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I. Introduction
As is true of other states, large medical malpractice claims and high malpractice insurance premiums threaten Nevada’s health care system.  Higher-than-average premiums, particularly for high-risk specialties, have increased the cost of health care and health insurance.  Above-average rates have also discouraged physicians from practicing medicine in Nevada.  These developments tend to restrict access to quality health care for families and individuals residing in or visiting the State.

Nevada recently enacted legislation – Assembly Bill No. 1 – (“Bill 1”) revising the medical malpractice tort system, with the aim of reducing malpractice insurance costs and improving access to quality healthcare.  The key features of this legislation include the following:

(a) Partial cap on awards for non-economic damages

Under certain circumstances, the act limits non-economic damage awards to $350,000 per plaintiff.  The cap, however, is neither comprehensive nor inviolate.  It does not apply in cases where the defendant’s conduct is deemed to constitute gross malpractice.  Furthermore, the court can eliminate the cap whenever it finds that a larger award is justified because of exceptional circumstances.  As a result, awards for non-economic damages will continue to be unrestricted in many cases.

(b) Consideration of collateral sources

Nevada law requires that awards for damages be reduced by the amount of any compensation received by the plaintiff for reasonable expenses incurred as a result of the malpractice.
  Prior to the entry of judgment, the court shall hold a separate hearing to determine if any eligible expenses incurred by the claimant have been paid or reimbursed by a “collateral source.”  Furthermore, there continues to be the prohibition on disclosing to the jury information on payments received from collateral sources before it has reached a verdict.
(c) Form of payment for costs

In addition, Nevada law allows the claimant to request that awards for future medical treatment, care or custody, and loss of future earnings be disbursed either as a lump sum or through periodic payments.

We have been asked to analyze the statute’s likely effect on Nevada’s health care system – in particular, the likely effect on the cost of and access to health care.  

The focus of our analysis is on three key issues raised by Bill 1:

1. Is a partial cap on non-economic damages likely to be effective in limiting the cost of the medical malpractice tort system?

2. Is a disclosure of collateral sources only after a verdict is reached effective in preventing unnecessary awards?

3. Does a lump-sum award ensure full compensation for claimants at the lowest possible cost?

II. A partial cap will be ineffective in controlling the growth of medical malpractice insurance premiums in the foreseeable future

Capping non-economic damages has been the centerpiece of medical malpractice tort reform in many states.  A growing body of research has found that caps are the single most effective means of reducing the cost of the malpractice tort system while ensuring that claimants are fully compensated for their economic damages.  

Economic analysis has demonstrated that a cap on non-economic damages can eliminate the incentive to litigate weak or dubious malpractice claims.
  Caps are particularly effective in reducing the cost of the medical malpractice tort system because they apply only to the most costly awards.

Economic analysis has also demonstrated that competition among malpractice insurance companies causes the benefits resulting from caps to be passed along to the insured providers, in the form of lower medical malpractice premiums.  These savings, in turn, ripple through the health care system, benefiting consumers, workers, and taxpayers.  In a study completed earlier this year, we estimated that a cap of $250,000 (the level established by California and several other states) would lower health care-related expenditures in Nevada by about $318 million per year.
 

The efficacy of a cap on non-economic damages in controlling costs depends primarily on three factors:

· the level of the cap

· the cap’s coverage
· the predictability of the cap

(a) The higher the cap, the lower the estimated benefits
Bill 1 appears to cap non-economic damages at $350,000.  Exhibit 1 compares Nevada’s cap to the caps adopted by other states that have acted to reform their medical malpractice tort system.  The exhibit shows that Nevada’s cap on non-economic damages is lower than the median cap in the U.S.  Nevertheless, there are 7 states where the cap is lower than Nevada’s.

The $350,000 cap, however, is deceiving.  As enacted, the cap applies per defendant, rather than per claim.  As a result, the effective cap on an individual plaintiff’s non-economic damages depends on the number of defendants who are held responsible for paying these damages.  As a result, some claimants will be able to obtain awards for non-economic damages that are significantly more than $350,000. One predictable effect of the higher effective cap is that plaintiffs will file suit against more defendants, in order to erode the limit on awards that otherwise would be in effect.

Because the effectiveness of a cap in controlling medical malpractice costs is inversely related to the maximum award permitted for non-economic damages, the Nevada cap will not be as effective as the $250,000 cap adopted by California and other states.  Nor will it be as effective as a $350,000 cap per claim.  Consequently, the savings in health care-related expenditures in Nevada resulting from Bill 1 will be significantly lower than our estimate of $318 million per year, even if there were no exceptions to, or uncertainties regarding, the cap. 

(b) Exceptions to the cap will reduce its effectiveness

The cap on non-economic damages established by Bill 1 does not apply to all awards.  It would not apply if the defendant’s conduct is “determined to constitute gross malpractice” or if the court determines, “by clear and convincing evidence admitted at trial, that an award in excess of $350,000 for non-economic damages is justified because of exceptional circumstances.”  Thus, an unknown number of awards will not be subject to any cap.  The efficacy of the cap will depend, in part, on whether this number is large or small.

In our opinion, the exceptions to the cap are most likely to arise in connection with awards that raise malpractice insurance costs the most.  It is reasonable to conclude that juries awarding multi-million dollar amounts for non-economic damages consider the malpractice severe or the circumstances “exceptional,” as do the courts that let these awards stand.  Thus, the types of cases that, in the past, received the largest non-economic damage awards are most likely to be granted an exception to the cap established by Bill 1.  

As discussed in Hamm and Bubna (2002), a relatively small number of very large awards account for a significant proportion of total non-economic damages awarded by courts.  By allowing similar awards to avoid the cap, Bill 1 will achieve only a small portion of the potential cost-savings offered by a cap on non-economic damages.  As a result, a significant portion of the hoped-for benefits to the healthcare system will not materialize.

(c) Poorly defined exceptions make the cap’s coverage unpredictable, thereby further reducing the expected benefits from medical malpractice reform

Well-defined exceptions to the cap will limit its efficacy.  Poorly-defined exceptions will limit its efficacy still more, by reducing the predictability of loss-costs on which actuarial rate-setting depends.  Potentially open-ended exceptions to the cap mean that the cap will do little to reduce the risk of large awards that are a major contributor to rapidly rising medical malpractice insurance premiums.

Bill 1 does little to limit the scope of the exceptions to the cap contained in the act.  It is unclear, for example, what would constitute “gross” malpractice.  Similarly, the circumstances that a court could consider “exceptional” are not defined.  Bill 1’s failure to define these terms with sufficient precision to give them a predictable meaning affects the incentives of litigants in ways that lower the benefits likely to result from medical malpractice reform.

Impact on patients’ incentive to litigate

Uncertainty regarding the application of the cap to specific cases will increase the likelihood that some plaintiffs with dubious claims will litigate for damages.  This is demonstrated by the following example.  Consider a medical malpractice claim seeking $400,000 in economic damages and $600,000 in non-economic damages.  Assume that the claimant assesses the probability of a successful outcome at 20 percent.  If it is clear to the claimant that any exceptions to the cap allowed by law are not applicable, then with a $350,000 cap on non-economic damages, the maximum award would be restricted to $750,000. If, however, the cap permits exceptions under vaguely defined circumstances, the plaintiff may conclude that there is a 50 percent probability that his or her claim will not be capped.  Thus, if the plaintiff’s claim is successful, there is a 10 percent chance (= 20 percent x 50 percent) that the award will be $1,000,000, and another 10 percent chance that the award will be $750,000.  If the fixed costs of litigating the claim are $100,000 and the variable costs are 7 percent of the award, the possibility of an exception to the cap will cause the claimant to litigate for damages.  With well-defined exceptions to a cap, the claimant would have no economic incentive to litigate.  This is illustrated below:

Claimant’s Expected Payoff (E*):

Well-defined exception to cap on damages

E* = 0.2 x $750,000 – 100,000 – 0.07 x $750,000

= 150,000 – 100,000 – 52,500

= - 2,500

Ambiguous exception to cap on damages

E* = 0.1 x 1,000,000 + 0.1 x $750,000 – 100,000 – 

   

0.5 x 0.07 x $1,000,000 – 0.5 x 0.07 x $750,000

  = 100,000 + 75,000 – 100,000 – 35,000 – 26,250

  = 13,750

Thus, a cap with well-defined exceptions is more effective in discouraging weak or dubious claims than an ambiguous cap leading claimants to maintain hope that the cap will not apply to their claims.
  The greater the number of frivolous or weak lawsuits, the greater the burden on medical malpractice defense costs.  This burden translates into upward pressure on the premiums that insurance companies must charge providers in order to cover their costs.  As noted earlier, these costs ultimately will be passed along to consumers, workers, and taxpayers.

Impact on providers’ and insurers’ incentives 

Courts, in general, have imperfect information regarding plaintiffs and the defendants. This disadvantage makes possible unpredictable rulings, creating uncertainty for providers and their insurers.  The uncertainty is exacerbated by any ambiguity regarding the conditions under which a cap on non-economic damages will be waived.  

Economists recognize uncertainty as a cost that firms will pass on to consumers, in order to remain profitable.  Empirical research has established that health care providers protect themselves from the costs associated with uncertainty by practicing “defensive medicine,” so as to reduce the probability of successful malpractice suits.  Defensive medicine keeps healthcare costs high in Nevada, and elsewhere. 

A cap on non-economic damages will do relatively little to reduce a malpractice insurer’s exposure if the insurer cannot predict when the cap will and will not apply.  This is especially true in the short- and intermediate-term, since medical malpractice insurance companies will have little or no basis to determine which doctors or specialties are more likely to be exempt from the cap. Thus, a cap with ambiguous exceptions is unlikely to have any significant favorable impact on medical malpractice premiums in Nevada for the foreseeable future.

III. Withholding information on collateral sources until juries have reached a verdict will result in over-compensation

Some of the losses incurred by successful plaintiffs in medical malpractice cases may be covered by compensation provided to the plaintiff outside the tort system.  Among the “collateral sources” of compensation for malpractice-related injuries are health insurance, workers compensation, and malpractice insurance carried by other providers.

Clearly, society has an interest in ensuring that malpractice awards do not result in duplicate or unjustified compensation for the same injury.  Where duplication occurs, the tort system imposes an unnecessary financial burden on health care consumers, workers, and taxpayers that restricts access to care.

Nevada law seeks to address the problem of duplicate payments by requiring the court to reduce awards by the amount of compensation that the plaintiff receives from collateral sources.  This requirement would potentially reduce the cost of the medical malpractice tort system without denying successful plaintiffs full compensation for their economic losses.

Nevertheless, withholding information on collateral sources from the jury likely inflates the number and size of malpractice awards in two ways:

1. By increasing sympathy for the plaintiff.  It is well-known that a jury’s award of damages may be influenced by subjective factors, such as the jury’s compassion for the plaintiff.  If a plaintiff is known to have obtained compensation for his or her loss from alternative sources, the jury’s compassion for the plaintiff may be diminished, thereby reducing the size of the award to which it believes the plaintiff is entitled.

2. By causing the jury to gross-up an award for previously compensated losses.  If a jury takes attorney fees into account when deciding the size of a damages award, failure to disclose collateral sources of compensation for injuries will result in over-compensation.  Suppose the true damages suffered by a plaintiff and accurately determined by the jury is $150,000 and that the plaintiff has received partial compensation for these losses of $30,000.  Let the attorney receive one-third of the total damages awarded.  In this example, the announced damages awarded would be $[3/2 x 150,000] = $225,000.  Under Bill 1, the judge would offset the award by $30,000, and announce the damages to be $195,000, leaving the plaintiff with net compensation of (2/3) x $195,000 = $130,000 plus $30,000 = $160,000.  Thus, in this case the plaintiff is over-compensated, at the expense of those groups that ultimately bear the burden of the malpractice tort system.

There appears to be no offsetting benefit to withholding information on collateral sources from the jury.  Such information would enable the jury to craft an award providing full compensation for economic injury while minimizing the possibility of excessive payments.

IV. Periodic payments are much more effective than lump sum payments in avoiding unnecessary medical malpractice costs

Many claimants seek compensation for one-time costs they have already incurred, such as hospital care and doctor fees.  Other claimants require compensation for ongoing or future expenses, such as rehabilitation and continuing care.  The tort system seeks to ensure that claimants are provided full compensation for their future economic expenses, at the least cost.  

The Nevada medical malpractice tort system provides the plaintiff the option of choosing to obtain compensation for future damages either as a lump sum in the present or as a stream of periodic payments over time.  We analyze the pros and cons of these alternative systems from the perspective of the claimant, the insurer, and society as a whole.

(a) Risks to claimants are lower with periodic payments 
A claimant choosing a lump sum payment bears at least two important risks.  

1. Risk of mismanagement.  For a lump sum to cover expected costs, the funds must be invested in such a way that the principal is preserved and the expected return is achieved.  Many recipients of lump sum awards, however, lack the skills and experience needed to manage investments.  An individual plaintiff (or his or her conservator) may be myopic in making spending decisions, underestimating the likely future expenses for which the damages were awarded.  As a consequence, the individual may be left without adequate resources to cover his or her future actual damages.   

2. Risk that actual costs will exceed estimated costs.  Lump sum payments are based on estimates of both future costs and the period during which these costs will be incurred.
  Actual costs, however, frequently are not equal to expected costs.  It is possible, therefore, that sound management of a lump-sum award will not prevent the funds from running-out before the needs are fully met.

A claimant choosing periodic payments also assumes some risk.  Periodic payments may be made through the purchase of an annuity from an insurance company.  If the insurance company fails, the stream of periodic payments from the annuity may be jeopardized.

This risk, however, is counter-balanced by other factors.  First, insurance companies are heavily regulated by the states.  Such close monitoring reduces (but does not eliminate) the probability of an insurance company failing.  Second, insurance companies are much better informed about the workings of financial instruments (such as annuities) than are individuals.  They are in the business of managing money and, hence, are likely to be more effective than an individual at preserving the principal and achieving the target returns.  Thus, an individual with a lump sum amount to manage would likely face more risk than an insurance agency managing an annuity for periodic payments to the claimant.  Third, transaction costs typically are higher for individuals than firms.

Nevada law requires that if an annuity is purchased to provide periodic payments, the plaintiff must select the provider of the annuity.  Information-gathering for the purpose of purchasing an annuity imposes an economic cost on the purchaser.  These costs, referred to as “transaction costs” in economics, are, on average, higher for individuals who purchase an annuity that would replicate the payment stream of the future damages award than they are for financial institutions or larger organizations.  Unlike individuals, an insurance company or hospital has the option of either writing an annuity contract, or purchasing such a contract from another institution with which it may already have an existing relationship.  Lower transaction costs leave a larger portion of the award available to meet the plaintiff’s needs.  By requiring the plaintiff, rather than the defendant, to choose the annuity provider, the Nevada tort system encourages waste of scarce economic resources, whose burden is ultimately borne by consumers.

In sum, although there are inherent risks under both payment systems, a claimant is likely to be better-off if he or she receives periodic payments, rather than a lump sum payment.

(b) The cost of the medical malpractice tort system will be lower if claimants receive periodic, rather than lump sum, payments

An efficient medical malpractice tort system fully compensates a claimant for his or her economic expenses at the lowest possible cost.  There is no justification for providing compensation to a claimant for costs that he or she does not actually incur.  Lump sum payments raise the prospect of such unnecessary payments.  For example, consider the case where the plaintiff is awarded lump-sum damages of $1 million that is intended to cover institutional care during a 25-year period.  After year five, however, the claimant no longer requires institutional care.  Under these circumstances the portion of the lump-sum award intended to cover years six through 25 would no longer be needed or justified.  Instead, the amount would constitute a windfall to the claimant or the claimant’s heirs.  These windfall payments increase the cost of the medical malpractice tort system, at the expense of consumers, workers, and taxpayers.  

A requirement that periodic payments be made to cover future costs avoids these windfall payments, thus reducing the cost of the medical malpractice tort system without leaving the claimant uncompensated for his or her economic losses.

(c) Mismanagement of funds by a recipient of a lump sum award can impose additional cost on society

Mismanagement of a lump sum damages awarded may leave a claimant without adequate resources to cover ongoing costs of care.  Apart from adversely affecting the claimant’s well-being, the shortfall may result in the claimant becoming a cost to society.  Tax revenues may be needed to provide for the plaintiff’s ongoing care.

In light of the above, we conclude that periodic payments are likely to be more effective than lump-sum payments in controlling the cost of healthcare.

Periodic payment plans are likely to be relatively rare.  The law allows claimants to choose the compensation method, and there is little economic incentive for them to opt for periodic payments.  Ignoring this issue further undermines the bill’s efficacy in controlling the cost of quality healthcare.

V. Conclusion

Bill 1 will do little in the near term to reduce rates.  The uncertainty inherent in porous cap with unpredictable exceptions will keep medical malpractice insurance premiums high, at least for the foreseeable future.  Further, since defendants are unable to inform juries of collateral payment sources, over-compensation of some claimants will continue to occur.  Similarly, lump-sum payments for expected future costs will continue to result in excess compensation for some claimants and windfalls for the heirs of other claimants.  These costs will be passed along to providers, consumers, employers, workers, and taxpayers.  As the cost of the health care system rises, access to quality care tends to fall.

� Our analysis of the key features of the legislation includes an analysis not only of certain amendments introduced but also of previously existing statutes that were not amended. 


� No such reduction is required for any amount for which there is a right of subrogation to the rights of the claimant if the right of subrogation is exercised by serving a notice of lien on the claimant before the settlement of or the entry of judgment in the action.





� Danzon, Patricia M., and Lillard, Lee A., “Settlement Out of Court: The Disposition of Medical Malpractice Claims,” Journal of Legal Studies, June 1983, p. 375, as cited in William G. Hamm and Amit Bubna, “How Would a Cap on Non-Economic Damages Affect the Cost of and Access to Health Care in Nevada?” July 2002. [hereafter, Hamm and Bubna, 2002] 


� Hamm and Bubna, 2002.


� The exceptions to the cap would appear to violate another tenet of a sound compensation system.  If the purpose of medical malpractice damages awards is to compensate the claimant for his or her damages, the size of the award made to a given plaintiff should depend on the extent of damages, as limited by the cap.  Under Bill 1, however, two plaintiffs with identical damages could receive dramatically different awards simply because one provider was deemed to be more negligent, or because the circumstances surrounding one plaintiff’s injury are deemed to be “exceptional.”


� Similarly, legitimate cases may end up being not filed due to ambiguities in circumstances when a cap may be waived.  Such instances undermine the effectiveness of the legal system.


� Award for future damages may take various forms.  For instance, a jury may offer fixed damages per year or damages covering the entire cost of care each year.  Moreover, a jury may award damages either for the entire duration of expected costs or for a finite period of time. Thus, lump sum calculation would depend on the nature of the award that the jury makes.  The above discussion is based on the assumption that either the duration of the award or the size of the award, or both, are not specified by the jury.
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