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The Geneva Papers on Risk and Insurance, 15 (No. 54, January 1990), 3-21

Alternative Liability Regimes for Medical Injuries

by Patricia M. Danzon *

1. Introduction

In the U.S. physicians and other medical providers are subject to a negligence rule of
liability. Under a negligence rule a patient who is injured as a result of medical care is
entitled to compensation only if he or she can show that the injury was caused by the physi-
cian’s failure to take due care. Given a finding of liability, compensation is determined by
a civil jury. In recent years the frequency of malpractice claims has been increasing at 10
percent a year and claim severity (average amount per paid claim) has increased at twice the
rate of general inflation. Malpractice insurance rates increased at 25 to 40 percent a year
between 1985 and 1987 (Danzon, 1988). Coverage for high risk specialities and excess limits
of coverage have reportedly been unavailable. Concern over this “crisis” has generated
serious consideration of radical alternatives to the present negligence system, including no-
fault compensation schemes along the lines of those adopted in Sweden and New Zealand.

This “crisis” in the operation of the negligence system seems to belie the strong theo-
retical arguments in favour of a negligence rule of liability for medical care. Under, a rule of
first party liability (caveat emptor or no liability) if patients underestimate the risks asso-
ciated with medical care physicians may take suboptimal care and perform too many risky
procedures (Spence, 1977; Danzon, 1985).1 In principle a negligence rule of liability can
correct these distortions, by internalising to physicians the costs of nonoptimal care. In
theory, under a negligence rule in long run equilibrium there should be no malpractice
claims and no demand for liability insurance since there should be no negligence: if the due
care standard is efficiently defined, it is always cheaper to prevent injuries that would be

deemed negligent than to take less care and insure against the resulting claims (Shavell,
1982).2

The empirical evidence contradicts the theoretical prediction that there should be no
negligence, no claims and no demand for liability insurance. The frequency and severity of
malpractice claims have been increasing steadily for the last two decades. Most physi-
cians are unwilling to practice without liability insurance and over 40 percent carry at least

* University of Pennsylvania.

! “Optimal” is defined as the level of care that patients would choose if fully informed. This
inference of suboptimal care also depends on the physician’s objective function. See Danzon (1989).

2 A positive level of claims under an efficient negligence system might be explained if legal stan-
dards of care adapt to new technologies more rapidly than practice patterns of some physicians. This

explanation is implausible for professional liability where due care is defined as the customary practice
of the profession at the time of the allegedly wrongful act.
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$1 mullion in coverage (Medical Economics, November 1983). The cost and/or lack of
availability of malpractice insurance is allegedly interfering with the delivery of care, parti-
cularly in obstetrics, where recent surveys indicate that 12 percent of obstetricians have
stopped doing obstetrics and 23 percent have stopped doing high risk procedures.

Critics of the tort system argue that its unpredictability precludes any positive deterrent
value. and that it has degencrated into a system of no-fault compensation, at least for
ceverely injured plaintiffs. If it is true that the tort system in practice serves primarily a com-
pensation function, this is neither efficient nor equitable. Other private and public insurance
programs deliver compensation with lower cost, less delay and greater certainty. The tort
system delivers roughly 30-40 cents on the liability insurance dollar as net compensation to
injured plaintiffs. The remaining 60 - 70 cents are absorbed in litigation costs and insurance
overhead expenses. From the plaintift’s perspective the tort system thus provides insurance
with a loading charge of between 150 and 200 percent. By contrast, private first party group
health insurance delivers over 80 cents of the insurance dollar as net compensation to the
patient. This implies a loading charge of under 25 percent. In addition, errors by the courts
in setting the standard of due care can induce distortions in medical practice (defensive
medicine).

The medical malpractice insurance crisis of the mid-70s prompted many states to
modify traditional tort rules in an attempt to control the frequency and severity of claims.
These measures include caps on awards for pain and suffering, collateral source offset and
shorter statutes of limitations or repose. The insurance crisis of the mid-80s has generated
interest in more radical alternatives to the negligence system. The American Medical
Association (AMA) has proposed removing malpractice cases from the courts to a special
administrative system.? In 1987 the state of Virginia established a no-fault compensation
fund for a very narrowly defined category of birth-related neurologic injuries. This follows
enactment of special compensation funds for vaccine-related injuries at the federal level and
by the states of California and North Carolina. Although these no-fault funds are limited in
scope so far, they represent a radical departure from the principle of internalisation of
injuries to the responsible parties, with financing through private liability insurance, that
traditionally applies to all other medical, product-related, automobile and workplace in-
juries in the U.8.3 .

This move from traditional tort-based negligence liability towards no-fault compen-
sation schemes with broader tax based funding has been taken in response to political

3 This proposal would clarify but basically retain a negligence standard of liability, and retain the
current structure of damages but with collateral source offset and limits on awards for pain and suffering.

4 Virginia Birth-Related Neurological Injury Compensation Act, Code of Virginia Title 38.2
Chapter 50. The fund is financed in part by a levy on all physicians and hospitals, with deficits to be
recouped by an assessment on all life and health insurance companies operating in the state.

5 One partial exception is the federal Black Lung program for pneumoconiosis. This was intended
to be financed largely by assessments on responsible coal mine operators, but in fact has received large
federal subsidies. The limited no-fault automobile statutes that have been adopted in some states are
based on first party liability but retain private insurance which can in principle be experience rated. The
workers’ compensation system is also sometimes called a no-fault system but it is more accurately des-
cribed as a system of strict liability. Funding is through third party insurance that is strongly experience
rated for most firms. :
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pressures, without a full evaluation of the allocative effects and without a clear rationale
for singling out certain categories of injury for special treatment. Rather, liability was cur-
tailed in order to maintain the supply of essential services. In both cases, medical providers
threatened to withdraw services in response to the increase in price or lack of availability of
liability insurance. Similarly, problems with Hability insurance have prompted the more
limited tort reforms recently enacted for medical malpractice and product liability. This
raises the interesting question of whether crisis in liability insurance markets are a reliable
barometer of inefficiency in the underlying liability regime.

The purpose of this paper is to lay out a framework for evaluating the present negli-
gence regime relative to possible alternatives for iatrogenic injuries. Both allocative and dis-
tributive effects are considered. If the criterion for choice of liability regime is allocative
efficiency, the alternatives must be evaluated in terms of effects on at least three compo-
nents: efficiency in resource allocation to injury prevention; allocation of risk between
patients and physicians, assuming that full insurance is either not feasible (because of irre-
placeable loss) or not optimal (because of moral hazard or overhead costs) ; and overhead
costs of administering claims and insurance. If the criterion for choice is distributive effects,
both short run and long run incidence of costs must be considered.

The existing literature on the economics of law lays the foundation for this comparison.
Parts I - TII of this paper apply this literature to the context of medical care, taking into
account the realities of the judicial system and markets for medical care and liability in-
surance that are often ignored in theoretical models. Part IV lays out a framework for
evaluating alternative liability regimes, in terms of welfare loss relative to the first best
optimum. Alternatives considered included an imperfect negligence system, first party lia-
bility, strict liability financed through private liability insurance purchased by physicians,
and a no-fault compensation fund financed by general revenues.5 The Appendix (available
from the author) presents a model of physician behavior which shows that if the physician
internalizes to some degree the utility of the patient, standard conclusions based on assump-
tions of non-cooperative behavior do not necessarily hold. The effects of alternative liability
rules on patient welfare then become much harder to predict.

2, Standard theory of alternative liability rules

A useful starting point for comparison of alternative liability rules in a market setting
is the Coase theorem (Coase, 1960). The rule of liability is irrelevant for both the allocation
of resources and the distribution of income provided that (1) patients are fully informed
about the risks of alternative treatments and can costlessly monitor the quality of care
actually delivered and (2) all relevant transactions costs are negligibly low. In that case
market contracts between patients and physicians would assure an optimal level of care and
optimal compensation in the event of an adverse outcome. Physicians would agree to
indemnify patients if third party insurance were cheaper than first party insurance.

More realistically, patients are less well informed than physicians about the risks of
alternative treatments and the quality of care actually delivered may be unobservable to
the patient until long after the treatment, and even then can sometimes only be inferred

¢ I do not consider alternative policy tools such as taxes and regulation. See, for example, Gravelle
(1987).
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