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Preface

In 1996, the California Commission on Health and Safety and Workers’ Compensa-
tion (CHSWC) commissioned RAND to begin an extensive review of the workers’
compensation permanent partial disability (PPD) system in California. As part of
that evaluation, ICJ studied the adequacy of PPD benefits for injured workers at pri-
vate, insured firms (employers that purchase workers’ compensation insurance from
private insurance carriers) (Peterson, Reville, and Stern 1997) and at private, self-
insured firms (employers that cover the costs of compensation for employees’ injuries
out of their own pockets) (Reville et al., 2001c). ICJ has also examined the workers’
compensation court system (Pace et al., 2003) and medical fee schedules (Wynn et
al., 2003).

With this study, we report the final results of our evaluation of how well the
California PPD system assesses permanent disabilities from workplace injuries and
assigns benefits to injured workers. This monograph provides further documentation
on and discussion of the results reported in an IC]J interim briefing on California’s
permanent disability rating schedule (Reville, Seabury, and Neuhauser, 2003). The
results reported in the interim briefing provided policymakers with valuable informa-
tion about the strengths and weaknesses of the California disability rating system and
offered empirical evidence to inform an ongoing debate over the PPD system that
previously had relied on anecdotal evidence.

The research reported here should help to guide the implementation of recent
reforms to the California workers’ compensation system. In addition, we hope that
the disability rating methods discussed in this report will inform an ongoing evalua-
tion of California’s PPD system that will ultimately lead to greater equity in benefits
for injured workers and minimize unnecessary disputes between injured workers and
their employers.

This monograph should be of interest to policymakers, stakeholders, and others
interested in the efficacy and equity of the delivery of permanent disability benefits to
workers’ compensation recipients. While the focus of this report is on workers’ com-
pensation in California, many findings reported here should have broader applica-
tions to systems in other U.S. states and the Canadian provinces.
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Summary

When workers suffer a permanently disabling injury at the workplace, they are usu-
ally eligible to receive workers’ compensation benefits. A defining characteristic of
permanent partial disability (PPD) benefits in California and other states is that
more-severely injured workers are entitled to higher benefits than less-severely injured
workers. This characteristic of PPD benefits necessitates a system for ranking the se-
verity of various impairments for both single parts of the body and across different
body parts. This ranking, called the permanent disability rating, is used to distribute
PPD benefits to workers with various types of impairments. In California, injured
workers with higher disability ratings are entitled to more benefits than those with
lower ratings.

The disability rating process sparks controversy in every state, but nowhere has
it been more controversial than in California. California has historically relied on its
own system for measuring disability, a system that has been criticized by many ob-
servers as being inconsistent, prone to promote disputes, and conducive to fraud. In
this report, we discuss the criteria that are used to evaluate different types of injury,
and the system for delivering benefits in California, and compare those criteria to the
criteria used in other jurisdictions. This discussion provides a useful framework for
thinking about the various principles upon which the equity and efficacy of Califor-
nia’s PPD benefits delivery system can be judged. We then provide a systematic em-
pirical evaluation of California’s permanent disability ratings system. We examine the
extent to which workers with higher ratings experience higher earnings losses, and
the extent to which workers with similar ratings for impairments in different parts of
the body suffer similar earnings losses. In addition, we study how other factors, such
as early return to work,! impact losses, and we examine the consistency of different
physicians’ assessments of the same impairment.

L Return to work is a term used by participants in the workers’ compensation system to describe various aspects of
employment following injury. Sometimes also called the return to work rate, the term usually refers to the amount
of time between an injury and the first day of return to work. More generally, the term refers to both return to
work rates for injured employees and other characteristics of post-injury employment, such as retention and sub-
sequent employment. In this report, “return to work” implies the latter, more general definition.

Xix
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Background on the Disability Ratings Controversy in California

Workers” compensation must include a means for assigning benefits—i.e., a struc-
tured system for converting the medical evaluation of a permanent impairment from
a workplace injury into a quantitative measure of the severity of the injured worker’s
disability. In California, the PPD rating system converts the quantitative measure
(the disability rating) into a benefit amount based on the worker’s pre-injury wage.
PPD benefits are paid to workers who have injuries that are serious enough to have
permanent consequences but are not serious enough to be totally disabling. Higher
ratings translate into higher benefits, reflecting the fact that one would expect more-
serious injuries to have a more disabling effect on a person’s ability to work.

Historically, California’s approach to assigning benefits has differed markedly
from that used by most other states, and critics blame that approach for many of the
ills of the state’s workers” compensation system. In 1996, the California Commission
on Health and Safety and Workers’ Compensation (CHSWC) commissioned the
RAND Corporation to begin an extensive review of PPD benefits in California; the
study described in this report is one of five that RAND eventually completed. In late
2003, we delivered to CHSWC an interim report on our findings from this study.
The interim report helped to inform the policy debates that ultimately resulted in
Senate Bill (SB) 899, a 2004 bill that reformed many aspects of the state’s workers’
compensation system, including the permanent disability rating system. This report
provides more formal documentation of our evaluation of the system pre-reform and
additional discussion of potential issues to be considered within the post-reform sys-
tem.

The California permanent disability system attempted to produce a measure of
disability that combined both severity of an impairment and the effect of the im-
pairment on work. The disability ratings were based on a variety of objective and
subjective criteria. The reliance on subjective criteria to measure disability was the
most controversial feature of the California system and what most distinguished it
from the systems used in other states. Supporters of the system contended that Cali-
fornia’s unique approach to compensating disabilities better targeted benefits to
workers, and that some disabilities, while real, cannot be objectively measured using
medical criteria. Critics of the system countered that the use of these criteria led to
excessive PPD claiming and an inappropriate distribution of benefits.

Our approach cannot test the merits of considering subjective factors, because
we cannot separately identify disability ratings that do or do not include a subjective
component. Likewise, because we have data on only ratings using the California sys-
tem, we cannot say whether the system performed any better or any worse than any
other state’s system. Nevertheless, we are able to address some of the criticisms that
have been directed at the old system and explore the potential for empirical data on
earnings loss to improve permanent disability ratings.
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Research Questions and Approach

As requested by CHSWC, RAND undertook a sweeping evaluation of the PPD rat-
ing system. The study largely focused on the following questions:

* Did the PPD system ensure that the highest ratings (and therefore the most
benefits) go to the most severely impaired individuals?

 Did individuals with different types of impairments but similar disability sever-
ity receive similar ratings?

* Would different physicians examining the same impairment provide assessments
that lead to similar ratings?

* Were the inconsistencies in physician ratings substantial enough to provide par-
ties with incentives to litigate (given the adversarial nature of the system)?

To address these questions, RAND analyzed data on almost 350,000 PPD
claims in California, from the sample of cases with an injury date between January 1,
1991, and April 1, 1997, that were rated by the state’s Disability Evaluation Unit
(DEU). Because several years of post-injury earnings must be observed to estimate
earnings losses, injuries occurring after April 1, 1997, were not used. We were able to
match most (more than 69 percent) of the injured workers in this sample to adminis-
trative data on wages from the Employment Development Department (EDD).
Thus, we were able to create a database that includes the type of impairment, dis-
ability rating, and the estimated earnings losses for 241,685 PPD claimants in
California.2

Using these data, we can compare the disability ratings produced by the DEU
with the observed earnings outcomes. Earnings-loss estimates provide a direct mea-
sure of how a permanent disability affects an individual’s ability to compete in the
labor market. This measure provides the empirical basis that had previously been
lacking to evaluate the ranking of impairments. By comparing the disability ratings
and earnings losses of injured workers in California, we can directly assess the extent
to which the PPD rating system provides injured workers with appropriate compen-
sation.

Did Workers Receive Benefits Appropriate to Their Injuries?

Our analysis showed that, on average, the pre-SB 899 California rating system ap-
peared to function reasonably well in terms of targeting higher PPD benefits to

2The methodology for estimating earnings losses for disabled workers is the same as that used in past studies,

including Peterson et al. (1997), Reville (1999), and Reville et al. (2001c¢).
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workers with higher proportional losses. This finding is illustrated in Figure S.1,
which shows the average three-year (12 quarters) cumulative proportional earnings
losses for those cases with disability ratings of 1-10 percent, 11-20 percent, and so
forth, up to ratings of 91-100 percent. The figure includes two stages of the disabil-
ity rating, the unadjusted standard rating and the final rating? If the disability rating
system targets higher benefits effectively to more-severely injured workers, then we
would expect to see the average earnings losses increase as we move from left to right
in Figure S.1. This is clearly the case; the average proportional losses for cases with a
rating of 1-10 percent are about 5 percent, while the losses for those with a rating of
91-100 percent are more than 60 percent. This positive association holds for almost
every rating category, allowing us to conclude that, on average, California’s injured
workers who have more-severe impairments appear to receive higher PPD benefits.
The targeting of higher benefits to the more-severe impairments is only one
objective of the rating schedule; another is to ensure that the ratings are distributed
equitably for impairments to different parts of the body. In theory, the rating system

Figure S.1
Three-Year Cumulative Proportional Earnings Losses by Disability Rating Group

100%

0, -
90% |:| Standard rating

80% |- - Final rating

Proportional earnings loss

30% |-

20% |~

0% |- |_.
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3 The standard rating is based solely on physician evaluation of disability severity (using objective and subjective
factors), while the final rating incorporates additional adjustments for age and occupation.
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is supposed to incorporate #// the medical information that is relevant for determin-
ing the severity of an impairment, suggesting that, for example, an impairment to the
back and an impairment to the shoulder that have the same impact on an individ-
ual’s ability to compete in the labor market should receive the same rating. In this
report, we document that the overall positive relationship between earnings losses
and disability ratings masks considerable differences in the distribution of benefits
across impairments to different body parts.

Past work has already demonstrated substantial inequities among the ratings as-
signed to different upper-extremity impairments (Reville et al., 2002a). Figure S.2
extends the analysis to consider four major impairment categories—shoulder, knee,
back, and loss of grasping power.* Two key results should be noted from this analy-
sis. The proportional earnings losses for every type of impairment increase with the
increase in the disability rating. This finding reflects the fact that the system targets
disability benefits appropriately to more-severe impairments on average within a

Figure S.2
Three-Year Losses by Disability Rating Category by Injury Type
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4 Because the number of observations grows small for individual rating categories for ratings above 35 percent, in
Figure S.2 we present finer groups of lower-rated claims and lump together the higher-rated claims.



xxiv  An Evaluation of California’s Permanent Disability Rating System

given body part. However, it is also apparent that there are clear disparities among the
observed proportional earnings losses for different impairments that are given similar
ratings.

The overall positive relationship between earnings losses and disability ratings
masks considerable differences in the distribution of benefits across impairments to
different body parts. In the lowest disability-rating group (ratings of 1-5 percent),
back injuries have the highest estimated losses, about 4.6 percent, while knee injuries
have the lowest, about 0.9 percent. For all other rating groups, however, shoulder
injuries have substantially higher proportional earnings losses than all other types of
injury. Knee injuries have the lowest earnings losses on average, although the loss of
grasping power seems to have the lowest percentage of losses for the highest rating
category. These disparities are even more pronounced if we consider psychiatric im-
pairments (not illustrated here). All psychiatric claims, regardless of rating, have sub-
stantial earnings losses, exceeding 38 percent on average. Additionally, even low-rated
psychiatric claims have a higher percentage of losses than all but the highest-rated
claims for the other impairment types.

These results provide a striking illustration of the impact of a lack of empirical
bases for disability rating schedules. It is usually possible to show that, between two
individuals with the same impairment, one impairment is more severe than the other.
This is why, within impairment type, every rating group has higher proportional
wage losses than the next-lowest rating group. However, it is far more difficult to
compare severity across impairments to different body parts. Moreover, equally se-
vere impairments (as measured by the disability rating) to different body parts each
impact earnings differently. Using wage losses to evaluate impairment severity allows
us to provide a common standard of comparison across impairment types.

Ability to Return to Work Impacts Long-Term Earnings

While California’s disability rating system incorporates a number of important fac-
tors that might indicate an individual’s earnings capacity, one factor that it does not
consider in rating a disability is the observed return to work by an individual. Return
to work, particularly return to the at-injury employer, is an important factor because
it is a strong predictor of the long-term economic outcomes of disabled workers. De-
spite this fact, an injured worker in California receives the same compensation
whether or not he or she returns to work. Injured workers who continue at the at-
injury employer may actually receive benefits that exceed their earnings losses after
tax considerations are taken into account, at least for some period of time after the
date of injury.

Figure S.3 displays the estimated three-year proportional earnings losses for
permanently disabled workers in California by their disability rating. The lighter gray
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bars show the average proportional losses for all disabled workers, whether or not
they are observed returning to work (the “Unconditional” losses). The darker gray
bars represent the average three-year losses of workers who are observed at the at-
injury employer four quarters (one year) after the date of injury. The black bars rep-
resent the average three-year losses for workers who are observed working eight quar-
ters (two years) after the date of injury.

Figure S.3 makes it clear that, at every level of severity, workers who return to
the at-injury employer experience much lower long-term proportional earnings losses
than those who do not. While the differences in earnings losses among workers with
very low disability ratings (those between 1 percent and 10 percent) are very small,
workers with medium or severe disabilities have much lower earnings losses if they
return to the at-injury employer. For example, for disabled workers with a disability
rating of 11-20 percent, the overall proportional losses are approximately 12 percent,
but the overall proportional losses are just 8 percent for workers with the same dis-
ability ratings who are observed at the at-injury employer one year after injury and
6 percent for workers observed at the at-injury employer two years after injury. For
more severe disabilities, such as those with ratings of 41-50 percent, the overall

Figure S.3
Three-Year Proportional Earnings Losses for Injured Workers in California by Disability Rating
Group and Return-to-Work Status
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losses are approximately 34 percent, compared with losses of 20 percent for those
working at the at-injury employer one year after injury and just 13 percent for those
working at the at-injury employer two years after injury. Note that we do not indi-
cate whether the worker is employed full time, so even modified work might have a
positive impact on long-term earnings outcomes.

In this report, we discuss how other states use rwo-tier benefit systems to factor
in return to work when assigning PPD benefits. Two-tier systems, which provide
relatively lower benefits to workers who receive a legitimate employment offer from
the at-injury employer and higher benefits to those who do not, can boost labor mar-
ket participation for disabled workers by providing both employers and workers with
incentives to offer and accept, respectively, modified employment opportunities at
the at-injury employer. Two-tier systems have the potential to improve the equity of
disability benefits while also improving the earnings and employment of disabled
workers.

Large Inconsistencies in Disability Ratings by Physicians

The reliance on subjective factors in the California rating system has led to numerous
accusations that disability ratings are assigned inconsistently in the state. An inconsis-
tent disability rating system is one in which two physicians can evaluate the same in-
jured individual and produce different disability ratings. If a rating system involves a
substantial degree of subjectivity, then it would stand to reason that there is substan-
tial room for variation among physicians’ assessments, potentially leading to inconsis-
tency in the ratings.

To study this issue, we can take advantage of the fact that the DEU data include
three kinds of ratings: applicant, defense, and summary. An applicant rating is a rat-
ing based on the medical report of a physician hired by the applicant (the injured
worker); similarly, a defense rating is based on the medical report of a physician hired
by the defense (the “payer,” which is either the employer or the employer’s insurer).
Summary ratings are typically based on a report by a randomly assigned “qualified
medical examiner” or an “agreed medical evaluator” selected by both parties, who can
plausibly be considered neutral.

As stated earlier, disability benefits increase with the increase in ratings, so a
physician’s report that is favorable to the applicant will lead to higher benefits,
whereas a physician’s report that is favorable to the defense will lead to lower bene-
fits. Because the physicians that produce summary ratings can plausibly be consid-
ered to be neutral, their ratings should not lead to systematically higher or lower rat-
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ings than the “true” or “correct” rating’ By examining applicant, defense, and sum-
mary reports for the same injury, we can extract some information on the extent to
which ratings in the California system differ due to variability in physician evalua-
tions. Given that disability raters (state employees charged with converting physician
medical reports into actual ratings), like summary physicians, can plausibly be con-
sidered neutral, any systematic differences between the ratings by physician type
should be independent of rater inconsistency (in other words, the error by raters can
be assumed to have a mean of zero).

We find clear support for our initial hypothesis that the applicant rating on av-
erage is greater than the summary rating, which in turn is greater on average than the
defense rating. Cases with multiple ratings tend to involve more-severe disabilities on
average; they have an average summary rating of 30.43. The average applicant rating
is 37.07, 6.63 percentage points higher than the summary rating (a difference of
about 22 percent). The average defense rating is 28.29, which is 2.15 percentage
points (or 7 percent) lower than the summary rating. Both sets of differences are sta-
tistically significant.

While our results suggest that there are large differences in evaluations by differ-
ent physicians for the same case, it is not clear the extent to which this discrepancy in
evaluations is driven by the old, pre-SB 899 California rating system. For example,
we examined the regional differences in ratings and found that the inconsistency in
ratings is considerably higher in Southern California than in the Central Coast re-
gion or Northern California. In Southern California, for cases with all three types of
ratings (applicant, defense, and summary), the average summary rating is 31.86; the
average applicant rating is 7.92 points (25 percent) higher than the summary rating;
and the average defense rating is 3.72 points (12 percent) lower than the summary
rating. In the Central Coast region, the applicant rating is just 11 percent higher
than the summary rating on average, and the defense rating is just 3 percent lower
than the summary rating, with the latter difference being statistically indistinguish-
able from zero. The difference between applicant and defense ratings in Northern
California is 20 percent, comparable to that in Southern California. In comparison,
the difference between the defense and summary ratings is negligible in Northern
California.

While we cannot say how much of the discrepancy between physicians’ assess-
ments is attributable or not attributable to the rating system, it appears that other
factors (e.g., the relative litigiousness by region of parties in a workers’ compensation
claim) may be just as important. Whatever its root cause, the differences in disability
ratings can have a substantial impact on the disability benefits assigned to injured
workers. For example, with three different ratings for the same injury, a worker

3 Tt is important to note that our assumptions about physicians (or raters, for that matter) may not hold for any
particular individual. We simply argue that these relationships should hold o7 average.
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might receive $47,000 with the applicant rating, $37,000 with the summary rating,
and $33,000 with the defense rating. These differences are substantial for injured
workers, as well as for payers, and may fuel disputes and litigation.

Changes to the Permanent Disability Rating System in California

In the post—SB 899 system, reforms have been adopted that could affect many of the
results presented in this report. One key change is that the new approach to rating
permanent disability in California abandons the old rating schedule and adopts the
“objective” criteria used by the AMA Guides to the Evaluation of Permanent Impair-
ment (referred to as the AMA Guides) (American Medical Association, 2000). How-
ever, the California legislature also called for disability ratings to reflect the estimated
wage losses of injured workers based on the nature of the workers” impairments. Our
results suggest that reordering the ratings to be consistent with average proportional
losses for a particular impairment has the potential to improve equity in the system.
However, because we have no data linking earnings losses to AMA Guides ratings, it
is impossible to predict what the outcome of this reform will be.

A greater reliance on the use of objective factors could lead to reductions in the
extent of inconsistency in physicians’ assessments, if ratings under the AMA Guides
truly are more objective. However, the differences across the three regions of the state
lead to some questions about the extent to which the rating system is the root cause
of inconsistencies between physicians” assessments. Another reform in SB 899 is the
adoption of a two-tier system, which provides higher benefits to workers who do not
receive an offer of post-injury employment when they are medically able to return to
work. This system could provide employers with incentives to find appropriate em-
ployment for injured workers.
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CHAPTER ONE

Introduction

Historically, the California workers’ compensation system has employed a unique
approach to rating permanent partial disabilities (PPDs) for the purpose of deter-
mining benefits for injured workers.! Depending on the injury, information on ei-
ther functional limitation or impairment might be used for these ratings, and some-
times both have been used. Benefits are then determined based on the perceived
effect of that specific impairment or limitation on the individual’s ability to compete
in the labor market. Proponents of the California system have argued that it has been
among the most ambitious and comprehensive schemes in the country for compen-
sating individuals for the effects of disability. Critics of the California system have
countered that the system has been cumbersome, has done a poor job of targeting
benefits, and has provided incentives for litigation.

By 2004, the state’s workers’ compensation system was associated with the
highest employer costs in the nation despite evidence indicating that the state’s in-
jured workers were not being adequately compensated. This situation led to consid-
erable impetus for workers’ compensation reform, with a particular focus on the
evaluation and compensation of permanent disabilities. This reform effort led to a
sweeping overhaul of the California permanent partial disability rating system. In this
chapter, we briefly describe the problems and controversies associated with the Cali-
fornia PPD rating system, discuss our approach to evaluating the effectiveness of the
system with respect to these criticisms, and summarize some of the reforms that have
been enacted.

!'In talking about permanent partial disabilities, we are making an implicit distinction between those disabilities
and permanent ozal disabilities. Permanent total disabilities are compensated differently than permanent partial
disabilities, and our discussion in this report is relevant only for the latter. But, for simplicity’s sake, we frequently
use the terms permanent disability and permanent partial disability interchangeably.
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Issues That Motivated Reform

High Costs

The recent workers’ compensation reforms in California are in response to the sig-
nificantly increasing costs of the system. A state-by-state comparison of data on aver-
age workers’ compensation insurance premium rates for 2002 per $100 of payroll
(weighted to control for industrial differences across states) by the Oregon Depart-
ment of Consumer and Business Services (DCBS) showed that California had the
highest average premium rates in the country (Reinke and Manley, 2003). Insured
employers in California paid $5.23 per $100 of payroll for their workers’ compensa-
tion insurance, more than 16 percent more than the $4.50 paid by employers in
Florida, which had the second-highest average rates. Not only was California the
only state with a rate that exceeded $5 per $100 of payroll, Florida was the only
other state with a rate exceeding $4, and just seven states had rates of $3 or higher.
Arizona had an average rate of $1.63 per $100 of payroll, less than one-third the av-
erage rate in California.

The DCBS comparison was based on California rates as of January 1, 2002. Af
ter that date, California rates rose rapidly. The California Workers’ Compensation
Insurance Rating Bureau (WCIRB) estimated average rates for the third quarter of
2003 at $6.33 per $100 of payroll. These dollar figures illustrate that the workers’
compensation system imposes severe costs on employers in California, more so than
any other state.

Poor Labor Market Outcomes for Injured Workers
Regrettably, the higher costs paid by California employers do not necessarily result in
better economic outcomes for California’s injured workers, according to research by
RAND (Boden, Reville, and Biddle, 2005). That study finds that while average bene-
fits paid for PPD are highest in California, California’s injured workers are far more
likely to be out of work after their injuries, and in the long run, the benefits to work-
ers cannot compensate the resulting lower earnings. Specifically, Californians with
PPD claims lose more than 25 percent of the earnings they would have received from
employment over the ten years after injury. In contrast, workers in Washington and
Oregon lose less than 20 percent of their earnings. These results are driven by poor
return to work? in California as compared with return to work in other states.

When lower return to work rates and higher earnings losses in California are
taken into account, the fraction of lost wages replaced by benefits (the most widely

2 Return to work is a term used by participants in the workers” compensation system to describe various aspects of
employment following injury. Sometimes also called the return to work rate, the term usually refers to the amount
of time between an injury and the first day of return to work. More generally, the term refers to both return to
work rates for injured employees and other characteristics of post-injury employment, such as retention and sub-
sequent employment. In this report, “return to work” implies the latter, more general definition.
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accepted measure of benefit adequacy) is lower in California than in Washington,
Oregon, and New Mexico—all of which are lower-cost states. The outcomes for in-
jured workers in California and four comparison states (New Mexico, Oregon,
Washington, and Wisconsin) are presented in Table 1.1.

RAND studies are not the only ones to highlight the poor return-to-work out-
comes in California. A study by the Work Loss Data Institute (WLDI, 2003) ranks
states by the duration of temporary total disability (TTD) benefits (with lower rank-
ings indicating more time out of work) and ranks California 42nd out of 44 jurisdic-
tions.

These results highlight the fundamental problem with the California workers’
compensation system—it has been failing both employers and injured workers. This
problem has left policymakers in California with a considerable challenge: finding
ways to reduce the cost of workers” compensation for employers while improving the
long-term economic prospects of California’s injured workers.

High Rates of Litigation

One factor driving higher costs in California has been the adversarial nature of the
workers’ compensation system. Boden, Reville, and Biddle (2005) show that in Cali-
fornia at least 30 percent of workers with eight or more days out of work eventually
hire an attorney to represent them—twice the percentage as in Oregon, the state with
the next-highest percentage of workers who hire attorneys. While attorneys provide
valuable services to injured workers, workers’ compensation is an administrative sys-
tem that was intended to provide benefits to injured workers expeditiously while re-
ducing litigation. These results suggest that the system has failed to deliver benefits in
this manner.

The California system has long been considered one of the country’s most liti-
gious. This characteristic of the system is problematic because litigation is costly, and
because it can place employers and injured workers at odds with each other. Conflict
between an injured worker and his or her employer is likely to reduce the chance that
the injured worker returns to the at-injury employer, damaging the worker’s long-

Table 1.1
Ten-Year Earnings Losses and Replacement Rates for PPD Claimants in California and Four
Comparison States

California Washington  New Mexico Wisconsin Oregon
Ten-year losses ($) 58,606 41,220 34,552 49,477 35,727
Potential earnings ($) 229,472 250,251 167,106 222,055 194,923
Total benefits ($) 21,822 16,734 15,824 14,452 13,914
Proportional wage loss 25.5% 16.5% 20.7% 22.3% 18.3%
Before-tax replacement of 37.2% 40.6% 45.8% 29.2% 38.9%

lost wages
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term economic prospects. One of the express goals of workers’ compensation is to
minimize disputes between injured workers and their employers, so the persistent
contentiousness of the California system is clearly a matter of concern.

Permanent Partial Disability and Recent Reforms

Permanent partial disability benefits are paid to workers who have injuries that are
serious enough to have permanent consequences but that are not serious enough to
be totally disabling. PPD benefits are not only the most expensive but also the most
controversial and complex type of workers’ compensation indemnity (i.e., cash) bene-
fits. One reason for the complexity is the fact that the criteria and procedures for and
relative share of PPD benefits vary widely among states.

Much of the controversy surrounding PPD in California has focused on the
rating schedule. The rating schedule is used to convert the medical evaluation of an
impairment into a quantitative measure of the severity of the disability. This mea-
sure, the disability rating, is then converted into a benefit amount based on the pre-
injury wage. Higher ratings translate into higher benefits, reflecting the fact that one
would expect more serious injuries to have a more disabling effect on a person’s abil-
ity to work.

Critics of the PPD system have often pointed to the rating system as driving
litigation in California. As we discuss later in detail, the most controversial feature of
the California system is its reliance on “subjective” criteria and work restrictions to
measure disability. Detractors argue that the use of these criteria has led to excessive
PPD claiming and an inappropriate distribution of benefits. Supporters of the system
contend that California’s unique approach to compensating disability better targets
benefits to workers, and that some disabilities, while real, cannot be objectively
measured using medical criteria alone.

Study Purpose and Approach

In 1996, the California Commission on Health and Safety and Workers’ Compensa-
tion (CHSWC) commissioned RAND to begin an extensive review of the PPD sys-
tem in California. This report is the last of five reports on the subject.? Its focus is
the evaluation of the rating system used to assess the extent of disability and to assign
benefits. We examined data on disability ratings and earnings losses of injured work-
ers under the system that existed prior to recent legislation—Senate Bill (SB) 899,

3 The other four reports are Peterson et al. (1997), Reville et al. (2001b), Reville et al. (2001c), and Reville et al.
(2003).



Introduction 5

the California Workers’ Compensation Reform Act (effective April 19, 2004), which
called for substantial changes in the rating system—in an attempt to answer a num-
ber of questions:

* Did the PPD system ensure that the highest ratings (and therefore the most
benefits) go to the most severely impaired individuals?

* Did individuals with different types of impairments but similar disability sever-
ity receive similar ratings?

* Would different physicians examining the same impairment provide assessments
that lead to similar ratings?

* Were the inconsistencies in physician ratings substantial enough to provide par-
ties with incentives to litigate (given the adversarial nature of the system)?

By addressing these questions we hoped to (1) provide valuable information to
policymakers about the performance of the rating schedule and (2) offer an empiri-
cally based set of guidelines for measuring the consequences of a permanently dis-
abling workplace injury, which might ultimately be used as a roadmap for revising
the PPD rating schedule. Ultimately, SB 899 revised the schedule, and the analyses
described in this report have helped to shape the new system that has been adopted.

To answer these questions, we combined administrative data on disability rat-
ings and earnings for PPD claimants in California from 1991 to 1997. If disability
ratings are intended to compensate for an individual’s lost ability to compete in the
labor market, then the earnings losses experienced by injured workers should serve as
an independent measure of impairment. Thus, we can evaluate the rating system by
determining whether individuals with higher earnings losses also receive higher rat-
ings. Additionally, we can examine whether individuals with similar observable im-
pairment characteristics also have similar earnings losses. These methods are de-
scribed in greater detail in Chapter Five.

Impact of Study Findings

There are a number of interesting findings from this study. First, the California PPD
rating system (before the recent reform legislation) appeared to target benefits appro-
priately to the most seriously impaired workers on average. However, there were large
disparities in the earnings losses suffered by workers with similarly rated impairments
in different parts of the body. Additionally, the study results question the validity of
the age-adjustment factor that awards older workers higher ratings than younger
workers for the same injuries. We also examine the use of return to work as an indi-
cator of long-term earnings losses and describe policies used in other states to incor-
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porate return to work into the delivery of disability benefits. Finally, we found con-
siderable variation in ratings based on different physician’s reports, variation that
may have provided incentives to litigate.

Preliminary results from this study were first made available in an interim
documented briefing (Reville et al., 2003) on permanent disability published in De-
cember 2003 in the midst of the legislative debate leading up to SB 899. Ultimately,
the results from that earlier document were cited in the changes that SB 899 intro-
duced into the system for rating permanent disabilities. The new law abandons the
use of both subjective criteria and work restrictions in a permanent disability rating.
Instead, the SB 899 rating is to be based on the criteria used in the American Medi-
cal Association (AMA) Guides to the Evaluation of Permanent Impairment (American
Medical Association, 2000; hereafter referred to as the AMA Guides), which rely pri-
marily on “objective” medical evidence of disability. However, the California legisla-
ture elected to adopt a modification to the AMA Guides that is designed to reflect the
estimated wage losses of injured workers based on the nature of their impairment.
Specifically, the legislation reads:

Section 4660 of the Labor Code is amended to read:

4660. (a) In determining the percentages of permanent disability, account shall
be taken of the nature of the physical injury or disfigurement, the occupation of
the injured employee, and his or her age at the time of the injury, consideration
being given to an employee’s diminished future earning capacity.

(b) (1) For purposes of this section, the “nature of the physical injury or disfig-
urement” shall incorporate the descriptions and measurements of physical im-
pairments and the corresponding percentages of impairments published in the
American Medical Association (AMA) Guides to the Evaluation of Permanent Im-
pairment (5th Edition).

(2) For purposes of this section, an employee’s diminished future earning capacity
shall be a numeric formula based on empirical data and findings that aggregate
the average percentage of long-term loss of income resulting from each type of
injury for similarly situated employees. The administrative director shall formu-
late the adjusted rating schedule based on empirical data and findings from the
Evaluation of California’s Permanent Disability Rating Schedule, Interim Report
(December 2003), prepared by the RAND Institute for Civil Justice, and upon
data from additional empirical studies.

The last provision makes California the first state to base the assignment of dis-
ability benefits on empirical evidence about the earnings losses attributable to differ-
ent impairments. The empirical findings in this report elaborate upon and comple-
ment those of the interim report cited in the legislation.
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Organization of This Report

Chapter Two defines some key terms and concepts that are useful in discussing PPD.
In particular, we define the criteria under which PPD benefits are and can be evalu-
ated. Past RAND studies focused primarily on one of those criteria: the adequacy of
benefits. This study focuses more on two other criteria: equity and delivery system
efficiency. As discussed in that chapter, a full evaluation of PPD requires an examina-
tion of these criteria and others.

In Chapter Three, we discuss in greater detail California’s method of rating
permanent disabilities. The rating schedule is the focus of our empirical analysis, so
Chapter Four describes what that schedule is, how it has evolved over time, and how
it differs from the rating schedules of other states. In Chapter Four, we also provide a
detailed examination of an important issue in disability evaluation: the assessment of
chronic pain. We study how the AMA Guides assess pain, and we compare these
methods to the standards used in the California system.

Chapter Five presents our empirical evaluation of the California rating schedule.
We begin by analyzing the ability of the rating schedule to target disability benefits to
more disabled workers—that is, workers with worse economic outcomes. This analy-
sis builds on Reville et al. (2002a), which focused on upper extremity musculoskele-
tal injuries. In Chapter Five, we extend the 2002 analysis to a much more representa-
tive set of injuries in the California system, allowing us to determine whether the
same inequities found for upper-extremity injuries are present throughout the system
for other injuries.

In Chapter Six, we discuss our study of the use of other adjustments for disabil-
ity ratings (and benefits) in the California workers’ compensation system. We study
the earnings losses of PPD claimants by age and examine whether or not older work-
ers suffer higher earnings losses, as is implied by the age adjustment. In addition, we
examine earnings losses based on whether or not a worker returns to work, which is a
factor that has not been used to inform ratings in California but is in other states and
will be under SB 899.

In Chapter Seven, we use claims that were evaluated by two different physicians
to study the consistency of disability ratings. Chapter Eight concludes with key
findings and issues and questions related to possible additional reform. The appendi-
ces offer further details on permanent disability ratings in California.






CHAPTER TWO

A Framework for Analyzing Permanent Partial Disability

The purpose of this chapter is to provide a framework for thinking about the various
issues involved with compensating workers for PPD. We begin with an introduction
to the basic concepts that are central to understanding the important features of PPD
benefits, including a description of the permanent consequences of injuries and dis-
eases. We then examine the policy issues that every jurisdiction must address (explic-
itly or implicitly) in designing a system of PPD benefits. Appendix A describes the
various operational approaches adopted by the states to compensate permanent

disability.

Basic Concepts and Terminology

States differ significantly in their approach to compensating permanent disabilities,
such as the operational approach used to provide PPD benefits. Furthermore, even
among jurisdictions using the same operational procedures, the terminology used to
describe the criteria for determining benefits may differ. Thus, a common set of
terms is a practical necessity for effective inter-jurisdictional comparisons regarding

PPD benefits.

The Three Time Periods: Pre-Injury, Temporary Disability, and Permanent Disability

Figure 2.1 displays the three distinct time periods that are pertinent in compensating
a worker with an injury or disease serious enough to result in PPD benefits. The em-
ployee’s average wage in the pre-injury period is used in calculating the cash benefits
paid by the workers’ compensation program. The consequences of a work-related
injury or disease can be categorized as temporary or permanent, a distinction that has
an important bearing on the types of benefits provided under workers’ compensa-
tion. The temporary disability period refers to the period of time from the onset of the
injury or disease until the date when maximum medical improvement (MMI) is
reached; the permanent disability period refers to the period following MMI. In Cali-
fornia, the date when the injury is considered “permanent and stationary” corre-
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sponds to the date of MMI, as that term is used in most jurisdictions. In this report,
we use permanent and stationary and MMI interchangeably.

Permanent Consequences of Disability

Most workers injured on the job fully recover by the date of MMI and thus sustain
no permanent consequences from their injury. For those workers with relatively seri-
ous injuries, any of several permanent consequences is possible. There may be a per-
sistence of pain and suffering and/or a continuing need for medical care and rehabili-
tation. Other permanent consequences, shown in Figure 2.2, are of particular interest
for this study, because they are the focus of most of the debate concerning the opti-
mal design of PPD benefits provisions in a workers’ compensation program.

Figure 2.1

The Three Time Periods of a Workers’ Compensation Case When an Injury Has Permanent
Consequences

Date of Date of maximum
injury medical improvement
. Temporary Permanent
Pre-| L L
reer?él:jry disability disability
P period period

RAND MG258-2.1

Figure 2.2
Permanent Consequences of an Injury or Disease

e Work
disability
Injury Permanent Functional
or P impairment P limitations -
disease
_ Nonwork
o disability
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A permanent impairment (P1) is any anatomic or functional abnormality or loss
that remains after MMI has been achieved. Amputated limbs or enervated muscles
are examples of permanent impairments. The impairment probably causes the
worker to experience a functional limitation (FL). For example, physical performance
may be limited in activities such as walking, climbing, reaching, and hearing; fur-
thermore, the worker’s emotional and mental performance may be adversely affected
or limited.

Functional limitations, in turn, are likely to result in a disability, of which there
are two types: work disability (WD) and nonwork disability (ND). Work disability
can be thought of as having two phases: (1) loss of earning capacity (LEC), which re-
sults in (2) actual wage loss (AWL). In a strict sense, these two aspects of work dis-
ability must accompany one another. An actual loss of earnings occurs only if there is
loss of earning capacity. Nevertheless, the distinction between the two phases is im-
portant because some types of workers’ compensation benefits are based solely on a
determination of a presumed loss of earning capacity, while other types of benefits
require demonstration of actual wage loss.

Nonwork disability includes the loss of the capacity to engage in other aspects
of everyday life, such as recreation and the performance of household tasks, and also
can be thought of as having two phases: (1) loss of capacity for nonwork activities
(LCNA), which results in (2) actual noneconomic loss (NEL). Again, in a strict sense,
these two aspects of nonwork disability must accompany one another, but at least in
principle they can be measured separately.

Determining What Should Be Compensated for Workers with
Permanent Disabilities

The permanent consequences of injuries and diseases discussed in the previous sec-
tion serve as a basis for the design of a PPD benefits system. One of the policy issues
that must be resolved, implicitly or explicitly, in any jurisdiction designing a PPD
system pertains to the purpose of the PPD benefits. Other policy issues include the
operational approaches used to provide the PPD benefits and the disability rating
system for PPD benefits.

The workers” compensation program’s obligation to provide medical care and
rehabilitation services is generally accepted (although in some jurisdictions,' includ-
ing California, there is disagreement about the extent of vocational rehabilitation
services to which a worker is entitled). Conversely, in most jurisdictions, there is gen-
eral agreement that a worker is not entitled to benefits because of pain and suffering.
The rationale often given for not compensating pain and suffering is that the original

n this report, the terms “states,” “provinces,” and “jurisdictions” are used interchangeably.
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design of workers’ compensation involved a trade-off in which the employee was able
to obtain benefits without demonstrating employer fault, and the employer’s liability
was limited to certain consequences of the injury, which did not encompass pain and
suffering.

Most of the recent controversy over which of the permanent consequences of a
work-related injury deserve compensation concerns the four permanent consequences
shown in Figure 2.2. Because the four consequences are sequential and interdepen-
dent, a particular consequence may be endorsed as a basis for compensation because
it serves as a convenient proxy for the other three. Thus, one may argue that impair-
ment should be compensated when the real concern is for the work disability caused
by the impairment. This indirect route to compensating work disability may be cho-
sen because impairment may be easier to measure than work disability. Unfortu-
nately, those who favor payment when a worker suffers an impairment do not always
make clear whether the payment is meant to compensate for the existence of the im-
pairment by itself or is meant to compensate for the work disability (or some other
consequence) that is expected to result from the impairment.

To the extent that the rationale for benefits is discernable, however, two schools
of thought can be identified. One school of thought views lost wages due to the in-
jury (work disability) as the sole justification for workers’ compensation benefits.
Supporters of this position recognize that some jurisdictions pay benefits on the basis
of an evaluation of the extent of impairment or an evaluation of some other perma-
nent consequence shown in Figure 2.2 prior to actual wage loss, but also argue that
when such evaluations are made, wage loss is conclusively presumed. The jurisdic-
tion, in short, compensates on the basis of one of these intermediate consequences
because the consequence of a work-related injury serves as a proxy for wage loss.

An alternative view of the rationale for benefits for workers with permanent
consequences of work-related injuries accepts work disability as the primary basis for
benefits, but argues that there is a secondary role for benefits paid for nonwork dis-
ability. Arguments for these “impairment benefits” state that the purpose of benefits
is not only to compensate impairment per se but also to use permanent impairment
as a convenient proxy for the functional limitations and nonwork disability that re-
sult from the impairment. A variant on this alternative view is that nonwork disabil-
ity merits compensation, and that the degree of permanent impairment and/or func-
tional limitations serves as a proxy for the extent of nonwork disability. The
dominant view among jurisdictions probably is that the only permanent conse-
quences that warrant benefits in a workers’ compensation program are medical care,
rehabilitation, and work disability. There are, however, several jurisdictions that have
explicitly adopted benefits for nonwork disability, including Florida (which paid
what were termed “permanent impairment” benefits from 1979 to 1993) and most
Canadian provinces, such as Ontario (which pays noneconomic loss benefits).
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The pre-SB 899 California rationale for permanent disability benefits was
stated in Labor Code Section 4660:

.. account shall be taken of the nature of the physical injury or disfigurement,
the occupation of the injured employee, and his age at the time of such injury,
consideration being given to the diminished ability of such injured employee to
compete in an open labor market.

This statutory language clearly appears to indicate that the purpose of the PPD
benefits in California is to compensate for work disability and not for nonwork dis-
ability. We therefore assume for the remainder of this report that the sole purpose of
the PPD benefits in California is to compensate work disability, and we base our
evaluation of the state’s PPD benefits on this assumption. In the next section, we ex-
amine the criteria for the evaluation of the California PPD benefits based on this as-
sumption that the sole purpose of the benefits is to compensate injured workers for
the extent of their work disability.

As noted in Chapter One, amended Section 4660 of SB 899 replaced the lan-
guage “the diminished ability of such injured employee to compete in an open labor
market” with “the employee’s diminished future earning capacity.” This change re-
tains, and may indeed strengthen, the emphasis on work disability over nonwork dis-
ability in California’s permanent disability system.

Criteria for Evaluating PPD Benefits

The most prominent comprehensive evaluation of workers’ compensation systems in
the United States is 7he Report of the National Commission on State Workmen's Com-
pensation Laws (the National Commission Report), which was published in 1972. The
National Commission Report (National Commission on State Workmen’s Compensa-
tion Laws, 1972) primarily relies on the following two criteria to evaluate workers’
compensation programs:

1. Adequate, which the National Commission Report (p. 15) defines as “sufficient to
meet the needs or objectives of the program; thus [one examines] whether the re-
sources being devoted to workmen’s compensation income benefits are suffi-
cient.”

2. Equitable, which the National Commission Report (p. 15) defines as “fair or just;
thus [one examines] whether workers with similar disabilities resulting from
work-related injuries or diseases are treated similarly by different States.”
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Benefit Adequacy

The meaning of the adequacy criterion can be explained by referring to the National
Commission Report. The National Commission did not make specific recommenda-
tions for PPD benefits that would permit a translation of providing “substantial pro-
tection against interruption of income” into a numerical or quantitative standard.
However, for TTD and permanent total disability, the National Commission rec-
ommended, subject to the state’s maximum weekly benefits, that the disability bene-
fits be at least two-thirds of the worker’s pre-injury gross weekly wage.

The National Commission also recommended that beneficiaries in permanent
total disability cases have their benefits increased through time in the same propor-
tion as increases in the state’s average weekly wage. If a similar degree of protection
were provided for permanent partial disability as for permanent total disability, then
after the date of MMI, the PPD benefits should replace two-thirds of the difference
between the worker’s potential earnings (the earnings that a worker would have
earned had he or she not been injured) and the worker’s actual earnings. Alternatively
stated, benefits are adequate if the replacement rate—the PPD benefits divided by the
earnings losses experienced by an injured worker—is at least 66-2/3 percent. A Na-
tional Academy of Social Insurance report on the adequacy of permanent partial dis-
ability benefits (Hunt, 2004) cites the replacement rate of 66-2/3 percent (or two-
thirds) of lost wages (measured before payroll deductions for taxes or other items) as
the measure of adequacy.

Past RAND studies, most notably Peterson et al. (1997) and Reville et al.
(2001¢), have directed much attention to whether or not PPD benefits in California
are adequate. The general conclusion of these studies is that replacement rates may be
adequate when viewed over a relatively short period of time, say two or three years,
but over a longer period of time, such as five or ten years, replacement rates fall short
of the two-thirds adequacy level. Recent reform efforts in California (specifically, As-
sembly Bill (AB) 749, which was signed into law in February 2002) have led to in-
creases in PPD benefits in an effort to improve the adequacy of those benefits, al-
though when inflation is taken into account, the recent increases largely restored
benefits to levels that were paid in the early 1990s (see Boden, Reville, and Biddle,
2005). SB 899 also decreased benefits for low-rated claims (which are more common
than higher-rated claims), and increased benefits for higher-rated claims, which when
combined with the other changes discussed here will produce an average effect that is
uncertain.

Benefit Equity

We begin our discussion of the equitable criterion by distinguishing between horizon-
tal equity and vertical equity. Horizontal equity requires that workers who are equiva-
lent should be treated equally. In other words, if the purpose of PPD benefits is to
compensate for loss of earnings, then for benefits to exhibit horizontal equity workers
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with equal earnings losses should receive equal benefits. If workers A and B both have
$1,000 of earnings losses, and worker A receives $700 in benefits (and, therefore, has
a 70 percent replacement rate) and worker B receives $300 in benefits (a 30 percent
replacement rate), then the assignment of PPD benefits will have failed the horizon-
tal equity test.

Vertical equity, in a narrow sense, requires that workers with differing losses of
income should receive benefits proportional to their losses. If worker C has $5,000 of
earnings losses and $3,000 of benefits, while worker D has $10,000 of earnings
losses, then the narrow test of vertical equity requires that worker D receive $6,000
of benefits (so that the replacement rate for both workers is 60 percent). A more gen-
eral test for vertical equity only requires that there be a positive correlation between
losses and benefits. Under this definition, benefits would pass the test for vertical eq-
uity as long as worker D had PPD benefits greater than $3,000. In reality, the opti-
mal level of vertical equity is probably somewhere between the two extremes. Perhaps
it is unreasonable to expect benefits to increase on a one-to-one basis with earnings
losses, but there should be a reasonably close relationship between the two.

The ability of a state’s workers’ compensation program to provide benefits that
meet the horizontal and vertical tests for equity depend in large part on the rating
system for PPD benefits used by the state. The purpose of the rating system is to in-
corporate all the relevant information about a case and convert it into benefits. Thus,
PPD benefits will be assigned in an equitable fashion only if the disabilities are rated
in an equitable fashion. A large part of this study focuses on analyzing the effect to
which permanent disabilities in California are rated in an equitable fashion.

Another aspect of the equity criterion, in addition to horizontal and vertical eq-
uity, is the consistency with which benefits are assigned. Simply put, consistency re-
quires that workers with similar disabilities and similar outcomes be repeatedly as-
signed the same benefits. Consider a hypothetical worker E who has earnings losses
equal to $6,000 and a system that targets the two-thirds replacement rate. Suppose
that ten different physicians each evaluate worker E separately, and each time a dis-
ability rating is assigned. If the system is perfectly consistent, then worker E should
be assigned benefits of $4,000 each time. In Chapter Seven of this report we examine
the consistency, or rather the inconsistency, with which disability ratings are assigned
in the California system.

Additional Criteria for Evaluation

In this section, we briefly discuss three additional criteria that will bear on our discus-
sion of the implications of SB 899 and possible additional reforms. However, we do
not have sufficient data to address these issues as comprehensively as other issues cov-
ered in this report. For further information on these criteria, see Burton (1997).
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Delivery System Efficiency

This criterion concerns the proper relationship between two elements of the workers’
compensation system: the administrative costs of providing the benefits of the work-
ers’ compensation program and the quality of those benefits, as measured by other
criteria such as adequacy and equity.? Delivery system efficiency implies that benefits of
a given quality (in terms of adequacy and equity) are provided at minimum cost.

In this report, the question of delivery system efficiency arises in the discussion
of the possibility that the California rating system leads to increased litigation (see
Chapter Seven). Litigation imposes costs on participants, including attorney’s fees,
medical-legal expenses, and system administrative costs (e.g., court costs). However,
as a general rule, it likely that litigation improves benefits for an individual injured
worker and thus could have a positive effect on the adequacy and equity of the sys-
tem (although equity might not be improved if there is an uneven distribution of the
availability of quality legal representation). Nevertheless, the permanent disability
rating is intended as an administrative replacement to the determination of benefits
through adversarial advocacy. Given the rating, the adequacy is then set by statute.
Therefore, while litigation over many issues in workers’ compensation can improve
outcomes for injured workers, and while litigation over a disability rating may im-
prove outcomes for a particular injured worker, we argue that litigation over the dis-
ability rating is inefficient and contrary to the intended purpose of an administrative
system based upon permanent disability ratings.

Prevention, Compensation, and Rehabilitation (PCR) System Efficiency
This criterion concerns avoiding unintended side effects from PPD benefits on all the
objectives of the PCR system for workers, such as the prevention of work-related and
nonwork-related injuries and diseases, the provision of appropriate medical care and
cash benefits for disabled workers, and the rehabilitation and reemployment of those
workers.

In this report, the issue of PCR system efficiency arises in the context of
whether the approach to permanent disability benefits encourages or discourages re-
turn to employment by the injured worker (see Chapter Six).

Affordability

This criterion concerns designing a system of PPD benefits that employers, workers,
and the public can afford without serious adverse consequences, such as a significant
loss of jobs.

2 Berkowitz and Burton (1987, pp. 26-27) included efficiencyas a third criterion for evaluating permanent dis-
ability benefits. Efficiency was termed delivery system efficiency in Burton (1997, p. 14), which also included the
two other additional criteria discussed in this section—prevention, compensation, and rehabilitation (PCR) system
efficiency and affordability—in evaluating benefits.
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There is a danger in adding to the number of criteria used to evaluate PPD
benefits—that an already complex evaluation process will become even more com-
plex. This is particularly true because the criteria often come into conflict in evalu-
ating PPD benefit systems, and the more criteria in use, the greater the number of
conflicts and trade-offs that must be considered.

We are, however, persuaded that all five criteria are important considerations
when designing policy to compensate for PPD. “Efficiency” is a term that has been
used by some economists to include what we term “administrative efficiency” and
“prevention, compensation, and rehabilitation system efficiency,” and the explicit
difference in these terms should help in distinguishing between the two meanings of
efficiency. “Affordability” has seldom been explicitly mentioned as a criteria, but has
always been an implicit criteria lurking in the background. Indeed, in recent years,
affordability may have de facto become the dominant criterion in the reform of PPD
benefits in a number of states, including California, and explicit recognition of af-
fordability as a criterion may improve the policy debates concerning efforts to reform
the PPD benefits system.

Summary: Using the Criteria to Evaluate the California System

The goal of this chapter was to outline a framework for thinking about past and cur-
rent debates on PPD. We argue that California, like most states, explicitly chooses to
compensate permanently disabled workers based on their diminished earnings capac-
ity. Our discussion here has provided numerous criteria that must be considered
when designing a system to provide this compensation. In the subsequent chapters of
this report, we discuss various methods for implementing a compensation system for
PPD, and we then proceed to evaluate the California system using the criteria dis-
cussed here.

Of the many criteria discussed here, the one that we focus on in our empirical
evaluation is equity, primarily because that is the only one that we can directly ad-
dress with our data. Past RAND studies have addressed the issue of adequacy, but,
unfortunately, the issues of efficiency and affordability are and will remain open
questions until further data collection becomes possible. Simply by means of com-
parison with other states, it is easy to look at the California system and assert that it is
neither efficient nor affordable. However, it is considerably more challenging to de-
termine which individual parts of the system need to be changed, and how to change
them. One might argue that a part of the system, such as the rating schedule, is inef-
ficient or increases costs, but ultimately these arguments are based on logic (or anec-
dote) and not on empirical evidence.

It is also important to keep in mind that in some cases the various evaluation
criteria may conflict with one another. As mentioned earlier, increases in benefits
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may make the system better off in terms of adequacy but worse off in terms of af-
fordability. This fact will be particularly relevant when considering the empirical re-
sults we present in Chapters Five, Six, and Seven. In some cases, we might find that
disability ratings fail one of the equity criteria, such as horizontal equity, but this
could be justified by other objectives (such as promoting efficiency). We do our best
to point out such considerations where they are merited, but the reader should keep
in mind that with such a complex issue no single evaluation criterion is comprehen-
sive enough to definitively determine whether or not the system performs well.

Finally, we conclude this chapter by noting that evaluating the equity of dis-
ability ratings is not necessarily the same as evaluating the equity of disability bene-
fits. Ultimately, disability ratings are important only because of their use in distrib-
uting benefits to injured workers. An equitable and consistent ratings system is
necessary but not sufficient to guarantee equitable and consistent benefits. For in-
stance, a ratings system might be vertically equitable in the sense that workers with
higher disability ratings suffer higher losses, but benefits will be equitable only if they
are tied to ratings in an appropriate manner. We focus the majority of our attention
in this report on evaluating the ratings system, but acknowledge that this system is
just one part of a larger analysis of the appropriateness of the compensation for dis-
abled workers.



CHAPTER THREE

Evaluating and Rating Permanent Disabilities in California

Any compensation scheme for PPD benefits must start with a system to rate the ex-
tent of permanent impairment suffered by the injured workers. Most states now use
some edition of the AMA Guides (American Medical Association, 2000) to produce
an impairment rating that is then used in conjunction with other information to de-
termine the amount of PPD benefits. Prior to SB 899, California had a unique sys-
tem for determining the extent of impairment. The California rating schedule is
complex and the history of it is tangled; therefore, we only summarize aspects of the
rating schedule in this chapter.! In the new post—SB 899 system, impairment will be
measured using the criteria in the AMA Guides, but these ratings will be adjusted to
reflect average earnings losses across various impairments. As of this writing, there are
a number of uncertainties about how certain elements of SB 899 will be applied and
implemented, preventing us from giving a detailed account of disability ratings under
the new system. Our discussion in this chapter focuses on the California system be-
fore the new reforms, which is the relevant system for the data we used in our em-
pirical analyses in this study. Portions of this discussion were reported previously in
Berkowitz and Burton (1987).

In the remainder of this report, we refer to the permanent disability rating sys-
tem that existed prior to SB 899 as the “rating system” or the “California system,”
because it was unique to California. In fact, the new permanent disability rating sys-
tem also is unique to California. However, to avoid confusion, we refer to the new
system as the “SB 899 system.”

Overview and History of the California Rating System

The California approach to determining the extent of permanent partial disability
has traditionally been unusual, if not unique, among American workers’ compensa-

! More extensive discussions on this subject are in Welch (1973, chapter titled “Permanent Disability Evalua-
tion”), Welch (1964), and the California Senate Interim Committee (1953, Part I). Eli P. Welch was chief of the

Permanent Disability Rating Bureau.
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tion programs. For one thing, the California workers’ compensation statute does not
include a traditional rating schedule with a list of body members (e.g., arm, leg,
hand, foot) and a corresponding duration of benefits associated with total loss or loss
of use of each of the body members? Instead, the statute gives the administrative di-
rector of the Division of Workers’ Compensation the authority to adopt a rating
schedule for the determination of the severity of disability.

Moreover, the California system has been unusual in that its rating schedule
traditionally considered factors other than the nature and severity of an injury in de-
termining the degree of disability. These factors, the procedure for adopting the
schedule, and the significance of the schedule are included in statutory language that
had been largely unchanged since 1917, when the original 1914 statute was amended
to require consideration of the worker’s diminished ability to compete in an open
labor market when determining the percentage of permanent disability.> That 1917
statutory language is as follows:

Section 4660. (a) In determining the percentages of permanent disability, account
shall be taken of the nature of the physical injury or disfigurement, the occupa-
tion of the injured employee, and his age at the time of such injury, consideration
being given to the diminished ability of such injured employee to compete in an
open labor market.

(b) The administrative director may prepare, adopt, and from time to time
amend a schedule for the determination of the percentage of permanent disabili-
ties in accordance with this section. Such a schedule shall be available for public
inspection, and without formal introduction in evidence shall be prima facie evi-
dence of the percentage of permanent disability to be attributed to each injury
covered by the schedule.

The 1914 California schedule used a hypothetical “standard man” as a reference
point for the occupational and age adjustments made to the standard rating of an
injury. The standard occupation was ditch digger. For the standard age, the 1910
census in California was used. After certain actuarial adjustments were made, the av-
erage worker was found to be 39 years old. Thus, the worker used as the standard in
the 1914 schedule was a 39-year-old ditch digger (laborer).

2 While the California workers’ compensation statute does not include a schedule with the duration of PPD
benefits associated with the loss of or loss of use of particular body parts, Section 4662 of the California Labor
Code conclusively presumes that certain types of impairments (such as loss of both hands or incurable insanity)
constitute permanent total disability. Most states have similar provisions that represent a statutory schedule of
particularly serous injuries that are presumed to result in permanent total disability.

3 The only other change in the language of Section 4660 (a) and (b) of the Labor Code prior to SB 899 was
made in 1966, when authority to prepare, adopt, and amend the schedule was transferred from the Industrial
Accident Commission (the predecessor of the Workers’ Compensation Appeals Board) to the administrative di-
rector of the Division of Industrial Accidents.
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The 1914 schedule contained 52 occupational classifications. The standard
rating was increased or decreased depending on whether the physical demands for
each occupation were considered relatively greater or less than those for the ditch
digger for the particular part