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MR. MURPHY: It looks like people have stopped coming in now. We can probably 
begin. My name is Bill Murphy. 3effrey Mayer was supposed to be the moderator of this 
session but an unforeseen event has prevented him from being here this morning and so 
I'll be wearing two hats, PII be your moderator and a panelist. 

The topic is HClaims-Made Reserving for Medical Professional Liability." As they say on 
the airlines, nil that is not your destination, please let us know now. n We~'e going to talk 
something about claims-made reserving, and get some insights on how that's being done 
currently; talk about some of the topics involved with automatic reporting endorsement 
coverage, reporting endorsement coverage in general as well; and then we'll get around 
to some of the accounting aspects of claims-made coverage. We'll talk about both GAAP 
and statutory accounting. 

Before we get on with this, I'd like to take a survey and find out just who our audience 
is. How many people here are actuaries or actuarial students? Oh, the vast majority. 
Okay. How about accountants? A few. Okay. And that doesntt leave much else. Is 
there anyone else here9 who's non-aligned? 

MR. MURPHY: Were  got a few. Okay. 

All right, our first speaker is going to talk about claims-made reserving. It's Tim 
Graham. He's with St. Paul. He's Vice President and Actuary of the Medical Services 
Division at St. Paul. He's responsible for all pricing of medical malpractice liability 
products. He's an FCAS member of the American Academy and he's been with St. Paul 
since 1973, and he graduated from Washington University in St. Louis with a degree in 
mathematics.  Please welcome Tim. 

MR. GRAHAM: Questions and answers at the end? 

MR. MURPHY: Oh, yes. Excuse me. Please hold your questions until the end. 

MR. GRAHAM: Good morning. I've been asked to address you on the subject of 
reserving for claims-made professional liability coverage. I will be covering pure claims- 
made coverage and will not be getting into the issues of reporting endorsements that I 
think Bill will be touching upon later. I'll let Bill get set here because he's going to be 
doing my slides here in a few seconds. 

My discussion this morning wil l  cover some fundamentals on this subject. I wil l  present a 
main point, discuss date definitions, reserve definitions, raise an issue regarding what 
defines a claim, and then discuss several particular reserve adequacy issues. I wish to 
begin with the one concept that I hope all of you will take away from my presentation. 

My number one point is that the need for non-case-reserves does not disappear under a 
claims-made contract. Al l  that the claims-made contract does is eliminate the need for 
one and only one particular type of non-case reserve. In some of the long-tail l iabi l i ty 
lines, the IBNR reserve can be significantly reduced but i t  does not go away. In fact, 
depending upon how a company processes and handles claims, you may sti l l  end up with a 
very significant non-case or IBNR reserve. I'd like to now go into a number of 
definitions. Some of these should be familiar to you. 
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The f irst definit ion is the tradit ional accident or occurrence date definit ion. This is 
simply the date that the adverse event occurred. Under most professional l iabi l i ty 
contracts, there is a so-called retroactive date. This is the date at which the insured 
purchased their f irst claims-made contract. Typically, a claim must have occurred 
subsequent to this retroactive date to have been covered under a claims-made contract. 
For our purposes in looking at claims-made reserving, the accident or occurrence date is 
usually not an issue. 

The next date that I'd like to refer to is that of notice date. I define notice date as the 
date at which the company receives notice of the claim. Under a claims-made contract, 
this is the date at which l iabi l i ty attaches. Later on, we'll get into the subject of what is 
proper notice, but for now we'll assume the insurer had proper notice~ they were aware of 
an adverse event. Liabi l i ty attaches that date and that is the date that I wil l  refer to as 
notice date. 

Now I'd like to contrast that with another date that l wil l  refer to as recorded date. 
Recorded date is the date upon which the company records the claim in its statist ical 
records. Why am I drawing a distinction between notice date and recorded date? Let me 
point out the problem with a l i t t le example. Assume a company receives notice of loss 
on 3anuary 1, 1986, but does not record that loss on its statistical records unti l  3anuary 
1, 1988. There is a two-year gap where no l iabil i ty has been recorded on the company's 
books for that particular loss. This is a claim that has been incurred but not yet 
reserved. The claim belongs to the 1986 claims-made contract i f  proper notice was 
given, but the company has failed to recognize that particular loss in its reserving. Both 
the notice date and the recorded date are cr i t ical  dates when examining claims-made 
reserves for an insurer. 

I'd now like to talk about the different classes of reserves that are a direct byproduct of 
these date definitions. I'll begin with case reserves. These are simply the reserves 
established by the company for known adverse events. These case reserves can be 
established by the claims adjuster or by formula, but they are l iabil it ies established by 
the claims adjuster or they~-e liabilit ies associated with specific adverse occurrences, 
and each one is individually established. 

There is a second class of reserves that I wil l refer to as supplemental case reserves. We 
have found that claims adjusters are not perfect when they establish their estimates of 
l iabil it ies. Consider the claims handling process for a medical l iabi l i ty carrier. The 
insurer receives notice of an adverse event. If they attempt to process that claim in a 
t imely manner, and record i t  on the books very quickly, they wil l  usually be dealing with 
very l imited information. We have found that the init ial reserve, the reserve that is f i rst  
established, tends to be on the low side. The claims adjuster established the reserve 
based upon their best information, but in the init ial stages of investigation they simply 
don't have suff icient information to make a sound estimate. As a result, there is a need 
for a bulk reserve. This reserve represents the difference between the best estimate of 
the ul t imate value of the portfol io of known losses less the amounts carried for these 
individual losses. 

I wish to stress that supplemental case reserves can be negative as well as positive. An 
extreme example might be a carrier that establishes policy holder l imits as the case 
reserve when they receive notice of the adverse event. Usually, they wil l  pay less than 
the l imits on those claims and therefore you would expect to show a negative 
supplemental case reserve. 
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The third and final category of reserves associated with the pure claims-made contract is 
the pipeline reserve. Pipeline reserves are simply the reserves established for losses that 
have been reported to the insurer but that have not yet been recorded on the insurer's 
books. There should be a pipeline reserve to deal with situations such as my earlier 
example, the claim that was reported in t986 that does not get recorded unti l  t988. 
Pipeline reserves and supplemental case reserves should tend to balance off  against one 
another. In a company that is very aggressive in recording events, where the claims 
adjusters are directed to quickly establish a reserve as soon as they are put on notice of 
the adverse occurrence, the pipeline reserve may be relatively small. There wil l  always 
be a pipeline reserve but in a fast-recording company i t  should tend to be small. But in 
that kind of circumstance, the adjuster is dealing with extremely l imited information 
when they establish that init ial reserve, and you would expect to have a significant 
supplemental case reserve requirement. On the other hand, if the company is less 
aggressive in recording the reserve and takes the position that they wil l  thoroughly 
investigate and work up the fi le on that occurrence before establishing their f i rst 
reserve, one would expect significantly higher pipeline needs but a significantly less or 
lower supplemental case need. Case reserves and supplemental case reserves key off  of 
losses that have been recorded as well as reported. Pipeline reserves key off  of claims 
that exist when an insurer is on notice but has not yet had an opportunity to record those 
events on their books. 

Throughout this discussion so far l have referred to a claim. A key question under the 
claims-made contract, however, is, "What is a claim?" The question becomes one of 
what is proper notice. Does a call from an insured constitute proper notice to establish a 
claim? Is notice of claim only established when the insured is served with suit papers or 
a demand for damages? If the insured has not been served with suit papers but suit 
papers have been submitted to the courts, does that constitute notice of a claim? l 
believe this is one of the most ambiguous areas under the claims-made contracts that are 
current ly uti l ized in the marketplace. 

Most health care facil i t ies today have some type of risk management function. The risk 
management function typically gathers from the staff notices of adverse occurrences. 
Adverse occurrences include things such as slip and falls, medication errors, adverse 
patient outcomes. Does submission of such a list to an insurance carrier constitute a list 
of claim? Would the submission by a physician of his patient list for the last five years 
consti tute proper notice of claims? We believe these do not constitute proper notice. 
We have had some insureds take the position that they thought they should. We do 
believe -- or, I do believe, however, that an insured who calls after surgery and states 
that they had a patient die, become comatose, and that this was not an expected result 
constitutes proper notice of a claim. 

We encourage our insureds to noti fy us as early as possible of potentially compensable 
events. I wish to stress here, however, the potentially compensable event element. 
There must have been some element that could be construed to have resulted in injury to 
the third party. Ult imately, however, at this point in time, i t  is st i l l  a local claims 
adjuster call as to whether or not a claim is established. I believe this is a question that 
wi l l  be tested in the courts. We wil l  have situations where the insured wil l  believe that 
they gave proper notice, the insurance carrier wil l  believe they did not give proper 
notice. Unless the contract is quite specific, i t  is a gray area and one that I believe wi l l  
have to be adjudicated. 

To make matters a l i t t le  more complex, there was a recent decision in California where 
the pla int i f f  had fi led suit papers with the Court prior to policy expiration. Neither the 
insured nor the insurer was aware that suit papers were to be served and shortly af ter 
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policy expiration the defendant was served with those papers. The insurer took the 
position that they were not liable in that they had not been given notice during the policy 
term. The Court, however, decided that even though the insured was not on notice of the 
suit and had not put their insurer on notice of suit, that the submission of suit papers to 
the courts without notice to the insured during the insured's policy period established 
coverage under a claims-made contract. If this decision stands, we wil l  probably be 
faced with the need for an IBNR for claims that have been incurred but not yet noticed 
to the insured or to the insurer. 

Even with a solid definition of a claim, there are other issues that impact reserve 
adequacy. The first major issue that must be concerned is the claim processing pattern. 
Clearly, from my discussion regarding supplemental case reserves and pipeline reserves, 
how the claims process is handled by each carrier and any changes in that process effect 
needed reserves. If an insurer in the past was aggressive about establishing init ial 
reserves but begins to slip in its abil ity to process such reserves in a t imely manner, one 
wi l l  see or should see a pipeline reserve inventory grow. Until the actuary determines 
that there is a slippage in the claim processing pattern, reserves wil l  probably be 
inadequate. If the claims division establishes a more aggressive posture in recording 
reserves or in reserving losses, historic reserve patterns wil l be of significantly less use 
in estimating future losses. 

A second area that wil l  impact the reserving for claims-made contracts is the use of 
deductibles and changes in the limits profile of the insureds. A simple example wil l  
i l lustrate the deductible problem. Assume an insured carried no deductible. Notice 
comes in, the company establishes a $I0,000 reserve, and two years later they settle the 
claim with a $50,000 loss payment. Now let's take the same example but assume that the 
insured had a $20,000 deductible. Notice comes in, the insurer evaluates the loss and 
assumes it's worth $I0,000. The $I0,000 falls within the insured's $20,000 deductible. 
Either no l iabi l i ty shows up on a company's books and maybe not even the claim, or there 
may be a claim notice but no l iabil i ty recorded on the carrier's books. Two years later, 
when the claim settles for $$0,000, the $20,000 is paid by the insured, the insurer wil l  
pay $30,000. From the actuary or reserve analyst's perspective, they%,e either seen a 
new case emerge for $30,000, or they have seen dramatic case reserve development, so 
any type of introduction of deductibles or growth in the use of deductibles wil l  probably 
lengthen your loss development patterns under a pure claims-made contract. 

A similar situation exists with limits profile. If in the past the insurer had $100,000 per 
occurrence limits exposed and now has a half million dollar per occurrence limits 
exposed, the insurer wil l  see a lengthening in its case development pattern. 

I%,e covered a lot of material this morning, covered it fair ly rapidly. I want you to come 
away with one concept, and that is the concept that non case reserves continue to exist 
and are significant under a claims-made contract. An insurer with a claims-made 
contract cannot simply look at their carried case reserves and assume that they have an 
adequate reserve inventory. Case reserves are impacted significantly by the claims 
function, and i t  is important that the analyst or the actuary carefully evaluate the forces 
at work on those reserves. 

Thank you. 

MR. MURPHY- Putting back on my moderator hat, our next speaker is Bill Murphy, who 
is an actuary with Mill iman and Robertson in New York, works mostly in the medical 
malpractice area, graduated from the Cooper Union with a degree in physics, worked at 
the Insurance Services Office for a number of years in both the pricing and government 
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relations areas. 

Well, thank you, Bill, for that introduction. 

(Laughter.) 

I'm going to be talking about claims-made reporting endorsement coverage and how you 
go about reserving and to some degree pricing that kind of coverage. I~ll use reporting 
endorsements and tail coverage, use those two terms interchangeably throughout the 
talk. Let's begin by talking about what the tail coverage is. As I~m sure most of you 
know, it's the coverage essentially for late reported claims. When an insured has a series 
of claims-made contracts and then ceases to be insured under a claims-made contract, 
either because he is retiring or changing to an occurrence policy, which happens 
infrequently, or perhaps changing to another carrier, he needs to purchase a reporting 
endorsement in order to cover the late reporting claims, those claims which occur during 
the course of the original claims-made policies but which are reported to the carrier 
subsequent to the expiration of the last policy. 

In talking about them, I think it would be good to divide them into two types essentially. 
I' l l give you the polar types and the real world generally falls somewhere between the 
two. The f irst is the reporting endorsement in which there is no obligation on the part of 
the insurer to sell the reporting endorsement and the price if any is fixed at the time of 
sale, so the insurer makes no promises beforehand while he's selling these claims-made 
policies. That's an extreme example. The other extreme would be where the insurer 
guarantees that a claims-made reporting endorsement wil l  be available at the expiration 
of the claims-made policy, perhaps for no additional cost. That would be a guaranteed 
automatic reporting endorsement. Again, that's a polar example and you don~t see that. 

What you see more often is that for example in the medical malpractice area, the insurer 
wil l  guarantee that a claims-made reporting endorsement is available and perhaps give i t  
away for free if you've been in the claims-made program for a certain minimum number 
of years and you're retiring at or above a threshold age, perhaps 75 or 67 years old. We 
also see that reporting endorsements are issued without additional cost in the event of 
the death or disability of a physician. That's fairly common with many of the doctor- 
owned companies. 

These two types of reporting endorsements differ, as you might expect, with respect to 
reserving and pricing them. The first kind I described, where the insurer basically makes 
no guarantees, there is no l iabil ity until the point of sale. At that point, you need to 
consider an IBN or a reserve and case reserves and so forth. But until that point, while 
youke selling the underlying claims-made coverage, the insurer only incurs an obligation 
with respect to those original contracts and not with respect to the tail coverage. 

On the other hand, any time you make a guarantee o£ any sort, even perhaps a guarantee 
on a maximum price for the tail coverage, when you sell the underlying policy you're 
incurring a l iabil i ty at that time and you need to consider reserving for it, and certainly 
pricing for it. 

In this area, I haven't seen any generally accepted principles emerge on how those 
reserves are to be set up or in fact how the l iabil ity is to be viewed. Depends a great 
deal on the circumstances and the attitudes of the company. Clearly, mutual and stock 
companies would differ on their abil ity to fund a preexisting reserve. They have more 
access to capital and so forth. The nature of the guarantee certainly enters into it. The 
more you,re guaranteeing, the more carefully you have to look at the l iabil i ty that you're 
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incurring at the same time. Certainly the regulators need to be convinced that what 
you,re doing is sound and there are a number of options in doing this. Overall, what you 
want to do is make sure that you~e seeking at least at a minimum a long-term actuarial 
balance for the program. 

(Slide) 

I'll begin by talking about methods of developing reserve estimates for reporting 
endorsements. The point I want to make with this slide is that if you decide you're going 
to develop reporting endorsement coverage, you really need to do i t  according to the 
number of years that the insured has been in the claims-made program. The development 
patterns wil l  be different depending on how long he's been insured. 

I 

What Pve done here is in the first slide, UNumber of years in claims-made program, n I~e 
assumed a reporting pattern for the losses that would evolve under a contract. If 
someone had been insured under a claims-made policy for exactly one year and then 
retired and bought a tail coverage, what you would see would be losses reported under 
lags 1 through infinity, to ultimate. The term Wreporting lag n I guess hasn't been defined 
to this point so PII define it. Lag zero we define as losses which are reported in the same 
year in which they,re incurred. Pm talking about report years at this point. It could be 
done in half-years. Lag one, then, would be losses which are reported in the year 
subsequent to the year in which the loss occurred, and so forth. So the pattern that I~e 
got here, 20 percent of the ultimate losses are reported as of 15 months, an additional 50 
percent would be reported in the next year, and an additional 20 percent in the year after 
that. 

If we take that same pattern now and simply account for the fact that if the insured has 
been in the claims-made program for two years, what youh-e going to see in the first 
reporting year is in essence lag one from his second year of the claims-made policy and 
lag two from his first year in the claims-made program. So the reports that you get as of 
15 months with that sort of tail coverage are going to be relatively more mature than 
you would see with a fewer number of years in the claims-made program. So that 
complicates the issue of collecting reserve development data for claims-made reporting 
endorsements. 

I th ink an appropr ia te  way of doing it would be to col lec t  da ta  according  to --  could you 
cover  up the  b o t t o m  par t  of tha t  slide f rom Hassume H on up. Let 's  focus our a t t e n t i o n  on 
the  top  par t .  We want  to co l lec t  loss deve lopment  da ta  according to r epor t  lag and 
ma tu r i t y .  In o the r  words, if we look at  our da ta  perhaps  even da ta  wr i t t en  under  a 
currents policies, we can segregate that out i f  we have sufficient information into losses 
layered according to the report lag. In general, what we would see is different 
development patterns depending on how long it takes to report the claim. Claims which 
are reported almost immediately after their occurrence tend to develop somewhat 
differently than claims which require a large number of years to report. So in general I 
think it's a good idea to look at the patterns individually according to report lag. But 
even i f  i t  doesn't change, these development patterns wil l help you a great deal in 
developing your claims-made losses and particularly for the reporting endorsement. 
Okay, you can uncover that. 

As a simple example, l~e assumed that our insured has been in the claims-made program 
for one year and he decided it was more lucrative to be an attorney so he's dropped out 
of medical practice and bought his tail coverage. If we look at the losses reported under 
that tail coverage as of 27 months, to pick an arbitrary date, what were going to see are 
t he  27 mon th  ma tu r i t y  of repor t  lag one,  which is the  c la ims repor t ed  in the  prior  year ,  
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and that is the f i rst year of his reporting endorsement coverage, evaluated now as of 27 
months, and then you,re going to see additional reports in the second year o f  his reporting 
endorsement coverage, which are going to be valued at 17 months. So your reported 
losses are going to be the sum of .30, the l~-month evaluation of lag two reportings and 
. lg,  which is a 27-month evaluation of the lag one reports. Now, these reported amounts 
wi l l  develop to .20 and .40 at ult imate, those are the lags one and two respectively. 
Which is .60, so i f  you have data in this kind of triangle, you can take your reported 
losses and develop them to ult imate. 

You also, i f  you want to use this data for that purpose, can estimate the IBNR, which 
would be the sum of the ult imate values of the additional report lags. That's one way of 
doing it. Another way would be to assign a loss ratio to the balance of the premium 
associated with unreported claims and do a Bornhuetter-Ferguson type method. 

These are ways that we can use actual data in developing of reserve estimates, but 
clearly you can just apply loss ratio to the claims-made tai l  coverage premium i f  in fact  
you,re perhaps very new in the business and you don't have that many reporting 
endorsements issued, the premium volume is very small, then maybe it's not necessary to 
go through an analysis of this kind. 

Turning now to the type of contracts where the insurer has issued some sort of 
guarantee, I mentioned some of the considerations before that you want long-term 
actuarial balance, that the circumstances of the company and the nature of the contract 
have to be considered, and of course the wishes of the regulator need to be taken into 
account. These are some of the ways in which you can go about reserving for that 
guarantee. They~e listed from the most conservative to the least conservative. The top 
one that I have shown here is ful l  occurrence reserves. 

(Slide) 

In other words, if the insurer is guaranteeing that the reporting endorsement wi l l  be 
available at no additional cost in any event with no restrictions then essentially what the 
insurer is selling is an occurrence policy, and the reserves need to be set up accordingly. 

(Slide) 

If we just take a look at the next slide -- we'll come back to this one in a moment -- in 
essence, i f  youNe got a schedule of claims-made rate factors, which relate the claims- 
made premium to an occurrence premium, according to the number of years in the 
claims-made policy, then the accrual for this guaranteed reporting endorsement would 
just be the balance of the occurrence premium, so in the f i rst year you're charging l0 
percent for the underlying claims-made policy but you have to set up an additional 90 
percent of occurrence premium for the accrual of your l iabi l i ty on the report ing 
endorsement. And then each year you would need to set up the incremental difference 
shown in that third column. This, of course, needs to be properly discounted for 
investment income and so forth, but this is a simplistic model of what you need to do. 
You,re real ly selling occurrence policies and you need to be pricing and reserving 
appropriately. 

Another  way of doing it, when you begin to offer  au tomat ic  coverage  of some kind, you 
could amor t i ze  the cost  over the life of each insured. You~e aware tha t  your population 
of doctors  is of various ages and you take that  into account  in the analysis; you want  to 
be sure tha t  each  individual insured or perhaps the insureds as a group, by the t ime they 
u l t ima te ly  re t i re ,  die or become disabled or whatever  other  events  incur this au tomat i c  
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coverage, that you've collected enough premium over the lifetime of that insured to fund 
the liability. 

A slightly less conservative way of going about it is to do your calculations targeting an 
accrual of the liability over the life of a new insured, so you view a doctor just coming 
into the system perhaps at 35 years old staying with you for some substantial amount of 
t ime and then retiring, you can price your coverage so that that individual will have paid 
over the course of his lifetime sufficient money to fund the liability. The problem with 
this is that the companies then have incurred an unfunded liability. We've got people 
that are being insured that are not 35 years old, they might be 50 or 55. You might be 
offering them some kind of automatic coverage and you certainly, if you price this way, 
will not collect sufficient premium for the liability that you're incurring, so you start  out 
with an unfunded liability. You might amortize that over a number of years in some way, 
or you might just set up the reserve immediately for that. 

Continuing down the list, you might set up the reserves as the coverage is invested. As I 
said, sometimes the insurer will require that the insured has been with the company 
perhaps I0 years before he's fully vested for this automatic coverage. You could wait 
until the vesting period until you set up the reserve. Another way of doing it  is to view 
the cost as being incurred when the coverage is issued. That is certainly less 
conservative, but at least youN-e stil l setting aside reserves for the coverage which in 
fact has been issued. That distinguishes it from the last item on here, pay as you go. In 
other words, collect enough money and set up reserves to pay for known claims as they 
come in. 

I'm going to go through two examples of these. This is an example of how you might 
amortize the cost of the life of your insured population. This is a method similar to what 
is being used in New York. The key to this is some very long-term projections. If we 
assume that we%e got an insured here who's 35 years old, we can do a calculation, we can 
project out his future stream of claims-made premiums. It requires, as you can see, a 
very long-term projection, 30 years in this case. Perhaps more; doctors tend to retire 
later than most people. 

Probability of survival, shown in column 3. By "survival" I mean survival under the terms 
of an insured population, not necessarily death but if the insured has a probability of 
leaving your program for any reason at all, moving to another state or so forth, that 
needs to be accounted for in here. You can't, obviously, count on collecting premiums 
when people can move to a different carrier, for example. 

The fourth and fifth column show the projected estimate of reporting endorsement 
premiums. In other words, this is your estimate of what it wil l  cost you to issue that 
reporting endorsement when the time comes, and then the fifth column is the probability 
of issuing that endorsement. That, of course, is a function of the guarantee that's made 
in the contract if you,re simply providing the tail coverage in the event of death or 
disability, for example, you can use mortality or morbidity tables to get estimates for 
this, whereas if you,re insuring something like retirement, again, you need to come up 
with some idea of how doctors retire. Our experience is that in all three of these areas: 
death, disability, and retirement, doctors are a relatively unique population. They're 
very different from the general population. They have much better experience in death 
and disability and they do tend to retire significantly later than the general population. 

Having done a present-value calculation down on the bottom here, we carry that over to 
the next slide. 

53. 



(Slide) 

The calculation was done for a 35-year-old doctor. What you need to do is weight the 
results over your insured book of business. The indicated loading for this guaranteed 
coverage is going to differ by age. Clearly, if you've included retirement, or even i f  you 
haven't included retirement, death and disability loadings wil l  increase according to the 
age of the doctor at the time. So in this example we've done it using groups of ages. It 
could be done in a more refined way if you wished. 

WeNe also assumed two different retirement ages) and weNe probably averaged the 
results here) 65 and 75, Thatts a relatively crit ical assumption as you can see by the 
difference in those two columns, It makes a 
substantial difference, especially for the older doctors, 

Moving to the next example of a pay as issued kind of accounting, this is being used in 
Massachusetts currently, where the premium collected in any individual year is sufficient 
to cover the reporting endorsements that are expected to be issued in that year. And the 
way the calculation proceeds is, I guess as you might expect, we've got a distribution of 
doctors, number of doctors according to their age. Were got death and disability 
decrements. As I mentioned, the experience of doctors is somewhat different from the 
general population. For mortality, the doctors seem to have about a 30 to 50 percent 
better experience at any given age than the general population. It really is quite 
significant. For mortality, i t might be a 50 to 60 percent difference. Excuse me, for 
morbidity -- that's disability. 

I've included in column 5 here any other decrement; in this case, what I had in mind was 
retirement, where perhaps you've got a requirement that the insured be at least 60 years 
old before he can retire and get his free tail so the probability of retirement before that 
age is zero and after that age i t  rises quite sharply with age, 

The product of all those columns, then, would get you the estimated number of reporting 
endorsements to be issued during the coming year, and we can sum them to find that in 
this example we've got 120 expected reporting endorsements. All of these numbers are 
just hypothetical. I made them up to illustrate the point. They're generally in the 
ballpark but l wouldn't take any of them too seriously. 

Claims-made premiums. This would be the claims-made premiums that you're writ ing in 
a current year, which I~e represented as 3500 doctors times an average premium of X. 
The number of reporting endorsements that you expect to issue is 120. Costs of the 
reporting endorsement I~e assumed is 1.8 times the mature claims-made policy; again, 
this is just picked out of the air. And your indicated loading then would be on the order 
of 6.2 percent by following the equation in line tt. 

So these are two examples of how you might go about it. They produce quite different 
answers, and the reason is that in one you're accounting for more of your liabilities more 
quickly, and in this one you're kind of putting off the day of reckoning until the 
endorsement is actually issued, to some degree. 

Let me talk quickly about some of the sources of information that you might use to do 
these kind of computations. The best source of information clearly is to gather 
information about your own book of business: the age distribution of the doctors that you 
insure, and information about when they might retire, reasons that they leave your 
company) how often they leave your company, who comes into your company, who are 
your new insureds, what is their profile and what do they look like? It's a gargantuan 
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task if you haven't been doing it all along, but at least one company has collected seven 
to ten years of this kind of historical information and they%e found it  very useful in 
pricing that kind of coverage. 

Failing that, the American Medical Association does have information on doctors 
according to their age distributions, which you might find useful. It's not always directly 
comparable to the kind of insured population that you might see in your own book, so 
adjustments would need to be made, but that at least gives you a starting point. 
Standard mortality tables will give you, again, a starting point for the death and 
disability decrements but you do need to make adjustments to them for the better 
expected experience of physicians. 

A few other issues, again, I'll just touch upon. Some things that wil l  complicate your life, 
I think, when you get into this business. The idea of adverse selection on reporting 
endorsements. I'm referring not to the guaranteed part because probably if you offer 
somebody something for free they'll take it, but in terms of reporting endorsements 
which are purchased, a doctor may assess his situation, he may have been looking forward 
to retirement for a number of years, winding down his practice and so forth. He may 
feel and have some good indication that he's very, very unlikely to be involved in any kind 
of suit after he retires. He may choose not to buy his reporting endorsement. [~e seen 
doctors with this kind of dilemma, and it's certainly diff icult to advise them on what to 
do, but the choice is being made and people do sometimes go without the tail coverage. 
On the other hand, a doctor may very well know that there's a real good chance that he's 
going to be involved in some kind of suit at some point and therefore would be wise to 
buy the reporting endorsement. So you're subject to some kind of anti-selection there. 

For some of the pricing and reserving methods that I indicated for the automatic 
coverage you%e got to be aware that if you see a decline in your book of business, you 
may run into a lot of trouble. Some of these things assume a steady-state model where 
you%e got a new inflow of doctors coming into your system who will fund to some degree 
the retirement of the older doctors that could put you in a very serious position if  that 
assumption were not borne out. 

And the last thing I'll mention is that doctors may also find that they have a tendency to 
increase their policy limits as they near retirement age. They have a real good 
understanding of claims-made and insurance and so forth that it would be to their 
advantage in the last couple of years of practice perhaps to increase their coverage 
above the levels they typically carried, knowing that this is going to be reflected in 
whatever reporting endorsement they buy or are given by the insurer. 

That concludes my remarks as Bill Murphy, Actuary. Bill Murphy, Moderator, needs to 
introduce one more panelist. That is Ed Bader. He will be speaking to us about some of 
the accounting considerations in claims-made coverage, now that were talked somewhat 
theoretically about the coverage itself, he will give us some of the practical implications 
from a financial point of view. 

Ed is a partner with Arthur Andersen. He's in charge of the national industry insurance 
industry practice there. He's a CPA, and he graduated from Fairfield University and did 
graduate work at New York University. Ed? 
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INTRODUCTION 

The c l a i m s - m a d e  c o m m e r c i a l  g e n e r a l  l i a b i l i t y  c o n t r a c t  was d e v e l o p e d  i n  an 

e f f o r t  t o  i n c r e a s e  t h e  p r e d i c t a b i l i t y  o f  l o s s  b y  e l i m i n a t i n g  t h e  u n c e r t a i n t i e s  

a s s o c i a t e d  w i t h  d e t e r m i n i n g  t h e  r e s e r v e s  f o r  i n c u r r e d  b u t  n o t  r e p o r t e d  ( I B I S )  

l o s s e s  and r e d u c i n g  t h e  r i s k s  o f  h a v i n g  t o  s t a c k  l i m i t s  on a g i v e n  o c c u r r e n c e .  

The a t t e m p t  t o  a l l e v i a t e  t h e  p r o b l e m s  a s s o c i a t e d  w i t h  l o n E - t a i l  e x p o s u r e s  h a s  

r e s u l t e d  i n  a new s e t  o f  p r o b l e m s  f o r  t h e  i n s u r a n c e  i n d u s t r y  t o  r e s o l v e .  

Among t h e s e  new i s s u e s  i s  t h e  a c c o u n t i n g  f o r  t h e  c l a i m s - m a d e  b u s i n e s s  b y  t h e  

i n s u r e d  a s  w e l l  a s  t h e  i n s u r e r .  T h i s  d i s c u s s i o n  w i l l  a d d r e s s  t h e  c u r r e n t  

s t a t u s  o f  t h e s e  a c c o u n t i n g  i s s u e s .  

A c c o u n t i n g  f o r  m e d i c a l  m a l p r a c t i c e  c l a i m s - m a d e  p o l i c i e s  i s  t h e  same f o r  

c o m m e r c i a l  i n s u r a n c e  c o m p a n i e s  and m o n o - l i n e  m e d i c a l  m a l p r a c t i c e  c a r r i e r s  t h a t  

i s s u e  p o l i c i e s  w i t h  a v a l i d  t r a n s f e r  o f  r i s k .  F u r t h e r ,  t h e  AICPA S t a t e m e n t  o f  

P o s i t i o n  No. 8 7 - 1  A C c o u n t i n ~  f o r  A s s e r t e d  and U n a s s e r t e d  M e d i c a l  M a l p r a c t i c e  

C l a i m s  o f  H e a l t h c a r e  P r o v i d e r s  and R e l a t e d  I s s u e s  c l a r i f i e s  t h a t  s y m e t r i c a l  

a c c o u n t i n g  i s  r e q u i r e d  f o r  p u r c h a s e r s  o f  m e d i c a l  m a l p r a c t i c e  i s s u e s .  
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I t  shou ld  be n o t e d  t h a t  s i n c e  many companies have d e v e l o p e d  t h e i r  own 

c la ims-made  forms i n  l i e u  o f  t he  s t a n d a r d  ISO c la ims-made  CGL p o l i c y ,  a 

p o t e n t i a l  f o r  cove rage  gaps e x i s t s .  Two main d i f f e r e n c e s  be tween  the  forms 

a r e  t he  t r i g g e r  p o i n t s  where cove rage  becomes e f f e c t i v e ,  p o l i c y  a&grega te  

l i m i t s  v s .  i n d i v i d u a l  o c c u r r e n c e  l i m i t s p  t h e  l e n g t h  o f  t ime  f o r  a d i s c o v e r y  

p e r i o d ,  s p e c i f i c  p o l i c y  e x c l u s i o n s  and r e t r o a c t i v e  d a t e s .  Problems a r i s e  when 

an i n s u r e d  s w i t c h e s  c a r r i e r s  o r  does  n o t  f u l l y  u n d e r s t a n d  what he i s  buy in g .  

Many c r i t i c s  b e l i e v e  t h a t  l i t i s a t i o n  w i l l  i n c r e a s e  due to  t h e  "enormous 

p o t e n t i a l "  f o r  " d i s c r e p a n c i e s  be tween  the  a c t u a l  coveraEe  p r o v i d e d  by an 

i n s u r e r  and the  b u y e r ' s  e x p e c t a t i o n  o f  what t h e  p o l i c y  c o v e r s . "  ( B e a t ' s  

Management Repor t  9 / 8 / 8 6 ) .  
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ACCOUNTING FOR CLAIMS MADE Slide No. I 

Major Accounting Issues 

• Accounting for Tail Coverage, 

• Recognition of Premium Dollars 

• Reporting Disclosure Requirements 

ACCOUNTING FOR CLAIMS MADE 
Slide No. 2 

Accounting for Tail Coverage 

FASB #5 CRITERIA 

• It is,Probable that a Loss has Occurred 

• The Amount of the Loss Can Be 
Reasonably Estimated 
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ACCOUNTING FOR CLAiMS-MADE BUSINESS BY THE ~NSURER 

I n  a c c o u n t i n g  f o r  c l a i m s - m a d e  b u s i n e s s ,  t h e  m a j o r  i s s u e s  w h i c h  one must  

c o n s i d e r  a r e :  

S l i d e  No.  1 

1.  a c c o u n t i n g  f o r  t a l l  c o v e r a g e ;  

2 .  r e c o g n i t i o n  o f  premium d o l l a r s ;  and ,  

3 .  r e p o r t i n g  d i s c l o s u r e  r e q u i r e m e n t s  

S l i d e  No.  2 

A c c o u n t i n g  f o r  t a i l  c o v e r a g e  i s  s i m p l y  p r o v i d i n g  a r e s e r v e  f o r  f u t u r e  

l o s s e s  t o  be  i n c u r r e d  r e l a t e d  t o  t h e  v a r i o u s  t a i l  fo rms  w h i c h  a c l a i m s - m a d e  

p o l i c y  may i n c l u d e  ( m i n i  t a i l ,  m i d i  t a i l ,  a u t o m a t i c  t a i l  c o v e r a g e ) .  A c c o r d i n g  

t o  FASB S t a t e m e n t  No. 5,  ~ccount~RR f o r  C g n t i n e e n c i e s ,  an  e n t e r p r i s e  i s  

r e q u i r e d  t o  r e c o r d  a l i a b i l i t y  i f  b o t h  o f  t h e  f o l l o w i n g  c o n d i t i o n s  a r e  me t :  

1.  I n f o r m a t i o n  a v a i l a b l e  p r i o r  t o  t h e  i s s u a n c e  o f  f i n a n c i a l  s t a t e m e n t s  

i n d i c a t e  t h a t  i t  i s  v r o b a b l e  t h a t  a l i a b i l i t y  h a s  b e e n  i n c u r r e d  a t  t h e  

d a t e  o f  t h e  f i n a n c i a l  s t a t e m e n t s ;  and ,  

2 .  The amount  o f  t h e  l o s s  can  b e  r e a s o n a b l y  e s t i m a t e d .  

D i f f i c u l t i e s  a r i s e  i n  t r y i n g  t o  e s t i m a t e  wha t  t h e  f u t u r e  l o s s e s  w i l l  b e .  

The c l a i m s - m a d e  p o l i c y  i s  r e l a t i v e l y  new and t h e  i n d u s t r y  d o e s  n o t  have  a 

s i g n i f i c a n t  amount  o f  h i s t o r i c a l  l o s s  e x p e r i e n c e  d a t a  on a c l a i m s - m a d e  b a s i s .  

To e f f e c t i v e l y  r e s e r v e  f o r  c l a i m s - m a d e  b u s i n e s s ,  an i n s u r e r  n e e d s  t o  t r a c k  

l o s s e s  b y  r e p o r t  y e a r  r a t h e r  t h a n  by  a c c i d e n t  y e a r  b a s i s .  R e p o r t  y e a r  d a t a  i s  

c r i t i c a l  s i n c e  u n d e r  c l a i m s - m a d e  t h e  t r i g g e r  p o i n t  f o r  c o v e r a g e  i s  t h e  d a t e  

t h a t  t h e  a c c i d e n t  i s  r e p o r t e d  t o  t h e  i n s u r e r .  S c h e d u l e  P i n  t h e  Annual  S t a t e -  

ment  r e q u i r e d  b y  t h e  NAIC d o e s  n o t  p r o v i d e  m e a n i n g f u l  l o s s  i n f o r m a t i o n  f o r  
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ACCOUNTING FOR CLAIMS MADE 
Sl ide  No. 

The Following Characteristics of a Claims Made Policy Must 
Be Considered in the Pricing and Reserving of the Business 

• Mini Tail 

• Midi Tail 

• Automatic Tail Coverage 

• Full Tail Coverage Option 

• Retroactive Dates 

• Laser Endorsements 

60 .  



The a c c o u n t i n g  f o r  a c la ims-made  p o l i c y  i s  p r i m a r i l y  dependen t  upon the  

s u b s t a n c e  o f  the  p o l i c y  form. One must c o n s i d e r  i f  t he  p o l i c y  i n c l u d e s  any 

t y p e  o f  t a i l  c o v e r a g e  p r o v i s i o n s ,  r e t r o a c t i v e  d a t e s  f o r  e f f e c t i v e  c o v e r a g e  o f  

t he  p o l i c y ,  s p e c i f i c  e x c l u s i o n s  or  l a s e r  e n d o r s e m e n t s ,  e t c .  Many i n s u r e r s  

have m o d i f i e d  the  s t a n d a r d  CGL p o l i c y  to  f i t  t h e i r  own needs  which  have 

a c c o u n t i n g  i m p l i c a t i o n s .  

The v a r i o u s  t a i l  c o v e r a g e  p r o v i s i o n s  and c h a r a c t e r i s t i c s  which have been  

i n c o r p o r a t e d  in  v a r i o u s  p o l i c y  forms a r e :  

S l i d e  N o .  3 

Mini T a i l  - A p r o v i s i o n  e x t e n d i n g  t he  r e p o r t i n g  p e r i o d  60 days  f o r  

i n c i d e n t s  i n c u r r i n g  d u r i n g  the  p o l i c y  p e r i o d  bu t  r e p o r t e d  d u r i n g  the  60 

day p e r i o d  (unknown to  the  i n s u r e d ) .  

Midi T a i l  - An ex t ended  r e p o r t i n g  p e r i o d  up to  f i v e  y e a r s  a f t e r  t he  

e x p i r a t i o n  d a t e  o f  the  p o l i c y  f o r  i n c i d e n t s  i n c u r r e d  d u r i n g  the  p o l i c y  

p e r i o d  and known by t h e  i n s u r e d .  

~ u t o m a t i c  T a i l  Coverage - Th is  p r o v i s i o n  i s  i n c l u d e d  in  Medica l  

M a l p r a c t i c e  i n s u r a n c e  forms and i s  e f f e c t i v e  in  the  e v e n t  t h a t  a d o c t o r  

becomes d i s a b l e d ,  d i e s  or  r e t i r e s .  Th is  p r o v i s i o n  would c o v e r  a l l  r u n - o f f  

b u s i n e s s .  

F u l l  T a i l  Coverage Opt ion  - An ex t ended  r e p o r t i n g  p e r i o d  endorsement  (ERP) 

can be o f f e r e d  in  t h e  even t  t h a t  an i n s u r e d  c o n v e : t s  from a c la ims-made  

p o l i c y  to  an o c c u r r e n c e - b a s e d  p o l i c y .  

R e t r o a c t i v e  Dates  - P o t e n t i a l  t o  l i m i t  c l a ims  t h a t  t he  p o l i c y  w i l l  c o v e r .  

L a s e r  Endorsements  - Exc ludes  cove rage  f o r  s p e c i f i c  a c c i d e n t s ,  p r o d u c t s ,  

work,  e t c . ,  and can a l s o  l i m i t  amounts o f  l o s s e s / c l a i m s  on a p e r - r i s k  

b a s i s  and in  the  a g g r e g a t e .  

One must e v a l u a t e  the  manner in  which the  v a r i o u s  p r o v i s i o n s  a re  p r i c e d  

and the  impact  t h e y  w i l l  have on r e s e r v i n g .  
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ACCOUNTING FOR CLAIMS MADE Slide No. 4 

Supplemental Schedule P Required If: 

A• 

B • 

Earned Premium on a Claims Made 
Basis is More than $ I00,000 

Claims Made Premium is Equal to 
or Greater than 15% of Total Earned Premium 

I 

ACCOUNTING FOR CLAIMS MADE 

Premium $1,000 
Losses 500 

Earned Premium 

Losses 

U/W Expenses 

AUI (I.ass) 

Loss Ratio 

Premium Recognized 
Over One Year 

1,000 

<500> 

<100> 
m 

400 

50% 

Slide No. 5 

Year One if 
Premium Recognized 

Over Five Years 

200 

<500> 

<100> 
m 

<400> 

250% 
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S l i d e  No. 4 

companies  w r i t i n g  s i g n i f i c a n t  amounts o f  c la ims-made  b u s i n e s s  s i n c e  a l l  the  

d a t a  i s  b a s e d  on a c c i d e n t  y e a r  i n f o r m a t i o n .  The NAIC r e sponded  to  the  need 

f o r  m o d i f i c a t i o n s  to  Schedu le  P in  1987. An i n t e r r o g a t o r y  has  been  i n c l u d e d  

f o r  t h o s e  i n s u r e r s  w r i t i n g  s i g n i f i c a n t  amounts o f  c la lms-made  b u s i n e s s .  A 

p a r a l l e l  Schedu le  P document i s  r e q u i r e d  f o r  t h o s e  c a r r i e r s  who w r i t e  more 

t han  ~ i 0 0 , 0 0 0  in  c la ims-made  premiums and the  p e r c e n t a g e  o f  c l a lms-made  

premiums to  t o t a l  ea rned  premiums i s  g r e a t e r  t han  15X. The p a r a l l e l  Schedu le  

P i s  an e f f o r t  t o  p r o v i d e  mean ing fu l  c o m p a r a t i v e  i n f o r m a t i o n  f o r  c la ims-made  

c a r r i e r s .  However,  t h e  l o s s  d a t a  may no t  be as  m e a n i n g f u l  as  i n t e n d e d  s i n c e  

i n s u r e r s  a c c o u n t  f o r  c la lms-made  p o l i c i e s  d i f f e r e n t l y ,  depend ing  upon the  

v a r i o u s  a t t r i b u t e s  o f  t h e  p o l i c i e s  ( i . e . ,  r e s e r v i n g  m e t h o d o l o g i e s  o f  i n s u r e r s  

r e l a t e d  to  t a l l  c o v e r a g e  p r o v i s i o n s  and premium r e c o g n i t i o n  p a t t e r n s ) .  I 'm 

s u r e  my f e l l o w  s p e a k e r s  w i l l  comment on t h i s .  

S l i d e  No.  5 

I n s u r e r s  have  t a k e n  v e r y  d i f f e r e n t  a p p r o a c h e s  t o  r e s e r v i n g  f o r  t he  t a i l  

c o v e r a g e  r an g in g  from n o t  r e s e r v i n g  a t  a l l  under  t he  p r e s u m p t i o n  t h a t  t he  

r e l a t e d  IBl~  i s  i m m a t e r i a l  t o  r e s e r v i n g  f o r  the  t a i l  as  a p e r c e n t a g e  o f  the  

ea rned  premium. I n s u r e r s  have  a l s o  t a k e n  v a r i o u s  p o s i t i o n s  r e g a r d i n g  the  

r e c o g n i t i o n  o f  premium. Q u e s t i o n s  have been  r a i s e d  o v e r  what p e r i o d  the  

premium s h o u l d  be r e c o g n i z e d .  Some i n s u r e r s  have h e l d ,  and AA&Co. c o n c u r s ,  

t h a t  t he  premium s h o u l d  be ea rned  ove r  t he  p o l i c y  y e a r ,  u s u a l l y  one y e a r .  

However,  some i n s u r a n c e  companies  a rgue  t h a t  s i n c e  the  v a r i o u s  t a l l  cove rage  

endo r seme n t s  can c o v e r  l o s s e s  r e p o r t e d  ove r  a s i x - y e a r  p e r i o d ,  t he  premium 

s h o u l d  be r e c o g n i z e d  a c c o r d i n g l y .  In  e f f e c t ,  t h e s e  companies  have chosen  to  

ea rn  t he  premium b a s e d  on c l a im r e p o r t i n g  p a t t e r n s .  I t  s h o u l d  be  n o t e d  t h a t  

i n s u r e r s  have  the  a b i l l t y  to  m a n i p u l a t e  t h e i r  u n d e r w r i t i n g  r e s u l t s  by changing 

t h e i r  premium r e c o g n i t i o n  p a t t e r n s .  In  a d d i t i o n ,  i t  becomes q u i t e  d i f f i c u l t  

t o  compare i n d u s t r y  r e s u l t s  i f  i n s u r e r s  choose  to  a ccoun t  f o r  t he  b u s i n e s s  

d i f f e r e n t l y .  
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I n  t h e  i n i t i a l  y e a r s  o f  w r i t i n g  c l a i m s - m a d e  b u s i n e s s ,  t h e  f i n a n c i a l  

p o s i t i o n  o f  c l a l m s - m a d e  i n s u r e r s  w i l l  a p p e a r  t o  change  d r a s t l c a l l y  when 

compared  t o  t h e  s t a n d a r d  o c c u r r e n c e - b a s e d  c o m p a n i e s .  The m a j o r  r e a s o n  f o r  t h e  

c h a n g e s  w i l l  b e  t h e  i n i t i a l  d r o p  i n  premium r a t e s .  Fo r  e x a m p l e ,  i n  y e a r  one ,  

t h e  c l a l m s - m a d e  p o l i c y  c o v e r s  l o s s e s  i n c u r r e d  and r e p o r t e d  i n  t h e  f i r s t  y e a r .  

I n  y e a r  two ,  c o v e r e d  c l a i m s  w i l l  i n c l u d e  i n c i d e n t s  i n c u r r e d  i n  y e a r  one o r  

y e a r  two an__dd r e p o r t e d  i n  y e a r  two .  Thus ,  t h e  l o s s  e x p o s u r e  w i l l  be  g r e a t e r  i n  

y e a r  two t h a n  i n  y e a r  one and w i l l  be  c o n s i d e r e d  i n  d e t e r m i n i n g  t h e  premium 

f o r  t h e  r e s p e c t i v e  p o l i c y  y e a r .  

A s  d i s c u s s e d  e a r l i e r ,  t h e  i n s u r a n c e  i n d u s t r y  l a c k s  any  c l a l m s - m a d e  l o s s  

e x p e r i e n c e  d a t a .  A s  a r e s u l t ,  c l a l m s - m a d e  premium r a t e s  a r e  d e t e r m i n e d  b y  

t a k i n g  a " m u l t l p l l e r "  and a p p l y l n g  i t  t o  t h e  o c c u r r e n c e  r a t e .  The m u l t l p l i e r ,  

i n  e f f e c t ,  r e p r e s e n t s  t h e  p o r t i o n  o f  t h e  o c c u r r e n c e  r a t e  r e l a t e d  t o  t h e  

c u r r e n t  y e a r .  Fo r  a p u r e  c l a l m s - m a d e  p o l i c y ,  i n  t h e  f i r s t  y e a r ,  premium 

vo lume  w i l l  d e c r e a s e  b y  more  t h a n  50~.  Over  t h e  y e a r s ,  an  i n c r e a s e  i n  premium 

g r o w t h  w i l l  t a k e  p l a c e  a s  t h e  e x p o s u r e  i n c r e a s e s  ( and  r a t e s  i n c r e a s e  

a c c o r d i n g l y ) .  Howeve r ,  t h e  c l a i m s - m a d e  premium vo lume i n  l a t e r  y e a r s  i s  

e x p e c t e d  t o  b e  5 - i 0 ~  l o w e r  t h a n  o c c u r r e n c e  p remiums ,  due  t o  t h e  e x p e c t e d  

e f f l c i e n c l e s  i n  p r e d i c t i n g  l o s s e s  u n d e r  c l a l m s - m a d e .  

The premium f o r  t a l l  c o v e r a g e  o f f e r e d  i n  c o n j u n c t i o n  w i t h  c l a l m s - m a d e  

p o l i c e s  i s  v e r y  d i f f i c u l t  t o  p r i c e .  As a r e s u l t ,  some c o m p a n i e s  do n o t  

p r o v i d e  t h e  i n s u r e d  w i t h  t h e  p r i c e  o f  t h e  t a l l  a t  t h e  t i m e  t h a t  t h e  c l a i m s -  

made p o l i c y  i s  f i r s t  p u r c h a s e d .  These  i n s u r e r s  a r e  r e c e i v i n g  t h e  b e n e f i t  o f  

one  y e a r ' s  l o s s  e x p e r i e n c e  b e f o r e  l o c k i n g  i n t o  a t a i l  c o v e r a g e  premium and 

h a v e  t h e  a b i l i t y  t o  i n c r e a s e  t h e  p r i c e  o f  t h e  c o v e r a g e  d r a m a t i c a l l y  t o  

c o m p e n s a t e  f o r  s i z a b l e  l o s s e s  d u r i n g  t h e  p o l l c y  p e r i o d .  
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The NAIC has  formed a t a s k  f o r c e  to  s t u d y  t h i s  p r i c i n g  i s s u e  and d e t e r m i n e  

whe the r  i n s u r e r s  s h o u l d  be r e q u i r e d  t o  p r i c e  the  t a i l  c o v e r a g e  a t  t he  

i n c e p t i o n  o f  the  c la ims-made  p o l i c y  or  upon renewal  ( v e r s u s  a t  t he  t ime o f  

p u r c h a s e ) .  Some i n s u r a n c e  r e g u l a t o r s  b e l i e v e  t h a t  a l l o w i n g  p r o v i s i o n s  in  the  

c l a ims-made  p o l i c y  to  p r i c e  t a i l  c o v e r a g e  a t  t he  t ime o f  p u r c h a s e  i s  an u n f a i r  

t r a n s f e r  o f  r i s k  to  t h e  i n s u r e d  s i n c e  t he  r i s k  o f  u n c e r t a i n t y  t o  the  i n s u r e d  

i s  s t i l l  g r e a t  ( i . e . ,  t h e i r  t a i l  c o v e r a g e  may be u n a f f o r d a b l e  due t o  

u n f a v o r a b l e  l o s s  d e v e l o p m e n t . )  

6 5  



ACCOUNTING BY INSUREDS FOR CLAIMS-MADE INSURANCE POLICIES 

As s t a t e d  e a r l i e r ,  c l a i m s - m a d e  i n s u r a n c e  p o l i c i e s  c o v e r  o n l y  t h o s e  

a s s e r t e d  c l a i m s  and i n c i d e n t s  t h a t  a r e  r e p o r t e d  t o  t h e  i n s u r a n c e  c a r r i e r  w h i l e  

t h e  p o l i c y  i s  i n  e f f e c t .  Hence ,  t h e r e  i s  no t r a n s f e r  o f  r i s k  f o r  c l a i m s  and 

i n c i d e n t s  t h a t  h a v e  i n c u r r e d  b u t  we re  n o t  r e p o r t e d  t o  t h e  i n s u r a n c e  c a r r i e r .  

The AICPA r e l e a s e d  a S t a t e m e n t  o f  P o s i t i o n  on t h e  A c c o u n t i n ~  f o r  A s s e r t e d  and 

U n a s s e r t e d  M e d i c a l  M a l p r a c t i c e  C~aims o r  H e a l t h  Care  P r o v i d e r s  and R e l a t e d  

~ s s u e s  i n  March 1987 (SOP 8 7 - 1 )  w h i c h  recommends t h a t  a h e a l t h  c a r e  p r o v i d e r  

i n s u r e d  u n d e r  a c l a i m s - m a d e  p o l i c y  a c c o u n t  f o r  IBNR c l a i m s  and i n c i d e n t s  when 

no  f u r t h e r  c o v e r a g e  i s  p u r c h a s e d  upon  e x p i r a t i o n  o f  t h e  e x i s t i n g  i n s u r a n c e  

p o l i c y .  

FASB S t a t e m e n t  No. 5 A c c o u n t i n ~  f o r  C o n t i n ~ e n c i e s ,  w h i c h  was d i s c u s s e d  

e a r l i e r ,  i s  t h e  a u t h o r i t a t i v e  p r o n o u n c e m e n t  f o l l o w e d  b y  t h e  AICPA i n  

d e t e r m i n i n g  i t s  p o s i t i o n  t h a t  i n s u r e d ' s  p r o v i d e  an a c c r u a l  f o r  IBNR c l a i m s .  

Many i n s u r e d s  had  q u e s t i o n e d  t h e  a p p r o p r i a t e n e s s  o f  a c c r u i n g  f o r  t h e  

* ' e s t i m a t e d "  c o s t  o f  t a i l  c o v e r a g e  a s  IBITR when t h e  p r o b a b l e  l o s s e s  f rom IBNR 

c a n n o t  be  r e a s o n a b l y  e s t i m a t e d .  The AICPA d e c i d e d  t h a t  t h e  e s t i m a t e d  c o s t  o f  

p u r c h a s i n g  t a i l  c o v e r a g e  i s  n o t  a r e l e v a n t  f a c t o r  i n  d e t e r m i n i n g  t h e  IBNR l o s s  

t o  b e  a c c r u e d  and FASB No. 5 c r i t e r i a  s h o u l d  b e  f o l l o w e d  i n  s e t t i n g  t h e  IBNR 

r e s e r v e .  No te  t h a t  an  i n s u r e d  s h o u l d  d e t e r m i n e  i f  an  a d d i t i o n a l  l i a b i l i t y  i s  

n e c e s s a r y  e v e n  when t a i l  c o v e r a g e  i s  p u r c h a s e d .  An a c c r u a l  m i g h t  b e  n e c e s s a r y  

t o  a c c o u n t  f o r  e s t i m a t e d  l i a b i l i t i e s  i n  e x c e s s  o f  t h e  t a i l  c o v e r a g e  p o l i c y  

l i m i t ,  c l a i m s  r e p o r t e d  a f t e r  t h e  t a i l  c o v e r a g e  p e r i o d  h a s  e x p i r e d  o r  s p e c i f i c  

p o l i c y  e x c l u s i o n s  o u t l i n e d  i n  t h e  t a i l  c o v e r a g e  p o l i c y ,  o r  even  t h e  

c l a i m s - m a d e  p o l i c y .  

I n t e r i m  r e p o r t i n g  i s s u e s  t o  c o n s i d e r  r e l a t e  t o  t h e  r e c o g n i t i o n  o f  IBNR 

l o s s e s  and t h e  r e l a t i o n s h i p  b e t w e e n  t h e  payment  o f  p o l i c y  premiums and t h e  

IBNR l i a b i l i t y .  A c l a i m s - m a d e  p o l i c y  i n v o l v e s  two e l e m e n t s :  
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Potential for Coverage Gaps 

• Due to the Hybrid of Forms on the Market 

• Discrepancies Between Actual Coverage 
Purchased and Buyer's Expectations of the 
Policy Coverage 

67. 



1. Coverage  f o r  c l a i m s  i n c u r r e d  in  p r e v i o u s  y e a r s  and r e p o r t e d  d u r i n g  the  

c u r r e n t  p o l i c y  p e r i o d ,  and 

2.  Coverage  f o r  c l a i m s  t h a t  w i l l  be  b o t h  i n c u r r e d  and r e p o r t e d  d u r i n g  the  

p o l i c y  y e a r .  

S i n c e  t h e  p o l i c y  c o v e r s  t h o s e  c l a i m s  i n c u r r e d  in  p r e v i o u s  y e a r s ,  t he  

p u r c h a s e  o f  t h e  c la ims-made  p o l i c y  i s  a p a r t i a l  s e t t l e m e n t  o f  the  p r e v i o u s  

IBNR l i a b i l i t y .  Thus,  t h e  premiums p a i d  f o r  the  p o l i c y  s h o u l d  be o f f s e t  

a g a i n s t  t h e  IBNR a c c r u a l .  

S l i d e  No. 6 

An i n s u r e d  a l s o  needs  t o  c o n s i d e r  t he  r e l a t i o n s h i p  be tween  t he  p o l i c y  y e a r  

and t he  i n s u r e d ' s  f i s c a l  y e a r .  For  example ,  i n  the  e v e n t  t h a t  a company ' s  

f i s c a l  y e a r  and p o l i c y  y e a r  do no t  c o i n c i d e ,  two i t ems  need  to  be  r e c o g n i z e d  

a t  y e a r e n d :  

1. An IBNR l i a b i l i t y  f o r  the  c l a i m s  i n c u r r e d  p r i o r  to  y e a r e n d  b u t  r e p o r t e d  

s u b s e q u e n t  t o  t h e  e x p i r a t i o n  o f  the  e x i s t i n g  c la ims-made  p o l i c y .  

. An a s s e t  f o r  p r e p a i d  i n s u r a n c e  premiums r e l a t e d  to  the  c o v e r a g e  f o r  

i n c i d e n t s  i n c u r r e d  s u b s e q u e n t  to  y e a r e n d  b u t  r e p o r t e d  b e f o r e  the  

e x p i r a t i o n  o f  t h e  p o l i c y .  

I f  an u n u s u a l  m a t e r i a l  e v e n t  i s  i n c u r r e d  p r i o r  to  y e a r e n d  b u t  w i l l  

p r o b a b l y  n o t  be  r e p o r t e d  u n t i l  a f t e r  t he  e x p i r a t i o n  o f  the  c u r r e n t  c la ims-made  

p o l i c y ,  t h e  i n s u r e d  s h o u l d  r e c o g n i z e  the  a p p r o p r i a t e  a d j u s t m e n t  to  t he  

e s t i m a t e d  y e a r e n d  IBNR l i a b i l i t y  in  the  i n t e r i m  p e r i o d  in  which i t  became 
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known.  I f  t h e  u n u s u a l  c l a i m  i n c u r r e d  p r i o r  t o  y e a r e n d ,  and i t  i s  p r o b a b l e  

t h a t  i t  w i l l  b e  r e p o r t e d  p r i o r  t o  t h e  e x p i r a t i o n  o f  t h e  p o l i c y ,  t h e r e  i s  no 

a f f e c t  t o  n e t  income s i n c e  t h e  l o s s  v i i i  b e  c o v e r e d  by  i n s u r a n c e .  

I n  a d d i t i o n ,  IBNR r e s e r v e s  n e e d  t o  be  e s t a b l i s h e d  b y  t h e  i n s u r e d  when a 

c o n v e r s i o n  i s  made f rom c l a i m s - m a d e  t o  an o c c u r r e n c e  p o l i c y  and t h e  i n s u r e d  

d o e s  n o t  p u r c h a s e  an e x t e n d e d  r e p o r t i n g  p e r i o d  e n d o r s e m e n t .  A r e s e r v e  i s  

r e q u i r e d  f o r  t h e  IBNR on t h e  y e a r s  c o v e r e d  u n d e r  t h e  c l a i m s - m a d e  p o l i c i e s  

s i n c e  t h e  o c c u r r e n c e - b a s e d  p o l i c y  o n l y  c o v e r s  t h o s e  i n c i d e n t s  i n c u r r e d  i n  t h e  

c u r r e n t  a c c i d e n t  y e a r .  

The AICPA i s  i n  t h e  p r o c e s s  o f  p r e p a r i n g  an i m p l e m e n t a t i o n  8 u i d e  t o  SOP 

8 7 - 1  i n  q u e s t i o n  and a n s w e r  f o r m a t .  I t  i s  8 e a r e d  t o  h e a l t h  c a r e  p r o v i d e r s  

t h a t  p u r c h a s e  c l a i m s - m a d e  m e d i c a l  m a l p r a c t i c e  i n s u r a n c e  p o l i c i e s .  Two 

a c t u a r i e s  a s s i s t e d  t h e  AICPA Task  F o r c e  i n  d r a f t i n g  t h e  i m p l e m e n t a t i o n  g u i d e  

w h i c h  s h o u l d  be  i s s u e d  l a t e r  t h i s  f a l l .  

CONCLUSION 

I n  sunnnary,  t h e  a c c o u n t i n g  f o r  t h e  c l a i m s - m a d e  p o l i c y  i s  d e p e n d e n t  upon  

t h e  form i t s e l f .  An i n s u r e r  n e e d s  t o  examine  t h e  v a r i o u s  c h a r a c t e r i s t i c s  

i n c l u d e d  i n  t h e i r  form and d e t e r m i n e  t h a t  p r o p e r  r e s e r v e s  a r e  e s t a b l i s h e d  f o r  

t h e  i n d i v i d u a l  c h a r a c t e r i s t i c s / e x p o s u r e s .  The d i f f i c u l t i e s  a r i s e  i n  

e s t i m a t i n g  an i n s u r e r ' s  l i a b i l i t y  due  t o  t h e  l a c k  o f  i n d u s t r y  d a t a  on a 

c l a i m s - m a d e  b a s i s .  I n s u r e r s  s h o u l d  s t r i v e  t o  b e  c o n s i s t e n t  i n  t h e i r  

a c c o u n t i n g  and r e s e r v i n g  m e t h o d o l o g i e s  and k e e p  i n  mind one  o f  t h e  p r i m a r y  

o b j e c t i v e s  o f  G e n e r a l l y  A c c e p t e d  A c c o u n t i n g  P r i n c i p l e s  - t o  p r o p e r l y  m a t c h  

r e v e n u e s  w i t h  r e l a t e d  e x p e n s e s  - when s e t t i n g  a c c o u n t i n g  and r e s e r v i n g  

p o l i c i e s .  
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MR. MURPHY: Okay, we've got  t ime  for questions.  Yes. 

MR. MYERS: Glenn Myers, at ISO. I have what might be a dumb question but I ' l l ask i t  
anyway, for Bil l. If you were to take the claims-made data and arrange i t  in your loss 
development triangle by accident year in spite of the fact that it's claims-made, couldn't 
you go ahead and price the tai l  coverage and the claims-made -- or the tai l  reserve and 
the claims-made reserve using just standard methods? 

MR. MURPHY: It seems to me that you could i f  in fact you're guaranteeing the tai l  
coverage, because then you've incurred the same l iabi l i ty irrespective of what kind of 
policy form you~'e selling. The di f f icu l ty  arises i f  the tai l  coverage is not necessarily 
guaranteed in all instances but only in some so then you're carving out a piece of l iabi l i ty  
that might not actually exist. For example, somebody goes to another carrier. You no 
longer have the tai l  l iabi l i ty necessarily. 

MR. MYERS: Does tha t  happen very o f ten?  

MR. MURPHY: Yes. 

QUESTION: I had one or two questions. I'm not that famil iar with claims-made. The 
f i rst  question I had is that Tim talked a lot about the fact that what constitutes proper 
notice is not clear any more. But one of the things I'm wondering is does the insurance 
industry at least have something that we say constitutes proper notice? Did we put 
together some kind of form or something? Or are we leaving ourselves open by not 
saying what we at least think proper notice ought to be? 

MR. GRAHAM: I think it varies f rom carr ier  to carr ier  and c o n t r a c t  to con t r ac t .  We're 
aware  of some car r ie rs  tha t  have taken the  posit ion tha t  they have to have a demand  for 
damages  to  es tabl ish  a c la im.  We have taken  the  posit ion tha t  we will a c c e p t  no t i ce  
f rom an insured even though no a t to rney  or demand has been submi t t ed  a t  t ha t  point  in 
t ime .  

QUESTION: The o ther  quest ion I had, Bill, you gave a list of possible ways you could 
rese rve  for the  tai l ,  and it was every th ing  from use the  full occur rence  me thod  to just 
pay as you go. What I was thinking was I thought  when ISO was going through all t he  
p rob lems  t ry ing  to ge t  thei r  c l a ims-made  policy ironed out,  I thought  the  s t a t e  insurance 
d e p a r t m e n t s  gradual ly approved one -- or c a m e  to some a g r e e m e n t  about  how the  ta i l  
was going to be handled.  I r e m e m b e r  the re  was a lot of ongoing discussion tha t  it  would 
or wouldn ' t  be manda to ry  or what  the  rules had to be, and I didn't  rea l ize  it was so open.  
I was th inking tha t  in many s ta tes ,  whether  or not  you have to of fer  tai l  is fairly c lear .  
And so t ha t  one of those  methods  ought  to be be t t e r  than some of the  o thers .  

MR. MURPHY: The ISO c o n t r a c t  I'm sure is specif ic .  I'm not  sure exac t ly  wha t  the  
t e r m s  are .  I kind of lost t r ack  the re  somewhere .  But I bel ieve there ' s  a gua ran t eed  
m a x i m u m  pr ice  on the  repor t ing  endorsement .  And it probably is required to be o f f e r ed  
--  well ,  requi red  to be sold if the  insured requests  it. Those are  the  t e rms  of the  
c o n t r a c t  and to  some ex t en t  it will cer ta in ly  inf luence your reserving decision,  but  it 
s eems  to me  tha t  on an individual company  level the re  still is d iscre t ion as to  how you're  
going to accoun t  for and establish the  reserves  for tha t  eventua l  cont ingency .  

As far  as I know, the  NEIC did not  provide any guidance re la t ive  to reserving.  And it  
var ies  by s t a t e  as to  what  the  policy language says re la t ive  to  being of fe red .  
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MR. McCLANAHAN: Chuck McClanahan, Coopers and Lybrand. Again for Bill, you 
listed several  d i f ferent  methods for reserving for extended report ing endorsement  
guarantees .  I think probably only the first and second of those would be in conformi ty  
with the Casual ty  Actuar ia l  Society's S ta tement  of Principles or whatever  we call  it, but 
my question is, regardless of how you reserve for your extended report ing endorsement  
guaran tee ,  where  do you put it? Is it a loss reserve,  a policy reserve,  or an unearned 
premium reserve?  

MR. MURPHY: Ed? 

MR. BADER: Well, I think that  our survey, indicated,  as faulty as it was, tha t  a t  least  
th ree  of companies  had it as an unearned premium reserve,  and a few others ,  I guess 
about six others ,  had it as a loss reserve,  as an IBNR reserve.  But I guess they real ly 
didn't ge t  too exci ted  and I think that  the more the tax laws change I think everybody 
was putt ing it in reserves.  But I think they woke up and said, nWe don't want  it in the  
unearned premium reserve,  we want to put it in the loss reserve,"  so the tax mot ivat ion 
drove most  companies  to, I assume, move it to a loss reserve.  

MR. MURPHY: Yes? 

MR. WELLER: AI Weller, Ernst & Whinney. I'm interes ted in the relationship be tween  
marke t  conditions,  policy holder selection,  and set t ing reserves.  To the ex ten t  a policy 
holder has options in notifying a company, they can acce l e ra t e  or dece l e ra t e  the  
not i f ica t ion process. And what I'm wondering in Tim's case is if you saw an increase in 
the number of repor ted claims prior to the market  t ightening in 1985 when limits of 
coverage  would have dropped and people could have got ten more coverage  sooner, and 
Bill's case  when you go to the extended tail  coverage,  part icularly on re t i rees  and they ' re  
raised their  l imits in the last year,  do you find the frequency of claims going up, 
par t icular ly  among the physicians who did not buy the tail  endorsement?  

MR. GRAHAM: We have seen some situations where health care providers are forming a 
captive and are leaving our company, going into the captive, and the organizers of the 
captive have encouraged these individuals or hospitals, whatever, to submit as much as 
they perceive as potential claims to us before they exit the company. So that has 
happened. And like I say, given that you~e got an unclear notice of claim, that's where 
were seen some of these patient lists come in and were just said, "Forget it. n I mean, 
that's not notice of claim to us. But that's driven more by who they're going to or their 
concerns about what theyYe going to have for insurance after they leave our carrier. 

MR. MURPHY: I don't really have anything to add to that. I haven't seen any empirical 
evidence one way or another. 

MR. BADER: I think, though, that Tim made the point earlier that it varies by the type 
of company. Some of these physician-owned mutuals have tended to encourage their 
policy holders to report almost anything. And theyYe using that as a basis because they 
need experience to set u'p a reserve to get a tax deduction, so whereas in the St. Paul or 
other cases, and I'm sure obviously what constituted an adequate notice is a much more 
important issue. 

It also depends on how long you expect the policy holder to be around, I guess. In some of 
these bedpan mutuals I guess they expect them to be there forever, so that has 
influenced their encouraging, at least from our standpoint, policy holders to report any 
and all incidences, which probably tends to screw up the reporting patterns and trying to 
have comparability among companies. 
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MR. MURPHY: Any o ther  quest ions? I thank you all. Like to thank our panel is ts  as 
well .  
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