Medical Malpractice Insurance Alternatives

By:  John F. Shelley, Esq.


In light of the escalating costs and availability issues which have arisen in connection with medical malpractice insurance coverage in the recent past, Academy members have probably been inundated with information and proposals regarding the various alternatives that may be available to them.  The following information is provided to AMC/NOMA members as a guide to some of the pros and cons of these alternatives. 

Physicians are advised that while reviewing this information, they must keep in mind that this is a complex topic involving considerable legal, tax, regulatory, economic, and practical considerations. The brief discussion below of likely costs, minimum group size, and other practical considerations is based on discussions with lawyers who have significant experience in these areas and deal regularly with accountants, investment bankers, and insurance carriers.  This article is meant as a broad overview of the different alternatives 

Purchasing Groups


Purchasing groups are one of the two entities, which were authorized by the Federal Liability Risk Retention Act of 1986.  They’re what they sound like: groups of persons with similar or related liability risks who form an organization, one of whose purposes is to purchase liability insurance on a group basis. Note that this is not an arrangement which would create a new carrier, modify the way in which malpractice claims are defended and processed, or introduce new competitors or approaches to the malpractice field.  It’s simply a way in which a form of group purchasing can be pursued, in hopes of achieving rate reductions at a minimum and at best to provide insurance carriers with an incentive to be more effective in dealing with malpractice claims.

Pros:  Comparatively easy, quick, and inexpensive to establish.  

Cons:  Does nothing directly to change the structure of the medical malpractice universe.  Becomes less effective as increasing numbers of physicians are employees of large healthcare institutions or are members of large practice groups who will make other arrangements and/or already have “volume discount” pricing clout or the ability to self-insure to at least some degree.

Formation of a New Malpractice Carrier on a Traditional Stock Company Basis

This model assumes that the marketplace would be better if it included more competitors; also assumes that the market place would support a new competitor; and implicitly assumes that the amount of capital required to create such an entity (see discussion below) is beyond the amount which can easily be raised through financial contributions from insured physicians themselves.  It may not be a viable model in today’s financial markets:  (i) new money for new businesses of any sort is generally a great deal more difficult to raise than it was a couple of years ago; and (ii) if long-established carriers claim to be losing money and are getting out of the market, it may not be realistic to assume that new competitors can easily be created. 

Pros:  Introduces competition, which in economic theory produces better results for customers.

Cons:  Not likely to be viable in the current environment.  Lacks physician control (although some degree of physician control could perhaps be built into such an entity if insureds were among those providing capital to it).  In the absence of a high degree of physician control, would be unlikely to be managed in ways, which are meaningfully different from the management of existing malpractice carriers.  Any new carrier would almost certainly not be in a position to provide the “A paper” which some hospitals require.  May not be able or willing to limit coverage to physicians with strong claims histories, thus reducing the ability to lower costs.

Joint Underwriting Association

These are creatures of state law, invariably put in place in response to liability insurance crises of various sorts, in order to assure that at least certain minimal levels of coverage are available to anyone who needs it, even if the commercial market has contracted to a point where that isn’t available.  They typically involve taxes or other special charges on insurance companies of policyholders and/or financial contributions by the state, and either create a new entity or assign risks to carriers who would not undertake them without a financial subsidy.

Ohio still has such an entity on its books from an earlier medical malpractice crisis, but it would require modification to meet current needs. The Ohio legislature might be amenable to reviving this program, but that it would be unrealistic to expect the state to contribute to its funding or generate funding in a way that might look like a tax.

Pros:  Would provide some degree of coverage for all.  Tides things over until the market place works out the current problems in the system.

Cons:  Would require time and significant legislative effort to implement.  All the problems associated with a governmental organization.  Doesn’t change the underlying system.  Not really physician controlled.  Has all of the problems associated with any insurer that has to insure even the highest risks.  May not satisfy a hospital’s “A paper” requirement, absent a legislative override of such standards.

Risk Retention Group

This is a comparatively new kind of entity, generally formed pursuant to the 1986 federal legislation mentioned above, under which persons engaged in similar businesses or activities can form what amounts to a member-owned insurance carrier.  Although authorized by federal legislation, the legal entity is formed under the laws of some particular state, and since different states have different requirements the structures, capitalization requirements, and so on may vary from situation to situation.  An alternative scenario (sometimes referred to as a “captive insurer”) is to form the organization in Bermuda or some other offshore location (this is sometimes done for tax as well as regulatory reasons).  In all cases, one of the goals is to avoid some of the more onerous requirements of state insurance regulation.

Because organizations of this kind can only be owned by their insureds, they by definition have an extremely high degree of physician control.  As a result, they are likely to adopt policies and procedures (particularly with respect to claims management and loss control) which are more aggressive and friendlier to the interests of insureds than is the case with traditional commercial insurers.

Pros:  High degree of physician control.  Resulting likelihood (not guaranteed) of better administration and claims management.  Ability to limit ownership and participation to particular specialties or to physicians with low risk profiles, based on prior claims history or other considerations.  Smaller size than existing commercial carriers may also produce an organization, which is more responsive to its insureds.

Cons:  Time, energy and money required to create a new organization.  Practical and political issues associated with defining the group of eligible physicians (see underwriting discussion below).  Possible (perhaps probable – see below) difficulty raising required capital.  Need to find, employ, and implement first rate staffing.  Possible (in the earlier years, almost certain) problems meeting “A paper” requirements of some hospital staffs.  Unavailability of protections provided by state guaranty funds, at least if incorporated outside of Ohio.  Need for significant capital at the outset and possible additional capital goals near term.

General Observations

A number of observations and matters of concern relate to more than one of these models.  

In any case in which a new organization is to be formed, a critical issue is the amount of capital required to get the organization up and running.  This can easily be underestimated.  The accountants, investment bankers, and insurance people to whom we have spoken have pretty consistently estimated a need for $20 to $30 million in capital in order to form an organization large enough to have a meaningful impact in this market.  This translates into $10,000-$15,000 a person for a 2,000 member group.

Another critical area is underwriting standards and the acceptance of new business.  There are several subparts to this:

(1) The uniform view of experienced lawyers and the industry people with whom they interact is that the business model which is most likely to be successful in this situation is a new organization which serves a comparatively narrow group of “premier physicians” with first rate claims records and reputations which suggest that those records are likely to be maintained in the future.  Those standards must be set at the outset and maintained in the future.  Neither is easy.

(2) If this is the model, which is most likely to succeed, there is a serious question as to whether it can be created or carried out by a broad-based medical society, which does not limit its membership to “premier physicians,” however that may be defined.

(3) Historical experience has suggested to at least some observers that “physician control” does not necessarily guarantee the maintenance of extremely high standards on an ongoing basis – it can be easy for busy physicians to leave such matters to staff, and staff people may be more interested in business growth than an underwriting discipline.  Mechanisms should be put into place to avoid this risk.

The underwriting issue also relates to the size of the group.  Larger is always better when actuarial risk is involved, as it very definitely is for any insurance carrier or risk pool.  Policies which reduce risk, however (such as limiting membership to “premier” physicians with a good claims history), perversely result in a smaller group, thus increasing the risk of actuarial surprises and increasing required capital.

Corporate governance issues (the size and makeup of the board of directors and other aspects of the formal legal structure) are extremely important for any new organization.  A particularly important issue in this context is whether the board should be limited to insured physicians.  Although there’s an understandable bias in that direction, a case can be made for the proposition that a board can be strengthened by adding non-physicians who are experts in such areas as accounting, insurance, actuarial science or law.

Any successful new organization is likely going to need to ally itself with an experienced, successful and respected insurance broker.  There are a number in this area.  Picking just one can be complicated, particularly if a sponsoring organization has existing relationships with brokers, or if the new organization’s staff has had prior relationships with a particular company.

This article is meant to provide physicians and AMC/NOMA members with a brief overview of medical malpractice insurance alternatives.   The AMC/NOMA is also producing this information in a brochure format, which will be sent out to all AMC/NOMA members in the near future.


