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Project Summary

Theoretical Foundations

The purpose of this project is to investigate how mandatory contract
disclosure rules affect behavior in health care markets. Specifically, a
game theoretic model is developed to provide insight into how disclosure
rules affect contracting between physicians and managed care organizations
(MCOs), physician treatment choices and litigation decisions by injured
patients. In the first stage of the model, the MCO considers the cost of
compliant treatment! and expected damages from a medical malpractice
lawsuit and chooses a contract to obtain medical services for its insured
patient (in need of medical treatment). Knowing the contract terms se-
lected by the MCO, the physician then determines whether he will provide
compliant treatment to the insured patient. Compliant treatment is as-
sumed to be more costly than non-compliant treatment, but results in a
positive outcome for the patient more often than non-compliant treatment.
Given the physician’s action, Nature chooses whether the patient will en-
joy a positive outcome or suffer a negative outcome. If a positive outcome
is realized, the game ends. If a negative outcome occurs, the patient, not
able to ascertain whether the physician provided appropriate medical care,
decides whether to file a costly negligence suit for medical malpractice. If
a suit is filed, the court hears the case and rules on the issue of liability.

As of 2001, 21 states have mandated that MCOs must disclose to their
insured members (or prospective members) the types of contracts they use
to compensate physicians for providing medical services to their members.
Although mandatory contract disclosure is intended to provide prospective
enrollees with information when choosing health plans, it also affects MCO
contract choices, physician treatment decisions and litigation decisions by
injured patients. Therefore, the analysis is performed assuming patients
can observe the contract terms and again assuming they cannot. The
results provide insights into the effects of disclosure rules on the behavior
of health care market actors.

By analyzing a model of the interactions among actors in health care
markets, I find that the relationship between the cost of compliant treat-
ment and expected damages determines the MCO’s contract choice. Also,

!Compliant treatment is treatment that meets the legal standard of care. For those not familiar with legal
terminology, “standard of care” refers to the level of effort such that if an actor’s effort level is equal to or above
the specified level, the court does not assign liability to that actor for any related injuries.
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the contract disclosure rule (i.e., whether the patient can observe the con-
tract terms) affects the contract chosen by the MCO. Assuming damage
awards exceed litigation costs, when contracts are observable and expected
damages are high relative to the expected cost of compliant treatment, the
MCO employs a standard fee-for-service contract with full reimbursement
for cost and no fixed payment. The physician will compliantly treat with a
probability high enough so that the patient will never sue, and the patient
never sues. If damages are low relative to the expected cost of compliant
treatment, the MCO prefers a capitated contract with no reimbursement
for cost and a positive fixed payment to compensate the physician for ex-
posure to liability. The physician will not provide compliant treatment and
the patient will sue with certainty if a negative outcome is realized.

Actors behave somewhat differently when the patient is unable to ob-
serve the contract terms. In this case, when the court sets damages high
relative to the cost of compliant treatment, the MCO prefers a fee-for-
service contract with partial reimbursement and a positive fixed payment
to cover the physician’s exposure to liability. The physician will compli-
antly treat at a probability high enough so that the patient does not sue
with certainty. Unlike in the observable contract case, the patient will sue
with some positive probability. Injured patients sue with a strictly positive
probability because the patient is unable to observe the contract terms and
so must use the threat of a lawsuit to ensure that the MCO encourages the
physician to compliantly treat with some positive probability. When the
court sets damages low relative to the cost of compliant treatment, how-
ever, actors behave as they would in the observable contract case. That is,
the MCO employs a capitated contract with no reimbursement for the cost
of treatment but a positive fixed payment to compensate the physician for
exposure to liability. The physician never provides compliant treatment
and the patient sues with certainty.

In addition, the model shows that, for any damage rule, regimes in
which contracts are observable by patients will enjoy a lower rate of claims
filed and a higher rate of compliant treatment than regimes in which con-
tracts are not observable by patients. These results follow directly from
the reasoning provided previously. First, consider the likelihood of claims.
When contracts are observable, the patient can infer the physician’s strat-
egy based on the outcome and the contract terms. Therefore, upon realiz-
ing a negative outcome, the patient will never file a claim if the contract
is fee-for-service and will file a claim with certainty if the contract is capi-
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tated. On the other hand, if the patient is unable to observe the contract,
she cannot discover whether the MCO induced compliant treatment. When
the cost of compliant treatment is low relative to expected damages, the
patient finds it necessary to sue with some positive probability so that the
MCO has an incentive to induce compliant treatment. Without the threat
of a lawsuit, the MCO simply would never provide the physician with an
incentive to meet the legal standard of care when making the treatment
decision. For these reasons, the claims rate is higher in a regime in which
contracts are not observable compared to a regime in which patients are
able to observe them.

Next, consider the likelihood of compliant treatment under each regime.
When the patient is able to observe the contract terms and the cost of
compliant treatment is low relative to damages, the patient will never sue.
Therefore, if the MCO induces compliant treatment, it will incur costs for
the provision of treatment only. In contrast, if contracts are not observable,
the patient always sues with some positive probability. This implies that
if the MCO induces compliant treatment it incurs costs related to liability
exposure in addition to the provision of compliant treatment. Therefore,
the total expected costs incurred if the MCO induces compliant treatment
are higher in a regime in which contracts are not observable. For this
reason the MCO induces compliant treatment less often when patients are
unable to observe the contract terms.

Given the analysis of behavior in observable and unobservable contract
regimes, it is possible to characterize how adjusting damages (while holding
constant all other variables not affected by behavior) affects behavior in
each regime. Variations in treatment and litigation decisions resulting from
changes in expected damages are examined both in observable contract
regimes and in unobservable contract regimes. The observability of the
contract significantly affects how treatment and litigation decisions react to
changes in expected damages. In addition, when contracts are observable,
patterns of behavior strongly depend on the cost of compliant treatment.
These results display the danger in assuming that decreasing damages will
lead to a decrease in medical malpractice claims. In addition, it might not
be the case that increasing damages will lead to a subsequent increase in
compliant treatment levels. The model’s results suggest that changes in
damages affect behavior in much more complex ways.

The results also suggest an efficient damage rule. When compliant treat-
ment is socially efficient (i.e., the cost of compliant treatment is low rel-
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ative to its expected benefit), the court should set damages high so that
the physician will (almost) always compliantly treat and the patient will
(almost) never sue. The results show that, in this case, the MCO chooses
a fee-for-service contract to compensate the physician. On the other hand,
when compliant treatment is socially inefficient (i.e., the cost of compliant
treatment is high relative to its expected benefits), the court should set
damages equal to zero so that the physician will never provide compliant
treatment and the patient will never sue. In this case, the MCO will pay
the physician nothing. Interestingly, the court can obtain this (approx-
imate) first-best outcome regardless of the observability of the contract
terms. In addition, under the assumptions of the model, outcomes under
the efficient damage rule do not depend on which parties an injured patient
is allowed to sue.

The efficient damage rule is used as a benchmark to assess the efficiency
of two commonly used damage rules: the all-or-nothing rule and the loss-
of-a-chance rule. The analysis shows that both rules are inefficient because
they merely attempt to compensate the patient for her loss in the event the
physician does not meet the standard of care. For this reason, the rules
provide inefficient incentives for the physician and the MCO to provide
compliant treatment when it is socially optimal. The resulting inefficiencies
depend on various parameters of the model and are summarized according
to these parameters.

Finally, the model provides insight into the effects of allowing the patient
to sue certain parties. Treatment choices and litigation decisions do not
depend on whether the court allows the patient to sue the physician only,
the MCO only or both. The expected costs of lawsuits effectively are built
into the contract between the MCO and the physician. This result holds
for any damage rule. Rules establishing potential defendants, however,
might affect the type of contract the MCO prefers.

Empirical Investigation

The theoretical results described in the previous section can be extended
to make predictions about how mandatory disclosure rules affect ex ante
expected damages arising from medical malpractice litigation. Specifically,
the theoretical results predict that ex ante expected damages in states
forcing contract disclosure will be (weakly) lower than in states not forcing
disclosure. An empirical study is designed to test this theoretical predic-
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tion. The study uses data on medical malpractice insurance premiums per
physician in the 50 U.S. states for the period 1991-2001 as a proxy for ex
ante expected damages arising from medical malpractice claims. The data
support the prediction that mandatory disclosure laws (weakly) decrease
ex ante expected damages.



