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Insurance is a form of contract under which one party pro-
tects another from risk of loss in exchange for the payment
of a fee, or “premium.” The insurer, in turn, pools these pre-
miums into a coverage fund that compensates any member
of the group who suffers a defined loss. The goal of this
process is to minimize risk to the individual by distributing
the burden of loss over a large number of contributors.

Today, insurance may be purchased to guard against virtu-
ally any risk. Life insurance, disability insurance, and casualty
insurance all are widely available and purchased. This chap-
ter will focus on the types of insurance that have had the
greatest impact on the practice of medicine in this country:
health insurance, which indemnifies patients for medical
expenses, and medical malpractice insurance, which indem-
nifies health care providers against claims of professional
negligence. Both have been subjects of intense legislative
debate in recent years, and both promise to generate
complex legal issues in the future.

HEALTH INSURANCE

Unlike other industrialized nations, the United States does
not provide its citizens with comprehensive health care.
Prior to the 1930s, Americans paid all of their health
expenses out of pocket. The Great Depression of the 1930s
prompted doctors and hospitals to establish Blue Cross and
Blue Shield plans—nonprofit arrangements that financed
health care for those who otherwise could not afford it.
During this same period, commercial insurance companies
made health coverage available to the public. Today,
Americans rely primarily on employment-related group
insurance for their health coverage, while specific popula-
tions benefit from government-financed health programs
such as Medicare and Medicaid.!

Private health insurance exists today in many forms.
Indemnity coverage reimburses the policyholder for out-
of-pocket medical expenses deemed “usual and customary.”
These policies are unique in that they typically impose no
limitations on the selection of a health care provider.

Service-benefit plans, in contrast, require the insured to
select from a pool of participating health care facilities and
practitioners. These plans reimburse health care providers
directly and fully for services rendered. To prevent exces-
sive service use, many service-benefit plans require co-
payments or deductiables.?

Health maintenance organizations (HMOs) represent an
increasingly common alternative to the traditional health
insurance policy. Members of these organizations receive
care through a network of contracted providers who are
compensated by the HMO on a fixed or per capita basis,
without regard to services actually rendered. Hybrid plans,
such as preferred provider organizations (PPOs), combine
various characteristics of the service-benefit plan and the
HMO. Participants may choose from a list of contracted
providers, or they may seek care from an independent
provider outside of the system. Reimbursement often is lim-
ited, however, if the participant selects the latter option.

In the 1990s, HMO coverage and other forms of man-
aged care surpassed fee-for-service insurance as the pre-
dominant mode of health care financing in this country.
Outraged by media reports of “drive-through” deliveries,
nonreimbursed mammographies, and deaths caused by
delays in treatment approval, the public soon demanded
increased coverage and access to care. Legislators responded
to these concerns by proposing managed care regulation in
Congress and in every state. Today, health insurance of all
kinds is regulated by a vast array of federal and state laws,
including the Employee Retirement Income Security Act
of 1974 (ERISA),®> the Health Maintenance Act,* the
Consolidated Omnibus Budget Reconciliation Act of 1985
(COBRA),* and the Health Insurance Portability and
Accountability Act of 1996 (HIPAA).6

MEDICAL MALPRACTICE
INSURANCE

Medical malpractice insurance indemnifies health care
providers against claims of professional negligence.
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Available from commercial insurance companies and joint
underwriting associations, this type of coverage is required
under the laws of many states as a condition of profes-
sional practice. Similarly, a hospital may require proof of
malpractice insurance before appointing a physician to its
staff.” Rates tend to vary by specialty, geographic region,
and the complexity of the procedures to be covered. The
amount to be paid on each claim often is limited, as is the
amount to be paid in aggregate during the term of the policy.

Medical malpractice insurance has become a subject of
great controversy in recent years.® Escalating premiums
have been passed along to the public in the form of higher
fees. At the same time, physicians have taken to practicing
“defensive medicine,” ordering tests and procedures of
dubious value in an effort to “cover all bases” and avoid
malpractice claims entirely. Together, these phenomena
have produced skyrocketing health care costs and higher
health insurance premiums.’

This “malpractice crisis” has had a crippling effect on the
provision of health care. Unable to find affordable insur-
ance, doctors in many parts of the country—and practi-
tioners of high-risk specialties, in particular—have been
forced to make a difficult choice: relocate to a geographical
area where insurance is more readily available, change spe-
cialties, practice without insurance, or abandon medicine
altogether. The resulting shortage of specialists has caused
a number of trauma centers and maternity wards to close
their doors. In some cities, high-risk specialties such as
neurosurgery are no longer practiced at all.!®

Physicians blame greedy lawyers for the nation’s malprac-
tice insurance woes. Many doctors are convinced that attor-
neys encourage patients to sue their health care providers
because of the extraordinary legal fees associated with med-
ical malpractice litigation.!! Trial lawyers, in turn, claim that
bad medicine is the real culprit. With medical errors killing
more Americans each year than motor vehicle collisions,
AIDS, or breast cancer, the legal profession insists that premi-
ums will continue to rise until doctors make fewer mistakes.!?
Consumer watchdog groups, meanwhile, have uncovered
evidence that the insurers themselves are at fault. In the
opinion of two such organizations, insurance companies
have jacked up premiums in an effort to recoup losses from a
faltering economy, imprudent investment, and corporate
mismanagement.'® In truth, the malpractice crisis probably
has resulted from some combination of these factors.

Efforts to alleviate the malpractice dilemma have met
with varying degrees of success. Beginning in the 1970s,
insurance companies generally abandoned “occurrence-
based” policies, which covered malpractice committed at
any time during the policy period, in favor of “claims-made”
policies, which cover only those acts and omissions for
which claims are filed during the term of the policy. This
change has reduced malpractice premiums, but in some
cases it has left practitioners uninsured for claims filed
after the expiration of their malpractice policies.

Legislative bodies, too, have taken measures to rectify
the problem. More than 40 states have shortened their
statutes of limitations on malpractice actions in an effort
to limit the number of claims. Some states, including
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Massachusetts and Maryland, utilize pretrial screening
panels to weed out frivolous claims. A successful, yet con-
troversial, solution to the malpractice crisis entails the
statutory capping of punitive damages. According to one
study, shortened statutes of limitations, combined with
statutory caps on awards, have reduced amounts paid to
plaintiffs by nearly 40%.!* Some states have dismissed such
caps as unconstitutional,’> however, and efforts to limit
punitive damages at the federal level have failed entirely.
Nine times the United States House of Representatives has
passed bills that would have imposed a $250,000 cap on
noneconomic damages nationwide, but so far, none of
these bills has survived to become law.!°

In the past, patients initiated malpractice claims only
against those who had actually rendered the care. This has
changed recently, with many courts extending malpractice
liability to HMOs and other managed care organizations.
In Petrovich v. Share Health Plan of Illinois, for example, the
Mlinois Supreme Court held that an HMO may incur vicar-
ious liability for the malpractice of an independent-
contractor physician under the doctrines of apparent and
implied authority. The physician in that case had declined
to order magnetic resonance imaging and computerized
tomography on a patient later found to have oral carci-
noma, since he believed that the HMO would not pay for
the tests.!” Similarly, in Pappas v. Asbel, the Pennsylvania
Supreme Court held that a patient who sustained perma-
nent quadriplegia from an epidural abscess could sue his
HMO for negligently delaying his transfer to a facility where
specialized neurosurgical intervention was available.'® Other
jurisdictions have allowed patients to sue managed care
organizations for breaches of fiduciary duty—as, for exam-
ple, where savings from denials of treatment were passed
along to a physician-administrator in the form of a bonus.!°
The frequency of malpractice claims against HMOs is
expected to grow as more and more of these organizations
shed their images as traditional insurers and hold them-
selves out as full-service health care providers.

A small number of states have conferred statutory mal-
practice immunity on HMOs and their member physicians.?°
The goal of this immunity is to prevent HMOs from being
bankrupted by huge malpractice awards that would leave
great numbers of people without health coverage. In all other
states, HMOs enjoy limited immunity arising from a combi-
nation of statutes and judicial decisions.?! Also, medical
malpractice claims against HMOs may be cut off by ERISA, a
federal statute that “supersedes any and all State laws insofar
as they. . .relate to any employee benefit plan.”?? Some courts
have held that HMOs are “employee benefit plans,” and that
ERISA therefore invalidates malpractice claims against HMOs
by preempting the state laws that make such claims possi-
ble.?? Others have held that the relationship between a med-
ical malpractice claim and the administration of an HMO is
“too tenuous, remote, or peripheral” to trigger ERISA.2*
Whether or not ERISA preempts a particular malpractice
claim depends not only on the facts of the case, but also on
how broadly the court interprets ERISA’s reach.

Managed care organizations have begun to protect
themselves from vicarious liability claims by insisting that
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physicians agree to indemnify them for negligence claims
brought against the physician. Under such an agreement,
the physician may incur liability for the full amount of the
claim, as well as for attorneys’ fees and expenses. The
physician also may forfeit the right to seek contribution
from the managed care organization on a cross-claim.? In
order to avoid substantial out-of-pocket losses, practition-
ers must ensure that their insurance policies do not limit or
exclude contractual liability coverage.

FORMATION OF THE
INSURANCE CONTRACT

Insurance coverage begins with the execution of a contract
between the insurer and the insured. Like all contracts, this
requires a lawful object, genuine assent of competent
parties, and payment of sufficient consideration.

In a typical insurance transaction, the party seeking
insurance contacts a broker or agent, who in turn procures
coverage from an insurance company or underwriting
association. A broker usually works for the consumer, while
an agent generally represents the insurer. This distinction
can be an important one, because the power of these inter-
mediaries to bind the insurer can vary drastically.?6

Insurers sometimes authorize agents to issue “binders,”
or short-term guarantees of coverage, pending the execu-
tion of the complete policy. As a general rule, however, the
submission of a completed application to the insurer con-
stitutes only an offer to purchase insurance. Coverage does
not begin until the insurer receives the application, reviews
it, and agrees to indemnify the applicant. Even so, the
majority of courts now hold that an insurer is liable under
an insurance contract when it has failed to act on an appli-
cation within a reasonable time.

Of course, with most employers now offering managed
care plans to their employees, many Americans never
interact with an agent or broker at all. Rather, they deal
directly with a representative of the employer. Often this is
an individual with a background in human resources man-
agement. The employer, in turn, contracts with the HMO
or PPO for the provision of services.

INTERPRETATION OF
INSURANCE CONTRACTS

The language of a written contract defines the obligations
of the parties. Conditions, limitations, and exceptions typ-
ically are negotiated by both sides and incorporated into
the contract document. When litigation arises over one
party’s failure to perform, the wording of the agreement
often determines the outcome.

Insurance policies differ from most contracts, however,
in that they are adhesion contracts. Drafted by the insurer
and submitted to the potential client on a “take it or leave
it” basis, they place the insurer in a superior bargaining
position by eliminating the client’s opportunity to negotiate.
Policyholders often do not understand terminology
used by the insurer, or, indeed, they may agree to the
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coverage without reading the contract at all. Group poli-
cies are not adhesion contracts, but courts traditionally
have treated them as such.?”

To compensate for this inequity in bargaining power, the
courts have adopted a rule of construction under which
ambiguities in policy language are construed against the
insurer.?® Justified by the principles of waiver and estoppel,
this rule is intended to protect the reasonable expectations
of the policyholder—including the expectation that med-
ical treatment generally will be covered. Accordingly, insur-
ers often find themselves indemnifying policyholders as a
result of contractual provisions that easily could be inter-
preted as creating no such obligation.?° In Ponder v. Blue
Cross of Southern California, for example, the California
Court of Appeal allowed a patient to recover for treatment
of temporomandibular joint syndrome despite language in
the insurance certificate that explicitly excluded this syn-
drome from coverage. The court reasoned that the insurer
had disappointed the expectations of the policyholder by
failing to make the exclusion “plain” and “conspicuous.”3?

Much of the litigation arising from health insurance
contracts revolves around eligibility for coverage. Courts
often must decide whether the language of a policy obli-
gates the insurer to indemnify a particular individual for a
specific condition. The principal issue in many insurance
disputes, then, is the scope of coverage intended by the
parties at the time of contract formation.

In recent years, insurers have begun to include in their
policies blanket exclusions for “experimental” or “med-
ically unnecessary” services. These exclusions are meant to
limit liability for expensive, and at times unproven, tech-
nology. When blanket exclusion provides the sole basis for
denial of payment, the court generally will compel indem-
nification as long as the patient’s physician has deemed
the services necessary, even where the scientific commu-
nity has not universally validated the service in question.3!
Courts are much more likely to uphold a denial of pay-
ment where the excluded treatments are enumerated in
the policy, or where the method of determining medical
necessity is clearly spelled out.3?

Other types of exclusion clauses may appear in policies as
well. Claims-made policies generally contain retroactive
exclusion clauses, for example, which hold the insurer
harmless for any incident that occurred before the date on
which the insured first took out a policy with the company.
This provision has no impact on new practitioners who take
out their first malpractice policy with no preexisting claims
to cover. Nor will it affect a practitioner who switches from
an occurrence-based policy to any other policy, since the
occurrence-based policy will cover claims made even after
the policy expires. A gap can occur, however, when a claims-
made policy terminates for any reason, because the former
policy will not cover claims made after its effective period,
and the latter policy will not cover incidents that occurred
before it became effective.3? Practitioners can avoid this kind
of problem by purchasing a “reporting endorsement” from
the issuer of the former policy. These endorsements amend
claims-made policies to cover all incidents that occurred
during the term of the policy, regardless of the date on
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which they are reported. Effectively, these endorsements
convert claims-made policies into occurrence-based policies.

Some insurance policies also deny coverage where the
insured had knowledge of a claim but failed to report it
during the policy period. Insurers utilize such clauses to
avoid assuming known risks. Some courts have interpreted
such clauses strictly, while others have been accused of
converting claims-made policies into occurrence-based
ones by finding the insurer liable on the basis of “excusa-
ble delay” by the insured.3*

Parties to all contracts, including insurance contracts,
must adhere to a covenant of good faith and fair dealing.3®
In the past, courts treated a breach of this covenant as a
breach of contract. Recovery therefore was limited to the
amount specified in the policy. During the past quarter-
century, however, a number of jurisdictions have held that
a breach of good faith during insurance transactions can
give rise to tort actions as well.>® This is especially true in
the context of liability insurance, where the insurer’s inter-
est in defending against a third-party claim often conflicts
with the interest of the policyholder in settling the claim
below the policy limit.

Communale v. Traders and General Insurance Company illus-
trates this principle. There, the insurer wrongfully refused to
defend a liability action brought by a third party against the
policyholder, and then refused an offer of settlement within
the policy limits. The California Supreme Court held the
insurer liable for the full amount of a third-party claim—
including the portion that exceeded the policy limits—
because of the insurer’s bad faith in handling the claim.3”

Policyholders owe insurers a duty of good faith as well,
albeit a somewhat less stringent one. As the California
Supreme Court noted in Commercial Union Assurance Co. v.
Safeway Stores, Inc., “We have no quarrel with the proposi-
tion that a duty of good faith and fair dealing in an insur-
ance policy is a two-way street running from the insured to
his insurer as well as vice versa. However, what that duty
embraces is dependent upon the nature of the bargain
struck between the insurer and the insured and the legiti-
mate expectations of the parties which arise from the con-
tract.”3® Under this rationale, a policyholder might incur
tort liability to his insurer, where, for example, the
insured’s refusal to cooperate in an investigation results in
the unnecessary payment of a claim.

At times, the doctrines of election, waiver, and estoppel
can alter rights established by the written contract.
Election is a choice between available rights that extin-
guishes the right not chosen. A policyholder may have a
contractual right to receive disability benefits in a lump
sum, for example, or in annual payments, or in the form of
an annuity. Under the doctrine of election, a policyholder
who has elected one of these methods of payment loses the
right to demand a different method where a changing eco-
nomic climate renders the original choice undesirable.?

A waiver is an intentional relinquishment of a known
right.*® Waivers may be written into the insurance contract,
or their existence may be inferred from circumstances.*!
One type of waiver common to insurance policies is a
“waiver of premium” that suspends the insurer’s right to
collect premium payments for a specified period of time—as,
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for example, where the policyholder becomes disabled and
cannot work. Insurers typically offer this type of waiver to
policyholders in exchange for slightly increased premiums
during the life of the policy.#? Once granted, an express
waiver can be rescinded only by mutual agreement of the
parties. Even a letter of notification does not restore the
right previously waived.

Estoppel, in the context of insurance law, is a representa-
tion of fact, which, when relied upon by another party, ren-
ders any subsequent denial of obligation based on that
representation unfair. The party claiming estoppel must
show that the representation pertained to a material fact;
that the reliance was reasonable; and that detriment
resulted.*® Thus, an insurer that erroneously names a party
as an additional insured in an insurance certificate is
estopped from denying coverage to that party.** Similarly,
an insurer is estopped from denying coverage for nonpay-
ment of premiums when it fails to send the insured a cancel-
lation notice, after having done so on previous occasions.*

Insurers sometimes guard against estoppel-based obliga-
tions through the use of reservation-of-rights notices and
nonwaiver agreements. The reservation-of-rights notice
informs the policyholder that the insured intends to con-
duct an investigation for the purpose of determining cov-
erage eligibility, and that the insurer’s activities do not
necessarily represent a defense against a third-party claim
or a waiver of any future rights to deny coverage. This noti-
fication may prevent the insured from claiming that he
relied on the insurer to defend against the claim, and that
the insurer is therefore estopped from denying coverage.
Because it is a unilateral action, however, a reservation-
of-rights notice is not always effective. To be fully protected,
the insurer may incorporate a nonwaiver agreement into
the insurance contract. This agreement indicates that neither
party will waive its rights under the policy as a result of an
investigation or initial defense of the action until the
extent of coverage has been determined.

FRAUD

Fraud renders an insurance contract voidable. In the con-
text of an insurance contract, fraud exists where one party
knowingly misrepresents a material fact with intent to
deceive or with reckless indifference to the truth, thereby
causing reliance and injury.*® A material fact, in turn, is one
that induces the other party to enter the contract. False
statements of opinion generally do not constitute fraud.*
In the past, insurers often used their clients’ misrepre-
sentations to their advantage. The insurer would collect
premiums over a long period of time, then deny a claim on
the basis of some earlier misrepresentation by the
insured.*® State legislatures responded to the resulting
widespread public suspicion of the insurance industry by
requiring insurance contracts to include an “incontestabil-
ity clause,” under which the parties agree that the validity
of the contract cannot be challenged after a specified
period. These clauses do not bar all validity contests, of
course. To the contrary, courts often permit insurers to
challenge claims for nonpayment of premiums, or where
the eligibility of the insured or the occurrence of a covered
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event is questioned, notwithstanding the existence of an
incontestability clause.*® These clauses originated in life
insurance contracts. Today, however, many states require
them by law to appear in health insurance policies as well.>°

Most courts have held that insurance applicants retain a
duty to disclose changes in material facts discovered prior
to the onset of coverage. The courts generally agree, how-
ever, that this obligation ceases once the policy takes effect.

INSURANCE REGULATION

Prior to World War 11, the courts did not treat insurance sales
as transactions in commerce. As a result, the insurance indus-
try enjoyed immunity from federal antitrust laws.>! Insurers
worked in conjunction with rating bureaus to gather actuar-
ial data and to establish uniform rates and policies.

A 1944 Supreme Court decision, South-Eastern Underwriters
Association v. U.S., temporarily disrupted this practice. In
South-Eastern, the Court expanded the definition of com-
merce and held that insurance transactions were subject to
federal regulation.>? Congress recognized that state regula-
tion of the insurance industry already was firmly established,
however, and less than a year later, the McCarron-Ferguson
Act effectively returned control to the states, subject to the
limited applicability of federal antitrust laws.>3

Today, state governments grant charters to insurance
companies and license their agents, establish standards for
the content and filing of policy forms, regulate marketing
and claims practices, and investigate consumer complaints
within the industry. States also strive to protect the solvency
of insurers by imposing controls on insurers’ financial
reserves and investments—a role that is especially important
given the aleatory nature of the insurance contract. In so
doing, the state may prevent policyholders who pay premi-
ums for many years from being disappointed by insurers
that cannot meet their financial obligations upon the filing
of a claim.

Many states dictate the premiums charged by property-
casualty insurers. Rates for health and liability insurance, in
contrast, are typically regulated only indirectly, through the
application of Unfair Trade Practice Acts and requirements
that policy forms be approved by the state insurance com-
missioner. The goal of this regulation is to strike a balance
between affordability and availability. When malpractice
premiums climb too high, physicians tend to migrate to
other states, or to abandon the relevant area of practice
altogether. This can lead to a shortage of specialists within
the region.>* Similarly, when health insurance premiums
rise to a critical level, patients on fixed incomes may be left
without access to health care. On the other hand, if premi-
ums drop too low, the insurer risks insolvency, and it may
elect to stop issuing certain kinds of insurance altogether.
This, in turn, may leave practitioners without liability
insurance, and patients without health insurance.

Despite these efforts, insolvencies sometimes do occur.
To protect policyholders, states have established guarantee
funds to ensure that claims will be paid even after insol-
vency. All states currently have property-casualty guaran-
tee funds, and many states have created life and health
funds as well. Through these funds, the rest of the insurance
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industry shoulders the burden of the insolvent company to
ensure indemnification.

State legislatures have imposed thousands of mandates
upon insurers and health plans that are unrelated to pre-
mium rates.>> Mandated provider laws require insurers to pay
specified practitioners if they would pay a medical doctor
for the same service. Mandated coverage laws limit insurers’
ability to cancel or refuse to renew policies. Mandated
benefit laws require payment for certain types of claims
and, with regard to health insurance, payment for certain
conditions. Some states have bolstered their mandated
benefit laws through antidiscrimination statutes. Toward
this end, insurance commissioners in New York and
Massachusetts attempted to ban the use of HIV tests in
determining insurability, but courts in both states subse-
quently invalidated the regulations.>¢

Most states have retained authority to oversee rate
classification systems, which require policyholders with
similar risks to pay the same premiums.’” An emerging
controversy in this area involves classification based on
genetic characteristics.® Now that genetic markers make it
possible to predict medical problems even before birth,
insurers argue that they should be able to factor this infor-
mation into risk classification. To ignore such predictors,
they say, would be unfair to policyholders with favorable
genetic characteristics, whose premiums will be inflated by
the claims of those with poor genes. Consumer, disability,
and privacy advocates, on the other hand, feel that insur-
ers should not penalize afflicted individuals for conditions
over which they have no control. Allowing genetic infor-
mation to be used in such a way, they suggest, will result
in more frequent insurance denials and increased depend-
ence on public health insurance programs.

Federal statutes, too, have affected insurance in the
health care setting. Congress passed the Employee
Retirement Income Security Act of 1974 (ERISA) in response
to fraud and mismanagement of employee pension funds.
Because it governs employee welfare benefit plans, however,
ERISA also covers employer-provided health insurance.®
Congress intended ERISA as a regulatory statute, but its
effects on health insurance have been principally deregula-
tory. By preempting state law, it precludes many actions that
once could be brought in state courts. Excluded by ERISA,
for example, are common law bad faith claims against
ERISA-qualified health plans,® actions to compel referral to
a specialist,®! and actions to compel payment for a particu-
lar type of treatment®® or condition.’®> The courts have
distinguished between “quantity of benefits” issues and
“quality of benefits” issues, however, and most jurisdictions
have held that issues pertaining to the caliber of insurer-
provided care are properly addressed by the states.®*
Moreover, ERISA establishes universal requirements regarding
claims procedures,% determination review,* fiduciary obliga-
tions,®” and disclosure of benefits to plan participants.®®

The Comprehensive Omnibus Reconciliation Act of 1985
(COBRA) amended ERISA to mandate the continuation
of group insurance for those who otherwise would lose
such coverage as a result of layoffs, loss of dependent status,
or other changes.®® Applicable to entities that sponsor a
group health plan and employ 20 or more persons on an
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average day, COBRA protects “qualified beneficiaries” whose
insurance lapses because of a “qualifying event.” Qualifying
beneficiaries include employees and their spouses and
dependent children who were covered under the termi-
nated insurance as of the day before the qualifying event,
as well as children born or adopted during the continua-
tion period.” Qualifying events for employees include
reduction of hours and termination of employment for
reasons other than gross misconduct.”! Qualifying events
for dependents include loss of coverage due to death of the
employee, termination of the employee, or reduction in
hours; loss of coverage due to divorce or legal separation
from a covered employee; loss of coverage due to eligibility
of the employee for Medicare; and loss of coverage due to
changing status as a dependent of the covered employee.”?
Filing for bankruptcy can serve as a qualifying event where
the covered employee has retired.”® The duration of contin-
uation coverage under COBRA ranges from 18 months to
36 months, depending on the qualifying beneficiary and
event.”* COBRA beneficiaries are entitled to the same
health insurance coverage as regular plan participants,’
and when the continuation period expires, the beneficiary
may enroll in any conversion health plan that would have
been available within the previous 180 days.”®

The Health Insurance Portability and Accountability Act
of 1996 (HIPAA) represents an effort by Congress to reduce
health care fraud, simplify health care financing, establish
more favorable tax treatment for medical savings accounts,
and improve the portability and continuity of health insur-
ance.”” It limits the use of preexisting conditions clauses,”®
prohibits discrimination by insurers against individuals
with regard to group health plan enrollment eligibility and
premiums,’”® and limits the ability of insurers to deny
coverage to small employers®® and previously insured indi-
viduals.8! HIPAA preempts state law, except where the state
legislation affords equal or greater protection to the
insured. Enacted along with HIPAA was one statute requir-
ing group health plans to cover hospitalization for speci-
fied minimum periods in the event of childbirth,® and
another that prohibits health plans from restricting annual
or lifetime mental health benefits to a greater extent than
physical health benefits.®?

Another federal regulation, the Health Maintenance Act,
governs HMOs. Amended several times since its adoption
in 1973, this statute imposes a wide array of medical and
organizational duties on qualified plans. Qualified plans
obligations include providing health services “with reason-
able promptness;” reimbursing members for emergency
treatment obtained outside of the plan; accepting
Medicaid beneficiaries; and taking precautions against
insolvency.8 HMO regulations of various types also have
been enacted by every state.

NATIONAL PRACTITIONER
DATA BANK

Since 1990 the medical and dental boards of the states
have been required to report to the National Practitioner
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Data Bank certain disciplinary actions taken against the
professionals they license. Professional societies, too, must
report adverse actions taken against their members,3* while
insurers must report all malpractice payments.’¢ The
U.S. Department of Health and Human Services makes this
information available to state licensure boards and certain
health care entities to facilitate the tracking of professionals
who are disciplined in one state, then seek licensure in
another. Health care facilities must query the Data Bank at
least every two years regarding each member of their staff.3”
Many states now post this information on public websites
as well, allowing patients to consider the legal history of
practitioners when choosing a health care provider.%8

Created by Congress as part of the Health Care Quality
Improvement Act of 1986, the Data Bank immediately
became the subject of controversy. The Department of
Health and Human Services requires state licensure boards
to report all revocations, suspensions, censures, reprimands,
probations, and license surrenders, as well as revisions to
such actions, including reinstatements.®’ Denials of initial
applications and fines unaccompanied by licensing restric-
tions need not be reported, however.”® This has caused some
observers to speculate that state licensing boards are tailor-
ing penalties so as to avoid the reporting requirement.”!

Controversial, too, has been the Data Bank’s role in the
issue of closure. In the past, settlement provided physicians
with peace of mind over malpractice claims. Now, though,
with practitioners precluded by law from contesting the
merits of any claim mentioned within the Data Bank, mal-
practice settlements become a permanent part of the prac-
titioner’s record. And while insurers do not have access to
information contained within the Data Bank, some physi-
cians have claimed that they have been required to produce
their own Data Bank records as a condition of coverage.®?
If true, this means that an insurer’s decision to settle a mal-
practice claim—which may have more to do with finances
than the actual wrongdoing of the defendant practitioner—
will leave a permanent scar on the practitioner’s record,
which in turn can affect the ability of the practitioner to
obtain malpractice insurance in the future. Unfortunately,
most policies allow the insurance carrier to make settlements
without the consent of the insured physician. In addition,
insurance carriers are unwilling to relinquish control of
their ability to induce settlement. The federal government
has passed a regulation that prohibits settlements from
being construed as evidence of medical wrongdoing, but
this frequently overlooked rule has done little to ease the
fears of the medical establishment.”?

INSURANCE ACCOUNTING

Insurers must provide accurate financial information to a
number of interested parties, including the state insurance
commissions that have jurisdiction over their activities.
The National Association of Insurance Commissioners has
assisted insurers in this role by establishing uniform account-
ing standards for use by insurers when filing statements with
government entities. Unlike other businesses, insurers
often do not become aware of revenues and losses until
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many years after the relevant accounting period has closed.
This is especially true with regard to “long-tail” lines of
insurance, such as medical malpractice insurance. By the
time a patient detects a problem, files a claim, and litigates
it to completion, 25 years may have elapsed since the pol-
icy terminated. Insurance accounting therefore requires
unique practices.

The most important of these practices entails the creation
of loss reserves. To ensure that sufficient assets will be
available to pay future claims, the insurer must estimate
those claims as accurately as possible. Insurers often base
their reserves on average claim values, or on the typical
ratio between premiums and losses for a particular type of
claim. Where a type of claim tends to be large and relatively
infrequent, however, an insurer generally will include in its
loss reserve an estimate of the amount necessary to ulti-
mately settle each claim. Because of their size, medical mal-
practice claims usually rate this type of individualized
attention.

When establishing loss reserves, insurers must consider
not only known losses, but also losses that are incurred and
not reported. Fewer than 10% of all medical malpractice
claims are reported during the policy year in which they
occur, and almost none of these claims result, in final pay-
ment during that period. To avoid understating its finan-
cial position, an insurer often will employ the services of
an actuary, who can analyze past reporting trends to deter-
mine the percentage of claims likely to be filed after the
close of a particular policy year. The insurer then can add
this amount to estimated known losses to create a more
realistic loss reserve.
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