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BY KEVIN M. BINGHAM AND JOHN LUCKER

Its the Right Time for Right Pricing
in Medical Malpractice Insurance

RESIDENT BUSH’S JANUARY 2005 CALL FOR CONGRESS to impose strict

limits on medical malpractice litigation has focused renewed attention on

patient safety, the flip side of the malpractice issue. Patient safety is one
of the most important matters facing the health care industry today. Yet, despite
widely publicized statistics on preventable deaths due to medical errors in America’s
hospitals, there is little evidence that patient safety has improved since the 1999
publication of the Institute of Medicine (IOM) report,“To Err Is Human,” according
to Dr. Lucian Leape, leading safety expert and IOM report co-author.

Traditionally, the actuarial profession hasn’t played an
active role in developing patient safety initiatives. Rather,
actuaries have spent the majority of their time focusing
on quantifying the premium to charge a physician, based
on macro categories such as geography and specialty, the
amount of damages that must ultimately be paid to a
victim, and the impact of various tort reform proposals
on future malpractice insurance premiums.

This is important work, certainly, because it helps sup-
port the financial soundness of insurance companies. But
this “after the injury” focus also propagates the view of
news media and health care professionals that actuar-
ies are premium-quantifying number crunchers who are
only looking out the rearview mirror.
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The time has come for the ac-
tuarial profession to join the pa-
tient safety battle, to focus energy
on preventing injuries rather than
just dealing with their aftermath.
Whether actuaries help quantify
the potential benefits of certain
medical error prevention tech-
niques, join patient safety organi-
zations, build eminence through
articles and papers, or help develop more equitable and
refined policy pricing, the profession should be playing an
active, up-front role in shaping patient safety initiatives.

Patient Safety and Risk Management Goals
One way that actuaries can immediately put their analytical
abilities to work on behalf of patient safety is to promote the
adoption of “right pricing” for malpractice insurance premi-
ums. Recent, dramatic premium increases have prompted
physicians throughout the United States to curtail services,
move to other states, or leave the profession.

Many feel they're paying more than their fair share.
They're frustrated by the insurance industry’s traditional
one-price-fits-all approach to malpractice policy pricing in
aworld where risk profiles are routinely used to determine
an individuals rates for auto, home, and life insurance.

Yet, insurance companies need to be able to reason-
ably determine a price for medical malpractice coverage,
a process that is becoming increasingly difficult because
of the growing number of malpractice suits and the pro-
pensity of juries in certain parts of the country to issue
massive patient awards.

Ultimately, if premium rates aren’t curtailed or appor-
tioned more equitably, the best physicians will look at
alternative risk-transfer options (e.g., captive insurance
company formation) or worse, choose to go bare—with-
out any insurance at all. Insurance companies will then be
stuck with a pool of less-than-average risks for which no
other alternatives exist, also known as adverse selection.

On the other hand, if insurance companies can find
a better way to segment pricing at more granular levels
and physicians (and patients) benefit, that’s certainly fair.
The goal is to move away from subsidizing individuals,
particularly those with the most disparate insurance ex-
perience, and get to the right price for everyone, a process
that should improve patient safety in the long run.

The use of predictive modeling tools and data min-
ing techniques to drive changes in health care provid-
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management practices, practice biographics/
demographics, practice satisfaction surveys, etc.
B Claims data—Losses, experience data, fre-
quency, timing/patterns, loss control, fraud/
lawsuit, etc.
B Agency information—Retention, profitability, au-
dited premium ratio, new business volume, etc.
Third-party databases—Motor vehicle re-
ports, credit reports, Experian/Dun & Brad-
street business demographic, financial and
credit information, AMA Physician Master
File, aggregated pharmacy data, NPDB de-
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CHART 2
Segmentation of the Future—
The Goal of Predictive Modeling
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It’s essential to include reason codes with
the pricing information to show a physician or
practice why a premium rate will be more or
less in a given year. These reason codes will help
foster pricing transparency by providing easy-
to-understand explanations for how prices are
determined rather than complex model scores
or parameters. This gives the physician an op-
portunity to reduce problems and/or improve
patient safety, which can potentially lower that
rate. When a medical malpractice premium is
$250,000, there’s a definite incentive for phy-
sicians to study the risk factors and determine

90%

Chiropractors

what changes can be made to improve their
overall scores and the resulting rates.

ers’ patient safety habits can help insurance companies price
malpractice policies in a manner that promotes both patient
safety and risk management goals. Predictive modeling helps
make the premium pricing process less subjective, more con-
sistent and transparent, and can transform today’s perception
of specialty segmentation (“All chiropractors are good risks;
all OB/GYNs are bad risks.”) into an improved, more realistic
segmentation (see Chart 1) for the future. (“Some chiropractors
are good risks, some are bad. We'll focus underwriting dollars
on good risks.”) (See Chart 2.)

The ideal is a right-pricing model that stratifies, for exam-
ple, OB/GYNs into different buckets based on 40-50 predictive
risk factors that affect each practitioner’s medical malpractice
premium rate. These factors could include years in practice,
medical training, continuing education, quality of record keep-
ing, informed consent procedures, patient satisfaction, credit
score, monthly number of patients, number of employees,
number of adverse actions per zip code/county, average claim
amount per zip code/county, average prescription count per
patient, risk management education, and others.

Sources of such information are numerous and include:
B Customer (physician) data—Area of specialty, location of
practice, correspondence, billing/payment history, risk

While the concept of using predictive mod-
eling to “right price” property and casualty insurance isn't
new, its potential application in the pricing of medical mal-
practice insurance policies is novel and could have enormous
implications. Certain insurance companies and professional
services consulting firms already possess the necessary predic-
tive modeling tools and data mining techniques to make right
pricing a reality.

The next step is to extend these capabilities to medical
malpractice insurance pricing, which yields benefits for physi-
cians that include an enhanced focus on patient safety, fewer
medical malpractice claims, and lower insurance premiums
driven by proper risk segmentation and physicians’ patient
safety action steps.

Insurance companies, in turn, can reduce costs, better seg-
ment physician specialties, and improve their risk manage-
ment profile by attracting physicians with a lower propensity
for large medical malpractice awards.

Actuaries working for insurance companies know that right
pricing leads to better underwriting decisions. By leveraging rea-
son codes and providing financial incentives for physicians to
embrace patient safety initiatives, right pricing can also help the
actuarial profession shift from looking out the rearview mirror
to proactively reducing errors and improving patient safety. @
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