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Introduction

In 1997, by an overwhelming margin, the Texas Legislature made Texas the first state to explicitly allow insurers, HMOs,
and managed care organizations ("MCOs") to be sued for medical malpractice.1 Support for the legislation was fueled by the
advocacy of consumer groups, plaintiffs’ lawyers, and many physician groups. Proponents of the bill argued that subjecting
managed care organizations to tort liability was necessary, since managed care organizations were making decisions to deny
referrals or deny care and were, therefore, practicing medicine.2 The Texas Senate sponsor of the bill argued that he could
think of no reason why a doctor should be held accountable for a decision, but an HMO should not.3 Proponents of the bill
argued that treating HMOs and subjecting them to the same liability as medical doctors was long past overdue and would
advance the cause of quality of care.4 This article will contain a critical analysis of the new law and whether subjecting
managed care organizations to tort lawsuits for medical malpractice will accomplish the purposes espoused of achieving
quality care and whether imposing liability will assist in balancing the need for controlling the cost of health care and health
insurance.

Alarmingly, an increasing number proponents at the state and federal levels advocate subjecting insurers, HMOs, and other
MCOs to tort lawsuits as a means to solve quality of care issues in health care.5 There has been an increasing public and
political perception that the quality of care is sacrificed when a managed care organization is involved as compared to
traditional fee-for-service health care.6 Responding to these public perceptions and political pressures, a growing number of
legislatures have considered legislation that would subject managed care organizations to tort liability. One state, Missouri,
repealed an exemption from tort liability for HMOs and passed a new law that would subject HMOs to tort liability.7

California and New York are also considering legislation that imposes tort liability on managed care entities.8

"Managed care" is a term that is used loosely and broadly in many circles. The new Texas law has a very broad definition of
"managed care" that will affect not only HMOs but all types of health insurers.9 Generally speaking, however, "managed
care" is a term that is used to broadly describe a variety of different organizations and techniques that can control costs in the
utilization of health care services and often contains some involvement in both the medical and financial aspects of patient’s
care.10 The proliferation of managed care in the early 1990s was seen as a necessary means to manage the ever-escalating
cost of health care.11 Now, the pendulum seems to be swinging in the other direction.12 The two main pressures on managed
care are cost and quality.13 At times, these may be conflicting considerations, but it is proper and appropriate that a balance
be struck.

This author feels that the political pressures that the Texas Legislature felt caused it to sacrifice legitimate concerns about the
cost of health care as a means to satisfy the hungry cries of some for reform of HMOs. Cost concerns were sacrificed at the
expense of allegedly insuring quality care. A careful analysis of the new Texas statutory cause of action will show that,
perhaps, the new Texas law will not drastically improve the quality of care but may drastically improve the quality of legal
business on both the plaintiff and defense sides.

While it is clear that recipients of health care who receive care provided either directly or that is facilitated by a managed care
organization may have some genuine reasons to complain about the quality of health care received, the imposition of tort
liability and resolution of issues through a statutory liability system will create uncertainty and may threaten the solvency of
many managed care organizations. Health insurance, unlike some other lines of insurance, involve a huge volume of claims.
The threat of litigation poses tremendous concerns due to the volume of claims. While I do not believe that state insurance
regulators and their ability to regulate are a cure-all for the problem of balancing quality concerns with cost concerns, I
believe the ultimate solution to finding a proper balance between the quality of care and the cost of health care is better
placed in the hands of regulators rather than through private litigation and statutory causes of action.

It is hoped that a better understanding of the Texas law and some of its shortcomings will assist counsel in other states in
avoiding some of the same mistakes that have been made in Texas. Hopefully, the legal pitfalls that the new Texas law



liability and resolution of issues through a statutory liability system will create uncertainty and may threaten the solvency of
many managed care organizations. Health insurance, unlike some other lines of insurance, involve a huge volume of claims.
The threat of litigation poses tremendous concerns due to the volume of claims. While I do not believe that state insurance
regulators and their ability to regulate are a cure-all for the problem of balancing quality concerns with cost concerns, I
believe the ultimate solution to finding a proper balance between the quality of care and the cost of health care is better
placed in the hands of regulators rather than through private litigation and statutory causes of action.

It is hoped that a better understanding of the Texas law and some of its shortcomings will assist counsel in other states in
avoiding some of the same mistakes that have been made in Texas. Hopefully, the legal pitfalls that the new Texas law
creates can be avoided, and there will be better ways to find the proper balance between the needs for quality care and the
needs for cost containment.

Texas Statute on Health Care Liability

Background. The new Texas cause of action for health care liability is codified at Tex. Civ. Prac. & Rem. Code Ann.,
Chapter 88.14 Reference will be made to Chapter 88 claims in this article. Prior to the enactment of Chapter 88, there had
been numerous barriers to enforcing tort liability on managed care entities. These barriers included issues about ERISA
preemption;15 whether HMOs can legally be held to practice medicine;16 issues of vicarious liability;17 issues of negligent
selection or retention of health care providers;18 ostensible agency and other problems.19

The new Texas law has been challenged by Aetna in federal court on whether ERISA will preempt Chapter 88 claims.20

Whether Aetna will succeed is debatable. The recent trend of United States Supreme Court cases seems to be to narrow,
rather than enlarge, ERISA preemption.21 Chapter 88 clears away a number of hurdles for suing insurers, HMOs or managed
care entities but still leaves a number of questions open to interpretation. This section will analyze key parts of the Texas
statute.

Definitions. Managed Care Entity. Texas law defines "managed care entity" to mean "any entity which delivers,
administers or assumes risks for health care services with systems or techniques to control or influence the quality,
accessibility, utilization or cost and prices of such services to a defined enrollee population, but does not include an employer
purchasing coverage or acting on behalf of one of its employees or the employees of one or more subsidiaries or affiliated
corporations or the employer or a pharmacy licensed by the State Board of Pharmacy."22

Comment: The Texas House of Representatives amended this
definition. The amendment was intended to tighten the language in the
new Texas law to exclude employers from liability. If these
amendments have that intended purpose and the definition of "managed
care organization" excludes employer groups, then a significant portion
of the Texas marketplace has virtually been excluded from the ambit of
this bill that was aimed at assuring "quality care for all individuals." It
is estimated that nearly 40% of Texans are insured through self-funded
employer plans. This bill may have the effect of forcing more
employers into self-funded arrangements, if the expense and cost of
litigation forces the price up for traditional managed care organizations
operated by HMOs and insurance companies.

There is considerable concern regarding the breadth of the definition of
"managed care entity" which arguably encompasses not only entities
that are traditionally thought of as managed care entities, such as health
insurers, PPOs, utilization review agents and HMOs, but multiple-
entity networks and their component entities as well. Of considerable
concern is whether entities providing managed care on behalf of self-
funded ERISA plans may be subject to liability under this law. A
lawsuit is pending in Federal Court in Texas concerning the ERISA
preemption on this new law.23



preemption on this new law.23

Appropriate and Medically Necessary. The new law defines "appropriate and medically necessary" as follows:

Appropriate and medically necessary means the standard for health care services as determined by
physicians and health care providers in accordance with the prevailing practices and standards of the
medical profession and community.24

Comment: The definition in the new law does not conform to most
generally approved definitions contained in many policies of insurance,
especially indemnity policies.25 Virtually every insurance policy
provides exclusions for treatment that are not medically necessary.
There are numerous issues that are normally characterized as issues
relating to medically necessary treatment including: accepted treatment
vs. experimental treatment, in-hospital vs. out-of-hospital treatment,
elective vs. necessary procedures, and methods of determining
necessity.26

There are a number of court cases that have litigated issues on medical
necessity. Often these cases involve suits for injunctive relief to
provide injunctions against the managed care organization from
denying coverage before the procedure is implemented. Examples of
the type of serious cases involving medical necessity include treatment
for Down’s Syndrome,27 experimental treatments for life-threatening
cancers,28 or elective restorative surgery to allow pregnancy.29

The application of the new Texas law, however, in using a definition of
"appropriate and medically necessary" that is different than in the
policy, will create uncertainty on the part of the managed care
organization or the insurance company determining how to apply
coverage under its policy. This definition also may serve to encourage
more lawsuits to litigate whether the provisions of the statute or the
provisions of the contract apply.

Liability Imposed. The new statute allows health insurance carriers, health maintenance organizations and other managed
care organizations to be sued for negligence in making health care treatment decisions.30 The term "health care treatment
decision" is an important defined term in the statute. "Health care treatment decision" is defined to mean:

A determination made when medical services are actually provided by the health care plan and a decision
which affects the quality of the diagnosis, care or treatment provided to the plan’s insureds or enrollees.31

(Emphasis supplied.)

The statute provides that health insurance carriers, HMOs and other managed care entities have a duty to exercise ordinary
care when making health care treatment decisions and are liable for damages for harm to any insured or enrollee proximately
caused by their failure to exercise such ordinary care.32 In addition, the organization, carrier or other entity has liability for
damages or harm proximately caused to an insured or enrollee by such decisions that are made by the organization’s
employees, agents, ostensible agents or representatives.33

Comment: The definition of "health care treatment decision" is defined
in a way that would seem to clearly apply to staff model type HMOs.
In a staff model type HMO, the physicians and health care providers
are employed directly by the HMO.34 However, it has long been argued
in Texas that a staff model type HMO is prohibited by the Medical
Practice Act which bans the corporate practice of medicine.35 Some
have argued that federal law may supersede state prohibitions and
allow corporations to employ licensed physicians.36 It is not clear if
other types of HMOs (group, IPA) or PPO arrangements are "actually
providing" medical services. The new Texas law provides that a
physician is not an employee, agent or ostensible agent of a health
insurer, HMO or managed care entity based solely on proof that such
person’s name appears on a listing of approved physicians made
available to insureds.37
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The statute also provides that nothing in the law of Texas prohibiting a
health insurance carrier, HMO or other managed care entity from
practicing medicine or being licensed to practice medicine is a defense
to an action under Chapter 88.38

This provision was intended to reverse Texas case law that had
previously held that an HMO could not be liable for tort under common
law since, as a matter of law, it could not be a corporation that could be
licensed to "practice medicine."39

The ambiguity in the definition of "health care treatment decision" and
the defenses that are in the new Texas law will certainly have to be
resolved in later court actions. This definition of health care treatment
decision also causes particular confusion for fee-for-service health care
plans offered by health insurance companies. Certainly, it is difficult to
conceive of how an indemnity policy of health insurance can be
designed to "provide medical services" when it is clearly a contract for
the payment of the cost of either hospitalization or other health care
services as provided in the policy or contract. Traditional fee-for-
service type health insurance is clearly an option designed to determine
payment mechanisms for health and medical services being provided
by licensed practitioners, and it is not intended, nor should it have been
intended, to be construed that such indemnity should be considered to
be providing medical services. The Texas Medical Practices Act, which
is similar to that in many states, and the term "practicing medicine" as
used in that Act does not appear to provide any authority that a
company that provides indemnity health insurance is "practicing
medicine" as that term is used in the Texas Medical Practices Act.40

Standard of Care. For purposes of a claim under Chapter 88, health insurance carriers, HMOs, and other managed care
entities have a duty to exercise ordinary care. "Ordinary care" is defined as "that degree of care that a health insurance
carrier, HMO or managed care entity of ordinary prudence would use under the same or similar circumstances.41 However, in
the case of a person who is an employee, agent, ostensible agent or representative of a health insurance carrier, HMO or
managed care entity, ordinary care means that degree of care that a person of ordinary prudence in the same profession,
specialty or area of practice as the employee, agent, ostensible agent or representative would use in the same or similar
circumstances.42

Comment: Insurers, HMOs, and managed care entities, thus, have two
different standards of care that they must be concerned about in making
health care treatment decisions under Texas law. First, they must use
standards of ordinary care that an insurer of ordinary prudence would
use, but, because of their potential vicarious liability for the acts of
their employees, agents, ostensible agents or representatives, they are
held to a much different and broader standard. This is vague and
ambiguous. Compliance may be difficult for many insurance
companies, HMOs, and managed care organizations.



companies, HMOs, and managed care organizations.

For example, if a utilization review agent is reviewing utilization issues
for a physician in a particular community with a particular specialty,
then the particular standard of care for that utilization review agent is
the same standard as for the physician. In a standard medical
malpractice case, under Texas law, the plaintiff must prove what a
reasonable doctor of the same school or practice as the defendant
would have done under the same or similar circumstances.43 The
standard of care relates to and is established by the expert testimony of
physicians practicing in the same or a similar community.44 Thus, the
community standard rule does not require a small office of a rural
medical practitioner to possess either the skills or the equipment of a
sophisticated clinic. An insurance company, HMO or managed care
organization, however, would have to understand those standards of
care in all of the service areas and specialties, depending on the
circumstances of the question, to determine issues under its policy.
This is clearly an area where insurance companies have, and managed
care entities have, much broader liability than that in the medical
community.

Agency and Ostensible Agency. As stated earlier, liability is imposed for acts of employers, agents, ostensible agents or
representatives using a broad standard of care.45 "Representatives" are defined as those people who are acting on behalf of the
insurer, HMO or managed care entity and over whom the insurer, HMO or managed care entity has the right to exercise
influence or control or has actually exercised such influence or control over health care treatment decisions.46

Comment: In Texas, the ostensible agency theory has been applied in
the hospital setting involving a case against the hospital that contracted
with emergency room doctors.47 One court stated that the elements
required to defeat a summary judgment under an ostensible agency
theory included:

(1) The patient must look to the hospital for
treatment, rather than the individual physician; and

(2) The hospital must "hold out" the physician as its
employee.48

It will be interesting if Texas courts apply these standards to "approve
physicians" in HMO, PPO or IPA type plans. If so, it is difficult to
imagine that a patient would look to its insurer, HMO or managed care
entity for treatment rather than the treating physician. As you can see,
this area of the Act will create a lot of uncertainty for managed care
arrangements.

Defenses. Various defenses are included in the statute in addition to defenses that might otherwise be available in a
negligence cause of action. First, the statute provides that it is a defense if (1) neither the health insurance carrier, HMO or
managed care entity, nor any employee, agent, ostensible agent, or representative for whose conduct the health insurance
carrier, HMO, or other managed care entity is liable, controlled, influenced or participated in the health care treatment
decision, and (2) the carrier, HMO or other managed care entity did not deny or delay payment for any treatment prescribed
or recommended by a provider to the insured or enrollee.49 The statute also provides that no obligations are imposed on
carriers, HMOs, or managed care entities to provide treatment that is not covered by the entity's health care plan.50 The
statute does not apply to workers' compensation insurance coverage.51



Finally, an enrollee who files an action under Chapter 88 must comply with the Medical Liability and Insurance
Improvement Act of Texas as it relates to cost bonds, deposits and experts reports.52 This last section is technically not a
defense even though failure to comply with the requirements to post cost bonds and expert reports can result in dismissal of a
cause of action.53

Comment: The defenses afforded under Chapter 88 are illusory at best.
Considering the fact that there is vicarious liability for employees,
agents and ostensible agents, defense under the new law may be
difficult to ever achieve. It is also not clear if the defenses afforded by
statute are affirmative defenses where the burden of proof would be on
the insurer to establish the defense and what proof is necessary to
establish the defense.

The type of cases that are most likely to result in serious lawsuits
where considerable damages are involved are cases involving "medical
necessity" cases that involve some type of experimental treatment for a
terminal disease or illness. Examples include various types of new
treatments for cancers in advanced stages or new forms of treatment
that may involve considerable expense but may be considered
experimental in the medical community.54 Under the new Texas statute,
these types of issues may be resolved in a lawsuit. Other examples
could include decisions for inpatient hospitalization for a certain
number of days.55 If such determination proves after the fact to be
inadequate, then a lawsuit may be the end result.

Of particular concern is where the insurer, HMO or managed care
entity "participates" in a decision with the primary physician for the
insured. If the insurer, HMO or managed care entity agrees with an
attending physician’s recommended course of treatment that later
proves to be negligence on the part of the physician, then the defenses
provided by the statute may not be available. The defense of payment
also would not be available to utilization review agents or third parties
that have no legal obligation to pay. An obvious question also must be
asked about this defense. If insurers or HMOs start paying expensive
experimental treatment claims to avoid liability, then what effect will
this have on the overall cost of insurance?

The proponents for this statute argued that insurers, HMOs, and
managed care entities should be liable just like physicians. However,
many of the protections afforded physicians in the Medical Liability
and Insurance Improvement Act ("MLIIA") are not afforded under
Chapter 88.56 The safeguards for filing of cost bonds, deposits and
expert reports at the time of filing an action were added in 1995 as part
of the Texas Legislature's tort reform package.57 Many other
protections afforded physicians were not extended in Chapter 88 causes
of action including (1) a shorter statute of limitations scheme, (2) a cap
on wrongful death damages, (3) limits on prejudgment interest, and (4)
discovery and notice procedures.

The statute of limitations for wrongful death actions brought against
insurers, HMOs or managed care entities would run from the date of
death while the statute of limitations in a medical malpractice action
under the Texas law is shorter and runs from the date of the tort, the
date of last treatment, or in the case of hospitals, the date of discharge
from the hospital, rather than the date of death.58 Thus, insurers,
HMOs, and managed care entities face increased exposure to the risk of
litigation since they may face liability after the applicable statute of
limitations has run against the "health care providers."



HMOs, and managed care entities face increased exposure to the risk of
litigation since they may face liability after the applicable statute of
limitations has run against the "health care providers."

Certain procedural requirements of notice are also required for lawsuits
against physicians and other health care providers. Sixty days notice is
required before filing a lawsuit against a health care provider.59 This
protection is not afforded in Chapter 88 claims. Also, the expressed
criteria for experts codified in the Texas law for medical malpractice
cases is not applicable in a Chapter 88 claim.60 Thus, common law
interpretations of experts may make it easier to qualify certain experts
against the insurer when such expert may not be qualified against the
health care provider.

Texas law restricts prejudgment interest in medical malpractice claims
to past damages but not on future damages.61 Additionally,
prejudgment interest is not allowed if a claim settles before the 181st
day after the notice of claims is sent to the health care provider.62 This
restriction on prejudgment interest is not applicable to entities subject
to suit under Chapter 88.

Finally, damages for wrongful death cases against health care providers
are capped.63 The current cap is approximately $1.3 million. The cap
applies on a per defendant basis. Entities subject to Chapter 88 causes
of action would not fall under this cap.

Finally, a question arises as to whether the health care treatment
decisions will be construed to also mean that it is a professional service
which is exempt from the Texas Deceptive Trade Practices Act.64 The
exemption from the Deceptive Trade Practices Act (DTPA) was
intended to exempt physicians. If this exemption applies only to
physicians and not to managed care entities, then the remedies
available in the DTPA could also provide a broader base of liability on
managed care entities.

All of this sums up to the fact that an insurer, HMO or managed care
entity will be a much more attractive defendant in a medical
malpractice case because of the lack of availability of the defenses and
procedural rules that will be available to the health care provider.

Independent Review. One of the better features applicable to Chapter 88 claims is the requirement for review of an insured
or an enrollee's claim by an independent review organization. This requirement only applies if the insurer, HMO or managed
care entity is required to comply with the utilization review requirements.65 A claim must be submitted for independent
review prior to the filing of a lawsuit unless the enrollee has already been harmed and the review would not be beneficial to
the enrollee.66 The statute provides that failure to seek independent review is not jurisdictional and a court may not dismiss a
cause of action but may abate the action for up to 30 days for such purposes.67

The Texas Department of Insurance (TDI) has adopted rules to implement the IRO process.68 These rules provide procedures
for licenses of IRO organizations, procedures to submission of claims, fees, confidentiality of records, and standards to
permit the effective oversight by the TDI of the IRO process.69

Comment: The IRO process has resulted in submission of only
approximately 157 cases since its inception in September 1997.
Approximately 42% of the cases have resulted in a recommendation
upholding the findings of the insurer, HMO or managed care entity.
The TDI anticipated over 4,000 claims. The procedures utilized by the
TDI and statutory language are recommended for consideration by
other states. The IRO process, even without a statutory cause of action,
is a process that effectively allows a prompt independent determination
of important coverage issues, especially disputes about medical
necessity, on health insurer claims. The procedure is less expensive
than litigation including litigation seeking injunctive relief to determine
issues of medical necessity or experimental coverage. If the IRO
process is used with a statutory cause of action, it is recommended that



upholding the findings of the insurer, HMO or managed care entity.
The TDI anticipated over 4,000 claims. The procedures utilized by the
TDI and statutory language are recommended for consideration by
other states. The IRO process, even without a statutory cause of action,
is a process that effectively allows a prompt independent determination
of important coverage issues, especially disputes about medical
necessity, on health insurer claims. The procedure is less expensive
than litigation including litigation seeking injunctive relief to determine
issues of medical necessity or experimental coverage. If the IRO
process is used with a statutory cause of action, it is recommended that
it be made mandatory and jurisdictional. This is the only way to protect
against numerous lawsuits and also provides an appropriate outlet to
quickly determine medical necessity questions under applicable
coverage. Administration of the program by a regulator also allows a
proper method to balance the interests of quality of care with the
interests in maintaining viable managed care that controls the
escalating costs of health care.

Conclusion

Texas is the first state to impose a statutory tort liability scheme on managed care as the means to address perceived
problems. The federal government and numerous other states will no doubt look at the Texas law as they address issues and
concerns with managed care. There are those who intelligently argue that tort liability is a necessary mechanism on managed
care organizations to pressure them to correct their abuses as they compete for patients.70 If this is true, then, whatever tort
liability system is imposed should be drastically improved from the Texas model.

Many other solutions involve increased regulation that does not involve a new cause of action against managed care entities.
The Texas IRO model may be such a solution and a good way to handle quickly and efficiently important coverage questions
on medical necessity. Certainly, providing causes of action will not necessarily resolve coverage issues of medical necessity
quickly or efficiently even though it may give certain survivors the right to sue for money damages. It is my hope that this
article will help educate readers about the new Texas law and raise important questions about its effectiveness to assure
quality care while at the same time allowing managed care to help slow down the ever-escalating costs of health care.
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