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INTRODUCTION

Milliman USA, Inc. (Milliman) was engaged by Citizens Allied for Pennsylvania Patients
to analyze the potential effect of tort reform on physician professional liability costs in
Pennsylvania. The goal of this project was to estimate the expected effect on medical
mal practice losses and |oss adjustment expenses (LAE) of the imposition of a cap on the
maximum alowable verdict amount for non-economic damages® (primarily, “pain and

suffering”).

Caps on non-economic damages are widely viewed as the most effective reform measures
to help control escalating medical malpractice costs; the effectiveness of California's
Medical Injury Compensation Reform Act of 1975 (“MICRA”) is most often cited. In
that state, medical malpractice losses (reported to the National Practitioners Databank)
per physician are about half (52%) of the countrywide average. But, other large states
that have ingtituted caps similarly have lower medica malpractice losses per physician.
These include Colorado (69% of the countrywide average), Indiana (86%) and Maryland
(64%). Conversely, large states without caps have higher than average medical
malpractice losses per physician. They include: Florida (136% of countrywide average),
[llinois (144%), New Jersey (131%), New York (156%), and Washington, D.C. (144%).
Pennsylvania, a state without caps on non-economic loss, ranks third in the nation
(behind only Nevada and West Virginia) with losses per physician 171% of the

countrywide average.

Milliman USA developed an actuarial model to estimate the effect of a $250,000 cap on
norteconomic losses for Pennsylvania physicians in 2004, using publicly available data

compiled by the National Practitioner Data Bank supplemented with publicly available

! Loss adjustment expenses pertain to the expenses associated with the defense of medical malpractice
claims. These include defense attorneys’ fees, expert witness fees, and other defense-related expenses.

2 Verdict amounts are generally itemized between economic damages and non-economic damages.
Economic damages include reimbursement for medical expenses, lost wages and other out-of-pocket
expenses. Additional verdict amounts are non-economic damages. These amounts mainly are intended
to compensate claimants for pain and suffering endured from medical malpractice occurrences.
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data from Florida and Texas Departments of Insurance®, plus results from a 1997

Milliman study on non-economic caps in New Y ork.

CONCLUSIONS

The results from our model are shown in Table 1. We conclude that a $250,000 cap on
norteconomic damages would reduce loss (indemnity) by about 22%, which corresponds
to an 18% reduction in the combined losses and LAE (defense costs) for physician

policies written in 2004.

Pennsylvania statutes mandate the coverage levels physicians are required to carry as a
condition of licensure. Pennsylvania physicians are required to obtain primary coverage
with prescribed limits and then may acquire excess coverage through the Medical Care
Availability and Reduction of Error Fund (Mcare).* Historically, the required primary +
Mcare/CAT fund excess provided a combined total coverage of $1.2 million per claim.
For 2004, Pennsylvania physicians will be required to carry $1 million combined per
clam limits; Mcare will provide excess coverage of $500,000 per claim, over a

physician’s primary coverage of $500,000 (plus all LAE)®.

The relative savings resulting from a cap on non-economic damages is significantly
different for primary coverage and Mcare. We project a reduction of 11% for the primary
layer (first $500,000 plus LAE) as aresult of a $250,000 cap, while MCare losses are
projected to decrease about 42%. Savings for the primary layer are constrained both by

% Ideal ly, we would have preferred to use a database dedicated to Pennsylvania medical malpractice cases.
Unfortunately, there is no single, comprehensive, publicly available source of such information.

4 Until March 2002 Mcare was known as the Medical Professional Liability Catastrophe Loss Fund
(“CAT” fund). In this report, we use the term “CAT” fund to refer to historical excess payments, and
“Mcare” to refer to future excess payments. The CAT fund/Mcare had various coverage/limit structures
that changed over time (Exhibit 1).

® Exhibit 1 shows the changing limits of the CAT Fund/Mcare. This analysisis based on the limit structure
scheduled for 2004; a $500,000 primary per occurrence limit and a $500,000 Mcare excess limit.
Aggregate limits were assumed to be inconsequential.
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the $500,000 limit and the fact that the primary covers both indemnity and LAE (non

economic caps affect LAE only indirectly and to a much lower extent than indemnity).

Table 1: Projected effects of a $250,000 cap on non-economic damages on 2004 medical malpractice costs

in Pennsylvania.

Loss& LAE Loss Only
Primary $500,000/0ccurrence 11% 12%
+ LAE
Mcare $500,000 / occurrence 42% 42%
excess $500,000
Total Covered Loss Primary + Mcare 18% 22%

Our objective was to compute the reduction to the medical malpractice losses and loss
adjustment expenses that would result from capping norteconomic damages. Thus, when
we conclude that there is an 18% reduction associated with a $250,000 cap on non
economic damages, we mean that we expect losses and LAE to be 18% lower, at the
same point in time, than they would have been in the absence of the cap. Adequate rates
should also be about 18% lower, given the assumption that other insurer expenses® are
reduced in proportion to the reduction to the losses and LAE. However, if rates are
inadequate prior to the application of the cap, the cap should reduce the margin of
inadequacy by 18%, but will not necessarily support a rate reduction.

OVERVIEW OF ANALYSIS

We based our analysis on data from the National Practitioner Data Bank Public Use Data
File as of 12/30/02 (“NPDB”), and publicly available physician malpractice data fromthe

Texas and Florida Departments of Insurance.

® Other insurer expenses include taxes, licenses, fees, commissions, and salaries of underwriting personnel.
For many medical malpractice insurers, these expenses tend to be small compared to losses and LAE and
aso tend to vary with losses and LAE. Thus if losses and LAE decrease by 18%, it is reasonable to
expect that adequate premium levels will also decrease by about 18%.
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We used the NPDB to determine the average cost per claim for Pennsylvania physicians.
Some states, such as Pennsylvania, have state funds that make malpractice payments in
addition to the payment made by a physician’s primary carrier. In these cases, there is
the possibility of two submissions to the NPDB (i.e., one from the primary carrier and a
second from the state fund). This tends to increase the apparent frequency of claims
while reducing the average cost per claim. We were able to identify payments made by
the CAT fund and combine them with the payment made by the primary carrier to get the
appropriate payment for each claim. These values were trended to 2004 and the average
trended value was further “corrected” to eliminate the effect of historical limits (e.g.,
$500,000 primary + $700,000 CAT fund = $1.2 million) so that we could estimate the

average, unlimited loss cost per physician claim.

The NPDB does not contain information on:
LAE (neither defense costs on paid clams or claims without indemnity
payments).
Number of physicians jointly sharing in the cost of a case.
Proportion of loss for noneconomic damages.
These parameters were derived from Texas and Florida malpractice databases.
Agoregate LAE and indemnity data are available from insurance company annual
statements’ but we are not aware of other publicly available claim by claim data sources

for LAE, physician number, or norneconomic percentage for Pennsylvania physicians.

We then incorporated the various calculated parameters into a “Monte Carlo” simulation
model. The simulation generated hypothetical cases, each with values (e.g., number of
defendants, indemnity and LAE for each defendant, percent non-economic damages, €etc.)
randomly selected within the bounds of the measured parameters. The value of each
hypothetical case was determined under pre-reform and post reform conditions and these
values were applied to the Pennsylvania insurance structure (primary + Mcare). We

measured and report on the average differences of 30,000 iterations.

" For the years 1997-2002, the annual statement ratios of LAE/Indemnity for PA, TX, and FL are 35%,
33%, and 29% respectively. Our model simulated an LAE/Indemnity ratio of 36%.
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OBSERVATIONS

Several points about the results warrant specific mention. First, it is clear that tort reform
of the type envisioned in this report would have a very significant effect on expected
losses. Reductions in indemnity are expected to be about 22% -- a 12% reduction in

primary payments and 42% reduction for Mcare excess payments’.

The overal malpractice savings after incorporation of defense costs becomes somewhat
lower. Our analysis assumes that defense costs (loss adjustment expenses or “LAE")
follow the effects on indemnity, though not to the same extent. Additionaly, we
estimated and incorporated the magnitude of LAE on claims that close without indemnity
payments; a cap on non-economic losses should have no affect on these costs.

The indemnity savings percentage is so high because, according to our data, the average
clam comprises nearly two-thirds noneconomic loss. Further, the average value for a
malpractice settlement anticipated for occurrence year 2004, reflecting al defendants, is
expected to be nearly $1 million (total unlimited loss for al defendants combined).

Because verdicts tend to be larger than settlements, and the cap on nornreconomic
damages will be applied to verdicts, the effect is magnified.

An important assumption in our analysis is that the caps will apply to the total non
economic damages for each medical malpractice occurrence, regardiess of the number of
physician and/or hospital defendants. Thus if, e.g., $1 million of non-economic damages
Is awarded to a clamant from an occurrence involving three physician defendants, it is
assumed that the entire $1 million would be capped, not the amounts apportioned to each

of the three physician defendants. Thus, by dividing the cap among all of the defendants

8 The model forecasts a reduction in total (unlimited) indemnity of 46%. However, we have refrained from

making definitive statements about saving in excess of the Mcare layer, as it is the choice of individual
physicians to purchase or not purchase additional excess coverage. We are not aware of any data sources
that quantify the number of physicians purchasing coverage in excess of Mcare.
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in a given case, the effective cap for any single defendant will often be lower than
$250,000.

The results of this analysis are intended to apply to physicians malpractice. Although
hospitals can also expect to see a change in their loss costs as a result of tort reform,
many considerations make it difficult to precisely quantify the savings for hospitals by
extension of the data in this report. For example, hospitals have significantly different
average severity than physicians and there is little publicly available information on
hospital malpractice costs in Pennsylvania. However, we can infer that the effect on
hospitals is undoubtedly greater than the effect on physicians to the extent that hospitals
have higher insured limits and thus “deeper pockets’ than do physicians.

A cap on non-economic loss can have certain additional effects that we did not consider
in the analysis. It is possible, for example, that jury awards and settlements for economic
loss will increase to partially offset the cap on non-economic loss, or that the percentage
of defense verdicts will decline. Legal arguments might be devised to narrow the types
of damages subject to the cap, or to define new forms of damages that are outside the
limitations on non-economic loss. It is possible that certain types of lawsuits or damages
may be exempted (either by statute or court decision) from the award cap. As a find
example, greater care might be taken by plaintiffs to carefully define and fully list all
elements of economic loss, if the possibility no longer exists to use norreconomic losses
as a catchral for ill-defined damages. All of these items could act to decrease the savings
realized by this type of tort reform. In our model we assumed that no such events would

Occur.

We adso assumed that tort reform would have no effect on the frequency with which
clams or suits are filed. In actuality, certain suits currently in the system (particularly
those with very low or zero economic loss) might not be brought to court if the potential
reward to the plaintiff -- and the plaintiff’s attorney -- is too low. If this happens, it

would increase the savings realized by the tort reform.
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Another important assumption in our analysis is that a cap on norreconomic damages
will have the same proportional effect on settlements as it does on verdicts. This is
because a settlement is negotiated based upon the estimated cost of the claim if it were to

go to a verdict. Thus, if the cost of verdicts is reduced due to a cap, it follows that the
cost of settlements would be reduced proportionately.

METHODOLOGY

Overview

For this analysis, we created a “Monte Carlo” simulation model to estimate the effect on
the average settlement and defense costs that would be realized by a cap on non-
economic damages. This method randomly generates hypothetical lawsuits to measure

uncapped and capped values.

The modd is outlined in Exhibit 2 and works as follows:

Multiple Defendant Cases

Exhibit 2 shows an example of an occurrence that generates two claims, with one against
the physician “A” and the other against the physician “B”. The number of physician
claims per case, ranging from 1 thru 5 is randomly determined following the pattern
shown by Florida and Texas physician malpractice claims (Exhibit 3 — see discussion
below).

Average Cost per Claim

In Stage A of the example, a case is “created” by randomly assigning the two physicians
to the case. Each physician/claim is then assigned a random loss, which conforms to the
projected Pennsylvania loss distribution, determined from the NPDB (see discussion
below). In the example in Exhibit 2, Physician “A” has a settlement value of $1.43

million and the Physician “B” claim has a value of $106,872.
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In Stage B, the amounts from each clam are combined into a single case. In the

example, the total case value is about $1.54 million.

Settlements v. Verdicts

In Stage C, an implied verdict amount is calculated.

Of al malpractice claims reported n the NPDB, only a small percentage is the result of
verdicts; practically all clam payments arise from settlements.  Yet, caps on non
economic damages directly affect only payments awarded by verdict. In this analysis, we
infer the nature of the relationship between verdicts and settlements in order to draw
conclusions about the likely effect of tort reform on all clams. That is, though tort
reform would directly affect only verdicts, we assume that it would indirectly affect
settlements in a proportiona fashion. The underlying assumption is that any lawsuit
could be tried to verdict but that a settlement is reached based on an anticipated

sustainable verdict amount for a case.

Up until now, the dollar amounts assigned to the claims are settlement amounts based
upon NPDB data, which mostly include settlements. However, for any given type of
occurrence, the cost of a verdict tends to be higher than the cost of a settlement because
there is less risk to a claimant in accepting a settlement relative to pursuing the claim to a
verdict. In Stage C, we adjust the value of the claim to the verdict amount, which is the

amount that would actually be limited by the cap on non-economic damages.

We could not determine an inferred verdict value from the NPDB, Florida or Texas DOI
databases. Therefore, we used the results of a study® performed by the Rand Institute for
Civil Justice to estimate the relationship between verdicts and settlements.  Although the
analysis is not recent, we believe that the type of relationship we are seeking will not
change quickly over time. On the basis of this study, and other work that we have
performed, we selected a factor of 1.297.

° Danzon, P.M. and Lillard, L.A., 1982. The Resolution of Medical Malpractice Claims — Modeling the
Bargaining Process. Rand Institute for Civil Justice.
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Economic and Non-Economic Damages

In Stage D, the case is apportioned into economic and ron-economic components based
on Texas DOI data (Exhibits 4,5). Note that we compared Texas and Florida non
economic distributions. We selected the Texas apportionment to use in the Pennsylvania
simulation because of the lower average noneconomic percentage. This results in a
more “conservative” estimation of savings (eg. using the Florida norteconomic
distribution, we would conclude a tort reform savings at least as large as our current

conclusions).

In the example in Exhibit 2, the smulation assigned a 25% economic share ($500,041)
and a 75% non-economic share. The non-economic amount ($ 1,500,124) is capped at
$250,000. The capped branch of the diagram is used to compute the cost of the
occurrence with a cap, while the uncapped branch is used to compute the current cost of

the occurrence without a cap.

Post Verdict Appeal Reduction

In Stage E, post verdict adjustment (appeal factors) is applied to the case components.

Most cases that go to verdict undergo further appeal and negotiation following the
verdict. Cases usualy settle for less than the verdict amount, even after a verdict has
been returned. We therefore further adjusted the verdicts for the effects of the appeals
process using values shown in Exhibit 6. These values could not be determined from the

NPDB, Florida or Texas DOI databases and are based on industry values. The economic
portion of a case is subjected to the same reduction under both pre and post reform
scenarios. But, we assumed that the capped non-economic amount is rot reduced further.

Finally, the totals for the uncapped and capped verdict amounts are calculated and a
savings determined. In the example, the total uncapped value is $620,051 and the total
capped value is $405,013, a savings for this case of 34.7%.
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Final Calculations

The total (economic + non-economic) pre-reform amount is compared to the total post
reform amount and a percentage savings is calculated. The savingsis then applied to the
initial settlement values for each individual claim. Thus it s possible for even relatively
small claims to realize the benefits of the cap, provided that they are components claims
of a larger case where the cap is exceeded. In the example (Exhibit 2), a $1.5 million
clam had a 35% savings due to a norreconomic p. The physician with a claim worth
$100,000 (well below the cap), would nevertheless, experience a savings of 35% and a
claim value reduce to about $70,000.

These steps were repeated thirty thousand times to measure the average affect the caps

for the entire population of claims, where the characteristics of all of the claims closely
model the measured claim values.

DATA SOURCES

National Practitioner Data Bank Public Use Data File: Cost per Claim

Overview

The National Practitioner Data Bank (NPDB) Public Use Data File contains selected
variables from medical malpractice payment reports on physicians, dentists, and other
licensed health care professionals. It aso includes reports of adverse licensure, clinical
privileges, professional society membership, and Drug Enforcement Administration
(DEA) reports (adverse actions), and Medicare and Medicaid exclusion actions taken by
the Department of HHS Office of Inspector General. The NPDB is maintained by the
U.S. Department of Health and Human Services, Health Resources and Services

Administration, Bureau of Health Professions, Division of Quality Assurance.

The NPDB has been collecting information on cases closed since September 1, 1990.

Claims data are collected from al states, so this database provides a rich source of
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information for geographical and temporal analyses. We obtained the Public Use Data
File with data through 12/31/02.

The NPDB Public Use Data File contains information on claims against individual
practitioners only. There is no information collected on medical malpractice actions
against hospitals or other entities. Further, reports are submitted to the NPDB only when
an indemnity payment is made. Therefore, there is no information on ether pending
clams or clams closed without an indemnity payment. We limited our NPDB anaysis
to medica malpractice clams (by eliminating adverse event reports) against physicians

(by eliminating claims against dentists, chiropractors, nurses, etc).

Duplicate NPDB Filings
NPDB regulations mandate reporting by each entity making a malpractice payment. In
Pennsylvania, physicians frequently have multiple “entities’ (primary carrier and Mcare,
and possibly a third, excess carrier) making payments, and NPDB reports, on a single
clam. A naive analysis of Pennsylvania malpractice data would lead to a number of
inaccurate conclusions:

Frequency, the number of claims per physician, would be inflated.

The number of multiple claim physicians would be inflated.

Severity, the average cost per clam, would be deflated.

Severity trend, the annual increase in claim size, would be reduced.

We corrected for the Pennsylvania insurance structure and reporting pattern by grouping
filings into claims. Our method for grouping claims relied on facts within each NPDB
record including: Practitioner ID, Practitioner Number of Malpractice Payments,
Payment Amount (based on limits), State Fund, Year Closed, Malpractice (occurrence)
Year, Payment Type (settlement/judgment), Type of Reporting Entity, and Malpractice
Act/Omission Code. This method involved judgment and was not absolute. For
example:

A significant number of clams at each primary limit (e.g., $200,000) did not

have a corresponding Mcare payment. This led to an apparently “excessive’
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number of claims at the primary limits. This is due, presumably, to the primary
limit being a settlement “focal point” (an agreement to settle for policy limits and
not bring Mcare into the case), a delay in the reporting of the Mcare component
(see below), our inability to combine primary and Mcare components of the
same case, or the rare possibility of a Pennsylvania physician that does not carry
Mcare excess coverage.

Nearly 15% of “State Fund” payments (presumably Mcare) did not have a
corresponding primary payment (or indication that a primary aggregate had been
reached). We treated these as primary payments.

About 144 physicians had single case payments in excess of the $1.2 million
combined primary + Mcare limit. We assumed these physicians carried excess
policies or were covered under hospital/corporate policies.

The “closing” year for primary and Mcare filings were often different. The
NPDB does not report the actual settlement or judgment date but rather reports
the year the filing was processed by the NPDB (which must be within 30 days of
the claim payment). The Mcare filing frequently has a closing date in the year
subsequent to the primary filing, suggesting that Mcare tends to report (or pay)
after the primary carrier. When combining filings into cases we selected the last
closing year for analysis (e.g., if the primary $200,00 has a closing year of 2000,
and the Mcare $300,000 has a closing year of 2001 we combined them into a
single cases, with a value of $500,000, closed in 2001). This process tends to

shift payments to later closing years.

The consequences of grouping NPDB filings into claims shown in Exhibits 7. Note that
grouping filings into claims:
Reduces frequency by 20%, from 4.96 claims per 100 physicians per year to 3.95
claims per 100 physicians per year (this is sill one of the highest rates in the
nation)
Reduces the number of physicians with more than one claim from 3,684 to 2,402
(35% decrease).

Increases the average case size by 26%.
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Unlimited Average Cost per Claim
Average cost per clam (Exhibits 8, 9) was determined from Pennsylvania NPDB
grouped claims. The average cost per claim from the NPDB was used as the basis of our

loss distribution used to generate smulated claims in our model.

Even after combining NPDB filings into claims, the NPDB claims remains “censored” by
the physician’s combined (primary + Mcare) per claim policy limit (i.e., a case with a
value of $2 million would be reported at a total of $1.2 million if the physician had a
typical policy limits). Unlimited claim sizes are distributed according to a lognormal°
loss distribution.  To fit a log-normal distribution to censored losses we estimated a
policy limit distribution and applied this to unlimited data. The policy limit distribution
incorporated unlimited losses, a $1.2 million limit, and a small proportion of policies
limited to $200,000 and $300,000 (Exhibit 8,9). We determined the parameters of the
uncensored distribution so that when the unlimited claims are censored by the limits, the
results most closely matched the actual, limited losses from the NPDB.

We fit lognorma clam size and policy limit distributions to Pennsylvania NPDB
grouped claims closed in 2000 and 2001*'. The parameters for the unlimited loss
distribution were then trended by 7.4 years at 4% to bring the values to occurrence year
2004 levels. Based on these years, we estimated the average unlimited loss trended to
2004 is $870,000 (log normally distributed with a coefficient of variation of 3.0); this
corresponds to a average loss of $453,305 for clams limited to $1.2 million and
$287,072 for a $500,000 primary (Exhibit 8,9).

A “log-normal” loss distribution is described in a variety of statistics textbooks as a statistical
distribution where the logarithms of the loss amounts are distributed in accordance with a Normal
Distribution with mean (mu) and standard deviation (sigma).

\We used 2000 and 2001 claims as the claim distribution for cases closed in 2002 differed from other
years because of Mcare's reporting pattern.  Mcare tends to report claims later then the primary carriers
(see discussion above), so the most recent year of data is incomplete for primary cases that will
eventually be combined with the Mcare excess.
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Florida and Texas Departments of Insurance, Closed Claim Databases:

Non-Economic Apportionment, Defendants per Case, LAE

The NPDB provides no data for a number of other required parameters. In particular, we
needed to estimate:
The relative proportion of economic vs. non-economic damages for each case.
The distribution of multiple defendant cases.

Loss (indemnity) vs. expense costs.

Both Forida and Texas make malpractice data that address these issues available. Like
the NPDB these databases contain closed claim information on paid malpractice claims.
We calculated relevant statistics for each state, and then judgmentally selected factors for

use in Pennsylvania

Economic v. Non- Economic L osses

Based on the Florida DOI medical malpractice data, over 75% of the paid loss is non
economic loss (Exhibit 4,5). In Texas, non-economic damages account for about 60% of
the total paid loss while an additional 10% are in punitive and interest charges so that
Florida and Texas both show that only 20%-35% of loss payments are for economic

|osses.

We used the Texas distribution of economic/noneconomic losses.  This more
conservative assumption would tend to reduce our estimates of the effect of a non
economic cap. Additionally, we dropped punitive and interest charges from our model,
and determined an overall average 66% noneconomic allocation. The selected

distribution of noneconomic damages factors is shown in Exhibit 5
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Corroboration With 1997 New York Study

In 1997, Milliman performed an analysis of the impact of proposed caps on nort
economic damages for physicians in New York. In this study, norneconomic damages
were determined for all verdict awards on cases resolved between 1989 and 1993. In the
New York study, norreconomic damages were found to account for 70% of total

damages, further corroborating our selection for Pennsylvania.

Multiple Defendant Cases

Malpractice lawsuits frequently involve severa defendants (for example, a surgeon, and
an anesthesiologist). The cap on non-economic damages applies to the entire case and
not each individual clam. We, therefore, needed to determine the number of defendant

claims within each ssimulated case.

The Texas DOI database contains a field for the number of insured physicians per cases
(IPPC). In the Texas database, each paying insured physician is reported as a separate
entry. Presumably, if two physician claims are involved in a case, the case will be
reported twice, with the IPPC for each being two. Thus to correctly determine the actual
distribution of physicians per case, it is necessary to divide the number of cases with
IPPC of 2 by 2, the number with IPPC of 3 by three etc. Exhibit 3a shows our estimate of

the distribution of physicians per case in Texas.

The Florida DOI database reports information at the claim level. We grouped claims into
cases by matching demographic data (e.g., age, sex), caendar data (e.g., date of loss, date
of suit), and court data (e.g., docket number, county/venue) to create cases from the
claims database. Note that as the number of claims within a case increases, so does the
saving from a cap on non-economic damages. Our analysis likely underestimates the
number of daims per case'® and therefore understates the savings due to caps. Exhibit 3b
shows our estimates of the factors for grouping cases, based on the Florida DOI data.

2This is because it is not always possible to determine that claims are related to the same case and there
were likely some claims that we treated as individual cases that actually were related to the same case.
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Degpite different methods, these two databases show a remarkably similar distribution of
doctors per case. Exhibit 3c shows the distribution of doctors per case we assumed for

Pennsylvania

L oss Adjustment Expenses
Loss adjustment expenses (LAE or “defense costs’) comprise a significant proportion of
the overal cost of a case. We determined average LAE for hospitals and physicians

based on the Texas databases and trended these values to occurrence year 2004™.

We found that LAE is not a fixed percentage of the settlement value but increases at a
dower rate than loss payments. That is, it is relatively more expensive to defend a
$50,000 case than a $5 million case. We quantified this relationship based on data in the

Texas DOI database and applied the relationship to each case before and after application
of the cap. Since there is a relationship between defense costs and settlement, a non

economic damages cap will cause some reduction in defense costs. However, because of

the nature of the relationship, the savings in defense costs will necessarily be less than the

savings in the settlement value (Exhibit 10).

Additionaly, a large number of cases are closed without an indemnity payment as the
result of dismissal, discontinuance, or defense verdicts. These cases nevertheless accrue
significant defense costs that make up large share of aprofessiona liability premium. A
cap on non-economic damages should not affect these payment amounts. The Texas DOI
database does not contain reliable information on cases that close without indemnity
payments. We estimated these using an industry standard ratio of $1.15 for each dollar of
defense costs on cases with payments (prior to the application of the cap).

13 Empirically determined trend rate for loss: 6%, Trend rate for LAE 7.5%. Texas closed claims data
trended from loss date to 6/30/2004.
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LIMITATIONS

Although we based our results on generally accepted actuarial and statistical procedures

and our professiona judgment, our results also reflect numerous assumptions. Due to the

uncertainty associated with these assumptions and with the prediction of future events,

actual results will vary from our projections.

Reasons for this uncertainty include random dtatistical fluctuatiors, as well as
unanticipated changes in clam procedures and settlement practices, legidative and
judicia decisions, attitudes of claimants and the courts, social and economic inflation,
and numerous other social, political, and economic factors. These brces are particularly
important in an analysis of this type, i.e.,, a study of the potentia effect of tort reform.

Data limitations aso contribute significantly to the uncertainty surrounding these results.

In performing this analysis we relied upon publicly available data from the National
Practitioners Data Bank, the Texas and Florida Departments of Insurance, and industry
sources of medical professional liability data. We did not audit any of this data or other
information. If the underlying data or information is inaccurate or incomplete, the results

of our analysis will be affected.

Furthermore, no simple theoreticall model can reflect all of the forces underlying a
complex insurance process. The various parameters and probability distributions within a

simulation model reflect numerous assumptions. The underlying "true” distributions of
the various quantities within the model may be significantly different from the estimated
distributions.
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Exhibit 1

CITIZENS ALLIED FOR PENNSYLVANIA PATIENTS
Pennsylvania Physician Primary and CAT/Mcare per Claim Limits

Primary CAT/Mcare Combined
Through 1996 200,000 1,000,000 1,200,000
1997-98 300,000 900,000 1,200,000
1999-2000 400,000 800,000 1,200,000
2001-02 500,000 700,000 1,200,000
2003-05 500,000 500,000 1,000,000
2006-08 750,000 250,000 1,000,000
2009 & After 1,000,000 - 1,000,000
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Stage A

Physician "A" Settlement

$ 1,435,275

Physician "B" Settlement

$ 106,872

M:\213CAP\[Exhibits.xIs]Exhibit 2

Stage B

Total Settlement

$ 1,542,147

CITIZENS ALLIED FOR PENNSYLVANIA PATIENTS
$250,000 Cap On Non-Economic Damages
Example of Simulation Model

Stage C

\ 4

Total Verdict Amount

$ 2,000,165

Stage D

Economic Damages:
25%

$ 500,041

Non-Economic Damages
75%

$1,500,124

Post \)Ierdict
Reductioh (31%)
|
|
|
|

Post \)Ierdict

Exhibit 2

Stage E

Economic Damages

$ 155,013

A

Non-Economic Damages
75% - Capped at $ 250,000

$ 250,000

Reductioh (31%)
|
|
|
|

Post \}Ierdict

\ 4

Pre-Reform
Non-Economic Damages

$ 465,038

Reductibn (0%)

Loss Savings =

Pre-Reform Non-Economic - Post Reform Non-Economic

465,038 - 250,000

= 347%

Total Pre-Reform Loss

155,013 + 465,038

MILLIMAN USA

\ 4

Post Reform
Non-Economic Damages

$ 250,000




Exhibit 3

CITIZENS ALLIED FOR PENNSYLVANIA PATIENTS
Distribution of Physician Claims per Case

A. Texas DOI
®)
1) Physician
Insured 2) ?3) 4) Distribution (6) @)
Physicians | Hospital | Physician All based on Adjusted | Adjusted
per Case Claims Claims | Claims Claims Number* | Distribution
1 540 6,070 | 6,610 62% 6,610 80%
2 268 2,003 2,271 21% 1,136 14%
3 116 840 956 9% 319 4%
4 34 365 399 4% 100 1%
5 18 156 174 2% 35 0%
6 8 91 99 1% 17 0%
7 3 39 42 0% 6 0%
8 4 20 24 0% 3 0%
9 - 17 17 0% 2 0%
10 2 38 40 0% 4 0%
Total 993 9,639 | 10,632 100% 8,230 100%
Avg Physicians per Case 1.29
Notes:

(2) Hospital Claims are those in which a hospital is listed as the "primary" insured.

(3) Physicians Claims are those in which a physician is listed as the "primary" inusred
@@=+

6)=41(Q2)

* All Cases / Insured Physicians per Case

B. Florida DOI
Number
Physicians of Percent of
per Case | Cases Cases
1] 1,916 87%
2 235 11%
3 44 2%
4 9 0%
5 3 0%
Total 2,207 100%
Avg Physicians per Case 1.16

C. Selected for Pennsylvania Simulation

Number
of

Physici | Percent of

ans Cases
1 83%
2 14%
3 3%
4 1%
Avg Physicians per Case 1.21
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Exhibit 4

CITIZENS ALLIED FOR PENNSYLVANIA PATIENTS
Economic/Non-Economic Apportionment of Malpractice Cases

Florida DOI
Physicians -- 1999- 2002

Economic - Other
Economic - Wage 3%
6%

Economic - Medical
17%

Texas DOI
Physicians -- All Years Combined

Other
11%

Economic
30%

m:\213CAP\Exhibits Exhibit 4 MILLIMAN USA



CITIZENS ALLIED FOR PENNSYLVANIA PATIENTS
Distribution of Non-Economic Damage Percentage

Percentage of Cases

Number of Cases

Non Econ % Range Mid-Point | Selected Texas Florida Texas Florida
0% 0% 3% 3% 12% 92 126
0% - 10% 5% 1% 1% 2% 36 20
10% - 20% 15% 2% 2% 3% 68 32
20% - 30% 25% 4% 4% 3% 99 35
30% - 40% 35% 6% 6% 5% 154 52
40% - 50% 45% 11% 11% 7% 298 70
50% - 60% 55% 9% 9% 9% 249 95
60% - 70% 65% 11% 11% 10% 316 107
70% - 80% 75% 17% 17% 12% 471 121
80% - 90% 85% 15% 15% 17% 404 178
90% - 100% 95% 10% 10% 19% 282 191
100% 100% 11% 11% * 292 *

* used only Texas value as Florida data for this category appeareed unreasonable.
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CITIZENS ALLIED FOR PENNSYLVANIA PATIENTS
Distribution of Post Verdict Appeal Factor

Sustained
Percentage Frequency
0% 0%
5% 0%
15% 8%
25% 8%
35% 8%
45% 8%
55% 8%
65% 8%
75% 8%
85% 8%
95% 8%
100% 14%
105% 7%
115% 7%
Avergage Sustained 69%
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CITIZENS ALLIED FOR PENNSYLVANIA PATIENTS
NPDB Summary Statistics for Pennsylvania
Showing Effect of Grouping Filings into Claims

Based on Filings

Based on Claims (Grouped Filings)

Year

Closed Filings Losses Severity Claims Losses Severity
1990 145 12,844,800 88,585 109 6,534,800 59,952
1991 1,095 180,414,200 164,762 892 137,580,450 154,238
1992 1,173 213,356,850 181,890 925 214,888,100 232,311
1993 1,122 206,270,350 183,842 899 198,780,350 221,113
1994 1,201 224,745,050 187,132 960 223,812,550 233,138
1995 1,268 230,182,700 181,532 947 210,250,200 222,017
1996 1,416 306,227,200 216,262 1,088 306,899,700 282,077
1997 1,362 315,504,800 231,648 1,052 310,724,800 295,366
1998 1,153 276,038,300 239,409 878 282,723,300 322,008
1999 1,434 350,541,300 244,450 1,074 314,781,300 293,092
2000 1,409 349,998,050 248,402 1,063 349,728,050 329,001
2001 1,567 419,908,800 267,970 1,263 441,755,300 349,767
2002 1,344 402,307,400 299,336 1,330 489,880,900 368,332

Overall 15,689 3,488,339,800 222,343 12,480 3,488,339,800 279,514

Note:

Approximately 20% of Pennsylvania NPDB filings represent a second filing on a given case

resulting from a payment by the (excess) CAT fund. The reduction is understated in the most
recent closing year (2002) as a significant number CAT Fund/Mcare filings are recorded in the
year after the primary payment.
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CITIZENS ALLIED FOR PENNSYLVANIA PATIENTS

Calculation of Trended, Unlimited Loss Distribution
Based on NPDB Limited Claims

Untrended/ | Untrended Trended Severity
Year Censored = Unlimited Trend Unlimited* = Limited to
Closed Severity Severity Factor Severity 1.2 MM
1999 293,092 529,694 1.56 826,323
2000 329,001 560,786 1.50 841,179
2001 349,767 652,764 1.44 939,981
Selected 870,000 453,305
* trended at 4% to 2004 occurrence year.
Percent of Claims with Limits
Year Over 1.2
Closed 200,000 300,000 1.2 Million Million
1999 12% 5% 50% 33%
2000 8% 6% 50% 36%
2001 12% 11% 41% 36%
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CITIZENS ALLIED FOR PENNSYLVANIA PATIENTS
Distribution of NPDB Losses With Per Claim Limits
and Simulation Model Fit of Claims
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Exhibit 10

Citizens Allied for Pennsylvania Patients
Relationship Between Loss and LAE
Based On Texas DOI Data
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