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LIABILITY AND LIABILITY INSURANCE
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Physicians typically camry virtually complete malpractice insurance coverage. This contradicis
standard theoretical predictions that (1) under a negligence rule of liability there should be no
demand for insurance, and (2) insurance policies under moral hazard will contain co-payment
provisions. :It is argued that. judicial ‘errors’ in defining negligence  generate a demand for

Tiability and legal defense insurance. Physician co-payment undermines the insurer’s incentives

for lcgal defense and thus induces a trade-off between loss reduction by injury prevention and by
legal defense. Fec-for-scrvice reimburscment further distorts the physician's choice between injury
vmréoa:on and insurance. Implications for the deterrent - function of the tort system  arce

1. Introduction

Mecdical providers are currently subject to a negligence rule of liability for
adverse outcomes of medical care. Under a negligence rule, 2 physician is
liable only if the paticnt is injurcd as a result of the physician’s failure to
practice with ‘duc care’. Producer liability in this market may be justified on
grounds of asymmetry of information of two types. First, if patients
misperceive the risks of alternative -treatments, first' party liability (caveat
emptor) will resuit in a non-optimal number of risky procedures and non-
optimal quality of care per ‘procedure [Spence (1977)]. Second, if paticnts
cannot monitor the quality of care delivered, there is a potential for fraud. In
principle, a rule of liability for negligence can ‘be designed which corrects
these potential distortions and creates incentives for physicians to deliver the
quantity and quality of care that would be chosen by informed patients.!

Many commentators. question the deterrent value of tort liability in
general and medical malpractice liability in particular, because tortfeasors arc
typically protected by liability insurance. This presumption, that liability
insurance undermines any potential deterrent effect of the malpractice system,

iFollowing Shavell (1980), appendix A (available from the author) shows the optimality of a
two-pronged negligence rule, with liability for m_._chn.awa care per procedure and for

performing unnccessary procedures. Such a rule creates optimal incentives provided that patients
do not misperceive the benefits as well as the risks of treatment.

0167-6296/85/$3.30 © 1985, Elsevier Science Publishers B.V. (North-Holland)
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is the basis for scveral rccent proposals for tort reform.? But in a rigorous
analysis of the cffcct of liability insurance on incentives for prevention,
Shavell (1982a) concludes that ‘liability insurance does not have an unde-
sirable cffcct on the working of liability rules ... the terms of insurance
policies sold in a competitive sctting would bec such as to provide an
appropriate substitute (but not’ nccessarily cquivalent): set of incentives to
reduce accident risks. In other words,'it is not socially bencficial for the
government to intervenc’,

Under an ideal negligence rule with perfect information, the issuc is moot:
the optimal due care standard is defined to require the level of prevention
which minimizes thc sum of the costs of injurics plus injury prevention.
Given such a rule, there is no demand for liability insurance because by the
definition of the standard, it is cheaper to prevent than to insure injurics that
would be decmed negligent.® In fact, the legal definition of ncgligence as
dcfined by Judge Learncd Hand approximates such an cflicient standard.
Negligence is said to occur if the loss caused by the accident, multiplied by
the probability of the accident’s occurring, cxceeds the burden of the
precautions the defendant might have taken to avert it.*

But the evidence clearly contradicts the conclusion that there is no
demand for insurance under a negligence rule of liability. Physicians carry
virtually complete insurance, with high limits of coverage. Morcover mal-
practice insurance policies typically lack features designed to preserve the
insured’s incentives for loss prevention. There are no deductibles or coin-
surance. - Mcrit rating (rating on the basis of prior claims) is used less
frequently than is statistically feasiblc.® This apparcnt absence of policy
provisions designed to deter moral hazard is inconsistent with theoretical
predictions [e.g., Arrow (1970),  Zeckhauser (1970)] and cmpirical - evidence
from -first - party insurance and other lines of liability: insurance, where co-
payment and merit rating are common. The purpose of this paper is to
attempt to explain this discrepancy between theory and evidence with respect
to the demand for medical malpractice liability insurance; to cxamine the
optimal form of liability .insurance contract; and to reconsider the case for
government intervention in malpractice insurance markets.

Section 2 shows how in principle a rule of liability for negligence can be
designed to provide physicians-with incentives to practice with the level of

For example, ‘The extent to which the defendant must respond in damages is better
measured by the plaintiff's harm than by the degree of the defendant’s fault ... the notion of a
wrongdoing defendant is increasingly anachronistic in this age of widespread malpractice
insurance ...’ [American Bar Association (1977)]. .

3The objection that people would still insure against their own ‘carelessness® ignores the
purpose of the liability rule to influence the propensity to be careless. If the due care standard is
defined taking into account all relevant social costs, including the costs of avoiding ‘carelessness’,
this objection is meaningless. - .

“U.S. v. Carroll Towing, 159 2d 169 (2d. Cir. 1947).

SRolph (1981). S
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carc that would be preferred by fully-informed vm:n...sc. Scction 3 cxamincs
optimal liability insurance contracts  under a negligence rule, under ﬂ_..us_w
ditions of imperfect information, court crror w=.a ooﬁ_.v~ legal a&nq..mo. w _n=
arc cxcluded by assumption from the model. in moom.on..w and in m:wé_
(1982a). It is shown that, in contrast to first v».nv. insurance, Ea optima

liability insurance policy under moral rwww-.a is :u_.-wn_z to include an
automatic deductible or coinsurance provision. Ov:m:w_ oo..vww.ao:p _.=
liability insurance is less than for first party coverage .i_:._ cquivalent ioq_m._
hazard on the part of the policyholder. wo.ow:mo :».E__G insurance typica m.
covers damages and legal defense in a m‘_sm_n policy, there is a :..wao oa
between providing incentives to the policyholder to reduce injurics s: !
providing incentives to the insurer to defend .o_n_Bm. .;nm.a :..88:2
predictions are rclated to characteristics of medical .iw_m:.no:om insurance
markets in scction 4. Section 5 shows that the physician’s choice ggom:
injury prevention and liability insurance may be further 9&2.:& by .ﬂa.._..w
treatment of health insurance ‘and by reimbursement practices of hcalt

insurers. Scction 6 evaluates policy implications. -

2. Optimal liability rules , o

The model is formulated in terms of medical macaom .9: could apply
cqually in any market context ‘where consumers may be injured by product
failurc which depends only on the care taken by producers. mss.aovn.:m_o:—
utility of paticnts and physicians is .»wmc_:&. coc.w%.o. va_.mh.vsw_ _injury
plausibly affects the paticnt’s utility of _._Mo:._o. and ‘liability claims imposc

i le time and reputation costs on physiclans. .

::M.Mh__“_” that oxvo__&n_w:.o on prevention affects the E&gg_& ME not the
sizc of loss, and each patient buys just one ca.. of medical care. FmEE.,S
for first party or liability losses is available, ¢.<_E vommon experience rating
and a proportionate loading charge. The following notation is used:

Emvﬂvw:o:—.m:p:io_. masaiouzFYVo.—\aAo.

p(r) = probability of injury, v.Ao.. p">0, . .

r - =quality (prevention) per unit of service,

s = price of service,

c(r) = production cost per unit, ¢’ >0, ¢" <0, .

L = monetary loss to patient if injury occurs, . °

M  =lirst party insurance coverage bought by patient, -

yp =premium rate per dollar of first party coverage, where y=1 is the

loading charge, :

i iabili ity of services (see footnote 1). The

E“.o____us_w«wu ”M«o.ﬂ:“@“h. ﬂ_m_w_wmﬂoﬁ_“_. Hw.u“«ﬂ%%n“.wﬁﬁk«% of vo:&.A limits, ignoring the

possibility of bankrupicy or judgment proofing.
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h(p) = patient’s perception of p, i’ >0, h" <0,

U(A) = physician’s utility of initial wealth, U’>0, U" <0,

D  =damages paid by physician if a loss occurs, _

@ =liability insurance coverage bought by physician, Q D, o

Ap - =premium rate per dollar of liability coverage, where 421 is the
loading charge, R ; e

# = Lagrange multiplier.

Subscript 0 denotes the state in which an injury occurs. Subscript 1
denotes the state in which no injury occurs. Subscripts f, s and n denote firs
party, strict and negligence liability, respectively. -

Initially, patients are assumed to be fully informed. ;

First party liability. - If patients are fully informed and markets are competi-
tive, the physician chooses the ‘level of safety (r) and product price (s) to
maximize expected utility of ' patients, E(V), subject to maintaining an
opportunity level of utility, U, determined by the physician's alternative use
of time.” Patients select first party insurance coverage (M), given the supply
price per dollar of coverage yp. Informed markets thus solve the following
optimization problem:

P

usanc-asE&éSié??ﬁs-is

+§Q_”L+ulasu_lcav. o 1)

Maximization with respect to M, s and r yields

y “th , | )
c = .Iq_”u-\-lw\w.\m.*.ﬂgu—. ) ) A&v

where V' =(1—p) V', +pVs.
Eq. (2) may be rewritten

7If the physician has monopoly power, U* includes some rent but the structure of the problem
is not affected. The model ignores other possible arguments in a physician's utility function, such
as prestige and ethics. : )
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i does not fully equate the
is i jliar result, that optimal coverage ¢ fo tb
Hﬁwwm_”wnshn_wuzoa income if the insurance v,mo.B.EB ow.p_wpm_”m w—,wo WWMM%M.“M%

that if injury e ble lo
ing charge (y>1). Eq. (4) shows i g
"ﬂn_VS—Mr ovmn.w_ prevention ¢ optimal leve

(rf) may exceed th vel
ncutrality (¢'= —p'L), even with full insurance of any monetary loss.

’ o | ’ : ! 0 3 ' 3 ' TS ”v
Strict third party liability. Cb.aom a Ewc_ﬁ_. %Sm» .ﬁw__.ﬂa ww”“w _WM"G_MW»SM
ici all iatrogenic injury. An.om niscient b
vrw.._w__m.“nowwmphmqnwsvmo wﬂw&f&. physician m.rmc_rq Eucn.go.o MMEMWM
iov revention (r) and product price (s) S.BE:BE“ Sn. .vucn.o_:mv mﬂw:m
M.QE..% subject to maintaining the opportunity level of utility for phy ,

= 1E

max .?ndiE<.mem“_+v<omwlnlh+b”_

o De@hsr

+u{(1—p)U,[4+5—c()—pC]

+pULA+s—cl)—4pQ— (D= Q)= U}: )

Maximization with nomvmoa toD,Q,s and r yields
Vi=Up, ; ; - (6)
WOmUs M
P =yl o B ®
= .é.ms e t&. o o

where 0'=(1=p) U1 +pUs-
Eqs. (6) and (8) together imply

R bl PYRPPRFFS
G Qw »l»v : o
, provides the level of insurance

*
The optimal tort damage award, D e e actor of the

patients would choose to buy voluntarily, but with







