ASSESSING THE NEED TO ENACT MEDICAL
LIABILITY REFORM

HEARING

BEFORE THE

SUBCOMMITTEE ON HEALTH

OF THE

COMMITTEE ON ENERGY AND
COMMERCE
HOUSE OF REPRESENTATIVES

ONE HUNDRED EIGHTH CONGRESS

FIRST SESSION

FEBRUARY 27, 2003

Serial No. 108-2

Printed for the use of the Committee on Energy and Commerce

&R

Available via the World Wide Web: http://www.access.gpo.gov/congress/house

U.S. GOVERNMENT PRINTING OFFICE
86-049CC WASHINGTON : 2003

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512—-1800; DC area (202) 512—-1800
Fax: (202) 512-2250 Mail: Stop SSOP, Washington, DC 20402-0001






COMMITTEE ON ENERGY AND COMMERCE
W.J. “BILLY” TAUZIN, Louisiana, Chairman

MICHAEL BILIRAKIS, Florida
JOE BARTON, Texas

FRED UPTON, Michigan
CLIFF STEARNS, Florida
PAUL E. GILLMOR, Ohio

JAMES C. GREENWOOD, Pennsylvania

CHRISTOPHER COX, California

NATHAN DEAL, Georgia

RICHARD BURR, North Carolina
Vice Chairman

ED WHITFIELD, Kentucky

CHARLIE NORWOOD, Georgia

BARBARA CUBIN, Wyoming

JOHN SHIMKUS, Illinois

HEATHER WILSON, New Mexico

JOHN B. SHADEGG, Arizona

CHARLES W. “CHIP” PICKERING,
Mississippi

VITO FOSSELLA, New York

ROY BLUNT, Missouri

STEVE BUYER, Indiana

GEORGE RADANOVICH, California

CHARLES F. BASS, New Hampshire

JOSEPH R. PITTS, Pennsylvania

MARY BONO, California

GREG WALDEN, Oregon

LEE TERRY, Nebraska

ERNIE FLETCHER, Kentucky

MIKE FERGUSON, New Jersey

MIKE ROGERS, Michigan

DARRELL E. ISSA, California

C.L. “BUTCH” OTTER, Idaho

JOHN D. DINGELL, Michigan
Ranking Member
HENRY A. WAXMAN, California

EDWARD J. MARKEY, Massachusetts

RALPH M. HALL, Texas

RICK BOUCHER, Virginia
EDOLPHUS TOWNS, New York
FRANK PALLONE, Jr., New Jersey
SHERROD BROWN, Ohio

BART GORDON, Tennessee
PETER DEUTSCH, Florida

BOBBY L. RUSH, Illinois

ANNA G. ESHOO, California
BART STUPAK, Michigan

ELIOT L. ENGEL, New York
ALBERT R. WYNN, Maryland
GENE GREEN, Texas

KAREN McCARTHY, Missouri
TED STRICKLAND, Ohio

DIANA DEGETTE, Colorado

LOIS CAPPS, California

MICHAEL F. DOYLE, Pennsylvania
CHRISTOPHER JOHN, Louisiana
JIM DAVIS, Florida

THOMAS H. ALLEN, Maine
JANICE D. SCHAKOWSKY, Illinois
HILDA L. SOLIS, California

DAVID V. MARVENTANO, Staff Director
JAMES D. BARNETTE, General Counsel
REID P.F. STUNTZ, Minority Staff Director and Chief Counsel

SUBCOMMITTEE ON HEALTH

MICHAEL BILIRAKIS, Florida, Chairman

JOE BARTON, Texas
FRED UPTON, Michigan

JAMES C. GREENWOOD, Pennsylvania

NATHAN DEAL, Georgia
RICHARD BURR, North Carolina
ED WHITFIELD, Kentucky
CHARLIE NORWOOD, Georgia
Vice Chairman
BARBARA CUBIN, Wyoming
HEATHER WILSON, New Mexico
JOHN B. SHADEGG, Arizona
CHARLES W. “CHIP” PICKERING,
Mississippi
STEVE BUYER, Indiana
JOSEPH R. PITTS, Pennsylvania
ERNIE FLETCHER, Kentucky
MIKE FERGUSON, New Jersey
MIKE ROGERS, Michigan
W.J. “BILLY” TAUZIN, Louisiana
(Ex Officio)

SHERROD BROWN, Ohio
Ranking Member

HENRY A. WAXMAN, California

RALPH M. HALL, Texas

EDOLPHUS TOWNS, New York

FRANK PALLONE, Jr., New Jersey

ANNA G. ESHOO, California

BART STUPAK, Michigan

ELIOT L. ENGEL, New York

GENE GREEN, Texas

TED STRICKLAND, Ohio

LOIS CAPPS, California

BART GORDON, Tennessee

DIANA DEGETTE, Colorado

CHRISTOPHER JOHN, Louisiana

JOHN D. DINGELL, Michigan,
(Ex Officio)

(1D



CONTENTS

Page
Testimony of:
Hiestand, Fred J., CEO and General Counsel, Californians Allied for
Patient Protection ..........ccocccooieiiiiiiiiiiiniiiiceiieteceeeeee e 42
Hurley, James, on behalf of the American Academy of Actuaries . 34
Lewinski, Heather .........ccccoiieiiiiiiiiiiceiieeceeeceeeeee e 29
Palmisano, Donald J., President, American Medical Association 120
Rosenbaum, Sara, Hirsch Professor of Health Law and Policy, George
Washington University Medical Center, School of Public Health and
Health ServiCes ......cccccooiiiiiiniiiiieiieeeee ettt 84
Rosenfield, Harvey, President, Foundation for Consumer and Taxpayer
RIGRES ittt et 48
Smarr, Lawrence E., President, Physicians Insurers Association of Amer-
TCB tutteeutee ettt ettt ettt et et e h e e bt e e ht e et e e e hb e e bt e et e e bt e eabe e be e e bt e saeeeteenaee 88
Material submitted for the record by:
American Academy of Family Physicians, prepared statement of ............... 171
AmFrican College of Obstetricians and Gynecologists, prepared statement
OF ettt e h e et e e b e s b e et e e enb e e bt e eabeeenteeabeeesaeenneas 172
American College of Physicians—American Society of Internal Medicine,
prepared Statement Of ..........cccccviieiiieeeiiieeceeeee e e 179
College of American Pathologists, prepared statement of .............ccccceueneee. 182
Grealy, Mary, President, Healthcare Leadership Council, prepared state-
INENE OF Lottt ettt st ettt 183
Lester, Rodney C., President, American Association of Nurse Anes-
thetists, prepared statement of ..........cccoccveiiviiiiiniiiiiiiece s 184
(111)



ASSESSING THE NEED TO ENACT MEDICAL
LIABILITY REFORM

THURSDAY, FEBRUARY 27, 2003

HOUSE OF REPRESENTATIVES,
COMMITTEE ON ENERGY AND COMMERCE,
SUBCOMMITTEE ON HEALTH,
Washington, DC.

The subcommittee met, pursuant to notice, at 10:08 a.m., in room
2123, Rayburn House Office Building, Hon. Michael Bilirakis
(chairman) presiding.

Members present: Representatives Bilirakis, Barton, Upton,
Greenwood, Deal, Burr, Norwood, Shadegg, Pickering, Buyer, Pitts,
Ferguson, Tauzin (ex officio), Brown, Waxman, Pallone, Eshoo, Stu-
pak, Green, Strickland, Capps, DeGette, and Dingell (ex officio).

Staff present: Cheryl Jaeger, majority professional staff member;
Nandan Kenkeremath, majority counsel; Patrick Morrisey, deputy
staff director; Eugenia Edwards, legislative clerk; Steve Tilton,
health policy coordinator; David Nelson, minority economist; Jona-
than Cordone, minority counsel; Nicole Kenner, minority staff
member; and Jeff Donofrio, minority staff intern.

Mr. BILIRAKIS. The subcommittee will come to order.

Without objection, the subcommittee will proceed pursuant to
committee rule 4(e). No objection having been heard, so ordered.

The Chair recognizes himself for an opening statement.

First, I would like to thank our witnesses for appearing before
this subcommittee today. Our committee certainly values your ex-
pertise, and we are grateful for your cooperation and attendance.

The Health Subcommittee held a hearing last year,

hearings over a period of time have been held on this subject, to
learn more about a major crisis in our health care system, namely
how spiralling professional liability insurance premiums are ad-
versely affecting patient access to care.

I know that during our hearing, the last hearing, there were did
diverging views about what was causing this spike in insurance
premiums and what potential solutions might look like. However,
there was no debate about the fact this crisis is beginning to have
a devastating effect on patient access to health care; and I know
that my constituents—and I would like to think all of our constitu-
ents—are demanding that Congress act in some way to control
these run-away insurance premiums.

Fortunately, Congress does have a model to draw on. California’s
Medical Injury Compensation Reform Act, or MICRA, has helped
shield our Nation’s largest and most diverse State from the huge
increases in insurance premiums that so many other States like
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Florida are struggling with. In fact, according to data compiled by
the National Association of Insurance Commissioners, California’s
medical malpractice insurance premiums have increased 167 per-
cent from 1976 to 2000, while the rest of the country has experi-
enced increases of 505 percent. California’s experience suggests to
me that meaningful tort reforms can have a very positive effect in
terms of controlling increases in professional liability insurance
premiums.

MICRA was the foundation of H.R. 4600, the Health Care Act
which the House of Representatives passed during the last Con-
gress. While I was disappointed in our inability to send a bill to
the President for his signature, I am looking forward to the oppor-
tunity that we have before us during this Congress. The crisis has
certainly not gone away and nor has our need to act.

While I believe that last year’s Health Subcommittee hearing
provided members—and we had much debate during our markup—
with an excellent opportunity to learn more about this issue, I
think we can all benefit from further discussion. I remain espe-
cially interested in learning more about how insurance premiums
are determined. I know we have heard from many people on the
other side and from witnesses that much of the problem has to do
with the insurance industry and whatnot. Well, we need to know
that. We need to learn more about it. So we also need to know
about how meaningful tort reform is going to control increases and
professional liability and insurance premiums.

Again, I would like to extend a warm welcome to all of our wit-
nesses. [ would like to take a minute to welcome back Mr. Hurley,
Jim Hurley, Chairperson of the American Academy of Actuaries,
Medical Malpractice Subcommittee. I thought your testimony, Mr.
Hurley, at last year’s hearing was invaluable; and I know that we
all appreciate the independent, objective perspective your organiza-
tion provides on how actuarial standards relate to how insurance
companies develop premium levels.

While I am well aware of the range of opinions regarding this
issue in the Health Subcommittee, I sincerely hope that members
take advantage of the expertise. Frankly, I would love it if we could
all focus on the one area that we keep hearing about and that is
the effect that the insurance companies have on this particular
problem. But I can’t really shut off what one might choose to do
with our time. But I do hope we will take advantage of the exper-
tise we have before us to learn about the causes of this crisis and
potential solutions.

I now yield to the ranking member, my friend from Ohio, for an
opening statement.

Mr. BROWN. Thank you, Mr. Chairman; and thank you for your
cooperation in this issue and your willingness to work with both
sides and come up with a real solution to medical malpractice.

I ask unanimous consent to enter into the record member state-
ments, including Mr. Dingell’s here if I could.

[The prepared statement of Hon. John D. Dingell follows:]

PREPARED STATEMENT OF HON. JOHN D. DINGELL, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF MICHIGAN

Mr. Chairman, thank you for holding this hearing to assess the issue of medical
liability. Although this hearing has been broadly cast to cover a wide range of inter-
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ests that extend beyond doctors and patients, it is an appropriate opportunity to ad-
dress the rising cost of malpractice insurance, which is a very real problem for doc-
tors and patients alike.

These high insurance rates are leaving doctors with few options. Those who can
afford to pay the increased cost of providing medical services, will. Those who can-
not afford the increase are forced to assume significant personal liability, leave high-
risk specialties, or leave the profession altogether. At best, health care will become
more expensive for patients. At worst, in addition to higher prices, patients will be
denied access to care, and lifesaving treatments will not be provided.

This is a serious problem that deserves deliberate consideration. Unfortunately,
legislation pending before this committee, H.R. 5, focuses on drastic reforms of the
judicial system that extend well beyond the issue of medical malpractice. While inef-
ficiencies in our courts may be a contributing factor to this crisis, it is by no means
the only cause—or even the single largest cause—of the current crisis.

As the subject of this hearing appropriately indicates, the protections of H.R. 5
extend well beyond the doctor-patient relationship. The provisions contained in this
bill will shield HMOs, insurance companies, and drug and device manufacturers
from liability. No evidence has been presented to the Committee demonstrating that
these privileged industries need additional protections, yet H.R. 5 grants them a
special status under the law that is unprecedented.

Moreover, these dramatic protections hurt the rights of injured patients in an
equally unprecedented manner. There is a human cost to this legislation that we
must not forget. We will hear from a courageous and impressive young woman
today, Heather Lewinsky. She will explain how her life has been affected by the
malpractice of a plastic surgeon. The pain, suffering, fear, and trauma that Heather
has courageously confronted are real, and she should be compensated. And the loss
of seventeen year old Jésica Santillan must be devastating to her family. If mal-
practice is to blame for young Jésica’s passing, as it certainly appears, her family
should be compensated for their loss. Neither Heather nor the Santillan family
would qualify for significant economic damages. The harm caused to both is almost
exclusively non-economic in nature, but it unquestionably is still great harm.

While claiming to provide unlimited economic damages, H.R. 5 would dispropor-
tionately hurt women, seniors, and low-income families by limiting non-economic
damages to $250,000. Because a significant component of economic damages is an
individual’s income, such a system would disproportionately value the lives of those
with high incomes over low-wage earners, stay-at-home moms, and senior citizens.
For example, if the CEQ’s of the very drug companies and HMO’s that this bill pro-
tects were injured, their economic damages would be worth millions upon millions
of dollars. By comparison, if a stay-at-home mom were injured in an identical man-
ner, she would have very limited economic damages awarded to her.

H.R. 5 also limits the amount of time in which an injured patient can seek just
compensation to three years from the date an injury manifests itself. The concept
of manifestation is not established in law nor is it clearly defined in the legislation.
There are certainly circumstances when an injury could manifest itself without a
patient knowing of its existence for three or more years. An illness such as HIV
could manifest itself and not be discovered—nor expected to be discovered—by a pa-
tient for many years. This legislation would prevent that patient, and many others,
from being compensated at all.

Unfortunately, my Majority colleagues are quite determined to move quickly and
harshly. Their legislation reaches well beyond malpractice and offers no guarantees
of assistance to providers and communities. Physicians and patients are asked to
cross their fingers and hope that some of the benefits given to insurance companies
and large corporations will trickle down to them. And women, seniors, and low-in-
come families are left to pay the very real price of these benefits. It is wrong.

But the rising cost of malpractice insurance is a real problem—requiring careful,
balanced, and targeted legislation. I am in the process of finalizing legislation that
will provide direct, targeted assistance to physicians and communities to assist with
the current crisis. It will also institute limited, common sense tort reforms to weed
out frivolous lawsuits and provide stability in our courts while protecting the funda-
mental rights of patients. Lastly, the legislation I will propose would create an inde-
pendent commission to examine every aspect of the current insurance crisis, propose
additional solutions to address the current crisis, and make recommendations to
avoid any future malpractice insurance crisis. I hope that at some point in the proc-
ess a balanced approach such as this will prevail, but I'm not holding my breath.

Mr. BILIRAKIS. Without objection, the opening statements of all
members will be made a part of the record.
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Mr. BROWN. First of all, thank you to all the witnesses; special
thanks to Heather Lewinski for her courage and for joining us.
Thank you, Heather, and thank you all of you.

I would suggest that our efforts in this legislative process be
guided by the following principle: A good medical malpractice re-
form bill should prevent outrageous increases in medical mal-
practice premiums and improve access to quality medical care.

This principle embodies two concepts: We should ensure that the
bill will—not may but will—address premium spikes and improve
access to care, and we should ensure that the bill does not reform
away the medical malpractice liability system’s role in promoting
responsible quality medical care.

Let me briefly explore each of these ideas, Mr. Chairman.

The professed goal of medical malpractice caps is to introduce
more predictability into the system. Uncertainty, our friends in the
insurance industry say, is what really endangers patient’s access to
health care. This is an important point. Insurers make an actuarial
calculation of the additional premiums needed to counter uncertain
jury awards. They literally put a number on it. It follows, insurers
tell us, that we can easily stem the medical malpractice premium
crisis by capping jury awards. No more uncertainty means no more
premium spikes.

The industry doesn’t explain, though, how uncertainty, which has
been a part of the system for years, can possibly explain the recent
spike in premiums, but it would be a shame to let a silly little
thing like logic ruin a good story.

The industry balks when anyone dares suggest that insurers
demonstrate that they are, in fact, reducing premiums in response
to the caps. The insurance industry and my friend Mr. Greenwood,
who helped kill an amendment to last year’s bill that would estab-
lish this requirement, claimed that it can’t be done. Apparently, in-
surers can make an actuarial calculation and increase premiums to
compensate for uncertainty, but they cannot make an actuarial cal-
culation and decrease premiums, decrease premiums when that un-
certainty is diminished.

I understand why insurers and the bill’s sponsor would fend off
attempts to require proof that this bill accomplishes its ostensible
goal. After all, liability caps are reversible. But because liability
caps raise serious equity issues, serious ethical issues, I would sug-
gest that any measure that fails to ensure that insurance company
savings from damage caps are passed on to doctors, that savings
from caps are passed on to doctors in reduced premiums, they sim-
ply can’t meet the first part of our test for malpractice legislation.
It cannot ensure that our actions will improve access to care.

Let me suggest a way to reduce doctor premiums and increase
access to quality medical care. It is pretty straightforward. All we
need to do find out what the problem is and fix it.

Insurance companies won’t provide the information we need to
understand recent premium increases. They won’t demonstrate
how their bottom line has actually been affected by jury awards,
by investment income or the lack thereof, by past rate-setting deci-
sions and the like. When asked to provide this information, the in-
dustry says that is proprietary information. We can’t give that to
you.
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So Congress—get this. Congress is expected to pass legislation
that caps compensation to patients whose lives have been irrep-
arably harmed by medical malpractice without any concrete evi-
dence that the cause of the crisis stems from higher unpredictable
jury awards because the insurance industry won’t tell us. It is more
important to protect proprietary accounting information for that in-
dustry than it is to protect patients who have been injured. Have
our values drifted that far off course?

Mr. Chairman, this subcommittee doesn’t have to legislate in the
dark. We have the power to subpoena, to subpoena insurance com-
pany records and discover for ourselves what is actually going on
here. I have offered this suggestion to the majority before but to
no avail. It is not too late. We can dispense with the glossy argu-
ments and competing statistics. We can get to the bottom of this
problem. We can pass a bill that addresses it. But to do that we
need to subpoena the records of medical malpractice insurers. It is
irresponsible to move forward without doing that.

The second element of our guiding principle is equally straight-
forward. Our actions must not compromise the effectiveness of
America’s medical malpractice liability system. Doctors are as close
to miracle workers as we have in our society, but, like the rest of
us, they are not perfect and in a few cases there are a few bad
guys. When doctors don’t do their jobs, patients suffer. As Heather
Lewinski’s testimony today amply demonstrates, that suffering is
personal, and it is lifelong.

Proponents of Mr. Greenwood’s health bill say the bill is actually
patient friendly. After all, it doesn’t cap economic damages. But
Heather was 8 years old when a doctor’s negligence changed her
life forever. She obviously had no job, she had no prospects for em-
ployment when she was 8 in the foreseeable future, and she was
awarded as a result no economic damages.

Under the health bill, Mr. Greenwood’s bill, the punitive cap is
kept at the lower of $250,000 or double the economic damages.

One more moment, Mr. Chairman.

Mr. Chairman, two times zero is still zero. This bill would lit-
erally tell children like Heather that the value of punishing people
who harm them is, in fact, zero.

The issue of medical malpractice is an important one, deserving
a serious sincere effort by this committee. We can still develop leg-
islation that improves both access to and quality of care. I hope
that this subcommittee will do that.

Thank you, Mr. Chairman.

Mr. BILIRAKIS. Mr. Greenwood, for 3 minutes or would you defer?

Mr. GREENWOOD. I think I will take my 3 minutes, Mr. Chair-
man.

Mr. BILIRAKIS. I am not surprised.

Mr. GREENWOOD. It is my bill, after all.

What can we agree on? I don’t think it is difficult for us to agree
that we have a crisis with regard to the availability and the cost
of medical liability insurance. I don’t know anyone who disagrees
with that.

In my State of Pennsylvania, the crisis is particularly acute. We
have lost 900 doctors. The trauma center that would serve my fam-
ily and the families of most of the people that I represent closed
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its doors in December because it could—because of its incredibly
exorbitant increase. I think the insurance rates went from $7 mil-
lion a year to $21 million a year. They are only open now on the
promise from Governor Rendell that he will do something before
this, and I remain very skeptical that that will happen. So there
is a crisis.

The question, of course, is how do we fix the crisis? Mr. Brown
has agreed we ought to fix the crisis. Mr. Brown assigns blame to
the insurance companies. I can assure you that if I thought that
there was a fix there I would fix it. I have no particular reason,
I don’t know of anybody who has a particular reason to not go after
the insurance companies if that is where the problem is.

But here is the problem with that argument: 60 percent of the
doctors in this country get their medical liability insurance from
physician-owned companies. Physician-owned companies have as
their purpose trying to provide physicians with the lowest available
priced policies.

Now, if these physician-owned companies are not able to under-
bid the private insurance companies that some are claiming are
price gouging, then where is the logic? Where is the logic that says
that the price spikes are caused not by the environment of the
courtroom and the excessive noneconomic damages that are paid
but somehow lies in the management practices of the insurance
companies when, again, 60 percent of the doctors in this country
get their malpractice, if they can, from physician-owned companies,
and 30 percent in my State of Pennsylvania get their medical li-
ability insurance from physician-owned companies?

The gentleman from Ohio suggested that, gee, all we need to do
is get the insurers in here to open their books and get the informa-
tion. My understanding is that the Democrats did not invite any
insurance companies to come in and be questioned at this hearing.
We have had actuaries testify at hearing after hearing as to the
causes of the price spikes. I think their testimony has been very
direct and supports the logic of the bill.

The bottom line is we need to get this crisis resolved. We need
to find a bipartisan way to do it. We need to do it in the House
and the Senate. I personally am open to whatever works, but it will
be a failure of the Congress and a waste of our time if we pass leg-
islation that becomes so watered down that we get 218 votes in the
House and 51 votes in the Senate and 60 votes to break a filibuster
and sign it into law and it doesn’t solve the crisis. I think we ought
to be focused on solving the crisis, solving it rationally and not
being partisan about it.

Thank you, Mr. Chairman.

[The prepared statement of Hon. James C. Greenwood follows:]

PREPARED STATEMENT OF HO. JAMES C. GREENWOOD, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF PENNSYLVANIA

Mr. Chairman, I thank you for holding this hearing. Today, I look forward to
hearing from our witnesses as we explore, examine and confront the medical liabil-
ity insurance crisis.

The word “crisis” is often thrown around in Washington DC but let me tell you
something that fits this term, under any definition: From December 21 until Janu-
ary 3 of this year, for thirteen days, the trauma center of Abington Hospital, in Ab-
ington, PA closed its doors because the doctors staffing this critical facility could not
obtain the affordable medical liability insurance they needed to practice. For those
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thirteen days, fundamental protections to the health and the lives of the families
in this area ceased to exist. How have we come to this?

The purpose of this hearing is to help this committee—and the public—learn and
understand the events and forces contributing to the growing inability of people
across the country to find a doctor. What is more, we need to understand why amer-
icans in many states can no longer go about their daily lives knowing that if the
worst happens—the doctor is in place and on call.

In the Philadelphia region we have a special obligation and a proud legacy to pro-
tect. Since 1751, when the founders of Pennsylvania Hospital, Benjamin Franklin
and Dr. Thomas Bond, opened the doors to the nation’s first hospital, we have been
a leader in health care. Even today, almost one in seven doctors in the United
States did some part of their medical training in Philadelphia, which is home to a
host of excellent medical schools and institutions.

But the signs appear ominous and this legacy is threatened. Recently, Methodist
Hospital in south Philadelphia, which has served that community for more than 100
years was forced to close its obstetrics practice. Why? And what hardships have
been visited upon the expectant mothers who counted on those services?

This crisis affects more than just patients and doctors. In an Energy and Com-
merce Oversight and Investigation Subcommittee hearing I chaired on this crisis in
my home district on February 10, 2003 we heard from two hopsitals and trauma
centers operating in southeastern Pennsylvania, St. Mary Medical Center and Ab-
ington Hospital about the problems growing day-by-day to find and retain the physi-
cians needed by these facilities to keep open their doors.

I am deeply saddened and angered that this crisis is having permanent and long-
term effects: Weakening hospitals, debilitating medical schools, reducing the num-
ber of doctors who practice, and destabilizing health care institutions—all to the
detriment of the people desperately in need of skilled medical treatment.

Again I ask: Why? that is the question we seek to answer here today.

Let me tell you what I know so far. The access to health care has been restricted
because the individuals and institutions delivering that care cannot find the afford-
able insurance required to practice medicine. Insurance companies are raising their
rates across the state and turning down doctors looking to find new policies.

What is happening to insurers? Insurance companies set their premiums based
on their risk—the amount they estimate they will have to pay. You would naturally
expect to pay more to insure a $50,000 home than a $500,000 home. What do you
think an insurance company would say to someone who wanted to insure a house,
but could not tell the value except that it could be worth either $10,000 or millions?
Pennsylvania medical liability insurers face a similar quandary. They simply cannot
make reasonable business decisions of their risk when they don’t know with each
passing year what juries will award.

In the past 3 years, according to a recent Wall Street Journal editorial, juries in
Philadelphia have awarded more in medical damages than the entire State of Cali-
fornia. In 2000, Pennsylvania had 19 awards individually exceeding $5 million.

In light of this, can we begin to understand why Pennsylvania insurers, facing
the unpredictability of Pennsylvania court verdicts, continue to increase their rates?
Can we then see why Pennsylvania’s largest physician insurer this year raised its
premiums an average of 54%? Does this help us start to recognize why 72% of Penn-
sylvania doctors, according to a 2001 survey, deferred the purchase of new equip-
ment or the hiring of new staff because of malpractice costs? And now can we see
why, since January 2001, more than 900 Pennsylvania physicians have closed their
practice, moved out of state or refused to do high-risk procedures?

I asked “why” earlier. Let’s trace the problem back to this fact: Insurers cannot
properly, reasonably and competitively offer insurance to medical providers because
of an unpredictable tort system prone to “jackpot” awards.

No one will argue that patients injured by the negligence of a medical provider
do not deserve compensation—but we have lost all sense of proportion in the area
of non-economic, intangible damages. How do we put a price tag on suffering, loss
of enjoyment of life, or embarrassment? A jury of peers is the best and fairest sys-
tem of justice we have. They make decisions of profound importance every day
across the country based first on the rule of law but second on their sense of justice.

But we must ask: What informs, what creates this sense of justice and gives it
proportion? How have we set benchmarks for putting a dollar value on another per-
son’s pain or embarassment? Are we guided by the amounts we see in sensational
headlines or advertisements of lawyers trumpeting huge recoveries? Are we guided
by the woman who won millions for spilled McDonald’s coffee? Where ever we found
that price tag we hang on another’s suffering—it is clear that all sense of proportion
seems to have be lost.
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Reasonable caps on such subective damages, in my estimation, when teamed with
a specific package of other reforms, will bring juries, verdicts and insurance rates
back to earth.

I have recently introduced legislation in the House designed to address this root
problem. However, I am ready to work with members on both sides of the aisle, in
both chambers to achieve a solution that will be signed into law by the President.

Again, thank you to the two committees for holding this joint hearing.

Mr. BIiLIRAKIS. I thank the gentleman.

Ms. Eshoo for 3 minutes, unless she would prefer to defer.

Ms. EsHO00. Good morning, Mr. Chairman. Thank you for having
this hearing.

For 2 years now we have been discussing and debating what to
do with medical malpractice premiums. Clearly, there is a problem.
What is not so clear is what our solution should be.

I am a Californian, and in my State we have a law that we have
heard mentioned many, many times, MICRA. The bill was passed
by a Democratic legislature, and it was signed by a Democratic
Governor in 1975. It has been on the books ever since without a
single change. While it may not be the sole reason why premiums
in California have stayed reasonable and stable, I think that it has
contributed.

Representative Greenwood has introduced a bill that he has de-
scribed as a Federal version of MICRA. What I want to use my
time for respectfully is to dispute that assertion. Because it is not
the same. The bill places a $250,000 cap on noneconomic damages
for suits against physicians, insurers, HMOs, nursing homes and
drug and medical device manufacturers. MICRA limits that cap
solely to physicians. H.R. 5 also places a cap on punitive damages.
MICRA does not.

One of the reasons MICRA has worked is because it is proscribed
in its scope. If we want to get to the heart of this problem, we
should focus our efforts on those who really need the help. I am
very concerned that extending these provisions to those outside of
the physician community will have a deleterious effect on patient
care and on our legal system. We can do tort reform and weed out
frivolous lawsuits. We have done it before. I was a part of that.

Additionally, H.R. 5 doesn’t set up any mechanism to review the
insurance industry. They are clearly a part of this. It is not about
assigning blame. You have to look at all the stakeholders. Califor-
{ﬁa’s MICRA has never been updated for inflation since it became

aw.

I think there is a downside of it I think that is worth mentioning.
$250,000 from 1975 is worth approximately $68,000 today. We
should think about indexing for inflation if we are to do anything
at the Federal level. Patients should be fairly compensated for any
wrongs that are visited upon them because every life has worth, re-
gardless of whether they have an income or not.

So I look forward to hearing our witnesses giving their testimony
today on these issues and others, and I thank the chairman for
holding this hearing.

Mr. BILIRAKIS. I thank the gentlelady.

The chairman of the full committee, Mr. Tauzin.

Chairman TAUZIN. Thank you, Mr. Chairman. Thanks for hold-
ing this hearing as we try to, as the gentlelady from California in-
dicated, use the experience of States like California and my own in
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Louisiana to try to help with the problem that has now become a
huge national crisis.

I don’t have to dwell on the problem. I think we all understand
it. When trauma units close down and obstetric services are denied
people and pregnant women can’t find a doctor to help them deliver
a child because the doctors have gone out of business in their com-
munity. The system is creating health care victims that have noth-
ing to do with lawsuits and medical errors. It just has to do with
people that can’t get health care.

In Louisiana, we are seeing an extraordinary occurrence. Let me
be honest with you. We in Louisiana passed medical liability re-
form. I voted against it when I was in the legislature. I am a con-
vert to the principle. I watched it work. I watched it have the good
effects in Louisiana that we saw in California. I watched in Lou-
isiana incredibly as more and more physicians from the neigh-
boring State of Mississippi are moving into our State because they
can’t anymore stand the pressure of lawsuits and insurance costs
in the State of Mississippi.

I talked to Mr. Pickering about that. I go hunting in Mississippi
a lot. I wouldn’t ask everybody from Mississippi to move from Lou-
isiana. Doctors, okay, but that is not a good way for them to make
a choice. The fact of the matter is that when people who have dedi-
cated their lives to serving the health care needs of their neighbors
find they have to leave their home State, go live in another State
because the liability system is driving them to a point where they
no longer look at patients as people who need care but they look
at them as potential plaintiffs——

I have a young member of the family who is a physician. He is
a urologist in Thibodaux. He is my younger sister’s husband. I
watched him go to medical school, brilliant young man. I watched
him go through his medical training. I watched him come back
home to Thibodaux. He performed amazing surgery on my father.
It made such a difference in his health. And I watched him perform
those medical miracles on friends of mine throughout my commu-
nity. He got roped into one of these suits not too long ago, and he
defended it successfully. He was roped into a suit brought against
the hospital he works in. It has changed him. I have seen what was
such an incredible feeling he had about his work and his life and
what he was doing to help people become a much more cautious
and cynical sort of approach. He still loves his work and does great
work, but he is a changed man, having gone through that experi-
ence.

I know that doctors who might help one another avoid medical
error don’t share information today because of fear of lawsuits. I
know doctors prescribe a lot more medical tests and drugs and all
sorts of things to people in my home community, even with our
medical reform, because they are afraid if they don’t do these
things, even though they don’t think they are necessary, somebody
is going to call that malpractice and drag them through the courts.

Now, I am a lawyer. I am a recovering lawyer I keep telling peo-
ple. I used to handle plaintiff cases when I was in practice, and I
value a legal system that gives people a right of redress when they
have been harmed. But the legal system needs always to be bal-
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anced and sometimes rebalanced to make sure it doesn’t do more
harm than good.

While we need to preserve the right of people to recover when
somebody wrongfully kills their child because of malpractice or
wrongfully hurts someone’s mouth because of bad dentistry, what-
ever, it may be we need to preserve those rights and make sure
there is adequate and fair recovery. We also need to be concerned
about the young men and women who dedicate their lives to taking
care of parents and neighbors and their friends and who suddenly
today look upon their patients with fear instead of the kind of lov-
ing attention that they came out of medical school determined to
show whenever they entered a hospital or surgery room to do a
medical procedure. I think it is time for to us balance this out on
the Nation.

This medical liability reform bill patterned after what was done
in California, my home State of Louisiana is I think the kind of
medicine we need to make sure we aren’t creating more victims un-
necessarily in this system, to make sure that, in fact, people get re-
warded properly when there has been an injury but we don’t en-
courage lawsuits where 60 percent of them today are either dis-
missed or withdrawn and where 58 percent of the recovery goes to
somebody other than the victim, the patient.

We need some work here. We need to balance this out a little
better. We need to give the doctors and nurses and health care per-
sonnel in our country a little bit of credit. We need to understand
they didn’t dedicate their lives to service just to be in a lawsuit
every other day.

I thank you, Mr. Chairman.

[The prepared statement of Hon. W.J. “Billy” Tauzin follows:]

PREPARED STATEMENT OF HON. W.J. “BILLY” TAUZIN, CHAIRMAN, COMMITTEE ON
ENERGY AND COMMERCE

Thank you, Mr. Bilirakis for holding this timely hearing.

Mr. Chairman, our legal justice system is out of balance. Excessive litigation is
driving up health care costs, forcing doctors to leave their practices, causing hos-
pitals to shut down and leaving America’s patients in a state of “code red.”

We have seen this issue all over the news in recent years. Last year, we heard
about a Level 1 trauma center in Las Vegas closing, forcing severely injured pa-
tients to travel an additional 500 miles for equivalent care. In Mississippi, one-third
of the neurosurgeons have left the state—an incredible number especially when you
consider the substantial toll stroke has on the state. In West Virginia and Pennsyl-
vania, obstetrics units have closed, leaving some pregnant women without direct ac-
cess to a qualified physician to deliver their baby. The stories go on and on. Patients
are being victimized by a lack of access to certain health care services across our
country, partially because of a runaway tort system.

For those of us who have served in our state legislatures, this issue is not new.
Louisiana once faced a similar patient access to care crisis. My state responded by
enacting medical liability reform that has withstood constitutional challenges as
well as attempts to dilute its effectiveness. Their guidelines for health care lawsuits
ensure that injured patients receive greater compensation while at the same time
deter frivolous lawsuits that extort health care professionals and drive doctors from
the practice of medicine. While medical liability insurance rates have skyrocketed
across the country, doctors are not leaving their practices in the state of Louisiana.
In fact, over the past year, doctors in neighboring states have sought refuge in Lou-
isiana. Of course, we love having more people come to our state, but I don’t think
this is the way we want to accomplish it.

I know those advocating for federal legislation modeled after California’s Medical
Injury Compensation Act feel quite the same way as the doctors in Louisiana do:
medical liability reforms work and they really do have an impact on patient care.
Without medical liability reform, fear of lawsuits deters doctors from sharing infor-
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mation that is critical to learning how to prevent systematic mistakes, stymieing ef-
forts to reduce medical errors and improve patient safety. Without medical liability
reform, doctors will continue to engage in defensive medicine, performing tests and
prescribing medicines that are not necessary to better the health of the patient,
driving up health care costs for all Americans.

And the costs to the system are not insignificant. Some analysts estimate tort re-
forms could lead to reductions of well over $50 billion per year in health care ex-
penditures, without serious adverse consequences for patients. Without medical li-
ability reform, insurance rates will continue to force doctors out of practice, leaving
some patients without access to health care. Because when doctors spend less time
thinking of a patient as a “potential lawsuit” and more time treating the patient,
the patient receives better care.

I have said it before, and I will say it again. When injured patients have to wait,
on average, 5 years before a medical injury case is complete, our judicial system has
failed. When injured patients lose 58 percent of their compensation to attorneys and
the courts, our judicial system has failed. When 60 percent of malpractice claims
against doctors are dropped or dismissed, but the fear of litigation still forces doc-
tors with twenty-five years of experience to retire early, our judicial system has
failed.

Members of this Committee have taken the lead in drafting legislation to help re-
store some degree of common sense to our tort system. We realize that our current
system is too slow, too expensive, too inefficient and most importantly, fails to im-
prove the health of our country. I applaud the Members of this Committee for the
leadership and thoughtfulness they have shown in advancing legislation to address
this critical issue.

Today, I look forward to the witness testimony. And I encourage all of my col-
leagues, on both sides of the aisle, to listen carefully to the information presented
by the witnesses today. It will, no doubt, prove useful as we move forward H.R. 5,
the HEALTH Act, through subcommittee and full committee mark-ups next week.

Mr. BIiLIRAKIS. Mr. Stupak.

Mr. StuPAK. I will waive, Mr. Chairman.

Mr. BILIRAKIS. All right. Ms. DeGette.

Ms. DEGETTE. Thank you, Mr. Chairman.

The highest maxim of the medical profession is “first do no
harm.” in other words, unless a patient will benefit from amputa-
tion, the doctor should not cutoff their leg. As legislators, I think
we should also be served by following the same maxim. Unless the
people will benefit from a reduction in their rights, we should not
reduce their rights.

Now, we all know that doctors, particularly doctors in some prac-
tice groups and subspecialties, are suffering from high insurance
rates. But what we have learned from hearings both last year and
last month is that there are serious reasons to question claims that
capping damages in medical malpractice lawsuits will actually re-
duce premiums for those doctors. If we pass reforms with caps, we
will be denying victims their rights to sue and recover damages for
medical malpractice while at the same time passing those caps do
nothing to help doctors.

Mr. Chairman, we have several charts which all, for some rea-
son, are labeled Exhibit 1 that I am going to ask to have entered
into the record of this hearing which show that, in States like Cali-
fornia, when you put caps on medical malpractice damages, it abso-
lutely did not reduce premiums. So I would ask unanimous consent
to put those charts in, and I will be showing those later.

Mr. BIiLIRAKIS. Without objection.

[The information referred to follows:]
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Ms. DEGETTE. It is also ridiculous to address medical malpractice
reform when we don’t look at the cost of insurance and other fac-
tors in pricing of malpractice premiums. Among the contributors of
rising malpractice premium costs are issues totally related to vic-
tim’s compensation, the cyclical nature of the insurance business
cycle, management or mismangement of investments and reserves
and even pressures health care financiers and the creation of re-
strictive delivery systems such as managed care have wrought.
Managed care and the pressures that health care financiers place
on providers share the blame in part because, as insurers and com-
panies put pressure on physicians to reduce the amount of time
they spend with patients as well as cut down on the number of re-
ferrals to specialists, mistakes are often made.

Focusing on damage caps as the height of malpractice reform ig-
nores these and other issues acknowledged to be factors. I would
like to say that many say, well, we are not capping noneconomic—
we are not capping economic damages, we are only capping non-
economic damages. But in the case of Ms. Lewinski, in the case of
stay-at-home moms, in the case of children, when you cap non-
economic damages to a proportion of economic damages you are
leaving them with no compensation.

Now, in fact, I think this is your traditional congressional prob-
lem or solution in search of a problem. Because of all of the medical
malpractice cases, 88 percent of patients did not sue when there
was bona fide medical malpractice, 22 percent have sued, and the
reason is because of patient-doctor relationships. So let’s look at
the real reasons this is going on.

Mr. Chairman, I do look forward to this hearing.

Mr. BILIRAKIS. I thank the gentlelady.

Mr. Upton.

Mr. UPTON. I have a statement for the record, and I defer.

Mr. BILIRAKIS. Let’s see. Mr. Norwood.

Mr. NorwoOD. Thank you, Mr. Chairman. I would like to make
an opening statement, please.

I thank you very much and the authors of this bill for bringing
this critical legislation to us this morning. I think all of you are to
be commended for your efforts.

This bill is before us today because we have a crisis in this coun-
try. Call it professional liability insurance, call it medical mal-
practice insurance, whatever you call it, the premiums providers
pay for insurance are skyrocketing. The impact of these sky-
rocketing premiums are affecting access people have to health care.
I think probably all can agree with that.

Now I understand that the reasons for the recent premium in-
creases are very complex. I happen to believe we should examine
the insurers’ antitrust exemption. I do believe we should look at
ways to make sure that investment losses don’t create premium cri-
sis. However, there is one area we can immediately address that
can change the insurance market. We can limit the damages avail-
able to an injured patient. That will bring a much-needed stability
to insurers, to the providers of health care and, ultimately, to pre-
miums.

Is a $250,000 limit on noneconomic damages the right amount?
I am not sure it is. I can tell you I don’t know what the right num-
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ber is. I am certain, though, that there must be a number out there
that we can agree upon that is reasonable and just.

We are not limiting recovery for economic damages in any way.
We allow punitive damages to be as much as twice economic dam-
ages. But to say that there never can be any limit, any limit on
noneconomic damages, no matter how high, is not a reasonable po-
sition to take today.

Mr. Chairman, this bill is about access, but it is also about defen-
sive medicine and a lot of money that is being wasted in health
care. If we don’t address the issue of medical malpractice insur-
ance, we run, in my opinion, the risk of jeopardizing the health of
patients because they cannot get in to see a doctor when they need
one. We can do without many lawyers, but since our health care
facilities are stretched as thin as they are we really cannot afford
to do without our physicians today.

It is of interest to me, I wonder, should we come to some reason-
able limit, some reasonable number on noneconomic damages,
might we have a lawyers’ strike? Maybe that is not at all a bad
idea. But a physicians’ strike scares me to death.

I strongly encourage members to support this bill. It is like any
other bill I ever voted for: I hate some of it, and I love some of it.
Even my own bills I feel that same way about. But we are dealing
with a crisis, and this is one of the ways we can help with the cri-
sis, save money in health care by defensive medicine and make it
reasonable so our physicians can protect themselves and their fam-
ilies and go about the business of treating patients.

Mr. Chairman, I yield back the balance of my time.

Mr. BILIRAKIS. The Chair thanks the gentleman.

Ms. Capps for 3 minutes.

Ms. CApPPS. I will submit a statement, and I will wait.

Mr. BILIRAKIS. So you will have 8 minutes.

Mr. Deal.

Mr. DEAL. I reserve my time, Mr. Chairman.

Mr. BILIRAKIS. You reserve your time. You also have 8 minutes.

Let’s see who is next here. Mr. Strickland.

Mr. STRICKLAND. I would defer at this time and keep my time
for the questioning, sir.

Mr. BILIRAKIS. All right.

Mr. Shadegg.

Mr. SHADEGG. I reserve my time.

Mr. BILIRAKIS. Eight minutes.

Mr. Green.

Mr. GREEN. Thank you, Mr. Chairman. I will give my statement.

Mr. Chairman, I appreciate you holding this hearing on assess-
ing the need for enactment of medical liability reform. This is an
important topic, and it is correct it is a nationwide concern.

Without question, medical malpractice premiums have been in-
creasing for physicians throughout our country, particularly in my
home State of Texas. I have heard from many of my physicians
who are experiencing significant increases in the premiums. These
doctors have been serving patients in my area for decades and are
being forced to decide whether they should keep practicing, restrict
their service or move to another area.
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The situation is unacceptable, and something must be done. But
I am very wary of the Federal Government wading into this area
of tort reform, an area that has traditionally been under the juris-
diction of States. In my experience in 20 years as a State legislator
it has been dealt with in the State of California and even in my
own State of Texas now with the legislature in session. There will
be an issue, there will be a legislation to address this, because
these medical malpractice lawsuits are typically only filed in State
courts. That is where the States should be dealing with it.

To nationalize this type of issue, one, I think is asking for trou-
ble. Because once Congress passes legislation, unlike our States
who can change things very—fairly quickly, we do not. Are we
going to force these cases to Federal courts? Are we going to pro-
vide Federal rules that our States have to live by? Which, again,
I have a lot of elected State judges in Texas who have concerns
about that.

My colleagues on the other side of the aisle cite the success of
MICRA, the California experience; and there is a legitimate ques-
tion on whether MICRA has, in fact, been successful in reducing
medical malpractice premiums. But, again, we are looking at a suc-
cessful case, if it is in California, but it is California who dealt with
their issue.

I hope that we would as Members of Congress respect that the
States can deal with it, the States are going to address it, and the
States have addressed it, those States who have been in session.

I do have some concern about H.R. 5. I think it absolutely goes
very much further than any medical malpractice. In fact, I am
somewhat offended that if we are going to pass a medical mal-
practice reform for our physicians that we are also including
HMOs, pharmaceutical manufacturers and medical device manu-
facturers. I think it is a sad day that we send out a doctor who is
serving our patients as a smoke screen to be able to protect indus-
tries that really can stand on their own. If they need to have med-
ical malpractice liability relief, then let them come on their own
and not use our everyday physicians as a screen.

Thank you, Mr. Chairman.

Mr. BIiLIRAKIS. I thank the gentleman.

Mr. Buyer.

Mr. BUYER. I reserve.

Mr. BiLirAKIS. Mr. Pallone.

Mr. PALLONE. Thank you, Mr. Chairman.

Several weeks ago in New dJersey thousands of physicians
planned a work stop Statewide in response to skyrocketing insur-
ance premiums. Although I sympathize with doctors, especially
those in high-risk specialties such as obstetricians and other sur-
geons, I have to express that H.R. 5 is not the solution to the cur-
rent medical malpractice crisis.

I have several concerns with this legislation. First of all, if we
are here to address the issue of medical malpractice, I see no rea-
son why the scope of H.R. 5 must include protections for a broad
variety of medical participants including HMOs, nursing homes,
nurses, doctors and drug and device manufacturers. This bill is not
limited to medical malpractice, and I am astonished that provisions
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in this bill protect manufacturers, distributors or suppliers of drugs
or medical devices from punitive damages.

It seems to me that what we have here is a very political effort
to not only mention medical malpractice but also try to deal with
a lot of other types of tort reform or even product liability reform.
I don’t think that the public understands that no effort has really
been made to reach out to the Democrats and do anything on a bi-
partisan basis and rather just ram something through that is going
to go to the floor that probably has no chance of ever passing.

Additionally, I find the statute of limitations outlined in the bill
to be unacceptable. In most States, the time allowed for statute of
limitations does not usually begin until the harm or injury is dis-
covered or reasonably should have been discovered. Moreover, for
children, many State statute of limitations does not begin until the
child turns 18. I am particularly concerned about this bill being
detrimental to children. I have three children of my own. So it is
very much of a concern to me.

Basically, what I think the authors are saying is that, if we have
legislation that limits noneconomic damages to $250,000, then the
problem of medical malpractice premiums is simply going to go
away. I don’t buy that. It is a one-size-fits-all approach. It doesn’t
look at the actual underlying issue of health care and medical mal-
practice.

I think we have a major problem with insurance premiums.We
have bad accounting or bad business judgment on the part of the
insurance industry that hasn’t been taken into consideration here.

What we should do is provide some kind of Federal reinsurance
program. I have proposed that with H.R. 485, the Federal Medical
Malpractice Insurance Stabilization Act.

I just want to say one more thing. I really don’t think that the
opportunity has been given today in terms of who is testifying here
to really even have the option of understanding what the problem
is all about.

I read in the papers yesterday about the Santillan family and
this person, 17-year-old woman, named Jessica Santillan who lost
her life on Saturday. This is a perfect example of someone whose
representative should have been here testifying today. I don’t know
exactly why there isn’t anyone here. I know they have asked to be
here to have the opportunity to present testimony about why this
legislation would not allow for a satisfactory outcome in a case like
that. I think between the witnesses and the way the majority is
going about this it is really not giving us an opportunity to learn
what the root cause of this problem is.

Thank you, Mr. Chairman.

Mr. BILIRAKIS. Mr. Pitts.

Mr. PitTs. Thank you, Mr. Chairman, for holding this important
hearing today. This is one issue on which we cannot afford to waste
time. The situation in my State of Pennsylvania is dire. Pennsyl-
vania hospitals and physicians face skyrocketing premiums, caus-
ing major insurers to drop coverage or raise premiums. It is ridicu-
lous that in some cases the new premiums are more than the ac-
tual income a health care provider earns annually.

What this really means is that we have a serious problem—not
just a serious problem, actually, it is a crisis—with access to care
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in Pennsylvania. The continued deterioration of the medical liabil-
ity market in Pennsylvania threatens the viability of hospitals, of
health systems and physician practices.

Brandywine Hospital in my district was forced to close its trau-
ma center in June of last year due to lack of trauma surgeons. And
the CEO Allen Larson, who cited, quote, soaring medical mal-
practice premiums that are driving surgeons out of State or into re-
tirement, close quote, said that he tried to recruit new trauma sur-
geons only to find that all Pennsylvania graduates of trauma sur-
gery left the State to start practicing elsewhere. This means that
severely injured patients must be transported to Philadelphia, al-
most an hour away, or other cities many miles away.

Chester County Hospital, another in my district, came very close
to taking the drastic step of closing its maternity ward when insur-
ance for obstetricians skyrocketed. The doctors reported that they
would have to discontinue offering care at that hospital, and the
hospital stepped in at the last minute with a temporary solution
and actually put these independent physicians on their payroll in
order to provide coverage for them through the hospital captive in-
surance company. Since Chester County Hospital does 2,100 or so
deliveries a year, this load was too big for other providers in the
area to pick up; and women would have to leave our county to have
their babies.

Mr. Chairman, we will hear many arguments today from doctors
and trial attorneys and insurance companies, but I hope we can see
clearly through all of this to the bottom line: The current system
is not working. Patients are being denied care because large num-
bers of physicians are leaving the State. And this is one case in
which we need to have uniform minimum standards. Doctors
should not have to choose where to live or work due to their mal-
practice insurance.

As you know, the Pennsylvania State legislature did pass legisla-
tion this year that included numerous tort reforms and some eco-
nomic relief. However, the financial pressures created by the esca-
lating medical liability crisis will not be resolved by these limited
tort reforms. Passage of the health act is critical because it con-
tains important reforms. Key among them is the establishment of
a cap on noneconomic damages.

Let’s be honest, at the end of the day, this legislation is not
about doctors or insurance. It is about mothers having places to de-
liver their babies and accident victims having a nearby trauma cen-
ter to go to.

I strongly support this legislation and look forward to hearing
from our witnesses before us today. I yield back.

Mr. BILIRAKIS. I thank the gentleman.

Mr. Ferguson.

Mr. FERGUSON. Thank you, Mr. Chairman. Appreciate you hold-
ing this hearing.

In New Jersey, where I am from, we are fortunate to have one
of the greatest health care systems anywhere. We have top-notch
hospitals. We have some the best doctors and nurses anywhere. We
have some the best medical research anywhere in the world. Our
medical professionals are devoted to their work and to the people
that they serve. They serve on the front lines of our Nation’s health
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care system in a way that I think really exemplifies the best of the
American spirit.

But in New Jersey today we face a perfect storm. The dramatic
rise in lawsuits, coupled with the skyrocketing liability insurance
costs for doctors and hospitals, they are jeopardizing patient care.
If we don’t take corrective action now, the situation is only going
to become more severe. After all, without insurance, doctors can’t
practice. But high insurance costs are forcing many doctors in our
State to abandon their practices. With too many frivolous lawsuits
too many of our doctors are being forced to settle cases for large
amounts of money, even when they haven’t committed an error.

In New Jersey, in the year 2000, more than $190 million was
paid out to cover jury awards, a figure that put our State in the
top ten in the Nation. These lawsuits have caused doctors’ liability
insurance premiums to mushroom and increased the cost of health
care for all of us. Because premiums and lawsuits are threatening
doctors in an unpredictable and unlimited manner, many doctors in
New Jersey can’t afford to get affordable insurance coverage at all.

What is most disheartening is that litigation fears not only in-
crease the cost of health care but also have discouraged doctors
from helping individuals who are most in need and who can’t afford
their services. Many doctors can’t volunteer their services for pa-
tients who can’t pay, and the proportion of physicians who provide
any charity care at all has declined nationwide. This deprives pa-
tients of long-term, trusted relationships and sometimes leaves
them without a doctor altogether.

My family, as many others, has personally experienced the effect
of this crisis in New Jersey firsthand. Three weeks ago, my wife
and I were blessed with our third child. My wife’s due date was the
very week of the job action that Mr. Pallone had referenced before.
Over the last few months, we have seen many physicians leaving
their practice; and in my wife’s doctors OB/GYN practice my wife’s
doctor’s partner left the State recently because of her insurance
premiums. My wife’s doctor’s premiums went up 40 percent just
this year.

While our physician gave us every guarantee that she would be
there for us when the day came, and she was, there are fathers and
mothers and loved ones who I fear for. I fear that the bond between
patients and their doctors will be broke and that these patients will
not have access to the trusted professionals because of the frivolous
lawsuits and the resulting insurance premiums which are forcing
doctors to abandon their practices.

There is no reason it has to be like this. It is simply not right
when those physicians who want to provide their services are dis-
couraged from doing so because of the fear of litigation. Patients
should have their day in court, and this legislation allows patients
to have their day in court. But the legislation also protects patients
by preserving and not breaking the bond of the doctor-patient rela-
tionship.

I want to thank Mr. Greenwood for introducing this important
legislation. I look forward to hearing the testimony from the wit-
nesses today. Thank you.

Mr. BILIRAKIS. I thank the gentleman.

Mr. Burr.
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Mr. BURR. Thank you, Mr. Chairman.

Let me take this opportunity to thank our witnesses here today.
I am sorry we couldn’t provide better weather for you, and hope-
fully you won’t get stuck here.

Let me respond to something that was said earlier. I have
worked very successfully with people on the other side of the aisle
to produce health care legislation with those individuals who look
for solutions, and I look across the aisle today with the same intent
and with the previous history with them of one of accomplishment.
I also make no bones about the fact that I choose not to work with
those on the other side of the aisle or on my side of the aisle that
choose to use this only for political purposes. Because we have
reached the point in health care where we need answers, and we
need answers now.

After working on health care for now 8 years, I am well aware
of the complexity of the health care delivery system. Some people
today are going to say that enacting Federal medical malpractice
reform is not going to help our health care delivery system. Other
people are going to say that this legislation will serve two impor-
tant purposes: first, that it will decrease health care costs through
reductions in the malpractice insurance premiums; and, second, it
is a positive step toward reigning in a litigious society.

If it were up to me, the debate on this issue would be a looser
pay system where we take a much bigger bite at getting at the friv-
olous lawsuits that I think have become prevalent in society. It is
somewhat ironic to me that the same individuals that criticize us
being here debating this and proposing this legislation today are in
fact the ones that use the argument on other health care issues
that it is doctors, it is hospitals, it is nurses, it is health profes-
sionals who we should empower to make more decisions.

It is not insurance companies and so on, but it is health care pro-
fessionals that should be empowered to play a bigger role in the
health care solution in this country. In fact, it is doctors and hos-
pitals and nurses and health care professionals that have over and
over and over again said to us that the first thing we need to do
to try to curb the inflation cost in health care is reign in the law-
suits that are currently taking place. We are attacking exactly the
place that health care professionals have said is the first place we
need to go.

There is no question in my mind that this legislation will help
our health care system. As long as medical malpractice premiums
continue to increase, our overall health care costs will increase. 1
want patients to have the access to high-quality and reasonably
priced health care and, yes, to have the right to pursue when
harmed. I think we have protected that.

I urge my colleagues to support Representative Greenwood; and
I yield back, Mr. Chairman.

Mr. BILIRAKIS. I thank the gentleman.

Mr. Pickering.

Mr. PICKERING. Mr. Chairman, thank you for this very important
hearing.

As we look at Medicare, Medicaid, veterans’ health care, pre-
scription drugs, the delivery of health care, rural health care,
health care in States like mine in Mississippi which over the past
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few years has been in a State of crisis and we look at our respon-
sibilities as a committee and as a Congress as to how do we have
a comprehensive health care policy for our country that we have
access to insurance for the individuals that are providers can prac-
tice without the fear of being bankrupted by an excessive jury ver-
dict, what can we do to contain the cost, make health care avail-
able to all Americans and my State of all Mississippians?

This is a very important piece, a very important part, a very im-
portant component of a comprehensive health care policy.

Later this year, we will be working on Medicare reforms. We will
be working on a prescription drug benefit. The Veterans Committee
will be looking at what they have to do to get veterans’ health care.
If we look at all components, this issue about out-of-control law-
suits and the cost increase that is put into every system and every
place and every community, because of it we have to act on this
piece of it just as we have to act on all those other things.

I want to join with Congressman Burr. In my home State of Mis-
sissippi, a bipartisan compromise was reached this past year, legis-
lation was passed, and we believe that it will make a significant
difference in our State.

Now the caps in the State legislature and Mississippi that were

assed were higher than the caps passed in this legislation, a
5500,000 cap on noneconomic damages, and then over time it
would increase with inflation, $750,000 cap by 2011, $1 million by
2017. It is a reasonable and a common-sense approach to solving
the problem in Mississippi.

I hope the same type of common-sense approach, bipartisan ap-
proach can be found here in Congress. As we look at overall health
care, we have to have this piece as part of our strategy and part
of our policy to be able to make health care affordable and avail-
able and at a high quality to all Americans.

So, Mr. Chairman, I look forward to working with you on this
and hope that we can find a way to find a common ground and con-
sensus just as we did in Mississippi this past year.

Mr. BiLIRAKIS. I thank the gentleman.

I believe that takes care of all the opening statements. As we
said earlier, any written opening statements could be made a part
of the record.

[Additional statements submitted for the record follow:]

PREPARED STATEMENT OF HON. FRED UPTON, A REPRESENTATIVE IN CONGRESS FROM
THE STATE OF MICHIGAN

Mr. Chairman, I commend you for holding today’s hearing to assess the need to
enact medical liability reform to address the growing malpractice insurance crisis
affecting physicians, hospitals, and other health care providers in many states and
address some of the factors fueling the double-digit increases in health care pre-
miums with which large and small employers and individuals and families across
the nation are grappling.

My state of Michigan has already put in place a number of the important reforms
similar to the federal reforms we are contemplating. As a result, Michigan is not
experiencing the malpractice insurance crisis that is gripping many other states.
But we are certainly not immune from such experiences as sharp increases in pre-
miums and insurers withdrawing from our market. Last year, for example, the
emergency physician group serving one of the largest hospitals in my district almost
lost its malpractice insurance. Had help not come at the very last minute, an entire
community could have lost access to emergency care. Similarly, a large physician
practice serving the poor and uninsured in Southwest Michigan could not afford to
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renew its malpractice insurance policy because of a sharp increase in the premium.
They were eventually able to find more affordable insurance, but only by increasing
their exposure.

While I have thus been very supportive of federal medical liability reform, I hope
that as this process moves along, we will be mindful one potential problem that a
federal pre-emption of certain state laws could pose for physicians. Specifically,
many Michigan physicians are concerned that by pre-empting our state joint-and-
several liability provision and replacing it with a “fair share” provision, they may
face higher malpractice liability insurance premiums and be forced to purchase con-
siderably more coverage than they now typically carry. I hope that during the
course of these hearings, we can explore these concerns.

Again, Mr. Chairman, thank you for your leadership on medical liability reform.
I look forward to working with you again this year as we seek to address this issue
that is critical to continued access to affordable, community-based care across Michi-
gan and our nation.

PREPARED STATEMENT OF HON. STEVE BUYER, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF INDIANA

Mr. Chairman. Thank you for bringing this measure, H.R. 5, before the Sub-
committee. This is timely legislation to ensure that our constituents have access to
health care.

H.R. 5 strikes an appropriate and reasonable balance between the need for pa-
tients who have been harmed to seek redress and the need of all patients to have
access to health care services.

The State of Indiana has been at the forefront of ensuring an effective medical
liability system. More than 20 years ago, the State of Indiana enacted reform to its
medical liability system. This system has served the State and its citizens very well
and has served as a model for other States, including the State of our fine full Com-
mittee Chairman.

Nothing in the legislation we are moving today would inhibit Indiana from keep-
ing its current medical liability system. In Indiana, a medical review panel is con-
vened to review the validity of the medical claims in the case. Indiana law places
limits on the liability of health care providers. Recovery over this limit is provided
by a compensation fund managed by the State. Total recovery is capped and attor-
neys’ fees are capped. Injured patients receive compensation in a timely fashion.

It is my understanding that under the intent of H.R. 5, Indiana will be able to
retain the core aspects of its medical liability system. These include, the medical re-
view panel requirement, the total compensation cap, and the limits on providers’ li-
ability. It is also my understanding that, should this legislation be enacted, other
States could follow Indiana’s lead and adopt similar reform to their systems.

With these understandings, Mr. Chairman, I urge that the Subcommittee move
this legislation forward.

PREPARED STATEMENT OF HON. ERNIE FLETCHER, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF OKLAHOMA

Mr. Chairman, thank you for conducting this hearing today. As a physician, I
have always tried to do what is best for my patients. As a Member of Congress, I
still try to do what is best for patients in Kentucky and across America.

I hear stories about women who have to drive 75 miles or more to have their ba-
bies delivered and end up delivering in their cars, because their doctor quit deliv-
ering babies or the nearby maternal wards have closed due to out of control medical
liability premiums.

What is best for the patient? I believe that unlimited medical liability awards are
bad for patients, because they cause malpractice insurance prices to climb, resulting
in more expensive care, fewer doctors, and an access to care problem. Trial lawyers
argue that limiting awards is bad for patients because it means that the most seri-
ous injuries aren’t properly compensated. However, H.R. 5, the Help Efficient, Ac-
cessible, Low-Cost, Timely Healthcare (HEALTH) Act of 2003, which I support, ac-
tually ensures fair compensation for everyone. We need to keep in mind that every-
one is entitled to full compensation for their actual losses, medical bills and wages
under H.R. 5. This is very fair.

Punitive damages under the HEALTH Act would be two times economic dam-
ages—which are not capped, or $250,000, whichever is greater. Punitive damages
are meant to send a message, not to compensate the victims. Unfortunately, trial
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lawyers have been winning outlandish punitive damage awards—mainly for them-
selves—at the expense of the patients, providers, and all Americans.

Its not unusual to hear stories of doctors moving from Kentucky to Indiana or
from Nevada to California to take advantage of the lower cost of medical liability
insurance. Passing H.R. 5, the HEALTH Act, which reasonably reforms our liability
system, will enable insurers to hold premiums at a lower, more constant rate with-
out arbitrarily setting price controls on premiums that further exacerbate the access
to care problem we face.

We will hear today from some who do not support comprehensive liability reform,
claiming that it is the stock market’s fault that we are seeing malpractice liability
premiums rising. Yet the stock market hit the insurers in Kentucky and Nevada
as much as they did in California and Indiana. Furthermore, insurance rates did
not jump in states like California in the past couple of years, as they did in Nevada,
Pennsylvania, and West Virginia. Having a reasonable limit on pain and suffering,
which is unquantifiable, and other reforms in H.R. 5 will help improve the current
unhealthy cycle, which trial lawyers are currently perpetuating.

Lawsuits are a poor answer to medical events. They don’t prevent injuries and
they don’t reduce medical errors. But they do create an atmosphere of fear, defen-
siveness, and distrust in the physician-patient relationship. As a physician, I took
an oath “to do no harm.” The only bill today that will help physicians to keep that
oath is one that safeguards safe and timely access to care through reasonable, com-
prehensive and effective health care liability reform, and H.R. 5 does just that.

The rapid escalation in medical malpractice awards and the resulting rise in med-
ical liability premiums are major problems that demand action now. It affects pa-
tients’ access to quality care, especially women and patients in rural areas. It is
clear that these excessive awards are driving the cost of health care up, which is
a major concern for most Kentuckians and Americans. Legislation must be passed
to control this critical problem both at the state and federal levels. I have strongly
supported previous attempts to pass reform and will continue to support passage of
significant medical liability reform.

Mr. BILIRAKIS. We will go right now to the panel. I want to wel-
come all of you.

Ms. Heather Lewinsky is, I know, from the Pittsburgh area or
that is an address, the Buffalo. But we thank her for her courage
in wanting to come here. There is nothing to be afraid of.

Mr. Jim Hurley is here on behalf of the American Academy of
Actuaries; Mr. Heistand is CEO and General Counsel for Califor-
nians Allied for Patient Protection; Mr. Rosenfield is the President
of the Foundation for Consumer and Taxpayer Rights; Ms. Rosen-
baum is Hirsch Professor of Health Law and Policy at G W.; Mr.
Lawrence C. Smarr is President of Physicians Insurance Associa-
tion of America; and Dr. Donald J. Palmisano is President of the
American Medical Association.

Again, welcome. I am going to set the clock to 5 minutes, and
your written statement is already a part of the record so we would
hope that you complement it more than anything else.

Ms. Lewinski, please proceed when you are ready.
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STATEMENTS OF HEATHER LEWINSKI; JAMES HURLEY, ON BE-
HALF OF THE AMERICAN ACADEMY OF ACTUARIES; FRED J.
HIESTAND, CEO AND GENERAL COUNSEL, CALIFORNIANS
ALLIED FOR PATIENT PROTECTION; HARVEY ROSENFIELD,
PRESIDENT, FOUNDATION FOR CONSUMER AND TAXPAYER
RIGHTS; SARA ROSENBAUM, HIRSCH PROFESSOR OF
HEALTH LAW AND POLICY, GEORGE WASHINGTON UNIVER-
SITY MEDICAL CENTER, SCHOOL OF PUBLIC HEALTH AND
HEALTH SERVICES; LAWRENCE E. SMARR, PRESIDENT, PHY-
SICIANS INSURERS ASSOCIATION OF AMERICA; AND DON-
ALD J. PALMISANO, PRESIDENT, AMERICAN MEDICAL ASSO-
CIATION

Ms. LEWINSKI. My name is Heather Lewinski. I am a 17-year-old
high school senior. I recently saw President Bush on television say-
ing that Congress should pass a law saying that doctors or hos-
pitals who injure people through their medical mistakes should
never have to pay the patients more than $250,000 for their pain
and suffering. I do not believe that doctors should be blamed for
everything bad that happens to a patient, but if they make a mis-
take the patient’s pain and suffering can be way more than
$250,000. Unfortunately, I know this from personal experience.

When I was 8 years old, a doctor performed a surgery on my face
that never should have been done. He told my parents that he had
tried this surgery successfully on many other patients with my con-
dition, but my parents and I later found out that that was not true.
This doctor had never done the surgery before; and, in fact, we
were told that no doctor in the whole United States had ever rec-
ommended this surgery for a condition like mine. I feel like the
doctor was using me as a guinea pig.

The doctor told my parents that he would be able to take care
of my problem with two easy surgeries a few months apart. He also
told my parents that I would have no visible scars. I wish that doc-
tor had just told the truth. I ended up with horrible scars all over
my face, and I have gone through 14 major surgeries on my face
to try to correct what he did. I have had so much pain over the
past 10 years I can’t even begin to tell you about all of it.

I never had any surgery before this doctor operated on me, so I
never knew what to expect. After I went through the first surgery,
I had so much pain like I had never felt before. Since then, it has
never gotten better with any of my surgeries and in addition has
instilled a horrible fear. Every time one of my surgeries is ap-
proaching I would get frightened and always thinking about the
surgery and the pain I would be in. It would get so bad that I actu-
ally would have to sleep with my mother for many nights before
the surgery. That went on with all of my operations, and it did not
matter whether I was 9 or 13 or 14 years old. This makes me feel
stupid. Here I am a teenager, but I end up sleeping with my mom
because I am so afraid of surgery, the hospital and everything that
goes with it.

After every surgery I had I would be forced to stay in the hos-
pital for awhile. Then when I go home where I would be in bed or
on the sofa for weeks. My mouth would be wired shut. My face
would be swollen. My entire head would be wrapped in bandages.
Sometimes the pain was so bad it would feel like my whole face
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was going to explode. It was like someone had a hammer and kept
hitting me.

I remember 1 day we were driving to the hospital for one of my
surgeries, and it was around Christmas time. There was a song on
the radio called, It’s a Marshmallow World. I started to cry, and
I said to myself, it really isn’t a marshmallow world.

I will never forget the first time I looked at my face after sur-
gery. The doctor told us that I wouldn’t have any noticeable scars.
I took the bandages off my face and looked in the mirror and just
cried. I could not believe what he had done to my face. He tried
to do another surgery to fix it, but that only made things worse.
I not only had these thick red scars all over my face but now the
corner of my mouth was all pulled down. I looked like I had a
stroke.

After all of my surgeries, my face and my whole body would hurt
so bad. I wanted to hide away because I did not want anyone to
see me. My appearance was so gruesome that no one should have
to see me.

From third grade through 8th grade, I missed so much school
from all the surgeries that I had trouble keeping up. In third
grade, I missed from March until the end of the year. In fourth
grade, I missed from Thanksgiving break until the rest of the
school year. In fifth, sixth, seventh, and eighth grades, I missed
anywhere from 3 to 5 months of school each year. I had to have
tutors and be home schooled all this time. I remember that even
though I have always been a good student they had to label me
“special ed” because I missed so much time. I hated that label.

I still cannot believe I have gone through 14 surgeries. You never
get used to the pain, and the fear never goes away. But by far the
worst the part about everything that has happened to me is the
way my face looks and how people treat me. I wish people could
see the inside of me and know the kind of person I really am, but
all they see is those scars on my face, and they stare. From third
grade until now, every time I walk into the halls or into class or
in the cafeteria people are staring. The kids in school constantly
tease me and called me names like Two Face, the character from
the Batman movie. I hated to eat in the cafeteria because I could
not close my mouth, and I would drool. Because of the corner of my
mouth, the way my mouth looked, the kids would walk around
school and pull down their lip and mock me like they had a stroke.

I hate to go out in public because adults stare, and some of them
even come up to me and ask questions. I remember once being in
an ice cream parlor with my family, and there was a lady with her
son, and she just kept pointing to my face and then talking to her
son. This sort of thing happens to me all the time.

I really like people, but I have only one close friend, my
girlfriend Angela who I grew up with. It is so hard for me to meet
new people and make friends because they just stare. And even a
few other kids who are supposedly my friends at school will not
walk with me in the halls, and it seems like they are always two
to three steps behind me. I quit riding the bus from school a long
time ago because it was torture. My mom has to take me to school
and pick me up.



31

Sometimes I wish so hard that there was some magic that I
could just make myself invisible to other people and still be able
to enjoy them.

I am now a high school senior, and I have never had a boy ask
me on a date. I will be 18 in a few months, and I have never kissed
a boy. I remember one time sitting in the cafeteria a few years ago,
and a boy came up to me and asked me if I was doing anything
on Friday. I was so excited that I almost fell over, but then he went
back to his table with his friends, and they started laughing and
pointing at me, and I realized it was just a joke.

The only school dance I ever attended was in ninth grade. It was
a Valentine’s Day dance, and I wanted to go so bad, but no one
asked me. I finally asked out a boy that lives next to me if he
would go, and he was so nice that he could not say no. I was so
excited, and my parents really bought me the works—a new dress,
new shoes, makeup, hair. My dad told me I looked like a princess,
and I just remember looking in the mirror and seeing my face and
hoping that the boy would not be looking at my scars.

I have never really been involved in school activities because I
just do not have that many friends. The one activity that I have
that I really love is training and showing dogs. I have been doing
that for a few years. Other people hire me to train and show their
dog, and I also train and show my own dogs. I usually compete in
dog shows on the weekends in New York and some other States.
I have been really lucky and have been able to win several awards
competing against adults at the dog shows. I think one of the rea-
sons that I like dog training so much is that animals can’t stare
or laugh at you.

I will be graduating from high school on time in a few months,
and I have already been accepted into college. Because of my fears
of meeting new people. I chose a college that is close to my house
so I do not have to stay in a dorm with other kids.

My biggest wish is that someday I will find a boy who will look
at and see me for what is on the inside of my heart and my mind
and not my appearance. I would love to get married and have a
family some day, but if I am honest with myself I do not know that
that will ever happen, so I have made other plans. I will finish col-
lege and become a kindergarten teacher. I have always loved baby-
sitting kids and being around them. Little children do not stare so
much, and they just accept you for what is inside. I will teach
school and live in the country with lots of dogs, and I will be self-
sufficient.

I know that the President is trying to make good decisions, but
if he could see everything that I have gone through for the last 10
years and everything that I am going to go through for the rest of
my life, I think he would realize that he is wrong about this law
and that every patient is entitled to be judged as an individual
based on what they have gone through.

I think that most doctors try to do the best they can for people.
But sometimes they do things that should not be done. And when
that happens, I think she should be responsible for all the harm
they cause and not just part of it. I know that nothing could be
done to change what has happened to me. But I hope that if we
keep the laws strong, maybe a doctor will be more careful in the
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future and no other little girl will have to go through what I have.
Thank you.
[The prepared statement of Heather Lewinski follows:]

PREPARED STATEMENT OF HEATHER LEWINSKI

My name is Heather Lewinski. I am a 17-year-old high school senior. I recently
saw President Bush on television saying that Congress should pass a law saying
that doctors or hospitals who injure people through their medical mistakes should
never have to pay the patients more than $250,000 for their pain and suffering. I
do not believe that doctors should be blamed for everything bad that happens to a
patient, but if they make a mistake, the patient’s pain and suffering can be way
more than $250,000. Unfortunately, I know this from personal experience.

When I was 8 years old, a doctor performed a surgery on my face that never
should have been done. He told my parents that he had tried this surgery success-
fully on many other patients with my condition, but my parents and I later found
out that was not true. This doctor had never done the surgery before and, in fact,
we were told that no doctor in the whole United States had ever recommended this
sur'gery for a condition like mine. I feel like the doctor was using me as a guinea

ig!

The doctor told my parents that he would be able to take care of my problem with
two easy surgeries a few months apart. He also told my parents I would have no
visible scars. I wish that doctor had just told the truth! I ended up with horrible
scars all over my face, and I have gone through 14 major surgeries on my face to
try to correct what he did. I have had so much pain over the past ten years and
I can’t even begin to tell you about all of it.

I never had any surgery before this doctor operated on me, so I never knew what
to expect. After I went through the first surgery, I had so much pain like I had
never felt before. Since then, it has never gotten better with any of my surgeries,
and in addition has instilled a horrible fear. Every time one of my surgeries was
approaching, I would get very frightened and always thinking about the surgery and
the pain I will be in. It would get so bad that I would actually have to sleep with
my mother for many nights before the surgery. That went on with all of my oper-
ations, and it did not matter whether I was 9, 13 or 14 years old. This makes me
feel stupid. Here I am a teenager, but I end up sleeping with mom because I am
so afraid of surgery, the hospital, and everything that goes with it.

After every surgery I had, I would be forced to stay in the hospital for a while.
Then when I go home where I would be in bed or on the sofa for weeks and weeks.
My mouth would be wired shut. My face would be swollen; my entire head would
be wrapped in bandages. Sometimes the pain was so bad it would feel like my whole
face was going to explode. It was like someone had a hammer and kept hitting me
and hitting me.

I remember one day we were driving to the hospital for one of my surgeries, and
it was around Christmas time. There was a song on the radio called, “It’s a Marsh-
mallow World,” and I started crying and saying to myself, “It really isn’t a marsh-
mallow world.”

I will never forget the first time I looked at my face after surgery. The doctor told
us that I wouldn’t have any noticeable scars. I took the bandages off my face and
looked in the mirror, and I just cried. I could not believe what he had done to my
face. He tried to do another surgery to fix it, but that only made things worse. I
not only had these thick red scars all over my face, but now the corner of my mouth
was all pulled down. I looked like I had a stroke!

After all of my surgeries, my face and whole body would hurt so bad. I wanted
to hide away because I did not want anyone to see me. My appearance was so grue-
some that no one should have to see me.

From third grade through eighth grade, I missed so much school from all of the
surgeries that I had trouble keeping up. In third grade, I missed from March until
the end of the year. In fourth grade, I missed from Thanksgiving break til the rest
of the school year. In fifth, sixth, seventh and eighth grades, I missed anywhere
from 3-5 months of school each year. I had to have tutors and be home schooled
all this time. I remember that, even though I have always been a good student, they
had to label me as “special ed” because I missed so much time from school. I hated
that label!

I still cannot believe I have gone through 14 surgeries. You never get used to the
pain, and the fear never goes away. But by far the worst part about everything that
has happened to me is the way my face looks and how people treat me. I wish peo-
ple could see the inside of me and know the kind of person I really am, but all they
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see is those scars on my face, and they stare and glare at me. From third grade
until now, every time I walk in the halls or into class or in the cafeteria, people
are staring, and I hate it! The kids in school have constantly teased me and called
me names like “Two Face,” the character from the Batman movie. I hated to eat
in the cafeteria because I could not close my mouth, and I would drool profusely.
Because of the way the corner of my mouth looked, the kids would walk around
school and pull down their lip and mock me like they had a stroke.

I hate to go out in public because adults stare, and some of them even come up
to me and ask questions. I remember once being in an ice cream parlor with my
family and there was a lady with her son, and she just kept pointing to my face
and then talking to her son. This sort of thing happens to me all the time.

I really like people, but I have only one close friend, my girlfriend Angela who
I grew up with. It is so hard for me to meet new people and make friends because
they just stare. Even a few other kids who are supposedly my “friends” at school
will not walk with me in the halls, and it seems like they always stay 2-3 steps
behind me. I quit riding the bus from school a long time ago because it was torture.
My mom has to take me to school and pick me up.

Sometimes, I wish so hard that there was some magic, and I could just make my-
self invisible to other people but still be able to enjoy them.

I am now a high school senior and I have never had a boy ask me on a date. I
will be 18 in a few months, and I have never kissed a boy. I remember one time
sitting in the cafeteria a few years ago, and a boy came up to me and asked me
if I was doing anything on Friday. I was so excited that I almost fell over, but then
he went back to his table with his other friends, and they all started laughing and
pointing at me, and I then realized lit was just a big joke. I heard him say some-
thing like “Why would I go out with an ugly two-face loser?”

The only school dance I ever attended was in 9th grade. It was the Valentine’s
Day dance, and I wanted to go so bad, but no one asked me. I finally asked our
a boy that lives next to me if he would go with me, and he was so nice that he
could not say no. I was so excited and my parents really bought me the works—
a new dress, new shoes, make up, hair. My dad told me that I looked like a princess,
and then I just remember looking in the mirror and seeing my face and hoping that
the boy would not be looking at my scars.

I have never really been involved in school activities because I just do not have
that many friends. The one activity that I have that I really love is training and
showing dogs. I have been doing that for a few years. Other people hire me to train
and show their dog, and I also train and show my own dogs. I usually compete in
dog shows on the weekend in New York and some other states. I have been real
lucky and have been able to win several awards competing against adults at these
shows. I think one of the reasons that I like dog training so much is that animals
can’t stare or laugh at you.

I will be graduating from high school in a few months, and I have already been
accepted into college. Because of my fears of meeting new people, I chose a college
that is close to my house so that I do not have to stay in a dorm with other kids.

My biggest wish is that someday I will find a boy who will look and see me for
what is on the inside my heart and in my mind and not my appearance. I would
love to get married and have a family some day, but if I am honest with myself,
I do not know if that will ever happen so I have made other plans. I will finish col-
lege and become a kindergarten teacher. I have always loved babysitting kids and
being around them. Little children do not stare so much, and they just accept you
for what’s inside. I will teach school and live in the country with lots of dogs, and
I will be self-sufficient.

I know that the President is trying to make good decisions, but if he could see
everything that I have gone through for the last ten years and everything that I
am going to go through for the rest of my life, I think he would realize that he is
wrong about this law and that every patient is entitled to be judged as an individual
based on what they have gone through. I think that most doctors try to do the best
they can for people, but sometimes they do things that should not be done, and
when that happens, I think they should be responsible for all of the harm they
cause and not just part of it.

I know that nothing can be done to change what happened to me, but I hope that
if we keep the laws strong maybe a doctor will be more careful in the future and
no other little girl will have to go through what I have.

Thank you very much.

Mr. BILIRAKIS. Thank you, Heather, and you are going to be a
tough act for anyone to follow.
But Mr. Hurley is next.
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STATEMENT OF JAMES HURLEY

Mr. HURLEY. It is indeed a tough act to follow. Chairman Bili-
rakis, Ranking Member Brown and members of the subcommittee,
thank you for inviting me to testify today on behalf of the Amer-
ican Academy of Actuaries. The Academy is the public policy and
professionalism organization for actuaries practicing in all speciali-
ties within the United States. The Academy is nonpartisan and as-
sists the public policy process through the presentation of clear and
objective actuarial analysis. The Academy also develops and up-
holds actuarial standards of conduct qualification and practice. For
those not familiar with actuaries, actuaries collect and evaluate
loss and exposure data to advise about rates to be charged for pro-
spective coverage and reserve liability to be carried related to cov-
erage already provided.

The Academy appreciates this opportunity to comment on issues
related to the availability and pricing of medical malpractice insur-
ance. In the time available, I would like to highlight a few key
points from my written statement. I will start by discussing recent
experience in the medical malpractice line of business. During the
1990’s, the medical malpractice line experienced favorable oper-
ating results. This was contributed to by favorable reserve develop-
ment on prior coverage years and healthy investment returns. In-
surers competed aggressively. Health care providers shared in the
benefit of improved loss experience and higher levels of investment
income through stable or decreasing charged premiums.

Recently, however, the cost of medical malpractice insurance has
been rising. Rate increases have been precipitated in part by the
growing size of claims, more frequent claims in some areas and
higher defense costs. The decline in expected future bond yields ex-
acerbates the need for rate increases. From a financial standpoint,
medical malpractice results deteriorated for the 3 years ending
2001. 2002 data is not yet available, but is projected to reflect simi-
lar results.

Two indicators of financial results are the combined ratio and the
operating ratio. We can obtain these indicators or reporting from
AM Best Company, a company that offers comprehensive data to
insurance professional and tracks these results. The combined ratio
is an indication about how the company is doing in its insurance
underwriting. For all companies reporting to AM Best, the com-
bined ratio of 130 percent and 134 percent for 1999 and 2000 re-
spectively, deteriorated to 153 percent for 2001. For underwriting
this represents a loss of 53 cents on each dollar of premium written
in 2001.

Preliminary projections for 2002 are for a combined ratio of just
under 140 percent. A measure of the overall profitability of insur-
ers is the operating ratio. The AM Best operating ratio adjusts the
combined ratio for other expense and income items primarily in-
vestment income but it is before Federal income tax. The operating
ratio for 1999/2000 was approximately 106 percent indicating a net
loss of six cents on every dollar of premium. This deteriorated to
134 percent in 2001, indicating a loss of 34 cents on every dollar
of premium. Given lower interest income, the 2002 operating ratio
will probably not improve as much as the projected improvement
in the combined ratio. At these levels, 2001 and 2002 results are
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the worst they have been in 15 years or more, approximating levels
of the 1980’s.

This data is clear. Today the loss in operating environment has
deteriorated. Benefits of favorable reserve development appear to
be gone and the available investment income offset has declined.
In fact, some see that the reserve liabilities may require increases
to cover current ultimate loss obligations. As a result, rates for
both insurers and reinsurers need to increase to properly align
with current loss and investment income levels. Companies failing
to do this jeopardize their surplus base and their financial health.
My written statement summarizes the two key drivers of financial
results and their effects on operating results and surplus for some
30 companies specializing in this coverage. These companies rep-
resent about one third of the companies reporting to AM Best. The
results for these companies are more favorable than the overall in-
dustry, but reflect similar deterioration.

In chart B on page 6 of my testimony, the total after-tax oper-
ating income for these companies is shown. The favorable operating
income of the earlier years in the 20 percent neighborhood declines
to a slight profit in 2000 and to a 10 percent loss in 2001. Regard-
ing the impact on surplus chart E on page 8 of my testimony dem-
onstrates the change in surplus from year to year for these same
companies. Surplus increased through 1999 but at a decreasing
rate. Importantly however, surplus declined in 2000 and more sig-
nificantly in 2001. This is important because surplus represents
the capital base for these insurers. Its decline reduces capacity to
write new or renewing business prospectively and lessens insurers
ability to absorb any adverse development on business written in
prior years.

This, coupled with voluntary and involuntary withdrawals, for
example, Saint Paul, MIIX, reciprocal of America has contributed
to availability problems in addition to affordability problems. Com-
panies continuing to write medical malpractice insurance must in-
terpret the current experience and determine what rates to charge
for prospective coverage. In addition, tort reform is discussed as
one means to address the current challenges. The Academy, which
takes no position for or against tort reform, has previously re-
viewed and commented on this subject. These observations include,
one, a package that performs is more likely than individual reforms
to affect losses and premiums.

Two, key among reforms is a per medical injury non-economic
cap at a relatively low level and mandatory collateral source rule.

Three, poorly crafted reforms can actually increases losses and
therefore rates.

Four, we must have reasonable expectations. Reforms may not
yield immediate rate reductions, particularly given the rate in-
creases being implemented today, since the actual effect including
judicial confirmation will not be immediately known. Such reforms
do not affect the economic components of the claim costs, and thus
severity will still likely drive the need for increases in the future,
but perhaps at some lower level. Such reform should make the loss
environment more predictable, encourage market participation and
reduce concerns of insurers about large subjective non economic
damage components to claims.
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In closing, I should comment on some frequent misconceptions.
One misconception is that companies are increasing rates to recoup
stock market losses. This is not true. The rate making process is
forward looking and does not reflect loadings for past pricing inad-
equacy or past investment losses. It reflects expectations of future
loss costs and on the investment side primarily prospective interest
yields. In general, when prospective bond yields decline, rates will
increase, all else being equal. Additionally, rates and investments
are subject to regulatory oversight in most States. A second mis-
conception is that companies cause the current problems. Medical
malpractice is difficult to price and underwrite successfully which
is, in part, why companies specializing in the coverage dominate it.
Companies made decisions in the mid to late 1990’s expecting con-
tinuation of recent stable

Mr. BILIRAKIS. Please finish up, would you, sir.

Mr. HURLEY. Yes, sir. Unfortunately, the environment changed
and loss costs increased, favorable reserve development ceased and
investment yields declined and reinsurance costs jumped. This
caused rates that need to increase. The Academy and I appreciate
the opportunity to provide an actuarial perspective to these impor-
tant issues, and we will be glad to provide the subcommittee with
any additional information that would be helpful in your delibera-
tion.

Mr. BiLiRAKIS. Thank you. Thank you, sir. I am sure we will give
you an opportunity during the inquiry to finish up.

[The prepared statement of James Hurley follows:]

PREPARED STATEMENT OF JAMES HURLEY, CHAIRPERSON, MEDICAL MALPRACTICE
SUBCOMMITTEE, AMERICAN ACADEMY OF ACTUARIES

INTRODUCTION

The American Academy of Actuaries appreciates the opportunity to provide com-
ments on issues related to patient access to health care and, in particular, the avail-
ability and pricing of medical malpractice insurance. The Academy hopes these com-
ments will be helpful as Congress considers related proposals.

This testimony discusses what has happened to medical malpractice financial re-
sults and its likely effect on rates, tort reform, and some discussion of frequent mis-
conceptions.

MEDICAL MALPRACTICE—WHAT HAS HAPPENED?

The medical malpractice insurance marketplace is in serious turmoil after an ex-
tended period of reported of high profitability and competitiveness during the 1990s.
This turmoil began with serious deterioration in financial results, continued with
some consequences of these results and, at least at this point, gives rise to an uncer-
tain future. Industry-wide financial results reflect a 2001 combined ratio (the meas-
ure of how much of a premium dollar is dedicated to paying insurance costs of the
company in a calendar year) that reached 153 percent and an operating ratio (reduc-
ing the combined ratio for investment income) of about 135 percent; the worst re-
sults since separate tracking of this line of business began in 1976. Projections for
2002 are for a lower combined ratio of approximately 140 percent and probable less-
er improvement in the operating ratio. This follows 1999 and 2000 operating ratios
of 106 percent.

The consequences of these poor financial results are several. Insurers have volun-
tarily withdrawn from medical malpractice insurance (e.g., St. Paul, writer of ap-
proximately nine percent of total medical malpractice insurance premium in 2000)
or have selectively withdrawn from certain marketplaces or segments of medical
malpractice insurance. In addition, several insurers have entirely withdrawn due to
poor financial results (e.g., Phico, MIIX, Frontier, Reciprocal of America, some of
which are under regulatory supervision). Overall, premium capacity has been re-
duced by more than 15 percent. These withdrawals fall unevenly across the states
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and generally affect those identified as jurisdictions with serious problems more se-
verely than others.

Capacity to write business would have decreased even more if not for the fact that
much medical malpractice coverage is written by companies specializing in this cov-
erage, some of whom were formed for this specific purpose.

The future outlook is not positive, at least in the short term. Claim costs are in-
creasing more rapidly now than they were previously. Further, the lower interest
rate environment would require higher premium rates, even if losses were not in-
creasing. The combined effect is that there are likely to be more poor financial re-
sults and additional rate increases.

Background

Today’s premium increases are hard to understand without considering the expe-
riences of the last decade. Rates during this time period often stayed the same or
decreased relative to the beginning of the period due to several of the following fac-
tors:

e Favorable Reserve Development—Ultimate losses for coverage years in the late
1980s and early 1990s have developed more favorably than originally projected.
Evidence of this emerged gradually over a period of years as claims settled.
When loss reserves for prior years were reduced, income was contributed to the
current calendar years, improving financial results (i.e., the combined and oper-
ating ratios). That was the pattern during the middle to late 1990s for 30 pro-
vider-owned medical malpractice insurers whose results are shown in Chart A.
What is evident from that chart is that favorable reserve development (shown
as a percentage of premium) was no longer a significant factor in 2001 for these
insurers as the effect approached zero. In contrast to the experience of these
provider-owned insurers, the prior-year reserves for the total medical mal-
practice line of business actually deteriorated in 2000 and in 2001.

e Low Level of Loss Trend—The annual change in the cost of claims (frequency and
severity) through most of the 1990s was lower than expected by insurers, vary-
ing from state to state and by provider type. This coincided with historically low
medical inflation and may have benefited from the effect of tort reforms of the
1980s. Rates established earlier anticipated higher loss trends and were able to
cover these lower loss trends to a point. As a result, rate increases were uncom-
mon and there were reductions in several states. This was justified in part be-
cause the rates established at the beginning of the last decade proved too high,
inasmuch as carriers had assumed higher loss trends.

Insurers responded to the emerging favorable loss trend in different ways.
Some held rates stable and paid policyholder dividends or gave premium dis-
counts. Some reduced filed rates. Others increased rates modestly and tried to
refine pricing models to improve overall program equity. In general, however,
premium adequacy declined in this period. Collected rates came into line with
insurers’ costs, but competitive actions pushed rates even lower, particularly in
some jurisdictions.

* High Investment Yields—During the 1990s, investment returns produced a real
spread between fixed income rates of return and economic inflation. Counter to
what some may believe, medical malpractice investment results are based on
a portfolio that is dominated by bonds with stock investments representing a
minority of the portfolio. Although medical malpractice insurers had only a
modest holding of stocks, capital gains on stocks also helped improve overall fi-
nancial results. These gains improved both the investment income ratio and the
operating ratio.

* Reinsurers Helped—Many medical malpractice insurers are not large enough to
take on the risks inherent in this line of insurance on their own. The additional
capacity provided by reinsurers allows for greater availability of medical mal-
practice. Similar to what was happening in the primary market, reinsurers re-
duced rates and covered more exposure, making the net results even better.

e Insurers Expanded Into New Markets—Given the financial results of the early-
to-mid-1990s, some insurers expanded into new markets (often with limited in-
formation to develop rates). They also became more competitive in existing mar-
kets, offering more generous premium discounts. Both actions tended to push
rates down.

What Has Changed?

Although these factors contributed to the profitability of medical malpractice in-
surance in the 1990s, they also paved the way for the changes that began at the
end of the decade.
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* Loss Trend Began to Worsen—Loss cost trends, particularly claim severity, start-
ed to increase toward the latter part of the 1990s. The number of large claims
increased, but even losses adjusted to eliminate the distortions of very large
claims began to deteriorate. This contributed to indicated rate increases in
many states.

* Loss Reserves Became Suspect—As of year-end 2001, aggregate loss reserve levels
for the industry are considered suspect. Reserve reductions seem to have run
their course. As mentioned earlier, the total medical malpractice insurance in-
dustry increased reserves for prior coverage year losses in 2000 and 2001, al-
though results vary on a company-by-company basis. Some observers suggest
that aggregate reserves will require further increases, particularly if severity
trends continue or intensify.

* Investment Results Have Worsened—Bond yields have declined and stock values
are down from 1990s highs. The lower bond yields reduce the amount of ex-
pected investment earnings on a future policy that can be used to reduce pro-
spective rates. A one percent drop in interest rates can be translated to a pre-
mium rate increase of two to four percent (assuming no changes in other rate
components) due to the several year delay in paying losses on average. A 2.5
percent drop in interest rates, which has occurred since 2000, can translate into
rate increases of between 5 percent and 10 percent. Note that this factor may
discourage an insurer from maintaining market presence and also may discour-
age new entrants.

e The Reinsurance Market Has hardened—Reinsurers’ experience deteriorated as
their results were affected by increased claim severity and pricing changes ear-
lier in the decade. Because reinsurers generally cover the higher layers of
losses, their results are disproportionately influenced by increases in claim se-
verity. This, coupled with the broadly tightened reinsurance market after Sept.
11, has caused reinsurers to raise rates substantially and tighten reinsurance
terms for medical malpractice.

The bottom line is that these changes require insurers to increase rates if they
are to preserve their financial health and honor future claim payments.

The Results

To obtain a better understanding of the effect of these changing conditions, we
focus on the results of 30 specialty insurers that are primarily physician owned or
operated and that write primarily medical malpractice business. Their results re-
flect the dynamics of the medical malpractice line. This sample represents about
one-third of the insured exposures in the United States.

These insurers, achieving more favorable financial results than that of the total
industry, showed a slight operating profit (four percent of premiums) in 2000. This
deteriorated to a 10-percent operating loss in 2001 (see Chart B).

There are two key drivers of these financial results:

¢ Insurance Underwriting—For these companies, a simplified combined ratio was
calculated by dividing calendar year loss and loss adjustment and underwriting
expenses by premium. The combined ratios were 124 percent and 138 percent
in 2000 and 2001, respectively. That means in 2001, these insurers incurred
$1.38 in losses and expenses for each $1.00 of premium. The preceding five
years were fairly stable, from 110 percent to 115 percent. Deterioration of the
loss and loss adjustment expense ratio drove these results; the underwriting ex-
pense ratio remained relatively constant (see Chart C).

¢ Investment Income—Pre-tax investment income (including realized capital gains
and losses) derives from policyholder-supplied funds invested until losses are
paid as well as from the company capital (“surplus”). The ability of investment
income to offset some of the underwriting loss is measured as a percentage of
earned premiums. This statistic declined during the measurement period from
the mid-40 percent to the mid-30 percent level and, in 2001, to 31 percent (see
Chart D).

This offset will continue to decline because (i) most insurer-invested assets are
bonds, many of which were purchased before recent lower yields, and interest earn-
ings do not yet fully reflect these lower yields; and (ii) the premium base is growing
due to increased rates and growth in exposure. Invested assets are not increasing
as rapidly as premium and, therefore, investment income as a percentage of pre-
mium will decline.

The effect of these results on surplus is reflected in Chart E, which shows the
percent change in surplus from one year to the next. Surplus defines an insurer’s
capacity to write business prospectively and to absorb potential adverse loss devel-
opment on business written in prior years (see Chart E).
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Tort Reform

Some states enacted tort reform legislation after previous crises as a compromise
between affordable health care and an individual’s right to seek recompense. The
best known is the Medical Injury Compensation Reform Act or MICRA, California’s
tort reform package. Since MICRA’s implementation in 1975, California has experi-
enced a more stable marketplace and lower premium increases than have most
other states.

Tort reform has been proposed as a solution to higher loss costs and surging rates.
Many are suggesting reforms modeled after California’s MICRA, although some
have cautioned against modifying the MICRA package. The Academy, which takes
no position for or against tort reforms, has previously reviewed and commented on
this subject. Based on research underlying the issue, we observe the following:

e A coordinated package of tort reforms is more likely than individual reforms to
achieve savings in malpractice losses and insurance premiums.

* Key among the reforms in the package are a cap on non-economic awards (on a
per-event basis and at some level low enough to have an effect; such as
MICRA’s $250,000) and a mandatory collateral source offset rule.

* Such reforms may not assure immediate rate reductions, particularly given the
size of some increases being implemented currently, as the actual effect, includ-
ing whether or not the reforms are confirmed by the courts, will not be imme-
diately known.

* These reforms are unlikely to eliminate claim severity (or frequency) changes but
they may mitigate them. The economic portion of claims is not affected if a non-
economic cap is enacted. Thus rate increases still will be needed.

¢ These reforms should reduce insurer concerns regarding dollar awards containing
large, subjective non-economic damage components and make the loss environ-
ment more predictable.

» Poorly crafted tort reforms could actually increase losses and, therefore, rates.

FREQUENT MISCONCEPTIONS

In closing, it might be helpful to address some frequent misconceptions about the
insurance industry and medical malpractice insurance coverage.

Misconception 1: “Insurers are increasing rates because of investment losses, particu-
larly their losses in the stock market.”

As we have pointed out, investment income plays an important role in the overall
financial results of insurers, particularly for insurers of medical professional liabil-
ity, because of the long delay between payment of premium and payment of losses.
The vast majority of invested assets are fixed-income instruments. Generally, these
are purchased in maturities that are reasonably consistent with the anticipated fu-
ture payment of claims. Losses from this portion of the invested asset base have
been minimal, although the rate of return available has declined.

Stocks are a much smaller portion of the portfolio for this Group, representing
about 15 percent of invested assets. After favorable performance up through the lat-
ter 1990s, there has been a decline in the last few years, contributing to less favor-
able investment results and overall operating results. Investment returns are still
positive, but the rates of return have been adversely affected by stock declines and
more so by lower fixed income investment yields.

In establishing rates, insurers do not recoup investment losses. Rather, the gen-
eral practice is to choose an expected prospective investment yield and calculate a
discount factor based on historical payout patterns. In many cases, the insurer ex-
pects to have an underwriting loss that will be offset by investment income. Since
interest yields drive this process, when interest yields decrease, rates must increase.

Misconception 2: “Companies operated irresponsibly and caused the current prob-
lems.”

Financial results for medical liability insurers have deteriorated. Some portion of
these adverse results might be attributed to inadequate knowledge about rates in
newly entered markets and to being very competitive in offering premium discounts
on existing business. However, decisions related to these actions were based on ex-
pectations that recent loss and investment markets would follow the same relatively
stable patterns reflected in the mid-1990s. As noted earlier, these results also bene-
fited from favorable reserve development from prior coverage years. Unfortunately,
the environment changed on several fronts (loss cost levels increased, in several
states significantly; the favorable reserve development ceased; investment yields de-
clined; and reinsurance costs jumped.
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While one can debate whether companies were prudent in their actions, today’s
rate increases reflect a reconciliation of rates and current loss levels, given available
interest yields. There is no added cost for past mispricing. Thus, although there was
some delay in reconciling rates and loss levels, the current problem reflects current
data.

Misconception 3: “Companies are reporting losses to justify increasing rates.”

This is a false observation. Companies are reporting losses primarily because
claim experience is worse than anticipated when prices were set. Several companies
have suffered serious adverse consequences given these financial results, including
liquidation or near liquidation. Phico, MIIX, Frontier and, most recently, the Recip-
rocal of America, are all companies forced out of the business and in run-off due
to underwriting losses. Further, the St. Paul Cos., formerly the largest writer of
medical malpractice insurance, is now in the process of withdrawing from this mar-
ket. One reason for this decision is an expressed belief that the losses are too unpre-
dictable to continue to write the business.

The Academy appreciates the opportunity to provide an actuarial perspective on
these important issues and would be glad to provide the subcommittee with any ad-
ditional information that might be helpful.

CHART A: LOSS RESERVE DEVELOPMENT AS
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CHART C: COMBINED RATIO
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Mr. BILIRAKIS. Let’s see. Mr. Hiestand. Is that correct?
Mr. HIESTAND. Hiestand.
Mr. BiLiRAKIS. Thank you.

STATEMENT OF FRED J. HIESTAND

Mr. HIESTAND. There was once a Member of Congress, actually
there were two by that name. But I don’t know whether we are re-
lated. Anyway I appreciated hearing the opening remarks of every-
one, and sort of feel from listening to that, that I am not sure how
much we have to teach you. You seem to be well versed on it. But
it does sound to me simply like deja vu all over again, as Yogi
Berra would say. Because when I first had my baptism over this
issue, it was back in California in 1974 through 1976 when Henry
Waxman, who was then the chairman of the Assembly Health
Committee, asked if I would be the consultant on medical mal-
practice because a number of health care providers, professional as-
sociations, had said to him at the time as the chairman of the
Health Committee, that this was a burgeoning problem.

They had experienced just a couple of years previously, some
very large increases in their malpractice rates, and they wanted
him to look into it and see what could be done. I think Mr. Wax-
man asked me to get involved because we worked together, and I
knew nothing about the subject, meaning I didn’t have a bias one
way or the other, though I suppose since my background was as
a poverty and public interest lawyer up until then, I had a bias,
it was sort of plaintiff-oriented. The notion that we would all had
been taught in law school was the purpose of the tort system was
to restore people to whole and restoring people to whole meant
every kind of damage that could be brought to bear on the subject
in the way of compensation.

But I did what you are all familiar with doing when I became
the consultant of this committee, and that is, go around and inter-
view all the experts on the subject, the self-identified and other rec-
ognized experts, and then we set up hearings and we held a num-
ber of hearings and produced a committee report that made rec-
ommendations that are now mirrored in H.R. 5 the heart of it I
would say, the recommendations on collateral source, you know,
other sources of income that injured people are entitled to receive
for the injuries they are suing on, besides just the damages from
the defendant, periodic payments for future injuries that people are
going to get, or future damages that they would get; sliding contin-
gency fee scale so that the more seriously injured patients got a
larger share of the income than the attorney and so forth.

Now, one of the recommendations that fell on the cutting room
floor and turns out to be the heart of MICRA was the limit on non-
economic damages. That was felt when the preliminary report
came out in June 1974 predicting that there was going to be a cri-
sis, but, of course, we predicted what everybody told us with the
exception of the organized plaintiffs bar that there was a crisis and
that was going to hit some time soon. You predict those things and
you never know whether you are going to be accurate or not. We,
unfortunately, were more accurate than we wanted to be because
December of that year, California physicians, hospitals and oth-
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ers were hit with 400 percent increases in their malpractice insur-
ance premiums.

And Mr. Waxman left and came back to Congress. I was still sort
of stuck there as consultant to the Select Committee, which How-
ard Berman had taken over at the time. And we had been dis-
cussing what we were going to do with that committee in his office
when the calls came in from the reporters about the increase in the
malpractice rate.

So the crisis hit California, but at least we had some rec-
ommendations about what to do about it that had been based on
a 2-year study and a lot of hearings. And Governor Brown called
a special session and asked if I would be his advisor on mal-
practice, and that is when he really put his finger on what I think
is one of the early seminal views about why you probably need to
limit non-economic damages when you have this kind of a crisis.
He asked me if anything had been left on the cutting room floor,
Governor Brown did in the way of recommendations, and I said
yeah, the limit on non-economic damages. He asked why. I said it
was felt to be maybe too draconian, too controversial, so we just left
it out.

And he said, well, what is controversial about it and I said lim-
iting people for non economic damages just didn’t strike people
right. And his remark to me was, have you read Roger Traynor’s
dissenting opinion in the case of Seffert versus L.A. Transit Au-
thority? And to those of you not familiar with Roger Traynor, he
was the chief justice for the California Supreme Court for a num-
ber of years, one of the most respected liberal jurists and the father
of modern products liability law, a big believer in loss spreading.
Roger Traynor’s dissenting opinion in that case, which was, in
1962, over an award of about $54,000 said, you know, you can’t
continue to pay people for non-economic damages if you really want
to compensate them for their true losses.

But that is not for the courts to decide, he said. It is for the legis-
lature. So Governor Brown suggested that we do limit non-eco-
nomic damages, and when the democratically controlled legislature
faced with that crisis, they came up with a limit of $250,000, which
seems, according to the Office of Congressional Office of Technology
Assessment, the Rand Corporation and the Health and Human
Services Agency, has been the single most important factor respon-
sible for keeping malpractice premiums from skyrocketing out of
hand in California.

So we like what you are doing in H.R. 5. We think things have
been stable in California for more than a quarter of a century now
as a result of MICRA. We wish we never had to face the crisis, but
it turns out we came up with a solution that seems to work. And
we hope it would work for everybody else. Thank you.

[The prepared statement of Fred J. Hiestand follows:]

PREPARED STATEMENT OF FRED J. HIESTAND, CEO AND GENERAL COUNSEL,
CALIFORNIANS ALLIED FOR PATIENT PROTECTION

Mr. Chairman and Members of the Committee: Thank you for the invitation to
share with you the background of how California learned to control what was once
its own runaway medical liability insurance crisis.

From 1974-76, I was immersed in an emergency over the cost and availability of
medical liability insurance for California doctors and hospitals—first as the consult-
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ant to the Legislative Committee that studied its causes and predicted its occur-
rence, and then as advisor to the Governor and the Legislature who had to come
to grips with it through the enactment of legal reforms. Now and for the past four
years I have served as CEO and General Counsel to CAPP, a broad based organiza-
tion of health care providers, professional medical associations, medical liability car-
riers and community clinics dedicated to preserving and protecting those very legal
reforms that took effect in 1976 and tamed our state’s medical liability crisis. This
almost thirty year journey of biography as history underscores that what we learn
from the past may help us to avoid repeating its unfortunate excesses. It also coun-
sels CAPP and our allies to support federal efforts to bring uniformity and certainty
to the malpractice crises now afflicting numerous states through legislation modeled
on California’s experience, such as HR 5. Here, in a “nutshell” is that history.

THE CALIFORNIA EXPERIENCE, OR DEJA VU ALL OVER AGAIN

In late 1974 California physicians and hospitals were shocked by announcements
from the major insurance companies writing medical liability coverage for them that
their premiums needed to be raised 400%. This calamity was predicted by the As-
sembly Select Committee on Medical Malpractice in a report issued earlier that
summer by its chairman, Assemblyman Henry A. Waxman, which warned that:

[Mledical malpractice group insurance rates for doctors have increased more
than four hundred percent (400%) in just two brief years between 1968 and
1970; [moreover,] [t]he medical malpractice insurance market is a highly unsta-
ble one and, if rates continue to escalate as they have in the past few years,
malpractice insurance carriers may be priced outside the market.
(Preliminary Report, Assembly Select Committee on Medical Malpractice, June
1974, Pp. 3-4.)
Waxman’s warning was prescient, though it did not anticipate the suddenness or
severity of California’s medical malpractice insurance crisis. Alarmed hospitals and
physicians responded to it by restricting medical care to emergencies. Access to
needed health care was jeopardized for Californians in the same way it is today
threatened for citizens in Florida, New York, Nevada, Kentucky, Ohio, Pennsyl-
vania, West Virginia and other states undergoing their own medical malpractice in-
surance crises. Within a few months newly elected Governor Jerry Brown called an
extraordinary session of the Legislature in which he proclaimed:
The cost of medical malpractice insurance has risen to levels which many physi-
cians and surgeons find intolerable. The inability of doctors to obtain such in-
surance at reasonable rates is endangering the health of the people of this
State, and threatens the closing of many hospitals. The longer term con-
sequences of such closings could seriously limit the health care provided to hun-
dreds of thousands of our citizens.

(Proclamation of Governor Edmund G. Brown, Jr. to Leg. (May 16, 1975) Stats. 1975

(Second Ex. Sess. 1975-1976) p. 3947.)

Not everyone agreed at the time that there was a real crisis in California. Per-
sonal injury attorneys charged, as they do today about the catastrophes sweeping
other states, that California’s malpractice insurance emergency was “contrived,” a
result of bad stock market losses by insurers. To separate fact from fantasy Califor-
nia’s Joint Legislative Audit Committee ordered the Auditor General to undertake
a study to determine the reasons for the crisis. In December 1975 that study, con-
tracted by the Auditor General to Booz-Allen Consulting Actuaries, reported that
“premiums paid by California doctors for medical malpractice insurance have in-
creased significantly over the past fifteen years, but have not kept pace with in-
creasing claim costs; [and] the average premium in 1976 is expected to be about five
times higher than the 1974 average.” (California Medical Malpractice Insurance
Study, Report by Booz, Allen & Hamilton, Inc. for the Office of the Auditor General,
State of California, Dec. 5, 1975, Pp. 1-2.).

By the time the Auditor General reported that California’s malpractice insurance
crisis was indeed “real,” the Legislature enacted the Medical Injury Compensation
Reform Act of 1975 (“MICRA”). MICRA’s purpose is stated in its preamble:

The Legislature finds and declares that there is a major health care crisis in
the State of California attributable to skyrocketing malpractice premium costs
and resulting in a potential breakdown of the health delivery system, severe
hardships for the medically indigent, a denial of access for the economically
marginal, and depletion of physicians such as to substantially worsen the qual-
ity of health care available to citizens of this state. The Legislature, acting with-
in the scope of its police powers, finds the statutory remedy herein provided is
intended to provide an adequate and reasonable remedy within the limits of
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what the foregoing public health and safety considerations permit now and into
the foreseeable future.
(Stats. 1975, Second Ex. Sess. 1975-1976, ch. 2, §12.5, p. 4007.)

THE “KEY LEGAL REFORMS” FOR TAMING RUNAWAY MALPRACTICE LITIGATION AND
LIABILITY PREMIUMS

The “statutory remedy” that tamed runaway malpractice premium costs was com-
prehensive and dealt with major changes in the regulation of the medical profession,
insurance and legal reforms. Most of these reforms were recommended by the As-
sembly Select Committee on Medical Malpractice that Henry Waxman chaired in
1974 and Governor Jerry Brown urged be adopted in his proclamation calling the
Legislature into a special session to solve the crisis. MICRA’s legal reforms curbed
unfair practices and inefficiencies in our system for resolving medical malpractice
disputes. It put a ceiling of $250,000 on exploitive non-economic “pain and suffering”
damages, and assured full compensation for economic losses: wages, medical bills,
rehabilitation and custodial care for as long as necessary.

MICRA also permits arbitration of medical liability disputes, lets the jury know
of other payments a plaintiff is receiving for the same injuries sued on, marshals
and preserves resources for ongoing care of the plaintiff by allowing periodic pay-
ment of future damages, and assures that the most severely injured plaintiffs get
a proper share of any recovery by requiring that attorneys’ contingency fees be paid
on a sliding scale—the larger the recovery the smaller the lawyer’s percentage.

MICRA achieved for California stable and, in comparison to the rest of the coun-
try, reasonably affordable malpractice insurance premiums charges. States without
MICRA reforms are now experiencing their own version of California’s mid-1970s
medical liability crisis. Since 1975, California’s premiums have risen 168 percent,
while the average U.S. premium has increased 420 percent. Today, as the chart
below shows, the average annual liability premium for an Ob/gyn doctor in Cali-
fornia is $48,700, half the average doctors pay in the rest of the country.
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THE IMPORTANCE OF THE $250,000 CEILING ON NON-ECONOMIC DAMAGE

A seminal opinion upholding the validity of MICRA against constitutional attack
affirmed that “the goal of [the $250,000 limit on recoverable non-economic damage]
[is] to ensure the availability of health care and the enforceability of judgments
against health care providers by making medical malpractice insurance affordable.
The amount of non-economic damages is still limited to $250,000 for each injured
plaintiff and thus will not result in “the unknown possibility of phenomenal awards
for pain and suffering that can make litigation worth the gamble...” (Fein wv.
Permanente Medical Group (1985) 38 Cal.3d 137, 163.)

Courts have consistently and repeatedly made clear the purpose of MICRA and
its non-economic damage provision:

The legislative history of MICRA does not suggest that the Legislature intended
to hold down the overall costs of medical care but instead demonstrates...that
the Legislature hoped to reduce the cost of medical malpractice insurance, so
that doctors would obtain insurance for all medical procedures and would re-
sume full practice; indeed, in this respect [available] statistics suggest that
MICRA was in fact successful. The statistical information before the Legislature
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indicated, however, that insurance costs amounted to only a small percentage
of overall medical costs (see, e.g., Assem. Select Com. on Medical Malpractice
Preliminary Rep. (June 1974) p. 49), and thus in an era of substantial infla-
tion—as experienced in the late 1970’s—even the total elimination of mal- prac-
tice insurance premiums could not reasonably have been expected to reduce the
overall cost of medical care.

(American Bank & Trust Co. v. Community Hosp. of Los Gatos (1985) 36 Cal. 3d

359, 373; italics added.)

Restricting recovery for non-economic loss is neither a novel nor radical notion.
Former Chief Justice Roger Traynor, the father of modern products liability law and
advocate for “spreading the loss” of injury compensation through insurance, long ago
recognized the need to cabin these subjective and highly elastic damages. In Seffert
v. L.A. Transit Authority (1961) 56 Cal.2d 498, Traynor dissented from approval of
a non-economic damage award of $134,000 in a negligence action to a woman whose
goot was injured while boarding a city bus and whose economic losses were about

54,000.
There has been forceful criticism of the rationale for awarding damages for pain
and suffering in negligence cases. Such damages originated under primitive law
as a means of punishing wrongdoers and assuaging the feelings of those who
had been wronged. They become increasingly anomalous as emphasis shifts in
a mechanized society from ad hoc punishment to orderly distribution of losses
through insurance and the price of goods or of transportation....[f] [Alny
change in this regard must await reexamination of the problem by the Legisla-
ture.

When the Legislature followed Justice Traynor’s suggestion and reexamined the
problem of non-economic damage awards in the context of the malpractice insurance
crisis of 1975, it decided to cap them at $250,000. The considered judgment of the
Legislature and the Governor was that limiting recovery for non-economic damages
to that amount would dampen the skyrocketing cost of medical malpractice insur-
an(ﬂa. This policy decision has withstood numerous legal challenges because it is
right.

The continuing availability of adequate medical care depends directly on the
availability of adequate insurance coverage, which in turn operates as a func-
tion of costs associated with medical malpractice litigation. Accordingly, MICRA
includes a variety of provisions, all of which are calculated to reduce the cost
of insurance by limiting the amount and timing of recovery in cases of profes-
sional negligence. [{] MICRA thus reflects a strong public policy to contain the
costs of malpractice insurance by controlling or redistributing liability for dam-
ages, thereby maximizing the availability of medical services to meet the state’s
health care needs. With specific reference to [the ceiling on non-economic dam-
agel, this court has also observed that “[olne of the problems identified in the
legislative hearings was the unpredictability of the size of large non-economic
dam- age awards, resulting from the inherent difficulties in valuing such dam-
ages and the great disparity in the price tag...different juries place on such
losses. The Legislature...reasonably...determined that an across-the-board
limit would provide a more stable base on which to calculate insurance rates.”
(Western Steamship Lines, Inc. v. San Pedro Peninsula Hospital (1994) 8 Cal.4th
100, 112, citing and quoting from Fein v. Permanente Medical Group, supra, 38
Cal.3d at 163.)

MICRA’s non-economic damage cap and those from nineteen other states echoing
it have arrested spiraling malpractice insurance premium charges. As one scholarly
study ! states:

The weight of empirical evidence suggests that...some of the legal reforms had
the intended effect of stabilizing liability insurance markets and reducing the
overall level of medical malpractice payments. The largest reductions in pay-
ments and premiums were attributable to a few provisions, notably caps on
awards and modifications of the collateral source rule...

Other studies about the benefits of the damage cap on malpractice insurance rates
reached the same conclusion. A 1995 study by the American Academy of Actuaries
found, for example, that in California (since MICRA was enacted) medical mal-

1Bovbjerg & Sloan, No-Fault for Medical Injury: Theory and Evidence (1998) 67 U. Cin. L.
Rev. 53, 62 (italics added). For empirical evidence on the impact of tort reforms, see Danzon,
The Frequency and Severity of Medical Malpractice Claims (1984) 27 J.L. & Econ. 115; Ham-
ilton, Rabinowitz, & Alschuler, Inc., Claim Evaluation Project (1987); Danzon, The Frequency
and Severity of Medical Malpractice Claims: New Evidence (1986) 49 Law & Contemp. Probs.
57; Sloan et al., Effects of Tort Reforms on the Value of Closed Medical Malpractice Claims: A
Microanalysis (1989) 14 J. Health Pol. Pol’y & L. 663.
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practice costs have fallen substantially from about 28 percent of the national total
in 1975 to about 10 percent in 1994—while California’s share of physicians held
steady at 15 percent.2 Paralleling this decrease, the state’s portion of national mal-
practice premium costs was sliced in half. In New York, however, where a damage
cap was never enacted despite the adoption of other piecemeal reform measures over
the years, there were no observable improvements in the state’s relative costs. New
York’s physician population hovered between 12 and 14 percent of the national
total, but its malpractice losses zigzagged from just above 16 percent of the national
cost in 1975 to 22 percent in 1979, to about 15 percent in 1985, and back to above
22 percent in 1993.3 Ohio experienced a gradual decline—about one percent from
4 to 3 percent—in costs following tort reforms enacted in 1975.4 This package in-
cluded a cap on damages that was challenged in court in 1982, resulting in sharp
increases that peaked in 1985 (at 6 percent) when the cap was overturned. Ohio’s
loss payments remained fairly constant until this year, when premium charges spi-
raled over the top for doctors in high risk specialties.®
In 1995, the congressional Office of Technology Assessment also confirmed that
“caps on damage awards were the only type of State tort reform that consistently
showed significant results in reducing the malpractice cost indicators.”® This same
conclusion was recently reached by the federal Department of Health and Human
Services (HHS), which reported that “a major contributing factor to the most enor-
mous increases in liability premiums has been the rapidly growing awards for non-
economic damages in states that have not reformed their litigation system to put
reasonable standards on these awards.” 7 The HHS report emphasizes that the med-
ical malpractice insurance crises now engulfing twelve states “is less acute in states
that have reformed their litigation systems. States with limits of $250,000 or
$350,000 on non-economic damages have average combined highest premium in-
creases of 12-15%, compared to 44% in states without caps on non-economic dam-
ages.”8
The HHS study credits MICRA, especially its ceiling on recoverable non-economic
loss, for holding down medical malpractice insurance rate increases and keeping
open access to health care:
California has more than 25 years of experience with this reform. It has been
a success. Doctors are not leaving California. Insurance premiums have risen
much more slowly than in the rest of the country without any effect on the
quality of care received by residents of California. Insurance premiums in Cali-
fornia have risen by 167% over this period while those in the rest of the country
have increased 505%. This has saved California residents billions of dollars in
health care costs and saved federal taxpayers billions of dollars in the Medicare
and Medicaid programs.®
MICRA’s substantial public benefits through reduced malpractice premium costs
have not come at the expense of plaintiffs’ ability to be fairly compensated for their
losses. “Leading malpractice carriers report that between 1984 and 1997 payments
to [medical] malpractice plaintiffs...increased 139 percent while inflation grew less
than half that amount (54.5%) and health care costs rose less than 120 percent.” 10
A plaintiff in a $400,000 medical malpractice case in 1984, where half the
award was for non-economic damage, today would receive $1.195 million, or
$442,500 more than what the injury is worth measured by the rise in the cost
of living. This result is likely due to plaintiffs’ attorneys creatively exploiting

2Actuaries Use States’ Experiences To Argue For Comprehensive Malpractice Reforms, 22
Hea}gh Legislation & Regulation 47 (Nov. 27, 1996)(Faulkner & Gray, Inc.).

3

4Id.

5“A study released this week by Medical Liability Monitor...found that four insurers are
charging Cleveland-area obstetricians from $74,581 to $152, 496 this year for malpractice cov-
erage...A bill pending with the Ohio legislature would place a $300,000 cap on non-economic
awards for pain and suffering in medical malpractice...Nineteen states already have limits,
ranging from $200,000 to $1 million...[T]he average premium for obstetricians nationwide was
$56,546. In states with tort reform, that figure ranges from $17,786 to $55,084.” (Powell, Docs
Preach at Practices—Physicians Say Limiting Malpractice Awards will Lower Insurance Costs,
Akron Beacon Journal, Oct. 10, 2002, p. 1.)

6U.S. Congress, Office of Technology Assessment, Impact of Legal Reforms on Medical Mal-
practice Costs, OTA-BP-H-119, p. 64 (Washington, D.C.: U.S. Gov’t. Printing Office, Oct. 1995).

7Confrontmg the New Health Care Crisis: Improving Health Care Quality and Lowermg Costs
by Fixing our Medical Liability System 12 (Health and Human Services: July 24, 2002).

81d. at p. 14

oId. at p.

loHlestalnd MICRA Management, Los Angeles Daily J., March 4, 1999, p. 6.
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what they get (unlimited economic loss) to offset the MICRA limit [on non-eco-
nomic loss].11

Numerous scholarly studies show that the $250,000 ceiling on non-economic dam-
ages is a major factor accounting for the principal difference between California’s
stability and the chaos of other states in professional liability coverage costs. De-
spite these savings, the average malpractice settlement and award in California, ad-
justed for post-MICRA inflation, is greater today than it was before MICRA. With-
out MICRA, pay outs by California carriers on behalf of health care providers sued
for professional liability would mirror the claims experience of other states and send
corresponding coverage costs through the roof.

California’s medical malpractice disputes are settled 23 percent faster than in the
rest of the country. The cost of settlements is 53 percent lower than the national
average. The Congressional Budget Office stated that medical malpractice reform
like California’s will result in savings of $1.5 billion over ten years. The congres-
sional study does not include the hidden costs of defensive medicine. A Stanford
University study shows that California’s medical liability reforms would save the
national health care system $50 billion a year in defensive medicine costs. Reducing
health care costs safeguards access to medical care for those who lack basic health
coverage.

MICRA is a proven success. Medical liability no longer deprives our citizens of ac-
cess to health care. Congress and other states now look to the California experience
as they try to fashion solutions to the growing emergency with medical liability in-
surance. MICRA continues to prove that providing fair and equitable compensation
for those negligently injured can be achieved in ways that preserve an orderly insur-
ance marketplace and maintain access to quality health care. It is a success for Cali-
fornians, and if enacted by Congress will benefit patients and taxpayers nationally.

Mr. BiLirAKIS. Thank you very much Mr. Hiestand.
Mr. Rosenfield.

STATEMENT OF HARVEY ROSENFIELD

Mr. ROSENFIELD. Thank you, Mr. Chairman. Good morning,
members of the committee. My name is Harvey Rosenfield. I am
the president of the, Foundation for Taxpayer and Consumer
Rights, which is a Los Angeles-based consumer and citizen advo-
cacy organization. Mr. Chairman, what brought us to the table at
this hearing today, would be an effort to stop the epidemic of med-
ical malpractice, which claimed the lives of between 100- and
150,000 Americans every year in hospitals alone.

Instead, we are worrying about how much doctors have to pay for
medical malpractice coverage, though for most of them, it is be-
tween 1 and 5 percent of their annual revenues, and it is tax de-
ductible. And all the premiums for medical malpractice and all the
payments by insurance companies for claims amount to an infini-
tesimal fraction of our national health care expenditures.

Nevertheless, because of the doctors on strike and some doctors
experiencing tremendous rate increases, we are here today to talk
about whether MICRA will lower insurance premium. And on that,
California can give some guidance because there is a law in Cali-
fornia that lowered insurance premiums for doctors and that re-
funded $135 million in premiums to physicians. I was the author
of that law. It was not MICRA. It was proposition 103.

If I could have Exhibit 1, please, on the presentation. If you look
at the chart that is contained in the second page of our testimony,
you will see the following: In 1975 the legislature passed MICRA
in the midst of a crisis, panicked, doctors striking, special session
of the legislature. Rates after MICRA passed, between then and
1988 with a brief dip after the insurance crisis of the 1970’s ended

ud.
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and the insurance industries performance in the economy im-
proved, premiums for physicians rose between 1975, and 1988,
under MICRA, 450 percent.

Physicians point out that MICRA, the cap in MICRA was not
upheld until February 1985. Between 1985 and 1988, which was
the second insurance crisis in the last three decades when the in-
surance companies ran into trouble with their investments and in-
terest rates dropped, between those years, after the MICRA cap
was upheld as constitutional, premiums went up 47 percent alone
in those 3 years. During the 13 years of MICRA, insurance compa-
nies, medical malpractice insurers operating in California, paid out
only 31 cents in claims for every dollar they took in.

In 1988, the voters got fed up with the absence of lower insur-
ance premiums, despite repeated so-called tort reform in California,
and so they put proposition 103 on the ballot. Proposition 103 man-
dated a rate freeze, a 20 percent rollback, stringent regulation of
the profits expenses, and most importantly for our debate today,
projections of future losses. It repealed the industry’s antitrust ex-
emption, created an elected insurance commissioner, and gave the
public the right to challenge unjustified rate changes.

Insurance companies spent $80 million to try to defeat prop 103
at the ballot box, which gives you some idea of the amount of fear
that is reflected in the fact that to this day, and before this com-
mittee, you are going to be told that it didn’t work, even though
the results are in disputable. Proposition 103’s $1.2 billion in rate
refund checks included $135 million from medical malpractice in-
surers to physicians.

And don’t you believe that when they tell you today that oh,
these insurance companies were going to roll back their rates any-
how, because they fought prop 103 bitterly in the courts. They
spent tens of millions of dollars on attorneys’ fees to try to stop
that initiative, and only when they lost everything did they finally
understand as an industry that they had to role back $1.2 billion
in premiums. After proposition 103 passed in the 13 years that we
have data for, premiums went down 20 percent in the first 3 years,
and then between then, 1988 and 2001, premiums in California for
medical malpractice went down an average of 2 percent.

Tort reform has never lowered insurance premiums anywhere in
the country at any time, any kind of tort reform. The insurance in-
dustry itself has admitted that in Florida and other States. Why
does 103 work? 103 works because the crisis concerns the invest-
ment and interest rate and investment income of the insurance
companies and the fear of regulation and the actual regulation of
prop 103 lowered insurance premiums. Mr. Chairman, I have 1
n}llinute to talk about MICRA if I may, please. If you will indulge
that.

Mr. BILIRAKIS. Go ahead, sir.

Mr. ROSENFIELD. Here is what MICRA has done in California.
For those of you who really want to understand what it has done,
it has prevented innocent victims of medical malpractice from get-
ting lawyers because the combination of the caps on the damages,
the sliding scale caps on the attorney’s fees, and the requirement
that taxpayer programs pay for the victims before the doctor or the
negligent hospital or the insurance company pay, has made it fi-
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nancially economically impossible for attorneys to take all but the
most serious cases involving all but the most wealthy people.
Health care, which HMO based financial driven health care, in
which bean counters make decisions about how the quality of medi-
cine is delivered, combined with the MICRA caps, have been a dis-
aster for this State.

I want to conclude with this, Mr. Chairman. For 200 years,
American juries have been deciding how to allocate personal re-
sponsibility in our country. I want to say that the principle that
should guide this committee as the Congresswoman suggested at
the beginning, should be the principle that ought to be followed by
the American Medical Association and the minority of American
doctors who are following the AMA in this campaign against the
rights of patients. First do no harm. With all due respect to mem-
bers of this committee, I ask you, why you should substitute your
judgment for juries. I ask you to search your hearts and explain to
us, tell us who are you to tell Heather Lewinski how much her
pain and suffering is worth? Thank you very much, Mr. Chairman.

[The prepared statement of Harvey Rosenfield follows:]
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! The Foundation for Taxpayer and Consumer Rights is a California-based non-profit, non-partisan citizen
education and advocacy organization. FTCR’s main issues are insuranice, health care, and energy deregulation. I
am the author of California Proposition 103, and President of the organization. Web:
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California Medical Malpractice Premiums (1975-2001)
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13 Years Of MICRA: 450% INCREASE In Medical Malpractice Premiums

13 Years Of Prop 103: 2% DECREASE In Medical Malpractice Premiums
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Mr, Chairman and Members of the Committee:

There is a law in California that has lowered insurance premiums for doctors, hospitals and
other health care providers. It is unique in the United States, and it is a model for the rest of
the country.

It is not the infamous malpractice caps law known as MICRA, however.

In 1988, California voters, facing skyrocketing insurance premiums and angry at the failure of
tort reform to deliver its promised savings, went to the ballot box and passed the nation’s most
stringent reform of the insurance industry’s rates and practices — applicable to all lines of
property-casualty insurance, including auto, homeowners, commercial and medical-
malpractice.

Proposition 103:

¢ Mandated an immediate rollback of rates of at least 20% — rate relief to offset excessive
rate increases by establishing a baseline for measuring appropriate rates. Prop. 103
required a roll back of at least 20% for all property and casualty insurance companies,
including medical malpractice insurers.

¢ Froze rates for one year. Ultimately, because of the delay caused by insurance company
legal challenges to Proposition 103, rates remained frozen for four years pursuant to
decisions by the state’s insurance commissioner.

s Created a stringent disclosure and “prior approval” system of insurance regulation,
which requires insurance companies to submit applications for rate changes to the
California Department of Insurance for review before they are approved. Proposition 103
gives the California Insurance Commissioner the authority to place limits on an insurance
company’s profits, expenses and projections of future losses {a critical area of abuse).

¢ Authorized consumers to challenge insurance companies’ rates or practices in court or
before the Department of Insurance.

¢ Repealed anti-competitive laws in order to stimulate competition and establish a free
market for insurance, Proposition 103 repealed the industry’s exemption from state
antitrust laws, and prohibited anti-competitive insurance industry "rating organizations”
from sharing price and marketing data among companies, and from projecting "advisory,"
or future, rates, generic expenses and profits. It repealed the law that prohibited insurance
agents /brokers from cutting their own commissions in order to give premium discounts to
consumers. It permits banks and other financial institutions to offer insurance policies. And
it authorizes individuals, clubs and other associations to unite to negotiate lower cost
group insurance policies.
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* Promoted full democratic accountability to the public in the implementation of the
initiative by making the Insurance Commissioner an elected position.

A copy of the text and a detailed description of Proposition 103 and its provisions can be
found in our testimony before the Oversight and Investigation Subcommittee on February 10,
2003 and we ask that it be made a part of the record of this hearing.

Insurers spent $80 million in their unsuccessful effort to defeat Proposition 103, including the
cost of sponsoring three competing ballot measures that would have enacted “tort reform.”
Having seen how “tort reform” laws passed at the behest of the insurance industry in 1975 and
1986 had had no effect on premiurms, the voters rejected the industry’s 1988 measures by

enormous margins.

Proposition 103 worked. Insurance companies refunded over $1.2 billion to policyholders,
including doctors. In the closely studied area of auto insurance, California was the only state in
the nation in which auto insurance premiums actually dropped between 1989 and 2000 - by a
startling 25%, while rising 26% on average throughout the rest of the nation, according to
NAIC data.’® A 2001 study by the Consumer Federation of America concluded that the prior
approval provision of Proposition 103 blocked over $23 billion in rate increases for auto

insurance alone through 2000.

What Proposition 103 has done for doctors has not received as much attention.” But the results

are indisputable, particularly when compared to MICRA.

1. Medical Malpractice Insurance Premiums in California Rose 450% During
the Thirteen Years after the Passage of MICRA

MICRA was enacted in 1975 at the height of the so-called insurance crisis of the 1970s, when
the national economy was weak and insurers investment returns were low. Insurance
companies increased malpractice premiums at an unprecedented rate. In fact, years later,
doctors successfully sued Travelers Insurance for overcharging doctors by increasing prices by

? National Association of Insurance Commissioner, “State Average Expenditures & Premiums for Personal
Automotive Insurance in 2000,” (July 2002).

* California auto insurers also prospered during the same period. A calculation of annual return on net worth
from 1990 10 1999 reveals that these insurers received a 16.0 percent return compared to only 10.9 percent
received by auto insurers nationally. Dr, Robert Hunter, Director of Insurance,“Why Not The Best? The Most
Effective Auto Insurance Regulation In The Nation,” Consumer Federation of America. june 2001
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327% in 1976, as is discussed below.* At the time, however, striking doctors joined with
insurance companies - as they have today - to promote changes in the tort laws as a solution
to soaring malpractice premiums. However, after a modest decline in California and US
premiums reflecting improved insurance company investment returns, by 1982 malpractice

premiums were rising higher than ever.

During the insurance crisis of the mid-1980s, insurers orce again blarned their conduct on
extraordinary increases in lawsuits and claims. During that same period, despite MICRA,
California malpractice premiums increased by an average of more than 20% annually. By
15988, thirteen years after the passage of MICRA, California medical malpractice premiums had
reached an all-time high - 450% higher than in 1975, when MICRA was enacted.

Insurance companies and the medical lobby argue that premiums continued to increase after
MICRA's passage because of court challenges to the law. However, the California Supreme
Court upheld MICRA’s periodic payments rule in July of 1984, the collateral source offset in
November 1984 and the damage cap in February of 1985, Despite that ruling, malpractice
premiums in California increased more dramaticaily in 1986 than any year after the passage of
MICRA. Between 1985, when the cap was upheld, and 1988, malpractice premiums soared
47%, to the highest levels in California history.

Figure 1. Premium Increases During the 1980s Insurance Crisis

Year California Premiums Earned Percentage Change
1983 $287,256,000 36.37%
1984 $374,661,000 30.43%
1985 $449,727,000 20.04%
1986 $629,448,000 39.96%
SOURCE: Nationai Associ of 1 [« Sners’ Reports on Profitability By Line By State, 19/6-2001

II.  Proposition 103 Reduced Medical Malpractice Insurance Premiums
A.  Proposition 103 Imposed A Moratorium on Rate Increases in California

Proposition 103 required that all insurance rates were to be frozen for one year at the rolled-
back rate level (at least 20% lower than rates in effect one year before election day, November

8, 1988). After the passage of the initiative, the insurance commissioner declared a

* “Doctors Will Get Refunds on Insurance,” by S.J. Diamond and Harry Nelson, Los Angeles Times, February 6,
1981,
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moratorium was declared on all rate increases by medical malpractice insurance companies, as
well as other insurers, pending resolution of the insurers’ legat challenges to Proposition 103

and the promulgation of regulations governing the rollback process.

The initiative itself, including the rollback requirement, was upheld by a unanimous California
Supreme Court in May, 1989, The insurance commissioner at the time continued the freeze
while developing rollback regulations. Litigation delays blocked the rollback regulations, and
when California’s first elected insurance commissioner took office, he announced final rollback
regulations and re-authorized the rate freeze pending payment of the rolibacks by each
insurer. Largely because of lawsuits brought by the insurers against the rollback regulations,

the rate freeze remained in effect for many insurers through 1994.
B. Premiums Dropped by 20% After Proposition 103
Unlike MICRA, Proposition 103 explicitly required a rate roliback of up to 20%. The relevant

portion of California Insurance Code Section 1861.01 reads:

For any coverage for a policy . .. of insurance subject to this chapter . . . every insurer
shall reduce its charges to levels which are at least 20% less than the charges for the
same coverage which were in effect on November 8, 1987.
Medical malpractice rates in California began to fall immediately after the passage of
Proposition 103, and, within three years of the passage of insurance reform, total medical

malpractice premiums had dropped by 20.2% from the 1988 high.

Figure 2. Premiums dropped after Prop. 103

Cal. MedMal Premiums | % change | Cumulative % Change
Year (total)
1988 $663,155,000 - -
1989 $633,424,000 -4.5% -4.5%
1990 $605,762,000 -4.4% -8.7%
1991 $529,056,000 -12.7% -20.2%
BOLRCE: National Association of Insurance Commissioners” Reports on Profitability By Line By State, 1976-2001

After adjusting for inflation (using the Consumer Price Index - All Urban Consumers}, the

premium drop is actually 30.7%.
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C. Proposition 103 Required Medical Malpractice Insurers to Refund $135 Million to
Doctors
Lobbyists for the insurance industry have told lawmakers in some states that Proposition 103's
rollback did not apply to medical malpractice insurers, or that no malpractice insurers paid the
rollbacks required by Proposition 103. For example, Mr. Lawrence Smart, representing the
Physician Insurers Association of America, in written testimony provided to the Subcommittee
on Oversight and Investigations, stated that: “medical liability insurers were not the intended
target of Prop. 103, but were covered by the resulting regulations.” Further, Mr. Smarr says
“no monies were returned to policyholders as a result of Prop. 103.”

These statements are false. Medical malpractice insurers were among the first insurance
companies in California to comply with Proposition 103's mandatory rate rollback. Three of
the state’s largest malpractice insurers ~ Norcal Mutual, SCPIE and The Doctors Company ~
refunded $69.1 million to doctors by 1992. By 1995, insurers providing medical malpractice
coverage issued more than $135 million in refunds to policyholders.® According to a California

Department of Insurance news release of February 18, 1992:

The Doctors” Company follows two other medical malpractice insurance groups and the
Automobile Club of Southern California in agreeing to voluntarily comply with the
rollback provisions of Proposition 103. The agreement calls for the return of $18.5
million to the company’s 9,500 California physician members, a 19.24% rebate...

The company joins two other medical malpractice insurers, Norcal Mutual and the
Southern California Physicians Insurance Exchange (SCPIE) that have already agreed to
pay Proposition 103 rebates to their policyholders. Norcal Mutual agreed to pay 9,000
policyholders $19.9 million, while SCPIE's agreement calls for $30.7 million to be paid
to its 13,800 members.

* Testimony of Lawrence E. Smarr, President, Physician Insurers Association of America, Before the United States
House of Representatives Committee on Energy and Commerce Subcommittee on Oversight and Investigations,
regarding: The Medical Liability Insurance Crisis: A Review of the Situation in Pennsylvania. February 10, 2003,
. 28.
?ln a related disinformation effort, Mr, Smarr and representatives of some of the other insurers that were forced
to make the refunds now claim that these insurers were only paying “dividends” that they would have paid
anyhow. These assertions are contradicted by the legal scttlement orders signed by the insurers themselves, in
which it is expressly stated that the refunds were made pursuant 1o the Prop. 103 rollback requirement; that the
refunds were made for the year in which the rollbacks were required, 1988-1989, and included interest until the
date the orders were signed — several years later; and finally that the insurers were ordered to report the refunds
as rollbacks required by 103, and to treat them — for accounting purposes only -- on their books as a “return of
premium” or “dividends.”

~3
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A copy of news releases by the California Department of Insurance announcing the
malpractice rollback settlements and articles about the malpractice rollbacks can be found in
our testimony before the Oversight and Investigation Subcommittee on February 10, 2003 and
we ask that it be made a part of the record of this hearing,.

Figure 3. Proposition 103 Mandated Refunds Paid by Major Medical
Malpractice Insurers

Malpractice Insurer Total Refund** Date Paid
Norcal Mutual Insurance Co. $19,875,172 10/6/91
SCPIE $30,730,384 10/15/791
Doctors Insurance Co. $18,519,217 2/20/92
Medical Insurance Exchange of CA Gp. $4,725,452 10/8/93
St. Paui Cos.* $10,000,000 6/28/94
Dentists Insurance Co. $1,886,342 5/26/95
Zurich-American Insurance Gp.* $13,495,977 10/25/95
Farmers Insurance Gp.* $35,978,041 12/14/95
Total Paid by Major Malpractice Insurers $135,210,585
Source: California Department of Insurance
*Insurer carried several property-casualty lLines, which were subject to Prop 103 Rollback.
Refund amount was paid to policyhotders in all lines, including physicians. Other insurers
carried medical malpractice exclusively at the time of the roliback.
**Refund amount includes interest.

1t should be noted that under Proposition 103, each insurer was given the opportunity to
demonstrate, in an administrative hearing, that its rates were not excessive and hence it could
not afford to pay the 20% rollback. That the voters could order insurance companies to pay a
rate rollback - and that an examination of these medical malpractice insurers’ books
evidenced so much waste, inefficiency and profiteering that they were ordered to make
massive refunds ~ is apparently such a frightening precedent to the insurers and the medical
lobby that they are desperate to deny that the refunds ever took place.

D. Strict Regulation of Rate Increases Followed Rate Freeze, Rollbacks

Upon payment of the rate rollback refunds, insurers were then subject to Proposition 103's
“prior approval” regulatory system, which requires medical malpractice insurers to justify rate
increases or decreases to the Department of Insurance, and the commissioner may, at any time,

invalidate an insurers’ rate if it is too high or too low.
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HI. Comparing MICRA v. Proposition 103

The following charts and tables graphically illustrate that Proposition 103, not MICRA,
reduced malpractice premiums in California.

California doctors’ premiums generally tracked premiums countrywide between 1975 and
1988, following the recognized boom-bust “insurance cycle” that has coincided with each
insurance “crisis” in this country, including the present one.’

But malpractice premiums fell sharply in California immediately after passage of Proposition
103, as Figure 4 illustrates by comparing premium growth in California and nationwide.
Moreover, they continued to drop in ensuing years, bucking the national trends, and then
stabilized while national rates continued to fluctuate.

Figure 4. Medical Malpractice Premiums: CA v. US (19752001}
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In the first thirteen years after the enactment of MICRA, California doctors’ premiums rose by
450%, much faster, overall, than the national rate of inflation. After California voters enacted

7 “Medical Malpractice Insurance: Stable Losses/Unstuble Rates,” Americans for Insurance Reform, October 10,
2002
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insurance reform Proposition 103 in 1988, medical malpractice rates first fell dramatically and
then generally followed the rate of inflation or declined further.

Figure 5. Total Pramiums Eamed
California v. Rate of Inflation {1976-2001)
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The data also show that Proposition 103’s “prior approval” system, under which the
commissioner may, at any time, invalidate an insurers’ rate if it is too high or oo low, has
ameliorated some of the premium instability induced by the “insurance cycle.” The price chaos
of the 1970s and 1980s was replaced with a steady reduction of rates and then continued
relative price stability for California doctors in the 1990s, through the current “insurance
crisis.”

10
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Figure 6. Annual Change in California Medical Malpractice Py

MICRA years Premium Chaos Praposition 103 Price Stability
1975-1976 +89.35% 1588-1989 - 4.48%
1976-1977 £.60% 1689-1990 -4.37%
1977-1978 +9.53% 1990-1991 -12.66%
1978-19% -3.54% 1991-1992 -5.48%
1979-1980 -3.64% 1992-1993 +6,93%
1980-1981 11.47% 1993-15%4 +2.45%
1981-1982 +3.35% 1694-1995 +3.62%
1982-1983 +36.37% 1595-1996 +2.07%
1983-1984 +30.43% 996-1997 +3.09%
1984-1985 +20.05% $97-1998 +3.78%
1985-1986 +39.96% 598-1959 - 6.25%
1986-1987 +0.71% 1599-2000 - 0.4%
1987-1988 4.61% 2000-2001 +6.15%

[ SOURLE: National Assocation of Insurance Coimmissioners’ REpOTTs on Profitability By Line By State, 19762001 |

MICRA Resulted in Less for Injured Patients, More for Insurance Companies and Insurance
Defense Lawyers

As a result of the severe malpractice caps in MICRA, insurance companies in California have
consistently retained more of the premium dollar and paid a lower percentage of each
premium doflar to victims than the national average. As would be expected under the
onerous provisions of MICRA, the losses paid by insurers dropped in California immediately
after the passage of MICRA, and for the next three vears malpractice insurers paid less than
twenty cents toward victims’ compensation for every dotlar worth of premium paid to

insurers by doctors.

In fact, between the enactment of MICRA in 1975 and the 1988 passage of Proposition 103,
which disailowed excessive rates (and thereby forced loss ratios towards more appropriate
levels), California insurers never paid out in claims more than half of premiums written.
Between 1976 and 1988, the average percentage of each premium dollar paid out in the form of
compensation to malpractice victims — expressed as a “loss ratio” ~ was 31.4%. The balance ~
sixty-eight cents of every premium dollar - paid for other insurer costs, primarily profits,
insurance company lawyers and overhead. That is, more than sixty-eight cents of every
premium dollar paid by doctors was used for purposes other than compensating victims.
Insurers had promised doctors lower premiums, but instead of reducing premiums
commensurate with the lower claims payouts associated with malpractice caps, insurers

simply captured higher profits in California.

11
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Figurs 7. Loas Ratle In Celifornia Since MICRA
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While the malpractice loss ratio has improved in California under Proposition 103, it continues
to oscillate around 50%, indicating that an astonishing fifty cents of every malpractice
premium dollar that physicians pay remains with insurers. What are insurers doing with this

money?

The NAIC data expose another product of MICRA: medical malpractice insurers in California
are spending far more money fighting the claims of injured patients than the national average.
That is, California malpractice insurers spend a disproportionate amount of a premium dollar
on direct defense costs, which includes insurance company lawyers, expert witnesses and
other claim adjustment expenses, Between 1996 and 2001, California medical malpractice
insurers spent an average of 35% of premiums on defense costs compared to the 21% national

average, excluding California.

12
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Flgure 8. Malpractice Caps:
A Boon for Defense Lawyers
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Indeed, NAIC data show that California medical malpractice insurers incurred more costs
fighting claims than actually paying claims in 1992 and 1993, and in 1994 and 1995, defense

costs continued to be exceptionally high as compared to the losses incurred in California.

Figure 9. Malpractice Defense Expenditures (1992-1995)

Year Total California Califormza Defense Countrywide Losses Countrywide Defense
Losses Incurred/ Costs Incurred/ Incurred/ Costs Incurred /
(As Percentage of (As Percentage of {As Percentage of (As Percentage of
Premium Earned) Premium Earned} Premium Eamed) Premium Earned)

1992 | 209,545,400 $216,389,850 $3,571,184,500 $1,644,286,400
(39.8%) (41.1%) {69.5%) (32.0%)

1993 | $214,504,520 $226,327,600 $3,342,439,500 $1,554,157,200
(38.1%) (40.2%) (64.6%) (27.9%)

1994 | $216,289,120 $203,600,160 $3,514,615,500 $1,554,157,200
(37.5%) (35.3%) {59.3%) (26.2%}

1995 | $248,028,900 $226,513,140 $3,571,184,500 $1,830,272,300
(41.5%) {37.9%) {59.3%) (30.1%)

[ SOURCE, National Association of Insurance Commi " Reports on Profitability By Line By State, 1976-2001

The insurance industry and doctors argue for limits on victims’ attorneys’ fees under the guise

of returning more money to the victims of malpractice. However, in some years, insurers have

spent a greater proportion of doctors’ premiums on their own lawyers and defense costs in

California, with liability limits in place, than on compensating patients, contradicting a

13
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premise of “liability reform.” In other states, victims receive more of the premium dollar, while

the insurers’ own legal expenses are less.

What explains this behavior? Because the rigid caps make it more difficult for victims to obtain
representation and prosecute a case, and because such caps limit companies’ exposure,
insurers have an incentive to withhold claims payments as a negotiating tactic, forcing
plaintiffs and their attorneys to spend inordinate resources to recover losses. This “scorched

earth” litigation conduct discourages cases and forces patients to accept lower recoveries.

Additionally, insurance companies owned by physicians have an incentive to fight harder to
protect physicians’ from having to admit liability even if liability is clear.

Although, under the strictures of MICRA, insurers will continue to pay limited claim
settlemnents in California, sustained and increasingly rigorous regulation will continue to

improve insurers’ loss ratio over time, as noted below.

TV. Tort Restrictions Enacted During the Previous Crisis Did Not Lower
Premiums

There should be little surprise concerning California’s experience with MICRA results. After
the fusillade of restrictions on the rights of malpractice victims in the 1980s took effect,
insurance companies did not cut their malpractice premiums accordingly, as rumerous studies

have since verified.

Legislation enacted in Florida in the spring of 1986 at the behest of a coalition of insurance
companies, medical lobbies and corporations contained dramatic restrictions on victims’
rights. But it also required insurers to reduce their insurance rates concomitantly, uniess they
could demonstrate to state insurance regulators that the limitations on consumers’ rights
would not reduce their costs. Six months after the law was enacted, two of the nation’s largest
insurance companies told the Florida Insurance Department that limiting compensation to
injury victims would not reduce insurance rates. 5t. Paul Fire and Marine Insurance
Company, then the nation’s largest medical malpractice insurer, and Aetna Casualty & Surety
Co., provided an extensive “actuarial analysis” of five specific limitations on victim's rights

that the insurance industry had promised would reduce premiums. Overall, the Aetna report

i4
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concluded that one provision of the law would reduce rates by a maximum of 4/10 of 1

percent, while all the other tort restrictions would have “no impact” on rates.® In fact, Aetna
asked for a 17 percent rate increase based on its analysis of the impact of the law. The 5t. Paul
study concluded that the restrictions “will produce little or no savings to the tort system as it

pertains to medical malpractice.” ® St. Paul stated:

The conclusion of the study is that the noneconomic cap of $450,000, joint and several
liability orn the noneconomic damages, and mandatory structured settlements on losses
above $250,000 will produce little or no savings to the tort system as it pertains to
medical malpractice.”
In April, 1987, the insurance industry’s rate-making agency, the Insurance Services Office
(1SO), released the results of a study intended to respond to repeated demands from
policymakers and legislators across the country that the industry provide empirical data to
support its claims that changes in the tort law system would alleviate the nation’s insurance
crisis. The study examined the responses of 1262 insurance adjusters from nine property-
casualty insurance companies and two independent adjusting firms located in 24 states. The
adjusters were asked to determine the impact of actual restrictions in the tort laws of 15 of the
states on six hypothetical injury cases. In addition, they were asked to judge the impact of
similar proposals that did not become law in the remaining nine states. Much to the chagrin of
the insurance industry, the study failed to support years of insurance industry propaganda.
Instead, it disclaimed any impact upon rates. One insurance industry official was quoted as
saying, “Some state legislators are going to be shaking their heads after hearing us tell them
for months how important tort reform is, and now we come out with a study that says the
legistation they passed was meaningiess.” 1
The Florida filings and excerpts from the ISO study can be found in our testimony before the
Oversight and Investigation Subcommittee on February 10, 2003 and we ask that it be made a
part of the record of this hearing.

® Letter fromn Thomas L. Rudd, Superintendent of Insurance Department Affairs, Comumnercial Lines, Aetna
Casualty and Surety Company, to Florida Insurance Commissioner Bill Gunter and Charlie Gray, Chief of Bureau
of Policy and Contract Review for the Florida Department of Insurance, August 8, 1986, enclosing “Bodily Injury
Claim Cost Impact of Florida Tort Law,” Aetna Casualty and Surety Company.

* Addendum of St. Paul Fire and Marine Insurance Company,” undated 1986 filing before the Office of the
Insurance Commissioner of Florida.

' Robert Finlayson, “Insurers Fear Reform Foes to Capitalize on ISO Study,” Business Insurance, May 18, 1987, p.
Z.

15
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Indeed, in the midst of the “crisis,” the federal government’s watchdog agency, the US.
General Accounting Office, published a study of six states that had enacted many different
forms of tort law restrictions during the “crisis” of the mid-1970s, including caps on
compensation. The GAO report showed that the price of medical malpractice liability
insurance in California had increasedvdramaticaﬂy since the passage of MICRA. In fact,
“premiums for physicians increased from 16 to 337 percent in southern California ... between
1980 and 1986.”" The GAO study concluded:

While it is not possible to assess the extent to which the act ]MICRA] has had an
impact on the state’s malpractice situation, our analysis of key indicators indicated

that the problem is continuing to worsen in California. '2

According to the GAG, four states (Arkansas, Florida, New York and North Carolina) reported
that the restrictions had had “little effect” on insurance premiums. ™ So-called “tort reform”

does not lower insurance premiums.*

When MICRA failed to deliver the promised premium reductions in California in the late
1970s, physicians participating in the Southern California Physicians Council (SOCAP) sought
recourse by filing a lawsuit (on a contingency fee basis) against their malpractice carrier,
Travelers Insurance Co., for what the physicians described as a “rip-off.” Travelers ultimately
agreed to pay over $50 million, including refunding excessive projections of future losses
roughly 18% of each physician’s premiums for 1976-1978. As the President of the Los Angeles
County Medical Association put it: “This proves that we were right during the crisis; premium
increases of 486% or even 327% were unjustified.”*

"'U.S. General Accounting Office, Medical Malpractice: Six State Case Studies Show Claims and Insurance Costs Still
5:’15; dDespt’te Reforms {Washington, D.C.: U.S. Government Printing Office, 1986), p. 25.

d., p. 26
P ibid., pp. 2-3.
" In 1999, FTCR studied auto insurance premium changes since 1989 among states that did not allow third party
accident victims to sue insurers for bad faith, which insurers argue is key to Jower auto insurance rates. Twenty-
four of the 26 states with restrictions on such lawsuits faced 25% rate increases or more over the 7 year period
studied. States with restrictions averaged larger rate increases than states with no legal restrictions on bad faith
suits. Not only is California, which passed Proposition 103 in 1988, the only state, with tort limits that saw a
reduction in that period, it is the only state to have had reduced premiums in the nation as a whole between 1989
and 1996. .
** Edward Zalta, “Finally, Travelers Refunds SOCAY Policyholders More than $18 Million in Premium
Overpayments,” LACMA Physician, February 23, 1981, pp.26-29. Article attached.
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IV. Proposition 103 Reduces Insurance Rates Because the “Crisis” Is the
Creation of the Insurance Industry, Not Litigation

The present insurance “crisis” - apparent in homeowners, auto, commercial liability as well as
medical and other malpractice lines — constitutes the apogee of a financial cycle to which the

insurance industry is subject:

Insurers make most of their profits from investment income. During years of high
interest rates and/or excellent insurer profits, insurance companies engage in fierce
competition for premium dollars to invest for maximum return. Insurers severely
underprice their policies and insure very poor risks just to get premium dollars to
invest. This is known as the “soft” insurance market. But when investment income
decreases — because interest rates drop or the stock market plummets or the
cumulative price cuts make profits become unbearably low — the industry responds by
sharply increasing premiums and reducing coverage, creating a “hard” insurance
market usuaily degenerating into a “lability insurance crisis.” A hard insurance market
happened in the mid-1970s, precipitating rate hikes and coverage cutbacks, particularly
with medical malpractice insurance and product liability insurance. A more severe
crisis took place in the mid-1980s, when most ljability insurance was impacted. Again,
in 2002, the country is experiencing a “hard market,” this time impacting property as
well as liability coverages with some lines of insurance seeing rates going up 100% or
more.

Fitch, a Wall Street rating firm, recently began a discussion of the current “crisis” by harkening
back to the last one:

We need to look back at the hard market of the mid-1980s.... The last major hard market
turn was in the mid- 1980s, and was inspired greatly by a sharp drop in interest rates. [n
years prior to the mid-1980s, cashflow underwriting was prevalent in which a
significant amount of naive capital was attracted to the property/casualty industry on
the lure of making strong investment returns on the premium “float” between the time
premiums were collected and claims were paid. Naturally, much of the naive capacity
was directed at long-tail casualty and liability lines at both the primary and reinsurance
levels in order to maximize the float. In the early 1980s, nominal interest rates were
running in the mid-teens. When interest rates dropped off and significant reserve
deficiencies were simultaneously detected, many insurers suffered large losses to both
earnings and capital. The result was a sharp turn in the market, especially in long-tail
lines, and the emergence 2 socalled “liability insurance crisis.” The liability insurance
crisis included a sharp drop in availability of coverages, and huge price increases (in
many cases several-fold).”

* *Medical Malpractice Insurance; Stable Losses /Unstable Rates,” Americans for Insurance Reform, October 10,
2002,

“ Fitch Ratings, Inc., Insurance Special Report Review & Gutlook: 2001/2002: U.S. Property/Casualty Insurance,
January 17,2002, p. 19—20
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Indeed, by early 2002, insurers had already begun licking their chops as they looked forward
to an infusion of profits from the latest “crisis.” In its “Groundhog Forecast 2002,” the
Insurarce Information Institute projected a 14.7% increase in premiums, the industry’s “fastest
pace since 1986 - the last crisis.'® The Auto Insurance Report proclaimed, “The Stars Are
Lining Up for Solid Profits in '02-'03.”" “How Much longer to P-C Nirvana?” asked the
National Underwriter, saying, “Like kids on a long car trip headed for summer vacation, many
insurance company employees and the agents that represent them have found themselves
wondering just how much longer this trip to property-casualty nirvana can Jast.”® Said an
industry executive: “This manic behavior leads our customers to believe we don’t know what
we're doing, and [ think they have a point. This is a generation of insurance professionals who

need to learn how to be successful with something other than low premiums.”

A California-based “bed pan mutual” put it this way:

THERE THEY GO... AGAIN! In a predicted cyclical panic, many commercial medical
liability insurers around the country are again multiplying premium rates, refusing to
insure some specialties, leaving doctors and hospitals without insurance, or going
broke, just as such companies did in 1975. These events are the big news for 2001, and
they demonstrate again how doctors benefit by owning their own properly motivated
and operated malpractice insurance comparies...WE PREPARED FOR THIS.?

While careful to make the obligatory propaganda bow to MICRA, the Medical Insurance
Exchange of California‘s explanation for its “preparations” makes clear that the current
“crisis” is the result of economic forces and other insurance companies’ financial mishaps:

MIEC has always known the Liability insurance panic would happen again. It is
happening now but it will affect MIEC policvholders only moderately, because of
MICRA in California, and because MIEC has long been prepared for this cycle with
Board and management policies and motivations that have been rare among most of
our competitors. MIEC policyholders will be especially well-protected in all the states in
which we insure:

* We have set our loss reserves conservatively, charged realistic premiums, and we
operate the compary economically. When our costs to defend doctors and to pay claims
are less than expected, we return the money to our doctor-owners, and to no one else.

@

wwiil. edia/i inancials, d visited 11/21/02.
™ Auto Insurance Report, May 13,2002, p. 1.
* National Underwriter, July 22, 2001, p. 26.
# * iability Insurers Urged o Take Long View for Industry’s Financial Health,” Orlando Business Journal,
November 26, 2002 at http:/ /orlando.bizjournals.cam /orlando/ stories /2002 /11/25/ daily25 himl?t=printable.
2 Medical [nsurance Exchange of California, Annual Report, hitp:/ /www . miec.com/annual reporthiml, visited
February 24, 2003. .
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* We have not been and are not interested in competing for “market share.” We
decline to cut premiums or offer low bids to achieve speedy growth. We do not make
unjustifiable “sales volume” discounts, because we consider them unfair to those who
do not try 1o regotiate discounts. We do not want to be “the biggest,” or nationwide, or
to engage in costly competition for a dangerous “market share.”

* We have carefully accumulated reserves, staff, and resources to defend our
doctors properly.

* We have carefully selected and priced our risks. We have sought to insure solo
practice, small parinerships and small groups. Because managed care generates a
special risk, we have not actively sought such risks, and are not renewing those we
have.

* We use MIEC funds only for worthy projects or activities that have direct
relevance to lowering the risks and costs of professional liability. We believe that our
insured doctors prefer to select their own charitable contributions, but we contribute to
legislative and judicial activities that defend MICRA and other reforms and the judicial
process.

* We have no sales or marketing staff, and engage only legal, actuarial, tax and
investment consultants. We seek to insure doctors who believe our promise that we will
not charge them more—or less—than is necessary to protect them properly. This subtle
underwriting selection enhances quality and quantity of our “market share.”

M We ask and receive sponsorship and cooperation from medical societies that
wisely identify stability, security, economy, comfort and sophisticated service for their
members in this most stressful aspect of their profession.”

The country is presently suffering through the trough of the third insurance cycle in as many
decades. No sudden increase in claims or awards is responsible for the crisis. Thus, so-called
“tort reforms” are irrelevant. Proposition 103 has controlled premiums and stabilized the
insurance marketplace in California because:

» lts controls on insurers’ rate of retwrn, expenses and loss reserves - coupled with the
possibili?' of a challenge to rates by the insurance commissioner or the public - restrain
nsurers from the imprudent gyrations that characterize the highs and lows of the insurance

cycle.

¢ Regulation has ended the cost-plus pass-through mentality pervasive in the insurance
industry. In a poorly-regulated environment, the more insurers charge, the more they can
invest. There is no incentive to control expenses, especially since the insurers’ exemption from
the antitrust laws enables them to circulate expense data. Under Proposition 103, insurers have
tightened their belts as predicted: cutting agent commissions, reducing expenses, fighting

fraud, and promoting loss prevention.24

I

#Two years after Proposition 103 passed, the Los Angeles District Attomey noted that, “until comirg under
pressure to lower rates under Proposition 103, [insurance] carriers simply settled claims and passed the cost to
consumets in the form of higher premiums. “That has begun to change,” he said. “Insurance companies are getti
serious about fraud.” Lois Timnick, 51 to Face Charges in Auto Insurance Fraud Roundup, L.A. TMES, Oct. 18,1990,
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Indeed, the insurance industry’s fear of provoking more Proposition 103-style reforms may
have protected the nation from a modest “crisis” in the early 1990s. As the U.S, economy
entered a recession-—accompanied by a drop in investment income to which the industry
would normally respond with premium increases—industry officials warmed each other to
avoid the destabilizing premium gyrations of the mid-1980s. As one insurance executive
explained, “The last soft market was driven purely by the need for cash to invest. ... We all
know we can't do the dumb things we did last time. . . . We will not see a repeat of 1985-86."%
Another executive has observed: “I don’t think you'll see a 1985-1986 repeat. There are too
many regulatory restraints put in place to preclude it. A lot of regulations addressed our own
stupidity. We made the bed and now we have to lie in it.”” And a senior official with the
Insurance Services Office, an industry trade group, wamed:

As an industry, nothing will disrupt our relations with customers faster—not to
mention regulakors and public-policy makers—than an abrupt recovery from our
current underwriting down cycle. . .. Remember the fallout from the last recovery:
California’s Proposition 103 and other price-suppression laws, threats to the industry on
the antitrust front, and virulent consumer hostility.”
Of particular importance to the current “crisis” is regulatory oversight of insurers’ loss
projection practices and reserving policies. These accounting practices are responsible for
statements such as “malpractice insurers will pay out approximately $1.40 for every premium
dollar collected in 2001 and 2002.** Weiss ratings reported insurer malpractice claims up
106.8% between 2000 and 2001, an extraordinary leap in the amount insurers say they will
have to pay out within one year.” While booked as losses for tax and regulatory purposes,

at B4. Heightened scrutiny of claims by insurers is at least partly responsible for the 48% reduction befween 1989
and 1994 in lawsuits for personal injury auto accidents filed in California Superior Courts. See JUDICIAL COUNCIL
OF CAL., 1996 ANNUAL REPORT 109.

* Mark A. Hofmann & Christine Woolsey, Marketplace Not What [t Used To Be: Insurers, BUS. INS., July
13, 1992, at 55.

>, atl, 14

¥ Not Like 1985°s: ISO Official Predicts Next Upturn in Cyele to be Gradual, INs. WK., Oct. 19, 1992, at 15,
15,

®STATEMENT OF THE PHYSICIAN INSURERS ASSOCIATION OF AMERICA Presented by Richard E.
Arderson, M.D., Chairman The Doctors’ Company Before the Subcommittee on Health Comanittee on Energy
and Commerce U.S. House of Representatives Regarding: “Harming Patient Access to Care: Implications of
Excessive Litigation” Wednesday July 17, 2002, p. 9.

* insurers also projected a nonsensical 76% increase in auto accident payouts during this period. “Property and
Casualty Insurers Suifer $9 Billion Loss in 2001; Terrorist Attacks and Corporate Bankruptcies Contribute

to Record Claims of $381 Billion,” Weiss Ratings, July 8, 2002, p. 1.

http:/ / weissratings.com/News/Ins_General /20020708pc.htm,
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these phantom losses never fully materialize, and the money held in reserve for them is later
quietly moved into profits, or used to subsidize premium reductions during the trough of the
insurance cycle. Here is how Dr. Robert Hunter, a former insurance commissioner described it:

“Paid losses” are a far more accurate reflection of actual insurer payouts than what
insurance companies call “incurred losses.” Incurred losses are not actual payouts. They
include payouts but also reserves for possible future claims - e.g., insurers’ estimates of
claims that they do not even know about yet. While incurred losses do exhibit more of a
cyclical pattern, observers know that this is because in hard markets, as we are
currently experiencing, insurers will increase reserves as a way to justify price increases.
In fact, the current insurance “crisis” rests significantly on a jump in loss reserves in
2001.

Historically, reserves have been later “released” to profits during the “softer” market
years. For example, according to a June 24, 2002, Wall Street Journal front page
investigative article, St. Paul, which until 2001 had 20 percent of the national med mal
market, pulled out of the market after mismanaging its reserves. The company set aside
too much money in reserves to cover malpractice claims in the1980s, so it “released”
$1.1 billion in reserves, which flowed through its income statements and appeared as
profits. Seeing these profits, many new, smaller carriers came into the market. Everyone
started slashing prices to attract customers. From 1995 to 2000, rates fell so low that they
became inadequate to cover malpractice ¢laims. Many companies collapsed as a result.
St. Paul eventually pulled out, creating huge supply and demand problems for doctors
in many states. Christopher Oster and Rachel Zimmerman, “Insurers’ Missteps Helped
Provoke Malpractice ‘Crisis,”” Wall Street Journal, June 24, 2002.%

In California, insurance companies are now requesting substantial malpractice rate increases,
requiring heightened regulatory scrutiny. Under Proposition 103, our organization challenged
a recent 15.6% rate increase proposed by the state’s second largest medical malpractice insurer,
SCPIE Indemnity. Our actuary has calculated that SCPIE should lower physicians' rates by

more than six percent rather than raise rates as the company proposed.

IV. The Medical Lobby and MICRA

It is clear that MICRA did not lower insurance premiums in California, and that the principle
beneficiaries of MICRA have been insurance companies and negligent doctors.

But what of the medical lobby ~ the American Medical Association and its counterparts in
states across the nation, whose member doctors can be found in recent weeks angrily on strike,

* “Medical Malpractice Insurance: Stable Losses/Unstable Rates,” Americans for Insurance Reform, October 10,
2002,
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refusing to see patients and threatening to “leave the state” unless MICRA legislation is

enacted?

The physicians promoting MICRA complain that they cannot afford the increasing cost of
malpractice coverage. This is hard to fathom, since, according to Medical Economics magazine,
medical malpractice insurance premiums account for between 1.2% of a doctor’s gross receipts
and 5.5% of receipts, depending upon the specialty. General surgeons, for exampie, have a
relatively high average malpractice premium of $21,641 annually, but that is only a small
fraction of a surgeon’s $497,633 average collections for 2001. That same surgeon has, on
average, a net income of more than $257,000 per year, after accounting for expenses, such as
rent, staff salaries and medical malpractice insurance. In other words, that doctor will make
more in a year than many brutally injured patients will have access to for a lifetime of

suffering under the proposed non-economic caps.*!

Pediatricians spend a mere 1.4% of their office’s gross receipts on malpractice insurance —
about $6,628 per year according to the most recent data presented in the Medical Economics
surveys. Even obstetricians, who pay some of the highest premiums, only spend about 5.5% of
their annual receipts on insurance. They still, on average, earn $231,000 per year after
expenses. Other than baseball players, not too many warkers would strike if their annual take-

home pay approached a quarter of a million dollars.

The highly visible threat that physicians will close their practices and move elsewhere absent
passage of MICRA legislation has proved a potent political tool. Apart from the practical
difficulties of such a move, their remains the question of where they might go.

For, in California, where MICRA was pioneered nearly thirty years ago, physicians are
apparently just as unhappy and are just as intent upon closing up shop and/or leaving the
state, according to a remarkable study done by the California Medical Association (CMA) in
2001 - before the current crisis.

In an extensive survey of its own physician members, in February, 2001, “And Then There
Were None: The Coming Physician Supply Problem,” the CMA found that:

¥ "More Hours, More Patients, No Raise?” Medical Economics, November 22, 2002; “Expense Survey: What it
costs to practice today,” Medical Economics, December 9, 2002.
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*  43% of surveyed physicians plan to leave medical practice in the next 3 years. Another 12%
will reduce their time spent in patient care.

¢ Seventy-five percent of physicians have become less satisfied with medical practice in the
past five years.

* More than 1/4 of physicians would no longer choose medicine as a career if starting over
today, and more than 1/3 of those who would still choose medicine would not choose to
practice in California.

* Low reimbursement, managed care hassles and government regulation are the greatest
sources of dissatisfaction.

¢ The time physicians spend in patient care has declined by 7% in the last 5 years; 44% of
physicians spend less time with patients than 5 years ago.

*  58% of physicians have experienced difficulty attracting other physicians to join a practice.

¢ More than 25% of physicians had difficulty in recruiting doctors in Los Angeles, Orange,
Riverside, San Diego, Ventura, Marin, Del Norte, San Luis Obispo, Tehama and Shasta-
Trinity counties.

Primary care, neurology, orthopedic surgery and neurosurgery lead in specialty shortages.

* 2/3 of physicians are not advising their children to practice medicine. (p.ii)

The CMA says:

Indicators of significant physician dissatisfaction with medical practice and physician
flight from California are dramatic. There appear to be widespread problems recruiting
new physicians. Low reimbursement and managed care hassles are taking their toll.
Only a third of physicians would still choose to practice in California if they had to do it
over today. {p.iii}.

Hundreds of physicians throughout the state report their plans to quit practice in
California. {p.ii}.

These findings foretell a dark and startling picture concerning physician supply in
California, They predict a future with many fewer physicians. Negative career,
professional and economic pressures in the California health care system are having the
ultimate impact causing physicians to leave medicine and creating barriers for others to
practice in the state. (p.18).

Physicians in California overwhelmingly report dissatisfaction with the current practice
of medicine, and a majority say they will express this dramatically in the next three
years by quitting practice or otherwise cutting houurs spent treating patients. The result
will be fewer physicians, longer waits for care, less preventive medicine and higher
costs to the health care system. Of the 55% of physicians who will reduce time spent
treating patients: 78% will change professions, leave the state or retire early... Only a
third of physicians (35%]) would still choose to practice in California. (p.18).

The CMA study is a decisive refutation of the rosy picture painted by the AMA ~and the
CMA - of California under MICRA. Indeed, far from heaven on earth for physicians,
California is apparently one of the less lucrative states in which to practice medicine in the
nation. Medical Econemics reports that doctors in the West, many of whom are in California,
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earn the lowest annual salary in almost every specialty and overall, with an average of
$212,810.%

Placed in the current context, the CMA study raises the question of whether the
dissatisfactions driving doctors to promote MICRA are based on financial considerations that

have nothing to do with the legal system.

Moreover, the Califomia Medical Association has recently alerted its members that “CMA is
getting an increasing number of calls from physicians who have been notified of large
increases in professional liability insurance premiums and from others who have been
dropped by their carriers. In some cases, the physicians say they have had no settlements or

suits filed against them.”®

Contrary to the claims made by proponents of MICRA, restricting malpractice payouts would
do nothing to benefit the economy. MICRA has been portrayed by physicians and, most
recently, President Bush, as a way to lower health care costs for the nation, This is incorrect.
Medical malpractice premiums are 0.55% of the national health care expenditures, an all time
low.* Malpractice payments to victims by insurers averaged $3 billion per year between 1991
and 1999 ~ roughly 0.3% of national health care expenditures, according to industry data. By
contrast, the total cost of malpractice deaths and injuries to the national economy has been
estimated at ten times the amount of payouts.” Capping physicians’ annual salaries at
$250,000 would probably have more of an impact upon national health care expenditures -
organized medicine has not yet proposed such caps on themselves ~ but it would still be of

negligible impact.

Trading on their credibility — already diminished in recent years as profit-driven HMO
medicine has wreaked havoc upon patients ~ the physicians promoting MICRA insist that it
has provided other benefits to Californians, and thus deserves to be considered as a model for
legislation in other states and for legislation which would federalize the malpractice tort
system by imposing MICRA nationaily. However, there is no independent evidence that

% “More Hours, More Patients, No Raise?* Medical Economics, November 22, 2002

* http:/ /www.calphys.org /html/bb093.a5p.

* Letter to President Bush, Consumer Federation of America, July 30, 2002.

* Kohn, Corrigan, Donaldson, Bds., To Err is Human; Building a Safer Health System, Institute of Medicine, National
Academy Press: Washington, DC (1999).
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MICRA has been of value to anyone other than the insurance companies - and perhaps the
fraction of physicians, estimated at 5%, who commit 54% of the malpractice in the U.$%*

Ignored by the supporters of MICRA is the impact it has had upon patients,
V.  MICRA: The Impact on Patients

In recent years, Californians have been confronted with MICRA’s devastating human impact
and its failure to achieve its financial goals. The California legislature has tried twice in the
last four years to remove MICRA’s limits. Unfortunately, the legislative grip of the insurance
industry has proven too strong.

MICRA’s main provisions:

* Place a $250,000 cap on the amount of compensation paid to malpractice victims for
their "non-economic” injuries.

» Permit those found liable for malpractice to pay the compensation they owe victims
on an instaliment plan basis.

* Establish a sliding scale for attorneys fees, which discourages lawyers from accepting
serious or complicated malpractice cases.

* Eliminate the "collateral source rule" that forces those found lable for malpractice to
pay all the expenses incurred by the victim.

A.  Capping Medical Malpractice Victims' Compensation Causes Innocent Patients More
Pain And Suffering

The MICRA cap has no flexibility, with respect to egregiousness of the negligence or to
account for inflation. As a result of the latter rigidity, the real value of the caps has declined

Decressed vokre Of $250,000

$275.000
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substantially over time. In order to provide the same level of compensation in today’s dollars,
the cap would have to be approximately $800,000. Put another way, the $250,000 MICRA cap
has decreased in value since 1975, when compared to the Consumer Price Index, to
approximately $70,000. Though health care costs — hospital charges, medical fees, etc. — have
risen dramatically since 1975, compensation for non-economic damages has been frozen by the

statute,

Non-economic injuries include pain, physical and emotional distress and other intangible
“human damages." Such damages compensate for severe pain; the loss of a loved one; loss of
the enjoyment of life that an injury has caused, including sterility, loss of sexual organs,
blindness or hearing loss, physical impairment, and disfigurement.

Applying a one-size-fits-all limit to non-economic damages objectifies and erases the person,
considering them as a fixed “thing” for the purposes of law, so that there is no recognition of
the uniqueness of their suffering. There is no quicker way to strip an individual of their
humanity than to fail to recognize their suffering.

Caps on "non-economic” compensation devalue the lives and health of low-income patients.
Caps on pain and suffering discriminate against the suffering of low-income people whose
"economic” basis — wages ~ are limited. A strictly "economic" evaluation based on wages
devalues what victims will create or produce in the future, their quality of life, as well as an
injury’s impact on their ability to nurture others. For instance, a laborer may lose his arms due
to the exact same act of medical negligence as a corporate CEO, but the CEQ would be able to
collect millions and the laborer would be closely limited to the $250,000 cap. A housewife
similarly would be limited to the cap no matter the physical or emotional depths of her injury.
Caps assign greater value to the limbs and lives of some people than the limbs and lives of

others.

Caps make taxpayers foot the bill for dangerous doctors' mistakes. Malpracticé victims
receive full compensation only for medical bills and lost wages. But those who are not wage
earners — such as seniors, women, children and the poor — have no other resource from which
to pay for unforeseen medical expenses and basic needs. A cap forces malpractice victims to
seek public assistance from state or federal programs funded by taxpayers
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In many cases, California 's cap system has limited the liability for egregious systemic error to
an acceptable cost of doing business, permitting systemic medical negligence to continue
undeterred. There is no incentive to address systemic problems. Deterrence to wrongdoing is
especially important at HMOs. Arbitrarily applying one-size-fits-all caps to systemic
wrongdoing lets HMOs know there is a financial limit to how much they will pay no matter
how egregious and irresponsible their conduct. This is carte blanche in many cases to throw
caution to the wind.

Ironically, proponents of MICRA claim it limits “defensive medicine” procedures. The
Congressional Office of Technology Assessment reported in July 1994 that “defensive
medicine,” procedures purported to be driven by physicians’ fears of lawsuits, account for only
8% of medical procedures and may in fact constitute merely preventative, high quality health
care. As the OTA stated, fear of lawsuits can often simply make those with the least incentive to
be cautious more cautious with their patient. This is precisely the incentive HMOs and their
doctors and hospitals now need.

B. Periodic Payments Reward Convicted Wrong-Doers At The Expense Of Malpractice
Victims They Injure

MICRA permits defendants found liable for malpractice to pay jury awards on a periodic,
rather than a lump sum, basis, if the award equals or exceeds $50,000 and the defendant
requests it. Jury-designated malpractice awards can be restricted by the judge as to the dollar
amount paid each period and the schedule of payments. The periodic payment arrangement,
once approved by a judge, cannot typically be modified -- unless the victim dies earlier than
expected, in which case the defendants, rather than the family of the deceased, retain the
balance of what they owe.

This provision of MICRA allows the negligent provider or its insurance carrier to control, invest
and earn interest upon the victim's compensation year after year. No adjustment is made in the
payments to reflect unexpected trends in the inflation rate or changes in the cost of medical
care.
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If the defendant enters bankruptcy or simply ceases to pay, the victims are forced to return to
court and engage in another lengthy legal proceeding. Another problem is that an inflexible
payment schedule leaves the victim without sufficient resources in the event that unanticipated
medical or other expenses arise. This is most likely to occur in the years immediately following
the injury, when the periodic payments are unlikely to cover the aggregate costs.

Periodic payments allow insurers to invest and earn interest on the money owed injured
victims, Periodic payment schedules permit convicted perpetrators or their insurers to
control the money owed victims and profit from its use year after year. If the insurance
company happens to fall into bankruptcy due to bad investments, the victim is denied the

agreed upon compensation.

If a patient dies, all payments stop and the victim’s family receives nothing. Wrong-doers
are rewarded for causing the most severe, life threatening injuries. If a patient dies, periodic
payments immediately cease and the guilty physician is allowed to keep the remainder of their

money. Awards do not revert to the next of kin.

Periodic payments reduce the already limited compensation received by victims, as the
value of the verdict diminishes over time due to inflation. No adjustment is ever made in
the payments to reflect the inflation rate or changes in the costs for medical care -- which have

risen sharply and well above the inflation rate for many years.

Periodic payments puts the burden on the victim to meet their basic needs. The periodic
payment arrangement, once approved, is extraordinarily difficult to modify. If costs of the
victim’s medical care increases beyond their means, or a special expensive medical technology
is made available which the victims requires, the injured patient must retain a lawyer to have
the schedule modified - and may very well not succeed.

Closed-door settiements that result from the periodic payment provision let dangerous
doctors off cheap and shield their name from public record. In California, the periodic
payment provision results in the settling of cases through closed door agreements — even after
a verdict for the victim. Because periodic payments reduce the value of awards over time due
to inflationary factors, plaintiffs are encouraged to enter a settlement for a greatly reduced
amount. Not only insurers of convicted doctors pay significantly lowered penalties for wrong-
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doing in California, but the state Medical Board - as a resuit of a lawsuit by the California
Medical Association - reports no information about negligent doctors who have settled cases
to the public, denying consumers vital information to deter future incidents of medical

malpractice.

C.  Capping Plaintiff Attorney Contingency Fees, But Not Defense Attorney Fees,

Denies Victims’ Representation

MICRA sets a sliding contingency fee schedule for plaintiffs’ attorneys representing victims of
medical malpractice. The MICRA fees are limited to 40% of the first $50,000 recovered; 33
1/3% of the next $50,000; 25% of the following $100,000, and 15% of any amount exceeding
$200,000. MICRA does not limit the fees of the defendant's lawyers.

Only the most seriously injured victims with clear-cut cases to prove and substantial economic
damages can ever find legal representation. In states with caps on attorney contingency fees
for medical malpractice cases (and particularly in states such as California where a victim's
pain and suffering compensation is also capped), victims of medical malpractice simply cannot
find legal representation. It is not cost effective for attorneys to take the vast majority of cases.
Says the President of Safe Medicine For Consumers, a California-based medical malpractice
survivors group, "The vast majority of individuals who contact us are women, parents of
children or senior citizens. 90% of these individuals are unable to pursue meritorious medical
malpractice cases because they can not find legal representation on a contingency basis and

their savings have been wiped out.”

Limiting plaintiff attorney contingency fees, but not defense attorney fees creates an uneven
playing field for victims, Defendants can typically afford very high priced attorneys who fly
special expert witnesses in from around the country. A contingency fee practice demands that
a plaintiff's attorney must front the cost of expert witnesses to refute the testimony of experts
flown in by the defendant. With caps on fees, such costs become prohibitive for the victim's
legal counsel.

Undermining the contingency fee mechanism contributes to a deteriorating quality of health
care and passes costs onto taxpayers. Left without legal representation in California, victims
go uncompensated, and dangerous doctors go undeterred. Taxpayers pay the cost of low-
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income victims' medical care and basic needs through public assistance programs if the

physicians responsible for the injuries are not held accountable.

Undermining the viability of contingency fee mechanism discriminates against low-income
patients who are most of risk of medical malpractice. A contingency fee system is a poor
patient's only hope of affording an attorney to challenge a negligent physician. Undermining
such a system through caps on fees, that reduce incentives for attorneys to take malpractice
cases, gives dangerous doctors, hospitals and HMOs a license to be negligent in poor

neighborhoods.

D.  Imposing A Collateral Source Offset Forces Taxpayers And Policy Holders To Pay

For Wrongdoers Errors

The collateral source rule prohibits defendants charged with negligence from informing the
jury that the plaintiff has other sources of compensation, such as health insurance or
government benefits, including social security and disability. The purpose of this long-
established doctrine is to ensure that the jury holds the defendant responsible for the full cost
of the harm the defendant caused by requiring the defendant to pay all the victim’s expenses --
even if a collateral source has already paid them.

Application of another legal doctrine, known as subrogation, ensures that the collateral source
rule does not result in "double recoveries” for injured victims. Under subrogation rights —
which are applicable to virtually all health insurance policies, government programs, and
workers' compensation systems -- the third-party payor of a health ot job loss benefit has the
legal right to take funds from a malpractice award to reimburse itself for payments it has
already made to the malpractice victim. The collateral source rule, in conjunction with
subrogation rights, ensures that wrongdoers pay for the full amount of the harm they cause,
and that victims do not receive double payments for their injuries.

For example, an injured individual's health care coverage usually pays the victim's medical
bills. Under the traditional collateral source rule, if the victim sues the wrongdoer for
compensation, including payment of medical bills, the defendant cannot tell the jury that the
bills have already been paid by another source. However, once the jury makes an award to the
victim, including damages for medical care, the health insurer can exercise its subrogation
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rights, and recover from the defendant (or the victim, if the award has been paid) the amount
of money already paid for the victim's medical bills.

MICRA repealed these rules in California. Consequently, in a trial, defendants may introduce
evidence of insurance or other compensation obtained by the plaintiff. The jury is further
permitted to reduce its award against the defendant by the amount of alternative
compensation the victim received or is entitled to. As with the cap on non-economic damages,
abolition of the collateral source rule reduces the amount of money the wrongdoer must pay.
1n effect, responsibility for the harm is transferred to the victim, who purchased the insurance
coverage, to the victim's insurer, and/or to taxpayers, Moreover, once the defendant tells the
jury about payments made by collateral sources, MICRA prohibits the collateral source from

using the subrogation process to obtain reimbursement from the wrongdoer.

Collateral source offsets will shift billions of dollars per year in malpractice injury costs caused
by the negligent onto taxpayers and the heaith insurance system. The cost of injuries incurred
as a result of medical malpractice total $60 billion: each year, according to the Harvard School
of Public Health. Instead of wrong-doers bearing the full cost of these injuries, tax-payer
funded programs, such as social security, and policy-holder funded heaith plans, will be
forced to pick up the tab.

A collateral offset forces poor patients onto welfare, while wrong-doers’ fortunes will be
protected. Low income victims "entitled” to public assistance payments from taxpayer-funded
supplemental social security, social security disability and aid to families with dependent
children become government assistarice recipients while the insurers earn interest at the
victim's expense.

D.  Protecting HMO’s Will Only Increase the Problem of Medical Malpractice

In addition to its severe restrictions on injured patients, HR 5 will ensure that healthcare
liability claims against HMOs are subject to the MICRA caps. Arbitrarily applying one-size-
fits-all caps to systemic wrongdoing lets HMOs know there is a financial limit to how much
they will pay no matter how egregious and irresponsible their conduct. The proposed cap will
limit HMO's liability for egx;egious systemic error to an acceptable cost of doing business,
permitting systemic medical negligence to continue undeterred, Deterrence to wrongdoing is

3



82

especially important at HMOs, but this bill will drastically reduce the liability of negligent,
cost-cutting HMOs when these companies’ decisions harm patients.

V1. CONCLUSION

Malpractice litigation is not responsible for the present “crisis,” and malpractice caps did not
solve the California crisis of the 1970’s.

The real crisis today is not the price of malpractice insurance, but the epidemic of medical
mistakes and negligence, so the best way to reduce malpractice claims is to reduce the amount
of medical malpractice in our country. The solution is not Emiting the rights of victims of
malpractice to have their day in court.

In order to address both the drastic increases in malpractice premiums and the crisis of
medical malpractice itself, there must be an increase regulation of the insurance industry’s

prices and underwriting practices, following the model of California’s Proposition 103.

The following bullets set forth a comprehensive malpractice insurance reform proposal:

1 Premium Reduction

o Require medical malpractice insurers to provide an automatic 20% discount
to good doctors

o Differentiate poor doctors from the rest of the pool by charging rates based on
“experience rating,” a physician’s history of malpractice claims

o Require insurance comparies to spread risk more equitably by placing
physicians in a reduced number of underwriting categories

o Prohibit insurers from arbitrarily canceling or refusing to renew policies

o Mandate a 20% rate rollback and rate freeze

2. Insurer Accountability

o Require state departments of insurance to approve all malpractice rate
increases before the rates can go into effect

o Oblige state insurance departments to set upper and lower limits on
permissible rates and to limit expenses, loss projectiens and profits

o Demand that insurance companies open their financial books for public
scrutiny

32
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o Fund state insurance departments more thoroughly

o Make the insurance cormunissioner of each state an elected official, responsible
to the public

3, Create New Mechanisms for Insuring Doctors

o Allow state to enter into multi-state agreements that create regional medical
malpractice pools, thereby spreading risk more effectively in states with few
doctors.

o Create a national not-for-profit insurance company that insures every doctor
in the nation. This could also be dore at the state level.

4. End Insurance Industry Collusion

o Revoke insurance companies’ federal exemption from anti-trust laws so they
must compete

5. Make Malpractice Data Public

o Make malpractice data obtained by the National Practitioner Data Bank
(NPDB) public. The NPDB which tracks doctor disciplinary actions, hospital
revocation of physicians’ privileges and malpractice claims paid by insurers
throughout the country.

o Require insurance companies to provide all claims and settlement
information involving malpractice claims to state licensing boards. Require
all boards to make that information public

o Toughen Government Monitoring and Discipline of Physicians. Boards
should be controlied by non-physician majorities, provided adequate
resources, and given more disciplinary authority. All formal disciplinary
actions and complaints should be made available as public records.

These reforms do not blame the victims of malpractice but instead address the insurance cycle
that has led to repeated “crises” over the past thirty years. Only with strong regulation of the
medical malpractice insurance industry can we protect the public from having to solve another
“crisis” every ten years.

3
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Mr. BILIRAKIS. Thank you very much, sir.
Ms. Rosenbaum.

STATEMENT OF SARA ROSENBAUM

Ms. ROSENBAUM. Good morning Mr. Chairman, members of the
subcommittee. I am a law professor at the George Washington Uni-
versity Medical Center, and I am particularly cognizant of the
problems that malpractice insurance premium cost increases are
causing for my colleagues. And I have great hope that this com-
mittee and Congress ultimately can find a legislative approach to
this problem that will give them some relief. My background as a
law professor has me regularly read statutes and my conclusion
about the legislation that is before you today is that this bill, read
in its most common sense fashion, goes far, far beyond the problem
that, it is my understanding, you are here to address.

There are two problems or two issues that this bill really deals
with, and it has two pieces of operating legislative proposals in
them. One is provisions designed to regulate the procedures that
are used in the health care lawsuit, as the bill defines them. The
other is a preemption of certain kinds of claims against health care
providers and manufacturers in health care lawsuits. It is the pre-
emption part of this bill that I want to focus on.

In the legislation, the term health care lawsuit is defined as any
health care liability claim concerning the provision of health care,
goods and services, regardless of the theory of liability on which
the claim is based. A liability claim is a demand by any person,
whether or not against a health care provider, which is based on
the provision of use of or payment for health care services.

Because of the choices made in drafting this bill, the concept of
who are plaintiffs, who are defendants and what is a claim covered
by the preemption provisions of the bill are enormous. Plaintiffs,
because the word any is used in describing any person, could be
State attorneys general, could be an assistant United States attor-
ney, it could be government officials acting under the color of law,
pursuing civil or criminal charges that result in monetary award
or monetary damages, civil money penalties, anything that results
in the payment of money.

It is really not clear where the limits end on who is a plaintiff.
And in addition, the—because the bill reaches both actions and
claims, the use of the word “action” is quite distinct from the use
of the word “claim.” an action is a common term of art in drafting
used to describe enforcement actions as well as individual civil ac-
tions. Defendants, of course, are limitless in this bill because of the
use of the term “manufacturer,” provider of health care goods and
services. The kinds of claims that would fall within the ambit of
this bill, even though the procedural provisions might not apply,
but the claims that would be preempted go far, far beyond common
law or statutory claims arising under State law that involve profes-
sional negligent on the part of physicians.

Claims that sound in fraud, claims that sound in unfair prac-
tices, violations of civil rights laws, violations of labor laws, poten-
tially violations of criminal laws, violations of consumer protection
statutes, violation of antitrust laws, violations of environmental
laws. All of these claims, potentially, are swept into the preemption
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provisions of the statute. And the preemption provisions reach Fed-
eral laws as well, because the bill is quite clear in which laws are
saved. But interestingly, it saves defenses, but it doesn’t save
claims. So Federal fraud claims, Federal antitrust claims, Federal
civil rights claims, criminal claims, environmental law claims, labor
claims. I could not find the end point of the claims in this bill.

My testimony provides you with examples actually drawn mostly
from either cases that have been litigated in court or that are
pending at this point involving the kinds of claims resulting in
large financial recoveries that might or might not be a preempted
claim under this bill. The examples range from hundreds of mil-
lions of dollars in restitution as a result of RICO violations by large
health care corporations to toxic waste dumping, by manufacturers
of medical care goods and devices, to, obviously, billions of dollars
in claims brought by people injured when they use a pharma-
ceutical drug or device as directed.

All of this seems to fall within the ambit of this bill, and I think
that, in that sense, the bill goes well beyond what you need to do
in order to provide reliever to physicians. Thank you.

[The prepared statement of Sara Rosenbaum follows:]

PREPARED STATEMENT OF SARA ROSENBAUM, HAROLD AND JANE HIRSH PROFESSOR,
HeEALTH LAW AND PoLricy, INTERIM CHAIR, DEPARTMENT OF HEALTH PoLricy, THE
GEORGE WASHINGTON UNIVERSITY MEDICAL CENTER, SCHOOL OF PUBLIC HEALTH
AND HEALTH SERVICES

Mr. Chairman and Distinguished Members of this Subcommittee: I am a professor
of health law and policy at the George Washington University, specializing in health
services law. I am the co-author of one of the nation’s leading health law textbooks
and have regularly appeared as a Congressional witness over the past 25 years.

Thank you for inviting me to present testimony on H.R. 5, The Help Efficient, Ac-
cessible, Low Cost, Timely Healthcare (HEALTH) Act of 2003. My testimony will
focus on the scope of the legislation’s proposed shield against non-economic damages
with respect to the plaintiffs whose claims would be affected, the corporate defend-
a}I11'tsl dth(i':lt would benefit from the shield, and the types of injuries that would be
shielded.

H.R. 5 is drafted broadly and is ambiguous in its use of terms and definitions.
However, reading the bill in a common sense fashion, I have concluded that this
measure is so vast in scope that it reaches every conceivable health care claim
against every health care corporation or manufacturer of health care products, re-
gardless of whether the violation of law in question bears any relationship to what
would reasonably be considered the types of injury commonly associated with the
concept of medical liability. In this sense the measure extends far beyond its pop-
ular billing as one related to the crisis facing physicians and other medical profes-
sionals in individual practice.

KEY ELEMENTS OF H.R. 5

H.R. 5 would establish federal standards for causes of action that fall within a
new federal definition of “health care lawsuit.” The term “health care lawsuit” is de-
fined as

“any health care liability claim concerning the provision of health care goods or
services affecting interstate commerce, or any health care liability action con-
cerning the provision of health care goods or services affecting interstate com-
merce, brought in a State or Federal court or pursuant to an alternative dispute
resolution system, against a health care provider, a health care organization,
or the manufacturer, distributor, supplier, or market, promoter or seller of a
fknfk}dical product, regardless of the theory of liability on which the claim is based
* 89(7)
A health care liability claim means
A demand by any person, whether or not pursuant to ADR against a health care
provider, health care organization, or the manufacturer, distributor, supplier,
marketer or promoter or seller of a medical product * * * which are based on
the provision of, use of, payment for (or the failure to provide, use or pay for)
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health care services or medical products, regardless of the theory of liability on
which the claim is based * * * §9(9)

The term “health care goods or services” means
Any goods or services provided by a health care organization, provider or by any
individual working under the supervision of a health care provider that relates
to the diagnosis, prevention or treatment of any human disease or impairment
or the assessment of the health of human beings.” §9(12)

The term “medical product” encompasses both drugs and devices as defined under
the federal Food, Drug and Cosmetic Act. §9(14). Because it would be the Sense of
Congress that a “health insurer should be liable for harm caused when it makes
a decision as to what care is medically necessary and appropriate,” §13, I interpret
this provision to extend a shield to managed care organizations for both acts of med-
ical negligence and negligent medical decision-making in the context of coverage of
coverage determinations.

THE SCOPE OF THE SHIELD AGAINST DAMAGES IN H.R. 5

The popular understanding of this legislation, as reflected in press coverage, is
that it 1s intended to shield individual clinical practitioners against punishing liabil-
ity judgments. However, the bill’s actual reach is breathtaking.

Plaintiffs

Because the definitions reach actions by “any” person, I interpret this to cover in-
dividual, private legal claimants as well as State Attorneys General and the U.S.
Attorney General representing the public interest under public laws that permit fi-
nancial recoveries of any kind (money damages, civil money penalties, fines, and
other financial penalties).

I have reached this conclusion based on the fact that the bill specifically reaches
both “action” and “claim,” and that a customary use of the term “action” is to de-
scribe governmental enforcement actions that may carry criminal, injunctive or
monetary penalties. The bill appears to contain no provision that exempts enforce-
ment actions brought by federal or state public officials.

Defendants

The sweep of the above-cited definitions mean that any corporate defendant en-
gaged in the “health care” business would be covered by the shield, regardless of
the size of the corporation or the nature of the offense. The only exception to the
shield would be if an individual plaintiff could prove either a deliberate failure on
the defendant’s part to avoid unnecessary injury or a malicious intent to injure,
which is defined as “intentionally causing or attempting to cause physical injury
other than providing health care goods or services.” §9(13).

Claims

The measure appears to encompass within the scope of the claims to which the
shield applies every conceivable health care liability claim under law, not simply
claims involving professional medical negligence of a clinical nature. Thus, criminal
laws, laws to prevent anticompetitive conduct, civil rights law, worker protection
law, and environmental laws all appear to fall within the ambit of the protection.
Every conceivable claim appears to be affected regardless of underlying theory (de-
fenses would be preserved). Examples of State law claims theories are:

e common law or statutory medical negligence claims (either individual or against

medical care corporations under vicarious or direct theories)

e common law and statutory law theories of product liability such as breach of ex-
press or implied warranty, failure to warn, general corporate negligence, defec-
tive design, defective manufacturing

fraud and deceit

unfair trade practices

civil rights laws

labor law (including worker protection statutes)

criminal law

consumer protection

antitrust law

environmental laws

Examples of Federal law claims apparently covered by the Act are:

fraud and abuse (e.g., RICO, False Claims Act)

antitrust (Sherman Act, Clayton Act, other laws)

civil rights laws

criminal statutes
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« federal food and drug laws including standards for the production and sale of pre-
scription and over-the-counter drugs and devices and dietary supplements

federal environmental health laws

federal labor laws

federal contract enforcement laws that provide for liquidated damages

restitution to the extent that restitution is not understood to be part of economic
damages

The only federal law that appears to be saved is the federal Vaccine Injury pro-

gram. Otherwise, only federal defenses are preserved. H.R. 5, §10.

EXAMPLES OF CLAIMS AFFECTED BY THE LEGISLATION

The following examples are meant to be illustrative of the types of claims that
are filed (or could be filed) against providers of health care goods and services or
manufacturers, suppliers, or promoters of medical products:

* A nationwide, publicly traded managed care corporation, with full access to the
medical records of an exceedingly high risk pregnant woman, denies round-the
clock inpatient preterm management care and orders part day home care in-
stead. An hour after the nurse leaves for the day, the woman goes into preterm
labor and loses her baby before they can be transported to the hospital. The cor-
poration rebuffed both the overwhelming evidence in her case (including a simi-
lar previous labor) as well as all appeals by her physician.

* A renowned organ transplant medical center fails to institute the most basic “re-
dundancy” safeguards within its organ transplant surgery program, such as de-
liberate and repetitive matching of donor and recipient blood types. As a result,
the wrong organs are transplanted and the patient dies.

* A national health care corporation is sued by the United States Attorney for
knowingly and deliberately overcharging ERISA subscribers hundreds of mil-
lions of dollars in premiums by deliberately concealing the actual cost of goods
and services covered, even while promising to pay 80% of subscribers’ claims.
In some cases, subscribers actually paid nearly 80% of the claim as a result of
fraud. The federal government seeks billions of dollars in restitution.

* A restraint of trade action is brought by generic drug manufacturers against large
pharmaceutical companies for price-fixing, with the potential for recovery of tre-
ble damages under U.S. antitrust law.

* A False Claims Act case is instituted against a large for profit hospital chain for
deliberately overcharging the federal government by manufacturing unneces-
sary surgeries through its cardiac care centers.

* A national nursing home chain is accused by HHS and the U.S. Attorney of delib-
erately incentivizing its members to engage in a series of unsafe practices, rang-
ing from over-medication to the unlawful use of restraints. The same chain is
accused by the Department of Labor of numerous violations of federal occupa-
tional safety violations.

* A manufacturer of medical devices develops a form of contraceptive that when
used as directed causes death and injury including rare and oftentimes fatal
septic abortions.

* A pharmaceutical company manufacturers a drug which, when used as directed,
causes a rare form of malignant vaginal cancer.

* A device manufacturer develops a heart valve that when inserted as directed, ac-
tually results in valve failures caused by fractures at the point at which struts
were welded to the valve rings.

* A large manufacturer of health care goods and services fails to exercise reasonable
care when getting rid of toxic manufacturing materials and succeeds in poi-
soning the water supply of a community.

¢ A pharmaceutical manufacturer produces an appetite suppressant that when
taken as directed causes heart valve abnormalities, disability and death.

Virtually none of these claims relates to specific acts of professional negligence by
individual clinicians while furnishing health care to patients. They all involve acts
by in many cases enormous corporations, and range from violations of health laws
to violations of every conceivable form of state or federal law that relates to health
care services or the manufacturing of health care products.

I am happy to answer questions.

Mr. BILIRAKIS. Thank you, Ms. Rosenbaum.
Mr. Smarr.
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STATEMENT OF LAWRENCE E. SMARR

Mr. SMARR. Chairman Bilirakis, Congressman Brown and com-
mittee members, I am Larry Smarr, and I am the president of the
Physician Insurers Association of America. The PIAA is an associa-
tion comprised of professional liability insurance companies that
are owned and/or operated by doctors, dentists hospitals and other
health care providers. Our 43 member companies really can be
characterized as health care professionals caring for the profes-
sional liability risk of their colleagues, doctors insuring doctors,
hospitals insuring hospitals. We believe that our member compa-
nies insure over 60 percent of the private practicing physicians in
the United States.

Over the past 3 years, medical liability insurers have seen their
financial performance deteriorate substantially due to the rapidly
rising costs of medical liability claims. The primary driver of the
deterioration has been paid claims severity or the average cost of
a paid claim. This has been confirmed by the president of the Na-
tional Association of Insurance Commissioners in its February 7
letter to Senator Gregg, which is attached to my written testimony.

Exhibit A before you shows the average dollar amounts paid in
indemnity to plaintiffs on behalf of the individual physicians since
1988. The mean payment amount has risen by a compound annual
growth of 6.9 percent over the past 10 years, as compared to 2.6
percent for the consumer price index. The data for this exhibit
comes from the PIAA data-sharing project, which is a medical
cause of loss data base created in 1985 for the purpose of identi-
fying common trends among malpractice claims, which are used for
patient safety purposes by the PIAA member companies.

Right now there are over 180,000 claims and suits in this data
base. One very troubling aspect is the proportion of those claims
and suits filed, which are ultimately determined to be without
merit. As shown on Exhibit B, 61 percent of all claims closed in
2001 were dropped or dismissed by the Court. An additional 5.7
percent were won by the doctor at trial. Only 33.2 percent of all
claims closed were found to be meritorious, with most of these
being made through settlement.

When claims are concluded at verdict, the defendant prevailed an
astonishing 80 percent the time. As shown in Exhibit C, the mean
settlement amount on behalf of an individual defendant was just
over $299,000. Most medical malpractice cases have multiple de-
fendants, and thus these values are below those which may be re-
ported on a case basis. The mean verdict amount last year was al-
most $497,000.

Exhibit D shows the mean expense payment for claims by cat-
egory or disposition, as can be seen the cost of taking a claim for
each doctor named in a case, all the way through trial, is fast ap-
proaching $100,000. And we win 80 percent of these. Exhibit E
shows the distribution of claim payments at various payment
thresholds. It can be readily seen that the number of larger pay-
ments represented by the upper bars on this chart are growing as
a percentage of the total number of payments. This is especially
true for payments at or exceeding $1 million, which comprised al-
most 8 percent of all claims paid on behalf of the individual practi-
tioners in 2001 as shown in exhibit F.
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This percentage has doubled in the past 4 years. Insurers rely on
investment income to offset premium needs. Medical malpractice
insurers are primarily invested in high grade bonds and have not
lost large sums in the stock market. Brown Brothers Harriman, a
leading investment and asset management firm in a recent invest-
ment research report states that over the last 5 years, the amount
medical malpractice companies have invested in equities has re-
mained fairly constant.

In 2001, the equity allocation was 9.03 percent. As Exhibit G
shows, medical liability insurance companies invested significantly
less in equities than did all property casualty insurers with med
mal being the short black bar on that exhibit. While insurer inter-
est income has declined due to falling market interest rates, when
interest rates declined, bond values increase. This has had a bene-
ficial effect in keeping total investment income level when meas-
ured as a percentage of total invested assets. This is shown on Ex-
hibit H. Thus the assertion that insurers have been forced to raise
their rates because of bad investments is simply not true. The an-
swer to the current problem, the PIAA firmly believes is the adop-
tion of effective Federal health care liability reform similar to the
California MICRA reforms enacted in 1975.

The keystone of the MICRA reforms is the $250,000 cap on non-
economic damages. These reforms are similar to the provisions of
H.R. 5 passed by—which is before you now. Last year’s bill, H.R.
4600, was scored by the CBO as providing over $14 billion in sav-
ings to the Federal Government, and an additional $7 billion to the
States. Using annual data published by the National Association of
Insurance Commissioners, Exhibit I documents the savings Cali-
fornia practitioners and health care consumers have enjoyed since
the enactment of MICRA over 25 years ago.

As shown, total malpractice premiums reported to the NRC since
1976 have grown in California by 167 percent, compared to 505
percent in the rest of the Nation. These savings are clearly dem-
onstrated in the rates charged to California doctors as shown on
Exhibit J. Successful experience in California and other States,
such as Wisconsin, make it clear that MICRA style tort reforms do
work without lowering health care quality or limiting access to
care. Now we have heard about prop 103. Prop 103 actually had
no effect on California medical liability or premiums.

In an effort to derail desperately needed tort reforms, the Asso-
ciation of Trial Lawyers of America and related individuals and
groups have stated that the beneficial effects shown on Exhibits I
and J are due to prop 103. This is just not true. Medical liability
insurers were not the intended target of prop 103, but were none-
theless subject to it. However, given the high level of dividends
being paid by medical malpractice insurers at the time, they were
not required by the insurance commissioner to roll back rates.
While malpractice insurers did make one-time refunds equal to 20
percent of 1 year’s premium, which, in these amounts, were im-
proved in normal dividends they were paying during that period of
time.

Prop 103 did not result in the lowering of insurance rates and
did not result in the return of additional moneys that would have
ordinarily been paid through the normal insurance dividend proc-
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ess. The PIAA strongly urges members of the committee to support
and pass legislation, which will assure full payment of a truly in-
jured payment’s economic losses as well as up to $250,000 in non-
economic damages, thereby assuring fair compensation for patients,
and also assuring Americans that they will be able to receive nec-
essary health care services. Thank you.

[The prepared statement of Lawrence Smarr follows:]

PREPARED STATEMENT OF LAWRENCE E. SMARR, PRESIDENT, PHYSICIAN INSURERS
ASSOCIATION OF AMERICA

INTRODUCTION

Chairman Bilirakis, Congressman Brown and Committee Members, I am Law-
rence E. Smarr, President of the Physician Insurers Association of America (PIAA).
Thank you for allowing me the opportunity to appear before you today and speak
about the need for the enactment of H.R.5, The Help Efficient, Accessible, Low-cost,
Timely Healthcare (HEALTH) Act of 2003.

As we all know, professional liability insurance premiums for doctors and hos-
pitals are rapidly rising in many states to levels where they cannot afford to pay
them. These increased premiums are caused by the ever-increasing size of medical
liability insurance payments and awards. The unavoidable consequence is that phy-
sicians are moving away from crisis states, reducing the scope of their practices, or
leaving the practice of medicine altogether. Likewise, hospitals are being forced to
close f}’r;lcilities and curtail high-risk services because they can no longer afford to in-
sure them.

DOCTORS INSURING DOCTORS

The PIAA is an association comprised of professional liability insurance compa-
nies owned and/or operated by physicians, dentists, and other health care providers.
Collectively, our 43 domestic insurance company members insure over 300,000 doc-
tors and 1,200 hospitals in the United States and our nine international members
insure over 400,000 health care providers in other countries around the world. The
PIAA member insurance companies can also be characterized as health care profes-
sionals caring for the professional liability risks of their colleagues—doctors insuring
doctors, hospitals insuring hospitals. We believe that the physician owned/operated
company members of the PIAA insure over 60% of America’s doctors. Unlike the
multi-line commercial carriers, medical liability insurance is all that the PIAA com-
panies principally do, and they are here in the market to stay.

The PIAA was formed 26 years ago at a time when commercial insurance carriers
were experiencing unanticipated losses and exited the market, leaving doctors, hos-
pitals and other health care professionals no choice other than to form their own
insurance companies. A quarter century has passed, and I am proud to say that the
insurers who comprise the PIAA have become the driving force in the market, pro-
viding stability and availability for those they insure.

When the PIAA and many of its member companies were formed in the 1970’s,
we faced a professional liability market not unlike that which we are experiencing
today. At that time, insurers, all of which were general commercial carriers, were
experiencing rapidly increasing losses, which caused them to consider their continu-
ance in the market. Many of the major carriers did indeed exit the market, leaving
a void that was filled by state and county medical and hospital associations across
the country forming their own carriers. Again we see the commercial carriers, such
as St. Paul, exiting the market. But, this time, the provider owned carriers are in
place and are indeed providing access to insurance and stability to the market.

Unfortunately, the recent exodus from and transformation of the market is of
such magnitude that the carriers remaining do not have the underwriting capacity
to take all comers. Facing ever-escalating losses of their own, many of the carriers
remaining in the market are forced to tighten their underwriting standards and re-
vise their business plans with regard to their nature and scope of operations. This
includes the withdrawal from recently expanded markets, which adds to the access
to insurance problem caused by carriers exiting altogether.

My goal here today is to discuss what the PIAA sees as the underlying causes
of the current medical liability crisis. I want to stress that I believe that this situa-
tion should be characterized as a medical liability crisis, and not a medical liability
insurance crisis. The PIAA companies covering the majority of the market are in
sound financial condition. The crisis we face today is a crisis of affordability and
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availability of insurance for health care providers, and more importantly, the result-
ing growing crisis of access to the health care system for patients across the country.

INSURANCE INDUSTRY UNDERWRITING PERFORMANCE

Medical liability insurance is called a long-tail line of insurance. That is because
it takes on average two years from the time a medical liability incident occurs until
a resulting claim is reported to the insurer, and another two and one-half years
until the average claim is closed. This provides great uncertainty in the rate making
process, as insurers are forced to estimate the cost of claims which may ultimately
be paid as much as 10 years after the insurance policy is issued. By comparison,
claims in short-tail lines of insurance, such as auto insurance, are paid days or
weeks after an incident.

Over the past three years medical liability insurers have seen their financial per-
formance deteriorate substantially due to the rapidly rising cost of medical liability
claims. According to A.M. Best (Best), the leading insurance industry rating agency,
the medical liability insurance industry incurred $1.53 in losses and expenses for
every dollar of premium they collected in 2001. While data for 2002 will not be
available until the middle of this year, Best has forecast that the industry will incur
$1.41 in losses and expenses in 2002, and $1.34 in 2003. The impact of insurer rate
increases accounts for the improvement in this statistic. However, Best also cal-
culates that the industry can only incur $1.14%% in losses and expenses in order to
operate on a break-even basis. This implies that future rate increases can be ex-
pected as the carriers move toward profitable operations.

The physician owned/operated carriers that I represent insure a substantial por-
tion of the market (over 60%). Each year, an independent actuarial firm (Tillinghast
Towers-Perrin) provides the PIAA with a detailed analysis of annual statement data
filed by our members with the National Association of Insurance Commissioners
(NAIC). This analysis is very revealing with regard to the individual components
of insurers financial performance.

Exhibit 1 below details the operating experience of 32 physician owned/operated
insurance companies included in the analysis. A widely relied upon insurance per-
formance parameter is the combined ratio, which is computed by dividing insurers’
incurred losses and expenses by the premiums they earn to offset these costs. For
these companies, this statistic has been deteriorating (getting larger) since 1997,
with major increases being experienced in 2000 and 2001.

For calendar year 2001, the combined ratio (including dividends paid) was 141,
meaning that total losses and dividends paid were 41% more than the premiums
collected. Even when considering investment income, net income for the year was
a negative ten percent. This follows a meager 4 percent net income in 2000. This
average experience is indicative of the problems being experienced by insurers in
general, and demonstrates the carriers’ needs to raise rates to counter increasing
losses. All of the basic components of the combined ratio calculation (loss and loss
adjustment expense, underwriting expense) have risen as a percentage of premium
ﬁ)rl (zlﬂl years shown. The only declining component has been dividends paid to policy-

olders.

To compare this group of PIAA companies with the industry, Exhibit 2 is taken
from the 2002 edition of Best’s Aggregates and Averages. This shows that medical
malpractice is the least profitable property and casualty line of insurance in 2001,
following reinsurance, which has been greatly impacted by the World Trade Center
losses. The adjusted combined ratio for the entire industry is 153, as compared to
141 for the PIAA carriers represented on Exhibit 1.

THE ROLE OF INVESTMENT INCOME

Investment income plays a major role for medical liability insurers. Because med-
ical liability insurance is a “long tail” line of insurance, insurers are able to invest
the premiums they collect for substantial periods of time, and use the resulting in-
vestment income to offset premium needs. As can be seen on Exhibit 3, investment
income has represented a substantial percentage of premium, and has played a
major role in determining insurer financial performance. However, investment in-
come as a percentage of premium has been declining in recent years primarily due
to historic lows in market interest rates.

Contrary to the unfounded allegations of those who oppose effective tort reforms,
medical liability insurers are primarily invested in high grade bonds and have not
lost large amounts in the stock market. As can be seen in Exhibit 4, the carriers
in the PIAA survey have been approximately 80% invested in bonds over the past
seven years.
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As shown on Exhibit 5, stocks have averaged only about 11% of cash and invested
assets, thus precluding major losses due to swings in the stock market. Unlike
stocks, high grade bonds are carried at amortized value on insurer’s financial state-
ments, with changes in market value having no effect on asset valuation unless the
underlying securities must be sold.

The experience of the PIAA carriers is confirmed on an industry-wide basis
through data obtained from the NAIC by Brown Brothers Harriman, a leading in-
vestment and asset management firm. Brown Brothers reports that “Over the last
five years, the amount medical malpractice companies has invested in equities has
remained fairly constant. In 2001, the equity allocation was 9.03%.” As Exhibit 6
shows, medical liability insurers invested significantly less in equities than did all
property casualty insurers.

Brown Brothers states that the equity investments of medical liability companies
“...had returns similar to the market as a whole. This indicates that they main-
tained a diversified equity investment strategy.

The Brown Brothers report further states:

Since medical malpractice companies did not have an unusual amount invested
in equities and what they did was invested in a reasonable market-like fashion,
we conclude that the decline in equity valuations is not the cause of rising med-
ical malpractice premiums.t

While insurer interest income has declined due to falling market interest rates,
when interest rates decline, bond values increase. This has had a beneficial effect
in keeping total investment income level when measured as a percentage of total
invested assets. This is shown in Exhibit 7 below. Thus, the assertion that insurers
have been forced to raise their rates because of bad investments is simply not true.

THE INSURANCE CYCLE

Opponents of effective tort reform claim that insurance premiums in constant dol-
lars increase or decrease in direct relationship to the strength or weakness of the
economy, reflecting the industry’s investment performance. The researchers at
Brown Brothers also tested this theory, and found no correlation between changes
in generally accepted economic parameters (Gross Domestic Product (GDP) and 5-
year treasury bond rates) with direct medical liability premiums written. In fact,
Brown Brothers conducted 64 different regression analyses between the economy,
investment yield, and premiums, and found no meaningful relationship. The report
produced by Brown Brothers states:

Therefore, we can state with a fair degree of certainty that investment yield and
the performance of the economy and interest rates do not influence medical
malpractice premiums.2

INSURER SOLVENCY

A key measure of financial health is the ratio of insurance loss and loss adjust-
ment expense (amounts spent to handle claims) reserve to surplus. This ratio has
deteriorated (risen) for the PIAA carriers since 1999 to a point where it is approxi-
mately two times the level of surplus, as shown on Exhibit 8 below.

The relationship between reserves (amounts set aside to pay claims) and surplus
is important, as it is a measure of the insurer’s ability to contribute additional
amounts to pay claims in the event that original estimates prove to be deficient. At
the current approximately two-to-one ratio, these carriers in aggregate are still in
sound financial shape. However, any further deterioration in surplus due to under-
writing losses will cause a deterioration in this important benchmark ratio indi-
cating an impairment in financial condition. Under current market conditions, char-
acterized by increasing losses and declining investment interest income, the only
way to increase surplus is through rate increases.

Net premiums written as compared to surplus is another key ratio considered by
regulators and insurance rating agencies, such as A.M. Best. This statistic for the
companies in the PIAA survey has also been deteriorating (rising) since 1999, show-
ing a 50% increase in the two years ending in 2001. The premium-to-surplus ratio
is a measure of the insurer’s ability to write new business. In general, a ratio of
one-to-one is considered to be the threshold beyond which an insurer has over-ex-
tended its capital available to support its underwritings.

1Did Investments Affect Medical Malpractice Premiums? Raghu Ramachandran, Brown
Brothers Harriman, January 2003.

2Did Investments Affect Medical Malpractice Premiums? Raghu Ramachandran, Brown
Brothers Harriman, January 2003.



93

As can be seen on Exhibit 9, this statistic has also deteriorated, and the carriers
in aggregate are approaching one-to-one. As the carriers individually approach this
benchmark, they will begin to decline new risks, causing further availability prob-
lems for insureds. Rate increases the carriers are taking also have an impact on this
important ratio as well as new business written.

THE CAUSE OF THE CRISIS

The effects described in the previous pages were caused by the convergence of six

driving factors making for the perfect storm, as follows:

Dramatic long term paid claim severity rise

Paid claim frequency returning and holding at high levels

Declining market interest rates

Exhausted reserve redundancies

Rates becoming too low

Greater proportion of large losses

The primary driver of the deterioration in the medical liability insurance industry
performance has been paid claim severity, or the average cost of a paid claim, and
their associated expenses. The National Association of Insurance Commissioners
(NAIC) confirmed this in a February 7, 2003 letter to Senator Judd Gregg, which
states in part: “The preliminary evidence points to rising loss costs and defense
costs associated with litigation as the principal drivers of medical malpractice
prices.” (letter attached)

Exhibit 10 shows the average dollar amount paid in indemnity to plaintiffs on be-
half of individual physicians since 1988. The mean payment amount has risen by
a compound annual growth of 6.9% during this period, as compared to 2.6% for the
Consumer Price Index (CPIu). The data for Exhibit 10, as well as that for slides
which follow, comes from the PIAA Data Sharing Project. This is a medical cause-
of-loss database, which was created in 1985 for the purpose of identifying common
trends among malpractice claims. PIAA member companies use the database for
risk management and patient safety purposes. To date, over 180,000 claims and
suits have been reported to the database.

Allocated loss adjustment expenses (ALAE) for claims reported to the Data Shar-
ing Project have also risen at alarming rates. ALAE are the amounts insurers pay
to handle individual claims, and represent payments principally to defense attor-
neys, and to a lesser extent, expert witnesses. Average amounts paid for three cat-
egories of claims are shown below. As can be seen, the average amount spent for
all claims in 2001 has risen to just under $30,000.

One very troubling aspect of medical malpractice claims is the proportion of those
filed which are ultimately determined to be without merit. Exhibit 12 shows the dis-
tribution of claims closed in 2001 as reported to the PIAA Data Sharing Project.
Sixty-one percent of all claims filed against individual practitioners were dropped
or dismissed by the court. An additional 5.7% were won by the doctor at trial. Only
33.2% of all claims closed were found to be meritorious, with most of these being
paid through settlement. Of all claims closed, more than two-thirds had no indem-
nity payment to the plaintiff. When the claim was concluded at verdict, the defend-
ant prevailed an astonishing 80% of the time. This data clearly shows that those
attorneys trying these cases are woefully deficient in recognizing meritorious actions
to be pursued to conclusion.

Analyses performed by the PIAA have shown that of all premium and investment
income available to pay claims, only 50% ever gets into the hands of truly injured
patients, with the remainder being principally paid to attorneys, both plaintiff and
defense. Something is truly wrong with any system that consumes 50% of its re-
sources to deliver the remainder to a small segment of those seeking remuneration.

A review of the average claim payment values for the latest year reported to the
PIAA Data Sharing Project (2001) 1s revealing. As shown on Exhibit 13, the mean
settlement amount on behalf of an individual defendant was just over $299,000.
Most medical malpractice cases have multiple defendants, and thus, these values
are below those, which may be reported on a per case basis. The mean verdict
amount last year was almost $497,000 per defendant.

Exhibit 14 shows the mean expense payment for claims by category of disposition.
As can be seen, the cost of taking a claim for each doctor named in a case all the
way through trial is fast approaching $100,000. Exhibit 15 shows the distribution
of claims payments at various payment thresholds. It can be readily seen that the
number of larger payments are growing as a percentage of the total number of pay-
ments.

This is especially true for payments at or exceeding $1 million, which comprised
almost eight percent of all claims paid on behalf of individual practitioners in 2001
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(Exhibit 16). This percentage has doubled in the past four years, and clearly dem-
onstrates why insurers are facing dramatic increases in the amounts they have to
pay for reinsurance. While medical liability insurers are reinsured by many of the
same companies having high losses from the World Trade Center disaster, their
medical liability experience was rapidly deteriorating prior to September 11, 2001.

In addition to rising claim severity, like all other investors, medical liability insur-
ers have faced declining market interest rates. Eighty percent of PIAA insurers’ in-
vestments are placed in high-grade bonds. Exhibit 17 shows the long-term decline
in high-grade bond earnings. As can be seen, this is not a recent phenomenon, but
a long term trend.

Critics of the medical liability insurance industry say that insurers’ reliance on
investment income to offset premiums has caused turmoil in the marketplace, im-
plying that the use of investment income is a bad thing. Nothing could be further
from the truth. If insurers did not ever use investment income to offset premium
needs, then rates would always be 30—40% higher than otherwise necessary. The
role market interest rates play in determining pricing in medical liability insurance
(and other lines as well) is a fact of life which we cannot control.

THE ANSWER

Medical liability insurers and their insureds have faced dramatic long-term rises
in paid claim severity, which is now at historically high levels. Paid claim frequency
(the number of paid claims) is currently remaining relative constant, but has risen
significantly in some states. While interest rates will certainly rise and fall in future
years, nothing has been done over the past three decades to stem the ever-rising
values of medical malpractice claim payments or reduce the number of meritless
claims clogging up our legal system at great expense—except in those few states
that have effective tort reforms. In many states not having tort reforms, costs have
truly become excessive, and insurers are forced to set rates at levels beyond the
abilities of doctors and hospitals to pay. States having tort reforms, such as Cali-
fornia, provide a compelling example that demonstrates how such reforms can lower
medical liability costs and still provide adequate indemnification for patients
harmed as a result of the delivery of health care.

The following reforms are those which the PIAA advocates be adopted at the fed-
eral level, which we also feel should be the standard for any state reforms enacted.
They are based on the reforms found in the Medical Injury Compensation Reform
Act (MICRA) which became effective in California in 1976 and which have been suc-
cessful in compensating California patients and ensuring access to the health care
system since their enactment.

The keystone of the MICRA reforms is the $250,000 cap on non-economic damages
(pain and suffering) on a per-incident basis. Under MICRA, injured patients receive
full compensation for all quantifiable damages, such as lost income, medical ex-
penses, long-term care, etc. In addition, injured patients can get as much as one-
quarter million dollars for pain and suffering. Advising juries of economic damages
that have already been paid by other sources serves to reduce double payment for
damages. An important component of MICRA is a reasonable limitation on plaintiff
attorney contingency fees, which can be 40% or more of the total amount of the
award. Under MICRA, a trial lawyer must be satisfied with only a $220,000 contin-
gency fee for a $1 million award.

A Gallup poll published on February 5, 2003 by the National Journal indicates
that 57% of adult Americans feel there are too many lawsuits against doctors, and
74% feel that we are facing a major crisis regarding medical liability in health care
today. Seventy-two percent of respondents favored a limit on the amount that pa-
tients can be awarded for their emotional pain and suffering. Only the trial lawyers
and their front groups disagree, seeing their potential for remuneration being re-
duced. Especially displeasing to them is MICRA’s contingency fee limitation, which
puts more money in the hands of the injured patient (at no cost reduction to the
insurer).

The U.S. House of Representatives adopted legislation containing tort reforms
similar to MICRA, including a $250,000 cap on non-economic damages, for the sev-
enth time in September of last year. HR 4600, known as the HEALTH Act, was in-
troduced and adopted on a bi-partisan basis. The Congressional Budget Office (CBO)
conducted an extensive review of the provisions of HR 4600, and reported to Con-
gress that if the reforms were enacted, “...premiums for medical malpractice insur-
ance ultimately would be an average of 25 percent to 30 percent below what they
would be under current law.”

The CBO found that HR 4600 reforms would result in savings of $14.1 billion to
the federal government through Medicare and other health care programs for the
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period 2004—2012. An additional $7 billion of savings would be enjoyed by the
states through their health care programs. The CBO’s analysis did not consider the
effects that federal tort reform would have on reducing the incidence of defensive
medicine, but did acknowledge that savings were likely to result.

The US Department of Health and Human Services published a report on July
24, 2002, which evaluated the effects of tort reforms in those states that have en-
acted them. As stated in Exhibit 20, HHS found that practitioners in states with
effective caps on non-economic damages were currently experiencing premium in-
creases in the 12—15% range, as compared to average 44% increases in other states.

Annual data published by the National Association of Insurance Commissioners
(NAIC) also documents the savings California practitioners and health care con-
sumers have enjoyed since the enactment of MICRA over 25 years ago. As shown
in Exhibit 21, total medical liability premiums reported to the NAIC since 1976
have grown in California by 167%, while premiums for the rest of the nation have
grown by 505%. These savings can only be attributed to MICRA.

These savings are clearly demonstrated in the rates charged to California doctors
as shown in Exhibit 22. Successful experience in California and other states makes
it clear that MICRA style tort reforms do work without lowering health care quality
or limiting access to care.

PROP 103 HAD NO EFFECT ON CALIFORNIA MEDICAL LIABILITY PREMIUMS

In an effort to derail desperately needed tort reforms as described above, the As-
sociation of Trial Lawyers of America and related individuals and groups have stat-
ed that the beneficial effects of MICRA as shown on Exhibit 21 are due to Propo-
sition 103, a ballot initiative passed in 1988 aimed primarily at controlling auto in-
surance costs. The ballot initiative passed by a 51% majority vote, with voters in
only 7 of California’s 58 counties approving the measure. The major changes made
by Prop 103 include:

¢ Making the insurance commissioner of California an elected, rather than ap-
pointed, official;

e Giving the insurance commissioner authority to approve rate changes before they
can take effect;

* Requiring insurers to reduce rates by 20 percent from their levels on November
8, 1987,

* Requiring auto insurance companies to offer a 20 percent “good driver discount.”

* Requiring auto insurance rates to be determined primarily by four factors;

e Allowing for payment of “intervenor fees” to outside groups that intervene in
hearings conducted by the Department of Insurance 3.

Medical liability insurers were not the intended target of Prop 103, but were cov-
ered by the resulting regulations. However, Prop 103 did not have any substantive
effect on reducing medical liability insurance rates. Prop 103 did have the effect of
freezing most insurance rates in California until as late as 1994.4 This all came at
a time when medical liability insurers across the nation were seeing their rates
level off or even decline.

Prop 103 added a provision to the California Insurance Code at Section 1861.01,
which required insurers to roll back their rates to 20 percent lower than those in
effect on November 8, 1987. However, this is not what happened to medical mal-
practice insurers.

One major California insurer, the NORCAL Mutual Insurance Company reached
the very first consent agreement of any insurer with the California Department of
Insurance in November of 1991. To satisfy the requirements of Prop 103, NORCAL
was specifically permitted to declare a one-time 20% return of premium for policy-
holders insured between November 8, 1988 and November 8, 1989 as a dividend by
March 31, 1992. NORCAL was not required to roll back its rates as a result of Prop
103. As NORCAL was already paying dividends exceeding 20% per year during the
period in question, no additional monies were returned to policyholders as a result
of Prop 103. The experience of other California physician owned companies, such as
The Doctors’ Company and the Medical Insurance Exchange of California, was simi-
lar to that of NORCAL. Even if California medical liability insurers had been re-

3Ironically, the Proposition 103 Enforcement Project headed by Harvey Rosenfeld, a self-pro-
claimed consumer advocate who led the fight for the adoption of Prop 103, has received almost
$1.5 million in intervenor fees through 1997. In total, “consumer organizations” and individuals
have received over $7.1 million in intervenor fees and administrative costs through 1997.
Source: Personal Insurance Federation of America,

4Background on Insurance Reform—A Detailed Analysis of California Proposition 103,.
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quired to reduce rates by 20%, this in no way could explain the wide gap in experi-
ence shown on Exhibit 21.

CONCLUSION

Increasing medical malpractice claim costs, on the rise for over three decades,
have finally reached the level where the rates that insurers must charge can no
longer be afforded by doctors and hospitals. These same doctors and hospitals can-
not simply raise their fees, which are limited by government or managed care com-
panies. Many doctors will face little choice other than to move to less litigious states
or leave the practice of medicine altogether.

Legislators are now challenged with finding a solution to the medical liability in-
surance affordability and availability dilemma—a problem long in coming that has
truly reached the crisis stage. The increased costs being experienced by insurers
(largely owned/operated by health care providers) are real and documented. It is
time for Congress to put an end to the wastefulness and inequities of our tort legal
system, where only 50% of the monies available to pay claims are paid to indemnify
the only 30% of claims filed with merit and the expenses of the remainder. The sys-
tem works fine for the legal profession, which is why trial lawyers and others fight
so hard to maintain the status quo.

The PIAA strongly urges members of the House to pass effective federal health
care liability reform, thereby stopping the exodus of health care professionals and
institutions which can no longer afford to fund an inequitable and inefficient tort
system which benefits neither injured plaintiffs or the health care community.

EXHIBIT 1

FINANCIAL RATIOS TO NET PREMIUMS EARNED

1995 1996 1997 1998 1 20 1

Loss & LAE 85% 92% 81% 92% 91% 103% 116
UnderwritingExp 15 17 19 22 22 21 22
Combined Ratio 110 109 111 114 113 124 138
PH Dividends 8 8 7 6 6 5 3
Adj Comb Ratio 119 118 118 120 118 129 141
Net inv income 48 4 45 43 34 33 H
FIT 7 7 6 6 2 1 -4
Net Income 23 20 29 17 12 4 A0

Source: Tillinghast Survey of PIAA Companies NAIC Filings
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EXHIBIT 2
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EXHIBIT 4

lPercentage of Cash and invested Auets]
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EXHIBIT 6

P&C Equity Allocation 2001
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EXHIBIT 8
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EXHIBIT 10
Average and Median Claim Payments
PIAA Data Sharing Project
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EXHIBIT 11

Average Expense Payment Values
PIAA Data Sharing Project
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EXHIBIT 12

PIAA Data Sharing Project
Outcome of Malpractice Cases
Closed in 2001

Verdict
1%

EXHIBIT 13

PAYMENT VALUES - 2001

As of $9/04/02

Mean Indemnity Payment $310,215

Mean Settiement $ 299,003
Mean Verdict $ 496,726
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EXHIBIT 14

PAYMENT VALUES - 2001
As of 9042

Mean Indemnity Payment $310,215
Mean Expense Payment $ 28,801
Won at Trial $ 85,718
Lost at Trial $91,423
Settled $ 39,891
Dropped/Dismissed $ 16,743

EXHIBIT 15
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EXHIBIT 16

PIAA Data Sharing Project
Claim Payments =>$1 Million
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EXHIBIT 17
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EXHIBIT 18

Health Care Liability Reform

« $250,000 cap on non-economic
damages

+ Collateral source offsets

+ Periodic payment of future damages
+ 1/3 year statute of limitations/repose
« Joint and several liabliity

» Contingency fee limits

EXHIBIT 19

CBO Scoring of HR 4600

September 24, 2002

$14.1 Billion Savings 2004 - 2012
$7 Billion Savings to the States 2004 - 2012

“...premiums for medical malpractice insurance
ultimately would be an average of 25 percent to 30
percent below what they would be under current

law.”
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EXHIBIT 20

USDHHS

Confronting the New Heaith Care Crisis:
Improving Heaith Care Quality and Lowering
Costs By Fixing Our Medical Liability System

July 24, 2002

“States with limits of $250,000 or $350,000
on non-economic damages have averagoe
combined highest premium increases of 12 ~
15%, compared to 44% in states without

caps...”

EXHIBIT 21

Savings from MICRA Reforms
California vs. U.S. Premiums 1976 - 2000
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EXHIBIT 22 T

2002 Rates- $1mil/3mil Coverage
(as reported by Medical Liability Monitor)

LA Mil- Chicago® Phila* Miami®

waukee®
M 11,164 5,148 26,404 18,429 56,153
GS 36,740 18,020 68,080 82,157 174,268

OB/ 54,563 | 27,802 | 102,640 | 100,045 | 201,376

Gyn
1 The Doctars Company
2 PIC Wiecongin
3 ISMIE Mulusl insursnce Company
4 g:ummwwmcwm
5 F :

NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS
February 7, 2003

Honorable JUDD GREGG

Chairman, Committee on Health, Education, Labor, and Pensions
United States Senate

Washington, DC 20610-6300

DEAR CHAIRMAN GREGG: On behalf of the National Association of Insurance Com-
missioners (NAIC), I am pleased to respond to your letter of January 31, 2003 re-
questing information on medical malpractice insurance. Many states are experi-
encing escalating premium costs for this critical insurance coverage for doctors,
while also encountering problems of availability and insufficient capacity to support
a healthy competitive market.

State insurance commissioners share the concerns you and other Members of Con-
gress are raising about improving the availability and affordability of medical mal-
practice insurance. We are vested with the responsibility of protecting the rights of
consumers and assuring that insurers remain financially solvent and able to meet
their claims obligations. While the recent trends in some states over limited avail-
ability and escalating premiums make oversight critical, we would caution that any
reforms be considered carefully, especially in recognition of reforms already enacted
in several states.

In September 2002, we established a Market Conditions Working Group to look
at these issues more closely and based upon that review make recommendations to
regulators. The working group has scheduled a public hearing on Saturday, March
8, 2003. We are hopeful this hearing and other efforts will help guide state and fed-
eral policymakers as they work to explore potential solutions. We will look forward
to sharing with you the results of this hearing.

Our responses to the questions in your letter are as follows:

(1) Are medical malpractice insurance rates subject to state law prohibitions on ex-
cessive, inadequate, or unfairly discriminatory rates?

Almost all states have rating laws for property and casualty insurance, in-
cluding medical malpractice. These rating laws require that insurance rates not
be excessive, inadequate, or unfairly discriminatory.

(2) If a state determines that a rate is excessive, inadequate, or unfairly discrimina-
tory, does the insurance regulator have the authority to reject or modify such
a rate?

If a state receives a filing from an insurer that contains a rate that is believed
to be out of compliance with the statutory rating standards, there are remedies
available to address the problem. The most common regulatory approach avail-
able to insurance regulators is the ability to order a hearing on the non-com-
plying rate. In states with prior approval laws, the commissioner generally has
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authority to disapprove the non-complying rate, however the insurer is gen-
erally provided an opportunity for a hearing if it disagrees with the commis-
sioner’s decision. Only in rare instances does an insurance commissioner have
authority to unilaterally modify a filed rate. Because of extremely high loss ra-
tios in many states, regulator concerns have been with rate inadequacy, and not
excessiveness or unfair discrimination.

(3) If states do have this authority, can you provide any examples where a state
insurance regulator has rejected or modified an excessive or unfairly discrimina-
tory medical malpractice insurance rate?

We are not aware of any recent state actions in this regard. State insurance
regulators generally do have the authority to prevent anti-trust activities by in-
surers. These state laws are based on the NAIC model rating laws, which con-
tain the following provisions.

“No insurer or advisory organization shall attempt to monopolize, or com-
bine or conspire with any other person to monopolize an insurance market or
engage in a boycott, on a concerted basis, of an insurance market.”

“No insurer shall agree with any other insurer or with an advisory organi-
zation to mandate adherence to or to mandate use of any rate, prospective
loss cost, rating plan, rating schedule, rating rule, policy or bond form, rate
classification, rate territory, underwriting rule, survey, inspection or similar
material, except as needed to facilitate the reporting of statistics to advisory
organizations, statistical agents or the commissioner. The fact that two or
more insurers, whether or not members or subscribers of an advisory organi-
zation, use consistently or intermittently the same rates, prospective loss cost,
rating plans, rating schedules, rating rules, policy or bond forms, rate classi-
fications, rate territories, underwriting rules, surveys or inspections or similar
materials is not sufficient in itself to support a finding that an agreement ex-
ists.”

“No insurer or advisory organization shall make any arrangement with any
other insurer, advisory organization, or other person which has the purpose
or effect of unreasonably restraining trade or lessening competition in the
business of insurance.”

States generally have adopted the NAIC model law provisions or equivalent
provisions, thus comparable authority currently exists. Again, due to extremely
high loss ratios, the concern has been with rate inadequacy.

(4) The Leahy legislation presumes that medical malpractice insurance carriers are
engaging in “price fixing, bid rigging, and market allocation.” Does the NAIC,
or any of your members have evidence that medical malpractice insurance car-
riers are engaging in these types of criminal behaviors? If so, could you detail
that information for us?

No. To date, insurance regulators have not seen evidence that suggests med-
ical malpractice insurers have engaged or are engaging in price fixing, bid rig-
ging, or market allocation. The preliminary evidence points to rising loss costs
and defense costs associated with litigation as the principal drivers of medical
malpractice prices. A July 2002 report prepared by the Department of Health
and Human Services also cites the impact of litigation and defense costs on this
line of insurance.

(5) Notwithstanding the McCarran-Ferguson exemption from federal anti-trust laws,
do state insurance regulators and attorneys general have the authority to pre-
vent “price fixing, bid rigging or market allocations” under current state law?
If so, could you explain the deficiencies in those laws and provide us with pro-
posed remedies?

As noted in the previous question, states have strong laws that prohibit price-
fixing and anti-competitive practices by insurers. The sharing of loss data
among insurers is permitted, however, because it is necessary to encourage com-
petition by giving potential new entrants to the marketplace and smaller insur-
ers enough underwriting and rate-setting information to enter and remain via-
ble in the medical malpractice marketplace. Again, the evident points to high
loss ratios, not price-fixing, as the primary driver of escalating premiums.

(6) What percentage of the medical malpractice insurance market is composed of
non-profit physician-owned mutuals? What incentive or incentives, if any, do
you think these types of medical malpractice carriers face that would cause
them to engage in “price fixing, bid rigging or market allocations?”

Non-profit physician-owned mutual insurers have developed in response to
market availability concerns. Since the owners of these mutuals are also the
customers, it would appear on the surface that market allocation might be oc-
curring. Careful inspection will show that a mutual insurer is concerned with
its policyholders’ interests. Since each policyholder is also an owner of the com-
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pany and the company is a non-profit entity, the goal of the mutual insurer is to
deliver medical malpractice insurance to its policyholder/owners as inexpen-
sively as possible. To do otherwise would contradict the goals of the mutual and
jeopardize its non-profit status

(7 IJ‘inally, if the Leahy legislation were to be enacted, would it lower the under-
lying medical malpractice claims costs and stabilize medical liability insurance
premiums? If yes, in what way would it do so?

No, we do not %eheve enactment of the Leahy legislation as originally drafted
would change the underlying costs of malpractice claims or premiums. We now un-
derstand this language is being modified. The reason insurers are not writing, or
are pulling back from medical malpractice insurance, is because there are many
other lines of insurance that offer more opportunities for profit at a lower risk. The
uncertainties and historical return in this line of business lead many commercial
insurers to commit capital in other lines of commercial insurance. It is our experi-
ence this market will remain volatile in some states until such time as claims costs

stabilize. o o o
Finally, while we are seeing difficult market conditions in some states, it is by

no means widespread in all states. Like all insurance markets, medical malpractice
insurance markets vary from state to state. However, the cost drivers in all states

are closely linked to claims losses.

hope this information is helpful, and we look forward to being of assistance as
your Committee continues its review of these issues. The NAIC and its members
stand ready to provide whatever data and resources we have available to help Con-
gress and the states improve the market for medical malpractice insurance.

Sincerely,
MIKE PICKENS
Commissioner of Insurance, Arkansas, President, NAIC



110

juswfed UBIPOY —e- JudWIAEY BHRIOAY g

1002 6661

1.

1661 5661 £661 1661 6861

1 i -] i i ] —r i

- 000°05%

000°001$

- 000'0S4$

000'002$

000°092$

v 9Ny

sanjeA Jejioq [enmoy

000°00¢$

000'05¢€$

108[014 Buueys eleq vvid

sjuswiAed wie|n ueipajy pue abelaay |

V IIYIHZA



111

%1
PIpIBsA
Hhuteid

%19
pessiwsig
%9 /peddoig
S)IOIPISA
esuajeq

%<
SjuUsWIvNIeS

100¢ Ul paso|D
soses aonoridjely JO awooINO

joofoid bBuieyg ejeq vvid

1 LIgIRX3




112

9Z.'96V $ JIPISA UedW
€00'66C $ JUSWIDINNSS ues
STZ'OTES juswiAed Ajluwiapur uesjy

Z0/v0/60 30 SY

1002 - SANTVA LNINAVd

J LI9IHXA




113

EVLOT $ passiwsiq/paddoig
T68'6€E $ pamIes
€TP'1I6 $ PIPIdA Jnuield
8T/'S8 $ PIPISA suadjad
108'ST $ judwied asuadxy ueap
STZ'0TES jJuswied Ajjuwapuy uesp

Z0/v0/60 jo SY

1002 - SANTTVA LNINAVd

0 LIEIHXY




114

100z 6661 LB6} 966} €661 1661 68614

L L " ) 1 L
¥

v .
{ o

sl
My

.c—mv

ol

o¢

Tt

ov

0§

-
|
.._

09

oL

(1]

06

00t

ploysaiy ._. EmE>mm >n_ wE_m_o pied o %
josfoud Buueys eyeq vvid

4 LIFIHX3



115

JBDA

1002 66 L6 $6 £6 16 68 L8 &8

«— %61 g
suep pied jo %

uoljiiW T$<= SiuswAed wieD

yoloid bulieys ejeq vvid

4 LINEAX3



116

J LISTHXE

€8P YN Butsn ADTS UOREIOIY 1099Y ANSNPUI SOLBINSU “03 § UEILIEH SISUIOIE LG 83INCE

sapinb3 1 o

1002 uonesojly Anb3a D9y



117

R II9IRXZE

“(eraneu; sogoBIdiy IeoeYt AQUeUIODRIH)
“SUONIPA L00Z UBNONY 1461 'seleiany g seSeiiby e Wy wanos

sujeo jejided pozjBoY YIM GUWOCOU| JUBLIISBAUL JON il

PISIA JUBLISOAU] JON =t

1007 000T 6661 8661 661 966%

e S —

e

BLIOOU} JUBLIISIALY
slainsuj eopouidien |BoIpopN

%00
%0’
%0y
%09
%0'8
%001



118

aje)g Ag aur) A Ageoid DIVN 80inog suoyyg ¢

........................

%491 + VO
%S08 + 'S'N 190

T T T T ¥ ] T T T 1 T T T

0002 - 9261 swniwald "S’N "SA elulojijed
SWLIOJ9Y VIIIN wol sbuineg

I LT9IHXH



119

Aupduroy) ouemMSU] [RUOISSIJOIJ ISII S
Auedwory sousmsu] AIfIqer A19120§ [BOIPOIN BlURAlASUUSd
Aaedwo)) souemsu] [enA HINSI €
UISUOOSIM DId T
fuedwo)y s10100(19YL |
NAD

9LE‘T0T | S¥0°00T | OV9°TOT | TO8'LT €9SvS | o

89TVLT | LST°T8 | 08089 | 0TO'8I 0pL9€ SO

€S1°9S$ | 6T 8IS | YOV'9TS | 8¥1°SS | ¥II'TIS | wn

(SIpPBuy
SIWIBIA yElUd 0SB | PNBMNIN Ll |

(a0nuopy Anjiqer [eSIpsN Aq papodal se)
98e1oA0)) TruIg/[TWIT§ -sarey 00T

I LIHYHXE




120

Mr. BILIRAKIS. Thank you, Mr. Smarr.
Dr. Palmisano.

STATEMENT OF DONALD J. PALMISANO

Mr. PALMISANO. Good morning. I am Donald Palmisano, presi-
dent-elect of the American Medical Association and a surgeon in
New Orleans. The policy of the American Medical Association is de-
cided through a Democratic policymaking process involving physi-
cian delegates representing every State, nearly 100 national spe-
cialty medical societies, Federal service agencies and other group
sections. AMA policy dictates support for national medical liability
reform. My testimony represents this policy. Thank you, Mr. Chair,
for inviting the AMA to participate in today’s hearing. I want to
express our gratitude to you, Representatives Greenwood, Cox and
Tauzin, and other cosponsors of H.R. 5 for your efforts to bring rea-
sonable reforms to our broken medical liability system.

Mr. Chair, you know that our health care system is facing a cri-
sis when patients have to leave their State to receive urgent sur-
gical care or when pregnant women cannot find an OB-GYN physi-
cian to monitor their pregnancy and deliver their baby, or when
community health center have to reduce their services or close
their doors because of liability insurance concerns. You know that
our health care system is facing a crisis when physicians and other
health care professionals believe they work in a culture of fear
rather than a culture of safety, or when efforts to improve patient
safety and quality are stifled because of lawsuit fears.

Escalating jury awards and the high cost of defending against
lawsuits, even meritless claims, are causing medical liability insur-
ance premiums to soar. Over the past 2 years, many physicians
have been hit with medical liability premium increases of 25 to 400
Fercent as reports show the average jury award reaching $3.5 mil-
ion.

As medical liability insurance becomes unaffordable or unavail-
able, physicians are forced to close their practices or drop vital
services seriously affecting patient access to care. Twelve states are
currently in a crisis, and we are concerned that more States will
be in a full-blown crisis in the near future. Several recent govern-
ment and private sector reports confirm that the cause of the liabil-
ity crisis is the unrestrained escalation of jury awards. Opponents
claim that the soaring medical liability insurance premiums are the
result of declining investments in the insurance industry, and that
liability reforms do not stabilize the insurance markets. These
;:}aims are misleading based on flawed analysis and contrary to the
acts.

AM Best recently reported that medical liability insurers have
approximately 80 percent of their investments in the bond market,
and investment yields have been stable and positive since 1997.
Other credible sources, including Brown Brothers Harriman’s re-
cent study, conclude that “investment did not precipitate the cur-
rent crisis.”

In Florida, a nonpartisan taskforce recently found the rec-
ommendation that the greatest long-term impact on health care
provider liability insurance rates, and thus eliminate the crisis of
availability and affordability of health care in Florida, is a
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$250,000 cap on non-economic damages. This limit on non-economic
damages has worked in California, and it can work nationwide.
The National Association of Insurance Commissioners, NAIC, stud-
ied 24 years of premiums in California. They found that premiums
across the Nation increased three times faster than premiums in
California.

In addition, studies show that the tort system is an extremely in-
efficient mechanisms for compensating patients, returning less
than 50 cents on the dollar already to claimants, and less than 22
cents for actual economic losses.

Mr. Chair, as you have recognized, the time for action is past
due. We must act now to fix our broken medical liability system.
That is why the AMA is here supporting H.R. 5, and that is why
we join with numerous members of a broad based coalition known
as the Health Coalition on Liability and access to urge this Con-
gress to promptly reform the medical liability system. We must
bring common sense back to our courtrooms so that patients have
access to their physicians, whether in emergency rooms, delivery
rooms or operating rooms. In effect, we need to have balance. We
need to make sure that all of the patients in America have access
to care. Thank you.

[The prepared statement of Donald J. Palmisano follows:]

PREPARED STATEMENT OF DONALD J. PALMISANO, ON BEHALF OF AMERICAN MEDICAL
ASSOCIATION

On behalf of the physician members of the American Medical Association (AMA),
I appreciate the opportunity to testify before you today regarding an issue that is
seriously threatening the availability of and access to quality health care for pa-
tients. I would especially like to express our gratitude to you, Mr. Chair, and Rep-
resentatives Jim Greenwood (R-PA), Chris Cox (R-CA), Billy Tauzin (R-LA), and
other cosponsors of H.R. 5 for providing a much needed focus for action at the na-
tional level.

I am Donald Palmisano, MD, JD, President-elect of the AMA and a general and
vascular surgeon from New Orleans, LA. The policy of the AMA is decided through
its democratic policy-making process in the AMA House of Delegates, which meets
twice a year. Our House is comprised of physician delegates representing every
state, nearly 100 national medical specialty societies, federal service agencies (in-
cluding the Surgeon General of the United States), and six sections representing
hospital and clinic staffs, resident physicians, medical students, young physicians,
medical schools, and international medical graduates. AMA policy dictates support
for national medical liability reform. In particular, the AMA supports H.R. 5, the
HEALTH Act.

Mr. Chair, you know that our health care system is facing a crisis when patients
have to leave their state to receive urgent surgical care. You know that our health
care system is facing a crisis when pregnant women cannot find an OB/GYN to
monitor their pregnancy and deliver their baby. You know that our health care sys-
tem is facing a crisis when community health centers have to reduce their services
or close their doors because of liability insurance concerns. You know that our
health care system is facing a crisis when dedicated professionals, who have trained
for years, want to give up the work of a lifetime and retire. You know that our
health care system is facing a crisis when physicians and other health care profes-
sionals believe they work in a culture of fear, rather than a culture of safety. You
know that our health care system is facing a crisis when efforts to improve patient
safety and quality are stifled because of lawsuit fears. An unrestrained medical li-
ability system is driving our health care system into crisis.

As you have recognized, the time for action is past due. Physicians across the
country are making decisions now, and more and more patients are wondering,
“Will their doctor be there?” We must act now to fix our broken medical liability
system. That is why we are here supporting H.R. 5, and that is why we join with
numerous other members of a broad-based coalition known as the Health Coalition
for Liability and Access to urge this Congress to promptly reform the medical liabil-
ity system.
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ACCESS TO CARE IS AT RISK

The crisis facing our nation’s medical liability system has not waned—in fact, it
is getting worse. Escalating jury awards and the high cost of defending against law-
suits, even frivolous ones, have caused medical liability insurance premiums to
reach unprecedented levels. As a result, a growing number of physicians can no
longer find or afford liability insurance. Over the past two years, many physicians
have been hit with medical liability premium increases of 25 to 400 percent. Some
hospitals have seen premiums increase 140 percent in the same time period.

The most troubling aspect of this crisis is its impact on patients. As insurance be-
comes unaffordable or unavailable, physicians are being forced to close their prac-
tices or drop vital services—all of which seriously impede patient access to care.
Emergency departments are losing staff and scaling back certain services such as
trauma units. Many obstetrician-gynecologists and family physicians have stopped
delivering babies, and some advanced and high-risk procedures (such as neuro-
surgery) are being postponed because physicians can no longer afford or even find
the liability insurance they need to practice. According to the American Hospital As-
sociation’s 2002 TrendWatch 1, more than 26% of health care institutions have re-
acted to the liability crisis by cutting back on services, or even eliminating some
units.

A 2002 survey conducted by Wirthlin Worldwide shows that 78 percent of
Americans say they are concerned about access to care being affected be-
cause doctors are leaving their practices due to rising liability costs.

Virtually every day for the past year there has been at least one major media
story on the plight of American patients and physicians as the liability crisis
reaches across the country. Access to health care is now seriously threatened in
states such as Florida, Georgia, Mississippi, Nevada, New Jersey, New York, Ohio,
Oregon, Pennsylvania, Texas, Washington, and West Virginia. On top of this, we ex-
pect at least five more states to be in a full blown crisis in the near future, with
a crisis looming in at least 26 other states. A sample of media reports in the appen-
dices to this testimony illustrates the problems faced by patients and physicians in
some of these states—problems many other states will face if effective tort reforms
are not enacted.

We must bring common sense back to our courtrooms so that patients
have access to their emergency rooms, delivery rooms, operating rooms,
and physicians’ offices.

THE LITIGATION SYSTEM IS CAUSING THE CRISIS

The primary cause of the growing liability crisis is the unrestrained escalation in
jury awards that are a part of a legal system that in many states is simply out of
control. While there have been several articles published since the mid-1990s indi-
cating that increases in jury awards lead to higher liability premiums, in the last
year a growing number of government and private sector reports show that increas-
ing medical liability premiums are being driven primarily by increases in lawsuit
awards and litigation expenses.

In his State of the Union Address last month, President Bush stressed that we
all are threatened by a legal system that is out of control. The President stated that
“Because of excessive litigation, everybody pays more for health care and many
parts of America are losing fine doctors.” The President’s remarks are substantiated
in several recent government and private sector reports—reports making clear that
the medical liability litigation system in the United States has evolved into a “law-
suit lottery,” where a few patients and their lawyers receive astronomical awards
and the rest of society pays the price as access to health care professionals and serv-
ices are reduced.

Recent Federal Government Reports

In a July 2002 report released by the U.S. Department of Health and Human
Services (HHS), the federal government concluded that the excesses of the litigation
system are threatening patients’ access to health care. This federal government re-
port states that insurance premiums are largely determined by the litigation sys-
tem, and that the litigation system is inherently costly, unpredictable, and slow to
resolve claims. Just to defend a claim now costs on average over $24,000.
Further, the fact that about 70 percent of claims end with no payment to
the patient indicates the degree to which substantial economic resources
are being squandered on fruitless legal wrangling—resources that could be
used to reduce health costs so that more Americans could find health in-
surance.
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Even when there is a large award in favor of an injured patient, a large percent-
age of the award never reaches the patient. Attorney contingent fees, added with
court costs, expert witness costs, and other “overhead” costs, can consume 40-50 per-
cent of the compensation meant to help the patient.

On September 25, 2002, HHS issued an update on the medical liability crisis. This
update reported on the results of a survey conducted by Medical Liability Monitor
(MLM), an independent reporting service that tracks medical professional liability
trends and issues. According to MLM, the survey determined that the crisis identi-
fied in HHS’s July report had become worse. The federal government reported that:

The cost of the excesses of the litigation system are reflected in the rapid in-
creases in the cost of malpractice insurance coverage. Premiums are spiking
across all specialties in 2002. When viewed alongside previous double-digit in-
creases in 2000 and 2001, the new information further demonstrates that
the litigation system is threatening health care quality for all Ameri-
cans as well as raising the costs of health care for all Americans. (em-
phasis added)

This federal government update further highlights that liability insurance rates
are escalating faster in states that have not established reasonable limits on
u}rllquantiﬁable and arbitrary non-economic damages. The government’s report states
that:

...2001 premium increases in states without litigation reform ranged from 30%-
75%. In 2002, the situation has deteriorated. States without reasonable lim-
its on non-economic damages have experienced the largest increases by
far, with increases of between 36%-113% in 2002. States with reasonable
limits on non-economic damages have not experienced the same rate spiking.
(emphasis added)

HHS also compared the range of physician liability insurance premiums for cer-
tain specialties in California, which has established reasonable limits on awards for
non-economic damages, to the premiums in states that have not enacted similar lim-
its. The results reveal how excessive awards for non-economic damages affect pre-
miums. For example, in 2002, OB/GYNs in California paid up to $72,000 in medical
liability premiums. In Florida, which does not limit non-economic damage awards,
OB/GYNs paid up to $211,000 for liability coverage.

Further, a 2002 Congressional Budget Office study on H.R. 4600 (107th Con-
gress), which included a limitation on non-economic damages, asserts that:

CBO’s analysis indicated that certain tort limitations, primarily caps on awards
and rules governing offsets from collateral-source benefits, effectively reduce av-
erage premiums for medical malpractice insurance. Consequently, CBO esti-
mates that, in states that currently do not have controls on malpractice torts,
H.R. 4600 would significantly lower premiums for medical malpractice insur-
ance from what they would otherwise be under current law.

In Florida, as indicated in the example given above, medical liability premiums
are among the highest in the nation. The situation in Florida has become so dire
that Governor Bush created a special Task Force to examine the availability and
affordability of liability insurance. This Task Force held ten hearings over a five
month period and received extensive testimony and information from numerous, di-
verse sources.

Among the many findings in its report released on January 29, 2003, the Gov-
ernor’s Task Force found that the level of liability claims paid was the
main cause of the increases in medical liability insurance rates. The Task
Force ultimately concluded that “the centerpiece and the recommendation that will
have the greatest long-term impact on healthcare provider liability insurance rates,
and thus eliminate the crisis of availability and affordability of healthcare in Flor-
ida, is a $250,000 cap on non-economic damages.”

Recent Private Sector Reports
Evidence that the litigation system is broken, and that the medical liability crisis
is growing, is further established in a study released by Tillinghast-Towers Perrin
on February 11, 2003. Tillinghast reported that “The cost of the U.S. tort system
grew by 14.3% in 2001, the highest single-year percentage increase since 1986,”
which is “equivalent to a 5% tax on wages.” This is the only study that tracks the
cost of the U.S. tort system from 1950 to 2001 and compares the growth of tort costs
with increases in various U.S. economic indicators. Some of the key findings of this
study are stunning:
e The U.S. tort system is a highly inefficient method of compensating injured par-
ties, returning less than 50 cents on the dollar to people it is designed to help
and returning only 22 cents to compensate for actual economic loss.
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* As of 2001, U.S. tort costs accounted for slightly more than 2% of GDP, signaling
an increase after a 13-year decline in the ratio of tort costs to GDP.

* While the cost of the U.S. tort system has increased one hundred fold over the
last fifty years, GDP has grown by a factor of only 34.

¢ Medical malpractice costs have risen an average of 11.6% a year since
1975 in contrast to an average annual increase of 9.4% for overall tort
costs, outpacing increases in overall U.S. tort costs.

The study also adds that “These trends continued in 2002, with no sign of abate-
ment in the near future.” In a press release accompanying this study, a Tillinghast
principal stated that, “Absent sweeping tort reform measures, we expect most of
these trends to continue in 2003 and beyond.”

In a 2001 report by Jury Verdict Research, data show that in just a one year pe-
riod (between 1999 and 2000) the median jury award increased 43 percent. Further,
median jury awards for medical liability claims grew at 7 times the rate of inflation,
while settlement payouts grew at nearly 3 times the rate of inflation. Even more
telling, however, is that the proportion of jury awards topping $1 million increased
from 34 percent in 1996 to 52 percent in 2000. More than half of all jury awards
Eoday top $1 million, and the average jury award has increased to about $3.5 mil-
ion.

These are just a few examples of growing evidence that reveal that out-of-control
jury awards are inexorably linked to the severe increases in medical liability insur-
ance premiums. It is clear that corrective action through federal legislation is ur-
gently needed.

Blaming Insurance Industry Investments Is A Red Herring

Organizations opposing H.R. 5 have claimed that soaring medical liability insur-
ance premiums are the result of declining investments in the insurance industry,
and that liability reforms do not stabilize the insurance market. The reports dis-
cussed above, as well as several other authoritative and credible studies, reveal such
claims to be misleading, based on flawed analysis, and contrary to the facts.

Last month, Brown Brothers Harriman & Co. (BBH) released a report (“Did In-
vestments Affect Medical Malpractice Premiums?”) that analyzed the impact of in-
surers’ asset allocation and investment income on the premiums they charge. BBH
concluded that there is no correlation between the premiums charged by
the medical liability insurance industry, on the one hand, and the indus-
try’s investment yield, the performance of the U.S. economy, or interest
rates, on the other hand.

In addition, on February 4, 2003, BBH released an addendum to this study that
analyzed National Association of Insurance Commissioners (NAIC) data to deter-
mine whether investment gains by medical liability insurance companies declined
in the recent bear market. BBH asked the question: “Did medical malpractice com-
panies raise premiums because they had come to expect a certain percentage gain
that was not achieved due to market conditions?” BBH determined that the decline
in equities (which are a small percentage of insurance company investments) was
more than offset by the capital gains by bonds (which make up a substantial part
of insurance company investments) due to a decline in interest rates. BBH con-
cluded that “investments did not precipitate the current crisis.”

BBH’s findings are corroborated by other recent reports. On September 25, 2002,
HHS released an update on the medical liability crisis addressing claims that the
crisis is caused by the management practices of the insurance industry. HHS con-
cluded that such claims are not supported by facts, stating “Comparisons of
states with and without meaningful medical liability reforms provide clear
evidence that the broken medical litigation system is responsible.”

In addition, a summary of medical liability insurer annual statement data in A.M.
Best’s Aggregates & Averages, Property-Casualty, 2002 edition shows that the in-
vestment yields of medical malpractice insurers have been stable and positive since
1997. A.M. Best reports that medical liability insurers have approximately 80% of
their investments in the bond market. Also, recent NAIC data show that physi-
cians’ medical liability insurance premiums between 1976-2000 have risen
167% in California (which established effective liability reforms in 1975)
compared to 505% in the rest of the United States.

The report on which H.R. 5 opponents base most of their speculations, produced
under the direction of J. Robert Hunter for the Americans for Insurance Reform
(AIR), is flawed in a number of ways. The AIR/Hunter study purports that there
is no current explosion in medical liability insurance payouts, and that the explosion
in medical liability insurance premiums is due to the insurance underwriting cycle.
While medical liability insurance premiums, medical liability award payouts, and
tort law factors differ across states, the premium and payout data presented in
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AIR’s report are at the national level. One cannot use national data to draw valid
conclusions about how state-specific changes in premiums may be related to state-
specific changes in payouts. Conclusions about what has or has not caused re-
cent premium escalation without accounting for the state-level factors list-
ed above are unsupportable.

In addition to claiming that the current medical liability crisis is an insurance
issue, there have been attempts to argue that medical liability insurance premium
rates in California have remained stable because of Proposition 103, not because of
the successful medical liability reforms (known as MICRA—discussed later) that
have been in place in California since 1975. Such claims are misguided. Proposition
103, also known as the Insurance Rate Reduction and Reform Act, applies to all
lines of insurance, not just medical liability insurance. It was passed as an initiative
by the voters in 1988 (thirteen years after MICRA), yet did not take effect until
1989. This is when the state’s high court struck down its rate rollback provisions
while maintaining the remainder of the law.

Proposition 103 implemented a basic standard that “no rate shall be approved or
remain in effect which is excessive, inadequate, unfairly discriminatory or otherwise
in violation of this chapter.” However, Proposition 103 provides that “every insurer
which desires to change any rate shall file a complete rate application with the com-
missioner.” Proposition 103 also requires that the Department of Insurance grant
a hearing for a challenge to any increase above 15 percent for commercial lines of
insurance.

According to Californians Allied for Patient Protection, “Insurers have regularly
applied for and obtained significant rate increases in all lines of insurance, except
medical liability where MICRA has kept the rates from rising astronomically. Be-
tween September and the end of October, 2002, for instance, the Insurance Depart-
ment approved more than 75 applications for double-digit increases in insurance
rates.” None of these approved increases included medical liability insur-
ance. This illustrates that Proposition 103 is not responsible for keeping medical
liability premiums down. Rather, as we discuss later, it is MICRA that has been
the force behind California’s success.

Such misdirected claims as discussed above are a disservice to patients who are
losing access to health care services, and an affront to the physicians and other
health care professionals who dedicate their lives to healing and caring for the sick
and working to find ways to improve the quality of care. America’s medical liability
crisis is too serious and the consequences of inaction too grave for the public and
Congress to use anything but the facts to make decisions about reform. In short,
these claims are counterproductive to the debate on resolving the medical liability
crisis.

FEDERAL SOLUTION

The medical liability crisis is a growing national problem that requires a national
solution. If the crisis was just a matter of physicians obtaining or affording medical
liability insurance in one state, we might agree that a national approach would not
necessarily be required. However, the problem goes far beyond physicians and other
health care professionals and institutions. The medical liability crisis has become a
serious problem for patients and their ability to access health care services that
would otherwise be available to them, including services provided to Medicare and
Medicaid patients.

Also, the premise that it is within the ability of every state to enact legislation
to effectively resolve their respective medical liability crisis has been shattered by
the fact that many state liability reform laws have been nullified by activist state
courts or stripped of their most effective provisions under state constitutions that
limit reforms. Taking into consideration that studies show the litigation system to
be an ineffective, and often unfair, mechanism for resolving medical liability claims,
we believe that the time is ripe for a uniform, federal approach to resolving the li-
ability crisis.

Moreover, there is a direct and compelling federal interest in reforming our out-
moded medical liability system. According to estimates by HHS, altogether medical
liability adds $60 billion to $108 billion to the cost of health care each year. This
means higher health insurance premiums and higher medical costs for all Ameri-
cans, and especially for the federal government given that one-third of the total
health care spending in our country is paid by the Medicare and Medicaid Pro-
grams. Further, HHS estimates that excessive medical liability adds $47 billion an-
nually to what the federal government pays for Medicare, Medicaid, the State Chil-
dren’s Health Insurance Program, Veterans’ Administration health care, health care
for federal employees, and other government programs.
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THE LIABILITY CRISIS AND PATIENT SAFETY

The AMA’s policy is to be part of the solution to improving patient safety and
quality. The AMA believes that one preventable error is one error too many. In fact,
the AMA helped launch the National Patient Safety Foundation (NPSF) in 1996 to
address patient safety issues, well before publication of the IOM report. The NPSF’s
approach is to create a culture of cooperative learning and mutual improvement, as
opposed to a culture of shame and blame.

Quality of care improves when there is greater access to physicians and health
care services. A culture of safety requires a legal environment that encourages pro-
fessionals and organizations to work together to identify problems in providing care,
evaluate the causes, and use that information to improve care for all patients. An
over-litigious system is anathema to building a strong and effective national patient
safety program.

Under our current liability system, the reality of being sued is daunting to just
about everyone in the medical community. A 2002 Harris Interactive study (The
Fear of Litigation Study—The Impact on Medicine) illustrates just how detrimental
the litigious nature of our society is to physicians and other health care profes-
sionals. This study reveals the extent to which the fear of litigation affects the prac-
tice of medicine and the delivery of health care—“From the increased ordering of
tests, medications, referrals, and procedures to increased paperwork and reluctance
to offer off-duty medical assistance, the impact of the fear of litigation is far-reach-
ing and profound.”

The study shows, among other things, that more than three-fourths (76%) of phy-
sicians believe that concern about medical liability litigation has negatively affected
their ability to provide quality care in recent years, and nearly all physicians and
hospital administrators feel that unnecessary or excessive care is provided because
of litigation fears. It also shows that an overwhelming majority of physicians (83%)
and hospital administrators (72%) do not trust the current system of justice to
achieve a reasonable result to a lawsuit.

The Harris study found that a majority (59%) of physicians believe (“a lot”) that
the fear of liability discourages open discussion and thinking about ways to reduce
health care errors. The AMA has long believed that health professionals and organi-
zations should be encouraged to report and evaluate health care errors and to share
their experiences with others in order to prevent similar occurrences. However, this
“culture of fear” caused by our over-litigious society suppresses such information.

The AMA strongly supports the principle underlying the 1999 Institute of Medi-
cine (IOM) report entitled, To Err is Human: Building a Safer Health System, that
the health care system needs to transform the existing culture of blame and punish-
ment, which suppresses information about errors, into a “culture of safety” that fo-
cuses on openness and information-sharing to improve health care and prevent ad-
verse outcomes. The AMA also supports the IOM’s focus on the need for a system-
wide approach to eliminating adverse outcomes and improving safety and quality,
instead of focusing on individual components of the health system in an isolated or
punitive way.

Toward this end, the AMA supports H.R. 663, the “Patient Safety and Quality Im-
provement Act,” which was favorably reported by the House Energy & Commerce
Committee on February 12, 2003. H.R. 663 would provide a framework to create a
“culture of safety” by establishing a confidential, non-punitive, and evidence-based
system for reporting health care errors. There is a very broad and strong consensus
of agreement on this legislative approach within the health care community. By im-
plementing this approach, errors can be identified and analyzed to improve patient
safety by preventing future errors.

In addition to patient safety and quality improvement, the fear of litigation stifles
the advancement of new medical treatments and medications, encourages physicians
to practice defensive medicine, overwhelms the health care system with paper-
work—Ileaving less time for patient care, and discourages qualified candidates from
pursuing a career in medicine or from moving to a state with a bad liability climate.

THE PRACTICAL SOLUTION

The AMA recognizes that injuries due to negligence do occur in a small percent-
age of health care interactions, and that they can be as devastating or worse to pa-
tients and their families than injury due to natural illness or unpreventable acci-
dent. When injuries occur and are caused by a breach in the standard of care, the
AMA believes that patients are entitled to prompt and fair compensation.

This compensation should include, first and foremost, full payment of all out of
pocket “economic” losses. The AMA also believes that patients should receive rea-
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sonable compensation for intangible “non-economic” losses such as pain and suf-
fering and, where appropriate, the right to pursue punitive damages.

Unfortunately, our medical liability litigation system is neither fair nor cost effec-
tive in making a patient whole. Transformed by high-stakes financial incentives, it
has become an increasingly irrational “lottery” driven by open-ended non-economic
damage awards. As mentioned above, studies show that our tort system, in general,
is an extremely inefficient mechanism for compensating claimants—returning less
than 45 cents on the dollar to claimants and only 20 cents of tort cost dollars to
compensate for actual economic losses.

To ensure that all patients who have been injured through negligence are fairly
compensated, the AMA believes that Congress must pass fair and reasonable re-
forms to our medical liability litigation system that have proven effective. Toward
this end, we strongly urge Congress to pass the “Help Efficient, Accessible,
Low-Cost, Timely Healthcare (HEALTH) Act,” a bipartisan bill that would
bring balance to our medical liability litigation system.

The major provisions of the HEALTH Act would benefit patients by:

e Awarding injured patients unlimited economic damages (e.g., past and future
medical expenses, loss of past and future earnings, cost of domestic services,
etc.);

» Awarding injured patients non-economic damages up to $250,000 (e.g., pain and
suffering, mental anguish, physical impairment, etc.), with states being given
the flexibility to establish or maintain their own laws on damage awards,
whether higher or lower than those provided for in this bill;

» Awarding injured patients punitive damages up to $250,000 or up to two times
economic damages, whichever is greater;

» Establishing a “fair share” rule that allocates damage awards fairly and in pro-
portion to a party’s degree of fault; and

» Establishing a sliding-scale for attorneys’ contingent fees, therefore maximizing
the recovery for patients.

These reforms are not part of some untested theory—they work. The major provi-
sions of the HEALTH Act are based on the successful California law known as
MICRA (Medical Injury Compensation Reform Act of 1975). MICRA reforms have
been proven to stabilize the medical liability insurance market in California—in-
creasing patient access to care and saving more than $1 billion per year in liability
premiums—and have reduced the time it takes to settle a claim by 33 percent.
MICRA is also saving California from the current medical liability insurance crisis
brewing in many states that do not have similar reforms. In fact, according to MLM,
as discussed above, the gap between medical liability insurance rates in California
and those in the largest states that do not limit non-economic awards is substantial
and growing.

MICRA-type reforms are effective, especially at controlling non-economic damages.
Several economic studies substantiate this point. One study looked at several types
of reforms and concluded that capping non-economic damages reduced premiums for
general surgeons by 13% in the year following enactment, and by 34% over the long
term. Similar results were shown for premiums paid by general practitioners and
OB/GYNs. It was also shown that caps on non-economic damages decrease claims
severity (i.e., amount of the claim) (Zuckerman et al. 1990).

Another study published in the Journal of Health Politics, Policy and Law con-
cluded that caps on non-economic damages reduced insurer payouts by 31%. Caps
on total damages reduced payouts by 38% (Sloan, et al. 1989). Another study con-
cluded that states adopting direct reforms experienced reductions in hospital ex-
penditures of 5% to 9% within three to five years. If these figures are extrapolated
to all medical spending, a $50 billion reduction in national health spending could
be achieved through such reforms (Kessler and McClellan, Quarterly Journal of Eco-
nomics, 1997).

Further, as discussed above, a 2002 Congressional Budget Office study on H.R.
4600 (107th Congress) asserts caps on non-economic damages have been extremely
effective in reducing the severity of claims and medical liability premiums. Con-
versely, a 1996 American Academy of Actuaries study shows that medical liability
costs rose sharply in Ohio after the Ohio Supreme Court overturned a liability re-
form law in the 1990s that set limits on non-economic damages. (Ohio recently en-
acted a new liability reform law.)

Furthermore, a Gallup poll released on February 5, 2003, show that 72% of those
polled favor a limit on the amount patients can be awarded for pain and suffering.
This Gallup poll is consistent with a 2002 survey conducted by Wirthlin Worldwide
showing that three-quarters of Americans understand the detrimental effect that ex-
cess litigation has on our health care system. The Wirthlin survey shows that the
vast majority of Americans agree we need common sense medical liability reform.



128

In addition to the 78 percent discussed above who said that they are concerned
about access to care, the survey found that:

e 71 percent of Americans agree that a main reason health care costs are rising is
because of medical liability lawsuits.

e 73 percent support reasonable limits on awards for “pain and suffering” in med-
ical liability lawsuits.

* More than 76 percent favor a law limiting the percentage of contingent fees paid
by the patient.

CONCLUSION

Physicians and patients across the country realize more and more every day that
the current medical liability situation is unacceptable. Unless the hemorrhaging
costs of the current medical liability system are addressed at a national level, pa-
tients will continue to face an erosion in access to care because their physicians can
no longer find or afford liability insurance. The reasonable reforms of the HEALTH
Act have brought stability in those states that have enacted similar reforms.

By enacting meaningful medical liability reforms, Congress has the opportunity
to increase access to medical services, eliminate much of the need for medical treat-
ment motivated primarily as a precaution against lawsuits, improve the patient-
physician relationship, help prevent avoidable patient injury, and curb the single
most wasteful use of precious health care dollars—the costs, both financial and emo-
tional, of health care liability litigation. The modest proposals in the HEALTH Act
answer these issues head on and would strengthen our health care system.

The AMA appreciates the opportunity to testify on the adverse effect that our cur-
rent medical liability litigation system imposes on patient access to health care and
urges Congress to pass H.R. 5, the HEALTH Act.

Mr. BILIRAKIS. Thank you very much, sir.

A number of the members up here have 8 minutes for their in-
quiries, and we will remind you of that. I will just go ahead and
start the questioning.

Mr. Rosenfield, and not that this question is not maybe appro-
priate to all of the others too, but I—late in the fall, I was invited
to attend a large gathering, I will call it a seminar, if you will, be-
cause that is really what it turned out to be. Of an awful lot of
medical providers in my part of Florida where they had, and my
part of Florida is the Tampa Bay area, where they had, I guess,
he is an attorney from Miami, come up and others, to advise doc-
tors on how to go bare, b-a-r-e, I guess, that bare, advise them how
to get rid of their assets and protect their assets and whatnot, and
just go bare, without any insurance at all.

Now, it has been stated by at least one or two of you, didn’t have
to be stated, that we are taking away, in effect, constitutional
rights of some of the—a patient, of Ms. Lewinski, and others, to be
able to get a proper remedy, et cetera. But I would ask you, if a
doctor has gone bare, and more and more are going that way, now
you are talking about, I mean, if you are talking about a proper
remedy, we are talking about no assets. And is that not more inju-
rious to the patient than, let’s say, a cap would be where there is
insurance there, there is coverage and there is insurance, and cer-
tai{r)ﬂy, the economic damages would be covered, would be picked
up?
Mr. ROSENFIELD. Mr. Chairman, that is seriously injurious. But
the premise of your question is that it is an inescapable reality. I
think the experience in California under proposition 103 with strin-
gent regulation is that you can force insurance companies to reduce
their rates. And I think the message you are hearing from the—
and we heard in Langhorne in the subcommittee hearing was that
before the Congress, the 108th Congress moves to limit how much
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victims of medical malpractice can receive, we ought to, it ought to
investigate what is really going on with the insurance industry.

Because of the vast and overwhelming majority of evidence, even
from the insurance industry, and I have included some of it in my
written testimony, and I have an exhibit, with your permission, I
would like to make part of the record. Even the insurance industry
itself acknowledges that there is a cycle that occurs. And we have
had three of them in the last 30 years, when we run into trouble
in the market, when insurance companies’ interest rates are lower
and their investment income is reduced and the stock market goes
bad, which this is a double whammy for them this time around.

When all of those things happen, the insurance companies run
into trouble. The investigation should be into whether there is
away to lower insurance premiums. And if the private insurance
companies do not wish to sell insurance to doctors, the Congress
could do many things to make it more—I am sorry.

Mr. BILIRAKIS. Well, forgive me. But I didn’t want you to take
up my entire 5 minutes.

Mr. ROSENFIELD. I am sorry.

Mr. BILIRAKIS. You pretty well, I guess, answered my question.

Mr. Hurley, do you agree with the gentleman?

Mr. HURLEY. Agree in the sense that it is caused by investment
losses and things like that?

Mr. BiLIRAKIS. Well, certainly he made that comment here to-
ward the end.

Mr. HURLEY. No, I do not agree that this investment losses cause
companies to increase rates. As I mentioned in my testimony, rates
are developed in a forward looking fashion. They do not depend on
or look back at and recoup past investment loses. They do not re-
coup past inadequate rates. They are made based on projections of
expected losses and expected future rates of return, not past rates
of return or losses.

Mr. BILIRAKIS. Well, you seem to be awfully positive. Mr.
Rosenfield seems to be awfully positive, and yet you disagree and
we are supposed to leaf through all that and come up with what—
Mr. Smarr. Comment? You are certainly, you certainly disagreed
on proposition 103 and its effect.

Mr. SMARR. I indeed do disagree with that. Medical malpractice
insurers were not the intended target of proposition 103. It was an
automobile insurance initiative. Nevertheless, prop 103 did cover
them. Prop 103 was passed in, I guess, 1988 and the insurance in-
dustry was very opposed to prop 103. In fact, insurance companies
were still negotiating with the commissioner into the mid 1990’s as
to how they were going to fulfill the requirements of prop 103. The
very first insurance company that did come to an accord with the
insurance commissioner was the Norcal Mutual Insurance Com-
pany, one of my physician-owned malpractice insurance companies.
And Norcal, in its agreements with prop 103—now prop 103 re-
quired the rollback of rates to 20 percent below those in effect in
some date in November 1987. It did not require the refund of any
money if you read prop 103.

But Norcal reached an agreement with the insurance commis-
sioner that it would refund 20 percent of premium for 1 year to its
doctors and that would be the entire commitment they had under
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prop 103. And this was a sizable amount of money. And I have the
consent order signed by Norcal and two other of my member com-
panies here, which I would like to have entered into the record
where they did.

Mr. BiLIRAKIS. Without objection.

[The information referred to follows:]
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Mr. SMARR. Norcal, at the time, showing the exhibit before you
now, was paying dividends in each of the years during the prop 103
issue in excess of 20 percent. And so Norcal was able to fulfill its
obligation to refund 20 percent through the normal dividend proc-
ess. And that is also stipulated in paragraph 4 of Norcal’s consent
order. And thus, Norcal did not pay out any more money than it
otherwise would have paid because of prop 103, and it clearly did
not roll back its rates. And I have talked to my other California
member companies, and I have been told the same story.

Mr. BILIRAKIS. Thank you, sir. My time is expired.

Ms. DeGette for 5 minutes.

Ms. DEGETTE. Thank you, Mr. Chairman. Well, just following up,
it is correct, isn’t it, Mr. Smarr, that the vast majority of States re-
quire physicians to have malpractice insurance so the vast majority
of physicians would not be able to go bare, correct?

Mr. SMARR. I believe that is true.

Ms. DEGETTE. Thank you.

Ms. Lewinski, I want to thank you for coming today. We all sit
around and talk about actuarial issues and this and that. But we
really heard the human face, and I know your mom tells you this
because I am a mom, too. But let me tell you and you might listen
to it from me, you will find a boyfriend because you are so pure
of heart and so articulate and someone’s going to love you very
much. So I just want to tell you that. And I know we all appreciate
you being here. I just want to ask you two questions. First of all,
when you—when you had this terrible injury by your doctor, you
were 8 years old, right.

Ms. LEWINSKI. Right.

Ms. DEGETTE. And so the jury did not give you any award of eco-
nomic damages, correct?

Ms. LEwINSKI. That is correct.

Ms. DEGETTE. Mr. Chairman, I would just like the record to re-
flect that if this legislation passed, Ms. Lewinski, despite every-
thing that happened to her, would be entitled to an award of zero.
Now, I have a couple of more questions.

Mr. Hurley, I listened very carefully to your testimony today and
the upshot is, for a variety of reasons, you have no idea, really, how
passage of this bill would affect malpractice insurance rates for
doctors, do you?

Mr. HURLEY. I have not made any projection about what the im-
pact of that bill would be no.

Ms. DEGETTE. Right. So you don’t really know what, if any, effect
this bill would have on these doctors’insurance rates, right?

Mr. HURLEY. I have not projected to answer your question, I
have not made a projection on what the effect would be in terms
of the impact on rate level. I think it is safe to say that over the
long term, a bill of this nature would, in fact, stabilize price in-
creases because it will stabilize increases and losses over the long
term.

Ms. DEGETTE. Thank you.

Now, Mr. Smarr, I also want to ask you, you don’t really have
any idea, if premiums will go down, if Congress passes this law ei-
ther, do you?
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Mr. SMARR. I do believe that if Congress passes this law, and it
stands constitutional muster, that rates will be reduced.

Ms. DEGETTE. Do you have data to support that contention, sir?

Mr. SMARR. The data that I have is that produced by the Con-
gressional Budget Office and by the GAO, which looked at this
issue.

Ms. DEGETTE. Okay.

Mr. SMARR. Pardon me. I misspoke. It is the Department of
Health and Human Services, not the GAO.

Ms. DEGETTE. Okay. Mr. Smarr and Mr. Rosenfield, I would like
to have you take a look at Exhibit 2-A. I am sorry. Yeah. 2-A and
2-B, it is this chart right here. It should be on the back screen, if
we could have someone put it up. It is labeled “premiums and dam-
age caps for top 26 States.” 2-B is for bottom 27 States. I don’t
know if you have that in front of you or not. There it is, behind
you. Now, take a look at the top five States in terms of premium,
Florida, Michigan, Nevada, Ohio, West Virginia. Do you see that?

Mr. SMARR. Yes.

Ms. DEGETTE. Now, in all of those states they have caps, correct,
Mr. Smarr? Yes or no?

Mr. SMARR. No, I don’t agree with that.

Ms. DEGETTE. You don’t agree that they have caps? Mr.
Rosenfield, do you believe they have caps in those five States, Mr.
Rosenfield.

Mr. ROSENFIELD. Yes, I do believe that. I will double-check, but
I believe it.

Ms. DEGETTE. Okay. Now, if you take a look, but yet, what I am
looking at, those are the five States that have the highest pre-
miums in the country, but they also have caps, correct, Mr.
Rosenfield?

Mr. ROSENFIELD. You know, I can’t—this is not our chart. I have
been to those States. They have caps. I can’t tell you what the
amounts are.

Ms. DEGETTE. What the premium is?

Mr. ROSENFIELD. Yeah. I can’t tell you.

Ms. DEGETTE. Okay. Take a look at now Exhibit 2-B, if you will.
Take a look at the bottom, at least the bottom State, Oklahoma,
they have the lowest premiums and they also have no cap; is that
correct, Mr. Rosenfield?

Mr. ROSENFIELD. That is what that chart says.

Ms. DEGETTE. Do you know if that’s true or not?

Mr. ROSENFIELD. It is not my chart. No, sorry.

Ms. DEGETTE. Mr. Smarr, do you know if that is true?

Mr. SMARR. I have no idea.

Ms. DEGETTE. Do you have any reason to disagree with that?

Mr. SMARR. I can’t comment on the chart because I don’t know
where the data comes from.

Ms. DEGETTE. The data comes from Medical Liability Monitor.
Are you familiar with that publication?

Mr. SMARR. I am very aware of that publication.

Ms. DEGETTE. Is that a legitimate publication?

Mr. SMARR. Yes, it is.

Ms. DEGETTE. Would you have any reason to disagree with this
data?
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Mr. SMARR. I might, because I don’t know how the data was ex-
tracted from the publication.

Ms. DEGETTE. Okay. So you think that in Oklahoma they might
have a cap. Do you disagree with these charts which indicate that
the States with the highest premiums also have caps and the
States with the lowest premiums either have very high caps or no
caps whatsoever?

Mr. SMARR. Congresswoman DeGette, I can’t agree with anything
on that chart because I do not know how it was derived.

Ms. DEGETTE. Do you agree with the concept?

Mr. SMARR. The concept?

Ms. DEGETTE. Yeah.

Mr. SMARR. Yeah.

Ms. DEGETTE. Thank you.

Mr. BiLirAKIS. Mr. Greenwood.

Mr. GREENWOOD. Thank you, Mr. Chairman. It is difficult for us
to reach a consensus on how to solve the problem since we can’t,
haven’t reached anything like a consensus on what causes the
problem. And the opponents of this legislation seem convinced that
the cause of the problem has to do with either bad investments by
insurance companies, or price gouging. That seems to be the
mantra that is repeated over and over again.

Mr. Hurley, I know you have been asked this before, but looking
at the chart there, we see a number of States, California, Colorado,
New Mexico, Indiana, Wisconsin and Louisiana, that don’t seem to
be in crisis right now. Mr. Rosenfield believes that he is the hero
in California, that the reason they don’t have a problem is because
of his efforts. That is disputed by others. But Mr. Rosenfield didn’t
pass propositions in those other States, so do you have any—can
you offer us any wisdom or why there would be such variation
among the States, even though you have said that you do not be-
lieve that investments, bad investments are the causal factors of
these malpractice increases? Can you give us some wisdom as to
why there is a variation in States?

Mr. HURLEY. Congressman, I will try. I think that to reiterate,
it is not investments that is driving the prices. The prices are driv-
en by losses. The losses are driven by the frequency and severity
of claims in each jurisdiction and each jurisdiction has its own set
of rules as to what happens in that jurisdiction in terms of filing
a claim many so it is the frequency and severity of claims, that is
affected by the rules that operate in each of those several States.
And just to touch on the issue of prop 103, any form of regulation
that is in place is not going to stop a company from going broke.
If the losses are bad, companies will seek increased rates. If a regu-
lation stops them from getting those increased rates commensurate
with the losses they will go broke. The fact of the matter is that
the losses didn’t increase enough to cause companies to file rates
}n California that require them to get higher rates and there-
ore

Mr. GREENWOOD. Okay. Let me stop you in the interest of time.
So what we know is all of the—the stock market applied to all of
those 50 States, even if it were, even if you tried to make the argu-
ments that this is all about stupid investments, or not even stupid
investments, but loss in the stock market, you would have the dif-
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ficulty, I think, you would have a difficult time, I think, explaining
why some States are insurance companies that provide insurance,
liability insurance in the white States there, somehow had a dif-
ferent investment history than the States, than the companies pro-
viding insurance in the red States. That is nonsensical.

But you are saying it doesn’t have anything to do with invest-
ments. It has everything to do with losses, and losses are a func-
tion of State law and an important function of State law is caps.
And it so happens that the one thing that those white States all
have in common is they all have caps.

Now, let me turn to Mr. Smarr. Mr. Smarr, I said in my opening
statement that I had a hard time believing that this was, I would
be delighted to solve this problem if we could figure, if we could
lay the blame at the fault of the insurers and do something to fix
that. That would be great with me. I just want to make health care
available in my State. But you represent the physician-owned in-
surance companies, and would it be fair to say that the physician-
owned insurance companies fundamentally exist for the purpose of
trying to provide physicians with the lowest possible and most af-
fordable medical liability premiums?

Mr. SMARR. Yes, sir, it would. The companies were formed back
in the late 1970’s, specifically for that purpose to provide a market
for doctors and hospitals and dentists and to be able to ascertain
the two true crosses of medical liability insurance, because nobody
believed the commercial carriers at that time that things were as
bad as they were.

Mr. GREENWOOD. Right. So you had to get away from those big
bad private insurers which might have been price gouging, and let
the physicians go about it themselves. Have you been able to sig-
nificantly offer rates to your physicians, these companies that you
represent, at a different, a significantly different rate than the pri-
vate sector has.

Mr. SMARR. No.

Mr. GREENWOOD. Why is that?

Mr. SMARR. Because the costs were real.

Mr. GREENWOOD. The costs were real. So it is not that, even with
all of their alleged price gouging and overpricing and all of their
stupid investments and all of the rest, you are out there trying to
find—to make investments that make sense. And I think it is only
15 percent of all insurance companies, I think, have—medical Ii-
ability insurance companies invest in the stocks, isn’t that what
you said, Mr. Hurley?

Mr. HURLEY. It is approximately.

Mr. GREENWOOD. It is only 15 percent in stocks to begin with.
Okay. But you are out there, your companies, who provide insur-
ance for 60 percent of the doctors in the country; is that right?

Mr. SMARR. That’s what we estimate yes?

Mr. GREENWOOD. So you are out there trying your level best to
be as conservative with your investments, to be as conservative
with your premiums, and you are still not able to significantly, if
at all, offer a product at a lower price than any of the private sec-
tor; correct?

Mr. SMARR. Essentially correct, yes.

Mr. GREENWOOD. Okay. Thank you, Mr. Chairman.
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Mr. BIiLIRAKIS. I thank the gentleman.

Mr. Brown, 5 minutes.

Mr. BROWN. Thank you Mr. Chairman. I have a couple of quick
questions.

Dr. Palmisano, you are a physician. Do you believe a $250,000
cap for all victims of malpractice is sufficient, no matter how severe
the injury?

Mr. PALMISANO. The American Medical Association’s policy is the
MICRA legislation. That has been the policy for a number of years.
And this past year, the American Medical Association voted to
make medical liability reform its No. 1 legislative

Mr. BROWN. Is that a yes?

Mr. PALMISANO. [continuing] priority.

Mr. BROWN. Could you give me a yes or no on that?

Mr. PALMISANO. Well, we believe you have to have a balance.

Mr. BROWN. Would you give me a yes or no? Do you think
250,000—I mean, you have got a policy. I don’t want it explained.
If you—

Mr. PALMISANO. I just want you to understand, it is the Amer-
ican Medical Associations policy. I am not giving my personal opin-
ion here.

Mr. BROWN. Well, the American Medical Association thinks
$250,000, regardless of the severity of the damage, is sufficient.

Mr. PALMISANO. For noneconomic damages, in order to balance
and be sure we have access to care for all of the patients.

Mr. BROWN. No, I don’t need the editorial comment. I only have
5 minutes.

Mr. PALMISANO. I am giving you the background.

Mr. BROWN. I appreciate that. Thank you, Dr. Palmisano. Mr.
Smarr—I apologize for cutting you off like that. I just have several
things I want answered. Studies show that only one in seven vic-
tims of malpractice ever file a claim. Is that too many? One out of
seven?

Mr. SMARR. Is that too many?

Mr. BROWN. Yeah.

Mr. SMARR. No.

Mr. BROWN. Okay. What percentage of victims—what percentage
of victims are entitled to compensation? If only one out of seven
files.

Mr. SMARR. Well, I personally believe that any victim is entitled
to be made whole.

Mr. BROWN. Made whole. Do you think a $250,000 cap is ade-
quate always in every case?

Mr. SMARR. I believe that a $250,000 cap is an equitable stand-
ard, yes, I do.

Mr. BROWN. In every case?

Mr. SMARR. Yes.

Mr. BROWN. Okay. That’s interesting. Okay. My friend, Ms.
Rosenbaum, my friend Mr. Greenwood, mentioned in his opening
statement there is no reason to subpoena insurance industry
records, because he said because 60 percent of medical malpractice
insurance is provided by physician-owned companies. The goal of a
subpoena is, however, to gather information so we can justify the
kind of sweeping change that this legislation offers.
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Would you tell us what information we should want, we should
need from insurance companies, the information that we can’t, we
seem to not be able to get, short of a subpoena? And the majority
party won’t allow a subpoena for whatever reason. They don’t want
us to know more about the inside workings of the insurance indus-
try. Should we have to—what should we want, data on investment
practices? Payroll of the executives? Amount in the reserves pay
out on claims? What kind of information should we want?

Ms. ROSENBAUM. I think what you need to focus on, particularly
are any internal studies that breakdown the relative magnitude of
the various components of payouts. For example, there are studies
that suggest that by far, in many cases, the highest part of the
payout is the economic damage, that, in fact, non-economic dam-
ages are relatively modest. And that is because of the length of life
of certain injured persons, the complexity of the treatment.

So I would want to know a great deal about exactly what a claim
breaks down into. I would also want to know, I think, the extent
to which there are internal memos and studies that identify the
losses that a company experiences that are attributable to a short-
fall in the premium-paid increases to the payout, versus the kinds
of underlying shortfalls that simply come because of the way in
which revenues are managed. This is true for any complex corpora-
tions; it is true for my own university, where our dilemma right
now is not the tuition payments are too low, it is that the return
on our endowment is too low.

And that drives tuition payments. And I assume that it is the
same kind of complicated issue for any corporation—public, private,
nonprofit, for profit. So it is that—it is the underlying cause of the
escalation that you would have to get at.

Mr. BROWN. Thank you for that.

Mr. Rosenfield, you seemed, when Mr. Smarr was talking about
Prop 103—not to try to read into your facial expression, but you
seemed not to agree with that. But could you—we don’t have a lot
of time, but talk about briefly why you think 103 brought down
rates and why MICRA didn’t seem to? Briefly.

Mr. ROSENFIELD. Well, it is not my thinking. That exhibit 1
shows that premiums soared 571 percent until Prop 103 passed,
and then they went down 20 percent. It is that insurance industry
data. And the reason why is because—nothing inherent in tort re-
form—it does stop insurance companies from boosting premiums.
There is no requirement that they not. And so when Proposition
103’s regulatory structure took effect, it forced the insurance com-
panies to reduce premiums for a one-time rollback and refund.

But then if you look at the other charts in the testimony, you will
see that unlike the other States, where these wild gyrations—that
is caused by the insurance industry cycle; that is actually docu-
mented by the medical insurer itself in my exhibit here, unlike
other States because Prop 103 does not allow unjustified decreases,
ill-advised decreases. So in California, 103 has eliminated the in-
stability of the insurance cycle. That is a value too.

Mr. BiLiRAKIS. Mr. Deal for 8 minutes.

Mr. DEAL. Thank you, Mr. Chairman.

I think all of you have provided very valuable insight. I want to
question some of your statements and see if I can make some sense
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out of it even further. Obviously one of our purposes here is to do
something that is going to be effective, and one of the things that
I think would be effective is to determine if several things will hap-
pen with H.R. 5 passing.

One would be, are we going to see a decrease in malpractice pre-
miums?

Now, I think from hearing the testimony and reading the mate-
rial here, I don’t see that happening. Mr. Smarr, I am looking at
your testimony on page 14, and you list the causes of the crisis,
and it appears that only the latter one maybe is directly related to
what we are doing here and that is a greater proportion of large
losses. And you say the primary driver of the deterioration in the
medical liability insurance industry performance has been paid-
claim severity.

You go on to point out in your letter to Senator Gregg that the
preliminary evidence points to a rising loss cost and defense cost
associated with litigation as the principal drivers of medical mal-
practice prices.

So, are we going to see a decrease in medical malpractice cost if
H.R. 5 passes?

Mr. SMARR. Yes, sir, I believe we will. And I believe that the ex-
perience in States that have effective tort reforms speaks to this.

The Congressional Budget Office, in scoring H.R. 4600, stated
that if that bill, which is essentially identical to H.R. 5, were to be-
come law, medical malpractice rates would be—I believe it is 25 to
30 percent lower than they would otherwise be had the legislation
not been adopted.

Mr. DEAL. That seems to fly in the face of the testimony that Mr.
Rosenfield had submitted as to what happened in the State of Flor-
ida, which immediately after their legislation was put in place, two
of the larger ones immediately asked for rate increases and indi-
cated that their reforms had no relationship to the cost of mal-
practice coverage.

How do you distinguish that?

Mr. SMARR. If you are referring to the cap on noneconomic dam-
ages that is in place in Florida, I can’t remember if it is a $250-
cap or a $500,000 cap, that cap only applies in cases where the
issue is settled through arbitration; and that rarely happens be-
cause both sides have to agree to arbitration. So the cap in effect
is not in effect.

Mr. DEAL. Okay. We have some very qualified people on this
panel. I am going to ask you about the portions of this bill that,
in my opinion, should relate to overall cost and their relation to the
marketplace. I am going to ask if any of you have any studies to
indicate if any of these have individually been scored as having an
effect on premiums or availability, the cap on noneconomic dam-
ages.

Does anybody have any statistics to show what effect, if any, that
has on rates or availability of coverage? What about statute of limi-
tations?

Excuse me. Go ahead.

Mr. SMARR. Yes, sir. The Congressional Budget Office did indeed
score that.
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Mr. DEAL. Did they score that element alone as having a cost fac-
tor associated with it?

Mr. SMARR. I believe that is cited as being the primary driver,
yes, sir, but I would have to go read the scoring analysis.

Mr. DEAL. So by capping the pain and suffering area, that has
an effect on the ratio, on the availability and the cost of liability
insurance?

Mr. SMARR. Yes, sir.

Mr. DEAL. Statute of limitations change? Anybody have anything
associated with that? The apportionment of damages, anybody have
any information indicating that makes a difference?

Mr. HURLEY. May I add something? I think there have been
studies done of these things. I have not personally done those stud-
ies, but I think a couple of references have been made to studies
that did look into some of these elements. They would have been
done, for example, by the Office of Technology Assessment back in
the earlier part of the decade, in those types of timeframes.

There have been other academic studies done by RAND and oth-
ers that looked at some of those. Those might be helpful to access.

Mr. DEAL. Would that be true of the apportionment of damages
provision, the collateral source rule, the periodic payments?

Mr. HURLEY. I think most of those elements have been ad-
dressed.

Mr. DEAL. If any of you have that material, I think it would be
helpful if you could get that to us at a later time.

Let me tell you about one of the things that concerns me. And,
Mr. Smarr, I have taken your statistics on chart 14, and I think
all of us are concerned that we deal with this issue fairly.

Based on your mean indemnity payment of $310,215, if I cal-
culated out using the limit on collateral fees for the plaintiff’s at-
torney, let’s assume you won that case at your average $310,000.
As I calculate it out, he will be paid $78,198 out of that award.

Now, if I look at what you are paying your attorneys to defend
that case, they lost the case, they are paid $91,423. In other words,
the winning plaintiff's lawyer gets only 85 percent of the amount
that the losing defense attorney gets. And if you have to reduce
what the winning plaintiff’'s attorney gets from the award being re-
ceived by the injured plaintiff, you reduce that award down to the
point that your losing attorney is going to be paid 40 percent of the
amount that the winning plaintiff, the individual injured party, is
actually receiving.

Now, how do we reconcile that?

Mr. SMARR. Congressman Deal I didn’t follow the first part of
your calculation when you came up with the $78,000.

Mr. DEAL. Well, I have taken the contingent fee schedule on your
average award of 310,000-plus. A winning attorney who gets that
award is going to receive a little over $78,000; your losing attorney,
by your statistics, is going to be paid in excess of $91,000.

What I am saying is—well, my bottom line, I guess, is, would you
favor a situation in which the loser pay prevails? Or would you con-
sider it fair that if we are going to disclose collateral sources,
where some of these expenses may have been paid, the jury be told
that the plaintiff's attorney is going to get a certain percentage of
the award or anything along those lines?
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You know, I think there is a basic element of feeling that the
person who is the injured party here and their attorney are having
to take the risk in filing the suit. I know you win most of the cases,
I know you do; but if we are going to reveal collateral source,
shouldn’t the jury also know in this average award that 25 percent
of it is going to go to the plaintiff’s attorney and that they are not
allowed to award the winning party that 25 percent? Is that fair?

Mr. SMARR. Award the winning party 25 percent?

Mr. DEAL. Yes. Yes. They are not allowed to consider an award
for the plaintiff’s attorney who wins the case, are they?

Mr. SMARR. Well, the plaintiff’s attorney who wins the case gets
the contingency fee, which is far in excess of 25 percent, as I under-
stand it.

Mr. DEAL. Not according to what the law calls for that we are
looking at. But he has to take that out of his plaintiff’s award.

Mr. SMARR. That is true. That is the way the system works.

Mr. DEAL. Well, would you be amenable to the jury knowing
that?

1(\1/11". SMARR. My organization does not have a policy on that,
and——

Mr. DEAL. Because your defendant’s attorney is going to get paid
anyway, aren’t they, whether they win or lose?

Mr. SMARR. That is true.

Mr. DEAL. In fact, according to your chart, get paid a little more
to lose than they do to win.

Can you give us an idea what the average per hour rate is that
your companies are having to pay for defense attorneys?

Mr. SMARR. These costs are not, by the way, just attorneys’ fees.
About 75 percent of the costs are attorney fees, but they are also
expert witnesses and court costs that are included.

Mr. DEAL. Expert witness fees are usually other doctors that are
being paid to come testify.

Mr. SMARR. Usually other doctors; that is right.

Mr. DEAL. Can you give us an idea what the average per hour
rate is being paid for the defense of these cases?

Mr. SMARR. I do not know an average because we have not com-
Euted one, but lawyers usually make $150, $200 an hour, $250 an

our.

Mr. DEAL. In this area, they get paid substantially more as a
general rule, wouldn’t you think?

Mr. SMARR. In malpractice work, my own personal experience in
trying to control these costs is that the companies do a pretty good
job of riding herd on the defense attorneys and keeping their fees
down. The attorneys do a good bit of business with the malpractice
companies, so they have some leverage over the defense attorneys
so the fees are not as high as if you went downtown and hired
a—

Mr. DEAL. Less you misunderstand my position, I do support the
legislation. I just think there are some hard questions that we have
to answer, and I think if you can help us answer those, we need
to answer those.

Mr. BILIRAKIS. The gentleman’s time has expired. I apologize,
Mr. Smarr.

Mr. Waxman for 5 minutes.
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Mr. WAXMAN. Thank you very much, Mr. Chairman.

I believe medical malpractice is a serious problem, but I am
amazed when my Republican colleagues want to take issues like
health care for these seniors and the poor in our society and shift
all that over to the State or important national environmental
standards and say, we will let the States deal with it. Suddenly
they don’t think the States are capable of dealing with the medical
malpractice issue even though it is the States that license the doc-
tors and health care professionals, the States that regulate the in-
surance ndustry, and the States that discipline medical profes-
sionals if they don’t do their job adequately.

I was involved with—as Mr. Hiestand pointed out in his testi-
mony, the California proposal prior to when it was adopted when
I was in the State legislature. But California adopted a proposal
that I didn’t fully agree with because I don’t like the idea of arbi-
trary limits on recoveries for pain and suffering. But California did
what it did; other States can do what they think is appropriate.

I think we ought to let the States operate in this area and not
have the Federal Government take it over. I don’t think Wash-
ington knows the best for everybody in the country, and I think
States ought to deal with this matter. But the whole purpose of
medical malpractice lawsuits is twofold: one, to make the injured
person as a result of medical malpractice whole, to compensate
them for their loss; and second, to deter doctors and other medical
professionals from committing medical malpractice.

If you are going to make someone whole who has been injured,
you ought not to put a limit, an arbitrary limit, on what they can
recover. Heather Lewinski is here and testified from her own expe-
rience. To just say there ought to be an arbitrary limit of $250,000
for all the pain and suffering you have gone through—in how many
operations was it, 13——

Ms. LEWINSKI. 14.

Mr. WAXMAN. [continuing] 14 separate operations from a doctor
that didn’t know what he was doing, committed clear malpractice;
and to say that you were going to be compensated by an arbitrary
amount for the rest of your life, how does that make you feel?
Would you feel that you were compensated fully if you were given
that limit?

Ms. LEWINSKI. Absolutely not.

Mr. WAXMAN. I think it is so unfair not to look at each individual
case and then decide what is the right compensation for that indi-
vidual.

Now, California has a law that appears to be successful; at least
some people think it is very successful. But California does a lot
of things that MICRA doesn’t do. As I understand it, California
regulates insurance a lot more than if this bill were adopted at the
Federal level.

Is that right, Mr. Rosenfield?

Mr. ROSENFIELD. Yes, sir.

Mr. WAXMAN. So I don’t know if the Republicans are going to say
we ought to regulate insurance at the Federal level. I doubt it.
They have been pretty accommodating to the insurance industry as
long as I have been in the Congress of the United States.
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So it is troubling to me to hear this notion that Washington
knows best, one size fits all, that we can take away from the States
the responsibility to figure out what is best for their own people,
and then put some limit that is arbitrary on what somebody could
recover when they are injured.

Now, whatever the figure someone had about the number of peo-
ple that are injured from medical malpractice that never get any
recovery, never even get into court—do you know that figure, Mr.
Rosenfield?

Mr. ROSENFIELD. I think it is only one out of every eight injured
victims actually filing a lawsuit.

Mr. WaAXMAN. Why is that?

Mr. ROSENFIELD. Maybe the nature and extent of the injury,
maybe that they are not sufficiently represented. In California, it
is certainly because MICRA alters the cost-benefit ratio to make it
impossible for an attorney to take all but the most egregious cases
involving all but the most wealthy people.

Mr. WAXMAN. Well, the idea of a limit on pain and suffering was
to—somebody said, to balance it out. But the real purpose then is
not only not to compensate the person adequately, but to keep
them from being able to get a lawyer?

Mr. ROSENFIELD. The wundeniable impact of California of
MICRA—and this has been and acknowledged by the insurance in-
dustry’s top defense counsel who spoke before Congress on this
point—is that it has deterred legitimate cases from getting into the
courthouse.

Mr. WAXMAN. Let me ask another Californian, Mr. Hiestand.

Do you believe that the limit on pain and suffering of 250,000,
which has not been adjusted for inflation, keeps some people from
ever getting a lawyer to represent them?

Mr. HIeEsTAND. Well, the statistics don’t show that. The fre-
quency, that is, the number of claims that have been failed for
medical malpractice, given the growth of physicians and the growth
of the population, has not changed in California both before
MICRA and after MICRA. So the number of lawsuits with those
adjustments would indicate that there has not been an inability for
people to get doctors.

And the Federal experience——

Mr. WAXMAN. Get lawyers.

Mr. HIESTAND. The Federal experience

Mr. WAXMAN. Do you believe that there are a lot of people who
are not compensated, who are victims of medical malpractice be-
cause the system does not lend itself to hearing their problems?

Mr. HiEsTAND. Well, people, as Mr. Rosenfield mentioned——

Mr. WAXMAN. Yes or no?

Mr. HIESTAND. Yes or no.

Yes. People with small injuries can’t get lawyers in all kinds of
contexts. And that happens in medical malpractice.

Mr. WAXMAN. I thank you all. My time has expired.

Mr. BiLIRAKIS. Mr. Norwood for 5 minutes.

Mr. NORWOOD. Yes, sir. Thank you, Mr. Chairman.

Ms. Rosenbaum, I want to—I know that you have taken time to
try to go through some of the definitions, which is a very hard
thing to do. Not being a lawyer, it is very difficult for me to under-
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stand when words don’t mean anything; one person thinks a word
means this and another person thinks a word means that, so some-
times it is not clear what actually the definitions are. And I think
most of us appreciate your insight on this very difficult part of try-
ing to understand H.R. 5.

You made a comment that I found interesting when you said that
perhaps we have the focus on the wrong thing. And I don’t want
to go here particularly, but you said that maybe we ought to be
really looking at economic damages rather than noneconomic dam-
ages; and I find that very interesting and would appreciate it if you
would respond to the committee on that and give us your thoughts
about that.

I don’t want to go there because we don’t have but 5 minutes,
but I have been suspecting that was maybe part of the problem too.

Could you just simply answer for me, do you support any
changes to the existing medical liability system?

Ms. RosENBAUM. What I support is some intervention that would
stabilize, control and not allow these rapid price swings in mal-
practice

Mr. NORWOOD. Would you be good enough to respond to the com-
mittee your thoughts on what changes would be appropriate, in
writing, so that we could have time to look at that?

I have some thoughts about H.R. 5 that I believe I am right on,
and I want to go through some of those, if I may, with you. Get
this chart put up, please. I would like to go through some of those
and see if you disagree with me.

I don’t believe H.R. 5 prevents an injured patient from recovering
so-called “pain and suffering” or noneconomic damages. I don’t be-
lieve this bill prevents that, do you?

Ms. ROSENBAUM. Well, there is a limit on noneconomic damages.

Mr. NORwWOOD. I understand there is a limit, but there is not a
prevention of recovery of whatever that limit is.

Ms. ROSENBAUM. My understanding is, it is a cap.

Mr. NorRwOOD. I believe H.R. 5 simply establishes a minimum
Federal standard of $250,000 for noneconomic damages in States
that have not already set a specific monetary amount on the size
of noneconomic damage awards.

Do you agree with that?

Ms. ROSENBAUM. I do not. I think the preemption language only
withholds preemption in those States whose limits are stricter.

Mr. NORwWOOD. There are other attorneys who don’t agree, obvi-
ously, the people—the lawyers who wrote up the bill; and somehow
or another we have to figure that out. Perhaps—could you give us
some information on that?

It is my understanding that the $250,000 for noneconomic dam-
ages in States that already have set an amount—if the State of
Georgia sets an amount of 350,000, that is the amount that is
going to be in the State of Georgia, according to the results of this
bill. And I believe that—help me if you don’t. I believe H.R. 5 does
not change existing straight caps on noneconomic damages, even
though some of those may be higher than 350,000—and obviously
they are, according to that chart behind us.

And you don’t believe that to be true in this bill?

Ms. ROSENBAUM. Looking at section 11(b) of the bill, I do not.
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Mr. NORWOOD. I am informed by another lawyer that the 11(c)
part of the bill does allow for that. So again it is one of those areas
where we have a very friendly disagreement.

I guess I believe the 11(c) part does. I believe H.R. 5 does not
prevent a State from keeping or enacting an entirely different
standard to guide the award of compensatory and/or punitive dam-
ages.

Do you think H.R. 5 doesn’t do that?

Ms. ROSENBAUM. I am sorry. Would you repeat the question?

Mr. NorwooD. H.R. 5 doesn’t prevent a State from keeping or
enacting a different standard to guide the award for compensatory
and punitive damages. In other words, other States can have high-
er damages if those other States pass that in their State.

Ms. ROSENBAUM. I would have to look at 11(b) and (¢) and re-
spond to you in writing. And it would be of great help to me if this
part of the record could be sent to me so that I will have your full
question.

Mr. NORWOOD. I am trying to make sure what I believe about
H.R. 5, that I am going to vote for, is in fact so and I believe it.
But I don’t mind giving you the opportunity to make me look an-
other way.

Last, let me point out this chart behind us that was put up—Mr.
Smarr and others, I think you were pretty wise not to pay atten-
tion to that because you look at the top five who have high caps,
also high premiums, and one would think it would be implied that
all those caps didn’t work.

But I think we all ought to note that Nevada and Ohio and West
Virginia—in fact, West Virginia just had a special session of their
legislature and just put those caps in place. So to say those caps
equate to those premiums is very misleading.

Thank you, Mr. Chairman.

Mr. BILIRAKIS. I thank the gentleman.

Mr. Dingell for 5 minutes.

Mr. DINGELL. Mr. Chairman, thank you. I would like to defer to
Mrs. Capps, if I could.

Mr. BILIRAKIS. Well, Mr. Stupak would be first.

Mr. Stupak for 8 minutes.

Mr. STUPAK. Thank you, Mr. Chairman.

And thank you, Mr. Dingell.

Mr. Rosenfield, you indicated in your testimony that insurance
companies are exempt from antitrust.

Should Congress repeal that and why?

Mr. ROSENFIELD. Well, the voters repealed it in California be-
cause it is anticompetitive. And one of the problems with the indus-
try has been that it circulates among insurers’ data concerning
losses, expenses, projections of future losses whether they mate-
rialize or not; and the circulation of this information is, by defini-
tion, anticompetitive since it allows all the other insurers to base
their rates upon the same data.

Mr. STUPAK. So we heard testimony of a 400 percent increase,
like that in California. If you are not subject to antitrust laws, you
can set it wherever you want; isn’t that correct?

Mr. ROSENFIELD. That is correct. And it is very easy, because
they circulate this insurance among themselves as insurers and ev-
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erybody is aware of it, everybody knows what all their competitors
are doing.

Mr. STUPAK. So if we are really concerned about lowering rates
for malpractice, should we not take away that exemption for insur-
ance companies and make a more competitive market to help drive
down the cost of insurance?

Mr. ROSENFIELD. That is what we did in California, and the im-
pact not only on medical malpractice, but on auto insurance pre-
miums was profound.

Mr. StuPAK. Well, we had that amendment, and actually it
failed. So hopefully it will be part of this bill if it moves forward
in this committee and onto the House floor.

Mr. Smarr, in your testimony, I was intrigued with your exhibit
number 22 where you had the 2000 rates for L.A., Milwaukee, Chi-
cago, Philadelphia, Miami. I come from Michigan, and we mirror
Illinois quite a bit. Looking at it, Illinois doesn’t have any caps, and
Michigan does. In fact, our caps go back to, I believe, 1982. They
were then increased again in—not increased, but more limitations
were put on plaintiffs in 1994.

And in your chart here on exhibit number 22 you have for IM,
which is internal medicine, $26,000 paid in Chicago; GS, general
surgery, $68,000—these are in premiums—and then OB/GYN,
$102,000. And you have got, “as reported by the Medical Liability
Monitor.”

Well, you know, I have got the Medical Liability Monitor here in
front of me, a copy of it, and it is October of 2002, the same time;
and when you take a look at internal medicine, it is $19,000, this
for State of Illinois—Michigan, it is $26,000, again we have the
caps.

On general surgery, it is only $51,000, not the $68,000 you re-
port; Michigan it is $71,000—again, Illinois no caps, Michigan has
caps.

And your OB/GYN for Illinois—again, no caps—at $79,000;
Michigan, with the caps it has $88,000.

Every one of your figures is one-third higher than what is re-
ported. And we are both citing the same Medical Liability Monitor,
which you said was credible, and you even cite it in your report.
How do we get a third higher for these folks in your figures when
I have the other figures from the magazine that are a third less?

Mr. SMARR. Well, Congressman, I am reading from the source
document of the ISMIE mutual insurance company, which is the
largest writer in the State; it is a company that is formed and oper-
ated by the State medical association.

Mr. STUPAK. So you are saying, you took only one medical mal-
practice provider and used their statistics, which were probably the
highest in Illinois. You didn’t take the average of all the under-
writers in Illinois to get the average that an Illinois physician
would pay?

Mr. SMARR. I took the leading writer in the State that had the
largest market share.

Mr. STUPAK. And also the highest?

Mr. SMARR. No, I did not do it with that in mind.

Mr. STUPAK. Answer me this question. We will disagree on the
premiums.
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Why would Illinois—why would Michigan be higher, $88,000 to
$79,000 for OB/GYN, 71 to 51 for general surgery, 26 to 19 for in-
ternal medicine—why would Michigan be higher, and we have all
these caps? We have had them in place for over 20 years. Why
would it be higher than Illinois that have no caps if caps are the
panacea to our problem here.

Mr. SMARR. First of all, ProAssurance has higher rates in Illinois
than does ISMIE. Michigan, I am told, has what is called a fre-
quency problem in that the doctors in Michigan actually buy lower
limits of insurance than in other places in the United States, and
they get sued more often.

Mr. STUPAK. Wait a minute. They have got lower rates? But ac-
cording to your monitor, Medical Liability Monitor, which you
agree on, Michigan’s premiums are actually higher than Illinois.
You would think Illinois, then, would have these problems. We
don’t have any caps there in Illinois.

Mr. SMARR. Again, it is related to the tort environment and the
area of Michigan.

Mr. StUuPAK. Well, the tort environment, Illinois would be much
more generous to a plaintiff because they have no caps; and Michi-
gan has caps, so they would be less generous to a plaintiff, correct?

Mr. SMARR. Michigan’s caps simply aren’t working.

Mr. STUPAK. How can they not work? If our cap is $280,000 in
Michigan for noneconomic damages, how does an jury award more
than $280,000 and the judge not roll it back if that is the State
law?

Mr. SMARR. I believe the caps are higher for serious injuries.

Mr. STUPAK. Oh, really?

Mr. SMARR. There are exceptions to the Michigan cap, yes, sir,
there are.

Mr. StuPAK. The highest you can get in Michigan, like the loss
of a child, is $500,000. So how is that so much higher? I mean, in
Illinois it is unlimited.

Mr. SMARR. Again, on a per doctor basis, if you will, there are
more lawsuits. There is a frequency problem in the State of Michi-
gan which is also driving rates in that State.

Mr. StupaK. Do we have bad defense attorneys there or what?

Mr. SMARR. I don’t know.

Mr. STUPAK. Let me ask you this one.

You know, you talk about your median. I want to go to your
chart again; I think it is number 13 were you had almost like a
half million dollars. You had, chart 13, median verdict is $496,726.
And in the National Practitioner Data Bank—are you familiar with
that?

Mr. SMARR. I am.

Mr. STuPAK. Is that a credible organization?

Mr. SMARR. Yes, sir, it is.

Mr. STUuPAK. They have got—I have got to read right here from
the National Practitioner Data Bank—the median medical mal-
practice payout for 2000 is $125,000 not $496,000.

How do you reconcile that? It is four times, your numbers are
four times higher.

Mr. SMARR. I can reconcile that, Congressman.
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First of all, you are comparing a median with a mean. Second,
you are comparing an average payment value for all payments with
an average payment value for a verdict.

Mr. STUPAK. You agree with me, these numbers just don’t jibe?

Mr. SMARR. They are apples and oranges.

Mr. STUPAK. Apples and oranges. Okay.

How about this one. You run an insurance company. Some pro-
fessors at Duke University, for Indiana, State of Indiana, looked at
the medical liability issue there. And we always hear this thing
that insurers constantly must settle frivolous lawsuits in order to
make them go away.

Do you settle frivolous lawsuits to make them go away, your
company?

Mr. SMARR. I don’t work for a company. I work for a trade asso-
ciation.

Mr. STUPAK. Your association that provides the insurance

Mr. SMARR. The physician-owned companies are much more reti-
cent to make what is called an economic settlement. And that is
where it is cheaper to pay a small amount in indemnity than incur
large amounts in defending a claim. It is part of the fabric of why
the company has reformed.

There are some cases where it is—where it is done, such as there
are changes in the records and things like that.

Mr. STUPAK. Let me read this statement, professors from Duke
Law School, who did this for Indiana, when they were looking at
their case, they said—here is what the insurers said, We don’t set-
tle frivolous cases. The insurers’ policy on frivolous cases is based
on the belief that if they begin to settle just to make them go away,
their credibility will be destroyed and this will encourage more liti-
gation. Is that true?

Mr. SMARR. I believe in that, yes, I do.

Mr. STUPAK. So you don’t settle frivolous claims? The only cases
settled are valid claims?

Mr. SMARR. By and large, that is true. There are exceptions.

Mr. STUPAK. I have got to stop now. I was just having fun.

Mr. BILIRAKIS. Let’s see.

Mr. Shadegg for 8 minutes.

Mr. SHADEGG. Thank you, Mr. Chairman. I want to thank each
of our witnesses for being here today. I think it is a very inter-
esting discussion. As is often the case, I just come at this from a
different perspective, perhaps, than anybody else. I am deeply trou-
bled by the crisis we face in the tort system in medical malpractice
right now, but I am also deeply troubled by the notion of hard dol-
lar caps. I just can’t get beyond the notion that that is government
price fixing.

When Ms. Lewinski sits here and you think about the application
of a government-set cap to her circumstance, it is a very, very dif-
ficult situation. I have supported this legislation in the past, and
I may support it again, but I simply believe we are going in the
wrong direction.

I want to follow up on some of the questioning that Mr. Stupak
just asked. Is there anybody in this room that doesn’t believe that,
in fact, we are—that there are many claims in which settlement is
paid at some cost higher than its merit to avoid the cost of defense?
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That is, does anybody in this room believe that the ability of some-
one to bring a lawsuit in the United States and to know that since
we do not have loser pay, there is no penalty, isn’t used to extort
settlements for some cases that lack merit?

Does everybody agree that that does, in fact, happen?

Mr. ROSENFIELD. Are you discussing medical malpractice or all
tort laws?

Mr. SHADEGG. Let’s stay with medical malpractice. That is the
topic. You believe that does not happen?

Mr. ROSENFIELD. I can tell you definitively in California it is sim-
ply not feasible for an attorney. It would be economic insanity for
an attorney who is paid on a contingency basis—unless they are
being paid on an hourly basis like defense lawyers. If you are being
paid on a contingency, there is no economic advantage to bring
such a case.

Mr. SHADEGG. If you get a settlement in that case, you don’t get
the gain of that settlement?

Let me ask a different question. Does anybody on the panel be-
lieve, for example, that meritorious claims should not be paid? Does
anybody believe that if you have got a meritorious claim, you
should not be able to recover?

All right. Does anybody believe that frivolous claims should be
paid?

I think that takes us to a reform that we are not contemplating
in this proceeding today and that we should be, and that is some
form of loser pays.

First of all, I believe the United States is the only Nation in the
world—at least to my knowledge; there may be one or two others
I am not aware of, and maybe one of you can bring it to any knowl-
edge—the only Nation in the world that abides by a strict Amer-
ican rule in which losers are not accountable for the cost of the de-
fense of the prevailing party. We call it the English rule, but in
fact, it is the rule in all the rest of the world that if you bring a
lawsuit and you lose, you are required to pay the attorneys’ fees.

It seems to me that the reason—and I have done some review of
the literature. This is a Law Review article by the Arizona Journal
of International Comparative Law; and in it, it has a lengthy dis-
cussion of loser pays and of the so-called “American rule” versus
the so-called “English rule,” the English rule, in fact, being the rule
of the rest of the world, which is losers do pay.

And in that discussion one sentence stuck out at me as some-
thing very, very impressive. It said—at the end of the day, basi-
cally it said, we are a society that really does not want people to
be denied justice because they are not rich enough to pay for it.
And I think that is exactly right; I think there is a sense that when
you have a loser-pay rule, it would mean that those who cannot af-
ford to bring the lawsuit cannot bring the lawsuit. For that reason,
out of fairness, we don’t go to a loser-pay rule.

But I would argue that that is making a mistake. I would argue
that we should look at loser-pay and say, you know what, there are
serious potential problems with loser-pay because it could discour-
age people without financial resources from bringing meritorious
lawsuits.
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So why is it we do not proffer language that says the loser shall
pay provided, however, that the court shall look at the merits of
the claim at the time it was brought, at the reasonableness of the
conduct of the attorney who brought it, at the reasonableness of the
conduct of the attorney in pursuing it through the litigation itself
and may make an award, and take all those factors into consider-
ation? Because it seems to me that in America we do not want to
discourage anyone, whether they are wealthy or not wealthy, from
bringing a meritorious lawsuit.

But it also seems to me that it is undeniable that the current
American rule, which says you can bring this lawsuit and no mat-
ter how meritless the claim is, you can take your shot at extorting
some kind of settlement and there is no consequence for it—are
any of you aware of any State or any country that has looked at
some form of a modified loser-pay, that looks at the merits of the
claim in determining an award against the losing party?

Mr. ROSENFIELD. Congressman, in California that actually was
raised as a possibility, that proposal. And they could not work out
language in the legislature that adequately protected against those
situations in which it was a legitimate case; that, for one reason
or another, was not successful. It was that danger that caused the
proposal to fail.

Mr. SHADEGG. It seems to me what we are talking about is fun-
damental reform of the system. It is a system that is abused, but
it is a system I believed in. I worked in a tort law firm for a num-
ber of years, and I am very painfully aware that the tort system
helps people who need help, who don’t have resources.

Mr. ROSENFIELD. I just want to say, Congressman, that you
nailed the fundamental problem with the cap, which is the cap, by
definition, affects a nonfrivolous case.

Mr. SHADEGG. That is right. Ms. Lewinski’s case is a classic ex-
ample of why hard dollar caps create very, very serious problems.

I want to ask another question. It seems to me you could also
submit a jury instruction which educates the jury on where the
proceeds that pay any claim will come from, fundamentally explain
to the jury, look, if you make an award in this case, you must un-
derstand it will likely come from a fund established by contribu-
tions, insurance payments paid by everybody, we all pay for them,
so you bring some rationality to their deliberation process.

They could then go on and say, you know what, this is a meri-
torious case, and I don’t care where that fund comes from, it may
come from all people who get medical services, but in this case this
doctor did something outrageous, such as with Ms. Lewinski, and
by gosh, we are going to award a judgment and we are going to
award a big judgment in this case, something far in excess of
$250,000, a pretty small sum of money for some of the outrageous
kinds of injuries that can occur.

It just seems to me that when we pursue only arbitrary caps as
a way to address the kind of problems that exist in this system we
are making a grave mistake.

Dr. Palmisano, do you want to make a comment on that? Would
your organization be willing to look at other remedies besides regu-
latory caps?
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Mr. PALMISANO. Yes, sir, the American Medical Association, as I
stated earlier, has a policy in favor of the MICRA law.

But we also have—last year we formed a committee to look at
all possibilities as we go forward. We believe the MICRA law needs
to be implemented now. We believe there is an emergency in the
United States, certainly in 12 States. We are looking at a number
of things.

On loser-pays, we do have a policy on that. We would glad to
submit that.

Mr. SHADEGG. I would like to see it.

In the 6 seconds I have, I want to make it clear, I intend to offer
a loser-pays amendment. I intend to offer an amendment I offered
a year ago on EMTALA, saying if a doctor is forced to give care
under EMTALA and that care is not compensated, that it should
be the Federal Government that responds in any damages that are
awarded against that doctor.

I may offer some form of an amendment dealing with a jury in-
struction to instruct the jury about awards. It may be, what we
ought to be doing is looking at not having the contingent fee come
out of the award, but submit the issue of attorneys’ fees to the jury
after the fact.

I don’t quite know why you wouldn’t say after a defense verdict,
let’s—turn to the jury and say, you awarded the defense verdict in
this case. Do you, the jury, believe this was a frivolous lawsuit that
shouldn’t have been brought, in which case you are going to award
attorneys’ fees against the losing party; or do you, the jury, believe
when they brought this lawsuit, it appeared to be a pretty meri-
torious lawsuit and the plaintiff's attorney was reasonable and you
are not going award any attorneys’ fees against the losing party
and in favor of the defense party?

It seems to me we can be more creative in this process. I appre-
ciate the time.

Mr. GREENWOOD [presiding]. The gentlelady from California,
Mrs. Capps.

Mrs. CAPPS. I think it is so important for Congress and this com-
mittee to address barriers to the access to health care. Thank you
for holding the hearing. I thank my ranking member Mr. Dingell
for yielding his time to me, so I could go ahead.

One emerging barrier seems to be the rise in medical malpractice
insurance rates that are taking place in various parts of this coun-
try. I want to associate myself with the remarks made by Henry
Waxman and Anna Eshoo, my colleagues from California, and also
my colleague from Texas, Mr. Green, that these are cases which
are tried in State courts. Doctors are licensed by States; I think it
is appropriate that this matter be handled by States, as it isn’t
very many.

And also my colleague, Ms. Eshoo, who noted that if there is
great inertia when setting caps or fixed awards, inertia about rais-
ing them according to the adjusted cost of living, that the $250,000
cap in California is actually worth about $68,000 in today’s money.

That being said—and, Dr. Palmisano, I am pleased that you are
here representing the AMA and doctors in our country, many com-
munities are asking serious questions about how they can keep
their doctors in their communities. And the question we have to
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ask is why doctors are increasingly leaving the field and showing
their dissatisfaction.

Your counterpart in California, the medical association, recently
surveyed doctors; 75 percent of those who responded described the
practice of medicine as being less satisfying now than it was 5
years ago, only 9 percent find it more satisfying. Another finding:
53 percent who are dissatisfied cite low reimbursement rates and
53 cite managed care hassles as the causes, both topics in which
we have a role to play in Congress.

I live in California. This is very disturbing news for those of us
who get our medical care in that State. Yet this is the State where
we have had medical injury compensation reform, MICRA, for al-
most 30 years. Now, there is still serious debate, and I am happy
we are engaging in it, about why premiums are rising and what
should be done to stem that growth. Insurance companies argue
that we need to limit noneconomic damages to patients who have
been harmed by a doctor’s mistake or negligence.

At this point I want to thank all of our expert witnesses for your
testimony today, but I want particularly to thank Heather
Lewinski. Your bravery did not go unnoticed by me. And if it is
your family that is with you, they can be very proud of what you
have done with a very horrible experience in your life. You are sit-
ting before us, and testifying is hard, it is nerve-wracking—it is
even for me, being on this side of the aisle—not for any gain that
will benefit you, but because of what you personally have gone
through. And you are, to me, such a fine example of someone whose
true spirit comes from within and who will take a very horrible
time in your life and experience and negligence and make some-
thing positive for someone else out of it.

And I hope that is the case, and I wish you well. You are such
an example to me of how this legislation could penalize innocent
victims of medical negligence.

Discriminating as it is against children, moms who stay at home,
people who have disabilities and people who earn low wages. It
says what we are going to do if we pass this legislation is that the
health and well-being of a corporate CEO is worth more than the
health of a janitor or a janitor’s child. Because economic damages
are based on wages, the CEO would get more money in damages.

Noneconomic damages would make—are the only real guarantee
for to us make sure that everyone can be treated fairly.

There is a very prominent case in the news now that is going to
really provoke a lot of discussion on this topic. If I could turn to
you again Dr. Palmisano, you are a doctor, and I don’t have to re-
mind you of your Hippocratic Oath. I am a nurse, and I think we
see things very clearly in this arena. You have just heard the story
of Heather Lewinski; you know there are other stories like hers.

I will ask you point-blank so you can answer for the record: Do
you think she was well served by her doctor?

Mr. PaLMmisaNo. Well, obviously, from what she has told us, she
was not well served by her doctor. It is tragic whenever someone
is hurt through negligence.

Mrs. Capps. All right.

To go on, her doctor and his insurer paid the damages. Do you
think he should be allowed to continue to practice medicine after
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what has happened to Heather and her family? Do you think there
should be have been any disciplinary action taken against him?

Mr. PALMISANO. I think the American Medical Association sup-
ports strong State board medical examiners to review, in fact, in
every case where there is payment in a medical malpractice case,
that goes before the State board of medical examiners. It is manda-
tory reporting. We should have State boards to look and see wheth-
er or not a doctor needs to be removed from practice.

Mrs. Capps. With the number of cases before us in this country,
a small percentage of which are reported and acted upon, perhaps
that is something that should be strengthened. But in this case,
Heather’s story, she received no economic damages in her suit be-
cause of her age. Under the proposal and the legislation before us,
she would have received only $250,000. Instead, the court awarded
her noneconomic damages of more than a million because the jury
and the court system that saw and tried this situation felt that
that was appropriate. Do you think it was too high?

Mr. PALMISANO. As far as—do I think what was too high?

Mrs. CAPPS. The award that she was given.

Mr. PaLMmisaNO. I don’t know what the award was.

Mrs. CaPPs. It was a million dollars. Am I right?

Ms. LEWINSKI. The jury awarded me $3 million.

Mr. PALMISANO. Well, you can’t put a price on life. You can’t put
a price on serious injury. What you have to do is try to balance
what you are going to do if you can’t compensate—if you can’t take
care of the rest of the American public.

Mrs. CaApPS. I want to underscore the sentence you just said. You
can’t put a price. But that, in effect, is what this Congress is at-
tempting to do with this.

And it is my understanding, Ms. Lewinski, that you actually had
to settle for quite a bit less.

Ms. LEWINSKI. Yes, because of the lack of insurance that the doc-
tor had.

Mrs. CAPPS. Because of the amount of insurance that the doctor
had. Keeping in mind that you have had 14 subsequent surgeries,
and who knows what will be awaiting you in the future of your
life? This is something that only you know.

Again, we have a jury system that is designed for the story to
come before a jury of your peers or of your parents’ peers to make
this case.

If I could now turn to you, Mr. Rosenfield, and ask you about sin-
cere—my California, one of my California representatives there to
see—and I don’t have much time left—since MICRA—would you
say this again, what have the rates of malpractice insurance done
in those first 13 years?

Mr. ROSENFIELD. The premiums for doctors went up 450 percent
after MICRA was passed, through 1988.

Mrs. Capps. Is there anyone on this panel who believes that
MICRA by itself capped—did anything to affect the insurance pre-
miums in California?

You do. Okay. Well, that is a little bit of a pull right there.

For some reason, Mr. Rosenfield—and you were instrumental in
this—Proposition 103 passed, which meant that all of the voters in
the State of California had to approve something, which meant
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1:heyd didn’t quite trust this insurance industry as it was self-regu-
ated.

After Prop 103, was there any sign of malpractice insurance com-
panies leaving the California market in response to this effort to
control them?

Mr. ROSENFIELD. No.

Mrs. Capps. Thank you very much. Thank you for my time. And
I will yield back what I don’t have left. Thank you.

Mr. GREENWOOD. Mr. Buyer is recognized for 8 minutes.

Mr. BUYER. Mr. Waxman brought up a point—you know, both po-
litical parties have to be relatively honest here. We do like to pick
and choose when the Federal Government should act and when
they shouldn’t. We really do. And so Republicans are no different
than when Democrats were in the majority. They would pick and
choose and use the Commerce Clause when to act and when to
defer to the States.

One thing that has worked well—as I have observed as I look at
Mr. Dingell that I am a relatively young bird here, but he has seen
this in his lifetime—when you look at how we establish EPA, you
set out the guidelines, then you turn to the States and you let them
go ahead and conduct their own environmental, but they can have
stricter standards. It is a system that sort of works well. So all we
do pick and choose.

I am not going to get sucked into this debate today about cap and
a cap, only a cap.

I am somewhat bothered by where the debate has really gone
today. I come from a State where I am very pleased that the at-
mosphere is pretty good. When I look back on this one, medical
malpractice in the 1960’s was liberalized by legislatures. There was
a destablization that was occurring in the early 1970’s. Indiana re-
sponded because we had an exodus of doctors. So in 1975—we had
a Governor at the time who was an M.D., Dr. Otis Bowen—and I
believe that what came out of that legislature is really a model.

Now, I am not king and, boy—but if I could say what would be
wonderful—obviously, I come from Indiana—boy, if every State had
what Indiana has, Congress wouldn’t need to act.

So I guess we have members from different States today that
have been saying unto this panel, Oh, comment on this particular
cap and tell me why the premiums have increased and why they
haven’t. It isn’t just about caps. I sat here and sort of made some
notes as I was pondering about this, and I think that there is just
a series of interrelated problems that involve regulation, that in-
volve the social control of medical practice. There is the quality of
care, of insurance markets, there is consistent assessment liability
laws, there is the existing paradigm of the social attitudes toward
the practice of medicine.

So the question of the equitable and efficient solutions to the se-
ries of problems involves, I think, action on multiple fronts. So you
can’t just say, well, legislature, what you ought to do is just throw
out a cap there.

So Indiana didn’t just throw out a cap. Some States may have
just thrown out a cap. What we did was, we intensified the peer
review system. So I tell you what, in Indiana we—yes, there are
some limitations on claims, but we went ahead and we placed a
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limit and said, it should be no more than $1.25 million. But then
we come in and go, you know what, we are going to create a com-
pensation fund.

So we have this government-sponsored system whereby the doc
is responsible for the first 100,000 and his insurance company, but
we then have a patient’s compensation fund.

We also have a medical review panel. So we are focusing on up-
lifting the standards of practice also.

So this whole question today about changes in legal doctrine may
not likely reverse the current trend. That is the reason some of my
colleagues threw up a chart earlier and said, look at all these dif-
ferent States out there that have caps. There is no impact on pre-
miums whatsoever. What are we doing with caps? My gosh, if those
States out there are unwilling to take on multiple fronts—well, of
course.

But I do have a chart. Would you throw up my chart? Who has
got it? If the panel would turn around and look at this for just a
second, what I have attempted to do here is look at Indiana and
our contiguous States. Now this comes from the Medical Monitor,
the Liability Monitor everybody is citing, and these are, I apologize,
2000 figures. But what I attempted to do here was use the lower
numbers.

[The chart follows:]
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Mr. BUYER. For Illinois, for example, you could go to Cook Coun-
ty, Chicago, and the OB is like 89,000; surgery was 54,000, and in-
ternist was 22. I tried to use the lower numbers.

But here is my point. What is occurring in Indiana where we
have a good system that addresses not only costs but medical re-
view, peer review, quality assurance; not just throwing out some
form of a cap, but a compensation fund system, look at the impact
it is having. So where before we had doctors leaving our State,
when you look at having a system like this and you have contig-
uous States, guess what we have? We have an influx of doctors to
Indiana. That is a problem.

So I am challenged at the moment, because I love States’ rights.
And now we are having to review this, saying, well, we are going
to have the Federal Government come in and set standards, but
look at the mess we are creating out there across the country. And
I just think it is horrible.

I want to ask, is anyone on the panel familiar with Indiana’s
laws? Are you? And I appreciate your comments on my comments
today.

Go ahead, please.

Mr. PALMISANO. Well, we are very familiar with the Indiana law
as was originally proposed, because that is where Louisiana, Dr.
John Cooksey, who was formerly in Congress, he got the idea of
bringing Senator Benjamin down to Louisiana. And several of us
met with Senator Benjamin. He explained how your law was
passed, and we then introduced that law into Louisiana as Act
1465 and it became Act 817 of 1975. It was a total cap on all dam-
ages as was the law in Indiana.

It also had the medical review panel, so before you could file a
claim, you had to go before a medical review panel. The plaintiff
would pick one doctor in the same specialty, the defendant would
pick one doctor, the two doctors would pick a third. Then there was
an attorney who had no vote to make sure that everything went
by the appropriate statutory requirements.

And then—so you have a patients’ compensation fund. You paid
a percentage of your premium for—the first 100,000 went into the

atients’ comp fund. That was a total cap. That gave another
400,000.

Since that time—I don’t know if I am saying too much—but Lou-
isiana, we then modified our law more like New Mexico, where we
pay all medicals as incurred.

Mr. BUYER. There are some saying if you have a medical review
panel, you will have an increase in scrutiny, and all that is going
to do is lead to costs because you will have defensive medicine, you
will have doctors asking for more tests and procedures.

But, you know what, the reverse has happened in Indiana. These
doctors are now focusing more on their patients and not having to
worry about that. So you may have some States out there, I am
just—my editorial comment, people throwing out, this State has
this particular cap and you have got this cap and you have got this
cap. If you are not addressing this continuum, obviously you are
not going to affect these insurance rates whatsoever. This is my
own feeling.
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So I am glad to see what Louisiana has done and Indiana. And
these States have to do more than just throw out some cap on
something.

Do you have a comment, Mr. Smarr?

Mr. SMARR. Yes, sir, I do.

The Indiana cap right now is a $1.25 million cap on all damages
of any kind. And I believe the primary insurance carrier provides
the first $250,000 in coverage and then the compensation fund pro-
vides a million in coverage on top of that.

Just a word about compensation funds. Your fund in Indiana is
unfunded, basically. It is a pay-as-you-go mechanism. It has a huge
outstanding incurred loss for claims that are going to be reported
to it for coverage that is offered. There is a similar fund in Penn-
sylvania that ran into huge problems with its unfunded liability
and the surcharges to fund that fund became astronomical.

Mr. BUYER. Our legislature addressed that. I know my time has
expired, but we have addressed the underfunded.

Thank you, Mr. Chairman.

Mr. GREENWOOD. The Chair thanks the gentleman.

The gentleman from Michigan, the ranking member, Mr. Dingell.

Mr. DINGELL. I commend you for holding this hearing.

I want to begin by saying, Ms. Lewinski, we appreciate your
courage and your presence this morning. I believe it is very impor-
tant that this hearing reflect some of the human experiences which
are involved in the questions before us.

I want to welcome you, Dr. Palmisano. I have great sympathy for
the concerns that you have expressed as you very well know.

I want to thank you, Ms. Rosenbaum, for being here. And Mr.
Rosenfield, you have been of help to us before.

Ms. Rosenbaum, I will direct my first question to you. Ms. Rosen-
baum, you are a law professor. You have tried lawsuits. How long
have you been in this business?

Ms. ROSENBAUM. I have been a lawyer now for almost 30 years.

Mr. DINGELL. Your comments were very interesting about how
this bill preempts State and Federal law and literally preempts any
possible lawsuit against almost anybody. And I found your testi-
mony with regard to who gets out from under these lawsuits to be
very interesting.

In the case of State laws, you referred to questions relating to
fraud and deceit, unfair trade practices, civil rights laws, labor law,
including workers’ rights protections, criminal law, consumer pro-
tection, antitrust laws and environmental laws.

Are you sure you are right on that?

Ms. ROSENBAUM. I can only testify to what I read in this bill.

The charge to me as a witness was to take a close look at the
legislation. And reading the legislation, the kind of health law I
teach has me spending a great deal of time on the text of legisla-
tion. Reading the text of this legislation which is very broad and
with very few definitions

Mr. DINGELL. Let me try to make this a little quicker. It is al-
most—there is no exemption——

Ms. ROSENBAUM. Exactly.

Mr. DINGELL. [continuing] from any of these things with regard
to the States; is that correct?
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Ms. ROSENBAUM. That is correct. And, for example, the word
“any person” is not modified to take public officials out of the
phrase, “any person.”

Mr. DINGELL. So then I note that you have here examples of—
Federal law. Apparently covered are fraud and abuse, RICO, false
claims, antitrust, Sherman-Clayton Act, civil rights laws, criminal
statutes, Federal food and drug laws, Federal environmental health
laws, Federal labor laws, Federal contract enforcement laws that
provide for liquidated damages, restitution to the extent that res-
titution is not understood to be a part of economic damages.

Do you make the same statement with regard to Federal laws
too?

Ms. RoseENBAUM. I do.

Mr. DINGELL. Now, Dr. Palmisano, I can sympathize with the
problem that you and the members today at the AMA may have.
I have had many of my doctor friends, who have talked to me about
their concerns. I believe that they are legitimate and real. You are
not here advocating that we go beyond addressing the problems of
health, are you?

Mr. PALMISANO. No, sir.

Mr. DINGELL. Are you familiar with the testimony of Ms. Rosen-
baum?

Mr. PALMISANO. Just what I heard today. I haven’t reviewed it
in advance.

Mr. DINGELL. You don’t endorse that kind of broad exemption, do
you?

Mr. PALMISANO. No, sir. We talk about what is on page 19 of the
bill that relates to the diagnosis, prevention, treatment of any
human disease or impairment of the assessment of the health of
human beings. In other words

Mr. DINGELL. Your concern here is about legitimate questions of
health and legitimate protection of people who are legitimate
deliverers of health care; is that right?

Mr. PALMISANO. Yes, sir.

Mr. DINGELL. Now, Mr. Smarr, I found your comments to be very
interesting. You are appearing on behalf of the insurance industry,
is that right, and are active in one of the associations which ad-
dresses the problems of insurance, is that right?

Mr. SMARR. Yes, I am appearing on behalf of the provider-owned
or -operated malpractice insurance company.

Mr. DINGELL. Now, are you advocating the kind of broad exemp-
tion here that Ms. Rosenbaum has defined as being a real possi-
bility?

Mr. SMARR. No, sir, we are not.

Mr. DINGELL. That would be wrong, wouldn't it, to give exemp-
tion from civil rights laws, environmental laws, consumer protec-
tion laws, labor laws, antitrust laws, fraud and abuse under RICO,
or the False Claims Act, Federal environmental laws, Federal labor
laws? We shouldn’t give exemptions there, should we?

Mr. SMARR. This is the first time that I have heard of these
issues, and so I am hesitant to comment on it. But on the face of
it, yes, you are correct it would be wrong to exempt people from
those laws.
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Mr. DINGELL. You have read the bill and they apparently snuck
this in on you too, didn’t they?

Mr. SMARR. Well, I don’t know that that’s what the bill says. 1
would have to have a read of it.

Mr. DINGELL. You didn’t see it there?

Mr. SMARR. I didn’t see it there.

Mr. DINGELL. But I don’t detect that you are ready to argue with
the professor of law, are you?

Mr. SMARR. No, sir, I am not.

Mr. DINGELL. Now, Mr. Rosenfield, what do you think about
this? Is it your view that this is something which relates to the
matters that have been discussed by Ms. Rosenbaum?

Mr. ROSENFIELD. Well, it reminds me of that little deal that the
Senate passed exempting in the Homeland Security bill, exempting
certain manufacturers of vaccines. I think it is something that is
stuck in there and everybody hoped that we wouldn’t see it until
was too late. I am glad you are calling attention to it.

Mr. DINGELL. Would you generally agree with what it is that Ms.
Rosenbaum has said here with regard to this piece of legislation?

Mr. ROSENFIELD. That is our analysis, yes.

Mr. DINGELL. I read it, and with profound regret, I think that
somebody is trying to pull the wool over the eyes of the committee
here. And it looks like there may have been some sneaky drafts-
manship here.

Not referring to you, Mr. Chairman. I have great respect for you.

But that some slippery soul outside the committees’ tutelage may
have engaged in a little bit of doubtful practice here. And I find
that to be a very troubling, very troublesome situation.

I would note, Ms. Rosenbaum, that at page 21 I see here other
Federal law, “Except as provided in this section, nothing in this act
shall be deemed to affect any defense available to a defendant in
a health care lawsuit or action under any other provision of law.”
That would tend to add to the sweep and the breadth of this ex-
emption in all kinds of wrongdoing which we have seen in the bill
before us; am I correct?

Ms. ROSENBAUM. That and the saving of the vaccine injury
claims led me to my conclusion that everything else was pre-
empted.

Mr. DINGELL. In other words, we would use here the old legal in-
terpretation of expressio unius est exclusio alterius; is that right?

Ms. ROSENBAUM. Exactly.

Mr. DINGELL. I wonder, we ought to have—I think Mr. Chair-
man, we do need to have some more hearings on this matter. And
I want to commend you for this hearing. What other witnesses, Mr.
Chairman, do we have coming in? Do we have government, some-
body from the Attorney General, somebody from HHS who would
be able to help us wander through this thicket and perhaps guide
us in some appreciation of just whether some really slippery ras-
cals are going to get out from under the law here?

Mr. BIiLIRAKIS. I would remind the gentleman—your time is up,
but I would remind

Mr. DINGELL. In order to show my respect for the chairman I ask
for 2 additional minutes so that you can tell us if we are going to
have some more hearings here.
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Mr. BILIRAKIS. I plan to go into a second round, very brief second
round, hopefully limiting it just to the people who are in the room
right now.

Mr. DINGELL. Well, that’s splendid, Mr. Chairman, I would ob-
serve. But I am profoundly saddened by the fact that our witnesses
here agree with me that this is a bad piece of legislation because
it gives all of these profound exemptions from law to a bunch of
people who are not here to say they need this help, and we don’t
have the assistance of people from the Attorney General or the De-
partment of HHS or the Federal Trade Commission or the SEC.
And I really think we ought to know whether these matters are,
in fact, valid because it looks like there is some slipperiness going
on here, Mr. Chairman.

Mr. BILIRAKIS. Markup is scheduled next week, as you already
know, No. 1. No. 2, we gave the minority the opportunity—I want-
ed to delve into things like insurance in this particular hearing,
and we gave the minority the opportunity. They didn’t bring in a
single insurance witness that might set out their particular point
of view, which is—so——

Mr. DINGELL. Well, you see, we didn’t know what Ms. Rosen-
baum was going to have to say to us. What she has said here is
very, very——

Mr. BiLiraKIS. We have also had other witnesses who have had
other things to say to us, who are supportive of the legislation.

g‘he gentleman’s time has expired. Let us just go in regular
order.

Mr. DINGELL. The other witnesses totally disagree with Ms.
Rosenbaum.

Mr. BiLIRAKIS. With all due respect, we are going to go into a
quick second round limited—you have 8 minutes don’t you? That
takes care of our second round I think.

Mr. DINGELL. All but me, Mr. Chairman.

Mr. BiLiRAKIS. Mr. Strickland has

Mr. STRICKLAND. I have 8 minutes, Mr. Chairman.

Mr. BILIRAKIS. You have 8 minutes.

Mr. STRICKLAND. And if my good friend will promise me he will
limit his remarks to 2 minutes I will yield 2 minutes of my 8 min-
utes to Mr. Dingell, so that he can continue his questioning.

Mr. BILIRAKIS. You are very free to do that.

Mr. DINGELL. I thank my good friend. I don’t want to take the
time away from him. I know the chairman is going to very gener-
ously give me my additional time on the second round, so that I
can continue discussing these matters.

Mr. STRICKLAND. Reclaiming my time, Mr. Chairman, I did not
make an opening statement, but I—before I ask my questions, I
would like to say something that just, to me, is the core conflict
which I face as a legislator in this matter of caps. And if I could
settle this inside myself, I think I perhaps could take a different
position than I have taken.

But in this country, we use the jury system to make life-and-
death decisions. In the State of Texas we execute people frequently,
and we are going to execute people in the State of Ohio, based on
the decision made by a jury. And in fact, the President has said
that he is confident that no one has been executed in Texas that
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was not guilty; and he has made that assumption, based on the de-
cision of a jury. And it troubles me that we would allow the jury
system to be so valued and utilized in a way that they could actu-
ally make a decision regarding taking the life of another person,
and yet, when it comes to monetary matters, when it comes to
money matters, we don’t trust the jury system.

We say, somehow it is flawed, it is broken, it can’t be trusted.
Now, I don’t know how to deal with that. I just don’t know how
to deal with that personally. I struggle with this matter. And I am
open to questions or suggestions or to information that could help
me resolve that internal conflict.

Ms. Lewinski, thank you for being here. And I hope you under-
stand how important your testimony was to all of us. As a result
of your injury, did you receive any economic compensation?

Ms. LEWINSKI. Strictly pain and suffering, yes.

Mr. STRICKLAND. But not economic compensation?

Ms. LEWINSKI. No, sir.

Mr. STRICKLAND. So the only compensation you received was
based upon pain and suffering, which is a noneconomic matter?

Ms. LEWINSKI. Right.

Mr. STRICKLAND. I am going to ask each of the panelists a ques-
tion, and I think it is a fair question. And I am going to ask you
to answer yes or no, or I need more information.

Do you think—and could we just go down the line? Do you think
that Ms. Lewinski was entitled to no more than $250,000 as a re-
sult of her injuries?

Mr. HURLEY. I am here as an advisor. I would prefer to advise.

Mr. STRICKLAND. But I think you are here to give testimony,
which will have an impact upon a decision that we make that could
relate to how much compensation someone like Ms. Lewinski gets;
and so I believe it is fair to ask for your personal opinion about this
matter.

Mr. HURLEY. I am deeply saddened by the experience that Ms.
Lewinski had, and I favor patient safety initiatives and all those
things to try and make things better from that standpoint.

But I think the dilemma for legislators like you is to determine
what the balance is between compensating on noneconomic dam-
ages, and any other type of damages for that matter, against pro-
viding health care for everyone, and making health care more
broadly available. So that is the dilemma.

My opinion is, we need to make a compromise somewhere. I don’t
know where that compromise is. Unfortunately, that is your deci-
sion, not mine.

Mr. STRICKLAND. But would your personal opinion be that that
level of compensation should be $250,000?

Mr. HURLEY. I don’t have an opinion on what the right number
is, sir.

Mr. STRICKLAND. Do you not have an opinion, sir, or do you not
want to share it with us?

Mr. HURLEY. I have not formed an opinion about the number, to
be honest with you. That is my—that is absolutely my honest an-
swer. I have not formed an opinion about what the right answer
is from my standpoint.

Mr. STRICKLAND. Mr. Hiestand.
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Mr. HIESTAND. I would like people to get as much money as they
could get in an ideal world for their injuries, but I don’t believe
that that can be done.

And in relation to your earlier concern that you expressed about
tying juries’ judgment, juries have to make decisions according to
the rules of law, as you know; and one of the ironies I have always
found in this—as a lawyer, is that if a lawyer commits malpractice
on someone, depriving them of their liberty or their property, you
know what the limit on noneconomic damages is for that injured
party.

Mr. STRICKLAND. You know, sir, I don’t. But——

Mr. HIESTAND. Zero.

Mr. STRICKLAND. But I feel like you are avoiding my question. It
is a very simple question about a very particular circumstance, and
you are here urging us to support H.R. 5, which will have an effect
on someone like Ms. Lewinski. You have an obligation, I believe,
to answer a simple question. I am asking you a very simple ques-
tion.

Mr. HIESTAND. I believe that what California did in setting the
amount at 250,000, what Congress did at setting it

Mr. STRICKLAND. You are not answering my question.

Mr. HIESTAND. This is the answer: The 250,000 which Congress
also set as a limit for what is paid for noneconomic damages to the
survivors of the 9/11, and then currently——

Mr. STRICKLAND. We are not talking about 9/11. I am talking
about——

Mr. HIESTAND. I am talking about the amount, 250,000.

Mr. STRICKLAND. With all due respect, sir, I am asking a very
simple question.

Ms. Lewinski has provided us with testimony about her cir-
cumstances. It is an individual circumstance. The law we are con-
sidering will impact individuals, and I am asking you about this in-
dividual circumstance.

Do you believe that what has happened to her is a situation that
should require her to be paid no more than $250,000? I think that
is a simple question. And if you need more information, say, I need
more information; I am not going to answer it yes or no.

Mr. HIESTAND. Well, it is a two-step answer, and the first answer
is, as a person, as an individual, as I said at the beginning, I favor
unlimited compensation for people who have injuries.

If I was a lawmaker, like you are, and I have to make a decision
to try to balance how you are going to prevent malpractice or re-
store people to whole and at the same time keep access to your
health care system, I favor setting some limit on noneconomic dam-
ages.

Mr. STRICKLAND. Okay. If I can stop you there.

And before I ask the others to respond, do you think MICRA was
a good law when it was passed?

Mr. HIESTAND. Yes. It is a good law today.

Mr. STRICKLAND. Do you think the level of compensation was an
appropriate level of compensation when it was passed into law?

Mr. HIESTAND. Yes.
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Mr. STRICKLAND. Do you favor having that $250,000 indexed so
that it would have the purchasing power today that it had at the
time was passed into law?

Mr. HIESTAND. No, because that amount today would be in ex-
cess of $800,000 if it was indexed.

Mr. STRICKLAND. If the purchasing power is the same, explain to
me why the purchasing power when it was passed was appropriate
and it would not be appropriate today to have the same

Mr. HIESTAND. Two answers. First, the experience in California
is that even with the limit of 250,000, people who sue for medical
malpractice today are getting more adjusted for inflation than they
were getting before the $250,000 limit, more in the overall judg-
ment, because the economic damages—lawyers have become very
good at getting them up to make up for that.

Mr. BILIRAKIS. You are past your 8 minutes.

Mr. STRICKLAND. Are my 8 minutes up?

Mr. BILIRAKIS. Oh, yes. You are into your 9th minute.

Mr. STRICKLAND. Well, I am sorry because I wish

Mr. BILIRAKIS. Well, if you hang around, Ted, you will get an-
other shot.

The gentleman’s time is up. I am being reminded that I have 3
minutes.

Does anyone disagree that—let’s not go into, for the moment, in
terms of what the solution might be or should be or whether it
should be left completely up to the States or whatever the case may
be. Does everyone agree that there are problems out there that
would require enacting medical liability reform of some sort?

And we haven’t even touched on it here, but when we used to
talk about this subject, we quite often talked about how it in-
creases the cost of medical care because of all of the additional
tests and whatnot that have to take place, that physicians feel
have to take place in order to protect themselves. Do we have any
disagreements there?

You disagree? Heather, you have been listening to all of this. I
guess it has probably been a little bit of an education to you. Do
you—Ilet’s not go to 250,000 or 800,000 or whether there should be
a cap. But do you understand the need for something to take place
because a lot of doctors are leaving professions, a lot of doctors are
leaving geographical areas, going to another geographical areas,
things of that nature—access, in other words, being a problem. OB/
GYNs are not as available these days; do you agree?

Ms. LEWINSKI. Yes, sir. But I think you are going after the wrong
people, the victims instead of the real problem.

Mr. BILIRAKIS. And the real problem is the doctors?

Ms. LEWINSKI. I am not—I am just not sure why the doctors
don’t want to weed out the bad ones. I mean, the majority of doc-
tors are good. Why don’t you want to weed out the bad doctors?

Mr. BILIRAKIS. Yes. You said that in your written statement,
which is fair.

Mr. Hurley, a real quick comment because I don’t have much
time. You agree that something has to be done? I believe you do.

Mr. HURLEY. I believe that you need to look at some solutions.

Mr. BILIRAKIS. Yes. Mr. Hiestand?

Mr. HIESTAND. Yes.
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Mr. BILIRAKIS. Mr. Rosenfield, I know you don’t believe. I don’t
want to know your answer, you just don’t believe, because I don’t
have time.

Ms. Rosenbaum.

Ms. ROSENBAUM. I would recommend a complete alternative to
the current system.

Mr. BILIRAKIS. But something being done, yes.

Ms. ROSENBAUM. Yes.

Mr. BILIRAKIS. Right.

Mr. BILIRAKIS. Mr. Smarr?

Mr. SMARR. Yes, I do believe something needs to be done.

Mr. BiLiRAKIS. And Dr. Palmisano?

Mr. PALMISANO. Yes.

Mr. BILIRAKIS. I don’t have enough time to ask you to tell me
what you think should be done, but I would like to invite you and
someone over here—I think asked Ms. Rosenbaum, Mr. Norwood.
But I would like to invite you—if you feel that something ought to
be done; if you feel that nothing needs to be done, then you don’t
have to submit anything—give you the opportunity to let us know
in writing how you think we ought to approach this.

I mean, you are experts here, and I-—you know, we do have bi-
ases. We are human beings and many people on the other side
have biases and they are accused by many of being for it, in the
pocket of the trial lawyers.

Mr. Waxman has already said that the Republicans are basically
biased for the insurance companies. There may be some truth in
all of that. But I would like to think that we sincerely want to do
zomlelthing that will help to solve the problem. So I invite you to

o that.

Having done that, I yield 3 minutes to Ms. DeGette.

Ms. DEGETTE. Thank you, Mr. Chairman.

Mr. BILIRAKIS. Do you want the 3 minutes now Mr. Dingell? You
have that right.

Mr. DINGELL. No, I will wait.

Mr. BiLiRAKIS. Ms. DeGette.

Ms. DEGETTE. Thank you, Mr. Chairman.

Mr. Smarr, as I understand it, there are different risk groups for
doctors and, in fact, in one of the charts Mr. Buyer put up, you saw
that some doctors pay much higher insurance rates because they
are in different risk groups than other doctors. For example, OB/
GYNs, neurosurgeons, folks like that, pay substantially higher in-
surance rates than, say, family practitioners; is that correct?

Mr. SMARR. That is correct.

Ms. DEGETTE. And a lot of the crisis that we have seen in mal-
practice insurance rates has been with these doctors who are pay-
ing high premiums in high-risk groups, right?

Mr. SMARR. They are experiencing it greater than the others;
that is right.

Ms. DEGETTE. Now, as I understand it—and unfortunately, I
couldn’t be in Pennsylvania; I had another obligation in my district.
But as I understand it, some of the conversation in Pennsylvania
said, if you spread the risk out among all doctors, that the lowest-
rate doctors in Pennsylvania would end up paying like $5,000 to
$7,000 more per year in malpractice insurance premiums. But then
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the high-risk groups would be lowered if you spread them out over
different polls; is that correct, Mr. Smarr?

Mr. SMARR. The direction of change is correct. I am not—I don’t
know about the order.

Ms. DEGETTE. But, I mean, it makes sense.

And, Mr. Rosenfield, you—even though they say you are not an
expert on insurance, I know you are an expert on insurance, so I
would just like to set the record straight for that. But my under-
standing is that if you spread the risk out, some people, some doc-
tors’ insurance might go up a little bit, but the highest-risk doctors’
insurance would go down substantially; would that be correct? Just
very short.

Mr. ROSENFIELD. Yes.

Ms. DEGETTE. Thank you. Because here is what I am sitting here
thinking. When I hear Mr. Hurley and Mr. Hiestand and all these
folks saying we really think there is a problem—and I agree there
is a problem; no one doesn’t think there is a problem. The question
is, who should bear the burden? And here is the thing I am think-
ing.

Ms. Lewinski, or the lady who, through medical malpractice, had
both of her breasts amputated needlessly, or so many other victims
that may not have high economic damages, why should we limit
their noneconomic damages to $250,000 arbitrarily when they may
have substantially higher damages, but we are limiting them?

But we are saying to doctors, we don’t want to make people with
low—in low-risk groups just pay a little bit more insurance pre-
miums to help their colleagues in higher risk groups? I think that
is appalling that we, as Representatives of the American citizenry
in Congress, would make that value judgment to say to these vic-
tims, you are arbitrarily capped. You might have noneconomic
damages of millions of dollars, but you only get this much.

But doctors, forget it. We don’t want you to have to pay higher
insurance rates nor do we want to examine the insurance industry.

And I am even more opposed to this bill, if possible, than as I
was before. I told my dear friend I would be willing to try to work
with them on this, but I just think this is the totally wrong road
to go down. Thank you for your comity.

Mr. GREENWOOD [presiding]. Well, and I wanted to make a com-
ment just to respond to my friend, Mr. Strickland, with regard to
juries and how much leeway they have. Our jury system is critical
and almost sacred in our country, but I would also note that we
give juries the right to determine fault and we give the juries the
right to determine the ability to determine guilt, but we don’t say—
we don’t give juries, for the most part, unlimited abilities to—with
regard to sentencing, for instance. We don’t say, you can execute
someone for shoplifting and so forth.

Mr. STRICKLAND. Will my friend yield just a moment?

Mr. GREENWOOD. I will yield to you, but just let me finish my
thought here, if you would.

So I think, in fairness, this is not about whether we remove the
jury system from its deliberations to determine where there is fault
in a case and so forth. But what we are trying to do is, as Mr.
Hiestand said, set some limits to have justice and affordable health
care and available health care.
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Mr. STRICKLAND. Can I respond in 10 seconds?

Mr. GREENWOOD. Ten seconds.

Mr. STRICKLAND. Some juries recommended death or life sen-
tences. That is a pretty weighty decision. And I think as long as
juries are trusted to make those kind of decisions, they should be
trusted to do that.

Mr. GREENWOOD. Reclaiming my time, I understand the gentle-
man’s point. The point I was trying to make is that this is not an
alien notion that there would be some limits imposed by lawmakers
on the discretion available to juries.

The other point I think that needs to be made is there has been
a constant repetition of the $250,000 figure. It needs to be under-
stood that the $250,000 figure is there, in part, because it is what
has worked in California. It is there, in part, because the California
delegation, many of them, felt that they didn’t want us to trump
their existing cap, and so we have allowed the States to set that
cap wherever they wanted.

So, my friend Mr. Waxman talked about States’ rights. We were
very clear in this legislation that any State legislature in the coun-
try that wants to set noneconomic damage at a number higher
than 250, whether it is $500,000 or $750,000 or $1 million, wants
to decide to move it periodically with time and so forth, is certainly
free to do that.

Now let me try to wedge a question in here for Mr. Smarr, and
referring to Ms. DeGette’s comment that has to do with rating.

Do you have any recommendations with regard to—because this
question comes up a lot. Is it—do we have any structural problems,
with the physician-owned companies at least, that have to do with
classes of coverage being too small to actuarially rate fairly, with
giving different rates to physicians that have more claims paid be-
cause of their malpractice than others? How does that work?

Mr. SMARR. Each company looks at its insureds usually by med-
ical specialty and then by a geographical unit, such as a county—
and this is true of a lot of lines of insurance; auto insurance, for
example—and assigns relativities to each type of insured, based
upon the loss experience within their medical specialty, or group of
specialties, and within their county or group of counties and terri-
tories to try to fairly charge each individual doctor in proportion to
his or her losses for the type of practice they have.

In addition——

Mr. GREENWOOD. My time has expired. But—so if physician A
has had more losses as a result of settlement or judgments than
physician B, and they are in the same county in the same specialty,
do they tend to pay different rates?

Mr. SMARR. They indeed can. Through other mechanisms, the in-
surance companies offer to do merit rating, and that is not an un-
usual concept.

Mr. GREENWOOD. Thank you. My time has expired.

The gentleman, Mr. Dingell, is recognized for 3 minutes.

Mr. DINGELL. Mr. Chairman, thank you. I wanted to just go into
this business, the definition of health care provider who would be
sued, or health care organization.

Where is there a limitation on who might fall into that particular
category of persons in the legislation? Is there one, anywhere?
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Ms. ROSENBAUM. I saw none.

Mr. DINGELL. Maybe—Mr. Smarr, you are our expert on insur-
ance. Do you find any limitation on who that individual might be?

Mr. SMARR. I have not looked at this, so I can’t comment sir.

Mr. DINGELL. Should there be a limitation on who would get out
from under the liability here, Mr. Smarr?

Mr. SMARR. Well, the legislation, I think——

Mr. DINGELL. No. No.

Mr. SMARR. [continuing] addresses who is covered by——

Mr. DINGELL. The question is quite clear. And there are 13 sec-
tions left?

Mr. SMARR. I don’t know.

Mr. DINGELL. Who would be able to tell us?

Mr. Rosenfield, maybe you can help us. Do you find any limita-
tions on who gets out under this liability here?

Mr. ROSENFIELD. No.

Mr. DINGELL. Is there anybody that finds any limitations on any
fellow that gets out from under it?

Mr. Hiestand, maybe you are a better lawyer than all the rest
of us here.

Mr. HIESTAND. I understood Dr. Palmisano is also a lawyer, re-
ferring to page 9 of the——

Mr. DINGELL. I am not sure Dr. Palmisano wants to get into this
discussion.

Do you want to get into this discussion, Doctor——

Mr. HIESTAND. On page 9 of the bill, it ties it in in terms of med-
ical and health care services and goods.

Mr. DINGELL. But who is defined?

Mr. HIESTAND. Diagnosis and treatment and I think that is the
limitation. And I mean, the professor may be right that that is not
confining enough. But I think the intent of the legislation was to
limit it.

Mr. DINGELL. When I was in law school, I didn’t argue with my
professor.

Mr. HIESTAND. Pardon?

Mr. DINGELL. Are you a lawyer?

Mr. HIESTAND. Yes.

Mr. DINGELL. You are. Did you ever argue with your professor?
I was always taught not to.

Mr. HIESTAND. I sometimes argued with my professor, but you
know, it is not a winning kind of thing.

Mr. DINGELL. Where is the language that you would rely on to
exempt some person, rather to remove them totally.

Mr. HIESTAND. Dr. Palmisano has it scored in yellow over there
at the top of the page. If he could sort of read that

Mr. DINGELL. If you tell me it is there, it must be there. I am
just waiting to hear you tell me what language you rely on here.
Dr. Rosenbaum can’t find it. Mr. Rosenfield can’t find it. I can’t
find it. The staff can’t find it. The chairman of the committee can’t
find it.

I am sure the legal counsel for the committee, when we get
around to holding hearings, won’t be able to find it. We don’t have
any other witnesses who can tell us.
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I am just curious who can help me out of this thicket, because
I really want to know who this would be.

Mr. HIESTAND. It is page 19, I am sorry, not page 9; I misunder-
stood him.

The operative definition, as I understand it, on page 18 you have
both; 11 is a health care provider and beneath that which—it ties
into health care provider—is the health care goods or services.

When you flip over on page 19 of that definition, it says that re-
lates to the diagnosis prevention or treatment of any human dis-
ease or impairment or the assessment of the health of human
beings. I think that is the limiting language that is supposed to
control both the goods and services and who they are provided by.

So I think that was the intent of the drafters here, to make sure
it didn’t go as broadly.

Mr. DINGELL. To what, though, does that language and that defi-
nition refer? I mean, it just sits there in glorious, solitary splendor.
I don’t think it refers to anything.

Mr. HIESTAND. Well, it might well be tightened up. But it says
that relates to—you don’t—if you are providing services that relate
to diagnosis prevention or treatment of human disease, that elimi-
nates a whole lot of other services.

Mr. DINGELL. I have to assume that you would advocate that if
this defect is—as it appears at this time, that it be corrected,
wouldn’t you?

Mr. HiesTAND. Well, I think one ought to look at it to see if it
should be tightened, yeah. I mean, you raise and the professor
raises a legitimate point for consideration.

But I am just saying, the bill, I think, does intend to try to relate
it, in the language on the top of page, to narrow it, and the lan-
guage on the top of page 19 reflects that.

Mr. GREENWOOD. The time of the gentleman has expired.

Mr. DINGELL. I would love to see to what it refers, but it doesn’t
say what it refers to. It just defines. That is different.

Mr. GREENWOOD. If the gentleman from

Mr. DINGELL. I notice my time has expired, Mr. Chairman.

Mr. GREENWOOD. It has. Perhaps you noticed me telling you that.

Mr. DINGELL. I am sorry, Mr. Hiestand. This has been a fas-
cinating discussion. You haven’t helped me, but I know you have
tried hard, and I thank you.

Mr. GREENWOOD. Mr. Strickland is recognized for 3 minutes.

Mr. STRICKLAND. Thank you, Mr. Chairman. I am going to con-
tinue my line of questioning because, you see, you folks come here
and I don’t think any of you are under a subpoena to do so. You
come here willingly to talk with us about this important issue and,
hopefully, to affect our thinking about it. So I think we have got
a right to explore your thinking. And I think that means you have
got a right to answer or an obligation, a responsibility to answer
the question.

So I will go on down.

Mr. Rosenfield, do you feel like Ms. Lewinski should have been
limited to a compensation of $250,000?

Mr. ROSENFIELD. No.

Mr. STRICKLAND. Thank you. I appreciate that concise, direct, un-
derstandable answer.
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Ms. Rosenbaum.

Ms. ROSENBAUM. I don’t, and I think the distinction between the
two kinds of recoveries are a terrible example of legalisms.

Mr. STRICKLAND. Could I ask you this then? Do you think per-
haps if we are going to consider capping noneconomic damages,
that it is fair to consider capping economic damages?

Ms. ROSENBAUM. I think the issue is that an individual who is
damaged or injured should recover. I think the attempt to distin-
guish is shown in all of its futility in a case like Ms. Lewinski’s.

Mr. STRICKLAND. And I think it portrays a utilitarian view of
human beings, that I find incredibly offensive.

Mr.—I am sorry, I can’t see your name tag.

Mr. SMARR. My name is Larry Smarr.

Mr. STRICKLAND. Larry. Respond.

Mr. SMARR. Well, my short answer is, I need more information.
And let me tell you why.

Mr. STRICKLAND. Okay. And that is a fair response.

Mr. SMARR. Well, as I understand it—and I don’t know if I heard
everything here—the total amount received was $1 million in non-
economic damages, and I would expect under——

Mr. STRICKLAND. It was not, we are being told.

How much it was, Ms. Lewinski?

Ms. LEWINSKI. Well, the jury awarded me $3 million, but because
of the lack of insurance of the doctor, I received a substantial
amount less.

Mr. STRICKLAND. Did you receive less than $1 million?

Ms. LEWINSKI. Yes, sir.

Mr. STRICKLAND. While I am talking with you, who has paid for
your surgeries, your multiple surgeries?

Ms. LEWINSKI. Insurance.

Mr. STRICKLAND. Your father’s insurance, I understand.

Ms. LEwWINSKI. Correct.

Mr. STRICKLAND. Okay. Continue.

Mr. SMARR. Well, I would expect in most cases—and I am not
sure about this one—that there would be considerable economic
damages that would be awarded. And that is why I need more in-
formation to know the actual amount.

But to get to your question about 250 and is that sufficient for
noneconomic damages, I think we are really at a societal question
here, and that is whether there is enough money in the system to
pay the unlimited awards because

Mr. STRICKLAND. Can I interrupt you? I have got 15 seconds, and
I want to get to the good doctor. And I want to tell you, my very
best friend is a pediatric surgeon, and I go through these conversa-
tions with him all the time.

I don’t want this hearing to end without expressing to you that
there is no professional group that I have more respect for and that
I value more than those who provide medical services to our people.
And so I hope anything that I say is not construed as an attack
upon the medical profession that I truly admire and honor. Thank
you very much.

Thank you, Mr. Chairman.

Mr. GREENWOOD. Mr. Stupak, if he has caught his breath, is rec-
ognized for 3 minutes.
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Mr. StuPAK. Thank you, Mr. Chairman. I had to run from the
floor, but I appreciate that.

Heather, thank you for testifying; your testimony is certainly
helpful to all of us as we try to wrestle with this issue.

Mr. Smarr, you had indicated at one time during testimony today
that the $250,000 cap you thought was reasonable and fair. Is that
correct?

Mr. SMARR. Yes, sir.

Mr. StUPAK. Okay. In 1975, when California put on their
$250,000 cap, did you think it was fair then?

Mr. SMARR. I wasn’t aware of it then, but yes, I believe it was.

Mr. STuPAK. Okay. Well, today that $250,000 cap in 1975, by to-
day’s value—is $40,389 by today’s actual dollars when compared to
1975. Do you think that is fair?

Mr. SMARR. I think that it is very hard to determine a level for
noneconomic damages when it is an issue that is just
unmeasurable.

Mr. STUPAK. Okay. So yes or no. I am just

(11\/11". SMARR. Yes, I think that $250,000 is the correct level for it
today.

Mr. StUuPAK. Even today?

Mr. SMARR. Today.

Mr. STUPAK. So the $250,000 that California put in in 1975, if
gou?took it to today’s value, it is $1,547,461 in 2002 dollars. Is that

air?

Mr. SMARR. Is that calculation fair or is that a fair amount?

Mr. STUPAK. Do you think that is a fair amount for noneconomic
damages?

Mr. SMARR. West Virginia has a $1 million limit, which is similar
to the number you are citing, and West Virginia is one of the most
Eroubled States in the Nation with regard to medical liability inci-

ents.

MI(; STUPAK. So you don’t think that is fair for noneconomic dam-
ages?

Mr. SMARR. I think it is too high.

Mr. STuPAK. We have heard a lot of people throw around the fig-
ure, or not the figure, but the phrase “noneconomic damages.” some
have even claimed that they are frivolous, pain and suffering. But
this is much more than pain and suffering, isn’t it?

Mr. SMARR. Yes. There are different categories of things that are
deprived that——

Mr. StupPAK. Well, let me tell you, the standard jury instructions
that we use probably everywhere in the State describes non-
economic damages to compensate for real, permanent harms that
are not easily measured in terms of money, as we have seen by just
the answers there, to compensate for these injuries; and they in-
clude noneconomic damage injuries—blindness, physical disfigure-
ment, loss of fertility, loss of sexual function, loss of a limb, loss
of mobility, and loss of a child.

Do you think that $250,0000 is a fair cap for those noneconomic
damages? That is the real definition of noneconomic damages; it is
more than just pain and suffering.

Mr. SMARR. I believe that $250,000 is the appropriate cap for this
legislation.
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Mr. STUuPAK. Okay.

Mr. Hurley, you had indicated in response to Mr. Strickland that
you thought health care should be for everyone. All of us up here
certainly agree with that and access to it.

But do you believe that the high malpractice premiums for doc-
tors cause patients’ health insurance premiums to go up?

Mr. HURLEY. I believe that the high price of malpractice pre-
miums does cost health care—does cause health care costs to go up,
yes.

Mr. STUPAK. The Consumer Federation of America, do you know
that organization?

Mr. HURLEY. I have heard their name.

Mr. STUPAK. So you don’t know if they are a credible group or
not?

Mr. HURLEY. I do not.

Mr. GREENWOOD. The time of the gentleman has expired.

Mr. STUPAK. Is it time already?

Mr. GREENWOOD. Time flies when you are having fun, Mr. Stu-
pak.

Mr. STUPAK. I would like to have a little more fun, if you would
let me.

Mr. GREENWOOD. You can have as much fun as you want, but
not today.

Mr. StuPAK. Could I make a motion though on behalf of this
side? Mr. Dingell brought up earlier about the need for having
more hearings on this before we go to markup. And I know we are
sort of on a fast track, but when we—we are talking about insur-
ance and all that, insurance companies’ investments and payrolls
and reserve practices and costs of payouts for settlement and
claims, it would really be helpful if we had that before we went to
a markup, not only to structure amendments, but also to get the
full picture out here of insurance premiums, insurance policies.

So I would hope that we would at least get another hearing, at
least on the insurance aspect, because as a couple of the members
said, we need to look at all the stakeholders here, and the insur-
ance companies certainly are a big one.

I, for one, believe we should take away their antitrust exemp-
tion—and to get some competition in here. So could we slow this
process down, or—there is no real rush here to do this, other than
a calendar that someone created.

Can’t we have a hearing on just that aspect of it?

Mr. GREENWOOD. Well, No. 1, I am not empowered. I am not
even the chairman of this subcommittee, let alone the chairman of
the full committee.

Mr. STUPAK. But you have the Chair right now. You can say
that.

Mr. GREENWOOD. I don’t think that the gentleman truly means
to make a motion to that effect.

Mr. STUuPAK. Well, consideration. Do you guys second that mo-
tion?

Mr. GREENWOOD. It will be taken into consideration. But you
have got two guys here, and I have got just me, so we are not going
to vote on it.



171

Mr. STUPAK. Oh, come on. You mean we can’t get democracy in
malpractice?

Mr. GREENWOOD. With that objection, I would like to enter the
following documents into the record.

One is the National Association of Insurance commissioners’ let-
ter to Senator Gregg, dated February 7 of 2003; the Federation of
State Medical Boards of the United States of America summary of
the 2001 board actions, dated April 9, 2002; the study entitled,
Who Pays for Tort Liability Claims: An Economic Analysis of U.S.
Tort Liability System, written by the Council of Economic Advisers
in April 2002; a study entitled Do Doctors Practice Defensive Medi-
cine, written by Daniel Kessler and Mark McClellan; and a study
entitled Did Investments Affect Medical Malpractice Premiums by
the Insurance Asset Management Group; as well as documents—
exhibits I believe presented by the Democrats, one entitled Medical
Malpractice: What Did MICRA Do to California Premiums, and an-
other one entitled California Medical Malpractice Premiums, 1975
to 2001.

Without objection, those documents will be entered into the offi-
cial record.

We thank the witnesses. You have been here for 42 long hours
without so much as a courtesy break. Thank you for your testi-
mony, every one of you. We appreciate it. This hearing is ad-
journed.

[Whereupon, at 1:55 p.m., the subcommittee was adjourned.]

[Additional materiial submitted for the record follows:]

PREPARED STATEMENT OF THE AMERICAN ACADEMY OF FAMILY PHYSICIANS

This statement is submitted to the Health Subcommittee of the House Energy and
Commerce Committee on behalf of the 93,400 members of the American Academy
of Family Physicians. This hearing, entitled “Assessing the Need to Enact Medical
Liability Reform,” is timely. The current lack of professional liability insurance does
threaten patient access to care in some states. The continued trend of increasing
insurance premiums drives up the cost of health care and forces physicians to drop
certain services when they cannot afford professional liability insurance.

PATIENTS AFFECTED BY THE LACK OF MEDICAL LIABILITY INSURANCE

Medical liability insurers have left the medical insurance market in the past year
in alarming numbers. One major reason for this exodus is the unpredictable rise in
jury awards that exists in states without adequate tort reforms. According to the
Physician Insurers Association of America (PIAA), the last decade has seen a dra-
matic increase in awards in excess of $1 million even while the number of suits filed
has remained the same. As a result of the steady rise in record-breaking awards,
most insurers find it more difficult to predict their risk. The remaining insurers
have raised rates or refused new applications for insurance. Family physicians are
beginning to experience difficulty in finding insurance companies to provide liability
insurance or are receiving renewal notices with anywhere between 60 percent and
200 percent increases for the second year in a row.

Stories of family physicians closing their practices because of liability insurance
premiums are turning up across the U.S. Recently, for example, AAFP Direct re-
ported that AAFP Past President Neil Brooks, M.D., sent a letter recently to the
Hartford Courant, saying that he was giving up his practice of thirty-two years be-
cause the liability premiums had become too expensive.

In rural Morrow County, Ohio, Brian Bachelder, M.D., President of the Ohio
Academy of Family Physicians, decided to stop delivering babies after his liability
premium increased by $21,000 last year. Dr. Bachelder was the only Morrow County
physician providing prenatal and obstetrical care.

In rural Chipley, Florida, Greg Sloan M.D., found his malpractice premium has
risen from $4,500 to $13,600 in one year. This was in spite of a 24-year career with-
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out a suit being filed against him. Dr. Sloan said it has reached the point that he
cannot pay his staff and the liability premiums.

Most state laws, hospital accreditation requirements and managed care contracts
mandate that physicians carry medical liability insurance. If family physicians can-
not afford insurance coverage, they must choose between shutting down their prac-
tice altogether or restricting the range of services they provide. For family physi-
cians in rural settings, this usually means being forced to stop delivering babies or
providing prenatal care due to mounting liability premiums.

The tools needed to counteract this alarming trend are derived from state experi-
ences. Last year, the Department of Health and Human Services released a report
entitled, “Improving Health Care Quality and Lowering Costs by Fixing Our Med-
ical Liability System.” According to this study, liability premiums have been grow-
ing rapidly in states that have failed to place reasonable limits on non-economic
damages. While economic losses, such as lost wages, medical expenses and rehabili-
tation costs are fully compensated, non-economic damages reflect the monies col-
lected for intangible losses. Over the previous two years, states without caps on
these non-economic damages have experienced a 44-percent increase in liability pre-
miums. In contrast, states with caps on non-economic damages of $250,000 experi-
enced on average an increase of only 15 percent in medical liability insurance pre-
miums.

The reforms contained in California’s Medical Injury Compensation Reform Act of
1975 (MICRA) have already brought stability and fairness to the California legal
system for the past 27 years. Californians Allied for Patient Protections (CAPP), a
major consumer group supportive of MICRA, found that legal disputes in California
are settled 23 percent faster than the national average. At the same time, the num-
ber of suits filed in California matches the national average. In the ensuring 27
years, medical liability insurance premiums have risen 505 percent nationwide com-
pared with California’s increases of 167 percent.

AAFP SUPPORT FOR H.R. 5, THE HEALTH ACT

But the states cannot, by themselves, resolve this national crisis. The House of
Representatives addressed this issue by passing, H.R. 4600, The Help Efficient, Ac-
cessible, Low Cost, Timely Health Care (HEALTH) Act in the 107th Congress. The
HEALTH Act has been reintroduced into the 108th as H.R. 5. The Academy sup-
ports H.R. 5, which would bring the same rational reforms contained in MICRA to
all states’ professional liability systems. The AAFP supports federal legislation to
stabilize the medical tort reform systems in the states since spiraling insurance pre-
miums mean increasing numbers of pregnant women in rural areas of the U.S. will
not be able to find a physician to deliver their babies.

There is an important additional reason that the AAFP supports The HEALTH
Act. H.R. 5 requires that a party pay damages only to the extent that the party was
liable for the harm caused. Family physicians provide primary care which is com-
prehensive and coordinated care for all life stages and both genders. Because they
are the overall medical managers for a vast number of patients in the U.S., with
responsibility for making referrals to subspecialists, family physicians need the pro-
tections of joint and several liability reforms to ensure that they are not held re-
sponsible for the clinical decisions of others.

CONCLUSION

The Academy appreciates the opportunity to address the Health Subcommittee of
the Energy and Commerce Committee regarding the need to pass medical liability
reform. We look forward to working with the Committee to find a workable solution
for patients and physicians.

PREPARED STATEMENT OF THE AMERICAN COLLEGE OF OBSTETRICIANS AND
GYNECOLOGISTS

On behalf of the American College of Obstetricians and Gynecologists (ACOG), an
organization representing more than 45,000 physicians dedicated to improving the
health care of women, we urge you to bring an end to the excessive litigation re-
stricting women’s access to health care.

ACOG resoundingly supports HR 5, the bipartisan HEALTH Act of 2003, and we
urge this Committee, and the House of Representatives, to pass this meaningful
medical liability reform legislation, which protects women’s access to health care.

Across the country, the meteoric rise in medical liability premiums is threatening
women’s access to health care. Faced with the unaffordability and unavailability of
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insurance coverage, ob-gyns are forced to stop delivering babies, reduce the number
of deliveries, scale back their practices by eliminating high-risk procedures, or close
their doors entirely.

This statement will also highlight how the medical liability crisis is acutely affect-
ing a growing number of states, explaining how access to basic and important wom-
en’s health care in those states is severely jeopardized because of a liability system
gone awry.

1. EFFECTS OF EXCESSIVE LITIGATION ON WOMEN’S HEALTH CARE: AN OVERVIEW

The number of lawsuits against all physicians has been rising over the past 30
years in an increasingly litigious climate, and obstetrics-gynecology—considered a
“high risk” specialty by insurers—remains at the top of the list of specialties af-
fected by this trend.

An ailing civil justice system is severely jeopardizing patient care for women and
their newborns. Across the country, liability insurance for obstetrician-gynecologists
has become prohibitively expensive. Premiums have tripled and quadrupled prac-
tically overnight. In some areas, ob-gyns can no longer obtain liability insurance at
all, as insurance companies fold or abruptly stop insuring doctors.

When ob-gyns cannot find or afford liability insurance, they are forced to stop de-
livering babies, curtail surgical services, or close their doors. The shortage of care
soon affects hospitals, public health clinics, and medical facilities in rural areas and
inner cities.

Now, women’s health care is in jeopardy for the third time in three decades. This
crisis will only end soon with legislative intervention. The recurring liability crisis
involves more than the decisions of individual insurance companies. The manner in
which our antiquated tort system resolves medical liability claims is at the root of
the problem.

A liability system—encompassing both the insurance industry and our courts—
should equitably spread the insurance risk of providing affordable health care for
our society. It should fairly compensate patients harmed by negligent medical care.
It should provide humane, no-fault compensation to patients with devastating med-
ical outcomes unrelated to negligence—as in the case of newborns born with condi-
tions such as cerebral palsy. Our current system fails on all counts. It’s punitive,
expensive, and inequitable for all, jeopardizing the availability of care.

Jury awards, which now soar to astronomical levels, are at the heart of the prob-
lem. The average liability award increased 97% between 1996 and 2000, fueled by
states with no upper limits on jury awards. The current liability system is enor-
mously expensive, and patients who need, but can’t get, health care, pay the price.

The current liability system encourages attorneys to focus on relatively few claims
with exorbitant award potential, ignoring other claims with merit. Even then, much
of a jury award goes straight into the lawyers’ pockets; often, less than half of every
medical liability dollar ever reaches the patient.

Patients and physicians need a real solution to this crisis. In the 1980s, the Insti-
tute of Medicine warned that the liability crisis compromised the delivery of obstet-
ric care for women across the nation. It urged Congress to provide both immediate
relief and long-term solutions. ACOG has asked the Institute to reexamine this
issue and update its report.

The liability crisis continues to compromise the delivery of health care today. A
recent Harris survey showed that three-fourths of physicians feel their ability to
provide quality care has been hurt by concerns over liability cases. And, patients
understand the problem, too. An April 2002, survey by the Health Care Liability
Alliance found that 78% of Americans are concerned about the impact of rising li-
ability costs on access to care.

II. HOW EXCESSIVE LITIGATION COMPROMISES THE DELIVERY OF OBSTETRIC CARE

Obstetrics-gynecology is among the top three specialties in the cost of professional
liability insurance premiums. Nationally, insurance premiums for ob-gyns have in-
creased dramatically: the median premium increased 167% between 1982 and 1998.
The median rate rose 7% in 2000, 12.5% in 2001, and 15.3% in 2002 with increases
as high as 69%, according to a survey by Medical Liability Monitor, a newsletter
covering the liability insurance industry.

A number of insurers are abandoning coverage of doctors altogether. The St. Paul
Companies, Inc., which handled 10% of the physician liability market, withdrew
from that market last year. One insurance ratings firm reported that five medical
liability insurers failed in 2001. One-fourth of the remaining insurers were rated D+
or lower, an indicator of serious financial problems.
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According to Physicians Insurance Association of America, ob-gyns were first
among 28 specialty groups in the number of claims filed against them in 2000. Ob-
gyns were the highest of all specialty groups in the average cost of defending
against a claim in 2000, at a cost of $34,308. In the 1990s, they were first—along
with family physicians-general practitioners—in the percentage of claims against
them closed with a payout (36%). They were second, after neurologists, in the aver-
age claim payment made during that period ($235,059).

Although the number of claims filed against all physicians climbed in recent dec-
ades, the phenomenon does not reflect an increased rate of medical negligence. In
fact, ob-gyns win most of the claims filed against them. A 1999 ACOG survey of our
membership found that over one-half (53.9%) of claims against ob-gyns were
dropped by plaintiff’s attorneys, dismissed or settled without a payment. Of cases
that did proceed, ob-gyns won more than 65% of the cases resolved by court verdict,
arbitration, or mediation, meaning only 10% of all cases filed against ob-gyns were
found in favor of the plaintiff. Enormous resources are spent to deal with these
claims, only 10% of which are found to have merit. The costs to defend these claims
can be staggering and often mean that physicians invest less in new technologies
that help patients.

When a jury does grant an award, it can be exorbitant, particularly in states with
no upper limit on awards. Jury awards in all civil cases averaged $3.49 million in
1999, up 79% from 1993 awards, according to Jury Verdict Research of Horsham,
Pennsylvania. The median medical liability award jumped 43% in one year, from
$700,000 in 1999, to $1 million in 2000: it has doubled since 1995.

Ob-gyns are particularly vulnerable to this trend, because of jury awards in birth-
related cases involving poor medical outcomes. The average jury award in cases of
neurologically impaired infants, which account for 30% of the claims against obste-
tricians, is nearly $1 million, but can soar much higher. One recent award in a
Philadelphia case reached $100 million.

We survey our members regularly on the issue of medical professional liability.
According to our most recent survey, the typical ob-gyn is 47 years old, has been
in practice for over 15 years—and can expect to be sued 2.53 times over his or her
career. Over one-fourth (27.8%) of ACOG Fellows have even been sued for care pro-
vided during their residency. In 1999, 76.5% of ACOG Fellows reported they had
been sued at least once so far in their career. The average claim takes over four
years to resolve.

This high rate of suits does not equate to malpractice. Rather, it demonstrates a
lawsuit culture where doctors are held responsible for less than perfect outcome.
And in obstetrics and gynecology, there is no guarantee of a perfect outcome, no
matter how perfect the prenatal care and delivery.

III. WOMEN’S HEALTH CONSEQUENCES OF EXCESSIVE LITIGATION

The medical liability crisis affects every aspect of our nation’s ability to deliver
health care services. As partners in women’s health care, we urge Congress to end
the medical liability insurance crisis. Without legislative intervention at the federal
level, women’s access to health care will continue to suffer.

This crisis is obstructing mothers’ access to obstetric care. When confronted with
substantially higher costs for liability coverage, ob-gyns and other women’s health
care professionals stop delivering babies, reduce the number they do deliver, and
further cut back—or eliminate—care for high-risk mothers. With fewer women’s
health care professionals, access to early prenatal care is reduced, depriving women
of the proven benefits of early intervention.

Excessive litigation also threatens women’s access to gynecologic care. Ob-gyns
have, until recently, routinely met women’s general health care needs—including
regular screenings for gynecologic cancers, hypertension, high cholesterol, diabetes,
osteoporosis, sexually transmitted diseases, and other serious health problems. Stag-
gering premiums continue to burden women’s health care professionals and will fur-
ther diminish the availability of women’s care.

Federal legislation is needed to avert another rural health crisis. Women in un-
derserved rural areas have historically been particularly hard hit by the loss of phy-
sicians and other women’s health care professionals. With the economic viability of
delivering babies already marginal due to sparse population and low insurance re-
imbursement for pregnancy services, increases in liability insurance costs are forc-
ing rural providers to stop delivering babies.

This crisis also means that community clinics must cutback services, jeopardizing
the nation’s 39 million uninsured patients—the majority of them women and chil-
dren—who rely on community clinics for health care. Unable to shift higher insur-
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ance costs to their patients, these clinics have no alternative but to care for fewer
people.

Acting now can save more women from the ranks of the uninsured. Health care
costs continue to increase overall, including the cost of private health care coverage.
As costs escalate, employers will be discouraged from offering benefits. Many women
who would lose their coverage, including a large number of single working mothers,
would not be eligible for Medicaid or SCHIP because their incomes are above the
eligibility levels. In 2001, 11.7 million women of childbearing age were uninsured.
Without reform, even more women ages 19 to 44 will move into the ranks of the
uninsured. If fewer doctors are available to deliver babies, the crisis becomes even
more acute.

IV. WOMEN’S HEALTH SUFFERS NATIONWIDE

As ob-gyns, our primary concern is ensuring women access to affordable, quality
health care. It is critical that we maintain the highest standard of care for America’s
women and mothers. Currently, ACOG has identified a medical liability crisis in the
following nine “Red Alert States”: Florida, Mississippi, Nevada, New Jersey, New
York, Pennsylvania, Texas, Washington, and West Virginia. In three other states—
Ohio, Oregon, and Virginia—a crisis is brewing, while four other states—Con-
necticut, Illinois, Kentucky and Missouri—should be watched for mounting prob-
lems.

In identifying these states, the College considered a number of factors in the esca-
lating medical liability insurance crisis for ob-gyns. The relative weight of each fac-
tor could vary by state. Factors included: the lack of available professional liability
coverage for ob-gyns in the state; the number of carriers currently writing policies
in the state, as well as the number leaving the medical liability insurance market;—
the cost, and rate of increase, of annual premiums based on reports from industry
monitors; a combination of geographical, economic, and other conditions exacer-
bating an already existing shortage of ob-gyns and other physicians; the state’s tort
reform history, and whether tort reforms have been passed by the state legisla-
ture—or are likely to be in the future—and subsequently upheld by the state high
court.

A. Florida

e According to First Professionals Insurance Company, Inc., Florida’s largest med-
ical liability insurer, one out of every six doctors is sued in the state as com-
pared to one out of every 12 doctors nationwide.

* In Dade and Broward counties in South Florida, where insurers say litigation is
the heaviest, annual premiums for ob-gyns soared to $210,576—the highest
rates in the country, according to Medical Liability Monitor.

e In a recent ACOG survey, 76.3% of the Florida ob-gyns who responded to the sur-
vey indicated that they had made some change to their practice such as retire,
relocate, decrease gynecologic surgical procedures, no longer perform major
gynecologic surgery, decrease the number of deliveries and amount of high-risk
obstetric care. 21.69% of Florida respondents indicated that they have stopped
practicing obstetrics due to the unavailability and unaffordability of liability in-
surance.

* The liability situation is so severe the state allows doctors to “go bare” (not have
liability coverage), as long as they can post bond or prove ability to pay a judg-
ment of up to $250,000.

* Double and triple-digit premium increases have forced some doctors to cut back
on staff, while others have left the state or have stopped performing high-risk
procedures. Ob-gyns in this state are more likely to no longer practice obstet-
rics.

» Florida already has some tort-reform laws aimed at protecting doctors. But more
recent Florida Supreme Court rulings have weakened such laws, causing the
number of lawsuits to climb again. Now, Florida is one of at least a dozen states
contemplating another round of legislation.

B. Mississippi

* According to the Mississippi State Medical Association, medical liability insurance
rates for doctors who deliver babies rose 20% to 400% in 2002, for various car-
riers. Annual premiums range from $40,000 to $110,000.

e The Delta Democrat Times reported that from 1999 to 2000, the number of liabil-
ity lawsuits faced by Mississippi physicians increased 24%, with an additional
23% increase in the first five months of 2001.
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* According to the Delta Democrat Times, 324 Mississippi physicians have stopped
delivering babies in the last decade. Only 10% of family physicians deliver ba-
bies.

¢ In a recent ACOG survey, 66.7% of the Mississippi ob-gyns who responded to the
survey indicated that they had made some change to their practice such as re-
tire, relocate, decrease gynecologic surgical procedures, no longer perform major
gynecologic surgery, decrease the number of deliveries and amount of high-risk
obstetric care. 12.82% of Mississippi respondents have stopped practicing obstet-
rics.

* In Cleveland, Mississippi, three of the six doctors who deliver babies dropped ob-
stetrics in October 2001 because of the increase in premiums.

e In Greenwood, Mississippi, where approximately 1,000 babies are born every year,
the number of obstetricians has dropped from four to two. The two remaining
obstetricians are each limited by their insurance carriers to delivering 250 ba-
bies per year, leaving approximately 500 pregnant women searching for mater-
nity care, reports the Mississippi Business Journal.

* Yazoo City, Mississippi, with 14,550 residents, has no obstetrician.

* A Grenada, Mississippi ob-gyn recently stopped taking obstetric patients, leaving
two ob-gyns to deliver approximately 700 babies a year.

» Natchez, Mississippi, which serves a 6-county population of over 100,000, has only
three physicians practicing obstetrics.

e Days before HB2 (legislation aimed at reducing liability insurance costs and im-
proving access to health care) took effect, there was a rush of medical liability
lawsuits filed in Mississippi. State Insurance Commissioner George Dale said
these claims will be in the system for a long time and the market for medical
liability insurance is not likely to get better any time soon.

* The state’s major insurer of hospitals, Reciprocal of America, is facing financial
difficulties and recently asked participants to pay $30 million to help keep it
afloat, according to the state insurance commissioner’s office.

C. Nevada

¢ In December 2001, The St. Paul Companies, Inc., the nation’s second largest med-
ical liability insurer, announced it would no longer renew policies for 42,000
doctors nationwide—including the 60% of Las Vegas doctors who were insured
by St. Paul. Replacement policies are costing some Nevada doctors four or five
times as much as before: $200,000 or higher annually, more than most doctors’
take-home pay, the Los Angeles Times reports.

* In Las Vegas, ob-gyns paid premiums as high as $141,760, a 49.5% increase from
2001.

e In the ACOG survey, 86.2% of the Nevada ob-gyns who responded to the survey
indicated that they had made some change to their practice such as retire, relo-
cate, decrease gynecologic surgical procedures, no longer perform major
gynecologic surgery, decrease the number of deliveries and amount of high-risk
obstetric care. 27.59% of Nevada respondents stopped practicing obstetrics.

e As of October 2002, according to Clark County OB-GYN Society, only 80 private
practice physicians, 14 HMO physicians, and 12 residents are doing deliveries,
totaling 106 doctors. With an estimated 23,000 deliveries expected in Nevada
in 2003, each physician will have to deliver 216 babies.

e According to a March article in the Las Vegas Review-Journal, many Las Vegas
Valley doctors say they will be forced to quit their practices, relocate, retire
early or limit their services if they cannot find more affordable rates of profes-
sional liability insurance by early summer.

* According to the Nevada State Medical Association, between 200 and 250 physi-
cians will face bankruptcy, close their offices, or leave Nevada this year.

e In February 2002, the Las Vegas Sun reported that medical liability cases in
Clark County had more than doubled in the past six years. In that period,
plaintiffs’ awards in the county totaled more than $21 million.

e USA Today reports that in the past two years, Nevada juries have awarded more
than $1.5 million each in six different medical liability trials.

¢ Recruiting doctors to Las Vegas is extremely difficult because of escalating med-
ical liability premiums and litigious-ness. Nevada currently ranks 47th in the
nation for its ratio of 196 doctors per 100,000 population. The state’s medical
school produces just 50 physicians a year.

* The Nevada tort reform legislation went into effect in January 2003. In December
2002, the frequency of lawsuits filed against health care providers skyrocketed
with 170 suits filed in December 2002 (as compared to 8 suits field in 2001).
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D. New Jersey

* In the ACOG survey, 75.6% of the New Jersey ob-gyns who responded to the sur-
vey indicated that they had made some change to their practice such as retire,
relocate, decrease gynecologic surgical procedures, no longer perform major
gynecologic surgery, decrease the number of deliveries and amount of high-risk
obstetric care. 19% of New Jersey respondents have stopped practicing obstet-
rics.

¢ In February 2002, the Newark Star-Ledger reported that three medical liability
insurance companies went bankrupt or announced they would stop insuring
New Jersey physicians in 2002 for financial reasons. The state’s two largest re-
maining are rejecting doctors they deem high risk.

e MBS Insurance Services of Denville, one of New Jersey’s largest medical liability
insurance brokers, estimates that approximately 300 to 400 of the state’s doc-
tors cannot get insurance at any price.

e According to the Medical Society of New Jersey, premiums have risen 50% to
200% over last year.

e According to the Star-Ledger, “An obstetrician with a good history—maybe just
one dismissed lawsuit—can expect to pay about $45,000 for $1 million in cov-
erage. Rates rise if the physician faces several lawsuits, regardless of whether
the physician has been found liable in those cases.”

¢ The president of the New Jersey Hospital Association says that rising medical li-
ability premiums are a “wake-up call” that the state may lose doctors. Hospital
premiums have risen 250% over the last three years, and 65% of facilities report
that they are losing physicians due to liability insurance costs.

E. New York

* New York State faces a shortage of obstetric care in many rural regions. Increas-
ing liability insurance costs will only exacerbate these access problems.

e In the ACOG survey, 67% of the New York ob-gyns who responded to the survey
indicated that they had made some change to their practice such as retire, relo-
cate, decrease gynecologic surgical procedures, no longer perform major
gynecologic surgery, decrease the number of deliveries and amount of high-risk
obstetric care. 19.28% of New York respondents have stopped practicing obstet-
rics.

« In 2002, an ob-gyn practicing in New York could pay as much as $115,500 for
medical liability insurance, according to Medical Liability Monitor.

» In 2000, there was a total of $633 million in medical liability payouts in New
York State, far and away the highest in the country, and 80% more than the
state with the second highest total.

¢ Increased insurance rates have forced some physicians in New York to “quit prac-
ticing or to practice medicine defensively, by ordering extra tests or procedures
that limit their risk,” according to a recent New York Times report.

¢ Physician medical liability insurance costs have historically been a problem in
New York State. The legislature and governor had to take significant action in
the mid-1970s and again in the mid-1980s to avert a liability insurance crisis
that would have jeopardized access to care for patients.

F. Pennsylvania

e In the ACOG survey, 77.4% of the Pennsylvania ob-gyns who responded to the
survey indicated that they had made some change to their practice such as re-
tire, relocate, decrease gynecologic surgical procedures, no longer perform major
gynecologic surgery, decrease the number of deliveries and amount of high-risk
obstetric care. 21.61% of Pennsylvania respondents have stopped practicing ob-
stetrics.

e Pennsylvania is the second-highest state in the country for total payouts for med-
ical liability. During the fiscal year 2000, combined judgments and settlements
in Pennsylvania amounted to $352 million—or nearly 10% of the national total.

* From the beginning of 1997 through September 2001, major liability insurance
carriers writing in Pennsylvania increased their overall rates 80.7% to 147.8%,
according to a January 2002 York Daily Record article.

e Philadelphia and the counties surrounding it are hardest hit by the liability crisis.
From January 1994 through August 2001, the median jury award in Philadel-
phia for a medical liability case was $972,900. For the rest of the state, includ-
ing Pittsburgh, the median was $410,000.

¢ One-quarter of respondents to an informal ACOG poll of Pennsylvania ob-gyns say
they have stopped or are planning to stop the practice of obstetrics. 80% of med-
ical students who come to the state for a world-class education choose to prac-
tice elsewhere, according to the Pennsylvania State Medical Society.
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e On April 24, 2002, Methodist Hospital in South Philadelphia announced that it
would stop delivering babies due to the rising costs of medical liability insur-
ance. The labor and delivery ward closed on June 30, leaving that area of the
city without a maternity ward. Methodist Hospital has been delivering babies
since its founding in 1892.

* Some tort reform measures passed the state legislature (House Bill 1802) in 2002.
However, the law did not include: caps on jury awards; sanctions on frivolous
suits; changes in joint and several liability; limits on lawyers’ fees; or a guar-
antee that a larger share of jury awards will go to injured plaintiffs.

* The rules for venue of court cases in Pennsylvania are very liberal. Recently ap-
proved measures only appoint a committee to study venue shopping, but do not
limit the practice.

* Since HB 1802 passed, experts predict a 15% to 20% overall reduction in doctors’
liability premiums. But with the 50% to 100% premium increases of the last two
years, medical officials believe the bill is not enough to stop physicians from
leaving practice or to attract new physicians. Nor do they believe new insurers
will begin writing policies in Pennsylvania.

G. Texas

e In the ACOG survey, 67.5% of the Texas ob-gyns who responded to the survey
indicated that they had made some change to their practice such as retire, relo-
cate, decrease gynecologic surgical procedures, no longer perform major
gynecologic surgery, decrease the number of deliveries and amount of high-risk
obstetric care. 13.79% of Texas respondents have stopped practicing obstetrics.
e Preliminary results of a recent Texas Medical Association physician survey indi-
cate that:
¢ More than half of all Texas physicians responding, including those in the
prime of their careers, are considering early retirement because of the state’s
medical liability insurance crisis.

¢ Nearly a third of the responding physicians said they are considering reduc-
ing the types of services they provide.

* Medical liability insurance premiums for 2002 were expected to increase from 30%
to 200%, according to the Texas Medical Association. In 2001, ob-gyns in Dallas,
Houston, and Galveston paid medical liability insurance premiums in the range
of $70,00 to $160,000.

e The Abilene Reporter News reported on October 13, 2002, that the obstetrics unit
at Spring Branch Medical Center is set to close December 20, 2002. The hos-
pital’s $600,000 premium for labor and delivery liability was set to increase by
67% next year. In 2001, 1,003 babies were born at Spring Branch Medical Cen-
ter.

¢ According to Governor Rick Perry’s office, between 1996 and 2000 one in four
Texas physicians had a medical liability claim filed against them. In the Lower
Rio Grande Valley, the situation is even worse. In 2002, Valley ob-gyns paid li-
ability insurance premiums up to $97,830, a 34.5% increase from 2001.

e According to a February 2001 Texas Medical Association survey, one in three Val-
ley doctors say their insurance providers have stopped writing liability insur-
ance.

e In 2000, 51.7% of all Texas physicians had claims filed against them, according
to the Texas Medical Examiners Board. Patients filed 4,501 claims, up 51%
from 1990.

* As many as 86% of medical liability claims filed in Texas are dismissed or
dropped without payment to the patient. Yet providers and insurance compa-
nies must still spend millions of dollars in defense, even against baseless
claims.

e According to a Texas Medical Association study, the amount paid per claim in
2000 was $189,849 (average for all physicians), a 6% increase in one year.

* Texas has no limits on non-economic damages in medical liability cases, although
the legislature enacted such limits in the 1970s as part of a comprehensive set
of reforms. The Texas Supreme Court later rejected them in the 1980s.

* Texas has procedures in place to screen lawsuits for merit and to sanction lawyers
who file frivolous suits, but these are not enforced uniformly across the state,
according to an April 2002 news release issued by Governor Rick Perry.

e Only about 30% of the medical liability insurance market is served by insurance
companies that are regulated by the Texas State Department of Insurance and
subject to rate review laws, according to Governor Perry’s office.
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H. Washington

e According to Medical Liability Monitor, in late 2001, the second largest carrier in
Washington State announced that it was withdrawing from providing medical
liability insurance for Washington physicians. This decision by Washington Cas-
ualty Company impacted approximately 1,500 physicians.

« In 2001, state ob-gyns paid medical liability insurance premiums in the range of
$34,000 to $59,000. For many physicians, this meant an increase of 55% or
higher from the year 2000.

e In the ACOG survey, 57.2% of the Washington ob-gyns who responded to the sur-
vey indicated that they had made some change to their practice such as retire,
relocate, decrease gynecologic surgical procedures, no longer perform major
gynecologic surgery, decrease the number of deliveries and amount of high-risk
obstetric care. 15.06% of Washington respondents have stopped practicing ob-
stetrics.

* According to the Pierce County Medical Society, some Tacoma specialists reported
300% increases.

e Unlike California, Washington has no cap on non-economic damages in medical
liability cases. The State Supreme Court found a previous cap unconstitutional
in 1989.

e In April, The Olympian reported that the Washington State Insurance Commis-
sioner’s office heard from physicians throughout the state that they might be
forced out of Washington because of high medical liability rates or the lack of
available insurance.

1. West Virginia

e There are only three carriers in the state—including the state-run West Virginia
Board of Risk and Insurance Management—currently writing medical liability
policies for doctors. Annual premiums range from $90,700 to $99,800.

e In the ACOG survey, 82.2% of the West Virginia ob-gyns who responded to the
survey indicated that they had made some change to their practice such as re-
tire, relocate, decrease gynecologic surgical procedures, no longer perform major
gynecologic surgery, decrease the number of deliveries and amount of high-risk
obstetric care. 23.66% of West Virginia respondents stopped practicing obstet-
rics.

* In 2000, many physicians had problems affording or finding insurance. This ur-
gency prompted Governor Bob Wise to issue a request for proposals to commer-
cial insurance carriers asking them to provide terms under which they would
be willing to come to the state. The governor’s office received no response at all.
To date, some carriers previously active in West Virginia are under an indefi-
nite, self-imposed moratorium for new business in the state, according to the
West Virginia State Medical Society.

* Legislation eked out during a grueling special session in the fall of 2001 reestab-
lished a state-run insurer of last resort. However, with rates 10% higher than
the highest commercial rate, and an additional 50% higher for physicians con-
sidered high risk, the state-run insurer does not solve the affordability problem,
according to ob-gyns in the state.

e According to an informal survey of ACOG’s West Virginia section, more than half
of all ob-gyn residents plan to leave the state once they have completed training
because of the state’s medical liability insurance climate. A majority of private
practitioners who provide obstetric care plan to leave the state if there is no
improvement in the insurance crisis.

» West Virginia cannot afford to lose more doctors. The West Virginia State Medical
Society reports that a majority of the state is officially designated by the federal
government as a health professional shortage area and medically underserved.

V. Conclusion

Thank you, Mr. Chairman, for your leadership on this important issue and for the
Committee’s attention to this crisis. ACOG appreciates the opportunity to present
our concerns for the panel’s consideration and again urges the passage of HR 5, the
HEALTH Act of 2003. The College looks forward to working with you as we push
for a solution.

PREPARED STATEMENT OF AMERICAN COLLEGE OF PHYSICIANS—AMERICAN SOCIETY
OF INTERNAL MEDICINE

The American College of Physicians-American Society of Internal Medicine (ACP-
ASIM)—representing 115,000 physicians and medical students—is the largest med-
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ical specialty society and the second largest medical organization in the United
States. We congratulate the House Committee on Energy and Commerce Sub-
committee on Health for holding this important hearing on a subject matter that
has more relevance today than ever before. Of the College’s top priorities for 2003,
addressing the health care liability crisis and its impact on access to care is one of
the most critical to our members. ACP-ASIM wishes to thank Committee Chairman
W.J. Tauzin and Subcommittee Chairman Michael Bilirakis, Committee Ranking
Member John Dingell and Subcommittee Ranking Member Sherrod Brown, and
other members, for holding this important hearing to discuss the immediate need
to enact meaningful medical liability reform.

BACKGROUND

Doctors across the country are experiencing sticker shock when they open their
medical malpractice insurance renewal notices—if they even get a renewal notice.
After more than a decade of generally stable rates for professional liability insur-
ance, physicians have seen costs dramatically increase in 2000-2003. And in some
areas of the country, premiums have soared to unaffordable levels. According to the
Medical Liability Monitor, in mid-2001, insurance companies writing in 36 states
and the District of Columbia claim to have raised rates well over 25 percent. Unfor-
tunately, rates continue to rise dramatically with no sign of the market beginning
to stabilize.

While obstetricians, surgeons and other high-risk specialists have been hit hard,
internists have been one of the hardest hit specialties—having seen a record nearly
50 percent average increase over the last two years. In some cases, physicians, even
those without a track record of lawsuits, cannot find an insurance company willing
to provide coverage. These physicians are being forced to decide whether to dig
deeper and pay the steeper bill, change carriers, move out of state, or retire from
the practice of medicine.

Of these options, changing carriers may not even be an alternative. Finding re-
placement coverage won’t be as easy as it was in a buyer’s market. Companies writ-
ing professional liability coverage are fleeing or being chased from the market. As
an example, St. Paul Companies, which insures doctors in 45 states and is the sec-
ond largest medical underwriter in the country, announced late in 2001 that it no
longer would write medical liability policies. It plans to phase out coverage as physi-
cians contracts expire over the next 18 to 24 months. Frontier and Reliance are also
gone. Other commercials, such as PHICO, CNA and Zurich, are significantly cutting
back. Even some provider-owned insurers, committed to this market by their found-
ers, are pulling back from some states in which they extended sales.

THE PERFECT STORM

At a time when the market is squeezing physician and hospital margins, the rise
in professional liability insurance may be the deciding factor that contributes to
whether physician offices and emergency rooms keep their doors open. Recently, the
costs of delivering health care have been driven by increased costs of new tech-
nologies; increased costs of drugs that define the standard of care acceptable for
modern medicine; the rising costs of compliance under increasing state and federal
regulation; the low reimbursement rate under Medicare and Medicaid; and the de-
clining fees from managed care have all been contributing factors that have affected
patient access to health care.

Unquestionably, there is real potential that rising insurance rates ultimately will
reduce access to care for patients across the country. Indeed, press accounts on a
daily basis are demonstrating exactly that from coast to coast. Physician offices and
emergency rooms have been closing their doors all across the country due to the ex-
orbitant costs. The states most severely hampered by the spiraling out-of-control
rates are: Florida, Georgia, Illinois, Michigan, Mississippi, Nevada, New dJersey,
New York, Ohio, Oregon, Pennsylvania, Texas, Washington, and West Virginia. Sev-
eral other states are just beginning to feel the impact.

Some states have tried to address the dramatic increase in professional medical
liability insurance rates with very little success. At best, attempts by the states to
solve this problem have resulted in only band-aid approaches to the more under-
lying problem: the escalation of lawsuit awards and the expense of litigation has led
to the increase in medical liability premiums. This fact has resulted in many pa-
tients not receiving or delaying much needed medical care—a fact Congress can no
longer ignore. ACP-ASIM strongly believes that Congress must act to stabilize the
market to avoid further damage to the health care system.
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RELIEF FOR PHYSICIANS FROM SOARING MALPRACTICE PREMIUMS

Federal legislation has been introduced in the 108th Congress to help curb the
spiraling upward trend in malpractice premiums. H.R. 5, the “Help Efficient, Ac-
cessible, Low Cost, Timely Health Care” (HEALTH) Act of 2003, will attempt
to safeguard patient access to care, while continuing to ensure that pa-
tients who have been injured through negligence are fairly compensated.
ACP-ASIM strongly endorses this legislation as a means to stabilize the
medical liability insurance market and bring balance to our medical liabil-
ity litigation system. The HEALTH Act achieves this balance through the fol-
lowing common sense reforms:

e Limit on pain and suffering (non-economic) awards. This requirement limits
unquantifiable non-economic damages, such as pain and suffering, to no more
than $250,000.
e Unlimited recovery for future medical expenses and loss of future earnings (eco-
nomic) damages. This provision does not limit the amount a patient can receive
for physical injuries resulting from a provider’s care, unless otherwise restricted
by state law.
» Limitations on punitive damages. This requirement appropriately raises the bur-
den of proof for the award of quasi-criminal penalties to “clear and convincing”
evidence to show either malicious intent to injure or deliberate failure to avoid
injury. This provision does not cap punitive damages, rather, it allows punitive
damages to be the greater of two times the amount of economic damages award-
ed or $250,000.
* Periodic payment of future damages. This provision does not reduce the amount
a patient will receive. Rather, past and current expenses will continue to be
paid at the time of judgment or settlement while future damages can be funded
over time. This ensures that the plaintiff will receive all damages in a timely
fashion without risking the bankruptcy of the defendant.
e Elimination of double payment of awards. This requirement provides for the jury
to be duly informed of any payments (or collateral source) already made to the
plaintiff for her injuries.
e A reasonable statute of limitation on claims. This requirement guarantees that
health care lawsuits will be filed no later than 3 years after the date of injury,
providing health care providers with ample access to the evidence they need to
defend themselves. In some circumstances, however, it is important to guar-
antee patients additional time to file a claim. For example, the legislation ex-
tends the statue of limitations for minors injured before age 6.
* A sliding scale for contingency fees. This provision will help discourage baseless
and frivolous lawsuits by limiting attorney incentives to pursue meritless
claims. Without this provision, attorneys could continue to pocket large percent-
ages of an injured patient’s award, leaving patients without the money they
need for their medical care. The sliding scale would look something like this:
¢ Forty percent (40%) of the first fifty thousand dollars recovered
¢ Thirty-three and one-third percent (33 1/3%) of the next fifty thousand dollars
recovered

¢ Twenty-five percent (25%) of the next five hundred thousand dollars recov-
ered

« Fifteen percent (15%) of any amount recovered in excess of six hundred thou-
sand dollars

* Proportionate liability among all parties. Instead of making a party responsible
for another’s negligent behavior, this requirement ensures that a party will only
be liable for his or her own share. Under the current system, defendants who
are only 1 percent at fault may be held liable for 100 percent of the damages.
This provision eliminates the incentive for plaintiff’s attorneys to search for
“deep pockets” and pursue lawsuits against those minimally liable or not liable
at all.

These common sense recommendations have been proven to work. The HEALTH
Act is largely based on provisions contained in the California Medical Injury Com-
pensation Reform Act (MICRA). Since its enactment in the mid-1970’s, the MICRA
reforms have helped reduce the overall costs of medical malpractice and have con-
tributed to an increase in patient access to care. During this recent malpractice in-
surance crisis, California’s rates have changed only slightly, while other states have
spiraled to out of control levels. ACP-ASIM strongly supports the elements con-
tained in MICRA. Further, we believe that any legislation proposed must include
these basic, proven elements in order to assure the stabilization of malpractice pre-
miums.
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CONCLUSION

ACP-ASIM is pleased that the House Committee on Energy and Commerce Sub-
committee on Health agreed to conduct this important hearing to address the seri-
ous problem of soaring medical malpractice premiums that physicians are facing
across the country. We strongly urge the House Energy and Commerce Com-
mittee to pass common sense reform contained in the HEALTH Act that
would allow for greater access to care, while adequately compensating in-
jured patients. We thank the Committee and appreciate the opportunity to present
our views.

PREPARED STATEMENT OF THE COLLEGE OF AMERICAN PATHOLOGISTS

The College of American Pathologists (CAP) is pleased to submit this statement
for the record of the Energy and Commerce Health Subcommittee hearing on the
need to enact medical liability reform. The College is a medical specialty society rep-
resenting more than 16,000 board-certified physicians who practice clinical or ana-
tomic pathology, or both, in community hospitals, independent clinical laboratories,
academic medical centers and federal and state health facilities.

Pathologists, like all physicians, face severe hardships resulting from the wors-
ening medical liability insurance crisis. For many, just finding coverage has been
an arduous task at best and, for some, nearly impossible. Those who have found
willing insurers are paying substantially higher premiums—in some cases, several
times the previous year’s rates—for coverage plans, regardless of their claims his-
tory.

The realities of this crisis are clear: Pathologists and other physicians can no
longer offer certain procedures or are leaving their practices altogether because of
the exorbitant costs of malpractice premiums. These are desperate decisions brought
on by a tort system with no mechanism to restrain runaway “pain and suffering”
and punitive awards. Damages rise beyond reason and, in the end, all patients and
plroviders suffer as the nation’s health care costs soar and access to quality care de-
clines.

Real-world examples in the laboratory community highlight the problem:

¢ The chief executive of a small, rural Pennsylvania hospital recently told a Senate
Appropriations subcommittee that he nearly was forced to close the facility
when an insurer declined to renew a malpractice policy for his pathologist, a
17-year practice veteran with no claims history. Only through a last-minute
joint underwriting agreement was the pathologist able to retain insurance cov-
erage, which allowed the hospital to continue offering laboratory, blood banking
and surgical pathology services and remain open, the executive said.

» A pathology group that provides services to all Hawaii’s outer island hospitals and
five facilities on Oahu—about 20 pathologists, in all—is, like many physician
practices, shopping for a new insurance carrier. The group’s current insurer re-
cently sent a renewal notice quoting a four-fold increase in premiums compared
with 2002 rates.

¢ In general, malpractice insurance premiums for pathologists have doubled in the
past year, reports JLT Services Corp., the College’s member insurance broker.
In some locations, particularly urban areas, the increases have been signifi-
cantly higher. Pathologists have been particularly hard hit by The St. Paul
Companies’ December 2001 decision to leave the medical liability insurance
marketplace. The St. Paul, which provided about 9 percent of all malpractice
insurance nationwide at the time, had been the underwriter of the CAP-en-
dorsed Professional Liability plan.

Pathologists and other physicians are increasingly hard-pressed to continue pro-
viding services, given the heavy burden rising insurance premiums have placed on
their practices. Insurance rates of $200,000 or more for some high-risk specialties
have forced many physicians to limit services, retire early or move to states where
reforms have brought greater stability to premiums. The skyrocketing cost of liabil-
ity insurance comes at a particularly critical time for physicians, who also face a
widening gap between Medicare reimbursements and practice costs.

Severe patient access problems brought on by the liability insurance crisis have
been documented in at least a dozen states and it is expected that 30 more soon
will join that list. In the crisis states, obstetrician-gynecologists have been forced to
stop delivering babies, trauma centers have closed and many physicians are grap-
pling with how they can continue to provide other high-risk procedures.

Congress must act now to bring commonsense reforms to America’s medical liabil-
ity system. The CAP strongly supports the approach contained in subcommittee
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member Rep. Jim Greenwood’s bill, the “Help Efficient, Accessible, Low-Cost, Time-
ly Healthcare Act (HEALTH Act) of 2003” (H.R. 5). This critically important bill
would:

» place a reasonable limit ($250,000) on non-economic damages and no limit on eco-
nomic damages;

* create mechanisms to ensure that only justifiable punitive damages are paid, with
a guideline to limit punitive damages to two times economic damages or
$250,000, whichever is greater;

e structure settlements to be paid in increments, rather than lump-sum payments,
so that expenses are reimbursed as they occur and earnings, as they would have
accrued;

 establish a three-year statute of limitations, with special provisions for minors.

 establish criteria to ensure that defendants would pay damages in proportion to
their fault;

. ensuge that states with damage caps in place would be permitted to retain them;
an

e set a sliding scale for attorney contingency fees to discourage frivolous lawsuits.

The HEALTH Act can work because it is modeled on a California law that has
worked well for nearly three decades. It was enacted in circumstances much like
those the nation faces today. California suffered a meltdown of its health care sys-
tem in the early 1970s and physicians saw their premiums soar more than 300 per-
cent. Liability carriers left the state and some physicians closed their office doors.
The Medical Injury Compensation Reform Act, or MICRA, which came into effect
in 1976, provided a $250,000 limit on non-economic damages, unlimited economic
damages, a statute of limitations on claims, sliding-scale limits on contingency fees,
advance notice requirements before claims were filed, binding arbitration of disputes
and periodic payment of future damages.

The effect of this legislation was dramatic. The average liability premiums de-
creased 40 percent in the 25-year period ending in 2001 (expressed in constant dol-
lars). In 2001, the Medical Liability Monitor published data that demonstrated that
the average premium paid by California physicians practicing internal medicine,
general surgery and obstetrics/gynecology ranged from 43 percent to 51 percent of
the average premiums of their counterparts in Florida, Illinois, New York, Texas
and Michigan. This was supported by a 53 percent lowering in the dollar amounts
of settlements in California, compared with the nation as a whole.

Our current liability crisis is not one of increasing litigation, but one of unreason-
ably high judgment amounts. Patients are not eager to sue their doctors. In fact,
in 1991, the New England Journal of Medicine reported that only 1.53 percent of
those injured by possible medical actions even file a claim. Severity of awards is the
problem, and that is what the HEALTH Act of 2003 is designed to address.

The College supports such reforms to promote the basic goal of ensuring access
to a wide range of health care services and promoting patient safety and quality
medical care. In particular, the College strongly supports the bill’s establishment of
limits on non-economic and punitive damages. These provisions, combined with a
sliding scale limit on contingency fees, make for a strong, positive step toward re-
forms that benefit the whole health care system and protect patient access to afford-
able, quality care.

The College thanks Rep. Greenwood and other Energy and Commerce members
for their leadership on the medical liability reform issue. The CAP appreciates the
opportunity to present its views to the Health Subcommittee and offers its support
and continued assistance as Congress works to meet the challenge posed by the na-
tion’s liability insurance crisis.

PREPARED STATEMENT OF MARY R. GREALY, PRESIDENT, HEALTHCARE LEADERSHIP
COUNCIL

Our liability system is broken. If it is not fixed soon, it will break our health care
system as well.

One of the founding principles of the Healthcare Leadership Council (HLC) B
which represents the CEQ’s of the nation’s leading health care companies and orga-
nizations B is that patients should have access to high quality health care. Sky-
rocketing liability costs threaten patient access to quality care. This is no longer
simply about lawyers and doctors. This is about patients.

The cost of excessive jury awards is causing staggering increases in medical liabil-
ity premiums. Between 1996 and 1999, average jury awards in medical liability
cases have increased by 76 percent. These spiraling increases add directly to the
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cost of health care, contributing significantly to premium costs and the growing
number of uninsured Americans.

Just as harmful to patients and consumers, however, are the indirect costs of the
crisis. Patients are increasingly “paying” for excessive litigation by losing access to
medical specialists such as obstetricians and surgeons. An estimated 1 in 11 obste-
tricians/gynecologists say they have strictly limited their services solely to gyne-
cology due to the malpractice crisis. In some areas, the situation is far worse. In
Miami, average annual malpractice premiums for Ob-Gyns are $210,578, while the
average salary for an Ob-Gyn in Florida is $118,435. In Wyoming, premiums aver-
age $116,000, while average salaries for Ob-Gyns are $108,700.

As medical malpractice insurance rates skyrocket B or become unavailable B med-
ical specialists such as neurosurgeons, orthopaedic surgeons and obstetricians/gyne-
cologists are leaving states such as Pennsylvania, Mississippi, West Virginia, New
Jersey, Florida and others. While these states have been in the news lately, the cri-
sis goes far beyond the 13 “crisis” states. It is estimated that as many as 30 other
states are in “near crisis” and will soon join the ranks of states where patient access
is endangered.

Patients also are losing access to nearby hospitals, trauma centers, and other fa-
cilities as a result of the crisis. Patients are subjected to, and pay for, unnecessary
tests and procedures as physicians must practice “defensive medicine.” In addition,
patients ultimately are the ones who suffer when new drug therapies and medical
technologies are not developed due to litigation or the fear of it.

The cause of the liability crisis is clear. Medical malpractice insurance rates are
set prospectively. These rates are set primarily on the basis of projections of jury
awards. This trend line is in one direction: straight up. Solving the cost problem
requires dealing with the size and unpredictability of these awards. The bottom line
is that medical malpractice premiums cannot keep up with claims. A typical state
is Oregon, where a Governor’s task force reported that medical liability insurers
paid out $71 million in losses and defense costs, while receiving $50 million in pre-
miums over the same period. In Ohio, medical malpractice insurers are losing $1.62
for every $1 in premiums. Clearly these trends are unsustainable and will drive
more physicians out of practice.

The only proven way to bring these costs under control B while actually enhanc-
ing patients’ ability to recover economic damages for injuries B are reforms which
include capping non-economic and punitive damages, establishing reasonable levels
for attorneys’ fees, and setting fair share rules for joint and several liability.

HLC strongly supports these and other reforms embodied in the Help Efficient,
Accessible, Low Cost, Timely Health Care (HEALTH) Act of 2003 (H.R. 5).

We stand ready to work with you to address this growing crisis.

PREPARED STATEMENT OF RODNEY C. LESTER, PRESIDENT, AMERICAN ASSOCIATION
OF NURSE ANESTHETISTS

Chairman Bilirakis and Congressman Sherrod Brown, I am Rodney C. Lester,
CRNA, PhD, President of the American Association of Nurse Anesthetists (AANA).
I appreciate the opportunity to submit for the record a statement on issues sur-
rounding medical liability reform, which are the most challenging facing healthcare
today.

For those of you who may be unfamiliar with the AANA, we represent approxi-
mately 30,000 Certified Registered Nurse Anesthetists (CRNAs) across the United
States. In the administration of anesthesia, CRNAs perform virtually the same func-
tions as anesthesiologists and work in every setting in which anesthesia is delivered
including hospital surgical suites and obstetrical delivery rooms, ambulatory sur-
gical centers, health maintenance organizations’ facilities, and the offices of dentists,
podiatrists, ophthalmologists, and plastic surgeons. Today, CRNAs administer ap-
proximately 65% of the anesthetics given to patients each year in the United States.
CRNAs are the sole anesthesia provider in at least 65% of rural hospitals, which
translates into anesthesia services for millions of rural Americans.

CRNAs have been a part of every type of surgical team since the advent of anes-
thesia in the 1800s. Until the 1920s, nurses almost exclusively administered anes-
thesia. In addition, nurse anesthetists have been the principal anesthesia provider
in combat areas in every war the United States has been engaged in since World
War I. CRNAs provide anesthesia services in the medical facilities of the Depart-
ment of Defense, the Public Health Service, the Indian Health Service, the Depart-
ment of Veterans Affairs, and countless other public and private entities. Given the
current state of affairs with Iraq and Afghanistan, it is not surprising that our de-
ployed forces depend greatly upon the services and skills of CRNAs.
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You may be aware of the widely publicized nursing shortage. While we do not
have enough rank and file nurses there is an increasingly acute shortage of CRNAs.
Quite simply, there are not enough CRNAs to fulfill the demand. Our News Bulletin
tends to be chock full of advertisements for vacant positions. Quite simply if the rest
of the economy was similar to the employment situation for CRNAs, our nation
would be at full employment.

Hardly a day goes by for most anesthesia practices when a CRNA is not called
by an employment recruiter attempting to entice them into seeking additional pay
at another group or hospital. Practices are offering bonuses, attractive benefits, and
higher pay in order to recruit CRNAs.

We graduate approximately 1,000 students per year and it is not enough to fill
the demand. Our Foundation has recently funded a manpower shortage study and
its results are expected shortly.

HOW ARE CRNAS DIFFERENT FROM ANESTHESIOLOGISTS?

The most substantial difference between CRNAs and anesthesiologists is that
prior to anesthesia education, anesthesiologists receive medical education while
CRNAs receive a nursing education. However, the anesthesia part of the education
is very similar for both providers, and both professionals are educated to perform
the same clinical anesthesia services. CRNAs and anesthesiologists are both edu-
cated to use the same anesthesia processes and techniques in the provision of anes-
thesia and related services. The practice of anesthesia is a recognized specialty with-
in both the nursing and medical professions. Both CRNAs and anesthesiologists ad-
minister anesthesia for all types of surgical procedures, from the simplest to the
most complex, either as single providers or in a “care team setting”.

WHAT IS OUR EXPERIENCE ON MALPRACTICE INSURANCE?

For the past several years, CRNAs have relied largely on two main major mal-
practice carriers—St. Paul and TIG. On December 12, 2001, AANA Insurance Serv-
ices—a wholly owned subsidiary of the AANA—was notified by the St. Paul Compa-
nies that it would exit this market and would seek to sell their malpractice book
and eventually transition out of the medical malpractice market. We were advised
that this difficult decision was based upon “its anticipated worst annual loss in its
148-year old history.” The St. Paul further stated that the decision is part of an
overall plan “that will put St. Paul on sound financial footing so that they can con-
tinue serving their thousands of customers in their other businesses.” Their news
release goes into more detail concerning losses relative to its losses in malpractice,
other insurance lines and those associated with the September 11 terrorist attack.

AANA Insurance Services worked to prepare and assist its policyholders in this
transition period and kept them informed of developments relative to their con-
tinuing insurance coverage.

The AANA and AANA Insurance Services Staff prepared strategies to respond to
this situation proactively to assure a smooth transition for our members insured
through St. Paul. We contacted our other carrier at the time, TIG Insurance, to seek
support from them assessed other potential medical malpractice carriers to assure
that our members have more than one choice for professional liability insurance as
we have in the past.

While we were aware that St Paul Companies were experiencing difficulties along
with the rest of the insurance industry, we—along with many other providers and
perhaps the general public—were surprised by the sudden decision to withdraw
completely from the medical malpractice market. St Paul stated that they would do
everything possible to make the transition smooth. We had an excellent relationship
with the St. Paul and this transition continues.

Following this announcement, we worked even closer with TIG Insurance Com-
pany to ensure a smooth transition for the policyholders of AANA Insurance Serv-
ices. A few months ago, TIG Insurance Company announced it would no longer be
providing medical malpractice insurance. Coverage for CRNAs through TIG will not
be available after June 30, 2003. TIG’s announcement comes almost exactly a year
after St. Paul’'s announcement that it was withdrawing from the medical mal-
practice marketplace.

On Monday, December 16, 2002, Fairfax Financial Holdings Limited announced
that it would be restructuring TIG. Fairfax, the parent company of TIG, is a finan-
cial services holding company which, through its subsidiaries, is engaged in prop-
erty, casualty and life insurance, reinsurance, investment management and insur-
ance claims management.

As part of the restructuring, TIG indicated that it will be discontinuing its pro-
gram business. Program business, a specialty of TIG’s that represents a majority of
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its business, is defined as insuring large groups of insured with very similar charac-
teristics. According to Fairfax, TIG’s program business was not meeting Fairfax’s fi-
nancial expectations. Unfortunately, all of TIG’s medical malpractice business, in-
cluding the coverage it provides to CRNAs, falls into this program business cat-

egory.

It should be noted that medical malpractice only accounted for 25% of TIG’s pro-
gram business and TIG’s CRNA program was only a small part of the medical mal-
practice business. Fairfax representatives have informed AANA that the decision to
restructure TIG was based neither on the performance of its medical malpractice
business in general or its CRNA business in particular.

It is no secret that the number of insurance companies willing to offer medical
malpractice coverage has shrunk dramatically over the past few years. Although it’s
of little consolation, there are many classes of healthcare providers who are facing
even greater insurance challenges than CRNAs. While TIG’s decision is dis-
appointing, it is not surprising considering the current medical malpractice environ-
ment.

Unlike when St. Paul exited from the medical malpractice marketplace, TIG’s
withdrawal won’t be as immediate. TIG will continue to offer both new and renewal
policies to AANA members through June 30, 2003. After June 30, 2003, TIG will
not provide coverage to new applicants.

Currently AANA Insurance Services provides coverage for members through CNA
Insurance Company. It is our understanding that CNA has been approved to do
business in 43 states and the District of Columbia. CNA is awaiting approval in the
states of Alaska, Nebraska, Nevada, New Hampshire, New York, Vermont and
Washington. AANA Insurance Services expects CNA to have approval in all these
states by June 30, 2003.

Obviously this has become extremely troubling to our members. While we have
an excellent relationship with CNA Insurance Company, CRNAs are increasing con-
cerned that with only one major medical malpractice carrier remaining, issues of
coverage could become problematic. It should be noted that unless a CRNA had a
particular issue with claims or licensure, coverage could easily be found, whether
it was with St. Paul or TIG. That remains relatively true today with the CNA Insur-
ance Company. But with more carriers leaving the marketplace, what does that do
to providers? More importantly, what does it mean to patients and consumers? How
do we attract more carriers to this market? Without major reforms, will carriers
have any reason to go into the market?

PATIENT SAFETY

Given the strong safety record of CRNAs, we had no reason to believe then, nor
do we now, that there was any nexus between the decision of either St. Paul or TIG
to exit the medical malpractice market due to bad claims from CRNAs.

America’s CRNAs are committed to advancing patient safety so that actual in-
stances of malpractice are reduced. These commitments including active member-
ship in the cross-disciplinary National Quality Forum (NQF) and the National Pa-
tient Safety Foundation (NPSF), closed-claims research that transforms tough cases
into educational and practice improvements, and the most stringent continuing edu-
cation and recertification requirements in the field of anesthesia care. With CRNAs
providing two-thirds of all U.S. anesthetics, the Institute of Medicine reported in
1999 that anesthesia is 50 times safer today than 20 years ago.

OUR DILEMMA

Educational programs that prepare nurse anesthetists rely solely on hospitals,
surgery centers and even office based surgical practices to provide students with the
required clinical experiences to enable them to become competent anesthesia pro-
viders. These healthcare facilities rely on surgeons and other high-risk specialties
for their patient admissions. As these high-risk specialties leave, operating rooms
close and patients have less access to needed care, and students have less access
to patients for clinical training.

Looking at Pennsylvania as an example, the hospitals and surgeons who are part
of a healthcare system located in Southeast Pennsylvania have seen their primary
premiums increase more than 60 %, their CAT fund increase more than 30%, and
their excess premiums increase more than 600%, all within the last year.

The Medical Professional Liability Catastrophe Loss Fund (commonlyreferred to
as the CAT Fund) was established to ensure that victims of medical malpractice are
compensated and that medical malpractice insurance is available to health care pro-
viders. Health care providers (physicians, surgeons, podiatrists, hospitals and nurs-
ing homes) are required to carry a set minimum amount of primary coverage. The
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health care providers then must pay a surcharge to the CAT Fund in order to fund
a layer of insurance above the primary insurance coverage. Failure to comply with
this requirement may result in revocation of one’s license.

This is reflective of what other healthcare systems in Pennsylvania are experi-
encing. In addition that system has seen its high-risk specialty physicians relocate
out of Pennsylvania or give up the surgical part of their practice. Each time a physi-
cian closes his/her office or reduces practice, employees of their practice lose their
job. Fewer high-risk specialists mean fewer cases requiring anesthesia are per-
formed. These are exactly the specialties that nurse anesthesia educational pro-
grams rely on to provide their students with the required clinical cases.

As surgeons leave the state or reduce surgery because they can not afford the
malpractice insurance there are fewer surgical cases, operating rooms are closed,
daily operating room schedules are prolonged, overtime costs increase, hospitals’
earn less money, layoffs occur and hospitals close. This directly affects patients’ ac-
cess to needed and timely care, and the ability of our educational programs to pro-
vide the necessary clinical experiences to educate nurse anesthetists. If this trend
continues unabated, nurse anesthesia educational programs (and other healthcare
educational programs) will face accreditation issues, declines in student enrollment
and delays in graduation as they struggle to find enough clinical experiences for
their students. All of this occurring during a time when there is a critical shortage
of anesthesia providers nationwide to provide care to an older and sicker population.

The medical malpractice crisis affects all levels of society. Unlimited individual
awards for pain and suffering will severely limit the availability and access to care
for the majority. The value we place on timely and complete access to care for all
our citizens is reflected in our allowance of an individual’s unlimited right to take
precedence over the needs of all our people. To insure a healthy society, we must
insure access to health care even if it means we place limits on a single category
of damages to the individual.

If carriers continue to leave the market and if there should be in difficulty obtain-
ing coverage, it could ultimately mean a slow down for hospitals in providing sur-
geries. In addition, when CRNAs are employed by hospitals or group practices, these
entities have to pick up the tab. If increasing rates continue to become an issue,
hospitals will increasingly have to make difficult choices. In those rural hospitals
where CRNAs are the sole anesthesia provider, hospitals have no choice if they wish
to keep their doors open.

That is why the AANA supports medical liability reform. Many can point an ac-
cusatory finger as to why carriers exit the market. However, it makes no sense for
an insurer to remain in a market if it cannot do so profitably. High costs and run-
away juries and large malpractice awards have become unrealistic and dispropor-
tionately high. This is not to say that providers, be they nurses or physicians,
should not be held responsible for their actions. All providers must take responsi-
bility. And those providers who may be disproportionately responsible for rate hikes
because they have had more than one claim must increasingly take responsibility
for their actions as do the nursing and medical boards regulating providers. But by
the same token, awards have become too high and many insurers have decided that
with the unpredictability of determining how to insure a risk that is seems to be
increasingly incalculable, they simply exit the market.

In the last Congress, the AANA was pleased to support Rep. Jim Greenwood’s (R-
PA) legislation, H.R. 4600. The HEALTH Act would permit individuals to recover
unlimited economic damages and allow for non-economic damages or “pain and suf-
fering” up to $250,000. The states would have the flexibility to establish or maintain
their own laws on damage awards. Other provisions in the HEALTH Act address
the percentage of damage awards and settlements that go to injured patients as well
as allocate damage awards fairly and in proportion to a party’s degree of fault and
works to decrease the time it takes for a case to settle or go to trial. Similar legisla-
tion will be considered in the 108th Congress.

Ultimately, it will be incumbent upon insurers, providers, and yes the trial law-
yers to work together to find a common solution that works for consumers and pa-
tients.

Again, thank you for the opportunity in allowing us to share our views on medical
liability reform with the members of this subcommittee.

[The chart follows:]
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NATIONAL ASSOCIATION OF INSURANCE COMMISSIONERS

February 7, 2003

Honorable fudd Gregg

Chairman

Committee on Health, Education.
Labor, and Pensions

United States Senate

‘Washington, DC 20610-6300

Dear Chairman Gregg:

On behalf of the National Association of lnsurance Commissioners (NAIC), | am pleased
to respond to your letter of January 31, 2003 requesting information on medical
malpractice insurance, Many states are experiencing escalating premium costs for this
critical i ge for d while also encountering problems of availability
and insufficient capacity to support a healthy competitive market.

State insurance commissioners share the concerns you and other Members of Congress
are raising about improving the availability and affordability of medical malpractice
insurance. We are vested with the responsibility of protecting the rights of consumers
and assuring that insurers remain financially solvent and able to meet their claims
obligations. While the recent trends in some states over limited availability and
escalating premiums make oversight critical, we would caution that any reforms be
considered carefully, especially in recognition of reforms already enacted in several
states.

In September 2002, we established a Market Conditions Working Group to look at these
issues more closely and based upon that review make recor dations to

The working group has scheduled a public hearing on Saturday, March 8, 2003 We are
hopeful this hearing and other efforts will help guide state and federal policymakers as
they work to explore potential solutions, We will look forward to sharing with you the
results of this hearing.

Qur responses to the questions in your letter are as follows:

(1) Are medical malpractice insirance rates subject to state law prohibitions on
excessive, inadequate, or unfairly discriminatory rates?
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Almost all states have rating laws for property and Ity 1 includi
medacai malpractice. These ranng laws require that insurance rates not be excessive,
deq or unfairly discrimi Y.
(2) 1f a state determines that a rate is excessive, inadequate, or unfairly discrimi Y,

does the insurance regulator have the authority 1o reject or modify such s rate?

I a state receives a filing from an insurer that contains a rate that is believed to be out
of compli with the Y rating dards, there are di avmlable to

ddress the problem. The most 1 h available to i
rcgulamrs is thc ability to order a heering on the non-eomplymg rate. In states with
prior approval isws, the commissioner generally has authority to disapprove the non-
complying rate, however the insurer xs gmzﬂ.lly provided an opportunity for a
hearing if it di with the 's decision. Only in rare instances does
&R insurance oom-zmss:ona have authority 10 unifaterally modify a filed rate. Because
of extremcly high ioss ratios in many states, regulator concerns have been with rate
'y, and not i or unfeir discrimination.

(3} If states do have this authority, can you provide any examples where a state insurance
regulator has rejected or modified an excessive or unfairly discriminatory medical
malpractice insurance rate?

We are not aware of any recent state actions in this regard. State insurance regulators
generally do have the authority to prevent anti-trust activities by insurers. These state
laws are based on the NAIC model rating laws, which contain the following
provisions.

“No insurer or advisory organization shall pt {0 lize, or combine or
conspire with any other person to monopohzc an insurance mnrkct or engage ina
boycott, on & concerted basis, of an insurance market.”

“No i msum' shall agree with any other insurer or with an advisory organization to
oortw date use of any rate, prospective loss cost, rating

plan, rating schedule, rating nule, policy or bond form, rate classification, rate

tervitory, underwriting rule, survey, inspection or similar matanl except as

needed to facilitate the reporting of statistics to advmory !
agents or the commissioner. The fact that WO or more msums, whcther or not
members or subscribers of an advisory orga use ty or

intermittently the same rates, prospective loss cost, rating plans, rating achedules,
rating rules, policy or bond forms, rate classifications, rate territories,
underwriting rules, surveys or inspections or similar materials is not sufficient in
itself to support & finding that an agreement exigts.”

“No insurer or advisory organization shall make any arrangement with any other
insurer, advisory organization, or other person which has the purpose or effect of
unreasonably ining trade or } ing competition in the business of
insurance.”
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States generaily have adopted the NAIC mode] law provisions or equivalent
provisions, thus comparabie authonty cusrrently exists. Again, due to extremely high
loss ratios, the concern has been with rate inadequacy.

(4)Ttheahy that medical mal i carriers are

engaging in “price fixing, bid rigging, and market allocanon Does the NAIC, or any
of your members have evidence that medical carriens are
engaging in these types of criminal behaviors? If s 50, could you detail that information
for us?

No. To date, insurance regulators have not seen evidence that suggests medical
malpractice i have engaged or are ing in price fixing, bid rigging, or
market allocation. The preliminary evidence points to rising loss costs and defense
costs associated with litigation as the principal drivers of medical malpractice prices.
A July 2002 report prepared by the Depariment of Health and Human Services also
cites the impact of litigation and defense costs on this line of insurance.

\ {5) Notwithstanding the McCarran-Ferguson exemption from federal anti-trust laws, do

state insurance rcgulmors and attorneys general have the authority to prevent “price
fixing, bid rigging or market allocations” under current state faw? If $0, could you
?

A

explain the deficiencies in those laws and provide us with p

As noted in the previous question, states have strong faws that prohibit price-ﬁxing
and nmnmmpcm:we pm:txoes by insurers. The sharing of loss data among insurers is
p d, however, itis y to encourage competition by giving

ial new to the marketplace and smaller insurers enough underwriting
and rate-setting information 1o enter and remain viable in the medical malpractice
marketplace. Again, the evident points to high loss ratios, not price-fixing, as the
primary driver of escalating premiums.

(6) What p ge of the medical mal ice insurance market is composed of non-

profit physician-owned mutuals? What incentive or incentives, if any, do you think
these types of medical maipractice carriers face that would cause them to engage in
“price fixing, bid rigging or market allocations?™

Non-profit physician-owned mutual i have developed in resp to market
availability concerns. Since the owners of these mutuals are also the customers, it
would appear on the surface that market allocation might be oceurring. Careful
mspecuon will show that a mutual insurer is concerned with its policyholders’
Since each policybold mnlsoanownuofthccompmymdthecompany
ls & non-profit cnuty, the gml of the mutua! insurer is to deliver medical maipractice
to its p ively as possible. To do otherwise

P

would contndic! the goals of the mumal and jeopardize its non-profit status

{7) Finally, if the Leshy legislation were 1o be cnacted, would it lower the underlymg

medical malpractice claims costs and stabilize medical Jiability i p
If yes, in what way would it do s0?
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No, we do not believe enactment of the Leahy legislation as originally drafted would
change the underlying costs of malpractice claims or premi We now understand
this language is being modified . The reason are not writing, or are pulling
back from medical mal, ish there are many other lines of
insurance that offer rore opportunities for profit &t a Jower nsk Thz uncertainties
and historical roturn in this line of busi ladumny o i
capital in other lines of commaercial insurance. 1t is our experience this market will
remain volatile in some states unti] such time as claims costs stabilize

Finally, while we are seeing difficult market conditions in some states, it is by no
means widespread in all states, Like all i markets, medical mal

insurance markets vary from state 1o state. However, the cost drivers in all states are
closely linked to claims losses.

1 bope this information is helpful, and we look forward to being of assistance as your
Committee continues its review of these issues. The NAIC and its members stand
ready to provide wh data and we have gvailable to help Congress and

Aimal 1

the states improve the market for it p

Sinoerely,

I

Mike Pickens
Comsissioner of Insurance, Arkansas
President, NAIC
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DEFORS THE INSURANCE COMMTSSIONER
OF THE STATE OF CALIFORNIA

In the Matter of the Rate Rollback )
and Refund Obligacion of ) ®ile No. REB~-2754
} .
NORCAL Mutual Insurance ) STIPULATION AND
Company, } CONSENT ORDER
)
)
Regpondent . 3
)

The Departament of Insurance of the State of California (the
“Department™) and Respondent NORCAL Mutual Insurance Company

("Regpondant®) stipulate as saet forth herein.

BECITALS
A, Insurance Code Section 1861.01 was enacted by the voters of
California on November &, 1988 as a part of initiative me.asure
P{opési\:ion 103. That section, as subsequently modified on May 8,
1989 by the Californiz Supreme Court in Calbazm v, Deukmejian
(lséé)- 48 Cal.3d B05), reguires insurers writing specified lines of
Property and casualty in.sprance in California to reduce rates an&
make cartain refunds to policyholders., The detesmination 0f & )
constitutionally pernigsible manner in i_rhich to accomplish these
rollbacks and refunds has been the subject of a_cmin.istrative and
3Judicial proceedings. .
B. The Department ¢laims that, under its specific circumstances,
Respondent is obligated to rolil back its rates and refund premiums
collected for policies in force between November ‘8, 1988 and

November 8, 1986, Respondeni denies that it bas any such

chligation.
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It is in the best interests of Respondent and Respondent’s

policyhelders to resclvae these issues promptly and without further

expense. Additionally, Respondent desires & prompt resolution to

its rollback liability.

D.

The Department wishes now to resolve this matter as regards

Respondent, without the need for further hearing or administrative

action, except as providad herein, It is5 in the best intersest of

the Department and the People of the State of California that this

matter be rasolved in- this manner.

1)

2)

THEREFORE, THE DEPAR:[.‘MENT AND RESPONDENT STIPULATE AS FOLLOWS:
Respondent’s Board of Directors in 1981 shall authorize a
rallback :éfnnd eqqual to 20% of the premium paid by each
policyholder for calendar yeaxr 1989. Respondam:'.sIIBBQ paid
premium was $76,581,000 under overall rate levels identical to
those prevailing on Hovembg: 8, 1887, requiring & rollback
refund of $15,316,200. Respondent shall’ pay 10% simple
interest on this amount covering the period of time beginning
May 8, 198% until such tinme as either the entire rollback
refund has been paid or the last gquarterly cradit has been
applied as set forth in paragraph 3, below. lnterest“ is
$4,558,972 assuming r:etur.xds are timely mnda for a total’

rollback refund obligation of $18,875,172.

The amount specified in paragraph 1, above,. intluding the
NS tioiba iy

N [
e e e

interest specified therein, shall éciuiﬁtgte Re;_:_zq_a;c}ent' 'S

entire rollback refund obligation pursuant e Insurance Code

2
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Section 1861.01, Specificaliy, in the event of a change in

the laws or regqulations governing the rollback refund
obligations of insurers subject to Propogsition 103, ox of any
other change which might otherwise have affected Respondent’s
rollback refund obliqatibn, neither the Commissioner nor .
Respondent shall be entitled to an adjustment in the rellback
refund obligation provided for herein.

The rollback refund cbligation shell be paid to each
policyholder issued or renewed a poliéy by Respondent between
November 8, 1988 and November B8, 1589. ‘.Where -such
policy;holders are still insured by Respondent, Ré_épcndent
shall pay the rollback refund obligation by applying i£ in
four quarterly installments as a credit against 1992 premium;
however, in the event that 19892 premium is less than the
amount of the xollback refund cobligation for any such

policyholder, the roliback refund obligation in excess of the

.. 1992 premium shall be paid by check no later than December 31,

i§92. Where such policyholders bhave died, retired, become
disabled or cthervise will not pay premium tc Respondent in
1992, the rollback refund chligation shail be paid by check no
later than darch 31, 1932,

The rate rollback obligation is a return of premium and as

5)

such is treated as a policyholder dividend w .

W The roliback shall be separately

reported as a veluntary rollback refund under Proposition 103.

Respondent’s rate rollback exemption application rileq May 31,
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1989 is withdrawn. Respondent’s gnnual rate filings for 1990
and 1951 are heraeby gra.ntéd interim approval by the
Department. )

The rollback refund obligation provided for herein shall not
constitute a fine, penalty or adverse administrative action.
Upon the execution of this agreement, the Insurance
Commissioner shall give notice to the public that, within 20
days of the date of the notice any consumer or his or her
representative may request a hearing iix vhich this agreement,
cr any part of 3it, may be challenged. That notice shall
include a copy of this agreament and this agreement .shall not
become final until either the expiration of the 20-day peried
or the disposition of any hearing held therecn, whichever isg
later. )
Respondent shall comply with all terms and conditions of this
agreement cn or baefore December 31, 1982, -

Respondest  shall -suhnit ' quarterly compliance raports
commencing with the last day of the calendar guarter in which
the order adopting this agreement is entered and untill all
terms and conditions of this agreement are satisfied. These
reports shall include, at a mianimam, {1) ctetal prj.ncir;\ai “ana
interest amounts refunded by check, total principal and
interest amounts c:edi.tad’to policyholder accounts, and (2)
the names, last xnown addresses and principal and interest.

amounts due policyholders whom Respondent has been unable to
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locate.

Respondent shall make disclosure of its rollback plan in its
Annual Statement to the Insurance Commissioner of the State of
California land in its Annual Report to Memlpérs.

Respondent shall providé, within a reasonable time, any
information requested by the Department regarding Respondent’s
rollback refund cobligation.

Respondent shall dismiss all pending administrative and
judicial actions challenging the Commissioner’s rate rellbdack
regulations.

Raspoﬁdenﬂ: shall escheat all unpaid rollback refu.ndé to the
State of California in compliance with applicable Califernia
law,

Nothing contained herein shall limit the _Cmnmissioner's
ability to bring any actiobs that he may deem necessary to

enforze other provisions of law relating to-Respondent or its

. rates, rating plan, rating system or underwriting rules.

Date:

Date:

/Og'g , 1991 ' NORCAL Mutual Iasurance Company
By: 52&‘4_' (4 mé'e;—v-h

Title ‘&: Z’c [<.)

/AR . JOHN GARAMENDI
. Insurance Commissioner
State of California

BY:

Steven. Miller
Deputy Commissioner
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QORDER
The terms of the foregouing stipulation are hereby adopted as
the order of the Insurance Commissioner of the State of California

in the above~entitled matter,

Date: 2/3 , 1981 JOHN GARAMENDT
Ingurancge Compissioner

s :
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BEFORE THE INSURANCE COMMISSTONER
OF THE STATE OF CALIFORNIA

In the Matter of the Rate Rollback .
and Refund Obligation of File No. REB-1242
STIPULATION AND
CONSENT ORDER

Southern California Physicians
Insurance Exchange,

st o B St S et o Rt St

Respondent.

The Department of Insurance of the State of California (the
"Department”) and Respondent Southern Califormia Physicians

Insurance i:xchange ('Mpondmt“) stipulate as set forth herein.

BECITALS
A. Insurance Code Section 1861,01 was enacted by the voters of
California on Hovembar 8, 1988 as a part of initiafive measure
Proposition 103. That section, as subsaquently modified on May
&,.1989 by tha California Suprene Court in calfarm Ing..Co. v.
Deslmediian (1589) 48 Cal.3d 805, requires insurers writing
specified lines of property and casuvalty insurance in Califernia
to reduce rates and make certain refunds te policyholders. ‘The,
determination of a constitutionally permissible manner in which
to accomplish these rollbacks and refunds has been the subject of
administrative and judicial proceedir;gs. )
B. The Department clains tha.t:,- under its specific
circumstances, Respondent is obligated t-o roll back its rates and
refund premiums collected for policies in force hatws?n'
November 8, 1988 and November 8, 198%. Raspondent den.ias that it

has any such obligation.
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c. It is in the best interests of Respondent and Respondent's
policyholders to resolve thase issues promptly and without
further expense. 2Additionally, Responde.nt desires a prompt
resolution to its rollback 1iability. '

D. The Department wislies now to resolve this matter as regards
Respondent, without the need for further hearing or
adrinistrative action, except as provided herein. It is in the
best interest of the népa:ment and the People of the State of
California that this matter be resolved in this manner.

THEREFCRE, THE DEPARTHENT AND nsspoxnm'srrpm'rx AS

FOLLOWS: '

1) Pursuant to the Dapartwment’s regulations, Respondentt's
constitutional rollback amount is $24,706,146. Recpondent's
RBoard of Governors in 1991 shall authorize a rollback refund
in this Respondent shall pay 10% simple interest en

the unpaid balance of this amount covering the perioed of.
time beginning May-8, 1989, until such time &8 either the
entire rollback refund bhas been paid or the last quarterly
cxadit has heen applied as set forth in paragraph 3, below. .
As of October 15, 1951, accrued interest is -'-36,02‘4.238. X

2) The amcunt specified in paragraph 1, sbove, including the
interest specified therein, shall constitute Respondent's
éntire rollback refund obligation pursuvant i‘tc Iasurance Code
Saction 1861.01. Specifically, in the avent of e ;thanqe in

the laws or regulations governing the rollback refund
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obligations of insurers aubject to Propesition 103, or of
any other change which nmight othervise have affected
Respondent.'s rollback refﬁnd obligation, neither the
Comnissioner nor Respondent mil be entitled to an
adjustment in the rollback refund obligation prov_ided for
herein.

The rollback refund obligation shall ba paid to sach
policyhslder issued or ranewed a policy by Respondent
between November 8, 1988 and November 8, 1989, in the
proportion the premium paid by each such policyholder for
calsx;dar year 1589 bears to the total premiums paid by aXY
such policyholders for ecalendar year 19389. Each payment
caleulation shall be rounded to the nearest dollar. Where
such policyholders are still insured by Respondent.,
Respondent shall pay the rollback refund obligation by

applying it in gquarterly installments as a credit against

1932 end 1993 premiuns; provided, howvever, that Respondent
shall return at least $20,000,000, including interest,
during“1991 and 1992, and, in the avent that 1952 and 1993
éremium is less than the smount of the rolldack refund
obligation for any such po).icyholdex;, the rollback refund
obligation in excess of the 1997 and 1993 premium shall be
Paid by check no later than December 31, 1993. . Where such
policyholders have died, retired, become disablsd or .

otherwise will not pay premium to Respondent in 1992, the
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La

rollback rafund obligation si:all be paid by check no later

than March 31, 1862,

The rate rollback obligation is a return of. premium. The
rolikack shali be separately reported as & voluntary
roliback refund under Proposition 103.

Respondeant’s rate rollback exemption application t:i}.ed

June 1, 198% is withdrawn. Respondent's annual rate filing
for 1991 is hexeby granted .Interim approval by the
Departxent.

The r‘ollb&:): refund obligatien provvided for herein shall not
constituta a fine, penalty or adverse administrative action.
Upon the execution of this agreement, the Insurance
Commissioner shall give notice to ﬁe public that, within 20

days of the date of the notice any consumer o6r his or hexr

representative may reguest a hearing im which this
agreement, or any part of it, may be challenged. That
notice shall inpclude a copy of thi_s agreement and this
agrsement chall net bacome f£inal until eithed ths expiration
of the 20-day period or the disposition of any hsaring held
t.har-o;;, whichever is later. .

Respandent shall comply with all terms and conaitions of.
this agreement on or before bDecamber 31, '1993.

Respondent: shall sudmit qua'rterl}"vconp,li.mc:e reports
commencing with the last &ay of the calendar quart?: in
which the order adopting this agresement is entered and until

all terms and conditions of this agreement are satisfied.



10)

i11)

12)

13)

14)

202

These reports shall include, ata ninimum, (1) total
principal and interest amounts refunded by check, total
principal and interest amounts credited to policyholder
accounts, and (2} the napes, last known addresses and
principal and interest amounts due policyholders whom
Respondent has been tmable to locate. .
Respondent shall make disclosure of its rollback plan in its
ZAnnual Statement to the Insurance Commissioner of the State
of California apd in its bknnual Report to Members.
Regpondent shail provide, within a reasonable time, any
infofmation reguested by the Departaent ragarding
Respondent's rollback refund obligation.

Respondent shall dismiss all pending administrative and
Judicial actions challenging the czmﬂssionsx!s rate
rollback reguiations.

Respondent shall escheat all unpaid rollback refunds te the
State of California in compliance with applicable California
law. '

Nothing contained herein =£all_ linit the Commissioner's

ability ts bring any actions that he may deem necessary to
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anforce other provisions of law rslating to Respondent or

.its rates, rating plan, rating system or underwriting rules.

Date: October 15, 1991 SOUTHERN CALIFORNIA
PHYSICIANS INSURANCE
EXCHANGE

BY:
FR
President an iar
Executive 0fficer

Date: October 15, 1991 -JOEN GARAMENDI
’ Incurance Commissioner
State of California

-

BY:
STEVEN MILLER
Deputy Comnis sionex

ORDER
The terms of the foregoing stipulation are heraby adopter
the order. of the Insurance Commissioner of the State of

California in the above-antitled matter.

pates [& {3~ , 1891
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BEFORE THE INSURANCE COMMISSIONER

OF THE STATE OF CALIFORNIA

In the Matter of the Rate Rollback }
and Refund Obligation of ) File No. REB~5746
H
THE DOCTORS’ COMPANY, ) STIPULATION AND
} CONSENT ORDER
Raspondent. }
¥

The Department of Insurance of the State of California (the
"Department”) and Respondent The Doctors’ Company ("Respondent™)
stipulate as set forth herein.

RECITALS

A. lasurance Code Section 1861.01 was enacted by the voters
of California on November 8, 1388 as a part of initiative measure
Proposition 103. That section, as subsequently modified by the
California Supreme Court in Calfarm Insurance Company v.
Deukmejian (1968) 48 .Cal..'id 805, requires insurers writing
specified lines of property and casualty insurance in California
to veduce rates and refund certain funds to policyholders. The
determina?:&oé of a constitutionally permissible manner in which
to accomplish this rol.lback and refund has been the subject of
administrative and judicial proceedings.

1244
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B. The Department claims that, under its specific
circumstances, Respondent is cbligated to roll back its rates and
refund premiums collected for polici-es in force between November
8, 1988 and November B', 1989 {(*Rollback Ye.ar.") Respondent
denies that it has any such obligation.

C. It is in the best interests of Respondent and
Respondent’s policyholders to resolve these issues promptly and
without further expense. Additionally, Respondent desires a
prompt resolution of its rollback liability.

D. The Department wishes now to resolve this matter as
regards Respondent, without the need for a hearing or for further
administrative action, except as provided herein. It is in the
best interest of the Department and the People of the State of
California that this matter be resolved in this manner.

TEEREFORE, THE DEPARTMENT AND RESPONDENTS STIPULATE RS
FOLLOWS :

1. Pursuant to the regulations proposed by the Department
and identified as Title 10, Chaptar 5, Sections 2641.1 - 2647.1,
Respondent’s statutory :oli‘oack amount is $14,333,178.
Respondent’s Board of Governors shall authorize a rollback refund
in this amount. Respondent shall pay 10% simple interest on this
amount covering the period of time baginning May 8, 1989 until
such time as either the entira rocllback refund has been paid or
the last quarterly credit bas been applied as set forth in
Paragraph 5, below. Interest on that amount is $4,186,066
/77
177
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assuming that all refunds are made by April 8, 1992, for a total
rollback obligation of $18,519,217.

) 2. Tha amount specified in Paragraph 1, above, including
the interest specified therein, shall constitute Respondent'’s
entire rollback obligation pursuant to Insurance Code Section
1861.01. Specifically, in the event of a change in the laws ox
regulations governing the rollbazk sbligations ¢f insurers
subject to Proposition 103, or of any other change which might
otherwise have affacted Respondent’s rollbﬁck refund obligation,
neither the Insurance Commissioner nor Respondent shall be
entitled to an adjustment in the zollback refund provided for
herein.

3. ‘The rollback refund shall be paid to the holder of esach
policy issued or renewed by Respondent during the Rollback Year
in the proportion the promium paid by each such policyholder
during the Rollback Year bears to the total premiums paid by all
such policyholders during the Rollback Year. Nothwithstanding
that Respondent’s total rollback obligation reflects certain
paynents of dividends to some such pollcyholders, each such
policyholder is entitled to, and shall receive, a total rollback
refund, including acﬁual dividend payments, egual to no less than
19.24%.

4. For policyholders who are still insured by Respondent,
Reépondant shall pay the rollback refund by applying it in
quarterly installments as a credit against premiums due priar to
March 31, 1993; however, in the event that premiums Gue from a

policyholder prior to March 31, 1993 are less than the amount of
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1 i the rollback refund due to such policyholder, then the rollback
2 | refund amount in excess of those premiums shall be paid by check
3 {no later than March 31, 1833. For pélicyholdezs who have died,
4 | retired, become disabled or who otherwise will not pay pxemium§
5 [ to Respondent in 1992, the rollback refund shall be paid by check
6 | to the policyhelder by April 8, 1992. All rollback refunds and
7 | all interest which has accrued thereon shall be paid or credited
8 j| in full no later than March 31, 1983.
9 5. To the extent that any policyholder’s rollback refund
10 | obligation is not satisfled by April 8, 1992, interest shall
11 J continue to accrue on the amount of the rollback refund that is
12 { unpaid, and the total amount of interest to be psid by Respondent
13 | shall exceed the amount set forth above in Paragraph 1.
14 6. The rate rollback obligation specifiad herein is a
15 { retuxn éf premium and as such is treated as a pelicyholder
16 jdividend in accordance with customary industry practice.f The
1;MF;ZII;;;; refund shall be separately reported as a voluntary
18 | roliback refund under Proposition 103.
19 7. Respondent’s rate.rollback application dated June 2,
20 {1989 is hereby withdrawn.
21 8. The rollback refund and interest provided for herein
22 i shall not constitute a fine, penalty or adverse actiom.
23 8. Upon the execution of this agreement, the Insurance
24 || Commissioner shall give notice to the public that, within 20 days
25 || of the date of the notice, any consumer or his or her
26 | representative may réquest a hearing in which this agreement, or
27

any part of it, may be challenged. That notice shall include a
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copy of this agreement and this agreement shall not become final
until the expiration of the 20~day period or the disposition of
any kearing held theraon, whichever is later.

10. Respondent shall comply with all terms and conditions
of this agreement on or before March 31, 1863,

11. Respondent shall submit quarterly compliance reports
commencing with the last day of the calendar guarter I1n which the
order adeopting this agreement is entered and until zll terms and
conditions éf this agreement are satisfied, These reports shall
include, at a minimum, 1) the total principal and interest
amounts refunded by check and total principal and interest
amounts credited to policyholder accounts, and 2) the names, last
known addresses and principal and interest amounts @ue
policyholders whom Respondent has been unable to locate.

12. Respondent shall make disclosure of its rollback plan
in its Amnual Statement to the Califernia Depnitment of Insurance
and in its Annual Report to Members.

13, Respondent shall provide, within a reasonable time, any
information requested by the Department regarding the rollback
refund.

14. Resyondentishall dismiss all pending administrative and

Judicial actions challenging the Insurance Commissioner's rate

rollback regulations.

15. Respondent shall escheat all unpaid rollback refunds teo
the State of California in complisnce with applicable California
law.

16. ¥Nothing contained herein shall limiz the Insurance
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Commissioner’s ability to bring any actions that he may deem
necessary to enforce other provisions of law relating to
Respondent ox its rates, rating plan; rating system or
underwriting rales. -

DATE: Febroary /3, 1892 THE DOCTORS' COMPANY

By:

PI‘&I ideny-

Title

DATE: February £0, 1992 JORN GARAMENDI
Insurance Commissioner
State of {fornia

iy A
- By:

Steven Miller
Deputy Commissioner

QRPER

The terms of the foregoing stipulation are hereby adopted as
the order of the Insurance -Conmissioner of the State of

California in the above-entitled mattex.
March
DATE: FhbWhabY _‘{, 1992
leipmend.

JOHR GARAMENDI
Insurance Commissioner
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RN California Department of Insurance
IR John Garamendi, Commissioner
News Release

2R IMMEDIATE RELEASE: CCONTACT:
October 9, 1991 Bill Schuiz/Elena Starn
213/736-2381

FIRST INSURANCE COMPANY TO VOLUNTARILY COMPLY
WITH PROPOSITION 103

NORCAL Mutus! Agrees to 20 Percent Policyholder Refund Totalling $19.9 Million

in the first action of its kind, NORCAL Mutual insurance Company has agreed to voluntarily
comply with the roftback provisions of Proposition 103 enacted by California voters nearly three
years ago. and will return to policyholders a 20 percent rebate toialling $19.9 million, announced
insurance Commissioner John Garamendi.

"NORCAL Mutua! has wisely decided fo fulfiif the letter and spirit of Proposition 103, piace the
interests of its policyhoiders first, and put their roliback labifity behind them,” said Garamendi.
“While NORCAL Mutual is a unique company with & specialized niche market, | hopa their decision

il serve as an example to other insurers that Proposition 103 can ba fully, fairly and quickly
implemented.”

According to a supulation between NORCAL Mutual and the Depanment of Insurance, the
company will pay a refund of $15,316,000 and an additional estimated $4,558,972 in imerest. The
rebate is based on the company’s 1989 total premiums of $76,581,000, plus interest caiculated at
10 percent since May 8, 1983 (the date the California Supreme Court upheld the legality of
Prapgsition 103).

Refunds will ba paid to policyhoiders of the company between November 8, 1988 and
Navember 8, 198S. Current palicyholders wiif receive four quanerly installment credits applied to
their 1892 premium. If no longer insured by the company, policyholders will receive the entire
refund by March 3%, 1982,

The San Francisco-based muwal insurance company provides medical malpractice
coverage to physicians and, as a mutual company, is owned by the dnctors it insutes. NORCAL
Mutual has 9,000 policyholders in California.
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. Augus! 15, Garamendi announced that Californians are owed a totat of $2.5 bilion ir.
oposition 103 rebates. On Monday. October 7, Governor Wilson over-ruled his administration's
prior rejection of Garamendi's new emergency regulations that trigger the rolibacks mandated by
Croposition 103.
) The Departmaent of Insurance is now in the final stages of determining the rofiback amounts
gach insutance company wilt be required o rebate their policyholders.
On October 16, Garamendi wilt announce the first of numerous individual company roliback
amounis to be rebated 1o Calitornia policyhoiders.,

E2.X 4
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Grveenwood

Who Pays for Tort Liability Claims?
An Econormic Analysis of the U.S. Tort Liability System

Council of Economic Advisers
April 2002

Executive Summary

With conservatively estimated annual diract costs of $180 billion, or 1.8 percent of GDP,
the United States tort system is the most expensive in the world, more than double the
average cost of other industrialized nations. Whereas an efficient tort system has a
potentially important role to play in ensuring that firms have proper incentives to

ly impose excessive costs

produce safe products, poorly designed policias can mi
on society through forgone production of public and private goods and services. To the
extent that tort claims are economically excessive, they act like a tax on individuals and
firms. This paper pursues this analogy between inefficient tort litigation and taxes, and
examines the question of “who pays™ for gxcassive tort costs. It finds that the cost of
excessive fort may be quite substantial, with intermediate estimates equivalentto a 2
percent tax on consumption, a 3 percent tax on'wages, or a 5 percent tax on capitat
income. As with any tax, the economic burden of the “tort tax” is ultimately bomne by
individuals through higher prices, reduced wages, or decreased investment retums.
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Introduction

With estimated annuat direct costs of neary $180 biilion," or 1.8 percent of GDP,
the U.S. tort liability system is the most expensive in the world, more than double the
average cost of other industrialized nations that have been studied® This cost has
grown steadily over time, up from only 1.3 percent of GDP in 1970, and only 0.6 percent
in 1950. The current cost amounts to nearly $650 for every citizen of the United States,
and is one raason that many commentators have called for reform of the tort liability
system. The cost is especially troubling becausa only 20 percent of these doliars
actually go to claimants for economic damages, such as lost wages or medical

expanses.

Defenders of the status quo argue that the existing system protects ¢«
by making firms responsible for damages causad by their products and services. 3
Indeed, the underlying notion that firms are induced to recognize the full sociai cost of
their products is one economic rationale for an efficient tort system.* That is, just as
firms must pay compensation o employees and suppliers as pan of the cost of
producing output, ideally tort liability forces the firmn to consider the potential for damage
that the firm’s products may cause. In this sense, it is analogous to “making polluters
pay."’

However, poorly designed policies can mistakenly make polluters pay too much

and impose excessive costs on society through forgone production of public and private

! Direct costs include awards for ic and non-ec ic ¢ ini " atioemey fees and
the costs of defense.

* Tittinghast-Towers Perrin, U.S. Tort Costs: 2000, Trends and Findings on the Costs of the U.S. Tert System.”
February 2002

* Throughout this paper. we use the term “firm™ 10 refer o any producer of goods and services.

* Another economic arguniens sometimes used to support 1ort liability is that the right 1o sue provides consumers
with “insurance™ in the evem of an accident. For a discussion of the limitations of this view, see Paul Rubin, Tors
Reform by Conmract. Washington, D.C.: The AE} Press, 1993, For purposes of this paper. it shoukd be noted that
regardiess of the rationale for the system, the cost is still borne by individual workers, or i
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goods and services. Tort law alters firm behavior in a socially desirable manner if fort
liability claims are optimal. If claims are excessive and fail to provide proper incentives,
then these claims ara a drain on resources that can deter the production of desired
goods and services and reduce sconomic output. The United States bears the burden
of an expensive and inefficient liability system through higher prices, lower wages, and
decreased retums to investment, as well as lower levels of innovation.

The similarity between inefficient tort fitigation and faxes suggests that the
economic costs of the tort fiability system may be better understood by pursuing the
analogy between the expacted costs arising from the tort system and taxes on firms. As
with a tax, it is possible to exarnine the question of who bears the incidence of - that is,
who pays for — excessive tort costs. An important lesson in the economics of taxation is
that people pay taxes; firms are legal entities that can bear no real burden. Put
differently, the burden of any tax depends not on who writes the check (the legal
liability), which may be the firm, but rather on the market outcomes that shift the cost to

workers, consumers or owners of capital.

What Are the Role and Limits of Liability Laws in a Market Economy?

The production and sale of nearly every economic good or service entails a
degree of risk, however small, that the product may cause unintended harm. Children
can be injured playing with toys, patients may have adverse reactions to medications or
medical procedures, and workers may fall off ladders or be injured by machinery.
Because consumers often have less than perfect information about these risks and are
generally unable to insure against them, the government plays a potentially important
role in promoting health and safety.

Many policy tools are available to address such risks, including a reliance on
market forces. contracts, direct regulation, social insurance, and the legal fiability

system. Each approach has its relative strengths and weaknesses, and reliance on any
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single one may not be desirable.® In the United States, the tort system of lega! kiability
is sometimes viswed as contributing to overall social objectives by ensuring that fims
consider more fuily the health and safety aspects of their products.

A guiding insight is that competition in private markets for goods and services
pushes firms to produce the kinds of goods that consumers prefer using the most
efficient combination of labor, capital and other inputs. if consumers and firms are
already faced with incentives to weigh the social costs and benefits of their respective
consumption and production decisions, the burden of govemment policy is to preserve
economic efficiency by avoiding intervention.

For some transactions, however, it may be infeasible to account fully for all of the
relevant benefits and costs. A consumer purchasing a new car, for example, may have
neither the technical expartise nor the information necessary to fully evaluate the risk of
injury posed by a particuiar design featurs. 1t could also be costly to obtain compiete
information on every key aspect. Alternatively, a patient purchasing a medica!
procedure, for axample, may be unlikely to fully understand the complex risks, costs
and benefits of that procedure relative to others. Such a patient mustum to a
physician who serves as a *learned intermadiary,” though there remains the problem
that the patient may aiso not be abie to judge the skill of the physician from whom the
procedure is “purchased.” In such a case, the ability of the individual to pursue a liability
tawsuit in the event of an improper treatment, for example, provides an additional
incentive for the physician to follow good medical practice. indeed, from a broad social
perspective, this may be the least costly way to proceed ~ iess costly than trying to
aducate every consumer fully. In a textbook example, recognition of the expected costs

from the liability system causes the provider to undertake the extra effort or care that

* £ or broader discussion of the role of cach of these approaches, see W. Kip Viscusi, “Toward a Diminished Role for
Tort Liability: Social § ion, and y Risks to Health end Safety,” Fole
Journal on Regularion, Winter 1989,
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matches the customer’s desire to avoid the risk of harm. This process is what
economists refer to as “internalizing extemalities.” In other words, the liability system
makes persons who injure others aware of their actions, and provides incentives for
them to act appropriately.

Central to this view, however, is the notion that the exposure of fims to potential
tort liability costs provides proper incentives. In the specific context of punitive
damages, Professar W. Kip Viscusi of Harvard University makes the point that “the
linchpin of any law and economics argument in favor of punitive damages is that these
awards alter incentives.” in his research on corporate decisions regarding
environmental and safety torts, Viscusi evaluates the effect of punitive damages “by
examining the risk performance in the four states that do not parmit punitive damages
as compared with other states that do.” He finds that “this detailed affort to detect a
deterrent effect yielded no evidence of any safety incentive role. This lack of evidence
is consistent with the proposition that punitive damages are random.” if punitive
damages are essentially random, then they will not provide proper incentives for risk
mitigation. Instead, they will operate purely as a “tax” on firms — a cost with no
corresponding benefit.

Some scholars disagree with Viscusi's conclusion. For example, Professor
David Luban of Georgetown University argues that one should consider the “retributive
airms of punishment” as well as the deterrent aims.” However, tort liability only achieves
a goat of retribution if the economic burden of the punishment is borne by the
responsible party, which may not be the case if the costs are ultimatsly passed through
to investors, workers or consumers, or if punitive damages are essentially random, as
Viscusi argues. Professor Theodore Eisenbarg of Cornell Law Schoo! and severai co-

authors take an alternate view, claiming that tort liability is jargely predictable and is

W, Kip Viscusi, “Why There is No Defense of Punitive Damages,” Georgeiown Law Journal, November 1098,
? David Luban. “A Flswed Case Against Punitive Damages,” Georgeiown Law Journal, November 1998
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therefore capable of providing proper incentives to firms.® However, while both authors
question Viscusi's findings, neither provides direct empirical evidence to indicate that
punitive damages actually have a deterrent effect In fact, the empirical evidence that
Eisenberg and co-authars do offer is consistent with the possibility that punitive
damages are awarded on a random basis, as noted by Professor A. Mitchell Polinsky of
Stanford University.®

Other research has examined the effect of expected tort liability costs on
innovation and investments in safety. Al lower lavels of expected liability costs, Viscusi
and Professor Michael Moore of Duke University'® find that firms have incentives to
invest in product safety research in an effort fo reduce liability costs while still bringing a
particuiar product to market. At higher levels of expected liability costs, however, fims
will choose to forgo innovation or to withhold a product from the market, resulting in a
net negative effect of expected liability costs on innovation. Based on their estimates,
Viscusi and Moore identify many industry groups for which high liability costs exert a net
negative effect on innovation.

industry-specific studies by other authors have generally supported the resuits of
Viscusi and Moore, documenting negative effects of liability on innovation in many
areas, such as general aviation, chemicals, phammaceuticals, and medical practice. The
evidence of direct finkages betwean liability and safety in industry-specific anaiyses has
been weak. Other factors, such as regulation and the fear of bad publicity, may provide

stronger incentives to improve safety features than does legal fiability, though liability

* Theodore Eisenberg. John Goerd:, Brian Oswom, David Rottman, and Maniin Wells, “The Predicisbility of
Punitive Damages,” The Jowrnal of Legail Studies. lune 1997,

¥ A_ Mitchell Polinsky. "Are Punitive Dameges Really Insignificant, Predictable, and Rational? A Comment on
Eisenberg. et 8i..” The Joiwnal of Legal Studies. June 1997

MW, Kip Viscust and Michael Moore, “Product Liabifity, R h and D and § ion,” Jovrnal of
Political Ecomomy, 1993,
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may play an indirect role by encouraging the spread of safety-related information and by
bringing potential hazards fo the attention of regulators’’.

Reconciling these alternative views is bayond the scope of this paper. instead,
recognizing the controversy that exists about the incentive effects of tort liability in
general, and punitive damages in particular, this paper will consider several scenarios.
For our most cautious estimates of the size of the “litigation tax,” we make the very
strong assumption that both economic (e.q., loss of wages, medical expenses) and non-
economic {e.g., pain and suffering, loss of consortium, punitive) damages are currently
set at an optimal level. Wae then consider an intermediate case that treats non-
economic damages as essentially random and therefore part of the fitigation tax.

Finally, we consider the case in which alf of the costs of the U.S. tort system are treated
as economically excessive, which would result if both economic and non-economic

damages were largely random and failed to provide proper incentives.

What Are the Direct Costs of the U.S. Tort Liability System?

in the year 2000, according to a study by Tillinghast-Towers Perrin, the U.S. tont
system cost $179 billion. This includes $128 billion of “insured” costs derived from
financial data for the U.S. insurance industry. These data “are considered highly
reliable in that they are subject to audit and reviewed by state regulatory agencies.”
The costs include benefits paid to third parties or their atiorneys, claim handiing, legal
defense costs and insurance company administrative costs. Tillinghast estimates that
$30 billion in costs is paid by firms that insure themselves. Finally, they estimate that an
additional $21 billion is due fo medical malpractice. We will make use of these

Tillinghast estimates for illustrative purposes in this paper, although the main conceptual

" Peter Huber and Robent Litan, eds., The Liabitit: Mace: The finpact of Liohilin: Lavw on Safety and lenavation,
Washi D.C.; The Brookings Institution. 1991

"* Tiflinghast- Towers Perrin, ~U.S. Tont Costs: 2000, Trends and Findings on the Costs of the U.S. Tont Sysiem.”
February 2002, page 8
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contribution of this paper — that excessive tort claims act as a tax paid by individuals -
would hoid with equal force with any altemative maasure of direct costs.

The estimate of nearly $180 billion in direct costs of the LS. tort system is likely
o understate substantially the actuat costs of the tort system for sevaratl reasons. First,
the $180 billion estimate pre-dates September 11. The terrorist attacks have increased
the uncertainty suirounding logal hability cleims. insurance companies, uncertain how
fo assess new fiabilty risks, are raising premiums and capping or denying coverage. As
such, the cost of the tort system in the future will likely be even greater than the year
2000 estimates employed herein. Second, this estimate ignores the many economic
distortions that arise as a result of ndividuals and firms trying to avoid lawsuits. These
costs, which wifl be discussed in more detail below, can include distortions to labor
markets {e.g., doctors deciding not to practs rtain spediaities or in pasticular

commurities for fear of baing sued), the practice of “defensive medicine,” or the
decision by manufacturers to keep products off the market.”> Third, this estimate also

ignores the p: ial deleterious effect of excessive tort claims on innovation. In

product areas where fitigation is frequent and costly, the prospect of high liability claims
may be enough to ward off any potential new entrants.

Lacking a more comprehensive estimate of total costs, however, we will use the
$180 bilion as an initial conservative estimate of total tort costs. An even more difficult
issue is deciding how much of this $180 biltion is economically “excessive.” There is no
sasy or widely accepted empirical answer to this question. To the extent that awards
are largely “random” and fail ta provide incentives to firms, most, or even ell, of the tort
expenses are excessive. Alternatively, to the extent that demeges awarded to
claimants are a good proxy for the actual damages caused, the fraction of tort costs that

¥ Some anecdots! evidence of these costs can be found in Miche! Freedman's “The Ton Mess,” Forbes.com. May
13,2002
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go to ciaimants to compensate for damages, plus reasonable “transactions costs,” could
be loosely viewed as the “right” level. and costs above this amount as being excessive.
To pursue this line of reasoning, recall that more than half of the total annuai cost
of tort is due to administrative expenses and legal fees. As observed, “viewed as a
mechanism for compensating victims for their economic losses, the tort system is
extremely inefficient, retumning only 20 cents of the fort cost dollar for that purpose.”™
This share of total tort costs that go to direct compensation for victims is jower than in
the past. in the late 1980s and early 1990s, economic damages accounted for 22-25

percent of total tort system costs.!®

Figure 1: Distribution of Liabllity Costs

BAwards for
Economic Loss

W Awards for Non-
Economic Loss

QAdministration

nliamant’s
Attomey Feas
u Defonse Costs

Source: Titinghast-Towers Permin, February 2002
As indicated in Figure 1, an additional 22 cents goes to claimants for non-
economic damages, such as pain and suffering, loss of consortium and punitive
damages. The remaining 58 percent of tort costs go to pay for administration,..—
claimants' altorney fees, and defense costs. However, one should not necessarily view
the entire 58 percent as “excessive,” because some level of “transactions costs” is
required in order to administer any systam. As a guide for what is a reasonable level of

costs, we use the experience of the Workers' Compensation system in the United

™ thid ,page 12
"* According 1o previous studies by Tillinghast-Towers Pervin published in 1995, 1992 and 1989.
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States, which is designed to deliver compensation efficiently to workers who are injured
on the job, Workers’ compensation is a no-fault system, and thus litigation costs will be
lower. According to the National Academy of Social insurance, for every doliar paid to
workers' compensation claimants, approximately 23 cents is paid in administrative
costs.'® Using this assumption that *fair’ administrative costs should be roughly equal
to 23 percent of damages paid o claimants, one can begin fo estimate the “excessive”
costs inherent in the U.S. tort system.

Even if we start with the extremaly cautious assumption that both economic ($36
billion} and non-economic damages (340 bilfion) are set at an economically efficient
level, and that an additional 23 percent should be spent on administration, an efficient
tort system would result in transfers of only $83 billion per year.'” By this cautious
calculation, the current U.S. tort system includes “excessive” tort costs of $87 billion per
year.'® Were one tc adapt the assumption that non-economic damages are random,
the “litigation tax” would rise to $136 billion per year, even after accounting for
reasonable administrative expenses.™ To the extent that the economic damages
awarded by the tort system are not well targeted and therefore fail to provide proper
incentives to firms, the entire $180 billion in direct costs is economically excessive.

Another useful perspective is provided by comparing the cost of tort liability in the
United States to that of other developed countries. While it is difficuit to make cross-
national comparisons because of data limitations, estimates by Tillinghast-Towers
Perrin suggest that the U.S. tort system is substantially more costly than that of other
countries. As shown in figure 2, U.S, tort costs in 1998 were 1.9 percent of GDP,

approximately double the average cost of the other nations studied. Only Italy, with

'* National Academy of Social 1 “Workers’ Comp ion: ¥ fits, Coverage and Costs. 1999 New
Estimates and 1996-1998 Revisions,™ May 2001,

17 (Economic damapes (536 b.) + Non-Economic damages (340 b.)) * Administrative cost factor {1.23} = Non-
excessive tort costs ($93 b.)

¥ Toral tort costs (3180 b.) — Non-excessive tort costs ($93 b.j = Excessive tort costs (387 h.}

¥ Total ($180 b.) — (Economic($36 b.) *Admin cost factor(1.23)) = Excessive tort costs ($136 b.}




222

costs of 1.7 percent of GDP, rivaled the U.S. in total direct costs. Tort costs in
Denmark, the United Kingdom, France, Japan, Canada and Switzerland are all
estimated to be less than 1 percent of GDP.

Figure 2

internstional Tort Costs as & Percentage of GDP, 1998
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Source: Tillinghast-Towers Perrin, *U.S. Tort Costs: 2000"

How Large is the Burden of the Litigation Tax?

Regardiess of which estimate of the direct cost presented above is closest to the
truth, it is likely to substantially underestimate the total economic cost of the U.S. tort
system. In the analysis of taxation, economists recognize that the total burden of a tax
exceeds the revenue it collects. The excess burden or “deadweight loss” of taxation
arises because taxes distort production and consumption decisions. In the current
setting, an example of this phenomenon is that physicians may prescribe unnecessary

precautionary treatments, often referred to as “defensive medicine,” in order to avoid
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non-financial litigation penalties such as harm to their reputations and the time and
stress associated with a malpractice suit.?® Some socially desirable products and
services are likely never produced due to excessive tort liability claims.

Anecdotal evidence suggests that some products that may have a net benefit to
society as a whole are withheld from the marketplace due to excessive concerns of
liability from the tort system. For example, concerns over liability have resutted in
withdrawals of certain medicines, and halted the production of vaccines such as
smalipox and DPT. In trying to gauge the size of these costs, the appropriate measure
of loss is the difference between the value of the good that is not produced and the
value of the next best alternative. Because only one of these goods is produced in the
market, it is difficuli to assess this joss. The net economic cost of these types of actions
is difficult to quantify, and is not inciuded in the $180 billion estimate.

Despite these difficulties, one can approximate the magnitude of the deadweight
loss through the literature on taxation. Recent research by Professor Dale Jorgenson of
Harvard University estimates that the marginal deadweight loss per doliar of revenue
raised by the corporate income tax in the United States is 27.9 cents.?' If all tort claims
have a comparable deleterious effect on the economy, the deadweight loss resuiting
from the $180 billion in diract costs wouid be an additional $50 biliion. Even using the
most cautious estimate that excessive direct costs total $87 billion, an additional 27.9
percent deadweight loss would bring the total cost of the litigation tax to $111 bitlion. In
the intermediate case with direct costs of $136 billion, the total economic burden would

be $174 billion annually.

* Daniel Kessler and Mark McClellan, Do Doctors Pracuce Defensive Medicine”” The GQuarter(y Journal of
FEconomics, May 1996,

* Dale Jorgenson and Kun-Young Yun, Investment, Volume 3. Lifiing the Burden: Tax Reform. the Cost of Capial.
and U.3 Economic Growdr. 2001, Tabie 7.10. page 287,
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Who Pays for Excessive Liability Claims?

Who pays the litigation tax? While a tax may be collected from a firm, its burden
must ultimately be bome by individuals through job loss or a reduction in wages
(workers), an increase in consumer prices {consumers), a decline in property values
{landowners), or a reduction in profits and thus share prices {(owners of capital}. Of
course, these categories are not mutuaily exclusive. The same person could suffer
from lower wages, face higher prices for products, and have lower returns on his
pension assets.

Determinina the true economic burden. or economic incidence. of atax is a
complex undertaking, as it requires that one consider how wages and prices have
adjusted throughout the economy as a resutt of the tax. If wages fall as the result of a
tax, economists say that the tax has been shifted backward onto labor. If prices rise,
economists say that the tax has been shiffed forward to consumers.®? Alternatively, firm
profitability could be reduced, in which case the tax burden is borne by participants in
private pension ptans and owners of stocks and mutual funds.

For example, in the United States, the Social Security system coliects 12 4
percent of a worker's wages23 to support retirement and disability benefit payments.
Half of this, or 6.2 percent, is levied on the worker. The remaining 6.2 percent is levied
on the employer. However, most of the employer-paid portion of the social security tax
is shifted backward so that the employer portion of the payrolf tax has the same effect
on a worker as does the portion levied directly on the worker. Thus, even though
employees legally bear only half of the payroll tax, they bear the fult — or almost full —

aconomic burden of the tax through lower wages 2

= Joseph . Stiglite, Economics of the Public Sector, Third Edimon, New York: W. W, Norton, 2000,
ge 483,

': Up 10 a maximum taxablke amount of $84.50G0 in 2002,

- Joseph £, Sugtitz. Economics of the Public Secror. Third Editon, New York: W. W. Nortan. 2000,

page 483,
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analysis at all. OTA makes the assumption that the tax is borne by owners of capital.
Traditionally, the CBO has used three different variations: 100 percent by capital, 100
percent by labor, and half by each. The inconsistent set of assumptions and
methodologies across agencies highlights the uncertainty about the economic incidence
of the corporate income tax. In fact, a recent survey of economists who specialize in
public finance found that virtually all of these economists believe that the burden of the
corporate income tax is shared by both capital and labor generslly, but “there is
significant disagreement about the precise division.”?

To the extent that capital markets are globally linked, allowing capital to flow
freely across borders, the after-tax rate of retum to capital must be equated across
countries. One implication is that if tort liability raises the cost of capital in the United
States, mobile capital will seek the relatively higher return available elsewhere, until
rates of return are again equalized. The result is that the capital stock in the United
States may be smaller with high tort costs than with fow tort costs. A smaller capital
stock means there is less capital per worker, thus lowering productivity and wages. In
this way, the costs of tort may fall on the less mobile factors of production, namely labor.
if global capital markets were fully integrated and capital freely mobile, then the entire
burden of the costs of excessive tort in the United States couid be shifted to labor
through reduced real wages and consumers through higher prices.

The relative magnitude of the burden of excessive tort costs in the U.S. is quite
substantial. For perspective, in the year 2000, total wage and salary disbursements to
private industries (i.e., excluding government workers) totaled just over $4 trillion.”’
Taking the extremely conservative excessive cost estimate of $87 billion — an estimate

that treats the current level of economic and non-economic damages as appropriate,

* Victor R. Fuchs. Alan B. Krueger. and James M. Poterba, “Why Do Economists Disagree about Policy? The
Roles of Beliefs about Parameters and Values.” National Bureau of Economic Research Working Paper No. 6151,
August 1997, page 12

7 Econamic Report of the President, February 2002, Table B-29.

15
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allows for a reasonable administrative charge of 23 percent of the award, and ignores
the deadweight burden — the litigation tax is equivalent to a 2.1 percent wage and salary
tax shifted onto private sector workers. Alternatively, if this $87 billion were shifted
forward to consumers through higher prices, this would be equivaient to a 1.3 percent
tax on personal consumption.?® If the excess burden were not passed through to fabor
or consumers, and instead was borne entirely by capital, then it would be equivalent to
a tax on capital income of 3.1 percent.?® it should be noted that nearly 80 miltion
Americans own corporate stock, either individually or through their pension funds.® in
fact, over 20 percent of corporate stock in the U.S. is held by public and private pension
funds — suggesting that if this litigation tax is not passed through to workers via wage
reductions or price increases, workers are still hammed through reduced returns on their
retirement saving.

Table 1 below illustrates the “tax equivalence” of tort litigation costs under
various assumptions about the incidence of the tax, and the size of the excessive tort
costs. As a lower bound on the size of the litigation tax, we treat all economic and non-
economic damages as economically appropriate, allow for 23 percent administrative
costs, and ignore the deadweight burden. This transiates to a litigation tax of
approximately $87 biflion per year. For an intermediate estimate, we include non-
eccnomic damages in the excess cost of tort, following the work of Viscusi. This implies
a litigation tax of $136 billion per year. ignoring the deadweight loss. For an upper-
bound estirate. we treat alf tort costs as economically excessive, and also include an
estimated $50 billion in deadweight boss.

As illustrated in Table 1. under the assumption that the tax is fully shifted forward

through prices, the annual excessive tort costs are equivalent to a tax on consumption

* Economic Report of the President. February 2002, Table B-.

~ According to unpublished data trom the Productivity and Technology Division of the Bureau of Labor Statisiics,
the capital tnon-labor) share of nonfarm business output was $2.762 billion in 2001,

' tnvestment Company Institute, Equin Ownership in America, 1999,
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ranging from 1.3 percent to 3.4 percent. Alternatively, if shifted backwards onto labor,
the “litigation tax” is equivalent to a tax on wages from 2.1 percent {0 as high as 5.7
percent. If the incidence of the tax falls on investors, it is equivalent to a {ax on capital
ranging from 3.1 percent to 8.2 percent. The final row of Table 1 illustrates the case in
which the burden of the litigation tax is shared by consumers, workers and investors.®'
Whether it falls entirely on labor, or whether some portion of it also falls on capital
owners in the U.S., the cost to the U.S. economy is substantial. For example, in the
vear 2000, the intermediate cost estimate of $136 billion is more than the Federal
government spent on all of the following programs combined: Education, training, and
employment; general science; space and technology. conservation and land
management; poilution controt and abatement; disaster relief and insurance; community
development; Federal law enforcement and administration of justice; and
unemployment compensation.®? Alternatively, $136 billion is two-thirds the amount of
revenue collected from the corporate income tax® or nearly half (46 percent} of the
amount spent on national defense.® Viewed differently, at more than 3 percent of
wages per year, the cost of the litigation tax is also far more than enough money to
solve Social Security's long-term financing crisis. To a family of average income, three
percent of wages is also the cost of more than three months of groceries, six months of
utility payments, or eight months of health care costs®>. Thatis, $136 billion represents

a large drain on the productive resources of the United States.

* The assumed division is 25 percent through prices, 25 percent through wages. and 50 percent through reduced
investment returns. This incidence assumption is based on one of the corporate 12x incidence scenarios used by
Joseph A. Pechman in Who Paid the Taxes, 1966-85. Washington, D.C.. The Brookings Institution. 1985, p.35.
** Budget of the United States Governmens, Fiscal Year 2003. Historical Tables, Table 3.2, pages 53-69.

Yihid, Table 2.1 page 30.

“bid, Table 3.1. page 31

'> Bureau of Labor Statistics. “Consumer Expenditures in 1999." May 2001.
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Table 1
Size of the Tort Litigation Tax

Annuat "Excessive” Tort Costs

Equivalent
Incidence Assumption Tax Base $87 biliion | $136 billion | $230 billion

Fully shifted forward Consumption 1.3% 2.0% 3.4%
Through prices Tax

Fully shifted backward Wage 2.1% 3.3% 57%
Onto workers Tax

Fully borne by Capital 3.1% 4.9% 8.2%
Investors Tax

25% shifted through prices, | Consumption 0.3% 0.5% 0.8%

25% shifted through wages, Wage 0.5% 0.8% 1.4%

50% borne by investors Capital 1.6% 24% 41%

Source: CEA calculations. The taxes are calculated by dividing the annual excessive tort costs by the
appropriate base. The consumption base is total personal consumption expenditures which totated
$6,728 niition in the year 2000. The wage base is total wage and safary disbursements to private
industries, which totaled $4,069 billion. The capital base is non-labor payments in national income, which

totaled $2.789 in the year 2000
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Summary

The cost of the U.S. legal liability system has increased substantially over the
past several decades. While economic theory suggests a potentially useful role fora
tort system in providing proper incentives, excessive tort costs are akin to a tax on firms.
Like any tax, this "ltigation tax” imposes deadweight losses on the economy in the form
of praducts and services that are naver produced as a result of the fear of litigation.
Both the direct and indirect costs of excessive tort must ultimately be borne by
individuals in the economy through some combination of higher prices, lower wages,

and reduced returns to investments.
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DO DOCTORS PRACTICE DEFENSIVE MEDICINE?*

DanteL KESSLER AND MARK MCCLELLAN

“Defensive rmedicine” 18 a potentially serious social problem: if fear of liability
dnives health care providers to admimster treatments that do not have worth-
while medical benefits, then the current iiabihity system may generate wnefficien-
cies much larger than the costs of eompensating malpractice claimants. To obtain
direct empirical evidence on this question, we analyze the effects of malpractice
hability reforms using data on ail elderly Medicare beneficianes treated for sen-
ous heart disease 1n 1984, 1987, and 1990 We find that melpractice reforme that
directly reduce provider liability pressure iead to reductrons of 5 to 9 percent 1n
medical expenditures without substantal effects on mortahty or med:cal compl-
cations. We conclude that halhity reforms can reduce defensive medical practices

InTRODUCTION

The medical malpractice liability system has two principal
roles: providing redress to individuals who suffer negligent injur-
ies, and creating incentives for doctors to provide appropriately
careful treatment to their patients [Bell 1984]. Malpractice law
seeks to accomplish these goals by penalizing physicians whose
negligence causes an adverse patient health outcome, and using
these penalties to compensate the injured patients [Danzon
1985]. Considerable evidence indicates that the current malprac-
tice system is neither sensitive nor specific in providing compen-
sation. For example, the Harvard Medical Practice Study [1990]
found that sixteen times as many patients suffered an injury
from negligent medical care as received compensation in New
York State in 1984. In any event, the cost of compensating mal-
practice claimants is not an important source of medical expendi-
ture growth: compensation paid and the costs of administering
that compensation through the legal system account for less than
1 percent of expenditures [OTA 19931

The effects of the malpractice system on physician behavior,
in contrast, may have much more substantial effects on health

*“We would hke to thank Randall Bovhjerg, David Genesove, Jerry Hausman,
Paul Joskow, Lawrence Katz, W Page Keeton, Gary King, A. Mitchell Polinsky,
George Shepherd, Frank Sloan, seminar participants at Northwestern University,
the University of Michigan and the National Bureau of Economic Research, and
two anonymous referses for advice, assistance, and helpful comments Jeffrey
Geppert and Mohan Ramantjan provided excelient research assistance. Funding
from the National Institute on 'ns, Harvard/MIT Research Trmmrg Group in
Positive Political Economy, and the John M Ohn Foundation is greatly appreat-
ated All errors are our own.

© 1996 by the Pressdent and Fellows of Harvard College and the Massachusetts Institute
of Technology
The Quarterly Journal of Economics, May 1996

Copyright © 2001. All Rights Reserved.
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care costs and outcomes, even though virtually all physicians are
fully insured against the financial costs of malpractice such as
damages and legal defense expenses. Physicians may employ
costly precautionary treatments in order to avoid nonfinancial
penalties such as fear of reputational harm, decreased self-
esteem from adverse publicity, and the time and unpleasantness
of defending a claim {Charles, Pyskoty, and Nelson 1988; Weiler
et al. 1993].

On the one hand, these penalties for malpractice may deter
doctors and other providers from putting patients at excessive
risk of adverse health outcomes. On the other hand, these penal-
ties may also drive physicians to be too careful—to administer
precautionary treatments with minimal expected medical benefit
out of fear of legal liability—and thus to practice “defensive medi-
cine.” Many physicians and policy-makers have argued that the
incentive costs of the malpractice system, due to extra tests and
procedures ordered in response to the perceived threat of a medi-
cal malpractice claim, may account for a substantial portion of
the explosive growth in health care costs [Reynolds, Rizzo, and
Gonzalez 1987; OTA 1993, 1994]. The practice of defensive medi-
cine may even have adverse effects on patient health outcomes,
if liability induces providers either to administer harmful treat-
ments or to forgo risky but beneficial ones. For these reasons,
defensive medicine is a crucial policy concern [Sloan, Mergen-
hagen, and Bovbjerg 1989).

Despite this policy importance, there is virtually no direct
evidence on the existence and magnitude of defensive medical
practices. Such evidence is essential for determining appropriate
tort liability policy. In this paper we seek to provide such direct
evidence on the prevalence of defensive medicine by examining
the link between medical malpractice tort law, treatment inten-
sity, and patient outcomes. We use longitudinal data on all el-
derly Medicare recipients hospitalized for treatment of a new
heart attack (acute myocardial infarction, or AMI) or of new isch-
emic heart disease (IHD) in 1984, 1987, and 1990, matched with
information on tort laws from the state in which the patient was
treated. We study the effect of tort law reforms on total hospital
expenditures on the patient in the year after AMI or THD to mea-
sure intensity of treatment. We also model the effect of tort law
reforms on important patient outcomes. We estimate the effect of
reforms on a serious adverse outcome that is common in our
study population: mortality within one year of occurrence of the

Copvright © 2001, Alf Rights Reserved
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cardiac illness. We also estimate the effect of tort reforms on two
other common adverse outcomes related to a patient’s quality of
life: whether the patient experienced a subsequent AMI or heart
failure requiring hospitalization in the year following the initial
illness.

To the extent that reductions in medical malpractice tort lia-
bility lead to reductions in intensity but not with increases in
adverse health outcomes, medical care for these health problems
is defensive; that is, doctors supply a socially excessive level of
care due to malpractice liability pressures. Put another way, tort
reforms that reduce liability also reduce inefficiency in the medi-
cal care delivery system to the extent that they reduce health
expenditures which do not provide commensurate benefits. We
assess the magnitude of defensive treatment behavior by calcu-
lating the cost of an additional year of life or an additional year
of cardiac health achieved through treatment intensity induced
by specific aspects of the liability system. If liability-induced pre-
caution results in low expenditures per year of life saved relative
to generally accepted costs per year of life saved of other medical
treatments, then the existing liability system provides incentives
for efficient care. But if liability-induced precaution results in
high expenditures per year of life saved, then the liability system
provides incentives for socially excessive care. Because the preci-
sion with which we measure the consequences of reforms is criti-
cal, we include all U. S. elderly patients with heart diseases in
1984, 1987, and 1990 in our analysis.

Section 1 of the paper discusses the theoretical ambiguity of
the impact of the current liability system on efficiency in health
care. For this reason, liability policy should be guided by empiri-
cal evidence on its consequences for “due care” in medical prac-
tice. Section 1l reviews the previous empirical literature. Al-
though the existing evidence on the effectiveness of alternative
Liability rules has provided considerable insights, direct evidence
on the crucial effects of the tort system on physician behavior is
virtually nonexistent. Section 1II presents our econometric mod-
els of the effects of liability rules on treatment decisions, costs,
and patient cutcomes, and formally describes the test for defen-
sive medicine used in the paper. We identify liability effects by
comparing trends in treatment choice, costs, and outcomes in
states adopting various liability reforms to trends in those that
did not. We also review a number of approaches to enriching the
model, assisting in the evaluation of its statistical validity and

Convricht © 2001 Alt Riohts Reserved
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providing further insights into the tort reform effects. Section IV
discusses the details of our data, and motivates our analysis of
elderly Medicare beneficiaries for purposes of assessing the costs
of defensive medicine. Section V presents the empirical results.
Section VI discusses implications for pelicy, and Section VII
concludes.

I. MALPRACTICE LIABILITY AND EFFICIENT PRECAUTION
In HEaLTH CARE

In general, malpractice claims are adjudicated in state courts
according to state laws. These laws require three elements for a
sucecessful claim. First, the claimant must show that the patient
actually suffered an adverse event. Second, a successful malprac-
tice claimant must establish that the provider caused the event:
the claimant must attribute the injury to the action or inaction
of the provider, as opposed to nature. Third, a successful claimant
must show that the provider was negligent. Stated simply, this
entails showing that the provider took less care than that which
is customarily practiced by the average member of the profession
in good standing, given the circumstances of the doctor and the
patient [Keeton et al. 1984]. Collectively, this three-part test of
the validity of a malpractice claim is known as the “negligence
rule.”

In addition to patient compensation, the principal role of the
liability system is to induce doctors to take the optimal level of
precaution against patient injury. However, a negligence rule
may lead doctors to take socially insufficient precaution, such
that the marginal social benefit of precaution would be greater
than the marginal social cost. Or, it may lead doctors to take so-
cially excessive precaution, that is, to practice defensive medi-
cine, such that the marginal social benefit of precaution would be
less than the marginal social cost [Farber and White 1991]. The
negligence rule may not generate socially optimal behavior in
health care because the private incentives for precaution facing
doctors and patients differ from the social incentives. First, the
costs of accidents borne by the physician differ from the social
costs of accidents. Because malpractice insurance is not strongly
experience rated [Sloan 1990], physicians bear little of the costs
of patient injuries from malpractice. However, physicians bear
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significant uninsured expenses in response to a malpractice
claim, such as the value of time and emotional energy spent on
legal defense [OTA 1993, p. 7]. Second, patients and physicians
bear little of the costs of medical care associated with physician
precaution in any particular case because most health care is fi-
nanced through health insurance. Generally, insured expenses
for drugs, diagnostic tests, and other services performed for pre-
cautionary purposes are much larger than the uninsured cost of
the physician’s own effort. Third, physicians bear substantial
costs of accidents only when patients file claims, and patients
may not file a malpractice claim in response to every negligent
medical injury {Harvard Medical Practice Study 1990].

The direction and extent of the divergence between the pri-
vately and socially optimal levels of precaution depends in part
on states’ legal environments. Although the basic framework of
the negligence rule applies to most medical malpractice claims in
the United States, individual states have modified their tort law
to either expand or limit malpractice liability along various di-
mensions over the past 30 years. For example, several states
nave imposed caps on malpractice damages such that recoverable
losses are limited to a fixed dollar amount, such as $250,000.
These modifications to the basic negligence rule can affect both
he costs to physicians and the benefit to patients from a given
malpractice claim or lawsuit, and thereby also affect the fre-
juency and average settlement amount (“severity”) of claims. We
1se the term malpractice pressure to describe the extent to which
1 state’s legal environment provides high benefits to plaintiffs or
1igh costs to physicians or both. (Malpractice pressure can be
nuitidimensional.)

If the legal environment creates little malpractice pressure
ind externalized costs of medical treatment are small, then the
srivately optimal care choice may be below the social optimum.
[n this case, low benefits from filing malpractice claims and law-
suits reduce nonpecuniary costs of accidents for physicians, who
nay then take less care than the low cost of diagnostic tests, for
xxample, would warrant. However, if the legal environment cre-
ites substantial malpractice pressure and externalized costs of
reatment are large, then the privately optimal care choice may
>e above the social optimmum: privately chosen care decisions will
»e defensive. For example, increasing technological intensity
with a reduced share of physician effort costs relative to total
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medical care costs) and increasing generosity of tort compensa-
tion of medical injury would lead to relatively more defensive
medical practice.

Incentives to practice defensively may be intensified if judges
and juries impose liability with error. For example, the fact that
health care providers’ precautionary behavior may be ex post dif-
ficult to verify may give them the incentive to take too much care
[Cooter and Ulen 1986; Craswell and Calfee 1986]. Excessive care
results from the all-or-nothing nature of the liability decision:
small increases in precaution above the optimal level may result
in large decreases in expected liability.

Because privately optimal behavior under the basic negli-
gence rule may result in medical treatment that has marginal
social benefits either greater or less than the marginal social
costs, the level of malpractice pressure that provides appropriate
incentives is an empirical question. In theory, marginal changes
to the negligence rule can either improve or reduce efficiency, de-
pending on their effects on precautionary behavior, total health
care costs, and adverse health outcomes. Previous studies have
analyzed effects of legal reforms on measures of malpractice pres-
sure, such as the level of compensation paid malpractice
claimants. To address the potentially much larger behavioral con-
sequences of malpractice pressure, we study the impact of
changes in the legal environment on health care expenditures to
measure the marginal social cost of treatment induced by the lia-
bility system, and the impact of law changes on adverse health
events to measure the marginal social benefit of law-induced
treatment. As a result, we can provide direct evidence on the effi-
ciency of a baseline malpractice system and, if it is inefficient,
identify efficiency-improving reforms.

II. PrREVIOUS EMPIRICAL LITERATURE

The previous empirical literature is consistent with the hy-
pothesis that providers practice defensive medicine, although it
does not provide direct evidence on the existence or magnitude of
the problem. One arm of the literature uses surveys of physicians
to assess whether doctors practice defensive medicine [Reynolds,
Rizzo, and Gonzalez 1987; Moser and Musaccio 1991; OTA 1994).
Such physician surveys measure the cost of defensive medicine
only through further untestable assumptions about the relation-
ship between survey responses, actual treatment behavior, and
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patient outcomes. Although surveys indicate that doctors believe
that they practice defensively, surveys only provide information
about what treatments doctors say that they would administer in
a hypothetical situation: they do not measure behavior in real
situations.

Another body of work uses clinical studies of the effective-
ness of intensive treatment [Leveno et al. 1986, Shy et al. 1990].
These studies find that certain intensive treatments which are
generally thought to be used defensively have an insignificant im-
pact on health outcomes. Similarly, clinical evaluations of mal-
practice control policies at specific hospitals have found that
intensive treatments thought to serve a defensive purpose are
“overused” by physicians [Masters et al. 1987]. However, this
work does not directly answer the policy question of interest: does
intensive treatment administered out of fear of malpractice
claims have any effect on patient outcomes? Few medical techno-
logies in general use have been shown to be ineffective in all ap-
plications, and the average effect of a procedure in a population
may be quite different from its effect at the margin in, for ex-
ample, the additional patients who receive it because of more
stringent liability rules [McClellan 1995). Evaluating malprac-
tice liability reforms requires evidence on the effectiveness of in-
tensive treatment in the “marginal” patients.

A third, well-developed arm of the literature estimates the
effects of changes in the legal environment on measures of the
compensation paid and the frequency of malpractice claims. Dan-
zon [1982, 1986] and Sloan, Mergenhagen, and Bovbjerg [1989]
find that tort reforms that cap physicians’ liability at some maxi-
mum level or require awards in malpractice cases to be offset by
the amount of compensation received by patients from collateral
sources’ reduce payments per claim.2 Danzon [1986] also finds

1 Reforms requinng collateral-source offset revoke the common-law default
rule which states that the defendant must bear the full cost of the injury suffered
by the plainuff, even if the plaintff were rompensated for all or part of the cost
by an independent or “collateral” scurce Under the common-law default rule,
defendants hable for medical malpractice always bear the cost of treating a pa-
trent for medical iyunes resulting from the malpractice, even 1f the treatment
were financed by the patient’s own health msurance. Either the plaintiff enjoys
double recovery (the plainuff recovers from the defendant and his own health
insurance for medical expenses attributable to the injury) or the defendant reim-
burses the plaintiff’s (subrogee) health msurer, depending on the plaintuT's 1nsur-
ance contract and state or federal law However, some states have enacted reforms
that spectfy that total darnages payable in a malpractice tort are to be reduced by
all or part of the value of collateral source payments

2 Estimates of the impact of reforms on claim severity vary over ume and
across studies Based on 1975-1978 data, Danzon {1982, p 30] reports that states
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that collateral-source-rule reforms and statute-of-limitations re-
ductions reduce claim frequency. Based on data from malpractice
insurance markets, Zuckerman, Bovbjerg, and Sloan [1990] and
Barker [1992] reach similar conclusions: Zuckerman, Bovbjerg,
and Sloan find that caps on damages and statute-of-limitations
reductions reduce malpractice premiums, and Barker finds that
caps on damages increase profitability.

Despite significant variety in data and methods, this litera-
ture contains an important unified message about the types of
legal reforms that affect physicians’ incentives. The two reforms
most commonly found to reduce payments to and the frequency
of claims, caps on damages and collateral-source-rule reforms,
share a common property: they directly reduce expected malprac-
tice awards. Caps on damages truncate the distribution of
awards; mandatory collateral-source offsets shift down its mean.
Other malpractice reforms that only affect malpractice awards
indirectly, such as reforms imposing mandatory periedic pay-
ments (which require damages in certain cases to be disbursed
in the form of an annuity that pays out over time} or statute-
of-limitations reductions, have had a less discernible impact on
liability and hence on malpractice pressure.

However, estimates of the impact of reforms on frequency
and severity from these analyses are only the first step toward
answering the policy question of interest: do doctors practice de-
fensive medicine? Taken alone, they only provide evidence of
the effects of legal reforms on doctors’ incentives; they do not pro-
vide evidence of the effects of legal reforms on doctors’ behavior.
Identifying the existence of defensive treatment practices and
the extent of inefficient precaution due to legal liability re-
quires a comparison of the response of costs of precaution and
the response of losses from adverse events to changes in the
legal environment.

A number of studies have sought to investigate physicians’
behavioral response to malpractice pressure. These studies gen-
erally have analyzed the costs of defensive medicine by relating
physicians’ actual exposure to malpractice claims to clinical prac-

enacting caps on damnages had 19 percent lower awards, and states enacting man-
datory collateral source offsets had 50 percent lower awards Based on 1975-1984
data, Danzon (1986, p. 26) reports that states enacunicapa had 23 percent lower
awards, and states enacting collateral source offsets had 11 to 18 percent lower
awards Based on 1975-1978 and 1984 dats, Sloan, Mergenbagen, and Bovbjerg
[1989] find that caps reduced awards by 38 to 38 percent, and collateral-source
offsets reduced awards by 21 percent
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tices and patient outcomes [Rock 1988; Harvard Medical Practice
Study 1990; Localio et al. 1993; Baldwin et al. 1995}, Rock, Lo-
calio et al., and the Harvard Medical Practice Study find results
consistent with defensive medicine; Baldwin et al. do not. How-
ever, concerns about unobserved heterogeneity across providers
and across small geographic areas qualify the results of all of
these studies. The studies used frequency of claims or magnitude
of insurance premiums at the level] of individual doctors, hospi-
tals, or areas within a single state over a limited time period to
measure malpractice pressure. Because malpractice laws within
a state at a given time are constant, the measures of malpractice
pressure used in these studies arose not from laws but from pri-
marily unobserved factors at the level of individual providers or
small areas, creating a potentially serious problem of selection
bias. For example, the claims frequency or insurance premiums
of a particular provider or area may be relatively high because
the provider is relatively low quality, because the patients are
particularly sick (and hence prone to adverse outcomes), because
the patients had more “taste” for medical interventions (and
hence are more likely to disagree with their provider about man-
agement decisions), or because of many other factors. The sources
of the vanation in legal environment are unclear and probably
multifactorial. All of these factors are extremely difficult to cap-
ture fully in observational data sets and could lead to an appar-
ent but noncausal association between measured malpractice
pressure and treatment decisions or outcomes.

Thus, while previous analyses have provided a range of in-
sights about the malpractice liability system, they have not pro-
vided direct empirical evidence on how malpractice reforms
would actually affect physician behavior, medical costs, and
health outcomes.

II1. ECONOMETRIC MODELS

Our statistical methods seek to measure the effects of
changes in an identifiable source of variation in malpractice pres-
sure influencing medical decision making—state tort laws—that
is not related to unobserved heterogeneity across patients and
providers. We compare time trends across reforming and nonre-
forming states during a seven-year period in inpatient hospital
expenditures, and in outcome measures including all-cause car-
diac mortality as well as the occurrence of cardiac complications
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directly related to quality of life. We model average expenditures
and outcomes as essentially nonparametric functions of patient
demographic characteristics, state legal and political characteris-
tics, and state- and time-fixed effects. We model the effects of
state tort law changes as differences in time trends before and
after the tort law changes. We test for the existence and magni-
tude of defensive medicine based on the relationship of the law-
change effects on medical expenditures and health outcomes.

While this strategy fundamentally involves differences-in-
differences between reforming and nonreforming states to iden-
tify effects, we modify conventional differences-in-differences es-
timation strategies in several ways. First, as noted above, our
models include few restrictive parametric or distributional as-
sumptions about functional forms for expenditures or health out-
comes. Second, we do not only model reforms as simple one-time
shifts. Malpractice reforms might have more complex, longer
term effects on medical practices for a number of reasons. Law
changes may not have instantaneous effects because it may take
time for lawyers, physicians, and patients to learn about their
consequences for liability, and then to reestablish equilibrium
practices. Law changes may affect not only the static climate of
medical decision making, but also the climate for further medical
interventions by reducing pressure for technological intensity
growth. Thus, the long-term consequences of reforms may be dif-
ferent from their short-term effects. By using a panel data set
including a seven-year panel, our modeling framework permits
a more robust analysis of differences in time trends before and
after adoption.

We use a panel-data framework with observations on succes-
sive cohorts of heart disease patients for estimating the pre-

valence of defensive medicine. In state s =1, ..., S during
year t = 1, ..., T, our observational units consist of individual
I=1,...,N, who are hospitalized with new occurrences of par-

ticular illnesses such as a heart attack. Each patient has observ-
able characteristies X, which we describe as a fully interacted
set of binary variables, as well as many unobservable characteris-
tics that also influence both treatment decisions and outcomes.
The individual receives treatment of aggregate intensity R,
where R denotes total hospital expenditures in the year after the
health event. The patient has a health outcome O,,, possibly af-
fected by the intensity of treatment received, where a higher
value denotes a more adverse outcome (O is binary in our

models).

Copvright © 2001 All Rights Reserved



240
DO DOCTORS PRACTICE DEFENSIVE MEDICINE? 363

We define state tort systems in effect at the time of each indi-
vidual’s health event based on the existence of two categories of
reforms from a maximum-liability regime: direct and indirect
malpractice reforms. Previous studies, summarized in Section II,
found differences between these types of reforms on claims be-
havior and malpractice insurance premiums (Section IV below
discusses our reform classification in detail}). We denote the exis-
tence of direct reforms in state s at time ¢ using two binary vari-
ables L,,: L, , = 1 if state s has adopted a direct reform at time
¢, and L,,, = 1 if state s has adopted an indirect reform at time ¢.
L, =[L,, L,,] is thus a two-dimensional binary vector describing
the existence of malpractice reforms.

We first estimate linear models of average expenditure and
outcome effects using these individual-level variables. The expen-
diture models are of the form,

ey Ro=8+a +X,B+Wy+ Lo, +v,

where 8, is a time-fixed effect, o, is a state-fixed effect, W, is a
vector of variables described below which summarize the legal-
political environment of the state over time, B and v are vectors of
the corresponding average-effect estimates for the demographic
controls and additional state-time controls, ¢, is the two-
dimensional average effect of malpractice reforms on growth rate,
and v, is 2 mean-zero independently distributed error term with
Ew,|X,, L, W, = 0. Because legal reforms may affect both the
level and the growth rate of expenditures, we estimate different
baseline time trends 8, for states adopting reforms before 1985
{which were generally adopted before 1980) and nonadopting
states. Our data set includes essentially all elderly patients hos-
pitalized with the heart diseases of interest for the years of our
study, so that our results describe the actual average differences
in trends associated with malpractice reforms in the U. 8. elderly
population. We report standard errors for inferences about aver-
age differences that might arise in potential populations (e.g., el-
derly patients with these health problems in other years). Our
model assumes that patients grouped at the level of state and
time have similar distributions of unobservable characteristics
that influence medical treatments and health outcomes. Assum-
ing that malpractice laws affect malpractice pressure, but do not
directly affect patient expenditures or outcomes, then the coeffi-
cients ¢ identify the average effects of changes in malpractice
pressure resulting from malpractice reforms.

To distinguish short-term and long-term effects of legal re-
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forms, we estimated less restrictive models of the average effects
of legal reforms that utilize the long duration of our panel. These
“dynamic” modele estimate separate growth rate effects ¢_,
based on time-since-adoption:

(2) R,=8+o,+X,B8+Wy+Ldd,+ Virs

where we include separate short-term average effects ¢, and
long-term average effects ¢,,,. We estimate the short-term effect
of the law (within two years of adoption) $_, by setting d,,, = 1
for 19851987 adopters in 1987 and 1988-1990 adopters in 1990,
and we estimate the long-term effect (three to five years since
adoption) &,, by setting d,,, = 1 for 1986-1987 adopters in 1990.
The estimated average effects ¢, in these models form the
basis for tests of the effects of malpractice reforms on health care
expenditures and outcomes, and thus for tests of the existence
and magnitude of defensive medicine. In all of these medels,
there is evidence of defensive medicine if, for direct or indirect
reforms m, ¢, , <0 in our models of medical expenditures and
b,., = 0 in our models of health outcomes. In other words, if a
state law reform is associated with a reduction in the growth rate
of medical expenditures and dees not adversely affect the growth
rate of adverse health outcomes through its impact on treatment
decisions, then malpractice pressure is too high from the perspec-
tive of social welfare, and defensive medicine exists. More gener-
ally, defensive medicine exists if the effect of malpractice reforms
on expenditures is “large” relative to the effect on health out-
comes. Thus, in the results that follow, we test both whether ex-
penditure and outcome effects of reforms differ substantially
from zero, as well as the ratio of expenditure to outcome effects.
The power of the test for defensive medicine depends on the
statistical precision of the estimated effects of law reforms on out-
comes. Consequently, we evaluate the confidence intervals sur-
rounding our estimates of outcome efforts carefully.® It is not
feasible to collect information on all health outcomes that may
matter to some degree to individual patients. Instead, our tests
focus on important health outcomes, including mortality and sig-
nificant cardiac complications, which are reliably observed in our
study population. Because the cardiac complications we consider
reflect the two principal ways in which poorly treated heart dis-
ease would affect quality of life (e.g., through further heart at-

3. Again, because all elderly t]]ﬁ)lssur.xem.s wath senous heart disease during the
years of our study are included, this consideration lies only to extending the
results to other patient populations.

2
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tacks or through impaired cardiac function), estimates of effects
on these health outcomes along with mortality would presumably
capture any important health consequences of malpractice
reforms.

We estimated additional specifications of our models to test
whether reform adoption is not in fact correlated with unob-
served trends in malpractice pressures or patient characteristics
across the state-time groups. One set of specification tests was
based on the inclusion of random effects for state-time interac-
tions. To account for any geographically correlated variations in
costs or expenditures over time, we included Huber-White [1980]
standard error corrections for zip code-time error correlations. We
also tested whether our estimated standard errors were sensitive
to Huber-White corrections for state-time error correlations.*

Another set of specification tests involved evaluating a range
of variables W, summarizing the political and regulatory envi-
ronment in each state at each point in time, to test whether vari-
ous factors that might influence reform adoption influence our
estimates of reform effects on either expenditure or health out-
comes. Since the main cause of the tort reforms that are the focus
of our study was nationwide crisis in all lines of commercial casu-
alty insurance, it is unlikely that endogeneity of reforms is a seri-
ous problem [Priest 1987; Rabin 1988]. However, Campbell,
Kessler, and Shepherd [1996] show that the concentration of phy-
sicians and lawyers in a state and measures of states’ political
environment are correlated with liability reforms, and Danzon
[1982] shows that the concentration of lawyers in a state is corre-
lated with both the compensation paid to malpractice claims and
the enactment of reforms.® Consequently, we control for the politi-
cal party of each state’s governor, the majority pelitical party of
each house of each state’s legislature, and lawyers per capita in
all of the regressions, and we tested the sensitivity of our results
to these controls.®

A third set of specification tests relied on other tort reforms

4 Of course, 1f such state-tume spectfic effects exst, there 15 no reason to
expect that they would be normally distributed. Normabty assumptions in error
structures generally have not performed well in models of health expenditures
and outcomes However, incorporating such random effects permits us to expiore
the robustness of our estimation methods to possible state-time specific shafts

5 According to Danzon {1982, 1986], urbamzation 1s a highly sigruficant de-
terminant both of claim payments to and the frequency of claims and of the enact-
ment of tort reforms. We control for urbanizstion at the individual level, as
discussed below

6. Although we did not melude controls for the number of physicians per
capita in the reported results because of concerns regarding the exogeneity of
that vanable, results conditional on physian density are virtually 1dentical We
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enacted in the 1980s which should have had a minimal impact
on malpractice liability cases in the elderly during the time frame
of our study. However, these reforms might be correlated with
relevant malpractice reforms if, for example, general concerns
about liability pressures in all industries led to broad legal re-
forms. If such reforms were correlated with included reforms,
then our estimates might overstate the impact of the malpractice
law reforms that we analyze.

Along these lines, we investigate the validity of our assump-
tion of no omitted variable bias by estimating the impact of re-
forms to states’ statutes of limitations. Statutes of limitations are
most relevant in situations involving latent injuries. Malpractice
arising out of AMI in the elderly would involve an injury of which
the adverse consequences would appear before any statute of lim-
itations would exclude an injured patient. Nonetheless, statutes
of limitations are the potentially most important reform not in-
cluded in our study (23 states shortened their statutes of limita-
tions between 1985 and 1990, and Danzon [1986] finds that
shorter statutes of limitations reduced claims frequency). If our
models are correctly specified, then statute-of-limitations reforms
should have no effect on the treatment intensity and cutcome de-
cisions that we analyze. If omitted variable bias is a problem,
however, statute-of-limitations reforms may show a significant
estimated effect.

Finally, because all of our specifications control for fixed dif-
ferences across states, they do not allow us to estimate differ-
ences in the baseline levels of intensive treatment and adverse
health outcomes. Thus, we also estimate additional versions of
all of our models with region effects only, to explore baseline dif-
ferences in treatment rates, costs, and outcomes across legal
regimes.

IV. Dara

The data used in our analysis come from two principal
sources.” Our information on the characteristics, expenditures,

mclude both a current- and & one-year-lagged effect to account for the possibility
that past political environments influence current law

'? Data on lawyers per capita for 1980, 1985, and 1988 are from the American
Bar Foundation [1985, 1991}, Intervening years are calculated by hnear interpo-
lation. Data on state political environments are from the Counal of State Govern-
ments {1984-19901,
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and outcomes for elderly Medicare beneficiaries with heart dis-
ease are derived from comprehensive longitudinal claims data for
the vast majority of elderly Medicare beneficiaries who were ad-
mitted to a hospital with & new primary diagnosis (no admission
with either health problem in the preceding vear) of either acute
myocardial infarction (AMI) or ischemic heart disease (IHD) in
1984, 1987, and 1990. Data on patient demographic characteris-
tics were obtained from the Health Care Financing Administra-
tion HISKEW enrollment files, with death dates based on death
reports validated by the Social Security Administration. Mea-
sures of total one-year hospital expenditures were obtained by
adding up all reimbursement to acute-care hospitals (including
copayments and deductibles not paid by Medicare) from insur-
ance claims for all hospitalizations in the year following each
patient’s initial admission for AMI or IHD. Measures of the occur-
rence of cardiac complications were obtained by abstracting data
on the principal diagnosis for all subsequent admissions (not
counting transfers) in the year following the patient’s initial ad-
mission. Cardiac complications included rehospitalizations
within one year of the initial event with a primary diagnosis
(principal cause of hospitalization) of either subsequent AMI or
heart failure. Treatment of IHD and AMI patients is intended to
prevent subsequent AMIs if possible, and the occurrence of heart
failure requiring hospitalization is evidence that the damage to
the patient’s heart from ischemic disease has serious functional
consequences. The programming rules used in the data set cre-
ation process and sample exclusion eriteria were virtually identi-
cal to those reported in McClellan and Newhouse [1995, 1996].
We analyze cardiac disease patients because the choice of a
particular set of diagnoses permits detailed exploration of the
health and treatment consequences of policy reforms. Cardiac
disease and its complications are the leading cause of medical
expenditures and mortality in the United States. A majority of
AMis and 1HD hospitalizations occurs in the elderly, and both
mortality and subsequent cardiac complications are relatively
eommon occurrences in this population. Thus, this condition pro-
vides both a relatively homogeneous set of patients and outcomes
(to analyze the presence of defensive medicine with reasonable
clinical detail), and medical expenditures are large enough and
the relevant adverse outcomes common enough that the test for
defensive medicine can be a precise one. Furthermcre, because
AMI is essentially a severer form of the same underlying illness
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as is IHD, we can assess whether reforms affect more or less se-
vere cases of a health problem differently by comparing AMI with
IHD patients.

In addition, cardiovascular illness is likely to be sensitive to
defensive medical practices. In a ranking of illnesses by the fre-
quency of and payments to the malpractice claims that they gen-
erate, AMI is the third most prevalent and costly, behind only
malignant breast cancer and brain-damaged infants [PIAA 1993].
AMI is also distinctive because of the severity of medical injury
associated with malpractice claims: conditional on a claim, pa-
tients with AMI suffer injury that rates 8.2 on the National As-
sociation of Insurance Commissioners nine-point severity scale,
the second-highest severity rating of any malpractice-claim-
generating health problem [PIAA]. Cardiovascular illnesses and
associated procedures also include 7 of the 40 most prevalent and
costly malpractice-claim-generating health problems [PIAA].

We focus on elderly patients in part because no comparable
longitudinal microdata exist for nonelderly U. S. patient popula-
tions. However, there are other advantages to concentrating on
this population. Several studies have documented that claims
rates are lower in the elderly than in the nonelderly population,
presumably because losses from severe injuries would be smaller
given the patients’ shorter expected survival [Weiler et al. 1993].
This hypothesis suggests that physicians are least likely to prac-
tice defensively for elderly patients. Thus, treatment decisions
and expenditures in this population would be the least sensitive
to legal reforms. Similarly, relatively low baseline incentives for
defensive practices and the relatively high frequency of adverse
outcomes in the elderly imply that this population can provide
the most sensitive tests for adverse health effects of reforms.
These considerations suggest that analysis of elderly patients
provides a lower bound on the costs of defensive medicine. In any
event, trends in practice patterns over time have been similar for
elderly and nonelderly patients {(e.g., intensity of treatment has
increased dramatically and survival rates have improved for both
groups [National Center for Health Statistics 1994]). Thus, we
would expect the findings for this population to be qualitatively
similar to results for the nonelderly, if such a longitudinal empiri-
cal analysis were possible.

Table I describes the elderly population with AMI and IHD
from the years of our study. Between 1984 and 1990 the elderly
AMI population aged slightly, and the share of males in the IHD
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TABLE I
AVERAGE HEALTH CARE C08TS, OUTCOMES, AND DEMOGRAPHIC CHARACTERISTICS
FOr AMI anp IHD PoruraTioN

AMI popuiation
1984 1987 1990
1-year mortality 399 388 35.4
1-year AMI readmmt 10.9 114 146
1.year heart falure readmit 96 101 110
1-year total hospital expenditures $10,881 $11,996 $13,140
Mean age 756 75.9 761
(standard deviation) 10) (1.2) a3
Female 48 5 49.6 4986
Black 5.1 5.4 55
Rural 294 30.3 30.3
Sample size 232,768 227,360 220,550
IHD population
1984 1987 1950
1.year mortahity 135 116 106
1-vear AMI readmt 55 417 4.3
1-year heart faylure readmat 78 69 77
1-vear total hospital expenditures $10,638 $11,187 $12,515
Mean age 746 743 74.3
(standard deviation) (69 (68) (68)
Female 552 53 4 514
Black 57 517 58
Rural 306 304 297
Sample size 356,717 372,871 381,222
Hospital Expenditures in 18981 Dallars Ouwome and d hic char except age

I parcantage pointa

population increased slightly, but the characteristies of AMI and
[HD patients were otherwise relatively stable. The number of
AMI patients in an annual cohort declined slightly (from 233,000
to 221,600), while the number of IHD patients increased (from
357,000 to 423,000). Changes in real hospital expenditures in the
year following the AMI or IHD event were dramatic. For example,
sne-year average hospital expenditures for AMI patients rose
from $10,880 in 1984 to $13,140 in 1990 (in constant 1991 dol-
lars), a real growth rate of around 4 percent per year. These ex-
senditure trends are primarily attributable to changes in
ntensity. Because of Medicare’s “prospective” hospital payment
system, reimbursement given treatment choice for Medicare pa-
dents actually declined during this period. This growth in expen-
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ditures and treatment intensity was associated with significant
mortality reductions, from 39.9 percent to 35.3 percent for AMI
patients (with the bulk of the reduction coming after 1987) and
from 13.5 percent to 10.8 percent for IHD patients (with the bulk
coming before 1987). However, the AMI survival improvements—
but not the IHD improvements--were associated with corre-
sponding increases in recurrent AMIs and in heart failure compli-
cations. This underscores that the role of changes in intensity
versus other factors—as well as any role of changes in liability—
is difficult to identify directly in all of these trends.

Second, building on prior efforts to collect information on
state malpractice laws {e.g., Sloan, Mergenhagen, and Bovbjerg
{1988]), we have compiled a comprehensive database on reforms
to state liability laws and state malpractice-control policies that
contain information on several types of legal reforms from 1969
to 1992 8 The legal regime indicator variables are defined such
that the level of Lability imposed on defendants in the baseline
is at a hypothetical maximum.®

Eight characteristics of state malpractice law, representing
divergences from the baseline legal regime, are summarized in
Table IIA. We divide these eight reforms into two groups of four
reforms each: reforms that directly reduce malpractice awards
and reforms that only reduce awards indirectly. “Direct” reforms
include reforms that truncate the upper tail of the distribution of
awards, such as caps on damages and the abolition of punitive
damages, and reforms that shift down the mean of the distribu-
tion, such as collateral-source-rule reform and abolition of man-
datory prejudgment interest. “Indirect” reforms include other
reforms that have been hypothesized to reduce malpractice pres-
sure but only affect awards indirectly, for instance, through re-
stricting the range of contracts that can be enforced between
plaintiffs and contingency-fee attorneys. As discussed in Section
11 above, we chose this division because the previous empirical
literature generally found the impact of direct reforms to be
larger than the impact of indirect reforms on physicians’ incen-
tives through their effect on the compensation paid and the fre-
quency of malpractice claims. Each of the observations in the
Medicare data set was matched with a set of two tort law vari-

8 Our data set 1s partially derived from Campbell, Kessier, and Shepherd

11996}
9. The baselne 1s defined as the “neghigence rule” wvithout any of the hability-
reducing reforms studied here and with mandatory prejudgment mnterest.
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TABLE ITA

LecaL REFORMS USED IN ANALYSIS

Reform

Description of reform

Predicted impact on hability

Caps on damage
awards

Abolition of pumtive
damages

No mandatory
prejudgment mterest

Collaterai-source rule
reform

Caps on contingency
fees

Mandatory periedic
payments

Copyright © 2001. All Rights Reserved.

Either noneconomic
(pson and suffering)
or total damages
pavable are capped
at a statutonly
specified dollar
amount

Medical malpractice
defendants are not
hable for punitive
damages under any
arcumstances

Interest on either
noneconomic or total
damages accrmng
from either the date
of the ijury or the
date of filing of the
lawsuet 18 not
mandatory

Total damages
payable 1n a
malpractice tort are
statutonly reduced
by all or part of the
dollar value of
collateral-source
payments to the
plamtiff

The proportion of an
eward that &
plaxntaff can
contractuaily agree
to pay a contangency-
fee attorney 18
capped at &
statutorly specified
level

Part or all of
damages must be
disbursed in the form
of an annuity that
pays out over tume

Dhrect

Direct

Direct

Direct

Indirect

Indirect
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TABLE IIA
(CONTINURD?
Reform Description of reform Predicted 1mpact on hability
Joint-and-several Joint-and-several Indirect
rability reform habihity 1s abohshed

for noneconomic or
total damages, either
for all clawms or for
claims 1n which
defendants did not
&act 1n concert

Patient compensation Doctors receive Indirect
fund government-

admmstered excess

malpractice habihity

wnsurance, generally

financed through a

tax on mealpractice

1NSUrance premums

ables that indicated the presence or absence of direct or indirect
malpractice reforms at the time of their initial hospitalization.

Table IIB contains the effective dates for the adoption of di-
rect and indirect reforms for each of the 50 states. The table
shows that 8 number of states have implemented legal reforms at
different times. For example, 13 states never adopted any direct
reforms, 23 states adopted direct reforms between 1985 and 1990,
and 18 states adopted direct reforms 1984 or earlier (adoptions
plus nonadeptions exceed 50 because some states adopted both
before and after 1985). Similarly, 16 states never adopted any
indirect reforms, 23 states adopted indirect reforms between
1985 and 1990, and 18 states adopted indirect reforms 1984 or
earlier. Adoption of direct and indirect reforms is not strongly re-
lated: sixieen states that never adopted reforms of one type have
adopted reforms of the other.

V. EmpiricaL REsSULTS

Table IIl previews our basic difference-in-difference (DD)
analysis by reporting unadjusted conditional means for expendi-
tures and mortality for four patient groups, based on the timing
of malpractice reforms. Expenditure levels in 1984 (our base
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year) were slightly higher in states passing reforms between
1985-1987 and lower in states passing reforms between 1988-
1990. Baseline mortality rates were slightly lower for AMI and
higher for THD in the 1985-1987 reform states, and conversely
for the 1988-1990 reform states. Thus, overall, reform states
looked very similar to nonreform states in terms of baseline ex-
penditures and outcomes. States with earlier reforms (pre-1985)
had slightly higher base year expenditures but similar base year
mortality rates. The table shows that expenditure growth in re-
form states was smaller than in nonreform states during the
study years. Altogether, growth was 2 to 6 percent slower in the
reform compared with the nonreform states for AMI, and trend
differences were slightly greater for THD. Although mortality
trends differed somewhat across the state groups, mortality
trends on average were quite similar for reform and nonreform
states. These simple comparisons do not account for any differ-
ences in trends in patient characteristics across the state groups,
do not account for any effects of other correlated reforms, and do
not readily permit analysis of dynamic malpractice reform ef-
fects. Nonetheless, they anticipate the principal estimation re-
sults that follow.

Table IV presents standard DD estimates of the effects of tort
reforms between 1985 and 1990 on average expenditures and out-
comes for AMI; that is, no dynamic reform effects are included.
In this and subsequent models, we include fully interacted demo-
graphic effects—for patient age (6569, 70--74, 75-79, 80-89, 30~
99), gender, black or nonblack race, and urban or rural
residence-—and controls for contemporaneous political and regu-
latory changes described previously. For each of the four out-
comes-—one-year hospital expenditures, mortality, and AMI and
CHF readmissions—two sets of models are reported. The first set
includes complete state and year fixed effects. The second set,
intended to illustrate the average differences of states that had
adopted reforms before our study began as well as the sensitivity
of the results to a more complete fixed-effect specification, in-
cludes only time and census region effects. As described in Sec-
tion II, both specifications are linear, the dependent variable in
the expenditure models is logged, all coefficient estimates are
multiplied by 100 and so can be interpreted as average effects in
percent (for expenditure models) or percentage points (for out-
comes models), and the standard errors are corrected for hetero-
skedasticity and grouping at the state/zip-code level.
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The estimates of average expenditure growth rates in both
specifications are substantial showing an increase in real expen-
ditures of over 21 percent between 1984 and 1990. The estimated
DD effects show that expenditures declined by 5.3 percent in
states that adopted direct reforms relative to nonreforming
gtates. The corresponding DD estimate of the effect of indirect
reforms, 1.8 percent, is positive but small; these reforms do not
appear tc have a substantial effect on expenditures. In the
region-effect models, the estimated DD reform effects are slightly
larger but qualitatively similar. States that adopted reforms prior
to our study period had 1984-1990 growth rates in expenditures
that were slightly larger, by around 3 percent. The region-effect
model shows that these states as a group also had slightly higher
expenditure levels in 1984. Because these states generally
adopted reforms at least five years before our panel began, our
results suggest that direct reforms do not result in relatively
slower expenditure growth more than five years after adoption.
However, lack of a pre-adoption baseline for and adoption-time
heterogeneity among the early-adopting states, as well as the
sensitivity of the early-adopter/nonadopter differential growth
rates to alternative specifications {as discussed below), compli-
cates interpreting estimates of differential early-adopter/non-
adopter growth rates as a long-term effect. In any event, in no
case would the differential 1984-1990 expenditure growth rate
between adopters and nonadopters offset the difference-in-
difference “levels” effect. In total, malpractice reforms always re-
sult in a decline in cost growth at least 10 percent.

The remaining columns of Table IV describe the correspond-
ing DD estimates of reform effects on AMI outcomes. Mortality
rates declined, but readmission rates with cardiac complications
increased during this time period, confirming the results of Table
1. Outcome trends were very similar in reform and nonreform
states: the cumulative difference in mortality and cardiac-
complication trends was around 0.1 percentage peints, These
smaell estimated mortality differences are not only insignificantly
different from zero; they are estimated rather precisely as well.
For example, the upper 95 percent confidence limit for the effect
of direct reforms on one-year mortality trends between 1984 and
1990 is 0.84 percentage points. Coupled with the estimated ex-
penditure effect, the expenditure/benefit ratio for a higher pres-
sure liability regime is over $500,000 per additional one-year
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AMI survivor in 1991 dollars. Even a ratio based on the upper-
bound mertality estimate translates into hospital expenditures
of over $100,000 per additional AMI survivor to one year.”® The
estimates in the corresponding region-effect models are very sim-
ilar. Indirect reforms were also associated with estimated mortal-
ity effects that were very close to zero. Results for outcomes
related to quality of life, that is, rehospitalizations with either
recurrent AMI or heart failure, also showed no consequential ef-
fects of reforms. In this case, the point estitmates (upper bound of
the 95 percent confidence interval) for the estimated effect of di-
rect reforms were —0.18 {0.21) percentage points for AMI recur-
rence and —0.07 (0.28) percentage points for the occurrence of
heart failure. Again, compared with the estimated expenditure
effects, these differences are not substantial.

Table V presents estimated effects of malpractice reforms on
IHD expenditures and outcomes, with results qualitatively simi-
lar to those just described for AMI. THD expenditures also grew
rapidly between 1984 and 1996. Direct reforms led to somewhat
larger expenditure reductions for IHD (9.0 percent) and indirect
reforms were again associated with relatively smaller increases
in expenditures (3.4 percent). The effects of reforms on IHD out-
comes are again very small: the effect of direct reforms on mortal-
ity rates was an average difference of —0.19 percentage points
(95 percent upper confidence limit of .10), and the effects on sub-
sequent occurrence of AMI or heart failure hospitalizations were
no larger.’t Estimates from the models with region effects were
very similar. Thus, direct liability reforms appear to have a rela-
tively larger effect on IHD expenditures, without substantial con-
gsequences for health outcomes.

As we noted in Section III, the simple average effects of lia-
bility reforms estimated in the DD specifications of Tables IV and
V may not capture the dynamic effects of reforms. Table VI pres-
ents results from model specifications that estimate reform ef-

10 That 18, (053*$13,140) 0064=~$108,000 using the 95
bound of the estimated maortality effect and (.053*$13, 140)/ 000?=$1 000, 005
g the actual DD estimate. Both of these ratios are very large; the difference in
absolute magnitude of the two estimates results from the denominator being very
close to zero

11 Because we were concerned that reforms might affect the rate of IHD
heapitahization as well as outcomes among patients hospitahized, we estimated
models I to the speaifications reported using population hospitalization
rates with THD as the dependent vanable We found no significant or substantiai
effects of erther direct or indirect reforms on THD hospitalization rates

per
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fects less restrictively. In these specifications we use our seven-
year panel to estimate short-term and long-term effects of direct
and indirect reforms on expenditures and outcomes, to determine
whether the “shift” effect implied by the DD specification is ade-
quate. The models retain our state and time fixed effects.’?

We find the same general patterns as in the simple DD mod-
els, but somewhat larger effects of malpractice reforms three to
five years after adoption compared with the short-term effects. In
particular, Table VI shows that direct reforms lead to short-term
reductions in AMI expenditures of approximately 4.0 percent
within two years of adoption, and that the reduction grows to ap-
proximately 5.8 percent three to five years after adoption. This
specification also shows that the positive association between in-
direct reforms and expenditures noted in Table IV is a short-term
phenomenon: the long-term effect on expenditures is approxi-
mately zero.'

As in Table IV, both direct and indirect reforms have trivial
effects on mortality and readmissions with complications, both
soon and later after adoption. For example, the average differ-
ence in mortality trends between direct-reform and nonreform
states is —0.22 percentage points (not significant) within two
years of adoption, with a 95 percent upper confidence limit of 0.39
percentage points. At three to five years the estimated effect is
0.12 percentage points (not significant) with a 95 percent upper
confidence limit of 0.75 percentage points. These point estimates
translate into very high expenditures per reduction in adverse
AMI outcomes.

The results for the corresponding model of THD effects over
time are presented in the right half of Table VI. Direct reforms
are associated with a 7.1 percent reduction in expenditures by
two years after adoption (standard error 0.5) and an 8.9 percent
reduction by five years after (standard error 0.5).) In contrast,

12 Models with region effects only, analogous to the nght halves of Tables
IV and V, again showed very simular effect estimates
13. We aiso estimate separate time-trend effects for early-reform (pre-1984)
states. This approach may permit the develop t of some evid on “long-
term” effects of reforms on intensity growth rates. As noted previgusly, we find no
evidence for such effects Of course, our lack of a pre-adoption basehne for the
early-adopting states precludes DD identification and makes the long-term con-
clusion more speculative A follow-up study using more recent expenditure and
outcome data would provide wmore convintng evidence on effects beyond five
ears
v 14 In contrast to AMI, the sl rate of expenditure growth between 1984
and 1890 for early-reform states (see Table V) suggests that reforms msy have
longer term effects on slowing IHD expenditure growth
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mortality trends for states with direct reforms do not differ sig-
nificantly by two years (point estimate of —0.15 percentage
points, 95 percent upper confidence limit 0.18) or five years after
adoption (point estimate —-0.11 percentage points, 95 percent up-
per confidence limit 0.22). Direct reforms also have no significant
or substantial effects on cardiac complications, either immedi-
ately or later. Indirect reforms are again associated with small
positive effects on expenditure growth (3.1 percent within two
years), but these effects decline over time to a relatively trivial
level (1.4 percent at three to five years). Indirect reforms are also
associated with slightly lower mortality rates and slightly higher
rates of cardiac complications, but the size of these effects is very
small {e.g., the upper limit of the 95 percent confidence interval
around the estimated effect of indirect reforms three to five years
after adoption is 0.47 percentage points for AMI recurrence and
0.29 percentage points for heart failure occurrence). Thus, the
pattern of reform effects for IBD is again gualitatively similar to
that for AMI, with direct reforms having a somewhat larger effect
on expenditures.

Taken together, the estimates in Tables IV through VI consis-
tently show that the adoption of direct malpractice reforms be-
tween 1984 and 1990 led to substantial relative reductions in
hospital expenditures during this period—accumulating to a re-
duction of more than 5 percent for AMI and 9 percent for IHD
by five years after reform adoption—and that these expenditure
effects were not associated with any consequential effects on mor-
tality or on the rates of significant cardiac complications.

We estimated a variety of other models to explore the ro-
bustness of our principal results. We tested the sensitivity of our
results to alternative assumptions about the excludability of
state/time interactions. One set of tests reestimated the models
with random state/time effects to determine whether correlated
outcomes at the level of state/time interactions might affect our
conclusions, Our estimated effects of reforms did not differ sub-
stantially or significantly with these methods. Using the model
presented in Tables IV and V, the estimated difference-in-
difference effect of direct reforms on expenditures for AMI pa-
tients, controlling for random stateftime effects, is ~4.9 percent
(standard error 2.1), and for indirect reforms, the estimated effect
is ~(.6 percent (standard error 2.0). The estimated DD effect of
direct reforms on mortality for AMI patients, controlling for ran-
dom state/time effects, is 0.15 percentage points (standard error
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0.32) and for indirect reforms, the estimated effect is ~0.19 per-
centage points (standard error 0.32). We obtained similar results
for THD patients: direct reforms showed a negative and statisti-
cally significant effect on expenditures with an insubstantial and
precisely estimated effect on mortality, and indirect reforms
showed no substantial effect on either expenditures or mortality.
Estimated differential 19841990 expenditure growth rates be-
tween early-adopters and nonadopters were insignificant in the
random effects specification. For AMI patients the differential
growth rate for early adopters of direct reforms is 0.61 percent
{(standard error 3.1). For early adopters of indirect reforms the
differential growth rate is 0.61 percent (standard error 2.3). For
IHD patients the differential growth rate for early adopters of
direct reforms is —1.9 percent (standard error is 3.0). For early
adopters of indirect reforms the differential growth rate is —3.2
percent {standard error is 2.2). Another related diagnostic in-
volved estimating the models with Huber-White [1980] correc-
tions for state/time grouped errors instead of corrections for zip-
code/time grouped errors. Standard errors corrected for state/
time grouping were somewhat larger than those corrected for zip-
code/time grouping but smaller than those obtained under the
random effects specification.

Although they did have a statistically significant influence
on expenditures in some models, the broad set of political and
regulatory environment controls that we used did not change our
results substantially. Using the models presented in Tables IV
and V but excluding controls for the regulatory and legal environ-
ment, the estimated DD effect of direct reforms on expenditures
for AMI patients is —9.1 percent {(standard error is 0.44). For in-
direct reforms the estimated DD effect is 3.3 percent (standard
error is 0.40). In addition, the difference in 1984-1990 growth
rates between early-reforming and nonreforming states changes
sign from positive to negative for enacting direct reforms before
1985 (Table IV: 3.1 percent with legal environment controls, —3.1
percent without them). The difference in growth rates for states
enacting indirect reforms before 1985 remains about the same
(Table IV: 2.8 percent with legal environment controls, 3.5 per-
cent without them). These two specification checks, taken to-
gether, underscore the points made by Tables IV and V. Direct
reforms reduce expenditure growth without increasing mortality,
indirect reforms have no substantial effect on either expenditures
or mortality, and differential 1984~1990 expenditure growth
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rates for early-adopting states are not robust estimates of the
long-term impact of reforms.

Finally, we reestimated the models in Tables IV and V in-
cluding controls for statute-of-limitations reforms. Statute-of-
limitation reforms have a very small positive effect on expendi-
tures and no effect on mortality, which is consistent with their
classification as an indirect reform. Using the models presented
in Tables IV and V, statute-of-limitations reforms are associated
with a 0,96 percent increase in expenditures for AMI patients
(standard error is 0.46), and a 0.003 percentage point increase
in mortality (standard error is 0.28). Inclusion of statute-of-
limitation reforms did not substantially alter the estimated DD
effect of either direct or indirect reforms: for AMI patients the
estimated effect of direct reforms went from —5.3 percent (Table
IV} to —5.5 percent, and the estimated effect of indirect reforms
remained constant at 1.8 percent (Table IV).

To explore the sources of our estimated reform effects more
completely, we estimated additional specifications that analyzed
effects on use of intensive cardiac procedures such as cardiac
catheterization, that used alternative specifications of time-since-
adoption and calendar-year effects, and that estimated the effects
of each type of tort reform separately (see Table IIA). These speci-
fications produced results consistent with the simpler specifica-
tions reported here for both AMI and IHD. Specifically, reforms
with a determinate, negative direct impact on liability led to sub-
stantially slower expenditure growth, somewhat less growth in
the use of intensive procedures (but smaller effects than would
explain the expenditure differences, suggesting less intensive
treatments were also affected), and no consequential effects on
mortality.

V1. PoLicy IMPLICATIONS

We have developed evidence on the existence and magnitude
of “defengive” medical practices by studying the consequences of
reforms limiting legal liability on health care expenditures and
outcomes for heart disease in the elderly. These results provide a
critical extension to the existing empirical literature on the ef-
fects of malpractice reforms. Previous studies have found signifi-
cant effects of direct reforms on the frequency of and payments
to malpractice claims. Because the actual costs of malpractice liti-
gation comprise a very small portion of total health care expendi-
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tures, however, these litigation effects have only a limited impact
on health care expenditure growth. To provide a more complete
assessment of malpractice reforms, we have studied their conse-
quences for actual health care expenditures and health outcomes.
Our study is the first to use exogenous variation in tort laws not
related to potential idiosyncrasies of providers or small geo-
graphic areas to assess the behavioral effects of malpractice pres-
sure. Thus, our analysis fills a crucial empirical gap in evaluating
the U. S. malpractice liability system, because the effects of mal-
practice law on physician behavior are both a principal justifica-
tion for current lisbility rules and potentially important for
understanding medical expenditure growth.

Our analysis indicates that reforms that directly limit liabil-
ity—caps on damage awards, abolition of punitive damages, abo-
lition of mandatory prejudgment interest, and collateral-source-

‘rule reforms—reduce hospital expenditures by 5 toc 9 percent
within three to five years of adoption, with the full effects of re-
forms requiring several years to appear. The effects are some-
what smaller for actual heart attacks than for a relatively less
severe form of heart disease (IHD), for which more patients may
have “marginal” indications for treatment. In contrast, reforms
that limit liability only indirectly—caps on contingency fees,
mandatory periodic payments, joint-and-several liability reform,
and patient compensation funds—are not associated with sub-
stantial effects on either expenditures or outcomes, at least by
several years after adoption. Neither type of reforms led to any
consequential differences in mortality or the occurrence of serious
complications. As we described previocusly, the estimated expendi-
ture/benefit ratio associated with direct reforms is over $500,000
per additional one-year survivor, with comparable ratios for re-
current AMIs and heart failure. Even the 95 percent confidence
bounds for outcome effects are generally under one percentage
point, translating into over $100,000 per additional one-year sur-
vivor. While it is possible that malpractice reforms have had ef-
fects on other outcomes valued by patients, this possibility must
be weighed against the absence of any substantial effects on mor-
tality or the principal cardiac complications that are correlated
with quality of life. Thus, at the current level of malpractice pres-
sure, liability rules that are more generous in terms of award lim-
its are a very costly approach to improving bealth care cutcomes.

Approximately 40 percent of patients with cardiac disease

were affected by direct reforms between 1984 and 1990, Based on
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simulations using our effect estimates, we conelude that if re-
forms directly limiting malpractice liability had been applied
throughout the United States during this period, expenditures on
cardiac disease would have been around $450 million per year
lower for each of the first two years after adoption and close to
$600 million per year lower for each of years three through five
after adoption, compared with nonadoption of direct reforms.

While our parel is relatively lengthy for a DD study, it is not
long enough to allow us to reach equally certain conclusions
about the long-term effects of malpractice reforms on medical ex-
penditure growth and trends in health outcomes. Plausible static
effects of virtually all policy factors cannot explain more than a
fraction of expenditure growth in recent decades [Newhouse
19921, and we have also documented that outcome trends may
be guite important. Whether policy changes such as malpractice
reforms influence these long-term trends through effects on the
environment of technological change in health care is a critical
issue. Do reforms have implications for trends in expenditures
and outcomes long after they are adopted, or do the trend effects
diminish over time? Preliminary evidence on the question from
early-adopted (pre-1985, mostly pre-1980) reforms suggest that
long-term expenditure growth is not slower in states that adopt
direct reforms. Qn the other hand, subsequent growth does not
appear to offset the expenditure reductions that occur in the
years following adoption. Moreover, we found no evidence that
direct reforms adopted from 1985-1990 had smaller effects in
states that had also adopted direct reforms earlier, suggesting
that dynamic malpractice policies may produce more favorable
long-term expenditure/benefit trends. In any event, our conclu-
sions about long-term effects are speculative at this point, given
the absence of baseline data on expenditures and outcome trends
in reform states. Follow-up evaluations of longer term effects of
malpractice reforms should be possible within a few years, and
might help confirm whether liability reforms have any truly last-
ing consequences for expenditure growth or trends in health
ocutcomes.

Hospital expenditures on treating elderly heart disease pa-
tients are substantial—over $8 billion per year in 1991—but they
comprise only a fraction of total expenditures on health care. If
our results are generalizable to medical expenditures sutside the
hospital, to other illnesses, and to younger patients, then direct
reforms could lead to expenditure reductions of well over $50 bil-
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lon per year without serious adverse consequences for health
outcomes. We hope to address the generalizability of our results
more extensively in future research. More detailed studies using
both malpractice claims information and patient expenditure and
cutcome information, linking the analysis of the two policy justi-
fications for a malpractice Hability system, should be particularly
informative. Such studies could provide more direct evidence on
how liability rules translate into effects on particular kinds of
physician decisions with implications for medical expenditures
but not outcomes. Thus, they may provide more specific guidance
on which specific ligbility reforms—including “nontraditional” re-
forms such as no-fault insurance and mandatery administrative
reviews-—will have the greatest impact on defensive practices
without substantial consequences for health outcomes.

Our evidence on the effects of direct malpractice reforms sug-
gests that doctors do practice defensive medicine. Given the lim-
ited relationship between malpractice claims and medical
injuries documented in previous research, perhaps our findings
that less malpractice liability does not have significant adverse
consequences for patient outcomes but does affect expenditures
are not surprising. To our knowledge, however, this is the first
direct empirical quantification of the costs of defensive medicine.

VII. CONCLUSION

We have demonstrated that malpractice liability reforms
that directly limit awards and hence benefits from filing lawsuits
lead to substantial reductions in medical expenditure growth in
the treatment of cardiac illness in the elderly with no appreciable
consequences for impertant health outcomes, including mortality
and common complications. We conclude that treatment of el-
derly patients with heart disease does involve “defensive” medi-
cal practices, and that limited reductions in liability can reduce
these costly practices.

STANFORD UNIVERSITY AND NATIONAL BUREAU OF ECcoNOMIC RESEARCH
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Did investments Affect Madical Malpractice Premiums?

t's defa v all Quer again in Ihe madicai malpractice arena

L ast July, the only auma certer in Las Vegas was forced 1o close. Al the beginning of this year, dactors
Pannsyvania threatened to go on strke but reiemted when the incoming governor promised o suppory
iegisiative reforms o umrit jury awards in maipracuce suits. Alse in January, doctors in Weirton, West Virginia
verg or sirixe, fo-ing usherts 10 rave. ud 1o 40 mies to fing medical care. Doctors in neighbonng areas off

est Virginia considered joning ‘he srike, hreatering a rear compiete shuidown o the nedica delven
lsystern in the segion. Daclors and Aospitals around the country are suspending their practices and closag the
Koors decause they can no longe: afford the huge and increasing cost of medical malpractice insurance. The
situation is increasingly resminiscent of the malpractice crisis of the 1970's. What is causing this controversy and
what can be dore 2bout t?

Wecording to Americans for insurance Reform (AIR}, "insurance companies raise rates when they are seexi
ays to make up for peclining interest rates and market-based mvestment losses."I 1} Mainsiream media, suc)
las The New York Times. nave pickec up iris argarment: "The steen drop in bone yislds arc the stock marke]
has a'so fueled the crisis "[2) Tnese argumerts are Soih misleading and inaccurale. The rool causes of thef
nroblem ere quite ¢:ferent from waat is okten suggested by the media, and their resolution is tar tess simolistia
than the pundsls impiy

n this paper, we will analyze several varigbles to demonsiate that asset ailocation and investment ret
have had itfie. if any, correlation fc the deveiopment of the current malpractice problem. The crisis is rather tha
resuit of a generally unconstrained increase i losses and. over several years inadaquate premiuM NCOME to
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cover tnose fosses. Geven that conciusion. we will then examine several possivie salutions and atemp: &
lgauge the magnitugde of changes necessary t¢ resoive this prodlem

IAIR uses the foliowing grapn 1o demonsirate hat lasses have tracked infiation and that premiums vary becaus
jof the econamy.

Per Doctor Premiums and Losses

2001 Doltars
&
‘

vian
v PPWME - DLPIVD

AR uses the foillowing graph o demonstrate thet fosses have tracked mnfiation and that premiums vasy becau
of the economy. The graph attempts to compare wc key frands underiying ihe medical malpractic
controversy: premiums per doctor (DPW/KD) and paid losses par doctor (DLP/MD). Both of these variables ar
exprassed in constant medical dolfars (3]

t.ogs inflation

IAIR claims this shows “that since 1375, medical malpractice paid claims per doctor have tracked medical
inflation very closely  In fact. the graph and the underlying data suggest exactly the opposite. First, they maki
jan errongous camparison. Since AIR uses real {(or constant) medicat doltars, they have alreacy faciored out th
effect of medical inflation. So, any increase is a "real” increase in excess of medical inflation. One cannol
lcompare real increases to inflation,

{Sacond, the data show lpss costs have increased significantly faster than inflation. Using data from the Al
Feport, we plotied medical inflation {CPY - U), premiums, and losses to show how each has grown sinc:
975 14]
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s Inflation and Per Doctor Premiums and Losses
600

o
1975 1980 1985 193 95 2000

= CP-U s DPAMD s CRAND

[Cine sees that Ihe losses per doctor have grown at a much higher rate than either medical inflations or premium:
par doctor. in order for losses in 2601 ‘o have equaled the build up created by inflation in medical care durin:
the period 1875-2001, companies woulc have o reducs the amount of paid osses by approximately 60%)
ITherefore, lossas, not irflation, are the probiem.

[Economic Effect

[The other claim made by AIR is that “insurance premiums (in constant dolars) increase or decrease in direc
reiationship 1o the strength or weakness of tbe economy, refiacting the gains or iosses experienced by th
insurance inoustry's market mvestments and their perception of how much they can eam on the investmen
float' " Unfortunately, they make fnis claim without any supporting analysis. Using the premium data from AIR|
we found ne carrelation between premiums and the economy.

{The standard measure of the effec: one varaole kas ¢n another 3 the coefficient of determination (:2); i
value shows how consisiently two variabies movs in the same direction. The coefficiert of determination ha
valuss between 0 and 1. A value of 1 means that if the first vaniable moves up the secand will move up at th
same time; & value of zero means that there is no simiarity in the movement of the two variabies. Th:
icorralation coeff ciert nas to be greater than (.75 for us to claim the observed effect betwaen the two variable:
s significant

As a measure of the aconomy, we used the year-over-year change in GDP: as a measure of invesiment yield |
wo used the yield on a 5-year Treasury note. In our analysis, neitner the direct premiums written nor the direc
premiums per doctor showed any significart correlation to eithes the investment yield or GOP variabie. Th
able to the right lists the coetficients of determination gt by the regr Y analysis thy
leconomy, invasiment yield, and medical maipractice premiums.

iSeveral other analyses aisc failed to show a correlation betwsen premiums and the economy. To fest if th
nramium increases are related 10 the economy of bond market, we anaiyzad the correlation of the change i
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bremiums 1o GOP and investment yield. To test whether pramiums go up when the investment yield goe:
down, we analyzed the correlation between premiums and the change in yield as well as the correiatio
betwaan the change in premiums and the change in yisld,

I0ne could reasonably claim that the premiums {or increases in preriums} are dependent not upon th
company's performance this year but upon the company's parformance in the previous year. 7o test thi
ihypothesis, we regrassed both premiums and change in premiums to both the economy and investmant yield in)
¥he previous year. For thoroughness, we also analyzed the correiation between both premwums and change in|
pramiums with the change in yieids in the prior year.

We also considered alternate measures for GOP and yieid We used mdustrial production as an alternat
pneasure of the economy and the 10-yaar Treasury note as an alternate measure of yield. We also analyzed)
kne affect the siope of the yield curve and the change in siope had on premiums. We performed all of th
lanalyses above on inese new variables

in 64 different ragressions between the cconomy, yield, and premiums, the highest coefticient of determinatio:
was 0.1505.[5] Therefore, we can state with a fair cegree of cerainly tnat investment yield and th
bberformance of the economy and interest rates do not influence medical malpractice premiums

Stock Market Effect

But what about the stack market? How did the drop in the equity markets affect insurance compan
marformance? Are companies raising premiums because they fost money on Enron or WorldCom?

Obvicusly. the market decline atfects insurance companies like every other investor, but the magnitude of th
osses gets lost in the media hyoe. We analyzed the equity expasure in two stages. Slage one: Did medical
malpractice companies have an unusually targe amoun! of eguities in their portolio? Stage Two: Given thei
evel of equily exposure, did they invest prudently in the markel or did they gamble by investing in technolog
or teiecom stocks?

Using NAIC filings, we can determine the amount of assets invested in equities.[6]

~ Medicst Malpractice Atsst Atiocation
w *
X
//
» e

Cash -Log D Egute Ot Mun  Other — Pret

lOver the Jast five years, the amount medial maipractice companias have invested in equities has remained
tairly constant. in 2001, the equity allocation was 9.03%. We can also compare how the medical maipractice
Iseciot compares 1o othar PAC sectors.
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PAC Equity Allscation

IThe green column shows the equity aflocation in the madica! malpractice sector and the red column shows ih
lequity allogcation for the P&C insurance mdustry as a whole. This graph shows that medical malpractics
ormpanies have less invested In equities than other sectors of the industry.

LEven if the egquity alccation 15 N0t arge relative 10 the indusiry o ather insurance sectors, is 10% the correc
jamount for macical malpractice insurers ¢ invest in equities? Insurance companies invest thair assels as
fiduciary of the pofcybolders. As such. they must invest according lo a “prudent investor” standard. Thi
requires the company not only to consider the risk in an ndividual security, but also the risk io the portioiio as
bwhole, Prudent investors know that diversifying across asset classes can enhance return and reduce volathity
A smple anaiysis Shows a conservaiive investor will nave at least 10% invested in equities (7] Thus, a prudan!
bnsurance company should have some allocation 1o eguilies.

t the degree of equily exposure was not unusual. was the investing? Again using NAIC filing data, we can)|
ianalyze tne distribution of equily investments for medica: malpracice companies anc compare it to S&
iperformance {8}
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We sea that medical malpractice companies had refums similar to the marke! as a whole. This indicates thal
they maintained a di ified equity i strategy.

iAs madical malpractice companies did not have an unusual amount invested in equities and since the:
hrvested tnese mon'es in a reasonable market-like tashion, we conclude that the decling in equity vaiuations &
nat tne cause of rising medical maipractice premiums.

IWhere do we go from here?

i order for ary form of insurance coverage 1o be viable, the iNSUranCe COMPany Must raceive MO ¥ premiu
dollars and investiment incame than they pay in losses and expenses. A sinple measure of this 5 the ralio of
Ipaic fnsses to pramiums. Over the last 27 years, and especially over the last 16, the paid loss ratio in madical
malpractice covarage has sieadily increasec [} Without sere form of relied, this is not a good sign.

Aithough the pald loss ratio is & good starting point. that metric excludes other expsnses such as incurres
osses, loss adjustment expenses, general operating expenses. ete. as well as income from investmenis. AM
Best providas the combined loss rato (pad loss + change in reserves + expenses) for the medical malpractic
ndusiry. By subtracting the paid loss ratic. from the AIR report, from the combined ratio, we can get @
ostimate of ihe athes axpenses for an insurance company. The average axpense ratio tor madical malpractic
companies was 43% when investment income is mchuded and 74% when invesyment ingome is exciuced.[10]




Pait Loss Retic

YFar

KOver the last 27 years, ‘he average pa:d 10ss ralio was 47% and tne mirimum paid loss ratic was 16%.[1 HE
2001, the industry paid loss ratio was nearly 75%, In other words, for every dollar that comes in the door, T
cents is paid out. When combined with the sxpense ratios cited earlier, it is clear thal ¥ has been exirermet
difficult ~ if not impossible -~ lor insurance companies 16 ear a profit writing medical maipractice insurance
Further, at this rate cf expenditure. affer the company pays its :3sses and expenses, there is very fittte "float” on
which they can earr investment income.

1975-2001
Average (oSS "abo 45.8%
Mrmam 1055 1360 153%

2004 loas ratio

ITo increase profiabilly. compares must effec one of three changes: ‘educe their wosses, increase thei
pramiums, or increase their investment income. As the industry, in aggregate, cannoi control return of
investmerts, they have only two chuices. Using the methodology above. we can estmate the magnitude of the
change requirec ta res:ore profitanility to he industry

If (osses are held constan! — ie., ro change in 10ss anc expense wands, then we are fefl with increasin
premiums to restore the indusiry to profiabitity. For premiums 1o have kept up with medical inflation for th
iperiod 1975 to 2001, they woultt have to increase by 41%. For premiums 1o have kept up with the increases inf
jpaid losses since 1373, ey would have 1 increase by 325%. For the industry's average loss ratio ‘o dro
pack to ils 27-ygar average, sremiums would need to tise by 58%. For the fuss ralio to drop o is iadir durin
nat period, premiums woulc have to increase by 368%
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Clearly, increases of tnis magnitude are intolerable, for both the industry and state regulators. in this regard, St

Paul's[12] experience is noteworthy. Prior 1o its withdrawat from the marke!, the company was granted 31%
Hess in rate increases than indicated. it is lithe wonder thal they raspended as they did!

St Paul had the wuxury of taling back on other lines of business. Unfortunately, many speciaity medical
malpractice comparies, such as state PIAA companies, do not have other lines of business to fail back on.

Rating Agency Response

The reaction of rating agencies o these trends is another important ingredient in the medicai malpracti
landscape. Principal concerns of the agencies are “solvency’ and the "leverage” built into the premium an:
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lsurplus structure of the industry. White agencies usually exprass the ks for the measu {ratios
pr ranges, trends are aiso important Either jevel or trend can result :n a downgrade n a company's rating,
iserious event i the corporate Ife of an insure”

I 2001, medical majpractice companies had an average premium-to-surpius ratic of 0.72.013] As pramium;
jare increased, this ratic will rise. if pramiums rise too quickly, we wouid observe a soike in this ratio as it take:
fime for the increased premiums (o show up in surplus. Uniess rating agencies account for this, a compan:
couid find they cannot raise their rates by the required armount for feer of impairing their rating. In faci, several
companies have been downgraded recantly, with premium laverage given as the primmary reason, {The siluatio
s exacerbated by the fact that with the industry suffering from reduced capacity as a result of the St. Paul typ
laxperiences, companies are adding lo their number of insureds. This puts further strain on thed levera
ratios ) Fortunately, the rating agencies seem to be aware of the probiem.

iTaming Losses

It companies carmot increase iheir dremiums, then thay must ba able to gontroi the burgeonng increase in
losses. Our analysis suggests that the level of iosses would have lo decrease by 37% t¢ achieve the avera
oss ratio and by 79% 1o obtain the minimum loss ratio observed ovar the past 27 years. Such reductions would)
require significant change ir the tort envirgnment.

IThe paid loss number cited above includes both jury awards and satilements. Large jury awards have Y
parnicious sffect of enticing more fawsuits, most of which are settied out of court but with an expense to
company. Prudent reforms, such as MICRA, reduce not only the jury awards but afso reduce the amount of
fawsuits fled.

Summary

The magnilude of these changas suggests that the eventual sciution 1o the current malpractice problem will by
a bend of pramium increases and ton reform. Since the financiai snordall compounds itself ove: ©ime, # i
imperative that the saistion set be developed as guickly as possidle. Without significant relief in tamrly sho
jorder, the country may find itseif facing an accelerating loss of available medicai care
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