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Executive Summary

Medical malpractice s back in the headlines. Physicians and hospitals cite a “crisis
of availability and affordability” of malpractice insurance that is driving out practitioners and
compromising access to medical services. High-risk specialties are especially hard hit.
Medical groups blame the legal system and call for tort reform, primarily limits on very large
damage awards. Plaintiffs’ attorneys and consumer groups counter that high premiums are
due to msurers’ investment losses and bad business decisions, and that high awards reflect
substandard medical practice. They object to limits on tort recoveries and call instead for
more regulation of insurers and physicians. This debate is heated, and peppered with advo-
cates’ own statistics.

This report presents objective information about the likely causes and potential con-
sequences of Pennsylvania’s medical malpractice crisis. It provides policy-makers with nec-
essary context for generating and evaluating options for reform. Drawing on published stud-
ies, unpublished data, and interviews with stakeholders, the report focuses on the three com-
ponents of the “malpractice system™

+ Liability msurance markets
« Legal claims and outcomes

» Patients, health insurers, and health care providers

Liability Insurance

‘The most basic challenge for liability insurance is keeping coverage available. State-
specific factors appear to make Pennsylvania’s situation among the worst in the nation. In the
late 1990s, four major carriers failed, including Pennsylvania’s largest. Other private insurers
have partly filled in, but more hospitals and physicians now rely on risk-retention groups and
other alternative mechanisms, as well as the state’s Joint Underwriting Association, a costly
insurer of last resort. Medical groups report that almost all remaining insurers are refusing

new applicants or underwriting selectively.
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The cost of available coverage in Pennsylvania, formerly around the national aver-
age, has moved sharply higher. Part of the cost increase is due to Pennsylvania’s unusual
catastrophic loss fund (MCARE Fund, formerly called CAT Fund), which supplements
commercial coverage for health care providers. In recent years, its pay-as-you-go financ-
ing necessitated large annual assessments to cover accumulating claims from prior peri-
ods. In addition, legisiative cutbacks in the extent of the Fund’s future obligations have
induced rate increases for private insurers. Rising costs of liability insurance also reflect
national factors unrelated to the state’s malpractice exposure, including a downturn in the
competitive insurance cycle, reduced investment returns, and higher prices for reinsur-
ance. But the largest cost component is state-specific—investigating, defending, and pay-

ing legal claims.

Malpractice Litigation

Physician surveys and insurance data show that national claims rates rose just
before the malpractice crises of the 1970s and 1980s and declined just after. Since the mid-
1990s, by contrast, payouts rather than claims rates have turned upward nationally. A
decade ago, Philadelphia and Pittsburgh courts already ranked well above national medi-
ans for other metropolitan counties in per capita rates of malpractice filings and even high-
er in rates of malpractice trials. The most current data on physician settlements and awards
show that Pennsylvania ranks well above the national average in the rate of paid claims
and in average payment amounts. Considering these factors in combination,
Pennsylvania’s total malpractice payouts adjusted for population (and those of two of its
neighboring states) are twice the national average, and are growing faster than average.
Malpractice costs per resident in Pennsylvania are roughly four times higher than in
California, a state with strict limits on malpractice lawsuits and recoveries.

Judicial data on malpractice litigation are incomplete because most cases are

2
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resolved by private settiement, and even jury verdicts tend to be reported selectively. The
Philadelphia Court of Common Pleas tracked cases resolved by jury trials during 1999-
2001. Philadelphia plaintiffs were more than twice as likely to win jury trials as the nation-
al average, and over half of awards were for $1 million or more. Philadelphia juries award-
ed sums of this magnitude 87 times. The number of million-dollar awards plus settlements
in all of California during this period was only slightly larger. However, these years may
have been atypical in Philadelphia, as courts were catching up on an accumulated backlog

of cases.

Effects on Health Care

In terms of population health, Pennsylvania ranks in the middle among states.
Pennsylvanians are more likely to have health coverage than the national average and use
a lot of medical services, yet health msurance premiums are similar to the national aver-
age. The state has high HMO penetration, with sufficient insurer concentration in local
markets to hold down medical fees. As yet, little data connects malpractice Lability to
medical performance. The most urgent concern is whether liability problems might reduce
access to medical care. Despite medical malpractice crises in the 1970s and 1980s, the
number of physicians and hospital beds grew faster relative to population in Pennsylvania
than elsewhere during those decades. Growth slowed for physicians after 1995, possibly
reflecting problems in the MCARE Fund, constrained physician fees, and other factors.
[iability problems have worsened since 2000, but corresponding physician supply data are
not yet available. Access problems, should they be detected, may be limited to certain

regions, patient subgroups, or physician subspecialties.

3

Pew Project on Medical Liabihity



Conclusions

Pennsylvania’s health care system is important not only to patients’ well being but
also to the state’s economy. While medical malpractice insurance problems are national
scope, Pennsylvania has been especially hard-hit. General economic trends explain part of
Pennsylvania’s situation. but other factors are state-specific. Pennsylvania physicians and
hospitals are uniquely burdened by high assessments for the state’s catastrophic loss fund.
While cyclical changes within the insurance industry are clearly a factor affecting the
affordability of liability coverage in Pennsylvania and elsewhere, the largest component is
the rising cost of legal claims. No clear evidence yet exists as to the etfects of the mal-
practice crisis on Pennsylvania’s health care system. However, providers, particularly hos-
pitals, are under greater financial strain now than in past crises.

The overhang of unresolved claims and various features of the state’s liability
insurance market make it very difficult to reduce costs in the short term. Therefore, sub-
sidies that allow health care providers to maintain coverage would seem to be the only
practical approach to alleviating the current crisis. In the longer term, a wider range of
strategies exists to control costs, improve predictability, and attract insurers to the
Pennsylvania market. In addition to conventional tort and insurance rcforms, lawmakers
should consider systematic changes to the way that injuries caused by medical care are

identified, compensated, and prevented.

4

Pew Project on Medical Liabihity



Introduction

Medical malpractice is back. Since 2000, commercial liability insurance premi-
ums in Pennsylvania for primary coverage have risen sharply for both physicians and hos-
pitals. A number of liability insurers have become insolvent. Other carriers have with-
drawn from Pennsylvania or cut back significantly on their underwriting. Many are not
accepting new business. Medical providers, especially hospitals, are turning to alternative
risk-bearing mechanisms in place of traditional malpractice msurance.

Excess coverage suffers from additional problems. Since the mid-1990s, the
state’s own catastrophic protection fund (CAT Fund, now called MCARE Fund) has rap-
idly mcreased annual assessments on medical providers even as it reduced coverage by
raising its own threshold, leaving ever-larger amounts of hability on primary insurers.
Although legislation was passed in 2002 to reconfigure the fund and eventually dissolve
it, financing high unfunded liabilities from past incidents remains a source of concern.
Commercial coverage above the CAT Fund limits is similarly less available and more
expensive than it was a few years ago.

In an era of stringent reimbursement from public and private health plans, many
health care providers complain that coverage is unaffordable. Physicians report that they
are curtailing their practices, considering retirement or relocation, or engaging in waste-
ful defensive medicine. Some hospital services have been threatened or actually shut
down, either for want of sufficient physician availability in related specialties, to reduce
liability exposure, or to offset the higher costs of securing malpractice coverage.

Medical providers and liability insurers perceive the current state of affairs as a
crisis and seek “tort reform” to reduce litigation risk and increase access to liability insur-
ance. They claim that hiability exposure is unusually high in Pennsylvania, especially in
Philadelphia. Plaintiffs' attorneys and some consumer advocacy groups counter that the

run-up in liability insurance premiums is due to insurers’ investment losses and bad busi-
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ness decisions, which have triggered an upturn in the “insurance cycle.”

This debate is reminiscent of crises in the mid-1970s and 1980s, which spawned
similar calls for tort reform. Emotions run high on both sides, accompanied by heart-
wrenching anecdotes of patients unable to obtain care or victims of negligence being
denied their day in court. Statistics are frequently offered in support of partisan positions,
but are seldom explained thoroughly. Definitive empirical evidence is uncommon. How
well supplied is Pennsylvania with physicians and hospitals? Is the state unusually costly
for medical care? What has happened in the Lability insurance market? How high are pre-
miums? Is the state’s legal system unusually accommodating to plaintiffs? Are
Pennsylvanians atypically litigious?

This report provides an overview of the factual basis for medical liability reform
in Pennsylvania. Wherever possible, the report draws on government sources of informa-
tion, which should be reliable. Where privately gathered information s presented, its
source is identified. To help assess the current situation, the report attempts to compare
Pennsylvania today to the recent past, to neighboring states, and to the nation at large.
Information is presented in three sections:

1. Malpractice insurance

2. The legal system and liability claims

3. Pennsylvania’s health care system

6
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Malpractice Insurance

The Most Basic Problem: Availability of Coverage

Pennsylvania requires medical providers to have liability protection in order to
practice. So there must be an adequate supply of coverage for physicians, hospitals. and
other providers to purchase. Malpractice experts call this the “availability” issue. Since the

mid-1990s, however, many malpractice insurance carriers have exited the market. Several

insolvent. Others left voluntarily, either pulling out of Pennsylvania or dropping malprac-
tice as a line of business altogether. Still others have remained in the market but are under-
writing selectively rather than accepting all applicants. As a resulf, many physicians and
hospitals were scrambling for coverage by the end of 2001. Lack of malpractice msurance
has been a staple of news headlines ever since (Goldstein and Fishman 2001).

Between 1998 and 2001, the greatest threat to availability in the malpractice insur-
ance market was the insolvency of the leading carrier, PHICO (Exhibit 1). A local com-
pany begun by the hospital association, PHICO went national in the 1990s. When revenues
proved inadequate to meet obligations, the company first contracted, then was taken over
by Pennsylvania regulators in mid-2001 and ordered into liquidation mn February 2002.
Since PHICO’s demise, the top spot has been occupied by PMSLIC, which was founded
during the 1970s crisis by the Pennsylvania Medical Society. In the late 1990s, PMSLIC
first affiliated with and later was acquired by Norcal, a California physician mutual.

Between 1990 and 1998, three other major carriers failed—PIC of Pennsylvania,
PIE of Ohio, and AHSPIC, an “offshore captive” subsidiary of the Allegheny hospital sys-
tem (AHERF), which covered some 1300 affiliated physicians (Strelec 1999). When
licensed companies become insolvent, claims filed against them become the responsibil-
ity of the state Guaranty Association, which pays up to the relatively low limit of $300,000

and assesses still-solvent insurers to cover losses. This raises costs for remaining carriers.
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Exhibit 1. The Market For Physician Malpractice Insurance in Pennsylvania
Shifted in 1998-2001
Premiums {nominai $ miilions]), Market Shares {%]}, and Rankings by insurer

1998 2001
Comparny Rank Premiums Share Premiums Share Rank

PHICO Ins Co 1 $73.1  26.3% - - -
Pennsylvania Med Soc Liab ins Co 2 $46.0 16.6% $68.8 185% 1
Medical Inter-Insurance Exch of NJ 3 $38.5 13.9% $52.0 14.0% 2
Medical Protective Co 4 $16.4 5.9% $30.0 81% 3
Princeton ins Co 5 $13.3 4.8% $18.3 4.9% 7
Steadfast Ins Co 5} $11.9 4.3% $2.1 0.68% 25
Tri Century Ins Co 7 $7.5 2.7% $23.8 6.4% 4
VHA Risk Retention Group Inc 8 $6.6 2.4% $18.8 51% 6
Preferred Professional ins Co 9 $6.0 2.2% $3.9 1.1% 18
American Continental Insurance Co 10 $6.0. 22% $2.1 0.6% 16
First Specialty Ins Corp 11 $5.8 2.1% $1.7 0.5% 27
St Paul Fire & Marine ins Co 12 $5.6 2.0% $11.2 3.0% 10
American Casualty Co of Reading PA 13 $5.1 1.8% $4.9 1.3% 16
Commerce & Industry Insurance Co 14 $4.7 1.7% $9.3 25% 12
Continental Casualty Co 15 $36 1.3% $10.0 2.7% 11
First Professionals ins Co - - - $13.6 3.7% 9
North American Specialty Ins Co - - - $3.8 1.0% 19
Chicagoins Co - - - $3.4 0.9% 20
Pennsylvania Professional Liab JUA 33 $1.2 0.4% $5.7 1.5% 13
St Paul Mercury Insurance Co 35 $1.1 $1.1 0.3% 37
Lexington Ins Co 38 $0.8 0.3% $19.3 52% 5
Pronational Ins Co 41 $0.6 0.2% $5.7 1.5% 14
Clarendon National Ins Co 51 $0.2 0.1% $5.4 1.5% 15
Executive Risk Speciality Ins Co 63 $0.1 0.0% $4.3 1.2% 17
Frankiin Casualty Ins Co RRG - $0.0 0.0% $17.5 47% 8

All Others Combined $26.7 9.6% $87.5 31.5%
TOTAL $278.1 100.0% $371.2 100.0%

Source: Pennsylvania Insurance Department, market analyses, medical malpractice. Note: fists all companies with over
$3 million of coverage in either year, including all types of malpractice coverage--doctors, hospitals, etc.--but not CAT
Fund assessments; several companies listed here are no longer writing or renewing policies in PA

Since 2001, the biggest change nationally has been the complete withdrawal of the
St. Paul Group of Companies. For many years the country’s number one malpractice insur-
er, St. Paul announced in December 2001 that it was shifting its capital from malpractice
to more profitable lines of coverage (Freudenheim 2001). St. Paul had already left much
of the Pennsylvania market. More importantly, Princeton and MIIX, two high-volume
companies, “non-renewed” Pennsylvania physicians in 2002. The latter is reorganizing to
return exclusively to its roots as an insurer of New Jersey physicians.

Both hospitals and physicians suggest that insurance-market statistics do not tell

g
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the full story because many msurers are not active sellers, even though they may have a
substantial book of existing business. According to the Hospital Association of
Pennsylvania, only two insurers are underwriting new policies for hospitals (HAP 2002b).
Hospitals also say that carriers still in the market are offering much less coverage. Like
physicians, hospitals buy “first dollar” primary coverage, often from the same companies,
and must participate in the publicly run Medical Liability Catastrophic Loss Fund (CAT
Fund, now called the MCARE Fund) for secondary coverage from $500,000 to $1 million
per claim. For claims above S1 million, almost all hospitals seek excess coverage from a
reinsurer or other carrier specializing in high-deductible policies. Until recently, a hospi-
tal could readily assemble a complete package of coverage, composed of several layers
from different sources. In 2002, however, most Pennsylvania hospitals reported that high-
end coverage was available only from a few carriers, and only with a substantial

corridor of uncovered risk above §$1 million (HAP 2002a, b). Comparing

Exhibit 2. Hospitals Are Also Facing Coverage Problems

Extent of No. of
problems States

Description

severe 4
high 9
elevated 14
guarded 15
low [¢]

liability coverage unaffordable and often unavailable; health
care services cut; recruitment limited; physicians move or
retire; certain high-risk patients transferred out of state

coverage available but almost unaffordable, commercial
insurers leaving market, captives and other alternatives
created; some hospital services cut, eg, ob-Gyn,
neurosurgery. physicians begin to leave state

coverage increasingly unavailable and unaffordable; interest
in alternative risk mechanism grows; recruitment of new &
specialty physicians harder; physicians begin to move to
other states

health care services remain available without disruption; price
increases force hospitals to trim prevention, other services

Source: Am. Hosp. Ass'n, Med. Liabitity Reform Survey (Aug. 2002)

Notes: 42 responses from survey of AHA constituent state associations

Pennsylvania  hospitals’
responses to the HAP sur-
vey with those of a national
survey conducted in 2002
by American Hospital
Association, Pennsylvania
appears to have among the
worst insurance availability
problems in the nation for

hospitals (Exhibit 2).

One effect of reductions in commercial coverage has been growth in the market

share of the Pennsylvania Professional Liability Joint Underwriting Association. The JUA

9
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is the “insurer of last resort” for practitioners and institutions unable to obtain coverage at
affordable rates elsewhere. As such, it intentionally sets rates above those of other carri-
ers. The JUA’s clientele therefore fluctuates greatly even within a year, as policyholders
seek more favorable terms elsewhere. Some policyholders leave after as little as 10 days;

a few, though, have been JUA-insured since the 1970s. The JUAs rolls were lowest in

October 1999. Enrollment

. . Insurer of Last Resort, at Higher Prices
has since risen markedly

Exhibit 3. More Pennsylvania Practitioners Are Using the JUA as

1999 2000 2001 2002
(Exhibit 3), although it is No. of policyholders, yearsend | 212 | 251 | 351 | 1547
still nowhere near the thou- Written premium ($ millions) $1.3 $2.2 $5.7 $36.4
Effective premium increase, 37% | 209% | 203% | 47.7%

sands of physicians covered year's end for following year

Source: PAJUA, PA Ins. Dept.

during the 1970s crisis.

Total JUA enrollment — mainly physicians but including some other individual
practitioners — stood at about 1800 at the end of February 2003. During some periods of
2002, as many as 10 hospitals at a time had JUA coverage, which was unusual. Al but two
had found other coverage by early 2003, mainly through “risk retention groups™ (RRGs),
a self-insurance-like mechanism for pooling risk across similar insureds. RRGs operate
largely outside of state regulation and without the Guaranty Fund's protection in the event
of insolvency. JUA rates have also increased sharply, although some of the large jump in
premiums for 2002 is attributable to coverage lasting well into 2003 as well as to the
unusual provision of “tail” coverage to many former PHICO insureds—insurance against
potential claims from past years that PHICO’ failure left unprotected.

Ultimately, individuals and institutions unable to find private liability coverage
must buy very expensive coverage from the JUA, cease practice, or leave Pennsylvania.
The JUA still only covers a sliver of the market. The extent to which practitioners have

adopted the latter strategies is unknown, but raises important public policy concerns.
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Another Concern: Rising Premiums and Affordability of Coverage
Premium levels can be estimated by surveying insurers, surveying medical
providers, or dividing aggregate premiums by the number of physicians. All these meth-

ods suggest that Pennsylvania has moved from a mid-level state to a high-level one.

Until recently, Pennsylvania’s physicians paid lability premiums roughly typical
of the nation at large. In the 1970s crisis, California and New York were the most expen-
sive states and received the most media attention. In the 1980s, Florida and Michigan
moved to the top of the state rankings—at 150-220% of the national average—where they
remained for a decade. California dropped to a middle position by the mid-1990s—ranked
26th, slightly below Pennsylvania. During 1996-1998, Pennsylvania’s weighted average
physician malpractice cost as calculated for Medicare was almost exactly the national
average (Exhibit 4). The two least costly states, South Carolina and Arkansas, had premi-

ums only about a quarter of

) Exhibit 4. Pennsylvania Was Traditionally a Middle-Ranking State
the national average, indicat- for Physician Malpractice Premiums
Medicare-weighted average premiums from insurer survey, 1996-98

ing nearly a tenfold differ- 250%

ence from the highest state to
200%

the lowest,

These data, which 180%

derive from a survey done 100% national average = 100%

every three years to help co%

determine Medicare payment
' 0% - f , L
rates, are the most rcliable M FL NY WY OH PA MD NJ NH CA AR SC

highest two middle {25th, 26th)  lowest two
Source: Centers for Medicare and Medicaid Services  Note: combines multiple speciaities, substate areas

estimates of the costs of
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physician malpractice premiums. The survey obtains “book rates” filed with regulators by
the top insurers in each jurisdiction for the level of coverage most commonly purchased,
as determined by those regulators. The rates are then weighted to reflect Medicare utiliza-
tion patterns by geographic area {(and therefore omut obstetrics). State averages blend
together geographic rates in states like Pennsylvania that have large enough numbers of
physicians to support multiple rating areas. CAT Fund assessments are included in the
amounts shown for Pennsylvania. Doing the survey and calculations takes considerable
time and resources—Exhibit 4s numbers are the most recent available. Moreover, the
Medicare compilation does not track actual prices paid. Book rates overstated actual
prices during the “soft” insurance market of the 1990s, when competition led many insur-
ers o offer advance discounts or retrospective dividends to policyholders. They understate
premiums in today’s “hard” market, because tighter underwriting standards allow fewer
policyholders to qualify for book rates.

A different approach estimates average premiums by dividing company-level
aggregate premiums by the number of physicians n a state, lumping together all special-
ties and locations. Using this approach and adjusting for CAT Fund assessments,
Pennsylvania ranked 9th highest in the nation in 2000, about 50% above the national aver-
age (Exhibit 5). Pennsylvania’s neighbors (other than Maryland) also ranked well above
average. California, which bears mentioning because its experience following compre-
hensive tort reform in 1975 is frequently invoked in malpractice debates, ranked 33rd —
more than 20% below average. Exhibit 5 was tabulated by Norcal, parent company of
PMSLIC, the biggest Pennsylvania malpractice insurer. The tabulation improves upon the
standard reporting of aggregate premiums by including a special compilation made by
A.M. Best, a leading rater of msurers’ creditworthiness. Best calculated the premium

attributable only to practicing physicians—omitting retired doctors, hospitals, dentists,

12
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- S i SIVY 1 T are 1ooe
Exhibit 5. Pennsylvania Physician Premiums Ranked and others whose premiums are typically
Higher in 2000, by a Different Estimation Method i o : i _
Estimated Premiums per Practicing Physician, 2000 included in insurers’ reports to state regu-
Pennsylvania $27.494 ° lators. (Even with this adjustment,
Neighboring states b
Delaware $26,345 1 . N N . .
Maryland $18.470 20 Norcal’s initial calculations yielded
New Jersey $35,301 2 . X . N
New York $27,854 8 implausible figures for DC and a few other
Ohio $23,122 13
West Virginia $39,050 1 jurisdictions not presented in Exhibit 5.) 1t
California $14,248 33
United States $18487 - is unclear how either Best or Norcal treat-
Sources: Norcal, Medical Liability Report Card 2000, at 15, based
on AM Best Premiums adjusted for CAT Fund, AMA physician ed premiums for doctors of osteopathy,
survey Notes: premiums adjusted to exclude non-physician
insureds whose presence in Pennsylvania is much

larger than in other states.

Readers should note that other estimates based on aggregate premiums do not
adjust for the premiums of hospitals and other non-physicians (e.g., Hunter and Doroshow
1999, 2002), which affects the numerator in the premium/physician ratio. Other impreci-

sions can affect the denominator; i.e., the number of physicians. Not all licensed physi-

cians actively see patients and hence need liability coverage. Whether to include non-
office-based physicians and federal physicians is another issue, as they may not be cov-

ered by the conventional insurance market. The Norcal estimates used AMA data on prac-

ticing physicians; other estimates sometimes mix sources, such as by using AMA data for

the nation but state government data for California (Hunter 2002).

Recent Increases

Data from 1996-1998 or 2000 provide a baseline for the recent sharp rises in pre-
miums of concern to public policy today. There is no single authoritative source for recent
increases, which began in most states in 2000. However, several indicators suggest that

Pennsylvania’s rises have been especially pronounced, putting the state well above the
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national average in premium costs for physicians. Information on hospitals 1s sketchier.
In one stark graphic, the Wall Street Journal recently headlined 2000-2002
increases of 100% or more for Pennsylvama physicians in three specialties (Exhibit 6).
The Journal’s presentation cited the American Medical Association and other sources, but
did not explain how the rates were estimated. The chart usefully illustrates an important
feature of malpractice rates—they vary enormously by specialty. Childbirth and surgery
are two very large risk factors. Rates also vary significantly by location of practice in

states like Pennsylvania that use multiple geographic rating areas, and are typically high-

est in large urban areas. The highest Pennsylvania rates (usually in Philadelphia) are about

Exhibit 6. Pennsylvania Physician double the lowest rates for any given insurer. Rates

Premiums Have Grown Rapidly since 2000

Reported Premiums ($000s) also vary by insurer, notwithstanding the single fig-

$125 ures sometimes publicized. For example, the Journal’s

2000 = 2001 % 2002 ) - ,

$100 graphic suggests that “the” cost of general surgeons

475 2000 coverage was about $30,000. A widely cited

$50 industry newsletter, Medical Liability Monitor, illus-

$25 trates the complexity underlying such summary pre-

$0 sentations. MLM lists four Pennsylvania insurers’
Internal General Co-gm

Mecicine Surgery rates for 2000 (among many other sources of cover-

Source: Wall St Journal, Jan 28, 2003, citing Am. Med. age). General surgeons’ rates ranged from just over

Ass'n; Nat'l Governors Ass'n; Off. of Gov. Edward Rendell
$7,000 for the cheapest company in the lowest-rated

area to almost $34,000 for another company and geographic area (MLM 2002). These fig-
ures are for primary coverage only (in 2000, to a maximum of $400,000 per occurrence),
and do not include CAT Fund assessiments or excess coverage purchased above the CAT
Fund maximum.

Other premium estimates come from surveys of medical providers. Unlike insur-

14

Pew Project on Medical Liability



er surveys, provider surveys capture actual purchase prices rather than book rates, as well
as how much coverage was purchased. Higher coverage naturally costs more. The typical
physician nationally buys a $1 million/$3 million policy. which covers any one claim up
to $1 million, and aggregate claims in a year up to $3 million. The American Medical
Association periodically conducts the broadest survey of physicians in all states, but has
vet to publish information beyond the late 1990s.

Some specialty societies have surveyed their membership more recently. A 2002
survey of orthopedic specialists, for example, showed that Pennsylvania is one of the most
expensive states for that specialty and is growing much more rapidly than the national

average (Exhibit 7). Premiums increased almost 30% a year over the two prior years, and

Exhibit 7. Pennsylvania Orthopedic Surgeons’ Premium Increases Have Been Large
Average Premiums and Rates of Change, 2000-02, from Physician Survey

Av. Premiums ($ 000's) av. ann. Av. limit per

chng. occurrence
State 2000 2001 2002 2000-02 ($ 000's)
Pennsylvania $43.7 $54.3 $73.3 29.5% $802.8
Neighboring States
Maryland $23.5 $18.6 $24.3 1.6% $1,346.9
New Jersey $28.2 $29.6 $30.6 4.1% $2,433.3
New York $54.0 $54.8 $60.0 5.4% $1,141.7
Ohio $29.5 $34.2 $49.5 29.6% $2.104.7
California $22.7 $25.5 $25.5 5.9% $1,207.5
United States - Total $28.1 $31.4 $38.2 16.6% $1,471.4

Source: nat'l survey, Schmalz, Heidi. "Medical Malpractice Insurance Concerns: Final Report”
American Academy of Orthopaedic Surgeons. April 8, 2002 Note: Delaware and West Virginia
omitted because of small sample sizes; others from 27-119 respondents

Pennsylvania’s average premium went from 60% to 90% above the national norm. sur-
passing New York in the process. California, and Pennsylvania’s neighbors other than
Ohio, ranked well below national norms in terms of premium increase.

Pennsylvania premium costs were high even though responding orthopedists on

average said that they bought only about $800,000 of coverage, well below policy limits
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elsewhere. Indeed. including CAT Fund coverage. Pennsylvania practitioners are legally
required to have above $1 million, which suggests that some respondents did not include
CAT Fund assessments along with their primary premiums. To the extent this occurred,
Exhibit 4 undercounts the cost of malpractice coverage in Pennsyivania.

Less information 1s available for hospitals. At one time, malpractice exposure was
much lower for hospitals than for physicians, who were seen as primarily responsible for
care. Hospital responsibilities have grown over time, and the institutional share of total la-
bility insurance costs seems to have risen as well. The Hospital Association of
Pennsylvania surveyed hospitals twice during 2002 (HAP 2002a, b). Each time, it found
about the same statewide average increase over the prior 12 months, just over 80%
(Exhibit 8). The averages appear not to be weighted for size of hospital. Most hospitals’

fiscal years begin in July, and most liability coverage is renewed soon thereafter. The

increases reported Exhibit 8. PA Hospital Premiums Are Also Reportedly Rising Rapidly
Percent Increase in Hospital Liability Premiums, by region, 2002, hospital survey
in the first survey, .
. . Statewide | South- West Central North- Lehigh
i spring 2002, ave. east east
Mean, spring 2002 81% 115% 71% 83% 48% 61%
therefore reflected Mean, fall 2002 86% 78% 87% 62%  132% 84%

Sources: Hosp. & Healthcare Ass'n of PA (May. Dec, 2002) Notes: increases for prior 12 months for
primary, CAT Fund, excess layers; 98 responses in spring survey; not noted for fall survey

mainly 2001 rate

increases, while most in the fall 2002 survey presumably reflected 2002 rate changes.
Median increases were also reported for the spring survey and were uniformly smaller
than mean increases, showing that some hospitals reported very large increases.

Over half of the Pennsylvania hospitals surveyed reported that they had accepted
higher deductibles or otherwise retained more risk (asked only in the spring survey). Thus,
the price rise would be even higher if the shift were calculated for the same “market bas-
ket” of coverage, as is done for inflation figures generally. Although book-rate premiums

for primary coverage are quoted as dollars per bed for each geographic area, hospitals buy
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different packages of insurance. Unlike physicians’ rates. hospital premiums are partly
experience rated, meaning that they are affected by an institution’s past losses. More weight
is given to experience for larger hospitals and those staying with an insurer for a longer
time. Hospitals also buy an excess layer of protection against very high losses, beyond pri-
mary insurance and the CAT Fund layer of coverage. These excess rates are typically insti-
tution-specific rather than standard. Finally, a third of Pennsyivania hospitals seif-insure
through a captive insurer (nearly half in southeast Pennsylvania and Lehigh Valley), so that
their premium rates are internal rather than market-mediated. For them, “premiums” equal
their loss experience. plus overhead costs of running the captive and hiring a “fronting”

insurer licensed in Pennsylvania to assure the state that claims will be paid.

Costs and Complexities Added by Pennsylvania’s CAT Fund (now MCARE Fund)

The Medical Liability Catastrophic Loss Fund has contributed to the state’s ha-
bility insurance woes by increasing annual assessments on health care providers and by
reducing its level of excess coverage, forcing providers to pay more for commercial pri-
mary coverage. Unlike other states with public compensation funds, such as Indiana,
Pennsylvania has committed substantial resources to paying malpractice claims but has
not instituted limits on those claims by adopting caps on damages, shorter statutes of lim-
itations, or similar measures.

The CAT Fund was created in 1975 to increase protection for medical providers
and compensation for injured victims. In addition to requiring all licensed medical
providers to buy primary insurance of $200,000 per occurrence, Pennsylvania mandated
participation in a public fund for ““catastrophic” losses. This raised the total available com-
pensation to $1.2 million, a very high level for the times, and assured availability of excess

coverage at a time of rising malpractice fears.
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The CAT Fund operated more like social insurance than ke private casualty
insurance. Enrollment was mandatory and losses were pooled. It was financed by uniform
assessments on premiums for primary coverage, unrelated to providers’ risk ratings or
claims experience. Financing was on a “pay as you go” basis: Current rate payers’ assess-
ments covered current payouts from past occurrences, not the risk of future losses, and no
significant reserves were maintained against future claims.

Because malpractice claims are slow to be filed and slower to be resolved,
payouts and hence assessments in the CAT Fund’s early years were very low (Exhibit

9). By the mid-1990s, however, annual assessments exceeded $200 million, roughly

Exhibit 9. CAT Fund Spending Has Risen to High Levels

comparable in magnitude

$400 to the total volume of
$350 . , )
$300 premiums paid to private
(2]
§ 2% insurers. This amount did
E $200 -
& $150 not cover about $2 bil-
$100 - . o
$50 - - lion of unfunded lLiability
CLY i v s e s o . ok R ..
50@ o o 4 > o 6 o O relating to incidents that
\OS\ \‘5\ KR '9% N F \QOJ GH '\Q% & & .
had already occurred, for
Source: CAT Fund data supplied by the Pennsylvania Medical Society.
Note: 1976-1981 total is presented as average annual amounts. which private insurers

would have raised premiums further. In 1995, the CAT Fund had to impose a large
emergency surcharge, creating a mini-crisis in Pennsylvania that did not occur in
other states. Legislative reforms in 1996 increased CAT Fund collections by shifting
to JUA rates as the basis of assessment; this meant that commercial discounting of pri-
mary coverage did not affect funding. The legislation also reduced future CAT Fund
payouts by raising the threshold for coverage from $200,000 to $500.000 between
1996 and 2001.
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Because assessments rose so fast in the 1990s, when primary premiums were sta-
ble, many blamed very high jury awards or CAT Fund mismanagement. However, an aca-
demic analysis funded by the Pennsylvania Trial Lawyers Association concluded that CAT
Fund payouts followed predictable patterns in light of underlying inflation i medical

costs and wages, and attributed the suddenness of the rise mainly to postponing costs from
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Other concerns relate to how CAT Fund financing distributes the costs of labili-
ty payments. Pay-as-you-go assessment shifts burdens from past physicians to current
ones. Pennsylvania therefore is disadvantaged in attracting physicians because new doc-
tors pay a high assessment to cover losses generated by their predecessors, a problem that
continues under MCARE. The standard statewide assessment regime also shifts costs
from high-rated specialties and locations to lower-rated ones, compared to private insur-
ance company practice. Although certain types of physicians and certain geographic areas
incur a much higher risk of a catastrophic award, they pay the same percentage assessment
as others. The biggest gainers from this risk pooling are hospitals and high-risk specialists
in Philadelphia; the biggest losers are primary care physicians in rural areas.

In 2002, the CAT Fund was supplanted by a new Medical Care Availability and
Reduction of Error Fund (MCARE Fund), which is scheduled to be phased out over a peri-
od of years. The 2002 legislation reduced overall provider responsibility for assessments
by transferring to the MCARE Fund an expected $40 million a year for 10 years from the
state’s Automobile Insurance Catastrophic Loss Fund. The 2002 reforms also reduced
MCARE coverage to a layer between $500,000 and $S1 million per claim, an upper limit
typical for commercial coverage in other states. The lower limit of MCARE Fund cover-
age will be raised slowly year-by-year until the Fund is dissolved, leaving physicians to

procure full coverage in the private market.
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Interviews done for this report reveal that both plaintiffs’ and defense lawyers crit-
icize the CAT Fund’s unpact on settlement negotiations. Settling claims requires agree-
ment among the primary carrier, the CAT Fund, and any excess insurer. Plaintiffs’ lawyers
also complain that the Fund ofien resists paying meritorious cases, while many providers
and primary carriers opine that it 1s harder to mount a joint defense with the Fund than
with another private insurer. These tendencies may help explam why malpractice cases in

Pennsylvama are resolved so slowly.

Non-Liability Factors Affecting Liability Insurance

Plaintiffs’ lawyers and consumer advocacy groups often assert that insurers them-
selves are to blame for current problems, not the legal system. In particular, they point to
an 1nverse relationship between premiums and investment earnings, part of a boom-and-

bust “insurance cycle.” Data from malpractice insurers clearly illustrate cyclical ups and

downs (Exhibit 10). The Exhibit 10. Malpractice Insurance Results Follow a Cyclical Pattern
ddle 1 ' 1l Insurers’ Cost Factors as Ratios to Premiums, 1876-2001
middle line shows overa
180%
operating results for mal- 160% -
. . . 0, .
practice insurers nation- 140%
120%
wide, starting in 1976
5 100% -« ‘
(before the mid-1970s cri- 80% &
: : 60% T T
sis, malpractice was not sep- ’ .
40% e %“@%ﬁ g LY
) s 1 - e o I N
arated out from general lia 20% e N
bility). Insurers’ “net costs” 0% ‘
I ISR T S S S A N R
A A0 F P PP
— defined as underwriting o E L E S S P
gy
) — Losses/prem.  TE Invest. gain/prem. Ee Tot./prem.
losses (mainly claim pay-
ments but also other costs Source: Tillinghast compilation of AM Best data
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of insurance operations) minus earnings from investments - were at or above 100% of pre-
miums in 1976, in the mid-1980s, and in the carly 2000s. Net costs at or above 100% mean
that insurers have no profits, as computed under statutory accounting principles.

Exhibit 10 also shows trends in claims losses (top line) and investment earnings
(bottom line), the two components of overall operating results. During the period 1976-

LD 07

2001, underwriting losses were larger relative to premiums (60%-160%}) than were invest-

ment gains (10%-35%), as well as more variable. This suggests that Joss trends are more
important determinants of overall results than are investment trends.

Another non-legal factor affecting all lines of casualty insurance has been the
recent rise in reinsurance premiums. This indirectly raises the cost of physician coverage,
as primary insurers buy reinsurance to protect themselves from unusually large losses in
a year, and directly affects liability costs for hospitals, which often buy commercial excess
coverage. An upturn in reinsurance premiums that began in the 1990s was accelerated by

the terrorist atroci-

Exhibit 11. Reinsurance and Property-Casualty Capital Have Been Hard
Hit by Recent Disasters ties of September

10 Costliest Disasters in U.S. History (by insured loss, 2001 §)

11, 2001, by far the

Hurricane Iniki, 9/92
Hurricane Floyd, 9/99 ©
Hurricane Opal, 10/95

largest single loss

in insurance history
Tropical Storm Allison, 7/01 °

Hurricane Betsy, 9/65 (Exhibit 11). The
Hurricane Georges, 9/98 event not only
Hurricane Hugo, 9/89

Northbridge Quake, 1/94

reduced available

Hurricane Andrew, 8/92 capital to under-

Terrorist Attacks, 9/01

write reinsurance
$0.0 $5.0 $10.0 $15.0 $20.0 $25.0 $30.0 $35.0 $40.0 3450

$ biltions but also changed

Source: Insurance Information Institute (2002) Note: includes all lines of coverage attitudes about the
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predictability of risk and hence probably increased the “risk premium™ investors demand.
Because these effects are common to many lines of property and casualty msur-

ance, some observers argue that the medical malpractice crisis does not warrant special

Exhibit 12. Increases in Casualty insurance Prices, Maipractice and Other Lines
during 3 mos., Oct.-Dec. 2002
Declines (in % ranges) Increases (in % ranges)
20-30 10-20 1-10 0% 1-10  10-20 20-30 30-50 50-100 =>100
Business interruption 000 000 000 0.15 022 005 000 0.00
Commercial Auto 0.00 000 0.01 0.06 0.14 0.08 0.01 0.00
Commercial Property 0.00 0006 002 0.08 016 . 019 003 0.00
Construction Risks 000 000 000 06.05 010 221 0.28 I 0.1 0.05

Directors & Officers 000 000 000 007 005 021 011 004
Employment Practices 000 000 000 0.08 014 0.18 0.05 0.01
General Liability 0.00 000 000 007 013 011 000 000
Medical Malpractice 000 000 000 002 009 010 040 021 021
Surety Bonds 0.00 000 000 013 026 026 024 010 002 002
Terrorism 0.04 00t 004 023 009 0_35;,1 023009 000 011
Umbrella 000 000 001 008 003 022 022 027] 011 005
Worker's Comp. 000 000 000 009 019 @28 027 011 002 002

Source: national survey of membership by Council of Insurance Agents & Brokers (Jan. 2003)

Notes: CIAB members said to place 80%, over $90 billion, of US insurance products and services; percentages
omit respondents not placing particular lines, from 3% for general iability to 47% for terrorism; totals do not add to
100% because of rounding

median rate range D modal range (most frequent)

relief. Indeed, most lines of coverage have increased i cost by 10-30% (Exhibit 12).
Malpractice insurance, however, remains a high outlier, with median increases of 30-50%
in price, and 28% of respondents reporting increases of over 100%.

In sum, these data suggest that both insurance factors and underlying costs of cov-
erage are influential, leading premiums to cycle above and below “true” long-run costs of
providing insurance, as conceptually illustrated below (Exhibit 13). For liability and other
lines of insurance, periods of competitive underpricing are followed by eras of rapidly ris-
ing premiums and diminished availability. Unlike most suppliers of products or services,

insurers initially respond to higher prices for their product by reducing the amount of cov-
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erage they offer because their existing capital can safely underwrite fewer policies at the
higher price. When profits are good, existing insurers commit more capital to the market
and new ones enter. When times turn bad, insurers leave the market, reducing overall sup-
1d dampening competition. The peak of the current cycle may come soon, as msure

losses relative to premiums are almost at the high point seen in the malpractice crisis of

Exhibit 13. The Insurance Cycle and Underlying Costs of Providing Coverage
A Conceptual lllustration

$s¢ superimposed price fluctuation from competitive cycle

ss AT YA A PPTY T A APTETY R A
Lo . .

$ underlying trend in “true” claims and other costs

time
Source: author's schematic derived from Miccolis (1989).
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