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CICsDrop Malpractice Costs Dramatically

By Mark Sims

Y ou receive your renewal premium notice from your medical mal-
practice insurance carrier, but fear opening it because you know your
premiums have increased — just how much is the million-dollar ques-
tion.

Physicians in high-risk speciatiesin particular have seen their pre-
miums increase by 100% or even 200% over the previous year. Indeed,
soaring premiums on medical malpractice insurance are a national cri-
sis, invading the practice of medicine, threatening access to quality care
and prompting widespread public outcry. Physicians and the insurance
industry place the blame on the growing number of out-of-control liti-
gant awards.

In response, many state legislators have implemented tort reform
to restrict these type of awards in their respective states. Their primary
vehicle: non-economic damage caps, which limit the awards a patient
can receive for intangible injuries, such as pain and suffering.

Since 1975, 19 states have implemented these caps on nont
economic damages at various levels ranging from $250,000 to $1 mil-
lion. In an attempt to cope with the emerging crisis, the push to impose
caps has reached the federal level, with a number of legidative propos-
als to ingtitute reforms including the most salient feature, a $250,000
nationwide cap. Y et, how soon this will happen, if at al, remains to be
seen.

What isa CIC?

What is being seen, however, is a new twist on an old self insur-
ance plan that might be the saving grace for physicians nationwide. Al-
though in existence since the 1970’ s, physicians all over the country are
beginning to more closely evaluate how a Captive Insur ance Company
(CIC) can help them maintain reasonable mal practice protection.

Essentially, a CIC is acorporation qualified by a regulatory author-
ity to operate as a licensed insurance company for specific and limited
purposes — to provide malpractice insurance for its owners. As an
owner-controlled entity, a ClIC operates much the same as any insur-
ance company.

In the simplest form, a CIC is an organized plan of self-insurance,
with re-insurance to cover large claims, that calculates risk, issues poli-
cies, collects premiums, pays expenses and establishes reserves to pay
future claims.
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The mgjority of CICs are formed and domi-
ciled in the international jurisdictions because of
the high cost to form them in the United States.
For example, capitalizing a medical malpractice
CIC in the US would require a minimum inves-
ment of $1 million, whereas the cost can be as
little as $50,000 in the international jurisdic-
tions.

Why are captives formed?

CICs reduce the direct cost of insurance for
their owners by eliminating various expenses
associated with commercial policies. CIC own-
ers control their company, how claims are han-
dled and how reserves are invested. The owners
decide whether aclaim isto be settled or fought
in court. Right now it is up to your commercial
carrier to make these decisions.

Over a period of time, the reserves that ac-
cumulate in your CIC can become quite size-
able. These reserves and the income from this
asset directly benefits the CIC owners by offer-
ing the company’ s owners tax reduction and as-
Set protection Srategies not avalable with commercid
caries

Asamatter of fact, you do nat know what your
commercid carrier is paying for re-insurance, sales
and marketing, administrative and overhead costs,
and yes profits. Don’t forget, your commercial
carrier isin the business to make a profit.

How can a Cl C save me money?

Premium dollars paid to your commercial
mal practice insurance carrier are allocated as
follows:

- reserve account to pay future claims;
re-insurance costs (they do not take all
the risk);
sales and marketing costs;
administrative and overhead costs;
profit (yes, they make money).

Some 60-70% of the premium dollars you
pay are actually set aside for the purpose you
pay them: the payment of future claims liabili-
ties. A CIC sets aside the same amount of
money in reserves and substantially reduces
many of the policy expenses.

With your own CIC, you will pay for
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Sep onein startinga CIC requires

complete financial, insurance picture

Interested in seeing if a Captive Insurance Company
isright for you? Thefirst step isto develop a business
plan to see how this program could work in your prac-
tice. To begin that process, your advisor/consultant will
need complete insurance and financial documentation,
which includes the following data:

P Name of insured(s); group and/or practice name
(if applicable); addresses; telephone and fax
numbers; contact person(s); email/website or
both. CVson al physicians.

p History of medica malpractice insurance cover-
age for aminimum of five years, including pre-
mium history. (If possible, preferably 10 years
history.)

P Information and history of the medical practice
including financia information and risk man-
agement policies and procedures.

P Loss history (loss run) for a minimum of five
years, unless physician(s) have been in practice
for a shorter time frame.

The loss data must contain:
i) Full details on all paid losses, separated
into indemnity and expense as well asin-
formation on losses in excess of $50,000.
i) Full details on open and pending
claims, a description of the loss(es),
changesin reserves, defense posture, as
well as remarks covering losses in excess
of $50,000.

P Current risk management procedures. If aman-
ual or other printed material exists, your con-
sultant will most likely need to review it as
well as a description of hiring practices for
both physician(s) and technical personnel.

P Futureplans, if any, for increasing staff or any
change in venue or method of conducting the
practice.

P Coverage reguirements.

Medical Management is published monthly by The
American Academy of Medical Management, 560
West Crossville Road, Suite 103, Roswell, GA (Atlanta)
30075. Telephone: 770-649-7150;

website: www.ePracticeManagement.org.

Clinical, legal, tax and other comments are offered for
general guidance only. Professional counsel should be
sought for individual and specific situations. Federal
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reinsurance costs to pay for any catastrophic
claim. For example, each physician would have a
$100,000 deductible.

Any claim over that deductible will be paid
by areinsurance company. These are the same
reinsurance companies that are re-insuring your
commercial policy now.

Y ou will not pay sales and marketing costs
or commissions with a CIC. You will not be mar-
keting your company by sponsoring some sports
stadium and you will not be putting your name
out on ashinglein New York City.

You will be eliminating at least 30% of the
costs you are currently paying with your com-
mercial carrier, while at the same time you will
be building up your reservesin your CIC. Keep
in mind that those reserves are there to pay the
high deductible claim — $100,000 for example —
and to build up the profit of the CIC to benefit its

You will not pay sales and marketing
costs or commissions with a CIC...you
will be eliminating at least 30% of the
costs you are currently paying with
your commercial carrier.

owners, just like areal insurance company oper-
ates and performs.

What happensto CIC profits?

In the event the captive insurance company
is no longer needed at some point in the future, a
transfer of ownership can be arranged allowing
the practice to recoup capital investment and re-
cover any unused portion of premium deposits,
provided your loss experience has been favor-
able.

This return of capital istaxed at long-term
capital gains tax, which is currently 15%, and
distributed to the CIC owners

Some physicians and physician groups have
been able to establish millionsin reservesin
their CICs. Consider that for years, approxi-
mately 50% of U.S. hospitals have been able to
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hire physicians away from their practices because
they have formed a CIC to manage their malprac-
tice insurance for the their staff physicians.

How can a CIC work for me?

The following is a very conservative illustra-
tion of how a CIC could work in atypica medical
group.

Practice stats:
6-member physician group.
$150,000 annual premium.
$90,000 in reinsurance premiums.
Operating CIC:
- Each physician has a $100,000 deductible
(to be paid out of the CIC).
A claim paid out in year 5 and year 8. The
actual claim is not for $100,000 and
$150,000 respectively, that is the most that
would come from the reserves in the CIC.
The claim could be for $3,000,000; the re-
insurance company pays the other
$2,900,000. Thisis what the reinsurance
premium is for and the purpose of the rein-
surance for your CIC.
No increase in premiums (not realistic).
Reserves earning 7% (conservative).

(CICs, continued on page 5)

Can’t attend one of our seminars?

We know how busy you are. Work, per-
sonal responsibilities and hectic lifestyles in
general often make it difficult for you to get
to some of our meetings.

That’'s why we’re making it easier for
you to obtain the much needed information
required for you to continue growing in your
career.

We are now offering our seminars in
DVD, VHS and audiocassette formats along
with all of the handouts and other materials
that accompany each seminar.

To order, visit our website at
www.ePracticeManagement.org or call us at
770-649-7150.

It's the next best thing to being there.
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“Captive” Malpractice | nsurance Company

Examples with a Captive Insurance Company

MY-OWNCO CIC Insurance Premium $150,000 $175,000
Re-Insurance Premium $ 90,000 $ 90,000
MY-OWNCO CIC Account $ 60,000 $ 85,000
MY-OWNCO CIC Annual Operating Costs $ 20,000 $ 20,000
MY-OWNCO CIC Reserve Account (after expenses) $ 40,000 $ 65,000
MY-OWNCO CIC Reserve Account Earnings @7% $ 2,800 $ 4,500
MYOWNCO CIC Reserve Account $ $42,800 $ 69,500
MYOWNCO CIC:

?  Retains a pre-determined portion of risk and re-insures the rest
Negotiates the rates that are charged to the policyholders

Retains some of the underwriting profits

Retains the investment income

Helps control claims

Profits and income may be returned to owners at a capital gains rate

© 2005 Heritage Advisory Group
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“Captive” Malpractice lnsurance

Company — A $40k Reserve Example

Captive Reserve Reserve Account | Reserve Account Med-Mal Net Reserve
Year Insurance Account I nvestment Balance at Claims Account Balance at

Premium Increase Income Beginning of Year Paid Year End
1 $150,000 $40,000 $2,800 $0 $0 $42,800
2 $150,000 $40,000 $5,796 $42,800 $0 $88,596
3 $150,000 $40,000 $9,001.72 $88,596 $0 $137,598
4 $150,000 $40,000 $12,431.84 $137,598 $0 $190,030
5 $150,000 $40,000 $9,102.07 $190,030 $100,000 $139,132
6 $150,000 $40,000 $12,539.21 $139,132 $0 $191,671
7 $150,000 $40,000 $16,216.96 $191,671 $0 $247,888
8 $150,000 $40,000 $9,652.15 $247,888 $150,000 $147,540
9 $150,000 $40,000 $13,127.80 $147,540 $0 $200,688
10 $150,000 $40,000 $16,846.74 $200,668 $0 $257,514

Total |$1,500,000 $400,000 $107,514 $250,000 $257,514

© 2005 Heritage Advisory Group




(CICs, continued from page 3)

As you can see, at the end of 10 years with two claims, your CIC is showing a net profit of $267,617.
This money could be paid out to the owners and taxed at a favorable tax rate. With your commercial carrier
at the end of 10 years, the physicians would receive nothing.

There is no doubt medical malpractice insurance is expensive with rates predicted to go even higher. It
isafact that premium dollars paid to your commercial malpractice insurance carrier are allocated as the car-
rier sees fit and policyholders do not share in profits or investment income.

Premium dollars paid to your CIC are alocated in an efficient and cost effective manner. The policy-
holders/owners are able to share in profits or investment income. Keep in mind that profits from a CIC may
be distributed to the owners at a capital gains rate instead of ordinary income tax rates and that translates
into a substantial tax savings for you.

Mark Smsis co-founder and president of Heritage Advisory Group, a financial consulting firmin Indi-
anapolis. His areas of expertise include employee benefits, income and estate tax reduction, investments,
asset protection, retirement and pension plans. His articles have appeared in Orthopedics Today and Stra-
tegic Orthopedics. He can be reached at 812-339-7450 or at msims@hadvisorygrp.com.

For more information visit their website at http://www.hadvisorygrp.com.




