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ith the end of 2012 quickly approaching,
we take a step back to see what the finan-
cial results of medical professional liability (MPL)
specialty insurers as of third quarter might fore-
tell with regard to year-end results.

As we do each quarter for the MEeDICAL LIABILITY
MonITor, based on data compiled by SNL
Financial, we examine the collective financial
results of a large group of insurers that specialize  10%
in MPL coverage—a group whose combined
direct written premium in 2011 totaled more
than $6.3 billion. By comparing the composite
financial results of this group as of Sept. 30,2012, 5%
to composite results at year-end over the past
decade, we speculate what financial results
might look like for MPL writers as a whole as of
year-end 2012. 0%

At this time in 2011, we reported that third-
quarter financial results for MPL specialty writers
were showing a persistent continuation of recent trends. In 2012, there
is no new tale to tell as the composite results are showing a stubborn
resistance to abandon the familiar financial trends of recent years. The
composite premium volume continues its descent. At the same time,
coverage-year combined ratios are inching upward due in part to
depressed underwriting results in light of softening rate levels. Lower
bond yields are reflected in lower investment income, putting further
pressure on composite operating margins. Again, however, the bright
shining light in the face of mostly negative trends is the favorable devel-
opment of historical claim reserves, which continues to boost the calen-
dar-year results and expand the composite capital levels.
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direct written premium. Since that time, premium totals have declined
each and every year, sinking to a recent low of $6.3 billion at year-end
2011, a 19-percent decline. Through the third quarter of 2012, this
trend appears to continue with direct written premium down another
1.1 percent from the same point in 2011. We project the 2012 premi-
um volume for this composite to be approximately $6.2 billion, 21 per-
cent off its high mark in 2006.

This declining premium volume is gradually taking its toll on
underwriting results. While calendar-year combined ratios (excluding
dividends) have looked good due to the aforementioned and widely
documented claim reserve drawdowns, the comparison of projected
coverage year combined ratios in Figure 1 shows how the softening
market conditions are having a negative impact on both loss and loss-
adjustment expense ratios as well as underwriting expense ratios. As a
note, the underwriting expense shown ratios in Figure 1 are relative to
net earned premiums.

A breakdown of the underwriting
expense ratios in Figure 2 shows how the
individual expense components have
changed relative to direct premium levels
from 2005 through 2011. The rise in the
expense ratio from 2005 to 2012 is driven
primarily by the general expense compo-
nent—with the ratios for other compo-
nents staying relatively flat. Underwriting
expenses as a whole have increased by
more than 33 percent during this span,
attributable to a 14-percent increase in
nominal underwriting expenses on top of
a 15-percent decrease in the underlying
premium during this time period. While
we expect 2012 underwriting expense
dollars to stay roughly consistent with
those in 2011, the continued premium
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decline will result in a higher expense ratio.

In addition, the bottom lines of long-tailed casu-
alty insurers continue to be hindered by declining
treasury yields and investment returns. Investment
income continues its recent decline with approxi-
mately $677 million earned through Sept. 30, 2012.
This is down almost 9 percent from the $742 million
earned at this point in 2011. Projected to a full year,
this would imply $921 million of investment income
for this composite in 2012, versus $1.01 million in
2011. This in spite of a 2.9-percent increase in aver-
age invested assets over the same time period—
from $29.5 billion as of Sept. 30,2011, to $30.4 billion
as of Sept. 30, 2012. Looking forward, we expect that
these insurers will continue to see lower investment
income yields as the yields on bonds have continued
their rapid decline in 2012 (see Figure 3).

FAvoRABLE RESERVE RUN-OFF CONTINUES TO RESCUE
OVERALL PERFORMANCE

In recent years, reserve releases in prior coverage years
have buoyed calendar-year operating results for MPL
insurance carriers and have more than offset deterio-
rating underwriting and investment performance.
This trend will continue in 2012. Figure 4 compares
the composite’s aggregate reserve change through
the first nine months of each year to the reserve
change for the entire year. Favorable reserve develop-
ment through the third quarter appears to put 2012
ahead of the pace set by recent calendar years.

STRONG CAPITAL POSITION
As should be expected, the exceptional profitability

of MPL insurers in recent years is evidenced by con- ; 540 000)

tinued growth in composite levels of policyholder
surplus. Figure 5 displays the composite policyhold-
er surplus after three quarters and at year-end for
this composite from 2002 through 2012 (year-end
2012 projected).

CONCLUSION

As we near the end of what looks to be another very
profitable year for MPL specialty insurers, we once
again wonder how long the overall financial per-
formance can remain strong. Only time will tell how
much longer the favorable loss reserve development
can carry the load for slumping premium revenue
and investment income. We will continue to closely
monitor this moving forward. For the remainder of
2012 anyway, it appears that MPL specialty writers
will continue to enjoy exceptional financial results.

Charles Mitchell is a consulting actuary, and Brad
Parker an associate actuary, at Milliman Inc., an
independent actuarial and consulting firm.
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