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“MEDICAL MALPRACTICE INSURANCE

Multiple Factors Have Contributed to
Increased Premium Rates

What GAO Found

- Bince 1999 medlcal malpractlce premmm rates have increased dramatically

for physmlans in some specialties in a number of states. However, among
larger insurers in‘the seven states GAO analyzed, both the premium rates
andthe extent to which these: rates have increased varled greatly (see

figure).

Multiple factors inclading falling mvestmem: income and rising reinsurance

“costs, have contributed to recent increases.in premium rates in our sample
states. However, GAO found that losses on medical malpractice claims—

which make up the largest part of insurers’ costs—appear to be the primary
driver of rate increases in the long run. And while losses for the entire
industry have shown a persistent upwarci frend, insurers’ loss experiences
have varied dramatically across our sample states, resulting in wide
variations inpremium rates. Inaddition, factors other than losses can affect
premiuim rates in the short run; exacerbating cycles within the medical
malpractice market. For example, high investment income or adjustments
to account for lower:than e;xpe__cte_:d Josses may legitimately permit insurers
to price insurance below the expected cost of paying claims. However,
because of the Iong lag between coﬁecﬁmg premiums and paying claims, -
underlying losses may be increasing ‘while insurers are, ‘holding premium .
rates down, requiring large premium rate hikes when the increasing trencf in
losses is recognized. While these factors may explain some events in the
medical malpractice market, GAO could not fully analyze the composition
and causes of losses at the insurer level owing to a lack of comprehensive
data.

GAOQ’s analysis also showed that the medical malpractice market has
changed considerably since previous hard markets. Physician-owned and/or
operated insurers now cover around 60 percent of the market, self-insurance
has become more widespread, and states have passed laws designed to
reduce premium rates. As a result, it is not clear how premium rates might
behave during future soft or hard markets.
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Ancnumabmty integrity + Retiability

Unlted States General Accounting Office

‘Washington, DD.C. 20548

June 27, 2003

Congressional Requesters

Since the late 1990s, premium rates for medical malpractice insurance have
increased dramatically for physicians in certain specialties and states.’
These increases have raised concerns that many physicians will no longer

be abie to afford maipractlce insurance: and may be forced to curtail or -

dlscontmue promdmg services. ’I'hese concerns have been hexghtened as

. some large insurers, faced with dechnmg profits, have either stopped
- selikmg medxcal malpractice insurance or reduced their operations in a
“number.of states. But disagreement exists over the causes of increased

premmm rates and what, if anything, should be done in response to the

: __curreni: sztuanon For example, some have argued for tort reform as a
_means of iow‘exmg certain awards in medical malpractice lawsuits and

advocate legxsla’!;ave changes at the state level designed to place a cap on

_ __.such awards. Others have argued: for medical reforms as a means of
.. reducing the incidence of medical malpractice or for insurance reforms as
A Way to moderate premmm rate mcreases

o In response t;o these concems, you asked us to determine the reasons
e behind the recent mcreases insome medical malpractlce insurance rates.?

Our spec;ﬁc o’bgeci;wes were to (1) describe the extent of the increases in
medical malpracmce insurance rates, (2) analyze the factors that have

~contributed to the increases, and (3) identify changes in the medical
_ _malpracuce insurance market that may make the current period of rising
_ p{ext_uum__;‘at_e_s different from earlier periods of rate hikes. We will also

‘Medical malpractice lawsuits are generally based on tort law, which includes both statutes
and court decisions. A tort is a wrongful act or omission by an individual that causes harm
to another individual. Typically, a malpractice tort would be based on the claim that the
health care provider was negligent, had failed to meet the acceptable standard of care owed

-t;o the panent and thus had caused msury to the patient.

: 'Some h{aa}m care prov:der assoaatlons and others have expressed concern over medical
" “malpractice insurance premium rates for nursmg homes and hospitals, but this topic is

outside the scope of our report.
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issue a related Zreport that describes the effect of rxsmg malpractice
prezmu*ns on access tc} health care and related issues.®

' Recogmzmg that the medical maipra,ci:lce market can vary considerably
across states, as part of our review we judgmentally selected a sample of
seven statesw(]ahfonua Fionda anesota Mississippi, Nevada,
_Pennsylvama and Texaswm order to conduct a more in depth review in
each of those states. Our samp}e contams a mix of states based on the

" following characteristics: extent of any recent increasés in premium rates,

~_status as a “crisis state” according to the American Medical Association,
'presence of caps 0:1 noneconom:ic damages state population, and
aggregate loss ratios for medical malpractace insurers within the state.
Except where noted otherW"Ise our analyses were limited to these states.
Within each state we spoke to one or both of the two largest and currently
active med;cai maipractace insurers,* the state insurance regulator, and the
stal:e assomatmn of ma.i atmmeys In six states, we spoke to the state
medical association, and in five statés, we spoke to the state hospital
association. To examine the extent of increases in medical malpractice
insurance rates in our sample states, we reviewed annual:survey data .. -
collected by a private company. % To analyze the factors. contributing to the -
. premium rate increases in our sample states as well as. natmnaily, we . _
“reviewed data pmvadeti by medical ma]practlce insurers to state insurance .
: reguiators the National Association of Insurance Commissioners (NAIC),?

For other re}até__d GAQ products, see the list at the end of this report.

*We determined the Iargest insurers in 2002 based on premiums written for calendar year
2001.

*The Medical Liability Monitor anmally surveys providers of medical malpractice
insurance to obtain their premivm base rates for three different specialties: internal
medicine, general surgery, and obstetrics/gynecology.

*NAIC is a voluntary association of the heads of each state insurance department, the
District of Columbia, and four U.S. territories. NAIC assisis state insurance regulators by
prowdmg gmdance, modei {or recommended) laws and guidelines, and information-sharing
tocﬂs :
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‘and A.M. Best’ on insurers within our sample states as well as the 15 largest
‘writers of medical malpractice insurance nationally in 2001 (whose
combined market share nationally was approximately 64.3 percent). We
also spoke with officials from professmnal actuariai and insurance
orgamzatlons and national trial attorney and medical associations and
reviewed their testimonies before Congress. In addition, we analyzed data
“on medical maipract}ce c}aams coﬁected by insurers, state regulators, and
others in our samp}e stat;es as. we]l as natmnally

To azzalyze h{}W the nationa.l medical malpractice insurance market has
changed since previous periods of rising premium rates, we reviewed
studies published by NAIC, rewewed state insurance regulations and tort
laws, and spoke to the insurers and state insurance departments in our
sample states. We also spoke to ofﬁcxais from national professional
actuarial, legal, ‘and insurance orgamzataons Appendix I contains a more
detailed _descr_lptlon of our methodology.

Results in Brief

Since 1999, medical malpractice premium rates for physicians in some
. states have increased dramatically. Among the seven states that we

: f-analyzed we found that both the extent of the increases and the premium - -

levels varied greatly not only from state to stdte but across medical
specialties and even among areas within states. For example, the largest
writer of medical malpractice insurance in Florida increased premium
rates for general surgeons in Dade County by approximately 75 percent
from 1999 to 2002, while the largest insurer in Minnesota increased
premiwm rates for the same specialty by about 2 percent over the same
period. The resulting 2002 premium rate quoted by the insurer in Florida
was $174,300 a year, more than 17 times the $10,140 premium rate quoted
by the insurer in Minnesota. In addition, the Florida insurer quoted a rate
for general surgeons outside Dade County of $88,000 a year for the same
coverage, approximately 51 percent of the rate it quoted inside Dade
County.

"A.M. Best is a rating agency that provides current or prespective investors, creditors, and
policyholders with independent analyses of insurance companies’ overall financial strength,
creditworthiness, ability to pay claims, and company activities.
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Multiple factors have contributed to the recent increases in medical
maipracube pr emzum rates in ihe seven states we analyzed. First, since

' 1998 msnrers losses on medical malpractice claims have increased rapidly

in some states For e:xample in Mzsmssmpi the amount insurers paid

' annualiy on medical malpractlce claims, or paid losses,® increased by

approximately 142 percent from 1998 to 2001 after adjusting for inflation.®
We f(ﬂmd that the increased losses appeared to be the greatest contributor
to mcreased premzum rates buta 1ack of comprehensive data at the
national’ and ‘state levels on msnrers medical malpractice claims and the
associated losses prevented us from fuﬂy analyzing the compaosition and

causes of those losses. For example, data that would have allowed us to

analyze claim seventy at the insurer level on a state-by-state basis or
determ:me how losses Were broken down between economic and

" noneconoric damages Were ‘unavailable. Second, from 1998 through 2001

medlcal maipract:zce insurers experxence(i decreases in their investment
income'® as interest rates fell on the bonds that generally make up around
80 percent of these i insurérs’ investment portfolios. While almost no

'medxcal malpractzce insurers experienced net losses on their investment
N portfohos over tlus penod a decrease in investment income meant that

income from insurance premiums. had to cover a larger share of insurers’

: “costs, Third, during the 1990s insurers competed vigorously for medical
o maipractace business, and several factors, mcludmg high investment
"retums, pemtted them to offer prices that in hindsight, for some insurers,

did not complete}y cover their ultimate losses on that business. As a result
of tlns some companies became insolvent or voluntarily left the market,

_reducing the downward competitive pressure on premium rates that had
existed through the 1990:5 Fourth, beginning in 2001 reinsurance rates for
medlcai ma}pracmce msurers aIso mcreased more rapidly than they had in

*Paid losses are the cash payments insurers made in a given period, such as a calendar year,
on clairs reported during both the current and previous years. Incurred losses include the
insurer’s expected costs for claims reported in that year and adjustments to the expected
costs for claims reported in earlier years. In Mississippi, insurers’ incmrred losses increased
approximately 197.5 percent from 1998 to 2001, after adjusting for inflation.

*We adjusted for inflation using the consumer price index {CP). The CPl is a measure of the
average change over time in the prices consumers pay for a basket of goods and services.
This report uses the CPLU, which is meant to reflect the spending patterns of urban
consumers and covers about 87 percent of the total U.S. population.

“In general, state insurance regulators require insurers to reduce their requested premium

rates in line with expected invéstment income. That is, the higher the expected income from
investments, the more premium rates must be reduced.
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“the past raising insurers’ overall costs Y In combination, all of these

factors comnbute io the movement: of the medical malpractice insurance

__market, ﬂ'zrough cycles of hard and soft markets-similar to those
. experienced by the property-casualty insurance market as a whole—during
‘which. premium rates fluctuate,”” Cycles in the medical malpractice market
__tend to be more extreme than in other insurance markets because of the
: - -Ienger penod of time requxred to resoive medical malpractice claims, and
o __-.fax:mrs such as changes in mvestment mcome and reduced competn:;on can
I _exacerhate the ﬂucma’imns S :

_ | 'W}u}e t.he medlca} malpractzce msura:nce market asa whole had
. expemenced penocis of rapzd}y mcreasmg premium rates during previous

hard markets in the mid-1970s and mid-1980s, the market has changed

- c0n51derably since ‘then. These changes are largely the result of actions
_insurers, health ¢are pmmders ‘and states have taken to address increasing

premium rates. Begmnmg in the 1970s and 1980s, msurers began selling
“claims-made” rather than ' “occurrence-based” policies,'® enabling insurers

“to better predlct Iosses for a particular year. Also in the 1970s, physicians,

facmg mcreasmg premum rates and the departure s of some insurers, began

_ - to form mutual ncnpmﬁt msnrance cnmpames Such ccympames which
s :_rmay have some cost; zmd Dﬁzer advantages over commermai msurers, now

market More recenﬂy, an mcxeaswg number of 1arge hospzta;ts and gmups
of hospltals or physrczans have left the traditional commercial insurance

market and begun 1o insure themseives in a variety of ways—for example,

' _'_-'by self-insuring. Whﬂe such arrangements can save money on
' j'adnnmstratwe costs hospzta}s and physicians insured through these

arrangements assume greater financial responsrbxhty for malpracmce
cimms than they would under tradmona} insurance arrangements and thus -
may face a greater risk of msol&ency ‘Finally, since periods of increasing

. *’Remurance is msnrance for insurance companies, which insurance companies routinely
P P

useas a way to spread the nsk assacsated with their insurance policies.

‘28011:9 mdustrv officials have characienzed hard markets as periods of rapidly rising
... prempum rates, tightened underwriting standards, narrowed coverage, and the withdrawal
-ofinsurers from certainmarkets, Soft markets are characterized by relatively flat or slow-

rising premium rates, less stnngent underwntmg standards, expanded coverage and strong

. Cﬂm})&?ﬁﬁf)ﬂ among HISHI'E'I’S

BClaims-made policies cover claims reporfed during the year in which the policy is in effect.
Oceurrence-based policies cover elaims arising out of events that sccurred but may not
have been reported during the year in- which the policy was in effect. Most poticies sold
today are claims-made policies,
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premium rates during the mid-1970s and mid-1980s, all states passed at
least some laws des:gned to reduce medical malpractice premium rates
Some of these laws are designed to decrease insurers’ losses on medacaj
malpractme claims, while others are designed to more tightly control the
premium rates insurers can charge. These changes make it difficult to
predict how mecﬁcal ma}practice premlums might behave during future
har{i and soft markei:s '

This report mcludes a mat;ter that Congress may want to consider as it .

_ iooks for ways to improve ‘the abzhty of Congress, state insurance
) reguia,tors and others to analyze the current and future medical

malpractxce msurance markets Spemﬁcaﬁy, Congress may want {o
consider encouragmg NAIC and staté insurance regulators to 1dent1fy and
coilect addmonafi data necessary to evaluate the frequency, severity,”® and
causes of Iosses on medlcai malpractme claims.

We received comments on'a draft of this report from NAIC’s Director of

' _Researc}:t “The D:rector generally agreed with the report’s findings and
“matters for congresmonai consideration, and provided technical comments
" that we have incorporated as appropriate. The Director’s comments are
K dzscussed in greater deta:ﬁ at the end of this letter

Backgr_ound

Nearly all health care providers, such as physicians and hospitals, purchase

- insurance that covers expenses related to medical malpractice claims,

- including payments to claimants and legal expenses The most common
- physician poh(:les provzde $1 mlﬂlon of coverage per incident and

$3 million of coverage per year Today the primary sellers of physician
medical malpractice insurance are the physician-owned and/or operated
insurance companies that, according to the Physician Insurers Association
of America, insure approximately 60 percent of all physicians in private
practice in the United States. Other health care providers may obtain
coverage through commercial insurance companies, mutual coverage
arrangements, or state-run insurance programs, or may self-insure (take
responsibility for claims themselves). Most medical malpractice insurance
policies offer claims-made coverage, which covers claims reported during

BClaim frequency is the number of claims per exposure unit, such as a single general
practitioner.

EClaim severity is the average Joss per claim.
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the year in'Wﬁich 'the' pbiiéy isin éfféct A smali and declining number of
_pohcles offer occurrence coverage whlch covers all claims arising out of
. events t‘nat occu:rred dunng the yea;r In which the policy was in effect.

Medical maipractxce msurance operates much like other types of

insurance, with insurers coilectmg premiums from policyholders in
exchange for an agreement to defend and pay future claims within the

Jimits set by the policy. Insurers mvest the premiums they collect a,nd use

‘thei income fmm those mvesi;ments to reduce the amount of preminm

o _'mcome ihat wauld have been reqmred otherwise. Ciaims against a .

- pohcyholder are recorded as expenses or incurred losses, which are equal

. to the amount paad on those claims as well as the insurer’s estimate of

' future losses on those same ciarms The liability associated with the
pomon of these m(:urred 3osses that have not yet been paid by the insurer

" is collectively known as the insurer's loss reserve. In order to maintain

_ financial soundness, insurers must maintain assets in excess of total

. habx}mes—-—mciudmg loss reserves and reserves for prenuum received but
' 'xu:)t yet ear;{md1 —ta ‘make up what is known as the insurer’s surplus. State

' y msnrance departments momtor insurers’ solvency by tracking, among

_other measures the ratio of total a:nnua.l premiums to this surplus. Medical
ma.lpractice insurers generally attempt to keep theu surplus appromateiy ’

. -equal to their armual prermum ncome,

‘Medical malpractice insurers establish premium base rates for particular.
" medical specialties within‘a state and sometimes for particular geographic
: reglons within astate. Insurers may: also offer dxscmmts or add surcharges

“for the particular characteristics of pol:cyhoiders ‘such as claim histories

" or'whether they participate in risk-management programs. The premium

. yates are based on anticipitedlogses on claims and related expenses,
‘expected investment income, the need to build a surplus, and, for for-profit
insurers, the desire to earn a reasonable profit for shareholders. In most
states the insurance regulators have the authority to approve or deny
proposed changes to prermium rates.

¥nsurers collect premiums in advance for coverage during a future period of time, and as
that perjod of time passes, those premiums are “earned.” Premiums related to periods of
time yet to pass are considered “unearned” and are a Hability on the boeks of the insurer.
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For several reasons, accurately ;)redactmg losses on medical malpractice
“claims is d;f:ﬁm}t First, according to a national insurer association we’
' spoke with, most medical maipractlce claims take an average of more than
5 years to resolve, mclutimg dlscc}venng the malpractice, filing a claim,
" determining (through settlement or trial) payment responsibilities, if any,
and paying the claim.” In addition, some claims may not be resolved for as
long as 8 to 10 years. As a result, insurers often must estimate costs years in
advance. Second, the range of potentaal losses is wide. Actuaries we spoke...
~with told us: that individual claims. with similar characteristics can resuit .
Very. dlffereni; losses forthe i insurer, makmg it dlﬂicult; to predmt the =
~ultimate’ cost of anysingle: claim. Third, the predactwe value of hlstancai .
data is further limited by the often small pool of relevant pohcyhalders For -f
- example, arelevant pool of policyholders would be physicians pr&cmcmg a
“particunlar specialty within a:specific state and perhaps Wxthm aspecific -
geographic area within that state. In'smaller states, ‘and for some of the Eess
common but more risky specialties, this pool.could be very small and
- provide only a }nmted amountof data that could be used to estlmate future :
costs ! B : S i :

Medical maipracnce insurance is xegulated by state insurance departments
- and subject to state laws. That is, insurers selling medical malpractice
: -msurzmce ina parhcular state are sub,gecf; to that. state’s regulations for
their operations within. that state, and all claims’ within that state are
subject to that state’s tort laws. Insurance regulations can vary across
states, creating differences in the way insurance rates are regulated. For
example, one state insurance regukatox we 'spoke with essentially let the -
~insurance market detemune appropnate rates, while another hadan.
“increased level of review, mc}udmg appmvmg specxﬁc company rates ona _
" case-by-case basis. NAIC assists state insurance regulators in developing
these regulations by prowdmg guldance model (or recommended) laws
and gmdeimes and mformatmxvshanng tools.

In response to concerns over rising premium rates, physicians, medical
associations, and insurers have pushed for state and federal legislation that
‘would, among other things, limit the amount of damages paid out on
medical malpractice ¢laims. Afew states have passed legislation with such
limitations.over the pastseveral years, and federal legislation is pending.
On March 13, 2003, the House of Representatives passed the Help Efficient,

"Estlmates of some mdmdua} insurers we 5poke with ranged from around 3 years to over
5 years. -
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' Access;ble Low—Cast T}meiy Hea}thcare (HEALTH) Act of 2003, which

includes, among. other things, a Jimit on certain types of damages in

" . medlca} malipracuce claims. On March 12, 2003, a similar bill of the same

name was introduced in the Senate, but as of June 2003, no additional
‘action had been taken.

Both the Extent of
Increases in Mechcal
Malpractice Premium
Rates and the Rates
Themselves Varied. .
across Specmlt}es a;nd
States

.Begmnmg in }999 and 2000, medlcal malpractme insurers in our seven

.'sa.mple states mcreased their premium rates™ for the physician specialties
- of general snrgexy, internal: medicme and obstetrics/gynecology faster than
“theyhad since at least 1992: These specialties were the only ones for which
*‘data were available, and 1992 was the earliest year for which we could

-obtain comprehensive survey data:” However, both the extent of these
“changes and the level.of the premium rates insurers charged varied greatly
across medical specialties, states,'and even areas within states. From 1999
« through 2002; ohe large insurer raised rates more for internal medicine

than for general surgery, while another raised rates 12 times more for
general surgery than for internal medicine. Changes in premium base rates

“among some of the largest insurers in each state ranged from a reduction of
about 9 percent for obstetricians and gynecologists insured by one . .
' .Cahfomla cempany to an mcrease of almost 1'?0 percent for doctozs in the S

v ‘Bin ﬁns report, premmm fates are the base raies insurers submit to state regulators along
.with:a schedule of potential deductions or additions related to the particular characteristics

. of pohcyhalders The actual premium rate insurers charge individual policyholders varies

from the base rate. We conld not determine the extent to which the actual premium rates

charged varied from the basé rates; but among some of the insurers we spoke with, the

. actual premiom rates ranged from about 50 to 100 percent of the base rates over the past

several years. Some market observers and participants also told us that the discounts have

. decreased over the last several years.

¥ Al premium rate information in this report is based on survey data collected by the

- Medical Liability Monitor, a newsletter that, among other things, publishes the results of its

annual surveys of the premium, rates of medical malpractice insurers. Comprehensive
survey data was available for years 1992 1o 2002. The surveys, which are sent to medical
malpractice insurers, reguest premium rates for each state or smaller region for a standard

-amownt of coverage in three specialties—internal medicine, general surgery, and

obstetrics/gynecology. The Medicel Liability Monitor selected these in order to have data
representative of low-, medium-, and high-risk specialties. In the survey results for 1069
through 2002, all 50 states were represented in the rate information that companies
provided. The premium rates collected in the survey are base rates that do not reflect the
discounts or the additional amounts insurers charge, so actual premium rates can vary from
the premium rates given in the survey.
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_ __same specza}ty in one area of Pennsylvania. # At the same time, premium

rates for the same amount of coverage for the same medical specialty

-vaned by afactorof as much as 17 among states—that is, the rate in one

state Was 17 times higher than the rate in a different state.

Premium Rates Have Grown
Rapidly since 1998 for .
Certain Spe(:laltzes in Some
States

As figure 1 shows, premium base rates varied across our seven sample

. States from 1992 to 1998 but for most insurers remained relatively flat.
N Begmnmg in:1999- and 2000, however, most of these insurers began’
~ increasing their rates in larger mcrements Many of the i increases were

dramatic; ranging as high as 165 percent, although some rates remained

- flat. Figure 2 shows the percentage increase in premium rates for the

" largest insurers in our seven sample states from 1999 through 2002.*' In the

Harrisburg area of Pennsylvania, for example, the largest insurer increased
premium base rates dramatically for three specialties: obstetrics/
gynecology (165 percent), general surgery (130 percent), and internal
medicine (130 percent). At the same time, the consumer price index (CPI)

_increased by 10 percent. However, in California and Minnesota, premium

base rates for the same specialties rose between 5 and 21 percent and in

- some: cases fell slightly. The variations in the changes in premium base
- rates among our sample states appears to be consistent withthe changes in -

'"-";States outmde our sample; wn:h insurers in some states raising premium
“rates rapidly after 1999-and insurers in other states raising them very little.

BIn this report, premium rates shown for Pennsylvania include a surcharge for a mandatory
professional liability catastrophe loss fund. Policies purchased from an insurer provide

coverage 1p {o a specific'amount, and the loss fund then provides additional coverage. The
amount required to be covered by insurers has been increasing and the amount covered by
the loss fund has been decreasing. In 2002, insurers covered the first $500,000 of any claim,

“up to an annual limit 'of $1.5 million, while the loss fund covered an additional $400,000 per

claim, up to an annual limit of $1.2 million.

Hyyp déiermined the largest insurers in each of our seven sample states based on premitams
written in 2001,
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Figure 1: Premium Base Rates of the Largest Insurers in Seven Selected States for

Three Medical Specialties, 19922002
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Figure 2: -?éréentage Char':gés' in Premium Base Rates of the .i.argé'st Medical ﬁﬁ'aipraciiceinéuref's in Seven Sefected States fb__r :

Three Medical Specialties, 19992002
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The Level of Premium Rates

Also Varied across
Specialties and States

We found that premium rates quoted by insurers in our seven sample states
varied across medical specialties and states. According to some of the
insurers and actuaries we spoke with, the differences in rates reflect the
costs associated with medical malpractice claims against physicians in
particular specialties. Specialties with a high risk of large or frequent losses
on medical malpractice claims will have higher premium rates. For
example, in.2002 the largest medical malpractice insurer in Texas quoted a
base rate for the same level of coverage of $92,000 to obstetricians and
gynecologists, $71, 000 to general surgeons, and $26,000 to internists. Figure
3 shows the premium rates quoted by the largest medical malpractice
insurers in our sample states for these three specialties ®

Premium rates quoted by insurers in our seven sample states for the same
medical specialty also varied across states and geographic areas within
states {see fig. 3). Some of the insurers and actuaries we spoke with told us
that these variations also reflect differences in insurers’ loss experiences in
those venues. As figure 3 shows, the largest insurer in Florida quoted a
premium base rate of $201,000 for obstetricians and gynecologists in Dade
County, while the largest insurer in California quoted a premium based rate
of $36,000 for similar physicians in northern California.. Within Florida, the
same large insurer quoted a premium base rate of $103,000 for
obstetricians and gynecologists outside of Dade Countym—appromately 51
percent of the Dade County rate. Within Pennsylvania, the largest insurer
quoted a premium base rate of $64,000 for doctors in Philadelphia-—
approximately 83 percent more than the rate it quoted oulside the city.

ZNaot all of the insurers inchuded in figs. 3 and 4 are the same, as data that would have
allowed us to complete the same analyses for all of the insurers was not available.
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: Insurers Iosses dechnes in mvestment mcome a less compemave chmate L

Multiple Factors Have
Contributed to the
Increases in Medical
Malpractice Premium
Rates -

and climbing reinsurance rates have all contributed to rising premium . _
rates. First, among our seven sample states, insurers’ losses have mcreased
rapidly in some states, increasing the amount that insurers expect topay
out on future claims. Second, on the national level insurers’ mvestment
income has decreased, so that insurance companies must increasingly rely -
on prezmums to cover costs. Third, some large medical malpractice .
insurers have left the ma:rket in some’ si:ates because sellmg policies wasno
Tonger proﬁtab}e reducmg the dommward competitive pressure on
premium rates that existed through most of the 1990s. Last, reinsurance

" ratés for somémedical malpractice d insurers in our seven sample states |

have increased substantially, increasing insurers’ overall costs. In
combination, all the factors affecting premivm rates and the avaﬂab}hty of
medical malpractice insurance contribute to the medical malpractice
mnsurance cycle of hard and soft markets. While predicting the length, size
and turning points of a cycle may be impossible, it is clear that the
relatively long period of thme required to resolve medical malpractice

_claims makes the cycles more extreme in this market than in other
~ insurance markgts.

Increased Losses on Claims
Are the Primary Contributor
to Higher Medical

Malpractice Premium Rates

Like premium increases, annual paid losses and incurred losses for the
national medical malpractice insurance market began to rise more rapidly
beginning in 1998. # After adjusting for inflation, we found that the average
annual increase in paid losses from 1988 to 1997 was approximately 3.0 .
percent but that this rate rose to 8.2 percent from 1998 through 2001,
Inflation-adjusted incurred losses.decreased by an average annual rate of
3.7 percent from 1988 to 1997 but, mcreased by 18 7 percent from 1998 to
2001. Figure 4 shows paid and incurred losses for the national medical
malpractice market from 1975 to 2001, adjusted for inflation.

*(ver the past several years, some large medical malpractice Insurers in some states have
become insolvent. Such insolvencies may have caused aggregate paid losses in those states
to be understated to an unknown extent, because while the insurer may still be paying
medical malpractice: clmms, they may no longer be reporting those payments to NAIC or
state regulators.’
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' Pmd and mcur:red losses give different pictures of an insurer’s loss
o EXQPHQYIC? and examining both can help prcmde abetter understandmg of:
~-aninsurer’s losses. M Paid losses-are the'cash payments an insurermakesin
a given yeay, irrespective of the year in which the claim giving rise to the
payment occurred or was reported. Most payments made in any given year
are for claims that were reported in previous years. In contrast, incurred
losses in any single year reflect an insurer’s expeetamons of the amounts-
that will be paid-on CI&IIHS reported in that year. Incurred losses fora gwen _
- year. will also reﬂect any: adjusﬁnentfs an insurer makes to. the expected gl
gamounts that must be paid out on claams reparted dunng previous years.
- ‘That is, as mere information becomes ava.llabie ona pamcuiar claim, the
insurer may ﬁnd that the original estimate was 100 high or too low and
must make an ad]ustment If the original estimate was too high, the
ad]ustment will decrease incurred losses, but if the ongmai estimate was
too iow the ad,;ustment W’Iﬁ mcrease them, :

Incurred losses are the largest component of med;cal ma}practlce insurers”

- costs. Forthe 15 largest medical malpractice i insurers in 2001—whose

" combined market share nationally was appromately 64.3'percent-

" incurred lossés (including both payments ‘to plaintiffs to resolve claimsand
... the costs associated with defending ciamas) compnsed on average, around
A 78 percent of the insurers’total expenses. Because insurers base their:
prémium Tates on their expected costs; thelr antlczpated losses will
therefore be the primary determinant of premium rates.

#pccording to at least one insurer, the best measure of the results from policies may be the
ultimate paid losses on the claims repnrted that vear, which insurers could compare to the
premiums charged for the policies in question. However, as paid losses are not entirely
known for at least 3 to 5 years after they claims are reported, such information is not
completely available for the years 1998 through 2002
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Figure 4: inﬂation-Adjusted Paid and Incurred Losses for the National Medical Malpractice Insurance Market, 1975-2001 (Us;ng

the CPI, in 2001 Dollars) .
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“The recent increases in both paid and incurred lossés among our seven o

osample states varied cgmzdemb}ya Wwith some'states experiencing

.- significantly higher increases than others. Fron::1998 to 2001; for exampie
paid losses in Pennsylvania and Mississippi increased by approximately’
70.9 and 142.1 percent, respectively, while paid losses in California-and
Minnesota increased by approximately 38.7 and 8.7 percent, respectively
(see fig. 5).% Because paid losses in any single year reflect primarily claims’-
reported during previous years, these losses may not be representative. of
claims that were reported dur;ng the year the losses were paid. '

Tp better show annual changes in the states with smaller total losses, in both figs. 5and 6
we have separated our seven sample states into two groups, those with smaller total losses
and those with greater total losses.
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Figure 5; Infiaiion-Ad;usted Aggregate Paid Losses for Medical Maipract;ce £nsurers in Seven Seiected Siates, 1875-2001 (Uéing
the CPI, in 2001 Dofiars)
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From 1998 to 2001 aggregate incurred losses mcreased by large amoun’ts in

- almost all of our seven sample states: As shown in’ ﬁgure 6. the highest
_rates of increase in incurred losses over that-period were: expenenced by 4

insurers in Mississippi (197.5 percent) and Pennsylvania (97.2 percent).
Fven in California and Minnesota, states with lower paid losses from 1998 .
through 2001, insurers experienced increases in incurred losses of
approximately 40.5 and 73.2 percent, respect&vely‘, over the same period. As
noted above, mcurred losses in-any single vear reflect insurers’
expectatzons of future paid losses associated with claims reported in the
current yearmthat is, claims that will be paid, on- average overthe next 3 -
and one-half years (according to one industry association). And because _
insurers’ incurred losses have increased recently, insurers are expecting

) _theu- paid Iosses to mcrease over the next’ severaj years
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F:gure 61 1nﬂation—Ad;uste& Aggregate lncnrred Losses for Medical Maipractice fnsurers in Seven Selected States, 1975-2001
{Using the CPi, in 2001 Dollars)
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. Comprehensive Data on the

Increased Losses Lead to ngher
Premlum Rates

Composition and Causes of

Increased Losses Were Lacking

According to actuaries and insurers we ‘spoke thth increased paid losses
raise’ prernmm ‘ratesin qevera} ways. ‘First, higher paid losses on claims
repoﬁ:ed in current or prevmus years can increase insurers’ estimates of
what they‘ e‘ipect to pay out on future claims. Insurers then raise premium
rates to match their expectamons In addition, large losses (particularly
paid losses) on even one or a few individual claims can make it harder for
insurers to predict the amount they mlght have to pay on future claims.
Somei msurers and actuaries we spoke with told us that when losses on
_cimms gre hard to pred;ct insurers will geaeraﬁy adopt more consewat;ﬁe :

- expeci;ations regar{img losses—that is, they will assume Tosses will be

toward the higher end ofa predacteci range of losses. Further, large losses .

- on'individual claims can raise plaintiffs’ expectations for damages on

snmlar c}mms u}mmateiy resuit,mg in higher losses across both claims that

are settled and those that go to’ ‘trial, As described above, this tendency in

tum can lead to hlgher expectatxons of future losses and thus to higher

' _ prem;um ‘rates. Fmafiiy, an mcrease in the percentage of ¢laims on which
_msurers musi make payments can increase the amount that insurers expect
© to pay on each pohcy, resuitmg inhigher premium rates. That is, insurers

expectang to pay ‘out'money on'a h1gh percentage of claims may charge

" :_'more fer all pohc:es in order t{) cover the expeeted increases.

- A lack af cemprehenswe data at the nataonai and state levels ‘on insurers’
medical ‘malpractice s claims and the associated losses prevented us from

fu}ly analyzing both the compos;tmn and causes of those losses at the
insurer level * For example comprehensive data that would have allowed

.usto fuily analyze the severity of medical malpractace ciaams atthe i insurer

_.Ievel ona. state«by state basis did not exist. To begin with, data submitted
byi insurers to NAIC on t;he number of claims reporied to insurers are not

_broken out by state. Rather, insurers that operate in a number of states

report the number of cla;tms for all their medical malpractice insurance
policies 1 nationwide. AIse ‘while NAIC does collect data that can be used to
measure the seventy of c,lalms paad in a single year (mumber of claims per
state), NAIC began thxs effort only in 2000. As a resuit, we could not gather
enough data to examine trends in the severity of paid claims from 1988 to
2002 at the insurer level. Similarly, comprehensive data did not exist that
would have allowed us to analyze claim frequency on a state-by-state basis.
As noted above, data that insurers submit to NAIC on the number of claims
reported were not broken out by state prior to 2000. In addition, insurers do

BSnme additional data on Thedical malpractice claims, not connected to individual insurers,

-were available and were analyzed in a separate report. See GAG-03-8306.
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. not submit mfarmatmn on t,he number of policies in effect or the number of -

health care provxders insured, F}naliy, medical associations we spoke with

in our sampie states had not compiled accurate data on the number of

- physmzans pracncmg within those states. As a result, we could not analyze
' changes in the frequency of me(ilc:al malpractice claims in our sample

states at the i insurer Ievel

Data t.hat Wou}d have aji}c:}Wed us to anaiyze how losses were divided
between settiemenf;s and tnal verdmts or between economic and
noneconomic damages were a]so not available. First, insurers do not
. submlt mformamon to NAIC on the ;)omon of losses paid as part of
settlements and the portaﬂn paad as the result of a trial verdict, and no other
_ comprehenswe source of such mfomiation exists. However, all eight
insurers and one of the trial }awyers associations we spoke with provided
_ certain estlmates a,bout claims. The estimates of three insurers on the
' percentage of claims resultmg in tr:iai verdicts ranged from 5 to 7 percent.
. The estimates of fcmr insurers. and 1 state trial lawyers’ association of the
_percentage of trial verdicts bemg decided in favor of the insured defendant
~ranged from 70 to 86 percent The estimates of four insurers and one state
trial lawyers’ association of the portmn of claims resulting in payment to
the plamtiﬁ ranged from 14to 50 percent. Second, no comprehensive
source of information: exzsts on the: breakdown of losses between o
econormc damages such as medical costs and lost wages and
noneconomic damages ‘such as compensamon for pain and suffering.
Several of the i insurers and trial lawyers’ associations we spoke with noted
that settiement amotmts are not formally divided between these two types
of damages and that consmtent ‘comprehensive informadtion on trial
judgments is not collected. Furthexmore, while judgment amounts obiained
~ at trial may be’ 1a.rge severa} of the insurers we spoke with said that they
most often do not pay amaunts beyond a policyholder's policy lmits.”
Data on the final ammounts insurers pay out on individual judgments are not
collected, although they are reported in the aggregate as part of paid losses
in msurers ﬁnanczal statements

“Some insurers we spoke with told us that they can be lable for amounis beyond a policy’s
limits if the policyholder requests that the insurer settle with the plaintif for an amount
equal to or less than the policy limit, but the insurer takes the case to trial, loses, and a
Judgment is entered in an amount greater than the policy limits. Insurers in California,
Florida, and Texas told us that payments beyond policy limits posed significant issues in
their states.
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While losses on medical maipractlce ¢laims increase as the cost of medxcal _

. care and the valué of Jost wages rise; T6ssesin'some: stateg ‘havefar
- outpaced such inflation. Insu;r:mce legal, and: medlcai mdust;ry Dfﬁcmis we _'

spoke with suggested a number of potentaal causes forsuch increases:
These potenuaé canses included a greater societal propensity to sue; a
“lottery mentality,” ‘where a lawsuit is seen as an easy way to geta large -

. sum of money; a swker, older populatwn, greater expectations for medmal '
care because of improved technology, and a reduced guality of care ;md the i
_ breakdoml of the doctor- pat;ent relatzonshxp owing,; for: example to iacﬁors G

such as the increasing prevalence: of managed care ﬂrgamzamons Wku},e we

D -cmﬂd not ana'iyze such potenual canses for increased losses, _
' understandmg them would be useful in developing strategies to. address

increasing medical malpractice premium rates. That is, because losses on:
claims have sucha profound effect on premium rates, understanding the:

© reasons those losses have mcreased muld make it easier to devlse act;ons .

to control the rise in premium rates.

Medical Malpractice
Insurers’ Investment
Income Has Decreased

State }aws restnct medzcal malpracnce insurersto conservatwe _
investments, pnmanly bonds..In 2001, the 15 largest writers of medical

o 'maipx’actme insurance in the United States * invested, on average, around..
79 percent of their mvestment assets in bunds usually some combmatmn

of US. ﬁeaém municipal, and corporate bonds. While the performance of
some bonds has surpassed that of the stock market as a whole since 2000,

armual ylelds on selected honds smce 2000 have decreased steadily since
- ";then (tabie 1) :

.. _BState laws for resohnng mechcal malpractlc:e claims may also affect the extent to which

losses increase in‘a‘particular state. The effect of state laws on losses and premium rates s
dlscusse(i n greater detail in GAO-03:838,

ngs reported by AM. Best These msurezs mcluded a combination of commercial
companies and physmxan—owned nonproﬁt insurers. Some of these insurers sold more than

“one line of iInsurance, and chinges in'retioms on investments might not be reflected equally

ifv the premium rates in each of those lines.

Page 24 GAQ-03-702 Medical Malpractice Insurance



Table 1:. Annual Yields for.Selected Bonds, 199542002 and Average Return on lnvestment Assets, 1997-2002, for the 15 Largest

Writers of Medical Ma!prachce Insurance in 2001

1996 1997 1998 1999 2000 2001 2002

1895
5-Ypar U.S. Treasury _ . o _ . _
securities ' 6.38 A 6.22 5.15 5.55 6.16 4.56 2.82
10-Year 1.8, Treasury _ L =
securities e B CUUBET T B44 635 < UB28 7 565 6.03 5.02 4.61
5-Year AAA-rated mtmsc:lpai ' o o I '
bonds - 45707 44t L 48470307 o 418 4.72 3.63 3.18
10-Year AAA-rated municipal T R e o '
bonds - .7 504 4.91 o475 4.3 4.62 497 4.28 4.05
S-Year AAArated corporate : o Co
bonds.: 6.71 6.49 6.52 561 . B17 6.96 524 4.45
10—Year AAA-rated corporate : :
bonds 6.93 6.77 6.66 5.74 6.38 7.09 5.92 5.42
Average return on invesiment
assets for 15 fargest insurers ¥

-8 5.6 5.5 5.2 5.6 5.0 4.0"

Source: BAD ana!ysis or data £rom A M Best 1he Federal Fiesenfa ang ihe Bw Markei Assocrahcn

_ B{Jata !or 1 995 and 1996 we:e not readily available.

bCom;)tete zr;formatson was not available for the same companies in 2002, The 2002 average retum on'

“investment was estimated based on the average bond yield and the average ratio of the bond yield to
L the msurer’s retwm on znvestment

" We analyzed the average mvestment returns of the 15 largest medical

malpractice insurers of 2001 and found that the average return fell from
about 5.6 percent in 2000 to an estlmated 4.0 percent in 2002. However,

none of the companies expenenced a net loss on investments at least

through 2001, the most recent year for which such data were available.
Additionally, almost no medical malpractice insurers overall experienced
net investment losses from 1997 to 2001,

Medical malpractice insurers are required by state insurance regulations fo
reflect expected investment income in their premium rates. That is,

insurers are required to reduce their premium rates to consider the income
they expect to earn on their investments. As a result, when insurers expect

. their returns on mvestments will be high, as returns were during most of

the 1990s, premium rates can remain relatively low because investment
income covers a larger share of losses on claims. Conversely, when
msurers expect their returns on investments will be lower—as returns have
been since around 2(}{)0——prermum rates rise in order to cover a larger
share of losses. During periods of relatively high investment income,
insurers can lose money on the underwriting portion of their business yet
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“still make a proﬁt That is, iosses from med:cai maﬁipractlce c]mms and the
i i:fassemated ‘expenses may exc ceed premium income, but income from
“investments can still aliow the insurer to operate profitably. Insurers are
not allowed to increase’ premmm rates to compensate for lower-than-
expected returns on past investments but must consider only prospective
- 'incbme from investments.

. None of the insurers that we' consulte(i regardmg this issue told us o
: %-defmztwe}y how much the decreases in investmentincome had lncreased SN
- preiium rates. But we can make 4 rough estnnate of the re}atmnshxp RS
“between return on mvestment a:nd premium’ rates When mvest;ment
- income decreases holdmg all else ccrnstant mcorne from premium rates
must increase by an equal amount in-order for the insurer to maintain the
same overall level of income. Thus the total amount of investment assets
_relative to premium income determines how much rates need {o rise to
compensate for lost mvestment mcame Table 2 presents a hypothetical
example. An insurer has $100 900 m mvestment assets and in the previous
. year received $25, 000 in prenuum income, for a ratio of investment assets
to premium income of 4 1o 1. Tfthe return on investments drops 1 :
.. percentage pmnt and all eise remains constant, the insurer must raise
<o premium rates by 4 percen in-order: to compensate for the reduced
R ._mvestmeﬁt income. If the_ r tum o mvestments drops by 2 percentage
G .pomts prenuum :rates musf, nse by 8 percent to corpensate.
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Tabie 2: Hypathencai Exampie of ch Premium Rates Change When the Return on
!nvestments Falls . .

o Example 1 Example 2 Example 3
{a} Total investment assets $100,000 $100,000 $160,000

. {b).Original total premmm I o
_.income [ R $25,000 $25,000 $25,000
(c) Percentage point drop L R
_:m returnion: mvestments S 2% 3%
{dy Drop in ;nvestment D B '
“income {(a}x{c)} e $1,000 $2,000 $3,000

Total premium ncome
‘required to make up for
- dropininvestmentincome ... :
CHpywdip ' . $26,000 $27,000 $28,000

_ _:Percenzage increasein.
premiufty income requureci o ' :
1@ 6 x100] e oo g 8% 12%

o 'Smsme GAS analysas

’ ane The exampies gwen assine that all else holds constant and that the insurer musst obtain the fuli
-amount of additional funds required in the foilowmg year, even though the msurer would eam interest
on those funds and thus would not need foincrease premiurm rates by theTull amount. Suchan™ =~ 7

" assumplion may overstate the exient to which premium rates must be increased. The examples also

i do ot take into account the fact that insurers ook prospectively at trends in interest rates when

estimating their anticipated investment income. By not taking into account a downward trend in interest
raies, such as the one that has existed since 2000, our examples may understate the needed increase.

This relationship can be applied to the 15 largest medical malpractice
msurers——cauntrymdemfmm 2001, Data show that in 2001 the insurers’
total investment assets were, on average, around 4.5 times as large as the
amount of - premium income they earned for that year. Applying the
relationship established above and holding other factors constant, a drop
of 1 percentage point in return on investments would translate into roughly
a 4.5 percent increase in premium rates.* As a result, if nothing else
changed, the approximately 1.6 percentage point drop in the return on
investments these insurers experienced from 2000 through 2002 would
have resulted in an increase in premium rates of around 7.2 percent over
the same Z-year period.

*Insurers in states where it takes more time to resolve medical malpractice claims would be
maore affected by changes in interest rates than insurers in states where it takes less time o
resolve claims.
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Dgwnward Presqure on.
Premium Rates Has
Decreased as Profitability

Has Declined

Selling Mechcai Malpractlce
Insurance Has Become Less
Profitable

. Since:] 1999; the profitability of the medical malpractice insurance market as
R whole has dechnedmeven w1th increasing premium rates—causing some
-large insurers to.pull out of this market, either in certain states or

nationwide. Because fewer insurers are offering this insurance, there is less
price competition and thus less downward pressure on premium rates.
According to some industry ; and regulatory officials in our seven sample
states, price. campemnon during most of the 1990s kept premium rates from

. _nsmg bétween 1992 and 1998, even though lcsses generally did rise. In.
- -some cases; ! rates actually fell. For example, durmg this penod prexmum
.. rates for obstetricians'and gynecolﬁglsts covered by the largest insurer in

Florida—a state where these physicians are currently seeing rapid
premium rate increases—actually decreased by approximatety 3.1 percent
Some industry participants we spoke with told us that, in hindsight,
preminm rates charged by some insurers during this period may have been
lower than they should have been and, after 1998, began risingto a level

" more in line with instrers’ losses on'claims. Some industry participants

also pomted out that this pricing inadequacy was masked 1o some extent by
insurers’ adjustments to expected losses on claims reported during the late
1980s as well as their high investment income. For many insurers the
incurred losses associated with the policies sold during the late 1980s

. turned out tobe’ h}gher than the actual losses for.the same pohc:aes
" resulting in high levels of reserves. Durmg the 1990s; as insurers elmunated ;
* these redundant reserves by adjustmg their eurrent loss reserves for these
: 'prevlous overestnnates, currént calendar year incurred losses fell and
“reported income’ mcreased These adjustments, together with relatively
" high levels of mvestment income, allowed i insurers to keep prem;urn rates _
-ﬂat and stx]} remam profitabie e .

5 'Begmmng n the Iabe 199{)3, medlcal maipractxce insurers as a whole began
~ to see their pmﬁts fall f‘lgure 7 shéws the return on surplus-—also called

return on eqmty—for the medical ma}practlce insurance indusfryas a
whole. Profitability began declining faster in 1998 and in 2001 dropped
considerably even as premium rates were increasing in many stales,
resulting in a negative rate of return, or loss. Some of the factors pushing
premium rates upward were also factors in insurers’ dechning profitability:
higher losses on medical malpractice claims, higher reinsurance costs, and
falling investment income.
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Figure 7 Net Proilt or Lnss asa Percentage of Net Worthfor Meci:cai Malpractice- O
“Insurance Companles Nationwide, 1950~2001 e
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Medical maiprax:tlce msurers in some of our sample states have
expenencad pa.rt::culariy low levels of profitability since around 1998 (see
fig. 8). The loss ratio reported here i is the ratio of incurred losses, not
mc}udmg other expenses {often referred to as loss adjustment expenses)
related to resolving those claims, to the amount of premiums earned in a
given year Loss ratios above 100 percent mdlcate that an insurer has
incurred more losses than premium payments, a sign of declining .
proﬁtabﬂlty Loss ratios in all seven sample states have increased since
1998, and except for California, all had loss ratios of more than 100 percent
for 2001.
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Figure 8 Aggregate Encurred Losses as a F’ementage of Premtums ::amed for Med;é:a! Matpractme insurers in Seven Seierted -
States, 1975*2001
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Source: GAD analysis of AM, Bes! data.

N{}te incurred losses used in this fzgu;e do not include other expenses refated to resolving claims or
58 adjustment expenses.
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As Profits Have Fa}}en Insure;s

Have Left the Medical
Malpractice Market

Remaining Insurers Have
Increased Prices to Reflect
Expected Losses

- This dedmmg pmfitabmty has caused some Targe insurers éither to stop
“selling medical malpractice policies altogether or to reduce the number

they sell. For example, beginning in 2002 the St. Paul Companies—
previously the second-largest medical malpractice insurer in the United
States—stopped writing all medical malpractice insurance because of
declining profitability. In 2001, St. Paul had sold medical malpractice

_insurance in every state and was the largest or second-largest seller i in 24
. states. St. Paul was ot alone Other large insurers have also stopped "
' selimg medlcal malpracttce insurance in since 1999: PHICO Insurance
: Company, which sold insurance pmmaniy in six states, including F’ionda

Pennsylvania, and Texas; MIIX' Insurance: Company, which sold insurance

_ primarily.in five states including New Jersey and Pennsylvama, and -
... Reciprocal of: America, which sold insurance primarily in six states,
mcludmg Alabama, Mississippi, and Virginia. Other insurers reduced the

number of states in which they sold medical malpractice insurance: SCPIE

. Indemnity Company, which in March 2003 essentially stopped selling

insurance outside of California, and First Professionals Insurance
Company, which has said that begmmng in 2003 it will essentially stop
selling insurance outside of Florida. -

Whena iarge msurer Ieaves a state msumnce market, the supp!y of medlcai

- malpracuce msurance decreases, and the remaining insurers may not need - -

to compete as much on the basis of price. In addition, the remaining

" .. insurers are limited in the amount of insurance they can supply to fill the
“gap, because state insurance regulations limit the amount of insurance they

can write relative to their surplus (the amount by which insurers’ assets

~exceed their hablhtxes) For mutual, nonprofit insurers, increasing the
surplus can be a slow process; because surplus must generally be built

. through profits or by obtaining additional funds from policyholders.”

- Commercial i insurers can obtain funds through capital markets, but even

then, convincing investors to invest funds in medical malpractice insurance
when profits are falling can be difficult.

According to industry participants and observers, as the competitive
pressures on premium rates decreased, it appears that insurers were able
to more easily and more quickly raise premium rates to a level more in line
with their expected losses. That is, absent competitive pressure that may
have caused insurers to keep premium rates at lower levels, which in
hindsight were perhaps too low for the ultimate losses the insurers would
have to pay, it appears that insurers were able to raise premium rates to
match their loss expectations. As noted earlier, losses increased to a great
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‘extent in some states, :md thus some insurers may have increased premium
_rates drwmatar'aﬂy '

Wh}le 1(; appears c,iea:r !;hat a reduction in price competition has allowed
msurels to more easﬂy and more quxckly increase premium rates to a level

‘nore in line with insurers’ expected losses, we identified at least three

factors that seem to suggest that these premium rates are not inconsistent
with expected losses. First, if the higher premium rates were above what '

LW as Justiﬁed by insurers’ expected losses; proﬁtabﬁzty would be increasing, -
‘. But profits are not increasing, mdlcatmg that insurers are. not charging and:

profiting from excessively high premium rates. Second, according to some:

industry participants we spoke with, physxclamowned insurers have hitle .

" incentive to ‘overcharge thieir policyholders because those insurers

generally return excess earnings to their policyholders in the form of
dividends. ‘Third, in most states the insurance regulators have the authority

" to denypremiurm rate increases they deem excessive. While the
“information that state reguiafors reqmre insurers to submit as justification

for'premiutm rate increases var;es across states, in general it includes data

Ton expected Iosses

Remsurance Prelmurﬁ Rates
Have Increased

' A further reason for recent mcreases in medzca} ma}practzce premium rates' g

in our seven sample states was that t’ne cost of reinsurance for these
insurers has also mcreased mcreasmg the total expenses that premium
and other income must Cover. Insurers in general purchase reinsurance, or

. excess loss coverage, to protect themselves against large unpredictable .

' '1osses Medacai maﬁipracnce msurers ‘particularly smaller insurers, depend -

heavily 6n reinsurance because of the potential high payouts on medical -
maiprac:tlce clanfns

‘Reinsurance mdustry officials and medical maipractzce insurers we spoke

with told us that reinsurance premium rates have increased for two
redsons. First, reinsurance rates overall have increased as a result of
reinsurers’ losses related to the terrorist attacks of September 11, 2001.
Second, reinsurers have seen higher losses from medical malpractice
insurers and have raised rates to compensate for the increased risk
associated with providing reinsurance to the medical malpractice market.
Some insurers and industry participants told us that reinsurance premium
rates had risen substantially since 1998, with the increases ranging from 50
to 100 percent. Other insurers told us that in order to keep their
reinsurance premium rates down, they increased the dollar amount on any
loss at which reinsurance would begin, essentially increasing the
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~ deductible. Thus, while reinsurance rates may not have increased, the

amount of risk the medical malpractice insurers carry did. One insurer
estimated that while its reinsurance rates had increased approximately 50
per cent fIO]’I'l 2000 to 2002, this increase had resulted in onlya2to3d
pe_rcent iner: ease m _medlcal_ malpractice premium rates,

The Medical Malpractice -
Insurance Market Moves:
through Hard and: Soft
Insurance Markets

Cycles in the Medical
Malpractice Market Tend to Be
Volatile

. ;Ali of the factors affecimg premmrﬂ rates and availability contribute to the
«Jlength and amplitude of the mechcal malpractice insurance cycle. Like
-.other: propelty—casualty insurance markets, the medical malpractice
-market moves through cycles of “hard” and “soft” markets. Hard markets

are generally characterized by rapidly rising premium rates, tightened
underwriting standards, narrowed coverage, and often by the departure of
some insurers from the market. In the medical malpractice market, some
market observers have characterized the period from approximately 1998

o thepresent as a hard market. (Previous hard markets occurred during

the mid-1970s and mid-1980s.). Soft:markets are characterized by slowly
rising premium rates, less smngent underwriting standards, expanded
coverage, and strong competition among insurers. The medical malpractice

_market from 1990 to 1998 has been characterized as a soft market. .
__Accmdmg to a series of studies sponsored and pub]zshed by NAIC i in 1991
such cycles: have been present in the property-casualty insurance market

since at least 1926, and until the mid-1970s lasted for an average of
approximately 6 years from the peak of one hard market to the next.”

~ However, the cycle that ‘began at the peak of the hard market in 1975 lasted

for around 10 years. The current cycie has lasted for around 17 years—
smce 1985wand itis not yet ciear that the current hard market has peaked.

The medical malpractice insurance market appears o roughly foliow the
same.cycles as the overall property-casualty insurance market, but the
cycles tend to be more volatile—that is, the swings are more extreme. We
analyzed the swings in insurance cycles for the medical malpractice market
and for the entire property-casualty insurance markets using annual loss

. ratios based on incurred losses (see fig. 9). Our analysis showed that

annual loss ratios for medical malpractice insurers tended to swing higher
or lower than those for property-casualty insurers as a whole, reflecting
more extreme changes in insurers’ expectations. Because premium rates

MNational Associatmn of Insurance Commissioners, Cycles and Crises in
Property/Casualty Fnsurance: Causes and Tmplications Sfor Public Policy (Kansas City,
Mo.: 1881,
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“are based largely on msurers expectatmns of losses, premium rates will
ﬂbcmate as weﬂ '

Figure o: lncurred Losses asa Percentage of Prem;um lncome for Metilcal Malpractlce Insurers and Property-Casualty Insurers
hiationwide, 19?6»-2001 ' '
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ER _ The mechcai mal;)rachce msura:nce market is more vo}atﬁe ihan the
o -propexty—casualty insurance market as a whole because of the length of
“time involved in resolving medz{:a} malprachce claims and the volatility of
the claims themselves. Several years may pass before insurers know and
undemtand the’ proﬁts arnd losses associated with policies sold in a single
' 'year A$ a fesult, insurers may ‘not know the full effects of a change in an
'unéerlymg factor, S’uch as losses or return on investments, for several
" years. S0 Wiule msazrers in other markets that do not have protracted
claims resolutmns can adjust loss estamates and premium rates more
qzﬁckiy to account fora change in an underlying factor, medical
) ma}pracm:e msurers ‘may not be able to make adjustments for several
“years. In'the mtern“ﬂ medical majpractzce insurers may unknowingly be
' under‘ or over»pncmg thelr pohc;es

Page 34 ) GAD-83-T02 Medical Malpractice Insurance



When insurers do fuﬁy nnderstand the effects of a change in an underlying
factor, they may needto make large adjustments in loss estimates and
premium rates. As a result, premium rates in the medical malpractice

. Insurance market may move more sharply than premium rates in other

_ lines of property~t33511alty msurance For example 1f insurers Thave been o
unknowingly overestimating their losses and overpricing their pohmes, as .

some insurers told us happened during the late 1980s, large liabilities build

uptocover the Josses. When the insurers realize their estimates have been

too hlgh they must reduce those liabilities to reflect their losses accurately.
Reducing liabilities also reduces mcurred losses and therefore increases =~
insurers’ income, allowing insurers to charge lower premium rates even in.
the face of increased losses and still maintain profitable operations——a
point some insurers made about the 1990s. But when the liability account
has been reduced sufficiently and income is no longer increasing as a result
of this adjustment, insurers may heed. I:o raise premium rates to stay
profitable.

The competition:that can exist during soft markets and periods of high
investment income can further exacerbate swings in premium rates. As
noted earlier, competition among insurers can put downward pressure on
_'premmm rates, even to the pomf at, which the rates may, in hmds:ght

_become madequate to keep an insurer solvent. When the insurarice. ma.rket S

hardens, some insurers may leave the market, removing the downward
pressure on‘premiam rates and allowing insurers to raise premium rates to
the level that would have existed without such competition. Because
competition may have kept rates. low the resulting increase in premium .
rates that accompanies a transmon toa hard market may be greater than it
‘would have been othemqse :

Aceerdmg to some mdustry experts periods of high investment income
can bolster the downward pressure that exists during soft markets. That is,
high investment income can contribute to the increased profitability of an
insurance market. This proﬁtabzhty can, in turn, cause insurers to compete
for market share in order 1o take advantage of that profitability, thereby
forcing premium rates evi en Iower In addition, aceording to these industry
experts, hxgl’; investmert income aiiows insurers to keep premium rates

.. low for long perzods of time, even in the face of i increasing losses, because
investrnent income can be used to re;:)lace premium income, allowing
insurers to meet expenses. But if interest rates drop at the same time the
market hardens (and reduced interest rates can be a contributor to the
movement to hard market), insurers may have to increase premium rates
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Predmtmg and Mederatmg the
Cycle is leﬁcuit

much more'in a shorter penod of time than they Would have if mvestment
income had not allowed premium ratfn; to remain lower to begm wﬁh

: Whﬂe the med;cal malpractme insurance market will hkely move throngh ;

more soft and hard markets in the future, predicting when such moves:

.. .might occur or the extent of premium rate changes is virtually ﬁnposszbie
- .For example, the timing and extent: of the unexpected changes in the losses _
. that some researchers believe are. responszbie for hard markets are i
S ”v;rtually 1mposslb}e to predict In‘addition, as ‘we have seen; many factors
-~ affect premium rates, and itis Just as dlfﬁcult 10 predlct the extent of any

future changes these faetc;m might: undergo “While interest rates may be:
high during soft markets, it is not- possible to predict how much hlgher they
might be in the future and thus what effect they might have on premium

.. fates. Predlctmg changes in losses on medical maipractlce claims would be -
. even harder, gwen the voiatzhty of such losses. Further, some of the factors
_affecting prermum rates, such as losses and competltlon Vaiy across i
states, and the effect of soft-or hard markets on premium rates’ in‘one state :
couldnot be generalized to others. Finally; other.conditions affecting .
. premlum rates have changed since. eaﬁaer hard and soft markets, ilmitmg
... our abxhty to ma}{e accurate cgmpansons between past and future mar’ket
o cycles s . PRI _ :

o Szmﬂarly, agreement does not e)ast on whether or how insurance cycles B

could he moderated The NAIC stud;es mentioned above noted that the
most hkeiy pnmary causes ofi insurance cycles—wchanges in interest rates
and losses—were not snbject to direct insurer or regulatory control.® In’

. -addition, the studies. also. f)bserveﬂ that underpncmg by insurers dunng
S soft markets' hkeiy increases the severity of premium rate increases dunng '
" the next hard market But they did not agree on the question of using =~
' regulatit}n to pre“ent such swmgs in premium rates. Such regulation could

be dlfﬁcult for two reasons. First, because losses on medical malpractice

B _ciaams are. Volanle 3nd dlfﬁcult, to predlct regulators could have difficulty

deteﬁmnmg the appropna’ee level of premiurm rates to cover those losses.
In addition, restnctmg premium rate increases during hardening markets
could hurt i msurer solvency and cause some insurers to withdraw from a
market with an a,lready declmmg supply of insurance.

FNAIC, Cycles und Crises.
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The Medical =~
Malpractice Insurance
Market Has Changed-
since Previous Hard
Markets

“The médical malpractice insurance market as a whole has changed

considerably since the hard markets of the mid-1970s and mid-1980s. These
changes have takeri place ‘over time and have been the result:primarily of
actions insurers; health care providers, and state regulators have takento
address rising premium rates. Forexample, insurers have moved from
occurrence=based to claims-made policies, physicians have formed mutual

=~ :nonprofit i msurance companies that have come to dominate the market,
" hospitals and groups:of’ hospitals or physicians have 1ncreasmgiy chosento

- self-insure, and states-have p:assed laws designed to slow the increase in

' medical malpracﬂce premmm :rates

Beglrmmg in the 19703
Insurers Began Sellmg
Claims-Made Rather Than. ..

Occurrence-Based Policies

In order to mo’ré'acéﬁrat'ely:prédmi' losses and set premium rates, in the
rmd 19703 most medical malpractice insurers began to change the type of

“insurance pohcy they offered to physicians from occurrence based to

claims made. As we have noted, claims-made policies cover claims
reported durmg the year the pohcy i3 in effect, while occurrence-based

" policies cover ‘claims ansmg out of events that occurred during the year in
“which'the policy was in effect. Because claims-made policies cover only

= reported claims; insurers can bétter éstimate the payouts they will have to PR
‘make in the funre.” “Occwrrence-based policies do not provide such -

certa:{nty, because they leave insurers liable for claims related to the
incidents that occurred dnmng a given year, including those not yet

B repon:ed tc) the insurer.

- C}aams*made pohcles can create dngﬁcuitzes for physicians needmg or

. Wantmg to change insurers, however because the physician rather than the
Insurer retains the risk of c}amas that have not yet been reported to the

insurer. However, most compames today offer separate policies providing
coverage for claims resuitmg from incidents that may have occurred but
were not reported before the’ physmlan switched cormpanies. The vast
majority of policies i in existence today are claims-made policies. In each of
the seven states we studied, for example, the leading insurer’s policies were
predommantlv (if not exc}usweiy) claims-made. This change in the type of
policy sold means that any changes to premium rates during future hard or
soft markets may differ from such changes in previous such markets.
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