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“Prohibiting Price Fixing and Other Anticompetitive Conduct in the Health
Insurance Industry”
Chairman Leahy, Ranking Member Sessions, and menabéihe Committee, | am
honored by your invitation to discuss these impurtapics. My name is Lars Powell,
and | earned a Ph.D. in insurance from the UnityediGeorgia, and currently hold the
Whitbeck-Beyer Chair of Insurance and Financiavi®es at the University of
Arkansas—Little Rock. | am also a founding boamhwmber of Arkansas Mutual
Insurance Company, a physician-owned medical psafeal liability insurance company
and member company of the Physician Insurers Aasoniof America (PIAA). |
appear on behalf of PIAA in this capacity.

| am an author of several studies relevant todtssussion. My research
investigates performance in medical professiomdlility insurance (MPLI) markets and
the role of the McCarran Ferguson Act (McCarrarpromoting competition in the
insurance industry, among other topics. | encaairagmbers to read my peer-reviewed
publications that inform this discussibhwill be pleased to provide additional research
and comments at your request.

| would like to specifically address two issuegxent to the topic of this hearing
and consideration of S.1681. First, insurancamyics an inherently difficult task,
especially in the MPLI line. Repealing McCarranulbfurther exacerbate this
difficulty. Second, the limited antitrust exemptiprovided by McCarran enhances
competition in insurance markets. To repeal Mc&awould at best maintain the status
guo; however, it could also stifle competition be detriment of consumers.

| will also note that the topics of this hearinggcp fixing and anticompetitive
conduct, are prohibited in insurance markets bgterg state and federal law, and valid
evidence of anticompetitive behavior is not obsémeinsurance markets.

While my comments primarily apply to medical prafiesal liability insurance,
there is also substantial overlap to health insteand the business of insurance in
general regarding effects of the McCarran Ferguszn

! These include Hoyt, Robert E. and Lawrence S. Rp2@06. “Assessing Financial Performance in
Medical Professional Liability Insuranceldurnal of Insurance Regulatipn25, n1 (Fall, 2006): 3-13;
Powell, Lawrence S., 2008. “Assault on the McCatffanguson Act and the Politics of Insurance in the
Post-Katrina Era,Journal of Insurance Regulation26n3: 3-21 (Spring 2008).



Pricing and Regulation of Medical Professional Lialdity Insurance (MPLI)

Pricing of insurance is inherently very difficuktause the price must be set
before all of the costs are known. Difficulty implified for MPL insurance because of
the long period of time that elapses between tlieypperiod and ultimate settlement of
claims. On average, an insurer does not know Itireate outcome of a claim until more
than four years after the potential loss event.éfloglessex posfteriticism of MPL
insurance pricing accuracy is common in public@otiebates.

As insurers receive new information about opemutaithey adjust their estimates
of incurred losses. This process is called lossri@ development. MPL insurers have
experienced positive and negative loss reservelal@vent in recent decades due to the
lag between setting prices and receiving infornmagibout litigation outcomes and
trends. Loss reserve development experienced I@81t through 2006 is shown in
Figure 1. When loss reserve development is p@sitnsurers underestimated initial
losses. In this case, initial reserves are saibtmadequate. When development is
negative, initial estimates were higher than ultarlasses, and reserves are said to be
redundant.

The long claim tail is the primary reason for lodevelopment in MPLI. Not only
do expected losses change as insurers learn nexniation, but they also follow distinct
trends over time. The trend of claim frequency paid claim frequency has reversed a
few times in recent decades, leading to substamisgbricing in certain periods. It is
clear and intuitive to recognize this possibilityen the time lag between suspicion and
confirmation that a trend has reversed.

In some years, ultimate losses differ from inigatimates by as much as 46
percent, while in other years the difference is msimaller. Overall, the sum of the
initial estimates and the ultimate losses are rkaidy similar. During the 25-year
period, initial estimates sum to almost $116 hilland losses developed through 2006
sum to slightly less than $111 billion; a differenaf only 5 percent.



Figure 1: MPL Insurance Loss Development through 206
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Note: Ten-calendar-year loss development showlofses incurred in years 1981-1997. Development
through 2006 is shown for subsequent years.
Source: NAIC InfoPro Database, 1990-2006

The McCarran Ferguson Act of 1945

The 79" Congress enacted Public Law 15, better knownedMtCarran-
Ferguson Act of 194%. The Act provides a narrow exemption from federttrust
laws, and pertains only to activities that (1) ¢doge the “business of insurance,” (2) are
“regulated by State law,” and (3) do not constitlabe agreement to boycott, coerce or
intimidate or an act of boycott, coercion or intilaiion.”

In practice, McCarran permits several activitiesducted by insurance
companies that would otherwise be prohibited ofestibd to scrutiny under the federal
antitrust laws. Perhaps the most significant cqueace of the Act is that it permits

insurers to pool data through independent statistigents that produce advisory loss

2McCarran-Ferguson Act, 59 Stat. 33,34 (1945), UA.€1012 (1958).



costs to aid insurers in the ratemaking proéesalso allows standardization of risk
classification and policy forms, and joint undetmg ventures. Each of these functions
benefits consumers by promoting financial strengtficiency and competition in
insurance markets.

If policymakers repeal McCarran, consumers wilfaugubstantial negative
consequences resulting from a combination of weatkeompetition in the insurance
industry and myriad regulatory, legal and operatigmoblems, creating costs that the
consumers themselves must ultimately bear.

Advisory loss costs provided by statistical agemesavailable to insurers for a
fee. However, the benefits of advisory loss cuaty inversely with market share,
company size and age of insurers. Small and nswrens have less in-house data to
analyze than do large insurers. Also, even ifstteal agents provided raw historic loss
data for insurers to analyze, the cost of analylosg data represents a much larger
proportion of a small insurer’s revenues than diat large insurer. Experts claim these
costs would be prohibitive for small insurers, effeely eliminating the important
competition they bring to marketsindeed, empirical evidence suggests that when
McCarran became law in 1945, its effects differebas insurers based on the types of
insurance they underwrote and company size. Cuaralysis by Randy Dumm, Rob
Hoyt and | shows that enactment of McCarran in@édke value of small
property/casualty insurers and decreased the whliaege insurers (Dumm, Hoyt and
Powell, 2007).

Some have noted that MPLI carriers and health @rsuely less on aggregate

loss information than do insurers in other lin@®. this end, S.1681 would have less

3 Statistical agencies include the Insurance Sesv@féice (ISO -www.iso.com), Surety and Fidelity
Association of America (SFAA www.surety.ory, and the National Council on Compensation
Insurance (NCCI swww.ncci.con).

* Five independent statistical agents prepare datéé property and casualty industry. They include
Insurance Services Office (ISO), the IndependeatisSical Service (ISS), the National Independent
Statistical Service (NISS), the American Associatid Insurance Services (AAIS) and the Mutual
Service Office (MSO).

® See testimony of Kevin B. Thompson, FCAS, MAAA dref the U.S. Senate Committee on the Judiciary,
June 20, 2006 Hearing on the McCarran-Fergusonlifutications of Repealing the Insurers’ Antitrust
Exemption; and testimony of James D. Hurley, ACKM®3\AA before the U.S. House of Representatives
Committee on the Judiciary, October 8, 2009, hgasim H.R. 3596, the "Health Insurance Industry
Antitrust Enforcement Act of 2009."



effect in the current market environment than imeotconceivable scenarios. However, it
is important to consider not only the current maewed the larger market share of
existing carriers, but also potential changes @s¢hmarkets and insurers going forward.

The ability to pool loss cost data through indegemdtatistical agents is most
important for extreme risks. These include vergédosses and new exposures to loss.
Should the underlying distribution of losses charagea result of new medicine, new
disease, or new liability, insurers that curremdélly largely on their own past loss data
would again benefit from advisory loss costs. Ahyhese aforementioned scenarios
would introduce substantial new uncertainty to rasge markets. The undeniable result
of increasing uncertainty in insured outcomes @sdaased prices for insurance.

In the context of health insurance, these incregsieds would occur, but be less
pronounced for large group insurance that is dffelst experience rated. Rather, the
most vulnerable set of consumers — those who psecimsurance as individuals and
small groups — would shoulder the bulk of this @rilccrease. The uncertainty causing
price increases could be mitigated, at least ih pgrdata sharing to produce advisory
loss costs that is currently permitted by McCarran.

Markets for Medical Professional Liability Insurance

MPLI markets in the United States currently exhguibstantial competition,
suggesting that additional antitrust measures woatdenefit consumers. | present
evidence from two perspectives. First, | develmdoncept of market competition and
present analysis of market data consistent conguetit MPLI markets. Second, | share
my recent experience as a board member and comistdtaArkansas Mutual Insurance
Company.

In addition to the discussion that follows, itmsiructive to consider ownership
structure of MPL insurers. Approximately sixty pent (60%) of U.S. private physicians
are insured by physician-owned and directed insg@ompanies. Many of these
companies are organized as mutual insurers orrogapexchanges, which are owned by

policyholders. Others are organized as stock ersuwhich are typically “for-profit”



entities; however, these are owned by physiciamseatical associations and, like mutual
companies, operate for the benefit of policyholders

If one is to assume these MPLI companies are googing physicians, we must
reach the flawed conclusion that policyholdersparee-gouging themselves. Clearly,
this outcome defies logic and should be dismisséuowt further comment.

Consumers desire insurance premiums that are atkeduut not excessive. If
premiums are too low (i.e., not adequate), thergrswill not have enough money to pay
the insured’s claims or provide other services agloss control and claim processing.
If premiums are excessive, consumers’ economiddesatages are obvious. In other
words, consumers are best served by insuranceamvet the “fair-market premiuni.”

The fair-market premium is the premium that willdféered and accepted in a
competitive market. It includes the present valiexpected claim payments, expected
administrative and operating costs (including distiion costs, taxes and regulatory
fees), and capital costs, also known as a faiitprdhese elements ensure that the
company will have enough money to pay claims awogige services, and create an
adequate incentive for participation in insuranakats.

Competitive markets commonly exhibit four charaistéss.” First, they include
multiple independent sellers with low to moderagrket shares. Second, there are
multiple consumers with enough information to deli@e the value of the product.
Third, the product is relatively homogeneous, all@wconsumers to differentiate value
across offered prices. Finally, barriers to eang exit are low, allowing new suppliers
to enter the market if prices rise above the faarket price, or exit the market if they
cannot produce the product at the fair-market price

Competition among sellers is often considered tbhetnmportant safeguard for
consumers of any product, including insurafid&hen consumers have choices among
insurance carriers, the carriers are forced to etenfor consumers’ business. For
example, assume two insurers, Company A and ComBaaffer the same insurance
policy to identical consumers. If Company A chargeore than Company B, consumers

® See Harrington and Niehaus (2001) Chapter 8 fhpeough development of fair insurance premiums.
" Competition is defined as “workable competition'the sense suggested in Clark (1940).

8 Some might argue that mutual ownership provideskifi not superior protection for consumers.



will buy from Company B. Company A must either lower its price or exit tharket. If
insurers in a given market were to collude angfiges at a level above the fair
premium, a new company could enter the market,gehtire fair-market price, and take

away the colluding insurers’ market share.

Insurance markets are competitive

The role of the limited antitrust exemption praaadby the McCarran Ferguson
Act is toincrease competition by promoting the characteristics ahpetitive markets
described above. From all indications, the lawleen remarkably successful in
achieving this objective. Numerous studies coretlitly academic and government
researchers find that insurance markets are hightypetitive (e.g., Joskow973).

More than 2700 companies current sell propertyleatdity insurance in the
United States. Of these, a few hundred participalPLI coverage. While a few
hundred insurers are clearly adequate to suggegetsare competitive, it is also
instructive to consider that more than 2000 othkéstimg companies could potentially
enter the market if presented with a profitableapymity. Finally, it is also possible to
form a new company — a process in which | recqudlyicipated — making the potential
number of competing firms theoretically infinite.

Another potential measure of competition in insg@amarkets is company
performance. If insurers are colluding to raisegs above the competitive equilibrium
price, insurance markets should exhibit substaptiaits over a lengthy period of time.

A valid measure of insurer financial performanceeisirn on equity (ROE). It is
calculated by dividing estimated net income from RMPL line by insurer capital. These
data are obtained from the NAICReport on Profitability by Line by Stat®ver the last
decade MPL insurers averaged just over five perB&iE. In three of these years ROE

was negative. These results contrast with theepliag decade that produced somewhat

° Of course, consumers should also consider seaviddinancial strength of the insurer, but thigizey
example assumes all other characteristics are edjualay help to think of the price of insurancethe
difference between cost and expected benefitsuat) service and probability of continuing insurer
financial strength).



higher returng® Figure 2 displays ROE for MPL insurers and corepat to that of
other industries.

Figure 2: Comparing ROE across Industries, 1986-2@
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The difference in return volatility between MPL imers and other industries also is

striking. The standard deviation of annual MPLuires returns is more than four times

that of the Fortune 500 index. The high volatibfyreturns suggests MPL insurer returns

should exceed that of other industries with ledatile returns; however, returns have

consistently fallen short of other industries feepa decade. The combination of high

volatility and low returns suggests it is diffictdt price this type of insurance accurately.
In summary, it seems clear that if MPL insurews @nice gouging their

policyholders, they are doing a very poor job.

9 The arithmetic average ROE from 1996 to 2005 wa%5 From 1986 to 2005, average ROE was
10.1%.



Arkansas’ Market for MPLI — A Case Study in Contjuati

In May of 2007, | joined a team of physicians amslrance professionals in an
effort to create a single-state MPL insurance comggar Arkansas physicians. At the
time, one carrier underwrote a substantial shateefmarket. Our effort was motivated
more by desire for local control than by identifeetious shortcomings in existing
carriers. Arkansas Mutual Insurance Company edtiétre market as an admitted carrier
in January of 2009.

The ability to access industry loss data was patenito formation of this new
insurance carrier. Without access to loss infoilonatve would not have been able to
form a new company to compete for business fromaAsks’ physicians. Therefore, it
appears that S.1681 would have limited competitigloreover, extrapolating from my
experience in Arkansas, several dozen MPL insuhatsformed in recent years would
also be prevented from entering the market.

Since Arkansas Mutual commenced business, in heya®a consultant and
executive board member, | have witnessed first laamishcredible level of competition in
this market. To put this in perspective, Arkansas relatively small state with
population of approximately 2.8 million and abol&@ physicians who purchase MPLI.
From 2003 to the present, the number of insureigedyg underwriting MPLI in
Arkansas has increased from one or two to six e#rse This does not include several
surplus lines carriers who insure non-standard iplayss.

In marketing efforts, Arkansas Mutual has seenyesa decreases in premium
for some physicians as large forty percent (40%)is aggressive pricing and increasing
number of market participants indicates substantaipetition to the benefit of

consumers.

Conclusions

The impetus of this hearing is S.1681, thus, imigortant to consider the
expected effects of this bill on the current retpaframework and outcomes of the
industry. To summarize my opinion, all of the bebawthis bill seeks to curtail (price
fixing, bid rigging, and market allocation) are their apparent in the market, nor

permitted by current law.



In fact, reality is quite to the contrary. Marké&is MPLI exhibit characteristics
and outcomes consistent with vigorous competitoprovide a product that is inherently
difficult to price. In certain short periods, thmgarket has incurred substantial losses or
profits, but over time, the outcomes sum to reféeblanced competitive market with
only modest returns. Moreover, because physiciamed mutual insurance companies
cover a large portion of United States physicidns,far fetched to suggest price
gouging occurs in this segment of the market.

In light of these observations, the best possikpeeted outcome from repealing
McCarran is continuation of the status quo. Howgeiés also likely that repealing
McCarran could have negative consequence for comsunBecause McCarran currently
enhances competition in insurance markets, rege®cCarran would naturally reduce
competition. It could also increase uncertaintingurance pricing, which leads to price

increases.
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