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