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Abstract

ThisArticle provides an economic anadysis of optima negligenceliability for physiciansand Managed Care
Organizations explicitly modeing the role of physician expertise (and error) and MCO authority. We find
that, even when patients anticipate the risks imposed on them, physicians and MCOs do not take optimal

care absent sanctions because markets and contracts cannot regulate their non-contractable post-

contractua actionsthat are essentia to optimal care. Negligenceliability caninduce optimal careif damage
rules are optimd. Optimality generdly will require that MCOs be held liable for negligence by affiliated
physicians, however. Moreover, we find that MCOs should be liable even when they do not exert direct
control over physicians. Finaly, we show that it may be optimad to preclude physicians or MCOs from
obtaining liability waivers from patients, even when patients are fully-informed and waive only whenitisin
thelr interests to do so at that moment.
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M alpractice Liability for
Physicians and Managed Car e Organizations

Jennifer Arlen and W. Bentley MacLeod ™
Forthcoming NY U LAw ReviEw

Theimportant question isn’t how to keep bad physicians fromharming patients; it's
how to keep good physicians from harming patients.”

Introduction

Lifeisuncertain. People continualy makeimportant decisons unsureof the correct course of action.

They investigate the matter, consult with others, and assess various options. Then, in agtate of informed
ignorance, they act.*

Perhaps nowhere is this more evident than in the provison of medica care. Patients entrust their

fateto medicd professonadswith only imperfect information about the qudity of the carethose professonas
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Atul Gawande, Complications: A Surgeon’s Notes on an Imperfect Science, at 56-57 (2002).

! In other words, people at best exhibit “bounded rationality” —limited by information costs and the extent

of their own foresight and analytical capacity. See generdly Paul Milgrom & John Roberts, Economics,
Organization and Management 128-31 (1992) (discussing bounded rationality).
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provide. In turn, the medica professionas make treatment decisons essentid to patients' lives without
perfect knowledge of, or perfect capacity to control, the outcomes of their actions.

In most cases, patients fare well under this care; but in many cases, they do not. All too often,
medica providerserr. Indeed, medica error resultsin approximately 98,000 deaths per year and countless
injuries® Many of these mistakesresult from medica personnd providing negligent trestment.® Whilesome
negligence can be blamed on incompetent or impaired physicians,* most negligent trestment is provided by
good physicians who err.”

Perfect care is impossible. Even if perfect care were theoreticdly attainable, it would be
prohibitively expensive. Thus, the medicd system must solve acomplicated problem: how todetermine, and
then induce medica providersto provide, the leve of themedicd care that representsthe optimal balance
between considerations of cost and quality.

Higoricaly, phys cianswere vested with primary control over determining how to balance concerns
of quaity and cost in providing medicd care, and were subject to the threat of mdpractice ligbility to
encourage themto limit theamount of medical error.® In the 1990s, however, Managed Care Organizaiors
revolutionized the hedlth care industry, largely replacing traditional indemnity insurance.” Unliketraditional
indemnity insurance providers—which limit themsdves to paying for medica services — MCOs affect
treatment choice by intervening directly in trestment selection through a process we shdl cal “utilization
review.” Utilization review effectively enables MCOs to determine the medica care patients receive in
many circumstances. MCOs dso can, and do, intervene in medica care indirectly through the incentives
they provide physicians to prefer one type of care, usudly lower-cost care, over another.

The rise of MCOs thus introduces a second medica provider with the capacity to affect the cost
and quality of care patients receive. This requires reconsgderation of the present system for regulating
medica care, which continuesto rely sgnificantly on tort liability amed primarily & physcians. Inpaticular,
the prevaence of MCOs raises questions about whether MCOs should be held liable in tort, and, if so,
whether ligbility should belimited to MCOs own coverage decisons or whether they dso should beligble
for physician negligence.

M COs currently seek authority to influence patient care, whileressting effortsto holdthemligblein
negigenceether for negligent treetment coverage decisonsor for negligent trestment provided by affiliated
physcians. Physcians too increesingly are seeking insulation from mal practice. Both groups assert that
market forcesand physician normsor compassion are sufficient to ensurethat patientsreceive medica care

2 Institute of Medicine, To Err is Human: Building a Safer Health System 26 (Linda T. Kohn et al. eds.,,
2001) [hereinafter To Err is Human)].

3 See infra Section |.B and Section 11.C.1 (discussing medical error).

4 Seeinfranotes 109 & 112 (discussing physician incompetence).

° See infra Section 1.B & 11.C.1 (discussing causes of medical error).
6 Seeinfranotes 38 & 39 (discussing empirica evidence showing that tort liability can potentially help deter
medical negligence).

! MCOs now cover 70% to 98% of all Americans with health insurance. Sherry Glied, Managed Care, in
1A Handbook of Health Economics 708-10 (Anthony J. Culyer & Joseph P. Newhouse eds., 2000).
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that results from an optimal balance between congderations of cost and quality.

This Article employs economic analysis to examine the claim that contracts and market forces
auffice to ensure that MCOs and physicians provide optima care. We show that contracts and market
forces are not sufficient to ensure optima care: Absent ligbility, neither MCOs nor physicians provide
optima care. Moreover, wefind contracts and market forces cannot be relied upon to induce optimd care
even when patients correctly anticipate the risks physicians and MCOs impose on them.®

ThisArticle then examinestheoptima scope of physcian and MCO negligenceliability for medica
malpractice, showing the importance of holding MCQOs ligble for their negligent trestment coverage
decisions and determining optimal damage awards.” In addition, the Article examines whether MCOs
should be hdd liablefor negligence by affiliated physcians, and showsthat such negligenceisessentid tothe
provison of optima medica care under plausible circumstances. Moreover, wefind that MCOs should be
lidble for physician negligence even when they do not exert sufficiently direct control over physiciansto
sisfy the requirements for traditiond vicarious liability.® Findly, this Article examines daims that any
ligbility imposed on MCOs should be voluntary --that MCOs should be permitted to ask patientsto waive
liaility because patientswill do so only whenitisin their best interests.™* This Article showsthat permitting
patientsto waive liability islikely inefficient even if patients are fully-informed and waive only whenitisin
thelr interests to do so at that moment.

To andyze medicd mapractice, tis Article develops anew economic modd of the patient,
physician, and MCO rdationship that departs from the existing literature on mapractice in severd ways.
Perhaps most importantly, *? in contrast with existing economic analyses of MCO ligbility that generally rely
on the dlassic economic model of entity-leve ligbility,* this Artide expands the traditiona framework to
account for essential features of the M CO- patient- physi cian relationship not incorporated in the traditiona
moddl.

8 See infra Section I11.

®  SeeinfraSection IV,

10 Seeinfra Section V.

1 Seeinfra Section VI.

12 This Article also departs from much of the existing law-and-economics literature in other ways. First,
although extensive literature exists on both physician malpractice—see, e.g., Patricia M. Danzon, Medical
Malpractice: Theory, Evidence and Public Policy (1985); Guido Calabresi, The Problem of Malpractice: Trying to
Round Out the Circle, 27 U. Toronto L.J. 131 (1977); Gary T. Schwartz, Medical Ma practice, Tort, Contract,
and Managed Care, 1998 U. Ill. L. Rev. 885, 900-906 (discussing MCO liahility separately from physician
liability); see also Kenneth J. Arrow, Uncertainty and the Economics of Medical Care, 53 Am. Econ. Rev.
(1963)—and MCO liahility, seeinfranote 19, these analyses generdly examine physician liability and MCO liability
separately. We consider physician and MCO liability simultaneously because their actions are inextricably linked.
Second, existing analyses of MCO liability generally consider the scope of liability without thoroughly considering
optimal damage rules. See infranote 19. This Article considers both together since optimal malpractice reform
cannot be accomplished without reforming damage rules.

13 See eg., Patricia M. Danzon, Tort Liability: A Minefield for Managed Care? 26 J. Legal Stud. 491
(1997) (employing the traditional model of vicarious liability to analyze MCO liability); Richard A. Epstein &
Alan O. Sykes, The Assault on Managed Care: Vicarious Liahility, ERISA Preemption, and Class Actions, 30
J. Lega Stud. 625, 626-27 (2001) (same).
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The traditiond modd of entity-level ligbility essantidly overlays a particular principd-agent
relationship onto the classc economic model of torts. In this modd, individua agents determine the
probability of an accident by choosing their level of care. Agents are assumed to be perfectly informed
about the costs and benefits of their own actions, and thus can decide not to be negligent. Theprincipa has
no direct effect on care. It influences care soldy through the incentives it provides its agents.™

In contrast with the traditional modd, in actudity physicians are not perfectly informed about the
costsand benefits of their decisions when providing medica care. Physicians often err and provide negligent
medica care accidentally.™® Medical careissuch acomplex task -- invalving uncertainty about the patient’s
condition, the range of treetments, and their likely outcomes -- that even physcians who want to provide
optima care may unknowingly fail to do so. Accordingly, we expand the economic modd of accidentsto
recognize the possbility of accidentd physician error.

The probability of accidental physician error is not pre-determined, however. A physciancan
undertake actionsto reduce the probability that sheisnegligent, by investing in expertise. Thisinvestmentin
expertise determines the expected quality of physician-provided trestment by affecting the probability of
physician error.™® Accordingly, to assess optima medica mapractice liability we expand the economic
mode of accidents to take explicit account of the role of physician accidenta error and expertise in
determining the qudity of treatment provided.

Economic andysisof optima mal practice liability al o requiresthat we account for the pecid neture
of the MCO-physician relationship. The traditiond model of entity-leve liability assumes that entities can
afect “care’ only by influencing their agents’ actions."’ By contrast, MCOs assart authority to intervene
directly in determining the medical care patients receive through the use of utilizetion review. Under
utilization review, MCOsintervene prior to trestment to review proposed trestments, denying coveragefor
any treatment the MCO deems to be not medicaly necessary and appropriate, or experimentd. MCOs
have considerable discretion to make these trestment decisionsin their own best interests.™® Thus toandlyze

14 E.g., Lewis A. Kornhauser, An Economic Analysis of the Choice Between Enterprise and Personal

Liahility for Accidents, 70 Cal. L. Rev. 1345, 1346 (1982); Alan O. Sykes, The Economic of Vicarious Liability,
93 YdeL.J. 1231, 1237 (1984); see Jennifer H. Arlen, The Potentially Perverse Effects of Corporate Criminal
Liability, 23 J. Legal Stud. 833, 839-40 (1994) (considering monitoring but not authority); Jennifer H. Arlen &
Reinier Kraakman, Controlling Corporate Misconduct: An Analysis of Corporate Liability Regimes, 72 N.Y.U. L.
Rev. 687, 706-12 (1997) (same); A. Mitchell Polinsky & Steven Shavell, Should Employees Be Subject to Fines
and Imprisonment Given the Existence of Corporate Liability?, 13 Int'| Rev. L. & Econ. 239 (1993) (assuming
only agents directly control care).

15 SeeinfraSection|.B & 11.C.1.

16 See infra Section 11.C (discussing physician expertise); see generaly Atul Gawande, Complications. A

Surgeon’s Notes on an Imperfect Science (2002) (describing physician learning post-medical school and its
implications for patient health).

17 See, eg., Kornhauser, supranote 14, at 1346; Sykes, supra note 14, at 1237.

18 The seminal economic analysis of authority is Phillippe Aghion & Jean Tirole, Formal and Real Authority

in Organizations, 105 J. Pol. Econ. 1 (1997). We expand on this analysis by considering both the interaction of
authority and liability and the interaction of authority and incentive contracts.
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MCO lighility this Article explicitly congders MCOs' ahility to use authority both to influence treatment
choice directly and to indirectly affect the qudity of physcianselected care.

ThisArticleis, to our knowledge, thefirst to explicitly mode the interaction of physician expertise,
MCO authority, and ligbility.*® Whilethis Article focuses on medica malpractice, the model we developed
can be employed to provide more generd indghtsinto theroleof tort law in other areasthat do not fit negtly
within the dlassic economic modd of accidents®

This Article proceeds as follows. Section | summarizes the current state of medica mapractice
ligbility. Section Il analyzes how physcians and MCOs would behave if each took those actions that
maximize physcdan-M CO-patient joint welfare. Section 111 examines physician and MCO behavior when
ther actions are governed solely by markets and private contracting without sanctions imposed for
negligence, and shows that their behavior will be inefficient. Section IV examines the optima negligence
ligbility for MCO and physician negligence and determines optima damage rules. Section V anadlyzesthe
dlocation of lighility for physcian negligence and shows that MCOs should be ligble for physician
negligence. Section VI demondrates that the parties joint welfare may be higher when MCOs (and
physicians) are not permitted to obtain ligbility waiversfrom patients than when they are, even when patiets
only waive voluntarily and accurately estimate the expected costs and benefits of waiver.

l. Indtitutiona and Legal Background

Every year millions of Americans become serioudy ill and turn to physciansto providecare. Inso
doing, they largely relinquish control over their fatetotheir doctors. Medica decisonsare so complex that it
takesyearsof training, both in school and afterwards, to obtain the expertise necessary to diagnoseillnesses
and assesstreatments. Moreover, research is continudly leading to new advancesin diagnoses, trestments,
and procedures. Only someone speciaizing in medicine can hope to keep current. Patientsthus often must
rely, of necessity, on medica care professonds to diagnose them properly, select trestment, and provide
the best care possible, given appropriate considerations of cost.”* Whether these medical professionas
indeed provide optima care depends on whether they have the capacity and desire to do so.

19 In contrast with the present analysis, other recent analyses of MCO liability do not explicitly examine the
impact of physician expertise or MCO utilization review on either the quality of care provided to patients or on the
behavior of other medical providers and therefore do not formally consider the impact of liability on expertise and
authority. See, e.g., Danzon, supra note 13; Epstein & Sykes, supra note 13; Clark C. Havighurst, Vicarious
Liability: Relocating Responsibility for the Quaity of Medical Care, 26 Am. JL. & Med. 7 (2000); William M.
Sage, Enterprise Liability and the Emerging Managed Health Care System, 60 Law & Contemp. Probs. 159 (1997)
(examining enterprise liability for MCOs); see also Kenneth S. Abraham & Paul C. Weller, Enterprise Medical
Liability and the Evolution of the American Hedlth Care System, 108 Harv. L. Rev. 381(1994) (examining
enterprise ligbility for hospitals); Kathy Zeiler, Medica Malpractice and Contract Disclosure: An Equilibrium Model
of the Effects of Legal Rules on Behavior in Health Care Markets (unpublished draft) (2002) (discussing damages
and disclosure rules when MCOs employ capitation agreements but do not use authority), available at
http://www.hss.caltech.edu/~zeil er/zeil er%20job %20market %20paper.pdf.

20

See infra note 177 and accompanying text.
2L Arrow, supranote 12, at 965-66; see infra Section I1.B.
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The United States relies on two basic systems to provide and pay for medicd care. Thesecan be
differentiated based on the nature of the patient’s insurance coverage: traditiona indemnity insurance or
managed care”? MCOs now dominate the market; there is little true indemnity insurance anymore.®
Although each system relies on private physicians to provide treetment, and on an insurer to pay for
trestment cods, a criticd difference exigts between the two. Under indemnity insurance, the physcian
determines what trestment the patient receives without any pre-trestment input from the insurer.* By
contrast, with MCOs, the insurer can influencetrestment choice directly through utilization review. Thus,
expected patient care depends on MCOs incentives to provide optimal care.

This Section discusses traditiona indemnity insurance and the system that has cometo supplant i,
managed care. This Section then addresses the existing laws governing physician and MCO negligence.

A. Medical Care Under Indemnity Insurance

The hedth careindustry providestwobasi ¢ services: medical care and insurance. Under indemnity
insurance -- the dominant form of insurance until the 19805 - - these two servicesare provided separately.
Under traditiona indemnity insurance, the physician determines what trestment the patient should receive.
The insurer then pays for any treatment provided (minus a deductible) without inquiring into whether the
trestment was necessary or appropriate.

This system leads to excessivemedical costs?” Patientswith indemnity insurance have little reason
to consider treatment costs ex post because the insurer, not the patient, bears the additional cost of more

22 Any discussion of MCOs is complicated by thefact that “MCOs’ take avariety of forms and thereisno

clear definition of what constitutes an MCO. See Glied, supranote 7, at 708-11. We use the terms“indemnity
insurance” (often referred to as “fee-for-service” insurance) and “Managed Care Organization” to differentiate
insurers based on whether the insurer has the capacity to preauthorize insurance coverage for physicians’
treatment decisions. “Indemnity insurance” thus refers to the traditional insurance under which patients are
reimbursed for their medical expenses (after a deductible) and no efforts are made to control costs. The term
MCO appliesto any plan that asserts pretreatment authority over the treatment decision, regardless of the plan’s
official designation as an MCO, Health Maintenance Organization (HMO), or Blue Cross plan.

2 Glied, supranote 7, at 708-11.

24 See Supranote 22.

% MCOs aso can influence care indirectly through their decisions as to which physicians and hospitalsto

contract with, the cost-cutting incentives they providesto doctors, as well as through other measures. Seeinfra
Section 11.D.5 (discussing ways in which MCOs can optimdly affect care).

%6 Walter A. Zelman & Robert A. Berenson, The Managed Care Blues and How to Cure Them 1-3 (1998).

27 See Michael Chernew, General Equilibrium and Marketability in the Health Care Industry, 26 J. Health Pal.
Pol'y & L. 885, 887-88 (2001) (noting that consumption of medical care was greater than optimal under fee-for-
service insurance). Studies suggesting that doctors provide excessively costly treatment under fee-for-service
include Daniel P. Kesser & Mark B. McClellan, Do Doctors Practice Defensive Medicine?, 111 Q.J. Econ. 353,
356, 385-88 (1996) [hereinafter, Defensive Medicine] (concluding that, absent limitations on liability, doctors
provide excessively costly treatment); Daniel P. Kessler & Mark B. McClellan, Medica Liability, Managed Care,
and Defensive Medicine 17 (Feb. 2000) (NBER Working Paper 7537) [hereinafter Managed Care] (arguing that
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expengvetreatment.?® Thus, patients seek the highest quality trestment available. Physicians inturn provide
high cost trestment because they do not bear treatment costs. I ndeed, indemnity insurance may encourage
unnecessary procedures since physicians are compensated based on the treatments provided, and not on
patient outcomes?® As aresult, under this system patients often receive excessive care.

Under thissystem, hedlth care expenditures skyrocketed. Hedlth care spending went from 5.1% of
GDPin 1960 to more than 12.2% in 1990. The burden of this dramatic rise in costswas not Smply borne
by insurers. Peatients dso bore the expected cost of expensve medicd care ex ante through higher
insurance premiums and lower salaries,® whichresulted in some patients being unableto afford insurance.

B. Quality of Medical Care

High cost medical care has not ensured that patients receive high qudity care. Studies suggest that
physicians often providesubstandard medical care.** One study found that only about 60% of patientswith
chronic diseases received the careindicated by medical literature; moreover, 20% of patientsreceived cae
that iscontra-indicated.® A recent RAND study found that patients on average received only 55 percent of
recommended care. For example, the study found that fewer than half of diabetics had their blood sugar
levels measured regularly, even though monitoring isimportant to prevent serious complications associated
with diabetes (such as kidney failure and loss of limbs).3*

MCOs appear to reduce cost relative to fee-for-service without reducing quality). But see infra Section I11.B.5
(discussing evidence that MCOs reduce quality for some classes of treatments and some patients).

28 While patients with indemnity insurance often have to bear a deductible and a portion of the cost,

patients’ total out-of-pocket costs generally are capped. Thus, in the case of expensive treatments, the insurer, not
the patient, bears the full marginal cost of any decision to provide more expensive care.

29 Russall Korobkin, The Efficiency of Managed Care “Patient Protection” Laws: Incomplete Contracts,
Bounded Rationality, and Market Failure, 85 Cornell L. Rev. 1, 10 (1999).

%0 Seecitations supra note 27.

31 While many patients receive insurance through their employers, employers respond to any increase in

their costs of providing such insurance by payinglower wages. See Zelman & Berenson, supranote 26, at 17-18.

32 E.g., Institute of Medicine, supra note 2; Lori B. Andrews et a., An Alternative Strategy for Studying

Adverse Eventsin Medical Care, 349 Lancet 309 (1997)(analyzing medical errorsin three surgical units based on
on-site observation of error); Thomas J. Krizek, Surgical Errors. Ethical 1ssues of Adverse Events, 135 Archives
of Surgery 1359, 1360-61 (2000)(same study); Paul C. Weiler et a., A Measure Of Medical Malpractice: Medical

Injury, Malpractice Litigation, and Patient Compensation (1993) (discussing the Harvard Medical Practice Study);
see Elizabeth A. McGlynn et d., Quality of Health Care Delivered to Adultsin the United States, 348 New Eng. J.
Med. 2635 (2003) (RAND study of physician failure to provide medically appropriate treatment); Mark A.

Schuster et al., How Good isthe Quality of Health Care in the United States?, 76 Milbank Quar. 517, 521 (1998)
(same).

3 Schuster et al., supra note 32, at 521.

3 McGlynn et a., supranote 32, at 2635, 2642. Only 45% of heart attack patients received medications that
could reduce their risk of death by more than 20%. Only 38% of adultsin the study were screened for colorectal
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Indeed, patients often are injured by the care they receive. Studies of medicad care in hospitas
reved that hospita patients regularly are injured by medica error. The Harvard Medica Practice Study
examined written hospita records and determined that about four percent of hospitaized patients were
injured by the care they received, with one-quarter of theseinjuriesresulting from medica negligence. Ore-
quarter of thevictims of negligencedied asaresult. ** A subsequent research team, examining medical error
in three surgica units based on on-ste observation of care, found that dmost 18 percent of the patients
were the victims of at least one serious error.®

Contrary to conventiona wisdom, this medica error has not produced a spate of tort litigation.
Evidence revedsthat patients rarely sue their doctors— evenwhen they arethevictims of seriouserror.®
There dso is evidence that patients who sue more likely than not wereindeed victims of medicd error and
the tort system does differentiate between legitimate and frivoloussuits, in that plaintiffswith legitimate suits
are more likdy to win and receive higher average awards than patients with strike suits®*® While the

cancer where routine screening and appropriate follow-ups could prevent an estimated 9600 deaths per year.
Fewer than two-thirds of elderly Americanswere vaccinated against pneumonia; such vaccinations could prevent
about 10,000 deaths per year. Id.

% Waller et d., supranote 32, at 42-44, 137-39 (describing the results of Harvard Medical Practice Study’s
examination of 30,195 written records in the New Y ork hospital system); see also David A. Hyman, Medical
Malpractice and the Tort System: What Do We Know and What (If Anything) Should We Do About 1t?, 80 Tex.
L. Rev. 1639, 1641-44 (2002) (summarizing the results of the Harvard Medical Practice Study).

% See Andrews et al., supra note 32, at 311; Krizek, supranote 32, at 1360-61. This study defined medical
error (specifically “adverse events’) as* situationsin which an inappropriate decision was made when, at thetime,
an appropriate alternative could have been chosen.” Andrews, supranote 32, at 310.

The lower rate of error in the Harvard Medical Practice Study than in the Andrews and Krizek study
appearsto be attributable, at least in part, to the Harvard study’ sreliance on written hospital records for evidence
of negligence. Written hospital records understate the amount of negligence. Krizek, supra note 32, at 1361 (a
comparison of written hospital records with on-sight observation of error reveal ed that almost eighty percent of
observed adverse events or errors were not officially recognized or recorded in written records).

37 See Andrews, supra note 32, at 312 (only 13 of the 175 patients who suffered a serious error filed suit);

Krizek, supra note 32, at 1360-61; see aso Paul C. Weiler, Medical Malpracticeon Trial 12-13 (1991) (reporting
that Harvard Medical Practice Study found that only onein eight of potentially valid claims of medical malpractice
was actually filed, and that in cases of serious injuries, only approximately one claim was filed for every three
serious injuries).

% A study based on on-site evaluation of medical error found that patients who sue generally are indeed the

victims of medical error. Andrews, supranote 32, at 312 (discussing that eleven out of thirteen tort suitsfiled had
merit, in that they were brought for treatment-induced adverse event); Krizek, supra note 32, at 1361.

There is evidence from insurance company investigationsthat suggests that plaintiffswho prevail in tort
generally had meritorious claims. Large damage awards generally go to plaintiffs with valid claims, not frivolous
ones. These results hold both for jury trials and settled cases. E.g., Henry S. Farber & Michelle J. White, A
Comparison of Formal and Informal Dispute Resolution in Medical Mapractice, 23 J. Lega Stud. 777, 799 (1994)
(“Controlling for severity, settlementsin cases with bad care are estimated to be amost four times larger than in
caseswith good care.”); Henry S. Farber & Michelle J. White, Medical Malprectice: An Empirical Examination of
the Litigation Process, 22 RAND J. Econ. 199, 204-05 (1991) (Presenting “strong evidence that negligence
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evidenceonthequdlity of thetort systemisnat unambiguous, the exigting data does suggest thet tort liability
is a potentialy ussful too for deterring negligence®

C. Managed Care Organizations

In the 1990s, MCOs arose to address the problem of excess hedth care costs.™ They now
dominate America's hedth care insurance industry.** Most MCOs control costs, at least in part, by
requiring physicians to obtain prior gpprova for trestments through a process called utilization review.*
Utilization review provisons generdly give the MCO the right to deny coverage for any trestments that
either are not medically necessary and appropriate or are consdered experimenta. Moreover, MCOs
assert the right to pre-authorize coverage-- reviewing daimsprior to physicians providing any trestment.*

matters in the determination of liability.”); see also Patricia Danzon & Lee Lillard, Settlement Out of Court: The
Disposition of Medical Ma practice Claims, 12 J. Legal Stud. 345, 347 (1983)(finding that criticisms of negligence
liability as being random are unfounded; legal standards appear to influence court verdicts directly and settlements
indirectly); Michelle J. White, The Vaue of Liability in Medical Mapractice, 13 Hedth Aff. 75, 77
(1994)(discussing evidence that claims involving negligence resulted in average award of $205,000, compared
with $41,800 for those with no negligence).

39 Those who claim tort liability isimposed randomly often cite the Harvard Medical Study. See Epstein &
Sykes, supranote 13, at 642 (citing to Harvard Medical Study as evidence that courts often focus on caseswhere
physician did nothing wrong). The Harvard Study is an excellent study of medical error. Yet itincluded so few
observationsin which asuit wasfiled that its data cannot be used to draw any statistically significant conclusions
regarding the tort system. See Patricia M. Danzon, Medical Malpractice, in 2 The New Palgrave Dictionary of
Economics and the Law 624, 626 (Peter Newman ed., 1998). Moreover, to assess claim validity, the Harvard
Study evaluated the merits of each claim using written hospital medical records. However, written hospital
records do not document most observed medical error. See supra note 36. Thus many of the claimsthe Harvard
study determined to be invalid might, in fact, have been valid.

40 See supra note 22 (defining MCOs and including Health Management Organizations (HMOs)).

4 As of 1997, only 2% of health plans conformed to traditional fee-for-service plans, while 98% of health
plans are either managed care or fee-for-service programs with some form of utilization review. See Jacab S.
Hacker & Theodore R. Marmor, How Not To Think About “Managed Care”’, 32 U. Mich. J.L. Reform 661, 669-
70 & n. 28 (1999).

42 See Glied, supra note 7, at 716-17. MCOs aso often use capitation agreements and other incentive

arrangements to limit treatment costs. Under capitation agreements, each contracted primary care physician
receives afixed rate of payment for agreeing to provide servicesto an individual patient over a certain period of
time; the physician bears al the costs of any services provided, over and above a small fee paid by the patient.
While many plans are moving away from standard capitation because physicians are not good risk bearers, MCOs
still employ a variety of measures to induce physicians to take treatment costs into account. Id. at 715.

43 To implement a pre-authorization utilization review process, an MCO generaly employs a computer

algorithm to review each initial treatment request, flagging certain requests for further clinical review. A nurse
then usually reviews these cases, applying fairly basic screening criteria, to determine which ones require further
physician review. Physician reviewers then review certain cases, based on published studies of medica
effectiveness as well as their own clinical judgment, and make determinations of medical appropriateness. See
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An MCO'’s denid of insurance coverage, often is a de facto denid of treatment, especidly if the patient
cannot pay for the trestment himself.*

Though M COs can employ utilization review to reduce expected medical costs, thiscost reduction
need not necessarily come at the expense of quality. M COs potentidly canimprove hedth care qudity bath
through utilization review and through other measures. Physicians medica practices often are based on
custom and anecdotal experience; many have yet to be tested empirically.* Evenwhen best practicesare
known, physicians do not aways adhere to them.*® MCOs potentialy can use their considerable dataon
treatment outcomes to assess treatment effectiveness and to intervene to improve trestment qudity, both
directly through the use of utilization review and indirectly through provison of trestment protocols to
physicians. MCOs a so can regulate thequdity of carethrough both their control over which hospitalsand
physciansareincluded in the system and through the financia incentivesthey provideto physcians. Findly,
MCOs can, and do, influence physi cian choi ce through theincentivesthey provide physiciansto prefer more
appropriate trestment over |ess appropriate trestment.’

While MCOs potentidly can improve qudity, MCO intervention in hedlth care aso can reduce
quaity.*® Utilization review can adversdly affect patient outcomesin multipleways. First, the MCO may use
utilizetion review to deny physicianrecommended trestment in favor of a subgtantidly less beneficid
treatment. Second, the process of utilization review itsdf may harm patients, even if the MCO eventudly
covers the recommended treatment. Many MCQOs appear to employ summary protocols to determine
whether to deny adaminitialy, placing the burden on patientsin serious need to apped the decision.® This
utilization review process may effectively deny the patient the recommended treatment if MCO gpprova
comes after the recommended trestment is no longer effective™ Finaly, MCOs aso can adversdly affect
quality by providing finandid incentives to physicians to choose lower cost trestments.

Mark A. Hall & Gerald F. Anderson, Health Insurers’ Assessment of Medical Necessity, 140 U. Pa. L. Rev. 1637,
1654 (1991-1992) (describing a typical pre-certification procedure).

a See Corrine P. Parver & Kimberly Alyson Martinez, Holding Decision Makers Liable: Assessing Liability
Under a Managed Health Care System, 51 Admin. L. Rev. 199, 228 (1999); William M. Sage, Managed Care's
Crimea: Medical Necessity, Therapeutic Benefit, and the Goals of Administrative Processin Health Insurance 6-7
(2003) (working paper) (MCOs now are willing to acknowledge their influence over clinical care and seem to
have abandoned the fiction that medical necessity determinations are merely coverage decisions).

4 SeeJack Hitt, Evidence-Based Medicine, N.Y. Times, Dec. 9, 2001, 86 (Magazine), at 68 (reporting that
some experts estimate that only twenty percent of medical practices are based on rigorous research evidence);
Lisa Sanders, Medicine' s Progress, One Setback at aTime, N.Y. Times, Mar. 16, 2003, 86 (Magazine), at 29-30
(stating that evidence-based medicine is relatively new devel opment).

46 McGlynn et a., supra note 32, at 2641-42 (providing evidence that physicians often do not provide

recommended care); Schuster et al., supra note 32, at 520-21 (same).

47 Seeinfra Section IV (discussing liability coupled with MCO incentive contracts).

48 See infra text accompanying notes 165 - 174 (discussing evidence that MCOs have reduced

outcomes for some patients and some procedures).
49 See supra note 43 (describing the process of utilization review).

%0 For examples of patient injuries alegedly relating from delays associated with pre-authorization MCO
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D. MCO Liability

While indemnity insurers do not face potential tort lighility for paients injuries resulting from
negligent treatment, patients have cited MCOs greater rolein medica careasabassfor holding themliable
for mapractice. Patients have sought, and continue to seek, to recover from MCOs directly for MCO
trestment denids that resulted in patients recaiving negligent care. They aso seek to recover from MCOs,
under vicarious liability for patients injuries resulting from negligent care rendered by an MCO-&ffiliated
physician.

Patientsface considerable hurdlesin recovering from MCOsfor ether negligent trestment coverage
decisons (i.e, utilization review) or for negligent treetment provided by &ffiliated physcians. Moreover, to
the extent that courts recently have been more willing to permit patients tort suits againgt MCOs, this
expanson of liability has occurred primarily in suits seeking to hold MCOsligblefor physician negligence.
MCOs remain largely insulated from date tort actions based on clams that MCOs provided negligent
trestment through the operation of utilization review.*

1 MCO Liability for Negligent Treatment Decisions

Patients often face significant hurdles when suing MCOswith claims based on denid of coverage.
The most sgnificant hurdle is presented by the Employee Retirement Income Security Act of 1974
(ERISA)* which may preclude patientsrecovering in tort against M COsfor injuries resulting from MCOs
coverage denids.>

review, see, e.g., Roark v. Humana, Inc., 307 F.3d 298, 303 (5th Cir. 2002) (alleging Aetna s initial refusal to
approve physician-recommended drug Vioxx -- adrug with low ulcer risks -- required patient to take alternative
drug first, which caused severe bleeding ulcers, rendering patient incapable of taking Vioxx or any other
medication absorbed through stomach), Cicio v. Vytra Healthcare, 208 F. Supp. 2d 288, 290 (E.D.N.Y. 2001),
aff'd in part and vacated in part, 321 F.3d 83 (2d Cir. 2003) (alleging that delay between MCO's initial denia of
coverage of physician-recommended cancer treatment and subsequent approval of treatment was sufficiently long
to render treatment ineffective); Pappasv. Asbel, D.O., 768 A.2d 1089, 1091 (Pa. 2001) (alleging that health care
plan’s refusal to transfer patient to appropriate facility introduced sufficient delay that patient was rendered

quadriplegic).
°1 See infra Section IV.B (discussing physician behavior when MCOs can employ sanctions).

52 See infra Section |.D. (discussing the law); Gail B. Agrawa & Mark A. Hall, What If Y ou Could Sue
Your HMO? Managed Care Liability Beyond the ERISA Shield, 47 St. Louis U. L.J. 235 (2003) (discussing
changesin laws governing MCO liability); Sage, supranote 44, at 18-19 (discussing Supreme Court cutting back
on ERISA’s preemptive reach).

23 Pub. L. No. 93-406, 88 Stat. 829 (1974) (codified as amended at 29 U.S.C. § 1001-1461 (2000)); see
Agrawa & Hal, supra note 52, at 236 (arguing that ERISA had significantly restricted insurance subscribers
ability to obtain tort damages based on conduct of MCOQOs).

4 In addition, while patients generally have state law contracts claims against MCOsfor treatment coverage

denials, in many states patients do not necessarily have the right to sue MCOs for injuries arising from coverage
denials in tort. Recently, various state legislatures have enacted statutes that provide for state law tort actions
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ERISA isacomprehensve federd satute governing employee benefit plans, including any hedth
plansprovided by employers™ ERISA potentialy preventstort suitsagainst MCOsfor coverage deniashy
restricting damages for such actions to the cost of the denied coverage.™ It dso prevents many patients
from pursuing Sate law tort dlamsfor consequentid (i.e., compensatory) damagesby preempting Seatelans
that “relate to” the administration of a covered employee benefit plan.>

Courts generdly hold that ERISA preempts suits against MCOsfor negligent treetment coverage
decisons® Although several Supreme Court decisions since 1995 have resulted in a softening of the
ERISA preemption doctrine—leading some courtsto permit trestment coverage claims brought as* quaity
of care’ dams™ — most courts continue to hold that trestment coverage decisions are preempted, even
when brought as “qudity of care’ dams. There is consensus that suits based on pure” quantity” decisons
are preempted by ERISA.®°

2. Vicarious Liability for Physician Negligence

against health plans. See Agrawad & Hall, supranote 52, at 271-79 (surveying state legidativeinitiativesthat create
“right to sue your HMQO”"); Nancy R. Mansfield et a., Evolving Tension Between HMO Liability Precedent and
Legidation, 36 Tort & Ins. L.J. 949 (2001) ( asof 2001, at least 30 other states are considering such legislation).

% Since at least sixty percent of non-elderly Americans receive health coverage through their employers,

ERISA applies to most private health plans. See Sage, supra note 19, at 180 (reporting that approximately sixty
percent of nonelderly American receive health care through their employers, with vast majority of benefit plans
guaified under ERISA). Moreover, it applies not only to the employers themselves, but aso to the insurers and
administrators to whom employers delegate responsibility for their health plans. See Mansfield et al., supra note
54, at 950.

% 29U.S.C. § 1132(a)(1)(B).

> See 29 U.SC. §1144(a) . A full discussion of ERISA preemption is beyond the scope of this article.
For an excellent discussion of thisissue, see John H. Langbein & Bruce A. Wolk, Pension and Employee Benefit
Law Chap. 10 (3d ed. 2000).

% SeeKaren A. Jordan, Coverage Denialsin ERISA Plans: Assessing the Federal Legislative Solution, 65
Mo. L. Rev. 405, 420 (2000) (as of 2000, most courts “ steadfastly continue” to hold that ERISA preempts state
law claims arising from the negligent coverage determinations); Russell Korobkin, The Failed Jurisprudence of
Managed Care, and How to Fix It, 53 UCLA L. Rev., 37, 60-61(forthcoming 2003).

59 See Agrawa & Hall, supra note 52, at 255-259 (discussing the uncertainty surrounding the scope of

ERISA preemption post-1995 and some courts willingnessto let patients bring suits based on claims of “quality of
care”); Korobkin, supra note 58, at 60 (discussing recent decisions holding that tort claims based on utilization
review decisions are not preempted); see also Sage, supra note 44, at 18 (discussing changes in the law post-
1995). Courts that permit suits when the patient argues that the MCOs denial was not a pure denial-of-coverage
decision but rather was a quality-of-care decision, do so on the grounds that ERISA’ s preemption of state laws
relating to the “administration of a plan” applies to quantity-of-care decisions (which are insurance coverage
decisions) but not to quality-of-care decisions that are medical decisions. See Korobkin, supranote 58, at 34-35
[pages in draft].

€0 See Jordan, supranote 58, at 420; Korobkin, supranote 58, at 60 (most courts hold that ERISA preempts
tort claims based on utilization review decisions). [pages in draft]
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MCOsdsoface potentid vicariousliability dlamsfor the negligence of MCO-effiliated physcians
ERISA preemption poses less of a problem for these claims. Courts generdly hold that ERISA does not
preempt such claims on the ground that indirect ligbility for physician’s qudity of care decisons does not
arise from administration of a hedth plan.®

Nevertheess, vicarious liability cases face Sgnificant limitations. The centrd problemis that most
M CO-physician relationships do not satisfy the requirements for liability established by the doctrine of
vicariouslighbility (or respondeat superior). Under thisdoctrine, aprincipa isliablefor tortscommitted by
an agent within the scope of her employment, only if the principle exerts direct control over the agent.
MCOs generdly avoid liaility under this doctrine because they do not themselves employ physicians but
ingtead offer hedth care services through a network of independent contractors, such as a preferred
provider network. MCOs generdly avoid lidbility even when they influence physdansindirectly through
utilization review and finandia incentives, %

State courtsdo appear to beexpanding the scope of M CO lidhility for physican negligence beyond
the scope of traditiond vicarious liability.®® Y et patients may find the effect of this expansion to be short-
lived. Mogt of the growthin MCO liahility has come from cases extending the scope of vicarious liability
through liberd gpplication of the doctrine of “ gpparent authority” or “ostensible agency,” under which an
MCO risks lighility if the patient reasonably believed that the physician wasan M CO employee.®* MCOs
potentialy can avoid liability under this doctrine by ensuring that patients receive and read clearly written
materias Sating that their affiliated physicians are independent contractors.®

E. Implications For Reform

State and federd legidatures are consdering proposals to reform medica mapractice liability, as
applied to both physicians and MCOs*® Thereis no clear consensus as to what directions these reforms

61 Agrawal & Hall, supranote 52, at 243-44 (reporting that courts generally hold suits based on vicarious

liability for negligent physicians are not preempted), see, e.g., Dukesv. U.S. Health Care, Inc. 57 F.3d 350, 357-
58 (3d Cir. 1995) (holding ERISA does not preempt vicarious liability claims about quality of benefit received);;
Pappas, 724 A.2d at 893 (holding that ERISA does not preempt quality-of-care claims); Phommyvong v. Muniz,
No. CIV.A. 3:98-CV-0070-L, 1999 WL 155714, *3-4 (N.D. Tex. March 11, 1999) (holding that ERISA does not
preempt claims related to the quality of care/benefits received).

62 See Agrawa & Hall, supra note 52, at 241-42 (most MCOs do not exert sufficient direct control over
physicians to satisfy the requirements for traditional vicarious ligbility).

3 See Agrawa & Hall, supranote 52, at 241-45 (discussing expansion in MCO liability).
64 See Agrawa & Hall, supranote 52, at 243-44.

6 Agrawa & Hall, supra note 52, at 246-47.

6 Seegenerdly Agrawal & Hall, supranote 52, at 271-79 (discussing federal and state legislative initiatives
to govern MCO liability).

Many states have adopted legidlation that would hold MCOs liable for negligent coverage decisions. See
Agrawal & Hall, supra note 52, at 273-74 (discussing some of these statutes). Congress regularly is asked to
consider legidation to remove the bar of ERISA preemption. Jess Bravin & Milo Geyelin, Patients Face New
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should take, however. Scholars have weighed in on both sides of the issue of MCO lighility, with some
rgecting MCO liability for either trestment decisions or physician negligence and others advocating broad
MCO liability for both their own decisions and physician negligence.®’

At the heart of the debate are different opinions regarding whether MCO liability is needed to
induce MCOs and physicians to provide optima care, or whether market forces and contracts sufficeto
induce optimal care. Resolution of this issue depends on the incentives MCOs and physicians have to
provide optimal care absent sanctions for negligence, and the role negligence ligbility can play in reducing
inefficency. Economics provides awindow into these issues by enabling us to examine carefully essentid
features of the MCO- physician-patient relationship to determinethe incentivesthat MCOs and physicians
have to provide optima care both with and without sanctions.

[1. Optima Medicd Care

This Section determines optima behavior by physicians and MCOs based on a new economic
modd of mapractice that captures essentid features of the patient-physiciaMCO relationship not
incorporated into the standard economic mode! of accidents.®® We then employ this modd to determine
optima medicd care and examine thejustification for MCO authority over medica trestment in an optimd
medica system.

A. Basic Structure of the Physician-MCO-Patient Relationship

Medical careimplicates acomplex three-way relationship between the patient, the physician,® and
the insurer involving two separate products. medica care and insurance. Patients obtain hedlth insurance

Limits Under Compromise Bill, Wall St. J., Aug. 3, 2001, at A8; Janet Hook, Negotiations Fail on Bill of Rightsfor
HMO Patients, L.A. Times, Aug. 2, 2002, at A20. Alternative Congressional legidation would resolve the ERISA
preemption issue by creating a combined federal and state liability regime to govern MCOs. See Agrawal & Hall,
supranote 52, at 272, 274-75. Congress hasyet to pass any such legislation. Moreover, simultaneously, thereisa
powerful effort to restrict malpractice liability of both physicians and MCOs.

67 Both Professor Danzon and Professors Epstein & Sykes reject MCO liability for physician negligence
and, while conceding the theoretical vdidity of MCO liability for MCO treatment denials, argue that such liability
should be permitted only if MCOs are permitted to require patients to waive their right to recover for such
decisions. Danzon, supra note 13, at 514; Epstein & Sykes, supra note 13, at 641-42, 647-48. By contrast, Bill
Sage favors MCO liability for both their treatment decisions and physician negligence. See Sage, supranote 19, a
164-66; see also Havighurst, supra note 19, at 8-9 (favoring MCO liability for physician negligence but only if
MCOs can obtain liability waivers from patients).

68 For aformal presentation and analysis of the model see Jennifer Arlen & W. Bentley MacLeod, Torts,
Expertise and Authority: Liability of Physiciansand Managed Care Organizations, NY U/USC Working Paper (April
2003)(available at ssrn.com).

69 We arefocusing on medical care provided by physicians. Our analysis also should apply to other medical
professionals who provide treatment.
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from insurers, which generdly bear the direct costs of treatment (in excess of any co-pay or deductible).
Patients obtain trestment from physicians, whom they rely on both to select and provide treatment because
patients do not have sufficient expertiseto determine their own medical care.™ Theexpected quality of care
that each physician provides-- including the expected quaity of her trestment recommendations-- depends
in part on her leve of expertise. The greater her expertise, the better able she is to provide the right
trestment and the less likely sheisto err. ™

Although physicians initidly recommend trestment, in the end the insurer may determine the
treatment the patient receives. MCO insurers can use preauthorization utilization review to deny coverage
for any treatment that they conclude is either not medicaly necessary or experimenta. Thisauthority over
insurance coverage effectivey grants M COs authority to determine the trestment their petients receive in
certain circumstances. ™

The net expected benefit of medica care thus depends on both physician expertise and MCO
authority.” We now examine optimal physician expertise and MCO authority, where optimal behavior is
defined as the actions that physicians and MCOs would take if contracts were complete; thet is, if the

o See Arrow, supranote 12, at 951-52 (discussing patients' need to rely on physicians superior expertise).

Patients are particularly unlikely to be well-informed about medical servicesthat they purchase infrequently (such
as surgery or experimental procedures), although they may be relatively well informed about services
householders purchase frequently, such as antibiotics for children’'s ear infections. Mark V. Pauly, Is Medical
CareDifferent?, in Competition in the Health Care Sector: Past, Present, and Future, Proceedings of a Conference
Sponsored by the Bureau of Economics, Federal Trade Commission 20-21 (Warren Greenberg ed., 1978). Nor
can patients eliminate the information asymmetry between them and their treating physicians through second
opinions. Second opinions are increasingly rare and, moreover, are not possible in many situations (such as
emergencies or once procedures are underway). Even when second opinions are available, patients often are not
sufficiently well-informed to evaluate scientifically the relative merits of two conflicting medical opinions,
particularly given the paucity of independent empirical analysis of various treatment protocols. Cf. Hitt, supra
note 45, at 68 (reporting that experts estimate that less than twenty percent of medical practice is based on
rigorous research evidence). Finally, second opinions usualy are not truly independent of all of the forces
influencing thefirst opinion. Patients generally must seek a second opinion from a physician under the same MCO
and in the same hospital area as the first opinion. Therefore, many factors influencing the first opinion (such as
MCO financia incentives and local custom) aso will affect the second opinion. See Zeiler, supranote 19, at 15
(discussing limited usefulness of second opinions).

I Seeinfra Section I1.C (discussing physician expertise).

& See supratext accompanying note 44. MCO authority over insurance coverage effectively trandatesinto

authority over treatment when, as is often the case, the patient cannot pay for the treatment himself. MCOs
coverage decisions also affect treatment choice even when patients can pay for the recommended treatment. An
MCO's denial of coverage distorts the patient’s treatment choice (relative to the optimal) because in order to
obtain the marginal additional benefit of the uncovered treatment relative to the covered treatment, the patient must
pay the entire cost of the uncovered treatment, not just the additional cost. Thus, coverage denials may resultin a
patient selecting a covered treatment over one that is not covered even where the latter is optimal.

3 See infra Section I.C&D. But see Danzon, supra note 13, at 504-516 (anayzing MCO ligbility
mal practice without formal consideration of the role of MCO authority); Epstein & Sykes, supranote 13 (same).
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parties contract sets trestment choice, MCO authority and physician expertise ex ante.”* This can be
determined by finding theleve of expertiseand authority that maximizesthejoint welfare of al the partiesto
the relationship (the physcian, the MCO, and the patient), assuming that each party actsin his own best
interests and does not enter into contracts that reduce his own welfare.”

B. Optimal Treatment

A physician can provide anill patient with any one of anumber of different treetments, which differ
both in their effect on patient welfareand in how expensivethey areto provide.” If patients, physicians and
MCOs could determine treatment choice by contract, they would agree 1o the patient receiving the
treatment that provides the maximum net benefit -- this being the treestment that maximizes the expected
benefit to the patient and physician of trestment minus the costs of trestment.””

Optima trestment can be defined formdly. L et ¢ denote the cost of providing any given trestmentt;
assume that this cost is borne by the insurer post-trestment.”® Let by denote the expected benefit of
treatment t to the patient, where by is determined at the moment treatment is selected, and takes into
account any possible adverse outcomes of treatment.”

" In this section we assume that, at the optimal equilibrium, physicians and MCOs select optimal treatment

when informed. See infra Section 11.C & D. But see Arlen & MacL eod, supra note 68 (examining second-best
optimal medical care when the parties' contract can regulate expertise and authority but not treatment choice).

& To be precise, optimal behavior is defined as the behavior that maximizes the joint welfare of the parties,

subject to the constraints that each person must find it in his own best interest to enter into the relationship (no
one can be made worse off) and that each party takes those actions that maximize her own welfare once the
relationship is established (given the constraints imposed by the contract). Cf. Arlen & MaclL eod, supra note 68
(examining second-best optimal medical care when the parties can contract over expertise and authority but not
treatment choice).

% Wedistinguish “treatments’ based on the expected costs and benefits of the care provided, not based on
how a physician might label the procedure Thus, while a physician might view an appendectomy with a sponge-
and-instrument count as the same treatment as an appendectomy performed without a sponge-and-instrument
count, we treat these as two different treatments because of sponge-and-instrument counts produce superior
expected outcomes for patients.

77 Ex ante patients would select the treatment that maximizes the net benefit of treatment — net of treatment

costs — because patients bear the expected costs of medical care ex ante through the insurance premiums they
pay. Patients with employer-provided insurance bear the cost of medical premiumsindirectly, in the form of lower
wages to adjust for higher fringe benefits.

8 Seeinfranotes 122 & 139 (discussing capitation).

9 The expected benefit of atreatment will differ from the actual benefit the patient receives when treatment
can have more than one effect on the patient. For example, the expected benefit of surgery includes both the
expected benefit of a successful surgery and expected patient outcomes if the patient devel ops an infection. Thus,
even if optimal treatment entails high ex ante expected benefits, ex post it may injure a patient. Conversely, a
patient provided an erroneous treatment may nevertheless be fortunate enough to recover fully. For example, a
physician who fails to perform appropriate inexpensive diagnostic tests when presented with a patient whose
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In those cases where only the patient benefits directly from trestment, optimad treatment is the
treatment that maximizes b, - ¢;. Patients often are not the only people who directly benefit from good
treatment outcomes. Many physicians care about their patients welfare and obtain postive utility from
making their patients better. We can capture physician compassion by assuming thet, beyond any financid
compensation, physcians obtain adirect benefit from treating apatient that is proportionate to the benefit to
the patient of thetreatment received; that is, the physician obtains benefit ab,, whereameasuresthedegree
of physician compassion.®’ Throughout this Article, we assume that compassi onate physicians benefit less
than patients themsalves from any trestment provided, in other words, we assumethat a< 1.5 A physician
who savesapatient’ slifethusisddighted, but not asdelighted asisthe patient; aphyscian who accidentaly
renders a patient quadriplegic suffers, but lessthan does the patient. When physicians care directly about
their patients, the parties would contract for the patient to receive the treatment that maximizes the net
expected benefit of trestment to both the patient and the physician minusthe cost to the MCO of providing
trestment. This trestment can be represented formally by the trestment t™ thet maximizes (1 + a)by - ¢..

C. Optimal Physician Expertise

Evenif the parties could write an enforceable contract requiring physicians to provide patientswith
optimd trestments, this would not be sufficient to ensure that physicians provide optima treatments. A
physcian can only sdlect the optimd treatment if sheis sufficiently informed to know what optimd careis.
She mugt know enough to correctly diagnose the patient, to accurately determine the relaive costs and
benefits of available treetments, and to provide correctly any treatment selected. This often isnot easy to
do.

Providing medicd careis acomplex task, involving uncertainty about the patient’s condition, the
range of trestments and their likely outcomes, and the physician’'s ability to perform e trestment.
Accordingly, even a physcian seeking to provide optima care may accidentdly provide suboptima
treatment (denoted ) because sheis*“uninformed” : because shemisdiagnosed the patient, was misrformed
about the relative strengths and weakness of the available trestments, or accidentally erred in how she
performed the procedure.®?

symptoms suggest a serious problem provides suboptimal care when evaluated ex ante. Nevertheless, ex post, the
substandard care may have no ill effect on some patients, such as those who were not in fact serioudly ill.

8 We incorporate the concept of physician compassion (a) to enable us to analyze physicians claims

that there is less need to impose tort liability because they care for their patients. Alternatively, the aterm can
be employed to capture the role of reputation when information about outcomes is sufficiently good that
physicians internalize some of the patient’s benefit from treatment, but are less directly affected by treatment
outcomes than is the patient himself. Cf. William M. Sage, Reputation, Mal practice Liability and Medical
Error, at 11, 19 (unpublished draft 2003) (medical reputation cannot be equated with achievement, ability or
character; it is based on people’s perceptions about qualities that are not easily measured).

81 We can model “non-compassionate” physicians by assuming that ais equal to zero.

82 Recognition of the possibility of accidental, unknowing, negligence distinguishes our model of medical

accidents from the classic economic model of torts, in which injurers know the costs and benefits of their
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Indeed, phydcians often are not informed. Thereissurvey evidence that suggeststhat goproximatey
20% to 50% of primary care practitioners are not aware of, or are not using, new evidence related to
common current practices,® and thusoften provideinaedequate medica care® Inadequate knowledge do
may result in physicians failing to properly diagnose patients. A study of patients autopses found that
improper diagnos's was the direct cause of death in about 40% of cases; in one-third of these cases the
patient would have been expected to liveif given proper trestment.®

Hospitd patientsoften arethevictimsof error atributable to inadequate knowledge or expertise. A
sudy of medica error in surgica units found that errors occurred frequently and that amost 20% of dl
errorsweredirectly attributableto inadequate knowledge or to afailureto employ knowledge * Moreover,
a subgtantial portion of the 60% of medicd errors that this study attributed to “ systemic error” arguable
resulted from inadequate knowledge or expertise. Such “systemic errors’ included medica residents
performing tasks unsupervised for which they were not qudified; surgeons failing to update their practice
protocols over time; and agenerd failure of physicians to adapt up-to-date guiddines and protocols®

1. The Role of Physician Expertise

Physicians can take actions to reduce their risk of error by investingin“expertise” by undertaking
investments to improve ther capacity to diagnose patients, determine and assess available trestments, and
provide treatments properly. These investments in expertise can take avariety of forms. For purposes of
this Artide, invesmentsin expertise affect the probability that a physician provides the qudity of care she
wants to provide to any of her patients. In other words, expertise affects the probability that a physician
who wants to provide optimal trestment ™ (instead of erroneous trestment ) can in fact do o.

An important aspect of physician expertise, as we define it, is that it is not patient-specific.® A
physcian’ sinvestment in her diagnostic ability and in learning about treatments affects her expected ability to

actions. John P. Brown, Toward an Economic Theory of Liability, 2 J. Legal Stud. 323, 335 (1973) ; Steven
Shavell, Strict Liability Versus Negligence, 9 J. Legal Stud. 1 (1980). This classic model serves asthe basis for
both the seminal economic models of entity leve liability, e.g., Kornhauser, supra note 14, at 1352-61; Alan
Sykes, Note: An Efficiency Analysis of Vicarious Liability Under the Law of Agency, 91 YaelL.J. 168, 173-187
(1981; Sykes, supra note 14, at 1231-59, as well as recent economic analyses of MCO liability for malpractice.
Seg, e.g., Danzon, supranote 13, at 504-16; Epstein & Sykes, supranote 13, at 638-41 (employing Sykes model
of vicarious liahility to analyze MCO liability).

8 Ingtitute of Medicine, Health Professions Education: A Bridge to Quality 111 (Ann C. Greiner & Elisa
Knebel eds., 2003), available at http://www.nap.edu/books/0309087236/html [hereinafter Institute of Medicing].

8 See supranotes 32 - 36 and accompanying text.

8 Gawande, supra note 16, at 197-98.

8  Krizek, supranote 32, at . A singleindividual responsiblefor the error could beidentified in almost 38%

of the cases of error. Id. at 1359.

87 Krizek, supranote 32, at 1362.

8 Our distinction between treatment choice and expertise enables us to distinguish between investmentsin

“care” that affect only one given plaintiff and investments that affect the probability of an injury across a class of
possible plaintiffs (here, patients). See infra Section IV (showing why this distinction matters.)
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provide care to any and dl of her patients, not just her ability to provide care for any one patient. In
addition, while physiciansinvest yearsin developing expertise prior to entering medicd practice, they dso
necessarily undertake critical investments in expertise after entering practice.®

Expertise, as we defineit, also can beemployed to andyze investmentsin syssemsand equipment
designed to reduce the probability of error by ether increasing information or reducing the probability of
patients being the victims of error. These invesments include computer programs that double check drug
prescriptions to ensure that the drug and dosage are appropriate,® surgical proceduresthat ensurethat al
spongesand instruments are accounted for post-surgery,** and proceduresto ensure that surgeons operate

on the right body part.*

2. Optimal Expertise

Were complete contracting possible, patients, physiciansand MCOs not only would contract over
what treatment physicians shoud provide (when informed), they dso would contract over the physicians
investment in expertise. Specificaly, the parties would contract for the physician to invest in the level of
expertise that maximizes the parties joint welfare from the contract.”®

Our model of inadvertent error differsfrom Mark Grady’ s analysisinadvertent error in acouple of ways.
First, he does not explicitly model the effect of liability on injurers’ incentives to reduce the probability of error.
Second, he does not examine the interaction between entity structure (here authority) and agents’ incentives to
invest in expertise. See Mark F. Grady, Why ArePeople Negligent?, 82 Nw. U. L. Rev. 293 (1988) (exploring the
implications for malpractice of the possibility of inadvertent errors).

89 See infra Section I11.A.3 (discussing the importance of physicians' post-contractual investments in

expertise). In Arlen & MacL eod, supra note 68, we focus on these post-contractual investments in expertise.

%° There is evidence that drug errors in hospitals — for example, giving patients the wrong drug or the

wrong dose — occurred approximately once every hospitalization. Such errors produce serious consequencesin
1 of 100 cases. See Gawande, supranote 16, at 56. Physicians and hospitals could dramatically reduce therisk of
such errors by computerizing drug prescription and delivery systems, id. at 63, yet at present only five percent of
hospitals have computerized physician order entry systems designed to prevent such errors. Michael L.

Millenson, Moral Hazard vs. Real Hazard: Quality of Care Post-Arrow, 26 J. Health Pol. Pol’y & L. 1069, 1076
(2001).

o There is evidence to suggest at least 1500 surgery patients each year have foreign objects left in them

during surgery. Susan Burton, The Biggest Mistake of Their Lives, N.Y. Times, Mar. 16, 2003, 86 (Magazine), at
48. Indeed, the problem is sufficiently severe that medical supply companies weave iodine-based materiasinto the
gauze so that the gauze can be detected in X-rays post-surgery should the patient develop an infection. See
BarbaraF. Ostrov & Julie S. Lyons, Surgica Errors Alleged at Stanford Hospital, San Jose Mercury News, Apr.
30, 2002, at 1B. Y et the problem of |eft materialsissubstantially avoidable through rigid adherence to sponge and
instrument counts pre- and post-surgery.

92 See Gawande, supra note 16, at 69 (the significant problem of surgeons operating on-- and sometimes

removing -- the wrong body part could be averted through procedural safeguards, such as marking the correct
body part while the patient is awake and can correct any error).

9 Seesupranote 75 (defining optimality).
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Investments in expertise can be analyzed as investments that increase the probability that the
physicianis”informed” about what care should be provided. The greater aphysician’slevel of expertise, the
greater the probability that she can provide optimal care (should she be contractually obligated to do so).
The relationship between expertise and patient carecan be represented formally. Assumethat invesmentsin
expertise -- denoted C(e) -- increase the probability thet the physician is fully informed about the optimal
trestment for any given patient given by e. We refer to this probability e as the physcian's “levd of
expertise,” (0 < e < 1). The probability that the phydcian errs inadvertently and provides erroneous
treatment t, is givenby 1-e. We assume physicians cannot practicably obtain sufficient information to
eliminate any risk of error, and consequently (1-e) > 0.

Under complete contracts the partieswould constrain physiciansto select optimal treatment when
informed since it maximizes the joint net benefit of trestment to patients, MCO, and physicians.* Thus,
under complete contracts the physician’slevel of expertise, e, isthe probakility that the physician provides
optima trestment (t**) instead of erroneoustreatment. Thus, expected physd ciansdected treatmentisgiven
by et** + (1-e)t under complete contracts.

Expertise benefits the parties to the contract Snce it increases the probability that a physician
provides optima rather than erroneous treatment. Accordingly, were expertise free, the parties would
contract for physcians to obtain as much expertise as possible. Expertise is not free, however. Thus, the
parties would not contract for maximal expertise. Instead, the parties would contract for the physician to
obtain the level of expertise that maximizes the net benefit of expertise, net of the cogts of investing in
expertise.

The optimd level of expertise can be determined by gtarting the physician at zero expertise and
asking her to keep investing in expertise so long as the benefit of doing so equals or exceeds the codts --
and to stop once the cost of the next unit of expertise would exceed the benefit.*® Defining each unit of
expertise as the additional expertise needed to enable the physician to provide one additiond “informed”
trestment, the optima leve of expertise thusisthe level a which the cost to the physician of obtaining an
additiond unit of expertise equalsthe net gainto theparties of a patient receiving informed treatment. Where
(ashere) only aninformed physician provides optima trestment, thismargina benefit of expertiseisthe net
gain to the parties of a patient receiving one additiona optimal trestment instead of erroneous treatment.

Thisimpliesthat, under fee-for-serviceinsurance, optima expertiseisthelevd of expertiseat which
the margind cost of obtaining expertise equas the net gain to the patient and physician of receiving one
additiond optimal trestment (instead of erroneous treatment) plus the cost savings to the insurer of the

% Patients also are better off if they receive optimal treatment instead of erroneous treatment: in other

words, b < b". Nevertheless, dthough ex ante, patients are better off when given optimal treatment than
erroneous treatment, the patient will not always be injured, ex post, as aresult of receiving erroneous treatment.
For example, even if a physician fails to provide recommended care, the patient may nevertheless recover fully.
See supra note 79.

% This assumes that the marginal cost of reducing the probability of error is increasing or the marginal

benefits are decreasing.
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patient receiving optimal trestment instead of erroneous trestment.® Where the patient isinsured with an
MCO, thismargind benefit of expertise must be adjusted by the probability that the patient actually recaves
physician-recommended trestment (instead of being overruled by the MCO).”’

Optima expertise thus is the leve of expertise physicians would invest in voluntarily if physcians
borethefull cost of treatment and obtained thefull benefit of treatment (to both hersalf and the patient). The
optima leve of expertise varies from physcian to physcian depending on the margina cost to each
physician of acquiring expertise.

Observe that, since expertise is codly, the optima leve of expertise generdly is less than the
maximum amount possible. Thus, even physicianswho invest optimally in expertisewill err andinedvertertly
provide suboptimal treatment. This error is, in a sense, unavoidable, in that the parties would not want
physcians to undertake the investments necessary to avoid it.

D. Optimal MCO Behavior

Physciansare not the only oneswho affect the expected costs and quality of care patientsreceive.
MCOs affect expected medica care, both directly and indirectly through theirimpact on physicianprovided
care. A defining cheracteristic of MCOsis their assertion of authority to both review physician trestment
choices prior to the patient receiving trestment and deny coverage for any trestmentsthey determineto be
“not medicaly necessary” or “experimenta.” Thus, MCOsdo not assert theright to dictatetrestment choice
directly through pre-authorization utilization review.*®

This section shows that it can be socidly optima for MCOsto employ pre-authorization utilization
review even if dl physcians provided optimal care (as defined above), at least in some circumstances.

1. Determining MCO Authority

Under complete contracts, the partieswould grant an insurer authority if, and only to the extent that,
the insurer’s assertion of authority increases the parties’ joint welfare. Optima authority thus depends
critically on whether the parties benefit from I etting the M CO sdlect trestment instead of the physician. If the
parties expected welfare is greater when physicians sdect trestment than when MCOs sdlect treatment,
then parties to a complete contract would not grant insurers any authority.

% C(e)=(1+a)(b”" - b)+ (é- ).

Erroneous treatment can be expected to entail higher costs than optimal treatment because it often
requires additional treatment. Our analysis does not depend on the assumption that optimal treatment is less
costly, however.

9% Thus, optimal expertiseise* at which C'(€) = (1-a){ (1+a)(b" - b) + (& - c**), where a isthe probability
the MCO overrules the physician.

%8 See supranote 72 (discussing how authority over insurance coverage directly affects treatment choice).
Our explicit consideration of MCO authority thus distinguishes our analysis from the traditional model of entity-
level liability, in which principa only affects“care” indirectly by influencing the behavior of the agent (for exarpe
through financial incentives). See citations in note 19.
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Thelevd of MCO authority can be defined as the probability that an MCO alters a physician’s
trestment recommendation. We denote this probability by a, wherea < 1. Observethat MCOsare deemed
to have asserted authority when utilization review dters aphyscian’s treetment choice, not just when the
M CO explicitly rgectsaphysician’ streatment choice. Thus, an M CO isdeemed to have asserted authority
not only when it actudly denies coverage for physician recommended but dso when theutilization review
processintroduces sufficient delay that it adversdly affects the expected outcomesor the expected costsof
the recommended treatment.”

Each MCO determines its level of authority through investments made in its capacity to assert
authority: for example, through investments in obtaining information about optima treetments for various
illnessss'® and in developing the infrastructure necessary to assert authority (e.g., the personnel and
computer systems needed to review clams). The M CO d so determines authority through theingtructionsit
provides to its personnel as to which claimsto review and when to deny coverage. Accordingly, we can
represent the level of MCO authority, a, as depending on the MCO's investment in authority, denoted
C(a), which it necessarily undertakes prior to obtaining any given treatment recommendation from a
physcian Thisinvesment, C(a), isthetota cost of authority to the MCO. Themargind cost of authority is
the cost of the investment necessary to dlow the MCO to affect trestment in one additiona case.

2. Fee-for-Service Versus MCOs

Given that authority is codtly, it isoptimal to permit insurers to assert authority only if the parties
bendfit from letting the insurer interfere with physicians’ treetment choice. In other words, anecessary
condition for the creation of an MCO to be optimal isthat the partiesmust be better off when theinsurer is
permitted to select trestment in some casesthan when only physicians determinetrestment. Thisimpliesthat
MCOs are optima only when, for some treatments, the net expected benefit to the parties of expected
M CO-selected treatment exceeds the net expected benefit of expected physicianselected treatment.™™

Under complete contracts, the partieswill obligateboth M COs and physiciansto provide * optima
treatment.” Thismight appear to imply that the MCOs and physicians can be expected to provideidentical
treatment when contracts are complete. Thisisnot the case. Even when physicianswant to provide optima
trestment (and invest optimally in expertise), they cannot necessarily do so. In some cases, they err. Thus,

9 See supranote 50 (discussing cases where patients all eged that they received inadequate care because of

delay resulting from MCO utilization review). MCO authority often isemployed in circumstanceswheretimeis of
the essence. For example, areview of two capitated medical groupsin Californiafound that these MCOs denied
16 to 17% of their patients’ requests for emergency care. Kanika Kapur et al., Managing Care: Utilization Review
in Action a Two Capitated Medical Groups, Hedth Affairs a W3-278-9 (June 18, 2003), at
www.hea thaffairs.org/WebExclusives/Kapur Web Excl-061803.htm.

100

Under complete contracts, where the MCO is constrained to assert authority in favor of optimal
treatment the MCO can only assert authority when it has the administrative capacity to review clamsin a
timely fashion, and it expects to be informed about the optimal treatment.

191 The social expected benefit of any given treatment depends on the expected benefit of treatment to
the patient (and physician) minus the expected cost of treatment to the MCO of any expected treatment
provided.
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under complete contracts, the expected benefit of physcan sdected trestment i sthe expected benefit of the
patient receiving optimal trestment with probability e and erroneous trestment with probability (1-€).*%

Of course, MCOs dso may err, accidentaly providing erroneous treatment not withstanding a
binding contractua commitment to sdect optima treatment.  Accordingly, whether MCO authority
increases the net socia benefit of treatment to the parties depends on whether, assuming expertise and
authority areoptimal, the MCO isbetter ableto select optima treatment than isthe physician. It depends, in
other words, on whether, the MCO isless likdy to “err” than is the physician. In those circumstances
where therisk of MCO error islower than the risk of physcian error, then parties to acomplete contract
benefit from granting insurers authority to select treetment even when the contract also constrains physdans
to behave optimally. Thisimpliesthat insurer authority is particularly necessary when physician expertiseis
low and islesslikely to be optima when physcian expertiseis high.

Accordingly, under complete contracts patientswould optimaly grant certaininsurersauthority over
certain treatments in order to improve net expected outcomes. MCO authority is particularly likely to be
optima when physcians cannot easly determine optima treatment, for example because the existing sudies
conflict and require a meta-analysis or because studies do not exist a al.™® In such circumstances, MCO
authority may be wefare enhancing because M COs often can devel op expertiseat lower cost per- patient
than can physicians. For example, MCOs may be able to determine optimd treatment at lower cost than
can physicians because they can centralize the process of reviewing the exigting literature, spreading the
costs over agreater number of patients. MCOs a'so can obtain superior information on optimal treatment
even when studies do not exist by examining their own rich data on the effects of various trestments on
patients’ outcomes to assess what trestments are optimal.*** MCOs armed with such information may be
better able to provide optima trestment than physicians.

192 The social benefit of authority depends on expected physician treatment —and not the quaity of the actual
treatment recommended — because authority is determined in advancewhen the MCO undertakes the investments
and implements the guidelines necessary to its ability to intervene. This occurs prior to receiving any given
treatment recommendation (and certainly prior to becoming fully informed about the specifics of any given
patient’s case). For example, each MCO must decide how to allocate its investments in determining optimal
treatment -- which illnesses to evaluate -- prior to obtaining a request for treatment in any given case. Similarly,
each M CO decides which claims to screen thoroughly —introducing delay through additional review —based onits
expectations about the likelihood of physician error, prior to having fully evaluated the merits of the recommended
treatment in any given case. See supra note 43 (describing the utilization review process). Accordingly, asthe
MCO determinesitslevel of review in advance, the expected benefit of MCO authority must be determined based
on the treatments physicians can be expected to recommend (given the probability of error), not their actual
treatment recommendations. Thus, the expected benefit of physician-selected treatment is based on the expected
benefit to the parties of the patient receiving expected treatment et + (1-e)f .

103 See supra text accompanying notes 34 - 35, note 45 and Section 111.C.1 (discussing evidence that
physicians often do not know or employ best medical practices).

104 MCOs are better able than are most individual physicians to collect and disseminate data on optimal
medical protocolsand can correlate this datawith their own extensive data bases. Individual physicians often have
to select between treatments without the benefit of good empirical evidence to determine which treatment is best.
See supra note 45. Moreover, existing studies sometimes conflict, resulting in no accepted best treatment. By
contrast, MCOs often are better able to collect and disseminate available data on optimal medical protocols, and
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Nevertheless, certain MCOs may not have such a comparative advantage in determining optimal
treatment. To the extent that such MCOs do not provide optimal treatment more reiably than physcians,
those MCOs should operate as fee-for-service insurers.

3. Optimal Level of MCO Authority

In the case of those insurerswho optimally operate as MCOs, the preceding andysisimpliestha,
were compl ete contracts possible, the partieswould authorize them to operate as M COs but would prohibit
them from assarting authority in any circumstances where the risk of MCO error exceeds the risk of
physcianerror.

MCOs may be more likdly to err than physciansin those caseswhere optimal trestment depends
onindividud patient characteristicsthat are readily ascertainable by the physician but not eesily expressadin
a written record (and thus not easily ascertainably by the MCO). The risk of MCO “error” dso is
particularly greaet where the MCO'’ s assartion of authority introduces sufficient delay to adversely affect
expected patient outcomes.’® This suggests that parties to a complete contract are less likely to grant
MCOsauthority over conditionswhere optimal trestment dependsonindividua patient characteristicsthat
physicians are better able to evaluate or where timeis of the essence in providing trestment.

The requirement that MCO authority yield superior expected treatments to those selected by the
physician is a necessary, but not a sufficient, condition for determining the circumstances under which the
MCO should assert authority. Partiesto a complete contract determine authority by balancing the benefits
of authority againg the cods. They therefore would constrain MCOs to assert authority in those
circumstances, but only in those circumstances, where the margina cost of an assertion of authority, C’ (),
islessthan (or equd to) the expected benefit of authority, where the latter dependson the differenceinthe
probability of error of the MCO and the physician.*®Accordingly, in some cases MCO authority may not
be optima even where the MCO can reduce the risk of error, because the cost to it of doing so exceeds
any resulting benefits.

Observethat theoptimd level of MCO authority depends on the net cost of error to society. Where
MCOs reduce error, MCO authority is more likely to be welfare- improving the gregter the gain to the
patient (and physician) of the patient receiving optimd trestment rel ative to the cost to the M CO providing
this treatment. Where increased treatment codts are nearly equd to the resulting increase in patient and

can correlate this data with their own extensive data bases. Moreover, MCOs can analyze their own data. Many
MCOs are national and can obtain data on treatments employed nationwide and the outcomes for their patients.
This can enable MCOs to devel op superior quality treatment protocol s to those available to physicians. See Glied,
supranote 7, at 725.

105 See supra note 50 (discussing cases where patients alleged they received inadequate care as result of
delay resulting from MCO utilization review).

198 In those circumstances where the parties’ contract does not constrain the MCO and physician to select

optimal treatment when informed, optimal authority also will depend on the relative net expected benefits of the
expected treatments each would select when informed. In this case, the level of optimal authority will be greater
the greater the cost savings associated with MCO-selected “informed” treatment as compared to physician-
selected “informed” treatment (holding constant quality), and the greater the quality improvements (holding
constant costs). See Arlen & MacL eod, supra note 68, Section I1.
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physician wdfare, it may not be optima for the MCO to incur the costs of asserting authority over such
treatments even though it could reduce error and improve patient welfare post-treatment.

4. The Relationship Between Authority and Expertise

It should be observed that the optima leve of care of physciansand MCOsis mutualy dependent,
in that the optima level of authority depends on the level of physician expertise, and the optimal level of
physician expertise depends on the level of MCO authority.

Thefirg relaionship is perhgps the most obvious. The greeter theleve of physician expertise, the
lower therisk of error, and thelessthe need for MCOsto assert authority. Y et just asauthority dependson
expertise, expertise depends on authority. *” The socid margina benefit of physician expertiseisthe benefit
to the parties of reducing therisk of physician error. Physcian error affectsthe parties welfare, however,
only whenthe physician sdects the trestment. Phys cian expertise does not affect patient trestment when the
MCO determines trestment. Thus the benefit to the parties of a physcian’sinvestment in expertise thus
depends on the probability that thepatient actudly receives phys cian selected treatment. Optima expatise
thus, depends, negatively, on the MCOs level of authority.'® Thisimpliesthat in determining the sodidly
optima level of MCO authority, care must be taken to recognize that increased authority may benefit the
patient to the extent the MCO does assart authority but may adversely affect the patient to the extent that it
reduces physician’s expertise.

5. Beyond Authority: Screening and Financial Incentives

MCOs improve medica carein other ways. Of particular importance, MCOs can affect the net
socia benefit of medica care by screening physicians and hospitals, channeling peatients towards those that
confer higher expected net benefits.

Physicians (and hospitals) are not created equa. Even when eech physician invests optimdly in
expertise, some physdans provide better care than others. Indeed, some physicians are incompetent.
Hospitals aso can vary substantialy inthe quaity of care provided, asaresult, for example, of differencesin
ther affiliated physciansand in their cgpacity to employ optima systems or equipment. Thus the expected
net benefits associated with care in some hospital's exceeds those provided by others'®

197 Our model thus expands on prior analyses of the effects of liability on incentives to obtain information

about “care” in that we explore the interaction between entity structure (including authority) and agents
incentivesto obtain information about optimal care. See, e.g., Steven Shavell, Liability and the Incentive to Obtain
Information About Risk, 21 J. Legal Stud. 259 (1992) (focusing on the effect of liability onindividuas' incentives
to obtain information about risk).

198 See Arlen & MacLeod, supra note 68 (showing this relationship formally); see also Aghion & Tirole,

supra note 18 (establishing this relationship between expertise and authority for principals and agents
generaly). For example, physician expertise about novel treatments for cancer will not benefit her patients if
the MCO denies coverage for al novel treatments (and the patients cannot afford the treatments without
coverage).

199 See, eg., Mark R. Chassin et a., Benefits and Hazards of Reporting Medical Outcomes Publicly, 334
New Eng. J. Med. 394, 394-97 (1996) (analysis of quality of care provided to patients undergoing coronary
artery bypass graft surgery showed significant variation in mortality across both physicians and hospitals,
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M COs canimprove patient welfare by reducing thelikelihood that their subscribersobtain trestment
from incompetent physicians and low quaity hospitals. MCOs generdly provide patients with alist of
preferred providers. Under complete contractsthe partieswould constrain the M CO to screen providersto
maximize the parties joint welfare. MCOs can potentialy improve theparties’ joint welfare by employing
their rich data on provider-specific patient outcomes to identify incompetent physicians and poorly
performing hospitals and exclude them from the acceptable provider list. MCOs also could require any
hospitd (or physcian) that it contracts with to employ certain optimal procedures known to be cost-
effective means to improve expected patient outcomes.™ Optimal MCO screening could congtitute a
ggnificant improvement over the limited quality controls provided by existing physician licensure lawsand
state mediical boards, whichdo not effectively regulate the activity levels of low quality physicians™ MCO
intervention would be particularly effective in the case of physcians who are incompetent as MCOs
potentialy can respond quickly by using the delisting process to steer patients away. ™

even after controlling for various risk factors). Indeed, some experts estimate that approximately 3% to 5%
of practicing physicians are unfit to see patients, often as aresult of problems arising after the physician
enters practice. See Gawande, supra note 16, at 94 (detailing problems of burnout, alcoholism, drug
addiction, and mental or physical illness that can lead good physicians to go bad); cf. Gerald B. Hickson et dl.,
Patient Complaints and Malpractice Risk, 287 JAMA 2951 (2002)(citing evidence that a disproportionately
small group of physicians account for a disproportionate percentage of patient complaints).

110 ¢cf. Millenson, supranote 90, at 1076 (although hospitals could dramatically reduce the risk of drug errors
by computerizing drug prescription and delivery systems, at present only five percent of hospitals have
computerized physician order entry systems designed to prevent such errors). In addition, MCOs can regulate
care by insisting that the providers they contract with have adequate procedures to ensure that inexperienced
physicians are properly supervised, whether during a residency program or when a more senior physician is
learning a new procedure.

111 See Richard A. Cooper & Linda H. Aiken, Human Inputs: the Health Care Workforce and Medical
Markets, 26 J. Health Pol. Pol’y & L. 925, 926-27, 929 (2001) (arguing licensure no longer guarantees any more
than minimum physician quality); William M. Sage, Putting the Patient in Patient Safety: Linking Patient
Complaints and Malpractice Risk, 287 JAMA 3003, 3004 (2002) (“Experience with professiona discipline has
demonstrated that neither broad self -regulatory organizations (eg, medica societies) nor formal government bodies
(eg, state medical boards) are well positioned to receive and respond to patient complaints.”)(footnotes omitted);
see aso Ingtitute of Medicine, supra note 83, at 111(currently there is no regulatory mechanism to ensure that
licensed practitioners remain up to date on, and provide, current best practices); infra note 131 (discussing
limitations of existing medical continuing education).

112 By contrast, under existing regulation, even when a physician has become known as a cause of regular

error it often takes yearsfor either hospitals or medical review boardsto intervene. See Gawande, supra note 16,
at 88-106 (describing slow response to problem physicians). Moreover, state disciplinary review boards rarely
impose serious disciplinary sanctions (e.g., suspension, probation, or license revocation on physicians). For
example, in 2001, the District of Columbia, Hawaii, Delaware, South Dakota, Illinois, South Carolina, Wisconsin,
Minnesota, Maryland, Rhode Island, Indiana, Connecticut, Maine, and Wyoming each imposed fewer than two
disciplinary actions per 1,000 physicians. The most active review boards sanctioned five times as many
physicians. For example, Arizonaimposed sanctions at arate of 10.5 per 1000 physicians, and Alaska sanctioned
a a rate of almost 8.6 per 1000 physicians. See Public Citizen, Ranking of State Medical Boards Serious
Disciplinary Actions in 2001 (HRG Publication #1616), & http://www.citizen.org/documents/ 1616tablel.pdf
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Relatedly, MCOs can affect care through rules governing access to specidigts. In many practice
aress, thereisevidenceto indicate that speciaists provide better carethan generdists. MCOs can affect the
quaity of care a patient receives by making it easier (or harder) for the patient to see a competent
gecidist.t

Findly, MCOscan affect treatment quality by screening providersto ensurefinancid hedth, and by
properly structuring thefinancia incentivesthey employ to ensurethat physciansoptimally baance cost and
quality concerns.™**

[11. Incomplete Contracts And The Purposes Of Tort Liability

Complete contracts enable the parties to constrain each other to take actions that maximize the
partties joint welfare, while ensuring that each party is as wdl of, if not better off, than she would be
otherwise. In practice, however, contracts often are not complete, in that the parties cannot draft
enforcesble contract termsto regulate essentia aspects of their relationship. Totheextent that contractsare
incomplete, the parties cannot rely on explicit contract termsto ensure optimal behavior. Inthiscase, each
party takes suboptima actionsif doing so maximizes her welfare.

Incomplete contracts do not necessarily result in inefficient behavior, however. Each party to an
incomplete contract may neverthel ess behave optimally -- voluntarily taking the actions that maximize the
parties joint welfare -- if each bears the full costs and benefits of her actions. To the extent that any party
does not bear thefull costs and obtain the full benefitsto othersof her actions, shewill undertake inefficient
actions if regulated only by incomplete contracts. In this Stuation, the impodition of tort ligbility may be
welfare enhancing if tort sanctions ensure that each actor bears the full costs of her behavior.

This Section examines the relationship between patients, physicians and MCOs, to determine
whether physiciansand M COs can be expected to invest optimally in expertise and authority, respectively,
and to sdlect optimd treatment, if their behavior isregulated solely by contracts and market forceswith no
sanctions imposed for negligence. This Section finds that, abosent sanctions for negligence, physician and
MCO behavior are inefficient, even if patients are assumed to predict accurately the risks physicians and

(2001).

113 See Joseph Gottfried & Frank A. Sloan, The Quality of Managed Care: Evidence from the Medical
Literature, 65 Law & Contemp. Probs. 103, 129-30, 132 (2002) (discussing how MCQOs may adversely affect
patient care by restricting access to specialists, who are more likely to adhere to evidence-based guidelines than
generalists).

14 physicians’ asset sufficiency isimportant both because physicians with lower assetsarelesslikely to take

optimal care, see infra Section V.B (arguing that asset insufficiency undermines ability of tort system to induce
care), and because provider bankruptcy can impair patient care by forcing patients to switch providers,
undermining the mutual knowledge and trust necessary to the provision of good primary care. See Lawrence
Casalino, Managing Uncertainty: Intermediate Organizations as Triple Agents, 26 J. Health Pol. Pol'y & L. 1055,
1063-64 (2001) (claiming that termination of patient-physician relationships resulting from bankruptcy of
physician groups adversely affects the mutual knowledge and trust necessary to the provision of good primary
care).
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MCOs impose on them at the moment of contracting. Thus, we find that even if paientsexhibit accurate
rationa expectations, market forces and contract aone are not enough to induce efficient behavior by
MCOs and physicians, absent ex post sanctions.*

A. Physician Behavior With Incomplete Contracts

A fundamentd festure of the physician-patient-MCO reationship is that the contracts regulating
physiciansare not complete, in that the parties cannot employ an enforceable contract that binds physicians
aither to invest “optimally” in expertise or to select “optimal” trestment when informed.™™® In order for the
M CO-patient contract with the physician to be complete, the patient and MCO would need to be able
ether to condition the contract price oneach physician’ s expertise and trestment choice at the moment of
contracting™*’ or to employ an enforcesble contract clause to specify each physician s actions post-cortract
to ensure that she invests optimaly in expertise and sdects optima trestment when informed.

1. Treatment Choice and Incomplete Contracts

The physcian contract governing trestment choice is necessarily incomplete. At the moment of
contracting, patients and M COs cannot condition paymentsto physcianson thequality of thetrestment the
physician provides becausea physician generdly does not providetreatment until after theparties financid
obligation to her is established. Nor can the parties employ complete contracts to regulate physicians
future trestment choices by specifying in the contract what treetmentsthe physician will select for any given
illness. Such a contract would be impracticable. There are too many diseases and too many possible
treatmentsto permit the partiesto write acomplete contract. Moreover, any givenillnessmay havearange
of possible optima trestments depending on factors such as the patient’ s family history, gender, and any
other conditions afflicting the patient.**®* Medical provider contracts could not possibly specify trestment

115 We adopt the assumption that patients know the payoffs of physicians and MCOs and thus can

accurately predict the expected benefit of care provided by physicians and MCOs because it tips the scales
against finding that tort liability is needed. It is well known that liability may be required if potential victimsin
contractual relationshipswith their injurers underestimate the risksimposed on them. Yet itis commonly asserted
that tort liability is not needed if such victims accurately estimate the risks imposed on them. See Shavell, supra
note 82, at 4-6, 16-17 (a no liability regime is efficient when customer/victims accurately perceive the risks
imposed on them); see Michael Spence, Consumer Misperceptions, Produce Failure, and Product Liability, 44
Rev. Econ. Stud. 561 (1977) (arguing that tort liability is needed to induce optimal care by providers when
customers underestimate risks).

116 See Chernew, supranote 27, at 888-89 (arguing that contracts for medical services areincompletein that

consumers cannot purchase pre-specified medical services, at pre-specified prices, from pre-specified vendorsin
different states of the world).

117 We are focusing on ex ante compensation because this section assumes that the parties do not

employ ex post sanctions. We consider the role of ex post sanctionsin Section 1V infra.
118 See Robert S. Ledley & Lee B. Lusted, Reasoning Foundations of Medical Diagnosis, 130 Sci. 9, 15
(1959) (noting significance of patient’s unique situation in choice of treatment).
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choicefor every illnessfor every possible contingency and patient-type. Moreover, medica careevolvesso
rapidly that contractudly-specified trestments would become outdated shortly after the contract was
sgned.™® Giventhis, it would not be advisableto bind physiciansto select particular trestments ex ante.*

2. Physician Treatment Choice Absent Sanctions for Negligence

When treetment choiceis non-contractabl e, each physcian selectsthe trestment that maximizesher
welfare, post-contract, at the time the choice is made. Absent sanctions, this treatment is not the optimd
treatment. Physiciansdo not select the optimal treatment because, at the moment treatment is selected, they
do not bear the full costs and obtain the full benefits to the parties of their actions.

Thefull net benefit of trestment isgiven by the benefit to the patient (and physician) of the treatment
provided minus the cost to the MCO of providing trestment. Post-contract, the only benefit the physician
obtains from tregting the patient isthe direct benefit she gets from making the patient better (ab;). She does
not fully interndize ether the additiond benefit to the patient of trestment or the costs to the MCO of
treatment. Accordingly, post- contract compass onate physicians maximize their own wefare by sdecting the
trestment that maximizes patient outcomes, without regard for treatment costs, denotedt™.*?* Thisimplies
that compassi onate physcians provide excessive care, instead of optima care, because they benefit from
the superior patient outcomes but do not bear the trestment costs.'#

Excessve treatment not only harms MCOs, it dso hurts patients. Although ex post each fully-
insured patient is ddighted with the physcian’s decison to maximize patient outcomes, ex ante each

119 See Sanders, supranote 45, at 29-30 (detailing how each week medical journals provide new evidence on

treatments that challenges old knowledge and sometimes provides new). For example, in 1991 one researcher
reported that approximately 35% of the 200 largest-selling prescription drugs are new each year. “[11n 1999, the
Food and Drug Administration (FDA) approved some 5,000 new and modified devices. Over the same time
period, physician-innovators were pioneering new clinical procedures.” Annetine C. Gelijnset al., Uncertainty and
Technological Change in Medicine, 26 J. Hedlth Pol. Pol'y & L. 913, 914 (2001).

120 Indeed, insurers do not attempt to regulate physician treatment choice ex ante, notwithstanding their

strong incentives to do so. Physicians are left to determine for themselves ex post what treatment to select,
subject to any indirect discipline imposed through mechanisms such as utilization review. Similarly, patients
do not attempt to regulate MCOs' treatment choice ex ante, but rather grant them enormous ex post
discretion to determine what treatments are “ medically necessary.”

121 The physician maximizes physician welfare ab; by maximizing b.

122 Although physicians select optimal treatment whenever it maximizes the patient’s expected outcomes

(i.e, whenever t~ =t ), they provide excessive care when a treatment is available with outcomes superior to
those of optimal treatment, since the definition of optimal treatment implies that the additional benefit of moving
from optimal treatment to treatment t* necessarily is less than the additional cost of providing this treatment. Cf.
supra note 27 (discussing evidence that physicians provide excessively costly treatment).

The physician may not select overly expensive treatment if the MCO employs a capitation system. Under
afull capitation system the MCO pays the physician aflat fee for treating the patient but does not reimburse the
physician’s out-of-pocket costs. Thusthe physician may provide suboptimal careif the physician bears a greater
portion d the treatment costs than the portion of treatment benefits she obtains as a result of reputation or
compassion. See infra note 139 (discussing expertise with capitation).
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patient’s welfare would be greeter if physcians could commit to providing optima treatment. \Whenever
“excessve treatment” differs from optima treatment the additiond cogst to the patient of “excessve
trestment” (in the form of a higher insurance premium) necessarily exceeds the expected benefit to the
patient of any additiona care provided.*®

3. Expertise and Incomplete Contracts

Physcias’ investment in expertisea so is non-contractable. Patientsand MCOs cannot accurately
condition ther financid obligations to each physician on that physician’s actud leve of expertise, in part
because actud physician expertise -- her probability of error -- is generaly unobservable ex ante.**
Petients cannot determinethe expected quality of individua phys cians becausethey generdly cannot obtain
precise evidence on anindividud physcian’ spatient outcomes, and, moreover, cannot evauateit controlling
for dl the factors that could affect care other than physician quality (such as differences in patient
populations).*®

Moreover, evenif wel-informed ex ante, patientscould not regul ate expertise by contract because
critical investmentsin expertise are determined post-contract, after paymentsare determined.'?® Physdars

123 The definition of optimal care implies that the additional costs of excessive treatment are less than the

joint benefits: (¢ -¢’) > (1+ a)(b - b"). Thisimpliesthat (¢ -¢c) > (b - b").

124 Our analysis assumes that patients know their own payoffs, as well as the payoffs of physicians and

MCOs and thus can accurately predict average MCO and physician behavior. In so doing, we assume that
patients know the average impact of expertise on physician investment in expertise, but not the actual
expected quality of any given physician. Accordingly, our assumption that patients can accurately anticipate
the expected risks imposed on them by physicians does not imply that patients can differentiate the expected
quality of any given physician. See supra note 115 (discussing this assumption).

125 Thus the problems of insufficient patient information on the quality of physician care cannot be easily
remedied through the use of simple rough measures of physician quality such asAHealth Report Cards{ to messure
surgeon quality. Health Report Cards focus on surgeons’ success rates. One cannot obtain meaningful information
using such a simple measure because it leads to the problems of moral hazard and self-selection. For example,
poor physicians may hide their low quality by refusing to treat patients who have a low probability of success.
David Dranoveet ., IsMore Information Better? The Effects of "Report Cards' on Health Care Providers, 111 J.
Pol. Econ. 555, 556-57 (2003). Moreover, it often may be the case that the best surgeons may in fact have the
lowest success rates because they treat sicker patients. Data on success rates for such physicians would not
confer good information on physician expertise.

More generdly, it is commonly argued that reputation and market forces can result in efficient use of
theinformation because if gains from trade exist, they will be exploited. This argument pays insufficient attention
to the costsinvolved in learning about the gainsfrom trade. In particular, thistype of argument failsto appreciate
just how extraordinarily difficult it is to obtain good measure of quality, particularly in the presence of
nondisclosure rules. See Joshua D. Angrist & Alan B. Krueger, Empirical Strategies in Labor Economics in
Handbook of Labor Economics (Orley Ashenfelter and David Card eds., 1999), for an excellent discussion of
making inferences from survey data.

126 Ppatients cannot rely on licensing, continuing education and state medical boards to ensure physician

expertise, as such measures no longer guarantee anything more than minimum physician quality. See Cooper &
Aiken, supra note 111, at 929; Deborah Haas-Wilson, Arrow and the Information Market Failurein Health Care:
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post-contractua investments in expertise are criticd to good patient care because physcians must
continually invest in expertisein order to stay sufficiently current to provide good care.™” Medical careisa
dynamic technology: What constitutes good care today is not good care tomorrow.*? Thus, to provide
good care, aphysician must continually invest in expertisethroughout her career. Theseinvesmentsindude
reading medicd journds, attending training sessons and lectures on new procedures, obtaining hands-on
training in new diagnostic techniques, and investing in state-of-the-art equipment.'® Physicians dso can
improve care through systems and procedures designed to reduce error. For exampl e, surgeons can reduce
error by employing asponge-and-instrument count, an action necessarily taken post- contract, out of Sght of
the patient.*®

Patients and MCOs cannot induce optima post-contractua expertise by conditioning ex ante
payments to physicians on physician expertise because ex ante payments do not provide physicianswith
incentives to undertake post-contractua investments. Nor can patients and M COs induce optima post-
contractud investments in expertise by specifying physician investmentsin expertise by contract because
many of the activitiesthat conditute investmentsin expertise cannot be specified in an enforcesble contract.
For example, while patients and MCOs could require physciansto read specific medica journds, attend
rounds at loca hospitals, or attend certain medica conferences, they cannot regulate whether physicians
pursue such adtivities effectively. ™ Accordingly, absent ex post sanctions, MCOs and patients cannot
employ contract provisons to regulate physicians investment in expertise because expertise is norr
contractable.

The Changing Content and Sources of Health Care Information, 26 J. Health Pol. Pol'y & L. 1031, 1040-41
(2001); see also supra notes 111-112 and accompanying text (discussing limitations of existing licensing laws)
and infranote 131 (discussing the problems of medical continuing education) & note 172 (discussing the goparent
failure of federal mandatory reporting of serious physician error).

127 See Gawande, supra note 16, at Chap 1 (describing the critical importance to medical care of

physician’s on-going investments in expertise post-medical schooal).
128 sSee supra note 119 (discussing evidence on the rapidity of technological change in medical care).

129 post-contractual investments in physician expertise also include actions the physician takes to address

adverse changes in herself. See supra note 109 (discussing problem of incompetent physicians); Gawande,
supra note 16, at 94-95 (discussing problem of physician incompetence resulting from physician alcoholism,
drug addiction, mental illness and physical illness).

130 Similarly, atransplant patient’s expected health does not depend on whether her transplant surgeon
usually checks for organ-patient compatibility, but rather whether the surgeon invests in determining
compatibility in that patient’s particular care. See Randa C. Archibold, Girl in Transplant Mix-Up Dies After
Two Weeks, The New York Times, A.18 (Feb. 23, 2003) (discussing the death of Jésica Santillan as a resullt
of Duke University Hospital surgeons giving her a heart and lung transplant from an incompatible donor as a
result of their failure to ensure that she was receiving organs of a matching blood type).

131 Indeed, athough physicians are subject to continuing education requirements, analysis of medical CLE
suggests that it has little effect on changing clinical behaviors or health outcomes. Medical continuing education
sessions often occur at holiday resorts and thus are viewed as mini-vacations. Moreover, physiciansare not tested
at the end to ascertain what, if anything, they learned. Institute of Medicine, supra note 83, at 111-13.
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4. Physician Expertise Absent Sanctions for Negligence

When expertise is non-contractable, physician expertise is inefficient, absent sanctions for
negligence, because physcians invest too little in expertise. A physician consdering post-contractua
investments in expertiss™* invests in the level of expertise that maximizes her expected payoffs post-
contract.™®® Thus, absent sanctions, she invests optimaly if, but only if, she bearsthe full costsand obtains
the full benefits to the parties of her actions (asthis ensures that a physician maximizing her own wdfare
selects the expertise that maximizes the parties’ joint welfare).™*

Each physician bearsthefull cost of expertise: paying thefull cost of any post- contractud investment
in expertisewithout any expectation of being reimbursed by the other parties*> Shedoesnot obtain thefull
benefit to the parties of each additiond unit investment in expertise, however. Expertise increases the
likelihood that the physician provides “informed” trestment. The expected joint benefit of each additiona
unit of expertise is the expected net benefit to the parties of the patient receiving informed rather than
uninformed trestment (adjusted by the probability that the physician actualy sdects trestment).*® By
contrast, the benefit to aphysician of post-contractud invesmentsin expertiseisthe direct expected bendfit
to her of providing informed rather than erroneous trestment. She does not obtain ether thefull benefit of
trestment to the patient or any cost-savingsto the M CO of informed trestment.**’ Thus, the net gain to the
physcian of expertiseislessthan the net benefit of expertiseto the partiesjointly. Shethereforeinvestsless
in expertise than is optimal.**® Accordingly, absent sanctions for negligence, the probability of physician
error istoo high.**

132 A gimilar analysis can be applied to pre-contractual expertise to the extent that it is unobservable at

the moment of contracting.

133 Although physicians are regulated by variouslicensing and certification requirements, these governmental
and self-regulatory mechanisms generally do not ensure that practitioners remain up to date with current best
practices. See supra notes 111-112 and accompanying text (discussing licensing).

134 In this section, we necessarily must consider the second-best optimal level of expertise: defined here as

the expertise that the partieswould select if they could contract over expertise and authority but could not regulate
physicians’ or MCOSs' treatment choice by contract. In this case, compassionate physicians select treatment t” if
MCOsdo not subject them to ex post incentive contracts. Seeinfranote 139 (discussing physician behavior under
capitation plans).

135 Thisfollows from the non-contractable (in particular nonverifiable) nature of such investments.

136 Thisisgiven by (1-a){ (1+a)(b" b)+ (&- ¢)}. Although informed treatment is overly costly, we assume

that the social net benefit of informed treatment exceeds the net socia benefit from erroneous treatment, which
can both reduce treatment benefits and increase treatment costs.

37 Although we assume that, under incomplete contracts, treatment costs are lower when an MCO

selects treatment than when an informed physician selects care (c° < ¢'), we assume that expected treatment
costs of informed physician care are lower than the expected costs of erroneous care (¢” < c).
138 See Arlen & MacL eod, supra note 68 (providing a formal proof of this result).

139 |f we expand the analysis to permit the MCO to implement a capitation system, then physicians consider

treatment costs when determining expertise. Thisdoes not render the system efficient, however. Expertisedill is
suboptimal because physicians not consider the full benefit to the patient of expertise Moreover, informed
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5. Physician Activity Levels

Some physicians provide care that is so poor that society would be better off if they did not treat
patients at al. Absent sanctions for negligence, these incompetent physicians do not face adequate
incentives to ether stop practicing medicine or obtain additiond training because they do not bear the full
cost to patientsand MCOs of their incompetence and patients cannot weed out incompetent physicianson
their own, *%

B. MCO Behavior Under Incomplete Contracts

MCO behavior ds0 is inefficient absent sanctions for negligence because the contract governing
MCOs choiceof how frequently to assert authority and what treatment to select when they assert authority
isincompleteand, at thetimeit acts, the MCO does not bear thefull coststo the patient and physicianof its
actions.

1. MCO Treatment Choice Absent Sanctions for Negligence

MCO treatment choiceis non-contractablefor the same reasonsthat physcian treatment choiceis
non-contractable.*** When treatment choice is non-contractible, an MCO which has asserted authority
selects the trestment that maximizes its own profits post-contract after the premiumispaid, subject to any
congraints resulting from  the requirement that it only deny coverage for treatments that are arguably not
“medicaly necessary” or are “ experimentd.”

At the moment an MCO sdlects trestment it bearsthe full cost of trestment but does not obtain the
full direct benefits of trestment to the patient or physician because, post-contract, the MCO'’ s treatment
choice does not affect its payments from the patient. Accordingly, eachM CO asserts authority in order to
minimize treatment costs, without full regard for itseffect on trestment benefits. Thus, whenever possble, the
MCO will deny physcian-recommended trestment infavor of lower cost trestment, even whenthe cost to
the patient and physician of theresulting reduction in trestment benefitsexceeds resulting cost- savingstothe
MCO. Expected (or average) M CO-sdlected treatment, therefore, will be suboptimdl.

Absent sanctions, MCOs provide suboptima quality treatment on average even though market
forces (specificaly reputation) may ensure that MCOs bear some codts of providing lower quality
treatment.'*? Reputation does not ensure that the MCO bears all the costs of itspost-contractual trestment

physicians continue to make inefficient treatment choices: physicians now select suboptimal treatment because
they bear the full cost of treatment but only obtain part of the benefit of treatment (aby).

140 See Gawande, supra note 16, at 94 (discussing evidence that approximately 3% to 5% of practicing

physicians are unfit to see patients); see supra note 112 (discussing limitations of existing mechanisms for
regulating incompetent physicians).

141 See supra Section I11.A.1.

142 In addition, in some cases an MCO benefits from higher quality care if this care reduces the MCO’s

future costs of treating that patient. Yet even when this is the case, the future medical costs to the MCO of
providing poor care that shortens the patient’ s lifecan be expected to be less than the expected costs to the patient
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decisons,™*® however, because patients information about MCOS quality is sufficiently poor that MCOs
often can deny coverage &t little or no cost in terms of future enrollment.*** Moreover, MCOs may even
benefit from discouraging those consumers most likely to seek out information on MCO qudity. MCOs
profit from covering hedthy patients but may lose money on sick ones. To the extent that only ill patients
investigate MCOs gpproved treatments for certain illnesses (e.g., leukemia or diabetes), MCOs may
benefit from trestment denids if they disproportionately discourage ill patients from subscribing.**
Accordingly, even when reputation exerts some influence on MCOs, MCOsassert authority to provideless
than optima care when possible because they bear the full cost of trestment but do not internalize the full

benefit to the patient (and physician) of superior outcomes. This can be formdized by assuming that the

of this case. Moreover, MCOs are unlikely to internalize the full benefit of reduced future medical costs because
patient turnover with MCOs is sufficiently high that MCOs generally do not expect to cover a patient for their
entire lives.

143 For example, the reputational cost to an MCO of denying coverage for vital life-saving treatment will

be less than the cost to most patients of the resulting loss of life.

144 See, eg., Clark C. Havighurst, The Backlash Against Managed Health Care: Hard Politics Makes Bad
Policy, 34 Ind. L. Rev. 395, 410-12 (2000); Stephen C. Schoenbaum & Kathryn L. Coltin, Competition on Quality
in Managed Care, 10 Int’l J. Quality in Health Care 421, 421-22 (1998) (In selecting MCOs, consumers tend to
focus more on cost than on quality because consumers have good information on cost but poor information on
quality); cf. Pennsylvania Health Care Cost Containment Council, Measuring the Quality of Pennsylvania's
Commercial HMO's 13-24, available at http://www.phc4.org/reports/mcpr99/HM O Report. pdf (2003) (providing
limited quality information on hospitalization rates and length of stay -- limited to few specific procedures or
diseases, such as asthma, heart attacks and hysterectomies -- no generally information on actual patient
outcomes). MCOs do not provide consumers with important information on quality, such as information on the
circumstances under which MCOs deny coverage based on medical necessity, in part because providing such
information would undermine their ability to elicit the most accurate information possible from physicians
recommending treatment: Telling physicians what factorswill cause an MCO to approve atreatment might distort
physician reporting. In addition, many MCOs do not need to provide such information to employees to induce
subscriptions because they do not face competition from another plan. See Lynn Etheredge et d., What 1s Driving
Health System Change?, 15 Health Aff. 93, 94 (1996) (nearly fifty percent of employees have only one health plan
offered to them). Finally, MCOs may benefit from deterring those potential subscribers most likely to obtain and
analyze information on treatment outcomes. See infra note 145 and accompanying text.

Employer-selection of health plans does not eliminate the inefficiencies resulting from inadequate
employee information on MCO quality. First, employers also generally cannot obtain sufficiently high quality
information on MCO quality to enable them to make optimal choices between cost and quality. Moreover, even
perfectly informed employers do not select optimal health plansif employees areincorrectly informed. Employers
benefit from offering health plans to the extent that employees value them and are willing to accept lower
compensation in return. Employers thus offer the plans that employees can be expected to value. Where
employees have good information on costs but poor information on quality, thisimpliesthat employerswill favor
low-cost plans even if they also are low quality.

145 Hedlthy patientstend to investigate MCO quality (if at all) in terms of the scope of coverage for standards

items like vaccinations, well-visits and maternity-rel ated care (and perhaps some forms of cancer), but not more
unusual illnesses. Those patients most likely to investigate an MCO's history of treating certain more unusual
illnesses are particularly likely to have that illness. See Korobkin, supra note 29, at 40-41.
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expected trestment provided by an MCO which asserts authority is given by t°, which, on average, has
lower expected costs™*® and lower expected benefits™’ than either expected physician-selected trestment
or optima trestment (). Thus, on average M CO-sdected trestment will be suboptimal.**

2. Non-Contractable MCO Authority

Absent sanctions for negligence, MCO authority dsoisinefficient because MCO authority isnon
contractable and the MCO does not bear the full cogt to the patient and physician of its assertion of
authority. MCO utilization review decisions necessarily occur after apatient has subscribed with the M CO.
Thus, at the moment the patient pays the insurance premium, he does not know each MCO' sauthority level
as it will be gpplied to him. The amount each patient is willing to pay thus depends on expected MCO
authority, but not on actual MCO authority as applied to that patient.

Nor can each MCO pre-commit in its contract to a precise level of authority. MCOs cannot
commit to any given frequency of treatment denids because the level of MCO authority depends on
physician expertise and trestment choice, both of which are determined post-contract. Nor can MCOs
predetermine by contract precisely when they will overrule the physician-- i.e., what treatments will be
rejected and which will be favored™*® -- for the same reasons that MCOs cannot pre-specify trestment
choice by contract.™

146 In other words, ¢® < ¢ < ¢". The expected cost MCO-selected treatment also will be less than ec” +

(1-e)cif the MCO low cost treatment is less expensive than erroneous treatment.

147 While at the moment authority is determined on, MCO' s expected treatment choice can be expected to
make patients worse off, in actual practice MCOs provide optimal carein some circumstances and erroneous care
in others. The MCO may provide optimal treatment because its contractual obligation to provide “medically
appropriate” treatment is binding, optimal treatment isin fact the low-cost treatment, or the MCO internalizesthe
full costs of any treatment denial, for example because it is providing treatment to a particularly high profile
patient. Thus expected treatment t° is best viewed as the weighted average of those occasions where the MCO
provides optimal treatment and those where it provides suboptimal, erroneous, treatment, €. Thisimpliesthat only
apercentage of patients provided expected treatment t® will actually receive poor treatment, potentially giving rise
to a claim for injury. We denote the probability that patient in fact receives suboptimal treatment by (1-p). We
assume that the probability that the MCO selects suboptimal treatment absent sanctions exceeds the probability
that the physician would do so if she invested optimal in expertise. See Arlen & MacLeod, supra note 68
(providing a formal proof).

148 Although patients are worse off under MCO-selected treatment than under informed physician-
selected treatment, they nevertheless may benefit from granting MCOs authority in the no-liability equilibrium.
Notwithstanding the lower-benefit provided by the MCO'’ s expected treatment choice, patients may benefit
from granting MCOs authority if patients benefit on net from the fact that MCOs reduce the costs to patients
of suboptimal physician behavior: specifically, the costs associated with excessive physician error and the
selection by informed physicians of excessively costly physician treatment. Nevertheless, if physicians could
be induced to behave optimally, patients often would be better off with less MCO authority than MCOs will
assert under incompl ete contracts absent sanctions. See infra Section 111.B.3; Arlen & MacL eod, supra note
68.

149 See supra note 72 (discussing how authority over treatment coverage determines treatment choice).

150 See supra Section 111.A.1.
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Actua M CO-patient contracts reflect the non-contractable nature of authority. ™ MCO contracts
definethe scope of authority using vague clauses that grant MCOs authority to deny coveragefor trestments
that arenot “medicaly necessary” or are*” experimentd” -- termswhich can beinterpreted in variousways.
152 Moreover, MCO contracts generaly grant M COs sole authority to interpret what constitutes* medically
necessary” or “experimentd” treatment, free from externd review. These provisons thus grant MCOs
enormous discretion to determine what trestments are available after the patient has subscribed, ™ asisto
be expected given that authority is non-contractible.

Moreover, MCOsretain consderable authority to ater trestment choice evenif patientscan obtain
externd review of MCOs' coverage decisions™ An MCO can influence expected care through its
assertion of authority even if an externd review board might be expected to rgject the MCO's coverage
denial. Many patients do not gppeal coverage denids and, even when patients do apped, review cannot
eliminate the harm done by the coverage deniad where the review process introduces sufficient delay to
reduce (or diminate) the effectiveness of the recommended trestment.*>

151 Theterm“medically appropriate” is sufficiently vague that some MCOsare able to deem treatmentsto be
not “medically appropriate” even when most medical experts would deem the treatments to be appropriate. For
example, although apanel of physician expertsjudged almost 70% of ear tube insertsto treat middle-ear infection
to be warranted, application of one set of utilization review guidelines (but not others) would have judged 80% of
them to be unwarranted. Lawrence C. Kleinman et a., Adherence to Prescribed Explicit Criteria During Utilization
Review, 278 JAMA 497, 499 (1997).

Similarly, athough most MCOs exclude coverage for “ experimental treatments,” MCOsvary significantly
in how they apply this term. T hus, knowing that “experimental treatments’ are not covered does not clearly tell a
patient what treatments are not covered. Indeed, someinsurers deem as “experimenta” treatments that a majority
of other insurers cover as non-experimenta treatment. For example, astudy of coverage regquests for autol ogous
bone marrow transplants to treat breast cancer determined that insurance companies approved the treatment in
three quarters of the cases, yet denied the treatment in one quarter, generally on the grounds that the treatment
was experimental with no apparent difference in the cases. See William P. Peters & Mark C. Rogers, Variationin
Approva by Insurance Companies of Coverage for Autologous Bone Marrow Transplantation for Breast Cancer,
330 New Eng. J. Med. 473, 474-75 (1994). See generally Korobkin, supra note 29, at 31 (discussing wide
variance in health insurance plans understanding of term “experimental”).

152 Most MCOs tend to use similar language concerning what treatments are covered and do not release

information on the frequency with which they do, in fact, assert authority with respect to particular types of
treatment. Thus, patients cannot necessarily predict how an MCO will respond to a given treatment request.

153 See supranote 72 (MCO coverage decisions often translate into treatment decisions). In some cases,

experimental treatments may be the only effective treatments available. See Hall & Anderson, supra note 52,
at 1638-41.

154 patients now increasingly are getting the right to external review. By the end of 2001, 42 states had
enacted laws requiring an independent medical review of a MCO’s refusal to pay for covered service. Karen
Pollitz et al., Assessing State External Review Programs and the Pending Federal Patients' RightsLegidation, at v.
(May 2002) (report to the Kaiser Family Foundation, available at www.kff.org); see also Rush Prudential HMO v.
Moran, 536 U.S. 355, 359 (2002)(holding that Illinois statute providing for such review is not preempted by
ERISA).

155 See text accompanying note 50 (discussing delay associated with pre-authorization review). Moreover,
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3. MCO Authority Absent Sanctions for Negligence

Thus, once the patient has signed up with an MCO, the MCO has consderable discretion to
determineitsleve of authority post-contract. MCOs sdect theleve of authority that maximizestheir profits
Post-contract each MCO directly bear thefull cost of authority.**® They thus sdect optimal authority, if, but
only if, they obtain the full benefit (or cost) of authority to the patient or physician.

Each assartion of authority by an MCO -- i.e,, each unit of authority -- results in the patient
receiving the MCO's preferred expected treatment, t°, instead of the expected treatment provided by the
physdian, et” + (1-€)f . The net “socid benefit” of each assertion of authority, accordingly, is the cost
savingsto the M CO, plus (or minus) the expected effect on the patient and physician of the patient receiving
expected trestment t° instead of expected physician-selected trestment, et” + (1-e)f .

Post-contract, authority necessarily benefits MCOs because they obtain the full benefit of the
treatment cost-savings associated with each assertion of authority. They do not bear the full cost -- or
obtain thefull benefit-- of the effect of authority on expected trestment outcomes, however.™’ Thus absent
sanctions, MCO authority is not efident because authority will not be set & the level that maximizesthe
parties joint welfare.

Accordingly, absent sanctions, insurers alocate themsd vesinefficiently between fee-for-savicead
MCO insurance: Some insurers profitably operate as M COs (asserting authority) even when it would be
optima for them to operate only as fee-for-service insurers (with no authority). An insurer should not
operate asan MCOf itsuse of authority invariably negatively impacts expected trestment outcomesto such
a degree as to wipe out any cost-savings resulting from its assartion of authority. Y et, with incomplete
contracts, such an insurer may profitably operate as an MCO absent sanctions for negligence. Post-

external review may not reverse the depressing effect of MCO authority on physician expertise if such review
either does not rely on physician expertise or imposes significant unreimbursed costs on the physician. Seeinfra
Section 11.D.4 (discussing relationship between authority and expertise).

156 Authority is costly because the MCO can only assert authority to deny a treatment for lack of

“medical necessity” when informed that a lower-cost treatment is available that satisfies its contractual
obligation to the patient. To assert authority, an MCO must invest in learning about medical treatments, in
particular about treatment costs and also about what treatments are medically necessary and appropriate.
MCOs also must invest in the utilization review process itself. It must employ people to review claims and
hear appeals. As denias often require more effort than approvals, the MCO must hire more people the more
frequently it plans to deny coverage. MCO authority thus will depend on the cost to the MCO of obtaining the
information and personnel necessary to determine that a physician-recommended treatment can be overruled
as being excessively costly (or experimental). This cost also is a social cost of MCO authority.

157 Because the MCO selects authority ex post, after the patient has paid his premium, authority does not
affect the amount the patient pays the MCO. Thus, the MCO does not obtain any increased premium from the
patient by providing higher quality treatment. The MCO, therefore, basesits authority decision on the direct effect
of authority on its own treatment costs and does not consider the full effect of its assertion of authority onthe
patient or physician. Moreover, the insurer also will ignore the full indirect impact of insurer authority on
physician expertise. The physician’s incentive to invest in expertise is lower the greater the level of insurer
authority. See supra Section I11.B.2 (discussing MCO reputation).
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contract each insurer invariably benefits from each subgtitution of its preferred trestment for expected
physician sdlected trestment because this subgtitution necessarily reduces expected treatment costsandthe
MCO does not bear the effect of authority on trestment benefits. Thus, aninsurer may find it profitableto
operate as an MCO even when the parties’ joint welfare would be higher if it offered only fee-for-service
insurance.'>®

Although someinsurers should not operateas M COs, others should. The partiesmay jointly benefit
from granting insurers authority, even though MCOs on average sdect suboptimal trestment.™>® MCO
control over treatment choice may be welfare-improving even when MCOs sdlect suboptimal treatment
because physician trestment choice dso issuboptima.. In some circumstances, MCO authority may reduce
problems associated with excessvely costly and excessively error-prone physician treatment. Granting
insurers authority is particularly likely to be wdfare improving when potentid trestmentsdiffer littlein their
expected outcomes but vary enormoudy in their expected costs or when patients expect better outcomes
when MCOs sdlect treatment than when physicians select trestment.

Yet even when granting insurers authority is optimal, MCOs do not assert the optima leve of
authority when they are not subject to sanctions for sdecting negligent treatments. Absent sanctions for
negligence, MCOs do not interndize the full effect of their treetment decisons on patients and physicians.
Thus MCOs assert too much authority in those circumstances where denia of coverage for physcian
recommended treatment can be expected toreduce treatment costs yet make patientsand physicansworse
off.

Excessve insurer authority is inefficient both in and of itself and because it suppresses physcian
expertise. Insurer authority reducesthe benefit to the physician of expertise because phys ciansbenefit from
their invesments in expertise only if they determine the treatment the patient receives. Thus, excessve
insurer authority dso resultsin inefficiently low physician expertise and thus suboptima physicianprovided
medica care.'®

In some circumstances, however, MCOs assert too little authority absent sanctions. MCOs assert
too littleauthority in those circumstanceswherean MCO'’ sdenid of physician recommended trestment can
be expected to improve patients expected outcomes, because MCOs bear the full cost of asserting
authority but do not obtain this additiona benefit of authority.

4. MCO Screening of Physicians

MCOsnat only can affect trestment quality through authority, but they dso can affect socid welfare
through their influence over what physcians their patients see. MCOs can screen for physicians who
provide unusudly low-quality medica care by analyzing the datathey obtain on physcian specific treetment
outcomes and patient characteristics through their obligation to cover patients’ medical clamsand through
the utilization review process. MCOs could increase the parties joint welfare by refusing to enter into

158 See Arlen & MacLeod, supra note 68 (discussing why, at the no-liability equilibrium, patients may

accept MCO contracts from insurers that would not be able to offer MCO contracts if authority and expertise
were contractable).

159 See Arlen & MacL eod, supra note 68 (offering a proof of this claim).

160 See supra Section 11.D.4 (discussing relationship between physician expertise and insurer authority)
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provider contracts with physicians who provide care with anegative net socid benefit rdative to either no
trestment or to what the patient could otherwise receive from another physician.**

Under incompl ete contracts, M COs screen physicians (if permitted to do so) but they do not do so
efficdently absent sanctions for negligence. Because MCOs bear treatment costs but do not obtain thefull
benefit of superior treatment outcomes, MCOs can be expected to basether physician salection decison
primarily on each physician’s expected trestment cogts, and not on the expected quality of care provided.
This may lead the MCO to contract with a physician who provides substandard care if that physician
provides lower cost care.*®

5. Evidence on MCO Quality

Thereisempiricd evidence whichis consstent with our conclusion thet, absent effective sanctions
for negligence, MCOs may employ authority to reduce trestment cogts, even a the expense of treatment
qudity. Theexisting evidence consders M CO behavior at atimewhen MCOsavoid aconsiderable amount
of tort liaility for negligence, but do face somerisk of liability.*®® Existing MCO expected treatment quility
thus can be expected to exceed expected quality MCOs would provide if MCOs faced no sanctions for
negligence.

The evidence on the effects of MCO intervention suggests that MCOs have lowered treatment
costs,*® and to have improved outcomesin some aress but not in others.*® Thereisevidencethat MCOs

161 See supra Section I1.D.5. Some states limit MCOs' ability to exclude physicians through “Any
Willing Provider” laws that require each MCO to associate with any provider willing to accept the MCO’s
physician contract. See Korobkin, supra note 58, at 56-57. Optimal regulation of MCOs would require
rewriting Any Willing Provider Laws to allow MCOs to exclude physicians who provide substandard care.

162 Cf. Gottfried & Sloan, supra note 113, at 108 (citing evidence that financial risk may provide strong
incentive for health plansto select low-priced hospital s even when avail able data on quality militates against use of
such facilities).

163 See supra Section 1.D.6 (discussing MCO liability under current law).

184 E.g., Robert H. Miller & Harold S. Luft, Managed Care Plan Performance Since 1980: A Literature
Analysis, 271 JAMA 1512, 1514-15, 1517 (1994); Zelman & Berenson, supranote 26, at 120; David M. Cutler et
a., How Does Managed Care Do I1t?, 31 RAND J. Econ., 526, 544 (2000); see also Kesder & McClennan,
Managed Care, supranote 27, at 5-6 (finding managed care has reduced treatment intensity).

1% SeeMiller & Luft, supranote 164, at 1515 (reviewing the studies without controlling for differences
in coverage of preventive treatments).

The existing empirical evidence on the impact of MCOs on quality may be biased in favor of finding
that MCOs provide good qudity care. First, patients covered by MCOs tend to be younger and better
educated than fee-for-service patients, which biases in favor of finding that MCOs achieve equivalent, or
better, outcomes. See Gottfried & Sloan, supra note 113, at 127-28; see also David U. Himmelstein et d.,
Quiality of Carein Investor-Owned vs Not-for-Profit HMOs, 282 JAMA 159, 162 (1999) (discussing
evidence that MCOs may intentionally encourage ill patients to disenroll). Second, many studies may not
provide good evidence on quality provided by investor-owned MCOs because they are based on care provided
by not-for-profit and group- and staff- model MCOs which provide higher expected care than the investor—
owned MCOs, evidence suggests. Himmelstein et al., supra, at 163. Furthermore, MCOs are sufficiently new
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may have improved patient outcomesthrough low cost measuresto improve quality, such asincreasing the
use of preventive medicine and low cost medications that reduce risk (such as aspirin following a heart
attack).’® Where cost considerations and treatment outcomes conflict, however, there is evidence to
suggest that M COsreduce costs at the expense of expected treatment outcomes. For example, areview of
dudies of cardiac patients found that MCOs patients were lesslikely than are fee-for- service patientsto
receive expensive procedures even when thesewould improve expected patient outcomes.*®” 1n addition,
thereisevidenceto suggest that while enrollees of average hedth have equivadent outcomes under managed
choice and indemnity insurance, both serioudy ill and poor peatients suffer worse outcomes under managed
Care.lGS

Moreover, the evidence on utilization review suggests M CO authority reduces qudity onaverage. A
review of empirica studiesfound that MCOs' cost control mechanisms (such as utilizationreview) generdly
lower trestment quility, or at best leaveit unchanged.*® Consistent with our analysis of theimpact of cost-
congderationson quaity, another study found that investor-owned M COs spend lesstoimprove carethan
not-for-profit MCOs.*"

that any adverse effects of MCO authority on physician expertise would not yet have been fully realized. If
so, only along-run study will enable researchers to discern the true effect of managed care. See infra note
240. Finally, studies comparing care based on whether a given patient is an MCO subscriber may not capture
the full effects of MCOs because there is evidence that the quality of care a patient receives from his
physician depends not only on whether the patient is enrolled in an MCO, but also on whether the physician’s
other patients are predominately managed care patients. See Sherry Glied & Joshua Zivin, How Do Doctors
Behave When Some (But not All) of Their Patients Are In Managed Care? 2-3, Nat'| Bureau of Econ.
Research, Working Paper No. 7907 (2000); see also Paul A. Heidenreich et a., The Relation Between
Managed Care Market Share and the Treatment of Elderly Fee-for-Service Patients With Myocardia
Infarction 3, Nat'| Bureau of Econ. Research, Working Paper No. 8065 (2001) (providing evidence that
physicians' treatment outcomes depend on portion of patients enrolled in managed care in local market, and
not just individual patient’s choice of insurer).

166 See Gottfried & Sloan, supranote 113, at 107-08; see supra note 99 (discussing higher rates of treatment
and emergency care); see also Miller & Luft, supra note 164, at 1515 (areview of theliterature suggests MCOs
reduce use of treatments that are expensive and/or have less costly aternatives).

167 See Gottfried & Sloan, supranote 113, at 107-08.

188 SeeKip Sullivan, Managed Care Plan Performance Since 1980: Another Look At 2 Literature Reviews, 89
Am. J. Pub. Health 1003, 1005 (1999) (discussing evidence that el derly patients fare worse under MCO insurance
than under fee-for-service); see also Gottfried & Sloan, supranote 113, at 118 (“[F]rail” or disabled el derly appear
to do somewhat better in fee-[for-service] than MCO settings.”); cf. Himmelstein et a., supra note 165, at 162
(noting that Medicare HM Os apparently encourage sick patients to disenrall).

169 sSee Sullivan, supranote 168, at 1006 & tbl. 1 (1999) (reviewing existing studies and suggesting that
MCOs provide either inferior or equal health quality after controlling for coverage).

170 See Himmelstein et al., supra note 165, at 162-163 (providing evidence that investor-owned plans are
associated with lower quality care than Not-for-Profit plans).
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Conggent with our andysisof theeffect of MCO authority on physician expertise, thereisevidence
to suggest that an MCO' s effect on care extends not only to its own patients but to al patients treated by
M CO-&ffiliated physicians, induding those patients enrolled with indemnity insurers™™

Fndly, evidence suggeststhat MCOs are not taking dl thestepsthey could taketo improve qudlity,
such as screening physicians and hospitalsto weed out suboptimal providers.? Indeed, consistent with our
findings, thereis evidence that M COs appear to bescreening physiciansand hospitasin favor of lower-cogt
providers even a the expense of quaity.'” Another study, focusing on referras to specidists, found
evidencethat thereismore qudity screening of specidistsunder the physiciancontrolled referrd sysemthet
prevailsunder fee-for-serviceinsurancethan under MCO insurance, where patientsare restricted to MCO-
favored physicians™

C. Markets, Information and Incomplete Contracts

The present andysis suggests that the medical care market resultsin inefficient physician expertise
and insurer authority absent sanctions. Market forces operating at the moment of contracting do not provide
optima incentives because insurers and physcians can take actions post- contract that affect thewefare of
each other aswel| as of the patient. The parties cannot pre-commit by contract to undertake optimad actions
because expertise, authority, and treatment choice are non-contractable. Nor is physician compasson
sufficient to induce efficient expertise because even compassionate physicians do not benefit from good
trestment outcomes as much astheir patient. Thus, even though physiciansand insurerswould be better off
ex ante if they could commit to optima actions, when contracts are incomplete they do not in fact behave
optimaly because they cannot obtain the full benefit of such actions, absent sanctions for negligence.

171 See Glied & Zivin, supra note 165, at 24-30, 36 & tbl.5 (providing evidence that care provided to any
given patient, whether insured through MCO or fee-for-service, depends both on whether patient is enrolled with
an MCO and on percentage of that physician’s patients enrolled in managed care); see also Heidenreich et al.,
supra note 165, at 11 (providing evidence that physicians' treatment outcomes depend on portion of patients
enrolled in managed carein local market, and not just individual patient’s choice of insurer).

172 Indeed, in part because of MCO resistance, federal regulation to detect incompetent physicians similarly

has been ineffective. Mandatory event-reporting systems such as the National Practitioner Data Bank have been
“al but ignored.” William M. Sage, Principles, Pragmatism, and Medical Injury, 286 JAMA 226, 227 (2001); see
Robert Pear, Inept Physicians Are Rarely Listed As Law Requires, N.Y. Times, May 29, 2001, at A1 (reporting
that 84% percent of HMOs and 60% of hospitals reportedly did not report to government any “adverse action”
against any affiliated physician for incompetence or misconduct over ten-year period and that HM Os reported total
of only 715 “adverse actions’ in ten years).

13 E.g., Lars C. Erickson et al., The Relationship Between Managed Care Insurance and Use of Lower-
Mortality Hospitals for CABG Surgery, 283 JAMA 1976, 1976, 1978 (2000) (finding that patients with fee-for-
service insurance are more likely to get coronary artery bypass graft surgery at lower mortality hospitalsin New
York State than those insured through MCOs).

174 Gary M. Fournier & Melayne Morgan Mclnnes, The Effects of Managed Care on Medical Referrals and

the Quality of Speciaty Care L J. Indus. Econ. 457-58, 467 (2002).
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Physicians subject patients to an excessive risk of error, while providing excessive care when informed;
Insurers operate as MCOs even when doing S0 is not efficient, and do not assert optima authority.

Our conclusion that physicians provide medicd care that is both too expensive and of insufficient
quality is consistent with existing evidence on physician care.'”> Our analysis shows how both these
gpparently conflicting findings-- that careis both too expensve and of too low qudity -- could both betrue.
Physicians provide two types of care (trestment choice and expertise) and face different payoffsfor each.
Thus, while informed compass onate physicians salect overly expensive treatment when they do not bear
trestment cogts, they undertake insufficient investment in expertise because they bear the full cost of
expertise but do not obtain the full benefits. Insufficient physcian investment in expertiseresultsin patients
receiving substandard expected quality of care, even though informed physicians provide excessive care.

Our andyss shows that, absent sanctions for negligence, both physicians and MCOs provide
ineffident care even if patients accurately predict the risks actudly imposed on them. Thisresult contrasts
with the result of the traditional model of accidents that tort ligbility is unnecessary if consumers (here
patients) correctly anticipate the risks producersimpaose on them. Inthetraditional modd, product prices
adjust to reflect actud differences in quaity.™ By contrast, we show that market forces do not provide
optimal incentives if qudity is determined by non-contractible actions taken after the consumer purchases
the product. In this Stuation, producers cannot obtain a higher price by credibly committing to provide
optima quaity and thus provide lower than optima qudity. Consumers, fully informed about producers
payoff, anticipate this and base their willingness-to-pay on this low qudity. Consumer expectations are
redlized, but qudity isinefficient.

This conclusion—that market forces are not necessarily sufficient to induce producersto undertake
optimal post-contractud invesmentsin qudity -- not only revedsan important potentia rolefor mapractice
ligbility, but dsosuggests abroader potentid for tort law to regulate market relationshipsthan generdly has
been recognized.*”

175

See supra Sections |.A & B. At present, physicians cannot be viewed as subject to tort law that
ensures that they fully internalize the expected costs of poor outcomes because the risk of suit is extremely
low, see supra note 37, and damages are not sufficiently high to adjust for the low probability of suit. See
infra 189 (discussing optimal damages in this circumstance).

176 Steven Shavell, Economic Analysis of Accident Law 52-53, 66-69 (1987) (discussing liability when
victims are customers of firms) [hereinafter Shavell, Economic Analysis]; Shavell, Strict Liability, supranote 82,
a 4-5, 20-22 (the no liability equilibrium is efficient if customer-victims accurately assess the risk imposed on
them by sellers); see Spence, supranote 115, at 563-64 (absent sanctions, producers do not take optimal care
when consumers under-estimate the risks producers impose on them); see also Alan Schwartz, Proposals for
Products Liability Reform: A Theoretical Synthesis, 97 Yae L.J. 353, 379-84, 413-14 (1997) (suggesting
productsliability generally is unnecessary because evidence suggests customers accurately estimate product risks,
or a least do not underestimate them).

177

Our analysis is applicable beyond the area of medical malpractice Our anaysis of optimal liability for
physician malpractice has implications for any situation where the potential injurer can affect expected accidents
costs through post-contractual fixed investments that affect her ability to take “care.” Our analysis of MCO
liability extends to other situations where the principa partially regulates the agent by retaining authority over
certain decisions, asis standard in many professional situations. Certain independent contractor relationships aso
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IV. Scope Of Liability And Magnitude Of Damages

Tort lidbility is a potentidly effective tool for remedying inefficiencies resulting from incomplete
contracts becauseit isimposed ex post, after each party hasacted. Thethrest of thesefuture sanctionsthus
can induce MCOsand physiciansto invest optimdly in“care.” Tort sanctionsemployed to induce optimd
behavior would result in higher joint welfare for the parties relative to that without sanctions.

This Section examines the use of negligence liability to induce optima treatment choice, optima
physician expertise, and optima MCO authority*”® We find that negligence ligbility imposed for both
physcians’ and MCOs suboptimd treatment decisions can induce optima expertise and optima authority;
liability coupled with optima M CO-physician incentive contracts also can induce physiciansand MCOsto
select optimal trestment when informed.*” Negligence liability does not induce efficient behavior by either
MCOs or physcians unless damages are optimal, as specified below, and MCOs are hdd liable for
coverage decisions that result in patients receiving suboptimal care.™®

A. Negligence Liability and Incentive Contracts

In evauating negligence liability imposed for both physcdans' and MCOs negligent trestment
decisons, we assume that negligence ligbility isimposed on the physician or the MCO depending on who
has authority over the trestment choice. Theimposition of liability aso turns on whether the patient received
suboptimal treatment that resulted in his suffering injury ex post. Not al suboptimd trestment decisons
result in lighility, only those where the patient suffers actual injury ex post.

In order to examine the cagpacity of the tort system to provide optima incentives, we assume that
courts assess negligence based on whether the patient received optima treatment. Courts thus impose

will share this feature, as will certain franchisee-franchisor relationships.

178 Qur analysis of sanctions includes both liability imposed by a court and sanctions imposed by the MCO

and physician on each other for the provision of negligent treatment. See supra Section VI (evaluating tort versus
contract).

Our analysis of tort liability is predicated on the assumption that the problems afflicting the health care
market cannot be solved through regulation alone. See supranotes111, 112, 131 & 172 (discussing limitations of
existing regulations); Calabres, supranote 12, at 137 (arguing that regulation has limited rolein establishing good
incentivesin health care). Cf. Jennifer H. Arlen, Compensation Systems and Efficient Deterrence 52 Md. L. Rev.
1093, 1104 n.42 (1993) (regulation may not increase welfare, even if regulators are well-informed, because
regulators do not have clear incentives to make optimal decisions and indeed are vulnerable to interest group
capture).

179
180

This assumes that physicians and insurers are risk neutral.

In addition, optimal treatment requires that “due care” be based on the treatment that maximizes the net
benefit of treatment, not the treatment that maximizes patient outcomes. See Danzon, supra note 13, at 493
(arguing due care should be based on patient’ s ex ante preferences, and thus should include cost considerations).
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liability whenever the patient received trestment with expected benefitslessthanb ™. **' We al so assumethet
MCOs and physicians can, and do, employ incentive contractsto impose sanctionsfor negligence; MCOs
aso can condition payments to physicians on trestment costs.'®

B. Optimal Liability for Physician Negligence

Toinduceoptimd physcian behavior, negligenceliability must regulate both physician expertisesand
treatment choice. Thus, tort ligbility must ensurethat aphyscian contemplating an additiond expenditureon
expertise obtainsthefull benefit of expertise. Thisimpliesthat the expected sanction imposed for eech error
must equa the cost of error to the other parties: these being the additiona cost to the MCO and patient of
the patient receiving erroneous trestment instead of optimal treatment.

While optimality requires that physicians bear the cost of error to both MCOs and patients, tort
ligbility need not be employed to ensure that physcians interndize the cost of physician negligence to
MCOs, if MCOs can sanction negligent physicians.'® When MCOs can sanction negligent physicians,
MCOswill employ incentive contracts to ensure that physicians take into account the expected coststo
MCOsof physcian negligence: M COsthuswill impose expected sanctions on negligent physiciansequd to
the expected cost to the MCO of physician error. Absent ligbility for physician negligence, M COs do not
employ sanctions to induce the physician to take into account the benefit to patients of good trestment
outcomes, because M COs bear the cost of these sanctions but do not benefit ex post from expendituresto

181 Thisassumption is consistent with the standard economic model of negligence liability. See, e.g., William

M. Landes & Richard A. Posner, The Economic Structure of Tort Law 63 (1987); Shavell, Economic Analysis,
supra note 176, at 8.

At present, negligence liability generally is determined by physician custom, which can be expected to be
based on t’, nott ", as custom generally developed under full indemnity insurance. See Danzon, supranote 13, at
493 (arguing customary standard of care developed under traditional insurance promotes over treatment, thus
customary standard is inefficient). In other work, we examine negligence liability where courts measure medical
negligence based on whether the patient received “customary” care, as measured by the treatment an informed
physician would select (i.e., “excessive’ treatment t*), and show that tort law can induce (second-best) optimal
authority and expertise, given physicians' treatment decisions. Arlen & Macl eod, supra note 68, at 22-24.

182 Consistent with our conclusion that expertise and authority are non-contractable, it is assumed that the

parties cannot condition payoffs on either physician expertise or MCO authority. They can condition sanctionson
whether the physician or MCO provided suboptimal care, however.

18 Indeed, incentive contracts imply a different role for tort liability than is generally imagined. Absent

incentive contracts, tort liability must be designed to regulate the post-contractual behavior of MCOs and
physicians, i.e., to provide each with ex post incentives to behave optimally. When principals and agents can
employ incentive contracts, and both parties are solvent, tort liability does not determine either party’s ex post
sanctions for negligence. Tort liability determines the parties’ joint incentives to deter negligence. The parties
themselves determine the ex post alocation of liahility that maximizes their joint welfare. Thisimplies that the
central role of thetort system isto ensure that the parties jointly bear any external costs they impose on others, as
this provides the requisite incentives for the parties to implement optimal incentive contracts.
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increase patient welfare. Accordingly, tort ligbility is required to provide the physician with the requidite
incentives to take patient welfare into account.*®*

1. Optimal Expected Damages for Physician Negligence

Toinduce physcianstoinvest optimaly in expertise, expected tort damagesfor physician negligence
must equa theexpected cost to the patient of physician error. Thisimpliesthat optimal expected liability for
physician negligenceequas (b~ b ), whereb™" isthe expected benefit to the patient of optimal trestment and
b isthe expected benefit to the patient of the erroneous trestment he actually received.

These damages influence both physicians expertise and their choice of trestment when informed.
Tort damages for negligent treatment provided by informed physciansinduces informed physiciansnot to
provide suboptima treatment by ensuring that even non —compassi onate physicianstake patients welfare
into account. When combined with MCO-imposed sanctions for excessive treatment codts, liability may
induceinformed physiciansto select optimal trestment.*® Liability imposed for informed trestment regul ates
treatment choice, and not expertise, becauseinformed physicians can optimally avoid al liability by sdecting
optima treatment.

Physician expertise is iegulated by tort liability imposed for inadvertent physician negligence
provided by uninformed physcians. Tort ligbility imposed for physcians inadvertent error regulates
expertise because physcians cannot smply avoid liahility by taking “due care’: ligbility for inadvertent error
necessarily attacheswhen physicianstry to take due care but accidentally fail to do so because of insufficient
expertise. Tort liability for inadvertent error thus ensures that physicians bear the cost to patients of their
falureto obtain expertise. Damages are efficient if they ensurethat physicians bear the cost patients of their
error.

Under our damage regime, the expected priceto aphysician of eacherror equalsthe expected cost
of error to the patient. Thus, ex post each physician obtains the full benefit of expertise and thusinvestsin
the leve of expertise that maximizes the parties joint welfare. Consequently, tort ligbility for aphyscian’s
unintentiona mistakes is not without judtification. It isacentra mechaniam for inducing physcdansto invest
optimally in expertise.'®

184 Liability not only provides physicians with optimal incentives to provide good quality medical care, but it

also provides MCOs with the requisite incentives to want physicians to do so. See infra Section V.

185 This depends on whether MCOs can sanction physicians for providing excessively costly treatment even

when this treatment provides optimal (or supra-optimal) benefits, by > b™".

18 Thisliability for accidental negligence also has positive implications for the long-run stability of the tort

system. As previously discussed, in the classic model of torts, injurers at equilibrium invariably take due care
when under optimal negligence liability and thus are never liable. This creates dynamic problems, as plaintiffs
have little reason to consider suit if defendants are never negligent; but defendants have little reason to take due
care if they do not expect plaintiffs to sue. By contrast, our model produces an equilibrium in which physicians
are negligent even when the invest optimally in expertise and select optimal treatment whenever informed. This
tort liahility for inadvertent negligence ensures that, in equilibrium, plaintiffs have an incentive to sue, which in
turn ensures defendants continue to behave optimally.
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2. Negligence as a Duty-Based Sanction and a Price

The preceding andyss reved sthat negligence ligbility regulates physician behavior intwo different
ways. fird, operating as a duty-based “sanction” to deter suboptima treatment; and second, effectively
operating asa“price’ -- or form of drict lidbility -- when it imposes sanctionsfor inadvertent error in order
to regulate physician expertise.*®” Negligenceligbility imposed for inadvertent error effectively operatesasa
form of drict liability imposed to regulate physician expertise because, as under drict liability, physcians
cannot avoid lighility by investing in optima expertise; dl they can do isinvest inoptimd expertisein order
to reduce their expected liability.

Recognition that physcianscannot avoid dl negligenceliability by taking * duecare’ hasimplications
for optima damages. As previoudy explained, optima expected damagesfor physician negligence should
equal the expected cost of error tothe patient, (b~ b ). Whilethetraditional modd of accidentsimpliesthat
damagesfor negligenceare optimd if they equa or exceed the minimum optima award, our andysisreveds
that damages awards under negligence liability, must be set precisdy equd to the optima amount. Excessve
damages do not distort behavior in the traditiond model because injurers know the costs and benefits of
their actions and can Smply decide not to be negligent, thus avaiding any threat of ligbility.**® By contragt, in
our andyd's excessve damagesdistort behavior becausephyscianserr and can reduce therisk of error by
investing in expertise. Thus physidians inevitably face some expected tort ligbility, but can reduce its
magnitudethrough investing in expertise. The larger theexpected sanction, the greater physicians’ inoatives
to investment in expertise. Accordingly, to induce optima expertise, damages must equal, but not exceed,
the optima amount.

3. Magnitude of Optimal Damages
Evaluation of the optima expected damage rule reved s that expected optima damages are based
on the expected cost of error to the patient, not the actua injury suffered. In other words, optimal expected

187 See Robert Cooter, Prices and Sanctions, 84 Colum. L. Rev. 1523, 1524-1525 (1984) (distinguishing
between a sanction regime and a pricing regime based on whether ligbility attaches for failure to adhere to alegal
duty -- such as to take due care — or whether it is imposed even if the injurer undertakes permitted actions).

Our conclusion that tort liability can induce optimal expertiseeven though negligence depends on actual
treatment choice and not the physician’s capacity to select optimal treatment, differs from Warren Schwartz’ s
conclusion that under negligence liability injurers do not make optimal investments in their capacity to take due
careif liability is based on an objective standard because they can avoid dl liability by taking “due care.” Warren
F. Schwartz, Objective and Subjective Standards of Negligence: Defining the Reasonable Person to Induce
Optima Care and Optimal Populations of Injurers and Victims, 78 Geo. L.J. 241(1989). Schwartz's anaysis
depends on the assumption that injurers do not err: they can ensure that they take due care By contrast, we find
that negligence liability can induce physicians to invest optimally in their capacity to take care (i.e., expertise)
because that physicians may err and expertise affects the probability of error.

188 Cooter, supra note 187, at 1527-28 fig.3 (arguing that negligence liability deters by providingasanction

for failure to take due care, and that damages are optimal if they equal or exceed the amount sufficient to induce
injurers to conform to that legal standard). But see Marcel Kahan, Causation and Incentivesto Take Care Under
the Negligence Rule, 18 J. Legal Stud. 427, 437-40 (1989) (arguing that causation rules can operate to transform
negligence from a duty-based regime into a pricing scheme).
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damages are based on the expected benefit to the patient of recelving optima trestment instead of
erroneous treatment -- taking into account the risks of optimal treatment and any expected benefit of
erroneous treatment. Thusthe expected award differsfrom tort awards currently impaosed, which generdly
are based on (though not equal to) the cost to the victim of any actud injuriessuffered.®® Thus, for example,
optima damagesfor an erroneoustrestment that resulted in theloss of apatient’ slifeislessthanthevaduedt
the patient’ s life where ether the patient woul d not necessarily have recovered fully if given optima care or
the patient might well have recovered even with erroneous care.

While expected optima damages awards'® often are lessthan the amount that fully compensates
the patient for her actud injury, the optima actual award often may well exceed the victim's losses.
Expected damages are the expected vaue of the damages an injurer expects to pay, adjusted for the
probability that she is hdd lidble if negligent. Thus, a physician who faces a one-in-eight chance of being
subject toan $800 sanction if negligent faces expected liability for negligence of $100. Actud damagesare
the amount she actualy pays, here $800.

Actua optima damagesfor physician negligencemust exceed optima expected damages because
most victims of medica negligence do not sue.*** Thus, to ensure that expected damages equa (b™-b),
actud damagesmust equa ((b™*- b )/p), where p isthe probability that anegligent physicianisheld liable %
Thus, tort ligbility imposed on a physician who only faces a one-in-aght chance of being held liablefor any
negligence must equd 8*(b™"-b) in order to ensure that the expected award equals the cost of error tothe
patient.

4. Liability and Incompetent Physicians

189 Under existing law, damages are based on the victim’s harm in cases involving non-permanent physical

injuries. In casesinvolving death or serious permanent physical injury, however, damages rules do not even try to
fully compensate victims for their losses: damages compensate for some of the victim's pecuniary losses, but
often do not compensate for all nonpecuniary losses or most of the victim’'s nonpecuniary losses. See, e.g.,
Jennifer H. Arlen, Tort Damages, in 2 Encyclopediaof Law & Economics 682, 686, 697-98, 710-11 (Boudewijn
Bouckaert & Gerrit De Geest eds., 2000)(discussing theoretical and empirical literature on optimal tort damages
for death and injury) [hereinafter Arlen, Tort Damages]; accord Jennifer H. Arlen, Note: An Economic Analysis of
Tort Damages for Wrongful Death, 60 N.Y.U. L. Rev. 1113, 1127-28, 1133-35 (1985) (finding current damages
for wrongful death are not and cannot be made efficient).

19 Throughout this analysis, we focus on the “deterrence” measure of damages that an injurer must pay,

and thus need not consider whether victims of serious injury should receive a lesser amount in order to ensure
optimal insurance.
191 See supranote 37 (noting that victims of medical negligence rarely sue).

192 See Shavell, Economic Analysis, supranote 176, at 161-62 (showing that when risk neutral wrongdoers

maly escape detection, the optimal sanction is given by the harm caused divided by the probability the wrongdoer
isheld liable); Gary S. Becker, Crime and Punishment: An Economic Approach, 76 J. Pol. Econ. 169, 183, 207-03
(1968) (same).
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Optimd liahility for physidan negligence not only induces competent physdanstoinvest optimdly in
patient care, it aso should induce incompetent physicians to leave the practice of medicine (or gain
increased competency).'%

MCOs can be expected to assigt in this process by excluding incompetent physicians from their
provider networks'® Physician ligbility provides MCOs with an incentive to exdude incompetent
physicians because M COs bear the expected cost of physicians’ sanctionsex ante. Althoughphysdanspay
the actual sanctions imposed for physician negligence,™® MCOs nevertheless bear the expected cost of
physicias’ negligence because they must pay physicians sufficient ex ante compensation to ensure that
physciansare no worse off treating M CO patients than otherwise. Thisimpliesthat each physdan’ sex ante
compensationmust cover her expected tort ligbility. Thusthisexpected liability becomesacost totheMCO
of providing care. MCOs facing competitive market pressure seek to minimize costs, including expected
payments to physicians. Thus, they will favor low cost physicians over high cost ones -- where low cost
now depends not only on expected treatment costs but aso on expected liability for poor patient outcomes.
Since incompetent physicians can be expected to be higher cost,"® optima physician ligbility induces
MCOsto usetheir rich dataon physicianspecific patient outcomesto exclude incompetent physcansfrom
their networks."”’

C. Optimal Liability for Suboptimal MCO-Selected Treatment

193 At present, physician liability is not optimal because damages for physician negligence are not

optimal, see supra note 189, and the due care standard is not set at the optimal level.

194 See supranote 161 (discussing the need to reform Any Willing Provider laws). Individual liability
does not provide sufficient incentives for insolvent and incompetent physicians to refrain from medical
practice if the wage differential between competent and incompetent physicians is less than the difference in
the expected benefits of the care provider, asis likely because patients are imperfectly informed about
differences in physician quality and select physicians in part based on their MCOs' recommendations.

195 Even under entity-leve liability, the MCO-physician contract will ensure that physicianswill bear the full
ex post burden of liability for physician negligence if physicians are risk neutral. An MCO subject to liability for
physician negligence (as well asfor its own) has an incentive to induce efficient physician expertise by imposing
an expected sanction on risk neutral negligent physicians equal to the optimal expected damage award. See Arlen
& MacLeod, supra note 68, at 30-31, 34 (determining optimal damages rules and optimal MCO-physician
incentive contract for risk neutral physicians). If physicians are risk averse and MCOs arerisk neutral, then the
burden of thisliability will be shared between the two. See generaly Milgrom & Roberts, supranote 1, at 212-14.

1% Thedefinition of optimal trestment implies that the expected liability associated with suboptimal treatment
should exceed any cost savings associated with poor care (if any).

197 MCOs ex ante liability should induce them to exclude incompetent physicians to the extent that
incompetent physicians expect to face greater liability costs and thus insist on additional compensation. If
incompetent physicians do not know they are incompetent, MCOs do not need to pay them additional
compensation. As a result, these physicians will bear greater uncompensated liability which, over time, should
drive them from the market (assuming that patients who are victims of negligence can be encouraged to sue more
regularly, perhaps by the ability to recover from MCOs). See infra Section V (Discussing MCO liability for
physician negligence).
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In order for negligence ligbility to induce both efficient MCO behavior and efficient physician
expertise, negligence liability dso mugt be imposed for utilization review decisons that result in patients
receiving suboptimal trestment.™*® Negligence liability imposed when patients are injured by suboptimal
treatment resulting from an MCO's assartion of authority serves two goals: It provides MCOs with
incentives to both assert optimal authority and to sdect optimal trestment when they do assert authority. *°

In order to induce MCOs to assert optimal authority, negligence liability must ensure that MCOs
bear the cost to patients of each decison to subgtitute expected M CO-selected treatment for expected
physician sdected trestment. Tort liability need not addressthe cost of MCO authority to the physicianas
the MCO and physician can privately determine any sanctionsimposed by the physician on the MCO for
negligence.

Optima expected damages for MCO negligent treatment decisons equal the expected cost to a
patient of receiving M CO-sdected trestment instead of optima treatment. Thus, optima expected damages
equa b’ - b°, where b° isthe expected quality of trestment provided by an MCO that asserts authority.*®

Subjecting MCOsto optima damages not only induces MCOsto assert optima authority, it dso
should induce nsurers to abandon MCO contracts in favor of fee-for-service contracts in those cases
where the cogt of utilization review to the parties exceeds the benefits. Optima MCO ligbility aso will
induce MCOs to dter their treetment choice when they do assert authority—inducing MCOs to sdlect
optima trestment, rather than suboptimal treatment, whenever they are sufficiently informed to do so. Thus
imposing such MCO lighility not only does not hurt medica markets, but it increases the joint welfare of
physicians, MCOs and patients.”®*

V. MCO Liahility For Physician Negligence
Inaddition to holding MCOsligblefor their own coverage decisons, MCOsadso canbehddligble

for physcan negligence (elther as an dterndive to, or in addition to, physcian ligbility for physcian
negligence) 2% This section examineswhether M COS liability for physician negligencethat injuresan MCO

19 Asefficient MCO authority is a precondition for first-best optimal efficient physician expertise, both

authority and expertise will be inefficient unless liability induces MCOs to assert optimal authority. See Section
11.D.4.

199 Indeed, MCO liability may improve the efficiency of the tort system. At present, liability is based on
customary physician-selected treatment. This is generally too expensive. If courts permitted MCOs to avoid
liability by showing that “custom” entails excessive care, this could improve the efficiency of the due care
standard. See Danzon, supra note 13, at 493, 508-09.

200 See Arlen & MacLeod, supra note 68, at Proposition 6 (showing that this is the optimal damage

award for MCO negligence).

201 seeinfranote 235 (discussing why MCOs may object to liability at present even though liability would be
welfare improving if due care and damages were set optimally and patients correctly anticipate the risks imposed
on them.

202 When MCO insolvency aso isan issue, it may be advisable to have joint MCO and physician liability for

physician negligence. See Reinier H. Kraakman, Corporate Liability Strategies and the Costs of Legal Controls, 93
Yae L.J. 857, 869-872 (1984) (favoring joint individua and entity-leve liability when firms cannot cover tort
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subscriber maximizesthejoint welfare of physicians MCOsand patients, or whether pure physician liability
for physician negligence is sufficient. This section shows that MCO liability for physician negligence is
optimd: MCO entity-levd lidhility is preferdble to pure physician ligbility in some cases and provides
equivaent incentivesin others.

This Section dso examineswhether MCO liahility should be predicated on an MCO’ s capacity to
“control” itsaffiliated physidans—asthat concept is defined under traditiond vicarious liability—or whether
MCOs should face broader entity-leve liability under which MCOs are lidble for negligence by ffiliated
physicians even when M COs do not exert (or appear to exert) direct control over them. We show that
predicating MCO ligbility on control (asunder traditiona vicariousliability) isinefficient asit may discourage
MCOsfrom exercisng welfare-enhancing control s to reduce medicd error. Instead, MCOs should facea
broad entity-levd ligility for physician negligencethat injuresits subscribersif the MCO had thecapacity
to affect its physician’s behavior by sanctioning negligent physicians, regardiess of whether the MCO
actually exercises direct control over physician behavior.®

A. The Benefits of MCO Liability for Physician Negligence

The choice between aregime of pure physcian liaility for physician negligence and one inwhich
physicianliability issupplemented by entity-liability imposed on MCOsfor phys cian negligence dependson
whether the addition of entity-levd liahility isnecessary to induce efficient behavior by both physiciansand
MCOs. The rdaive efficiency of pure physician liability and MCO liahility for physician negligence thus
turns on whether pure physician liability ensures that MCOs and physicians jointly bear the full expected
cost to patients of physician error or whether MCO liability isneeded to ensurethat the parties bear thefull
cost to patients of trestment error, assuming that damages awards are optimal.

1. Solvent Physicians: The Neutrality Result

The centra roleof tort law when MCOsand physcians can regulate each other’ sbehavior through
incentive contracts (e.g., private sanctions) is to induce MCOs and physicians to employ such contracts
optimaly to induce behavior that maximizesthejoint welfare of MCOs, physiciansand patients. Tartliglity
accomplishesthisgod if expected liability imposed for physician error equalsthe expected cost of error to
patients. Given this expected tort liability, MCOs and physicians allocate expected ex post sanctionsto
maximize the parties joint wefare. Thus, they impose an expected sanction on risk neutra negligent
physicians equa to the expected codts of error to the patient: Under MCO liahility, the MCO seeksfull
indemnification from the physcians, under physcian liahility, the MCO letstort lighility liewhereit fdls. In
either case, the expected sanction on the physician isthe same.®* Accordingly, when the choice between

damages of their agents).

203 Thus, the conclusions of our analysis differ from those of Professors Epstein and Sykes. See Epstein &

Sykes, supra note 13, at 638-41 (suggesting that limiting MCO liability to situations where MCQOs control
physicians may be preferable to broad MCO liability for physician negligence).

204 Theformal proof is provided in Arlen & MacLeod, supra note 68. Where physicians are risk-averse and
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individud and entity-leve lighility does not affect expected sanctionsimpaosed on the parties, then thechaice
between the two regimes does not affect behavior.?® Thus, both pure physician ligbility and MCO lighility
for physician negligence can induce optima behavior if physicians have sufficient wedth to pay optima
damage awards, provided MCOs and physicians can implement optimal incentive contracts.?*®

When physicians are solvent, each regime not only induces optima physcian behavior but dso
provides MCOs with incentives to reduce physician error because under each M COs bear the expected
cost of sanctions ex ante. In order to induce physicians to treat the MCO's patients, eech MCO mugt
ensure that physicians expect to be no worse off if they agree to treat the MCO' s patients than if they do
not. Thisimpliesthat an MCO's ex ante payments to its physcians must compensate physicians for their
expected tort liability, in addition to covering any expected treatment costs. Accordingly, under eachregime
MCOs bear the cost of expected physician sanctions and thus invest optimaly in measures to reduce
physicias’ expected liability. The MCOs' incentivesto invest in physician carewill be efficient if expected
damages equa the expected cogt to patients of physician negligence.

2. Non-Neutrality and the Problem of Physician Insolvency

Whileindividud liability and MCO liability are equaly effectivewhen physciansare solvent, MCO
ligbility is superior when physicians are insolvent, or otherwise do not bear full expected damages under
physician liability.

MCOs are risk-neutral, the optimal MCO-physician contract may allocate most, if not al, liability for physician
negligence to the MCO, leaving the MCO to regulate physician care through other mechanisms such as
monitoring, providing information and training, improving systems to prevent error, and screening physicians.
See generally Milgrom & Roberts, supra note 1, at 212-14 (1992) (discussing circumstances under which
principals will not fully employ incentive contractsto discipline risk-averse agents). In this case aswell, however,
the incentive structure adopted by the MCO and physician will not be affected by whether tort law formally
imposes individual liability or entity-level liability for physician negligence, provided physicians are solvent.

205 See Arlen & Macl eod, supra note 68 (providing formal proof of thisresult). LewisKornhauser and Alan

Sykes established this neutrality result in contemporaneous articles on vicarious liahility. Kornhauser, supranote
14; Sykes, supranote 82; see Sykes, supranote 14. Those articles considered principal-agent relationships when
agents, not principas, directly control the level of care. In those models, principals regulate agents primarily
through incentive contracts, athough they also may employ monitoring. We extend the analysis of entity liability
versus individual liability to consider whether the neutrality result also holds when principals also can directly
affect outcomes through the exercise of authority. In other analysis, we prove that the neutrality results holds
when principals can exercise authority, provided physicians are solvent with respect to optimal damages. It does
not hold when physicians do not have sufficient wealth to pay optimal damages, however. See Arlen & MacL eod,
supra note 68 (providing formal proof of thisresult in amodel with physician expertise and MCO authority). For
an exploration of the relative effects on both disclosure rules and physician liability versus MCO liability when
patients do not necessarily know whether they are victims of negligence and do not necessarily observe MCOs’

contracts with physicians, see Kathy Zeiler, supra note 19.

206 See Arlen & Macl eod, supra note 68 (providing formal proof of thisresult); accord Kornhauser, supra

note 14 (establishing this result in the general case without authority); see Sykes, supra note 14 (same).
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The neutrality result does not hold when physicians do not have sufficient wedth to pay optimd
actual damage awards (but MCOsdo) becausein this case the choice between pure physician liability ad
entity-leve lighility affects the magnitude of expected liability imposed on the parties. Under physician
lidhility, the damages cannot exceed the physician’ savailablewedth By contrast, under MCO liability, the
MCO must pay the full award regardless of whether the physician is insolvent. Thus when MCOs have
aufficient wedlth to pay an optima award, but physicians do not, expected liability under MCO liability
exceeds expected liability under pure physician liability, and the two regimes do not produce the same
outcomes. MCO liahility is efficient because it ensures that the parties bear optimd tort liability; pure
physician liability is not efficient, because the parties do not bear the full cost of error to the patient. Thus,
while MCO liability provides optimal incentives, pure physician ligbility does not. %"

Condderation of the requirementsfor physician solvency reved sthat physicians often do not have
sufficient wealth to pay optima damages, particularly for important cases such as those involving serious
injury to the patient or death. Physcians are “insolvent” if they do not have sufficient wedlth to pay the
optimal award. The optima expected award is based on the cost to the patient of physician error. This
optima expected award can be in the millions when physician error kills a patient who otherwise would
have been expected to recover completely.?®

Moreover, the optima award actualy imposed for negligence -- the award by which physician
insolvency must be determined- - generdly exceedsthe optimal expected award by many times. Physcians
face optima incentives when they expect to face damages equd to the cost of error to patients each time
they are negligent. When, asat present, physicians correctly expect to avoid liability for themgority of their
negligence”® then actual tort damagesimposed in those few caseswhere patients do recover must equal a
multiple of the patient’ s expected lossesin order to ensurethat each physician’ sexpected liability isoptimd.
For example, to ensure optima behavior when physicians face only a one-in-eight chance of being held
ligble for any negligence, the actual award imposed must equa eight timestheoptimal expected award.*°
Thissuggestsasignificantly greater risk of insolvency than has been previoudy recognized.* Indeed, most

207 See Arlen & Macleod, supra note 68.

208 The proper award paid by physiciansin this case would be the deterrence value of life, not theinsurance

value of life, becausetort liability is needed to provideincentivesto regulaterisk. See Arlen, Tort Damages, supra
note 189, at 697-702 (discussing this issue and estimates of deterrence value of life).

209 See note 37 (discussing evidence that most victims of medical negligence do not sue).

210 See Shavell, Economic Analysis, supra note 176, at 161-62 (optimal sanctions equal the harm caused

divided by the probability of sanction when risk neutral wrongdoers may avoid detection); Becker, supranote 192,
at 183, 207-08 (same).

21 Professors Richard Epstein and Alan Sykes agree that MCO liability is superior to physician ligbility when

physicians are insolvent but suggest that physician insolvency generally is not a problem. See Epstein & Sykes,
supra note 13, at 636, 640 (stating that MCO liability for physician negligence would be optimal if physiciansare
insolvent but concluding that “insolvency is not usualy a serious concern with independent-contractor
physicians.”). Professors Epstein and Sykesdo not explain the basisfor this conclusion, but it appearsto be based
on acomparison of expected physician wealth with damages actually imposed in tort cases. Thisis not the proper
measure of physicianinsolvency. Physicians ability to pay the damages currently imposed for medical negligence
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physicians likely are insolvent with respect to optima damages in cases where negligence results serious
permanent injury or deeth. Accordingly, in many cases, physcians can be expected to be insolvent with
respect to the optimal award.?

3. Pure Physician Liability With Insolvent Physicians

Pure physician liability for physician negligencedoes not induce ether efficient physician expertiseor
efficient treetment choice by informed physcians. In part thisis because, under thisregime, physciansdo
not bear the full cost to patients of their errors®*

Y et, beyond this, pure physician liability does not provide MCOs with adequate incentives to
employ the tools available to them to amdiorate the problems arising from physician insolvency: ranging
from redesign of incentive contracts, screening of physiciansfor competency and solvency, and monitoring
physicians®* Under physician lighility, physician insolvency insulates both physicians and MCOs from the
full cost of physician error because expected liability is capped by physicians wedth*® Thus, M COsbear

has little bearing on the issue of whether physicians have sufficient wealth to pay optimal damages awards,
because current awards generally are lower than optimal awards. See Arlen, Tort Damages, supra note 189, at
697-702 (discussing evidence on the divergence between actual and optimal damages). Thuseven wereit the case
that physician insolvency isnot an issue with respect to current awards (which is debatable), thiswould not imply
that physicians are not insolvent with respect to optimal awards.

Moreover, the prevalence of physician groups does not eliminate the insolvency problem because
physician groups increasingly are teetering on, or over, the edge of bankruptcy, in part as a result of financial
risks associated with MCO capitation contracts. See Casalino, supranote 114, at 1063-64 (noting the problem of
physician group bankruptcies); Kristin Madison, Regulatory Drift: Regulation of Risk-Bearing Hedth Care
Providers, 5-6 (2000) (discussing insolvency problems associated with health care providers bearing treatment
cost risks). Thus, the risk of physician insolvency remains even when group practices are prevalent.

212 Arlen & MacLeod, supra note 68 (proving this result in a model with physician expertise and MCO

exert authority); see Kornhauser, supra note 14. Similarly, the neutrality resut does not hold if, asis the case,
physicians purchase liability insurance which is not “experiencerated” in that premiums are invariant to
individual physician’s claims experience Sage, supra note 39, at 17-18. In this case, the parties will bear the
full expected optima damage award under MCO liability, but will only bear the ex ante cost of the insurance
premium under physician liability, a premium which does not depend on individual physician expertise or
treatment choice.

The problem of physician “insolvency” also is exacerbated to the extent that plaintiffs lawyers are
reluctant to go after physicians' personal assets if insurance coverage is insufficient. Thomas Baker, Blood
Money, New Money and the Moral Economy of Tort Law in Action, 35 Law & Soc’'y Rev. 275 (2001).

213 See supra Section I11.A (physician expertise and treatment choice are not efficient unless expected
damages are efficient).

214 See Section 11.D (discussing the various ways in which MCOs can improve expected quality of
care).

25 The MCO bears the expected cost of physician liability through its obligation to provide physicians with
compensation equal to their expected tort liahility for negligence. The cost to the MCO of thisobligation is lower
the greater the risk of physician insolvency because MCOs only compensate physiciansfor liability they expect to
pay, and not for the ligbility the state threatens to impose.
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the full cost of treatment, but not the full cost of any reduction in trestment outcomes. Accordingly, under
this regime, MCOs employ the tools available to them -- incentive contracts, monitoring, screening and
other measures -- to maximizether profits, placing disproportionate emphasis on reducing trestment cogts,
even a the expense of a greater reduction in expect trestment outcomes. Accordingly, MCOs can be
expected to screen physcians with an excessive focus on trestment codts, continuing to contract with
substandard physicians provided they provide especidly low cogt treatment. MCOs and physicians
optimally may agreeto financid arrangements that place excessiverisk on physicians, becausethey obtain
thefull benefit of any treatment cost savings, while externdizing the costs of any adverse consequences onto
pati ents 246

In addition, when physicians are insolvent, pure physcian lidility distorts MCOS' incentives to
assert authority. MCOs' assartion of authority can potentialy ameliorate problems arising from physician
insolvency by subgtituting superior MCO-sdlected trestment for inefficient physician selected treatment
when MCOs are less likely to err than physicians®!’ Y et, while M COs could employ authority to increase
welfare, they may not necessarily do so because they bear the full cost of authority but do not obtain thefull
benefit of authority when only physicians are ligble for physician negligence®®

Indeed, pure physician ligbility may even dissuade MCQOs from asserting authority they might
otherwise assert absent sanctions, because an M CO facesfull expected ligbility for any negligent trestment
provided if it asserts authority, but faces expected liability limited by physicians wedth if it lets physicians
determine treatment. In such circumatances, MCOsface inefficient incentivestoreduce expected costs by
shifting authority to the physician -- with the incentives not to assert authority being greatest, the lower the
physician s assets.

4. Superiority of MCO Liability With Insolvent Physicians

In contrast with pure physician liability, under entity ligbility the M CO and physician jointly bear the
full expected optima damage award evenif physcans areinsolvent. Thisimpliesthat, when damages are
optima, MCOs have optimal incentives to design their relationship to induce optima authority, expertise,
and trestment choice, given the limitations arisng from physcian insolvency. MCOsthus have optima

216 |ndeed, MCOs and physicians may benefit from arrangements that increase the risk of physician

insolvency, in that their parties joint expected liability is lower the greater the risk of physician insolvency. See
Arlen & MacL eod, supra note 68. Cf. Madison, supra note 211, at 5-6 (discussing problem of physician group
insolvency resulting from capitation plans).

217 MCOs endeavor to provide optimal treatment when subject to liability for their negligent decisions, as

we assume in this Section.
218 Seetext following note 160 (MCOs may assert too little authority when authority improves expected
treatment outcomes and MCOs do not obtain the full resulting benefit of this improvement to patients).

219 Whether MCOs assert too little or too much authority depends on two competing effects of authority
when physicians are insolvent. On the one hand, authority reduces expected treatment costs, while on the other
hand shifting decision making from the MCO to insolvent physicians reduces expected liability for each negligent
treatment. If the latter effect dominates, then under individual ligbility MCOs may shift authority to insolvent
physicianswith low expertise; if the former effect dominates, MCOs may assert more authority when physicians
are insolvent. In either case, authority isinefficient. See Arlen & MacL eod, supra note 68.



MEDICAL MALPRACTICE 55

incentives to undertake a variety of measuresthat can improve the expected qudity of physicianprovided
treatment.

Of particular importance, MCOs may be dble to implement incentive contracts that induce
physciansto invest optimaly in expertise and to select optimal trestment when informed, notwithstanding
physicians insolvency with repect to optimd actud damage awards. MCOs potentidly can induce efficient
physician behavior -- when physician liahility cannot -- if, under individud ligbility, physiciansareinsolvent
with respect to the optima actua award (given the probahility of liability) but have sufficient assetsto pay
the optima expected award, b* - b. MCOs can employ sanctions to induce optima behavior when
individua physcianliability camnot because M COs are not limited to sanctioning negligent physiciansonly in
those rlaivey rare ingances when an injured patient sues. MCOs can implement incentive contractsthat
permit them to sanction physcians for negligence whenever the MCO determines that the physician
provided negligent treatment, even if the patient did not sue. MCOs can detect negligence -- evenif a
patient does not sue -- through theinformeation they obtain on treestment outcomes astheir patients’ insurer.
For example, M COs have natice of potentia negligence whenever a patient remainsin the hospita for an
unusudly long duration because of complicationsor infections not usualy associated with the procedure the
patient recelved. Employing this data, MCOs can attempt to sanction each instance of serious negligence,
thereby increasing the frequency of sanctions rdaive to physician liability. With more frequent sanctions,
MCOs need not impose such enormous sanctions in order to provide optima incentives. For example, in
contrast withindividua physician liability wherethe optimal actual sanctionmustbe8* (b*- b) if only onein
elght ingtances of negligence result in asuit, an MCO able to sanction every instance of negligence could
provide optimal incentives with asanction of only (b*- b ). Physiciansunableto pay the eight-fold sanction
might nevertheless be able to pay the MCO' s optimal sanction. Thus, by providing MCOs incentives to
implement optima incentive contracts, entity-leved liability can not only encourage optima MCO behavior
but also potentidly can induce MCOs to induce physciansto invest in optima expertise and to provide
optimal trestment when informed.?°

Entity-level liability aso provides MCOs with efficient incentives to screen for incompetent (or
insolvent) physicians. MCOsfacing entity-levd liability bear thefull cost of physician negligence. Thus, they
will seek to contract with physicians most likely to provide optimd treatment, and will eschew incompetent
physcians even if they generdly employ low cost trestments. In addition, under this regime MCOs will
evauate the solvency of physiciansand hospitas, no longer benefiting from dedling with providerslikely to
0o under.

220 Under individual liability, market incentives do not provide MCOs with adequate incentives to implement

such contracts. Patients' preferences for optimal care only provide the MCO with an ex anteincentivetoclaimit
has instituted incentive provisions designed to boost physicians’ expertiseto optimal levels. It does not providethe
MCO with an incentive actually to implement these provisions because the MCO obtains the full benefit of higher
expected physician expertise once the patient pays his premium to the M CO, whereas actually agreeing to such a
contract term would entail the MCO to pay the physician a higher ex ante wage to account for liability that the
MCO imposes. Thus, the MCO does not intervene to improve expected physician treatment quality unlessit hasa
direct financia incentive to do so. Tort liability provides such an incentive.
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Inaddition, under entity-leve liability MCOs a so reduce expected costsby investing in developing
and disseminating optimal trestment protocols, as they bear the full cost of physician error.?*

Findly, entity-leve ligbility povides MCOs with optimal incentives to assert authority where
authority can be used to reduce the expected cost of physician error. With MCO liability for MCO
treatment choice and physician negligence, MCOs bear the full expected cost of treatments provided by
ether physicians or MCOs. They do not benefit from shifting authority to physicians, asM COs bear thefull
expected liability for physician negligence. Thus, in contrast with pure physician liability, 2 under entity-levd
liability MCOs determine authority optimaly, alocating authority toeither the M CO or the physician based
on which provides the trestment with the higher net expected benefit.”

Accordingly, as MCO liahility for physician negligenceis superior to pure individud ligbility when
physicians may be insolvent, and providesidentica incentives in those cases where physician are solvent,
entity-leve liability is superior to pure physician liability and should govern physician negligence in dll

224
cases.

B. Vicarious vs. Entity-Level MCO Liability

221 gee supra Section 11.D.5 (discussing measures MCOs can take to improve physician quality).

222 This contrasts with the result under pure physician liability. See infra Section V.A.3.

22 Qur analysis thus counters the argument that MCO liability for physician negligence is bad because it

would lead MCOs to exert an inefficient level of control over physicians. See Danzon, supra note 13, at 514
(arguing entity-level liability for physician negligence could cause MCOs to increase controls over providersin
ways that would decrease consumer welfare). Wefind MCO liability either will not affect MCO behavior relative
to pure physician liability, or will result in superior MCO behavior should physicians be insolvent with respect to
optimal damages.

224

Many of the preceding arguments favoring MCO liability for physician negligence arguably apply aswell
to hospital liability for physician negligence. See Abraham & Weller, Supra note 19, at 32 (suggesting that
hospitals face enterprise liability for iatrogenic injuries caused by affiliated physicians and medical personnel

whether on or off-site). At present, MCOs are the superior entitiesto bear primary entity-leve liability, although
we favor letting MCOs contract with hospitals for indemnification (as they will when hospitals are better able to
regulate risk). MCO liability is superior in part because of concerns about entity asset insufficiency. Patients are
better able to assess the financia health of an MCO than a hospital because patients have time to evaluate health
plans but often seek hospital services when in need of immediate or proximate care. MCOs also restrict the
hospitalsto which its subscribers may go; MCO liability would encourage MCOsto consider ahospital’ sfinancial

health in making this selection. In addition, MCOs are in a superior position to regulate providers by contract
because they generally have contracts with both hospital-affiliated and off-site providers. Hospitals, by contrast,
do not necessarily have contractua relationships with off-site providers of care and cannot readily ascertain the
identity of such providers. Finally, MCOs are better able to assess optimal treatment protocols and disseminate
information because they have information about expected costs and consequences of various treatment protocols
employed nationwide as applied to a defined population of enrollees, while hospitals generally only know about
outcomes of on-site services. For amore extensive discussion of the relative merits of MCOs versus hospitals as
the locus of liability, see Sage, supra note 19, at 163; see also Glied, supra note 7, at 725.
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MCO lighility, accordingly, issuperior to pure physcian ligbility. Y et the question arises, what form
should thisliability take? Specificaly, should dl MCOs beligble for wrongsto their patients committed by
al their affiliated physicians, or should liability belimited to the minority of MCOswho either hirephysdans
as employees or otherwise exert sufficient direct control over affiliated physiciansto satisfy the traditiona
requirements for vicarious ligbility?

Outsdethe medical context, vicariousliability operatesto hold principasliablefor thetorts of their
agents committed in the scope of employment, but only if the principa and agent were in amaster- servant
relationship. Principas, thus, are not liable unless they had the capacity to exert control over the manner in
which the agent performed her job -- asin an employer-employee relaionship. Courtsinterpreting vicarious
lidbility in the non-MCO context generaly require some indiciathat the principa had the capacity to exert
direct control over the agent; a contractud relaionship where the principa only utilizes indirect financid
incentives often isnot enough. Thus, principaswho hireindependent contractors can structurerel ationships
to avaid tort liability while sl providing financia performance incentives®

Under a traditiond vicarious liability regime, most MCOs would avoid lighility for physcian
negligence. Most M CO-physcian rdaionships do not satisfy the requirements for control governing
traditional vicarious liability because most MCOs enter into independent contractor relationships with
physicians, they do not hire physicians asemployees. Physicians, not MCOs, control the operation of their
practices, decide which patients to serve, which other MCOs to contract with, what trestments to
recommend (subject to MCO limitations on what trestments would be covered), and regulate their own
office gaff. Courts holding MCOs vicarioudy ligble generdly have had to expand beyond the bounds of
traditional vicarious liability to do s0.2°

This control requirement is inefficient. Thus, courts should not smply push at the boundaries of
vicariousliahility, they should eiminate the capacity to control requirement atogether, infavor of abroader
capacity to contract requirement. When physicians areinsolvent with repect to optimal damages, traditionel
vicariousligbility effectively pendizes M COswhich exert control. ThoseM COswhich exert control trigger
vicarious liability, and thus bear full optima damages; those that do not are not subject to entity-leve
ligility, and thus only face expected sanctions capped by the wed th of insolvent physicians. Thus, vicarious
liability increasesthe coststo MCOs of exerting control by the additional expected liability associated with
the shift from pure phydcian liaaility to MCO lighility for physcian negligence. Accordingly, predicating
liability onwhether the M CO exerted direct control over physi cians undermines one of the central purposes
of MCO liahility: to induce MCOsto invest optimaly in taking measures to influence the qudity of care
provided by insolvent physicians, including such control.

22> See Agrawa & Hall, supranote 52, at 241-246 (discussing requirement of traditional vicarious liability);
See Restatement (Second) of Agency, 88 140, 142 (1958). Principals also can be liable on atheory of apparent
(or ostensible) agency if areasonable person in the position of the victim would have believed that the agent wasa
servant of the master, the victim relied on this master-servant relationship, and the agent committed the tort
apparently within the scope of this master-servant relationship. See, text accompanying notes 63-65 (discussing
apparent authority as applied to MCOs).

226 gSee Agrawa & Hall, supranote 52, at 241-242.
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By contrast, a broader entity-level liability rule predicated on the MCO' scapacity to contract with
filiated physcians can induce M COsto optimally employ the tools availableto them to regul ate trestment
qudity because it does not effectively pendize one tool or another: The MCO faces the same expected
liability for eech injured patient regardless of whether or not it exercises” control.” Thus, provided damages
areoptimal, such aregime provides M COswith optima incentivestoexert control, aswell asincentivesto
increase the net benefits of medicd care.

The paties joint wdfare thus is higher if MCOs face broad entity-leve lighility for injuriesto
enrolleesresulting from the negligence of any physician with whom that MCO hasthe cgpacity to enter into
a contractua relationship, which includes incentive compensation, insteed of traditiona vicarious ligbility
limited to those physicians they directly control.??’

V1. Waiver Of Liability And The Market For Medica Services

The preceding andys s shows that the parties could maximize their joint welfare by holding MCOs
ligble bath for their own negligent coverage decisons and for negligence by &ffiliated physcians. The
question is, should this ligbility be mandated or voluntary? Specificdly, should MCOs and physicians be
able to obtain waivers from patients aosolving them of any liability for negligence?

The argument favoring voluntary ligbility is a Smple one: Tort lidbility in this areais intended to
benefit contracting parties and the parties are better able than others to determine what is in their best
interests. As patients enter into contracts with MCOs when they are not in extremis, they should be
permitted to decide for themsdaves whether to waive their right to suein order to get lower cost insurance.
Thus, should MCOswant to offer liability waversand patientswant to accept them in return for lower cost
insurance, courts should honor this decison. Similar andysiswould support permitting physiciansto obtain
ligbility walvers from patients, at least in those circumstances where the initid decision to enter into the
contract is purely voluntary (eg., the patient is not in extremis).?®

This Section examinesthe claim that MCOs should be permitted to obtain waivers of liability from
patients. We show that the mere fact that patients, MCOs, and physicians agree to enter into waiver
agreements does not imply that waiver is efficient. The parties may agree to waiver contracts even when
thar joint welfare would be higher were waiver prohibited.” Moreover, permitting waiver may be
suboptima even when patients accurately anticipate the risks imposed on them. Thus, while permitting

227 This conclusion distinguishes our analysis from that of Professors Epstein & Sykes who prefer MCO

liability predicated on the exercise of control to broad MCO liability. See Epstein & Sykes, supranote 13, at 638-
39 (approving of rules predicating MCO liability on direct control over physicians).

228 See Danzon, supranote 13, at 504-16 (asserting that MCOs, physicians, and employers should be able to

allocate liability rules through contract); Epstein & Sykes, supra note 13, at 644, 647-48 (asserting that MCOs,
physicians, and employers should be able to allocate liability rulesthrough contract); Havighurst, supra note 19, a
8-9. The argument for MCO waiver would seem to apply as well to physicians at least in situations where the
patient was not in extremis at the moment of contracting.

229 This condition is necessary but not sufficient for waiver to be efficient if the patient-MCO-physician

contract imposes external costs on others (e.g., the patient’s friends and loved ones).
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waiver may be optimal in some circumstances, the fact that patients consent voluntarily is not sufficient to
edablish that permitting waiver is efficient.

A. MCO Waiver, Expertise and Imperfect Information

Oneessentid precondition for efficient waiver isthat patients must be ableto accurately estimatethe
expected costs and benefits to them of waiver at the moment of contract.** Patients cannot do this®**

The expected cost of waiver to apatient is given by the expected effect of waiver onthequality of
care provided, adjusted by the probability that the patient needs care. Patients generdly under-esimate the
probability that they will become serioudy ill,*? and thus can be expected to under-estimate the cost to
them of waiver-waiving liability even when it is not in their best interests to do s0.%* Patients also cannot
estimate accurately the expected impact of waiver onthequality of medica care. Patients can be expected
to under-estimatetherole of waiver to the degree to which they under-estimatetherole of physicians post-
contractua investments in expertise in determining expected trestment quaity. Accordingly, were waiver
permitted, patients would accept -- and MCOs would offer -- waiver provisons even when they arenot
welfare enhancing because imperfectly informed patients can be expected to under-estimate the costs to
them of waiver.?** Theseinformation problemsimply that waiver should not be permittedinsitugtionswhere
imperfectly informed patients would be presented with policies that clearly establish the gains to them of
waiver (in terms of lower insurance costs) but not the costs of waiver, if patients might underestimate the

230 See Alan Schwartz & Louis L. Wilde, Imperfect Information in Markets for Contract Terms: The

Examples of Warranties and Securities Interests, 69 Va. L. Rev. 1387, 1389, 1425-46 (suggesting that the merits
of waiver of liability to customers turns on whether consumers are fully informed about costs and benefits of
waiver at moment of contracting). Observe that what iscritical isthat patients be able to determine the expected
costs and benefits of waiver, not that patients know the expected costs and benefits of any given treatment. Thus,
if waiver could be expected to have no effect — or alternatively an astronomical effect —on care, patients could
accurately evaluate waiver clauses even if they could not determine the expected cost to them of any particular
care provided.

231 In this Part, we abandon the assumption that patients know the payoffs of all the parties and thus

each parties' expected behavior. We retain this assumption throughout the remaining parts of this Section,
however.

232 See Neil D. Weinstein, Unredistic Optimism About Susceptibility to Health Problems: Conclusion
From a Community-Wide Sample, 10 J. Behav. Med. 481, 494-96 (1987) (discussing evidence that patients
under -estimate the probability they will fal ill).

233 See Schwartz & Wilde, supranote 230. When parties have asymmetric information, free contracting
over waivers may be inefficient for other reasons. For example, contracting may not be efficient, and indeed
markets may break down, when one party may obtain a product from numerous providers, each of whom has
superior information on the quality of the good provided. George A. Akerlof, The Market for “Lemons’: Quality
Uncertainty and the Market Mechanism. 84 Q.J. Econ. 488, 488-491, 494 (1970).

234 The impact of MCO liability for physician negligence depends on whether (and the degree to which)

physicians are insolvent. See supra Section V.
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costs of waiver resulting from the lower expected quality of the medical care provided.”®

B. The Problems With Granting Patients Choice Regarding Waiver
Although patients information problems condtitute apotentialy potent argument againgt permitting
MCO waivers, thisis not the only problem. Permitting waivers may be inefficient even when patients are
fully informed and act in their own best interests at the moment the waiver decision is made.*

1. Durable Expertise and the Problem of Short-Run Contracting

Permitting ma practice ligbility waivers may be suboptima even when patients are fully informed
about the immediate costs of waiver because patients may choose to waive to maximize their short-run
welfare, even when doing so is nat in their long-run best interests.

Intheshort run, waiver confersimmediate benefits on patients (in termsof lower cost medica care)
with little short-run cogt (from the resulting lower quality medicd care).”*’ When physdians are
compassionate, waiver could be expected to have little short-run effect on expected patient care because
expected care depends on expertise. Expertiseisacapitd good: I nitid investmentsin expertise continue to
afect quality in subsequent years™® Physicians expertisethusislargdly determined by invesmentsincurred
prior to the patient contracting with the MCO or physician. Thus, a patient can waive lidhility with little
concern about affecting the quaity of care in the short run -- for example, over the one-year life of the
MCO contract -- because liability would have little effect on physicianquality over this period.

While waiver imposes few costs on the patient in the short-run, the long-run costs may be
ggnificant, and may exceed any gains. Although the absence of liability does not substantidly affect

235 Accordingly, the fact that MCOs currently resist liability does not imply, as Professor Danzon has

suggested, that MCO liability is not efficient. See Danzon, supranote 13, at 515 (arguing that MCOs failure to
assume liability for negligent treatments suggests liability is not efficient). If patients obtain adirect benefit from
waiving liability, but are unsure of — and under -estimate -- the resulting costs, then MCOs can increase profits by
obtaining waivers even when waivers are not in fact optimal. In addition, our analysisis limited to circumstances
where courts employ optimal damage rules. At present, neither damage rules nor the rules governing due care are
optimal. Liability with suboptimal damage and due care rules may not be welfare-improving. See also infra
Section V.B (discussing other reasons why waivering may be inefficient)

236 |n addition to the reasons given below, dher problems also attend the proposals to let MCOs and

physicians insist that patients waive the right to file malpractice liability suits. In many areas, the market for
physiciansis not competitive. There may be only one provider. Thus, the physician caninsist on waiver without
patients having any effective choice. Moreover, MCOs may similarly dominate certain local markets.

237 Imposing liability on either physicians or MCOs is costly, particularly relative to first-party insurance.

See Paul C. Weller, The Case for No-Fault Medical Liability, 52 Md. L. Rev. 908, 925-926 (1993) (first-party
insurance has lower administrative costs than compensation systems, even when compared to low cost
compensation systems such as no fault and workers compensation). Patients, MCOs and physicians thus
rationally would abstain from imposing liability unless liability provides sufficient benefits from the resulting
increase in health care quality.

2% gSimilarly, lements of MCO authority — such as investments in determining optimal treatments — also
are capital investments in the MCO’s capacity to use authority to provide good treatment.



MEDICAL MALPRACTICE 61

compassionate physicians behavior in the short-run, it will depress physician qudity over time because
liability is needed to induce physicians to make on-going investmentsin expertise > Thus whileinany given
year waver may be optima, under an optimal ligbility rule a patient could maximize hiswelfare by pre-
committing ex ante not to waive liability throughout the duration of the relationship.2*°

Patients may be better off if walverswere prohibited because patients contemplating waversin one-
year MCO contracts may focus on the short-run effects and waive each year, even when these annua
walvers are not optimal over the long run. Patients may waive each year even when walver is not in ther
long run interests for severa reasons. Fird, patients may be overly myopic, discounting future costs too
heavily. Second, a patient contemplating a one year contract with a given MCO may be unsure of
interndizing the long run benfits of imposaing ligbility on this MCO because patients face considerable
uncertainty about the duration of their rdationship with any given M CO (or physician).?** Patientswho are
uncertain about obtaining the long-run benefits of impasing lidbility on any given MCO thus may waive
lighility each year, even though patients generdly would be better off if patients each imposed lidbility on
MCOs.

2. Durable Expertise and the Problem of Renegotiation

While durable expertise suggests why patients may have excessveincentivesto waivein the short-
run, renegotiation suggests why the problem of excessve waiver may persst as equilibrium over time.
Pdatients ability to renegotiate waiver in asubsequent period underminestheir ability to employ sanctionsto
improve trestment quality, and may result in patientswaiving liability even when imposing ligbility would be
welfare improving.

The renegotiation problem is best illugtrated in the context of petient in-office waiver of physician
lidbility. Patientsand physcians regularly have opportunitiesto renegotiate their agreement immediatdy prior

239 See supra Section I11.A.4 & Section IV.B.1 & 2.

240 This analysis also reveals why legislatures contemplating legisiation to restrict malpractice liability
cannot rely on evidence that limiting malpractice liability has little or no immediate effect on quality. E.g.,
Daniel Kesder & Mark McClellan, Ma practice Law and Health Care Reform: Optima Liability Policy in an Era
of Managed Care, 84 J. Pub. Econ. 175 (2002) (providing evidence that limiting mapractice liability has an
immediate effect on medical costs but little effect on expected quality). Even if laws restricting malpractice
ligbility reduce physicians' incentives to invest in expertise, they may not have an immediate effect on care
quality because, in the short run, physicians expertise is determined by investments undertaken prior to the
reform. Malpractice liahility reform nevertheless may have an adverse long-run effect by reducing physicians
incentives to undertake further investments in expertise, resulting in lower expected quality care over time.
The delayed impact of legal reform may be particularly pronounced if physicians learn about legal reforms
gradually and adjust their behavior dowly over time. Cf. J. David Cummins et a., The Incentive Effects of
No-Fault Automobile Insurance, 44 J.L. & Econ. 427, 454-55 (2001) (finding that no-fault insurance has had
along run effect on accident rates); Thomas Lemieux & W. Bentley MacLeod, Supply Side Hysteresis: The
Case of the Canadian Unemployment Insurance System, 78 J. Pub. Econ. 139, 139-70 (2000) (showing that
individuals responded to laws decreasing Canada’ s unemployment insurance benefits, but only gradually and
in response to actual experience).

1 Ppatient-MCO relationships are regularly terminated because, for example, the employer changes
health plans (for example, because the employer merged with another firm) or the patient changes employers.
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to services being rendered. Renegotiation presents problems because, even when apatient initidly ingstson
imposing liability, each physician anticipates correctly that this liability may not in fact beimposed because
the patient will have asubsequent opportunity to reconsider waiver onthe eve of trestment. At that momernt,
the patient can be expected to absolve the physician from liability because now, with treatment imminent, the
physician’s expertiseis effectively fixed. Because liability now will have little effect on the quality of care,
patients have every reason to waive in return for alower price. While patientsrationaly waivein this|atter
period, their ability to do so may be wdfare reducing because it undermines their ability to use theinitial
impogtion of ligility to improve care. Physicians will not invest in expertise in response to the initid
imposition of ligbility if they do not expect it to be imposed. Indeed, given this, patients unable to pre-
commit to impose liability in every period can be expected to smply waive lighility right up front, snce
imposing non-credible libility conferslittle benefit. 22

Thus the optimdlity of permitting waiversis not guaranteed even if patients are fully informed and
aways act inther best interests at the moment of choice. In plausible Stuations, patients wefareishigher
when they are not dlowed to waive as this may enable them to create acredible commitment that optimal
lighility will beimposed?*® Less choice, in some cases, may be better.

3. Contracting Problems When Expertise Is a Collective Good

Permitting waiver dso may be inefficient, even when each patient accurately assesses the waiver
decision, because a critica end product of the waiver-versus-ligbility decison—physician expertiss—has
atributes of a“ collective good.”**

Patients contemplating waivers obtain the full benefit of waiver but do not bear the full cost.
Expertiseisacollective good that affects the expected quaity of carefor all of the physician’ s patients, not
just one patient. Each patient contemplating awaiver congders the direct effect of liability on the care he
receives, but not the effect on care provided to other patients. Thus, patients have excessve incentives to
waive.

I ndeed, when physi cianshave many patients, the“ collective goods’ nature of expertiseimpliesthat
al patients should waive both physician liability and MCO liability for physician negligence, even whenthey
each would be better off if they dl imposad ligbility. Patients can be expected to waive because a
phydgcians investment in expertise depends on her total expected liability across dl her patients. When a
physician (or MCO) has many patients, each patient knowsthat hisindividua waiver decisonwill havelittle

242 Thisanalysisisbased on the analysis of renegotiation developed by Drew Fudenberg & Jean Tirole, Moral
Hazard and Renegotiation in Agency Contracts, 58 Econometrica 1279, 1279-87 (1990) (finding that ability to
renegotiate contract reduces agent’ s incentives to take care).

243 See Fudenberg & Tirole, supra note 242. Cf. Arlen & Kraakman, supra note 14, at 712-717 (exploring
other problems for liability regimes of principals’ inability to pre.commit to imposing ligbility on agents).
Patients have an incentive to sue even when they would have waived liability prior to treatment because
waiver occurs in return for an immediate benefit when liability is only a possibility. Post-injury, the benefits of
lighility to patients are more immediate.

244 This analysis reveals the importance of distinguishing between “care” as treatment choice and care as
expertise because expertise—unlike treatment choice—is not patient-specific.
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effect on aphysician’ sexpected totd lighility, and thuslittle effect on expected care. Thus, each patient may
view the decision to waive as essentidly costless and may waive liability even when each patient would be
better off if patients collectively could agree to impose liability. Smilar andys's suggests that each patient
would waive MCO liability for physician negligence, even when patients are better off when lighbility is
imposed.?*

Thus, even when patients collectively would benefit from having ligbility imposed, each patient
rationdly is likey to waive if permitted to do so. Accordingly, permitting waiver may be inefficient even
when patientsarefully-informed. Therefore, even when patients accurately predict the benefitsand costs of
walver, our andyss reveds that we should anticipate that patientswill accept waiver contracts more often
than is efficient. This suggeststhat patient welfare (and indeed joint welfare) may be higher when waiver is
not permitted than when it is.

C. Implications for the Enforceability of Waivers

Our analysisrevedsthat straightforward freedom: of- contract arguments are not sufficient to judtify
permitting patientsto contract over whether to waive MCO (or physician) ligbility. Indeed, to the contrary,
contract theory implies that the parties joint wefare may be higher when waiver is not permitted. This
implies that those seeking to justify MCO waivers must rely on arguments other than smple freedom of
contract and must demondrate that any proposa to permit waiver confers benefits on the parties that
exceed the cogts of waiver articulated above.

Nevertheless, it must be remembered that the argument against permitting waiver depends on our
assumption that physcians and MCOs are subject to an optima negligence liability regime, and thus that
negligence liability can be expected to be welfare-improving. Ensuring that negligence liahility is efficent
would require reforming the existing system in ways discussed above, particularly regarding the scope of
MCQO liability and the rules for determining damages. With such reforms, imposing mandatory ligbility on
MCOs for their own treatment decisions and for physician negligence can be expected to be optimal.
Moreover, whilewe conclude that it isinefficient to permit unrestricted waiver of ether physician or MCO
lidbility (when as optimd ligbility regime is employed), this does not imply thet it would be impossible to
design an optimal, regulated, waiver regime, perhgps combined with qudity controls.

245 1t may appear that MCOs can eliminate the free rider problem by dividing themselves between

“waiver” MCOs or “no waiver” MCOs. This possibility does not undermine our argument. First, this would
not be sufficient to provide optimal incentives to waive. Physicians generally contract with multiple MCOs,
some of whom would be “waiver” and some “non-waiver.” Thus patients could rationally contract with
“waiver” MCOs in the hope of free-riding on the quality resulting from those patients contracting with “no
waiver” MCOs. If each patient free-rode in this way, “no waiver” MCOs would not arise, even if each patient
would be better off if all MCOs were subject to liability. Moreover, the problems articulated above, supra
Section VI.A & B.1 & 2, would remain.

Second, our core claim is simply that proponents of waiver cannot defend waiver simply on the
grounds that it is necessarily optimal to give fully-informed contracting parties choice about whether to
impose liahility. Our central claim holds if MCO waivers are potentialy optimal only if restrictions are imposed
on the types of waivers offered. See infra Section VI.C.
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CONCLUSION

M COs have fought for freedom to affect patient care free from the threat of mapractice liahility,
ether for their own negligent treatment decisons or for physcian negligence. Physicians too have argued
that they should be protected from mal practice-- that market forces and their own compasson issufficient
to ensure good quality. Leading law and economics scholars have supported MCOs and physicians,
employing the traditiond mode of entity-leve ligbility in market relationships to argue that voluntary
arrangements should be sufficient. 2

The present analys's expands beyond the traditional model to recognize the influence of physician
expertise and MCO authority on medica care. Andyzing physcdans and MCOs incentives absernt lighility,
the present anaysis reved s the importance of careful atention to the information and controls available to
the parties a the moment of contracting. We show that markets and contracts cannot be relied upon to
ensure optimal care where, as here, care depends upon non-contractabl e actions taken post- contract. In
thisstuation, MCOsand physciansinvest insufficiently in“care’ ex post becausethey do not obtainthefull
benefit of good outcomes ex pogt, and cannot benefit ex ante from the promise of providing optima care
because that promiseis not credible when “care’ --expertise and authority -- is non-contractable.

Our andyss aso reveds the importance of careful atention to the nature of “care’ when
determining optimal damage rules. Recognizing the bifurcated nature of care -- as both expertise and
treatment choice-- atersoptima damage rules and reved sthat damage rules must be amended in order to
induce optimd behavior. Consideration of therole of expertise and error reved sthat accurate damagerules
are more important to ensuring efficient negligence liability than previous andys's has suggested.

Fndly, our andyss shows not only why MCOs should be held liable both for their own treatment
choice and for physician negligence, but why it may not be optima to alow either MCOs or physiciansto
be able to avoid liability by obtaining patient waivers. Specificdly, careful atention to the technology of
“care’ inthemedica care-- tothetiming and effects of expertise-- reved swhy waivershy patientsmay be
ineffident even if patients are fully informed and act in thelr best interests at the moment of choice.

Whilethis Artidefocuses on medica ma practice, the present analysisa so has broader implications

Mogt directly, the framework we develop should be useful in many other Stuations where the potential
injurer is imperfectly informed about the optima course of action and can affect either her capacity to
decide, or her probability of error, by investing in expertise. For example, our framework can be usefully
appliedtoliability governing many professona ssuch aslawyersand accountants. [naddition, our modd of
the MCO-physcian relationship can be reedily extended to other Stuations where the principa partialy
regulates the agent by retaining authority over certain decisions, asin many professond stuations (e.g.,
attorney-dlient relaionships).

More broadly, our analyss reveals the importance to economic andysis of moving beyond the
abstract concept of “care’ to take more explicit consderation of what is meant by “caré’ in any given
gtuation. “Care’ means different things in different Stuations and, as we have shown, these differences

246 E.g., Danzon, supra note 13; Epstein & Sykes, supra note 13.
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matter both to the ability of the partiesto regulate their behavior by contract and to the optima structure of
lighility rules. Thus, our andlysis reveds the importance of Stuating economic andyss of liaility in the
context being considered.



