SEPTEMBER 2012 VOL 37, NO 9

ﬂ, ﬂ MEDICAL LIABILITYMONITOR
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he familiar trends from recent years con-
tinue during the first half of 2012 for
medical professional liability (MPL) special-
ty insurers. Calendar-year, net-after-tax
income continues its downward trend
along with premium volume. Overall calen-
dar-year results are strengthened by famil-
iar reserve releases, which act as camou- 0
flage for softening rate levels. Nonetheless,
the aggregate bottom line for MPL special-
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panies that specialize in MPL coverage. The

direct written premium for this composite
totaled slightly more than $6.3 billion in 2011. In
our analysis, we attempt to identify patterns in the
historical relationship between the financial results at the end of
each quarter compared to the financial results at year-end. Taking
into consideration this relationship, together with our view of cur-
rent market trends, we attempt to project what the year-to-date
2012 results might foretell about future market conditions.
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PREmMIUM AND INCOME DECLINES STILL PRODUCE STRONG PROFITS
Aggregate direct written premium for this composite of MPL spe-
cialty writers continues its decline from a high in 2006 of $7.8 bil-
lion to $6.3 billion in 2011, a 19 percent decrease. Six months into
2012, this trend continues with direct written premium down 4
percent from the same point in 2011. By the end of 2012, we
expect premium volume for this composite to total just under $6.1
billion, or 22-percent below its high point in 2006.

In the face of premium declines, robust competition and histor-
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ically low investment yields, these companies continue to make
profits and grow their surplus. Net income for this composite is
projected to be around $1.4 billion in 2012 (Figure 1).

However, in the face of these positive overall results, pre-tax cal-
endar-year underwriting and investment income are gradually
declining. Underwriting income and investment income are both
projected to be down almost 25 percent in 2012, compared to their
2008 and 2006 peaks, respectively (See Figure 2). It should be noted
however that the calendar-year underwriting results in the Figure 2
have been buoyed by favorable claim reserve releases. Furthermore,
with Treasury yields hitting new lows as of late, there is no expected
turnaround in investment income results for the foreseeable future.

FAvVORABLE RESERVE DEVELOPMENTS

Going back to 2005, reserve releases from prior coverage years have
had a significant impact on calendar-year underwriting results for
MPL insurance writers. Similar to the
trends mentioned up to this point, the
favorable reserve releases appear cer-
tain to continue through 2012. Figure 3
(see page 7) shows reserve movements
on prior coverage years through sec-
ond quarter compared to the reserve
movements after year-end during the
past 10 years. The chart shows that for
this composite, the favorable reserve
development through the first half of
2012 was the greatest it's been during
the past decade.
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reserve releases are buoying calendar-year
results, a look at the latest data for this compos-
ite suggests that coverage-year results are still
quite strong. Using booked Schedule P net loss
and loss adjustment expense development to
project coverage year loss ratios, Figure 4 con-
trasts calendar-year and coverage-year operat-
ing margins. The chart demonstrates the lag
that often exists between the calendar-year
and coverage-year results.

As coverage-year experience improved
between 2002 and 2006, the industry was reluc-
tant to fully accept that the declining claims fre-
quency was sustainable. Using hindsight, it
becomes obvious that claim reserves were not
reduced as aggressively as they could have been
in order to reflect the full improvement of claim
costs. This created a build-up in reserve redun-
dancies for these insurers and caused their cal-
endar-year margins to fall below the coverage-
year margins. In more recent years, the opposite
has been true. Coverage-year margins are
decreasing for reasons previously discussed.
Calendar-year margins are now better than cov-
erage-year margins as insurers continue to run-
off the reserve redundancies.

SurpLUS CONTINUES TO GROW

Given the sustained favorable financial results
for MPL writers, Figure 5 takes a look at its
impact on policyholder surplus for the compos-
ite. Not surprisingly, surplus for the composite
continues to grow at a solid pace, improving by
4.3 percent during the past year. Annual surplus
growth for this composite has averaged 7.4 per-
cent during the last five years. This continued
surplus growth has produced an exceptionally
strong capital position for the composite overall.

So far in 2012, MPL specialty writers contin-
ue to produce exceptional operating results
consistent with the recent past. Moreover,
although calendar-year financial results remain
strong, the MPL insurance market has been soft
for a number of years and uncertainty in the
healthcare industry persists.

As we've stated in the past, it might be pru-
dent for MPL insurers to maintain strong capital
ratios for the near future. We will continue to
monitor trends in the MPL market as reflected
by this composite of MPL companies through-
out 2012.

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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FIGURE 5 POLICYHOLDER SURPLUS - END OF SECOND QUARTER (SMILLIONS)
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