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I. Introduction 

The Swedish compensation system for medical injuries has been suggested as a possible 
model for medical malpractice reform in the United States and in other countries.2 
Patient compensation in Sweden is provided by the Patient Compensation Insurance 
(PCI), a voluntary, contractual administrative mechanism that provides compensation 
without proof of provider fault. The discipline of medical providers is handled by a 
separate Medical Responsibility Board (MRB). The frequency of claims filed per 
physician is at least 50% higher under the PC1 than under the U.S. medical malpractice 
system, but the PC1 is widely accepted by the medical profession. The PC1 costs 
roughly $2.38 per capita, or 0.16% of health care costs in Sweden, whereas U.S. 
medical malpractice insurance premiums account for l-2% of (higher) health care 
expenditures, more than a lo-fold difference. Administrative overhead is 18% of total 
PC1 premiums, compared to roughly 60% in the United States. Recent proposals in 
the United States for a rule of no-fault (strict) enterprise liability for medical injuries 
cite the PCI’s low overhead rate as evidence of the potential savings from switching 
from a negligence rule to a causation-based rule of liability.” In this regard, the PC1 
has also been compared to strict enterprise liability under workers’ compensation, 
which also has a lower overhead percentage than tort liability.4 

The purposes of this paper are three. First, it provides a brief description of the 
structure and experience of the PC1 and the MRB. Second, it explains the PCI’s low 
overhead, using a simple model of optimal litigation effort. This model challenges 
the conventional wisdom that the PCI’s low overhead derives from a no-fault rule of 
liability. More generally, any analogy between no-fault as applied in the PC1 and no- 
fault systems of strict liability-either workers’ compensation or strict enterprise liabil- 
ity for medical injuries-is misplaced. On the contrary, the PC1 experience illustrates 
that a causation-only test for compensability is neither necessary nor sufftcient for low 
overhead costs. Rather, the PC1 achieves low overhead costs by foregoing any attempt 
at deterrence. The MRB, which is totally decoupled from the PCI, is ineffectual. In 
general, low overhead is a very misleading indicator of the efficiency of any insur- 
ance system. 

A third purpose of this paper is to examine lessons from the PC1 for a proposed 
contractual alternative for medical injuries. 5 The fact that patients and providers 
overwhelmingly opt into the PC1 rather than tort suggests that it offers a Pareto- 
superior alternative. However, contractual options are constrained by transactions 
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costs and by the distribution of income, which depend on the status quo tort regime 
and other institutional factors. Thus other countries with very different tort and health 
care institutions could not expect to adopt the PC1 model with similar results. In 
general, statutory tort reform and voluntary contracting are complements, not substi- 
tutes. Moreover, whether the PC1 will survive the opening up of Swedish insurance 
and health care markets to greater competition remains an open question. 

Parts II and III of this paper outline the structure of the PC1 and MRB and 
summarize claims experience.‘j Part IV presents a simple model of litigation effort to 
explain the PCI’s low overhead rate. Part V uses a bargaining model to explain why 
patients and providers may have opted for this type of compensation system, despite 
its apparent inconsistency with theories of optimal liability regimes. Part VI concludes 
the article. Where possible, the PC1 is compared to the U.S. medical malpractice 
system, as the most extreme tort regime. 

II. Structure of the Swedish Patient Compensation Insurance 

The PC1 is a supplementary insurance for medical injuries that is added to compensa- 
tion provided through other social and collective insurances. The basic Swedish social 
insurance scheme covers all citizens for medical expense and wage loss due to illness 
or injury, regardless of cause. Medical care is organized and largely financed at the 
county council level, with services provided through public hospitals and clinics. There 
is a small but growing network of private practitioners. 

Sweden’s fault-based system of tort liability for medical providers resembles medical 
malpractice liability in the United States in its basic structure, but the Swedish tort 
system has changed little during the last century’ and is much less favorable to plaintiffs 
in several respects. Contingent fees, which shift risk from plaintiffs to attorneys, are 
illegal. The custom-based standard of care has allegedly acted as an obstacle to plain- 
tiffs, because of difficulty in obtaining expert testimony.” The standard of proof 
(roughly a 75-85% threshold probability) is higher than the “preponderance of the 
evidence” standard applied in the United States. Swedish tort benefits are subject to 
full collateral source offset, and payments for pain and suffering are at relatively 
modest levels, based on a schedule.’ Trial is by judge, whereas given the choice in 
the United States, most litigants opt for a jury. 

The PC1 was established in 1975 by voluntary contract between the county councils 
and a consortium of insurers, in order to preempt the threat of statutory expansion 
of tort liability, possibly to a form of strict liability. ‘O Private practitioners entered 
into similar contracts and a voluntary contractual Pharmaceutical Insurance (PI) was 
established in 1978. The motivating political concern was lack of patient access to tort 
compensation: Only about 10 patients per year received compensation for medical 
malpractice. ‘I The PC1 provides a simple, administrative source of compensation for 
a subset of medical injuries. Although patients retain the right to sue in tort under 
traditional negligence rules, tort claims have been extremely rare until recently. 

Definition of a Compensable Injuq 

An injury is compensable if (1) by “the preponderance of the evidence” it was caused 
by medical care, and (2) either the treatment was not medically justified or the injury 
could have been avoided, given customary care. The PC1 requires no proof of fault 
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or negligence of an individual provider. Thus from the physician’s perspective, the 
PC1 is truly no fault. From the patient’s perspective, however, the criteria ofcompensa- 
bility are quite similar to traditional custom-based tort standards.‘* Medical causation 
is a necessary but not a sufficient condition. Normal, and even most abnormal, risks 
of standard medical care are explicitly not compensable. The criteria for compensabil- 
ity are defined in some detail in writing and are revised periodically, balancing pres- 
sures for compensation against cost control. 

Compensation 

The PC1 offers benefits comparable to those available through tort in order to deflect 
tort claims. Compensation follows tort principles of full compensation for economic 
loss with scheduled payments for noneconomic loss based on the claimant’s age and 
injury severity. As in the Swedish tort system, there is full offset ofbenefits payable from 
other public and mandatory insurances, which in Sweden provide very comprehensive 
coverage of wage loss and medical expense. Payment levels for noneconomic loss are 
modest by U.S. and even most European standardsi and are payable only if there is 
a physical injury. 

Administration 

To file a claim, the patient completes a simple form, often with the assistance of 
hospital or clinic personnel. Claims are administered by the monopoly consortium of 
insurers.i4 Patients may appeal from the insurer’s decision to a Patient Claims Panel 
that includes two patient representatives and two provider representatives. The panel’s 
decisions are merely advisory but have been followed by the insurer consortium in 
the relatively few cases (roughly 107) o in which the panel rules against the consortium. 
The patient may further appeal to binding arbitration under the general Swedish 
arbitration system. Proceedings of the panel and arbitration are closed to the public 
and the pressi and the evidence is usually submitted in writing, with oral presentation 
requiring special permission. Medical experts are used as independent advisers to 
the insurer or panel, at their discretion, rather than as representatives in an adversarial 
process. Patients typically do not have attorney representation unless the case goes 
to arbitration. Contingent fees are banned. 

Financing 

The PC1 is financed by premiums paid by county councils and by private physicians 
and other professionals. Premiums are assessed on a flat per-capita basis for each 
county council, regardless ofclaims experience. These assessments are adjusted retro- 
actively as costs are incurred, including full pass-through of the insurers’ expenses. 
Thus the functions of the insurer consortium are purely administrative: It retains 
none of the underwriting and risk-bearing functions that are fundamental to liability 
insurance in competitive insurance markets. 

Deterrence 

The PC1 was designed to provide compensation without regard to deterrence. Individ- 
ual providers suffer no moral blame, financial loss, or reputation loss as a result of 
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successful claims. Although clinics and hospitals are informed about their claims 
experience, the responsible individuals and the causes of the avoidable injury are not 
identified. The PC1 database so far lacks sufficiently detailed information to be used 
for risk management. Patients can file claims with the MRB, which, following investiga- 
tion, may result in a reprimand or a warning to the provider. This has no financial 
consequence for the physician or the patient. No information flows between the MRB 
and the PCI. This decoupling of compensation and deterrence is said to be necessary 
to maintain physician cooperation in patient compensation through the PCI. 

III. Claims Experience 

Claim Frequency 

The number of claims filed per year increased steadily from 682 in 1975 to 4799 in 
1985,‘” then dropped to an average of 3317 per year for 1986-1991. Espersson (1992) 
estimates that about 5500 claims were filed in 1992.” This is a huge increase relative 
to 10 paid claims a year under the pre-1975 tort system, and much more than the 
1000-1500 annual filings initially projected for the PCI.‘” The proportion receiving 
payment declined from 55% for the period 1975-1986 to 18% for claims filed during 
1986-1991 (Table 1) but is estimated at 40% for 1992.” The decline in claim filings 
and in percent compensated during the late 1980s suggests that standards of compen- 
sability were significantly tightened. ” The 1992 estimates imply some relaxation. 

Claim frequency is roughly 2 1 claims per 100 physicians per year, or 50% higher than 
the U.S. figure of 13-16 claims per 100 physicians. *’ These estimates are approximate 
because the Swedish system does not allocate claims to specific personnel, and figures 
for the United States differ across regions and over time. 

Claim Severity 

The average payment per paid claim (claim severity) and its rate of growth cannot 
be calculated from the available data. 22 However, reports for specific years indicate 
much lower payment levels than in the United States. For 1987 Rosen et al. (1992) 

TABLE 1. Number and cost of claims under the PC1 

Jan. I975- July 1986- Jan. 1975- 
July 1986 Dec. 1991 Dec. 1991 

Total claims 
Resolved 
Number compensated 
(% of resolved) 
Denied compensation 
(% of resolved) 
Total cost of payout” (SEK) 
Cost per paid claim (SEK) 

44,647 18,243 62,890 

40,306 18,666 58,972 

22,252 3,354 25,606 
55.2 18.0 43.4 

18,054 15,312 33,366 
44.8 82.0 56.6 

478m 380m 858m 
21,226 113,298 33,508 

Sources: Oldertz (1986, p. 655-656) footnote 11; Espersson (1992, p. 23-24) footnote 19. 
“Ibtal cost and total cost per paid claim are summations of current SEK. Without conversion to constant SEK, 

they understate the current value of total payout since 1974. 
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report an average cost per paid claim of SEK 38,000 (US $5,429), and SEK 680,000 
(US $97,143) for the most severe disability category (over 30% disability).‘J For the 
United States, the mean payment per paid claim was roughly $120,000 in 1986, 
although the median was much lower.24 

Pain and suffering accounts for 74% of total payments made by the PC1 and the 
PI (Table 2). This reflects the comprehensive coverage of economic loss through other 
social insurance. The great majority of claims are minor. Only 4% of paid claims 
involved permanent disability of more than 30% or death,2” but these cases accounted 
for 4 1.6% of compensation paid for injuries that occurred in 1987. This concentration 
of payments in a very small percentage of severe injury cases is comparable to the 
United States, where 5% of paid claims receive 49% of dollars paid.2G 

Appeals and Tort Claims 

The number of appeals to the Advisory Panel increased from 2.5% of claims resolved 
prior to 1986 to 4.1% ofclaims resolved through 1991 (Table 3). Over the same period 
the number appealed to arbitration increased sixfold but is still very low in absolute 
terms (33 of the 58,972 resolved claims). Of the 990 appeals to the panel, the panel 
concurred with the consortium in about 90% of cases and reversed in 10%. This 
percentage has remained stable over time. The plaintiff’s chances of winning at 
arbitration have remained roughly 20%. The number of tort claims has also increased, 
from 5 through 1986 to 35 through 1992. 27 The plaintiff has won in three cases, lost 
in seven, and the remainder are still undecided.28 

TABLE 2. Percentage distribution of cumulative payout under PC1 and PI by category of loss 

Jan. 1975- 
July 1986 

Jan. 1975- 
Dec. 1991 

Pain and suffering 68 74 
Income loss 15 13 
Medical costs 15 11 
Death 2 2 
Total 100 100 

Sources: Oldertz (1986) footnote 11; Espersson (1992) footnote 19. 

TABLE 3. Appeals, arbitration, and tort claims: cumulative 

Jun. 1975- Jan. 1975- 
July 1986 Dec. 1991 

Appeals to panel 
(Percent of resolved claims) 
Arbitration 
(Patient win) 

990 2,440 
2.46% 4.14% 

(I? (36; 
Tort claims 5 35 

Sources: Oldertr (1986) footnote 1 I; Espersson (1992) footnote 19. 



458 The Swedish Patient Compensation System: Myths and Realities 

Premiums 

PC1 premiums were roughly SEK 16.7 (US $2.38) p er capita, or 0.16% of health care 
spending, which was SEK 11,000 (US $1,57 1) p er capita in 1989.2g By contrast, medical 
malpractice insurance premiums in the United States are l-2% of total health care 
spending, or roughly a IO-fold difference as a proportion of health expenditures, 
which are larger in the United States.‘” The higher claim frequency in Sweden is thus 
more than offset by lower claim severity, due to collateral source offset (which is 
cost shifting, not real cost reduction), lower payments for pain and suffering, and 
lower overhead. 

MRB Claims 

The number of complaints filed with the MRB-roughly 1,400 per year”‘-is about 
one fourth of the 5,500 annual filings with the PCI. Of these MRB claims, roughly 
60% are deemed to have sufficient substance to be taken up by the board, and lo-15% 
receive some sanction. 

Comparing the number of paid PC1 claims with the number of patient-initiated 
MRB filings provides a very rough measure of the loss in deterrence that results 
from decoupling compensation from deterrence. If all cases compensated by the PC1 
involved some medical error, and noting that 25% of MRB claims were not potentially 
compensable, since the only allegation was impolite treatment, there is a large gap 
between the roughly 2,200 compensated PC1 claims per year, 600 cases reviewed by 
the MRB (with allegations beyond impolite treatment), and 80-120 that result in a 
reprimand or warning. This discrepancy, roughly 1 sanctioned MRB case per 20 
compensated PC1 claims, provides a measure of the loss in potential deterrence that 
results from separating discipline and compensation in Sweden.% 

Comparing the number of sanctioned MRB claims in Sweden with the number of 
paid malpractice claims in the United States (assuming that 50% of the 16 malpractice 
claims per 100 physicians in the United States result in payment to the plaintiff), the 
frequency of MRB claims per 100 physicians in Sweden is about one third of the 
frequency of malpractice claims per 100 physicians in the United States. The number 
of sanctioned MRB claims is about 11% of the number of paid malpractice claims per 
physician in the United States. This contrasts with a rate of PC1 claims for compensation 
that is 50% higher in Sweden than in the United States. Of course, these comparisons 
do not indicate the success of either system in sanctioning or deterring true negligence, 
because the number of negligent injuries is not known and cannot be inferred directly 
from the number of claims.33 

IF Overhead Costs 

The administrative cost of the PC1 was 18% of premium in 1992; this implies that 
over 80% of PC1 insurance premiums reaches patients as compensation, compared 
to roughly 40% of the U.S. malpractice insurance premium.34 The Swedish figure 
would probably be even lower if costs and benefits paid under social insurance were 
included. However, these figures are misleading because they focus on compensation 
and omit the deterrence functions of the tort system. The information generated and 
deterrence signals sent by the PC1 and MRB combined are surely less than in the 
U.S. tort system, although whether these deterrence benefits outweigh the higher 
costs is an open question. 
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More fundamentally, overhead cost as a percentage of premiums is meaningless as 
an indicator of the efficiency of an insurance system that is subject to moral hazard, 
that is, where the availability of insurance affects behavior and hence the frequency 
of injuries and claims. In competitive insurance markets, insurers have incentives to 
invest in loss prevention and claims control if the marginal savings (in injuries pre- 
vented or unwarranted payments averted) justifies the marginal overhead cost.95 For 
example, if a liability insurer simply pays every claim filed at the amount requested 
by the plaintiff, overhead expense is minimal, benefit payments are high, and the 
overhead ratio is very low. Conversely, if an insurer provides loss prevention and risk 
management services to insureds and litigates claims that appear frivolous, this results 
in higher overhead, lower loss payments, and a higher overhead percentage. Efftciency 
may nevertheless increase (real social costs are lower) ifthese investments in loss control 
reduce the frequency of injuries and invalid claims. Thus the overhead percentage is 
a very misleading measure of the true social overhead, which includes the unobserved 
deadweight loss due to nonoptimal rates of injuries and claims.96 

As argued earlier, the PC1 does not owe its low overhead percentage to use of a 
causation-only test for compensability. A more plausible explanation derives from a 
simple model of expenditure on litigation as a rational investment by the litigants. 
The magnitude of this investment reflects expected costs and benefits. For the defense, 
the objective function may be written 

Min p(x)A + wx, 
X 

where x is the input of litigation effort, w is the cost per unit, p is the probability of 
a plaintiff verdict, with pX < 0, and A is the expected award at verdict. Minimizing 
with respect to x and rearranging yields 

wx 
---g = -E,,x. 

In equilibrium, the ratio of litigation expense to benefit payments is equal to the 
elasticity of expected payout with respect to effort, E,,,. A similar relationship can be 
derived for the plaintiff, assuming that the objective is to maximize the expected 
payoff, net of attorneys’ fees. 37 Thus, the key to reducing litigation expense is to 
reduce the parties’ expected payoff on these investments, E,,,. 

Applying this simple model, the PC1 owes its low overhead rate to the following 
several factors that reduce all parties’ incentives to invest in litigation: 

a. Written rules of compensability and damages. The use of written rules reduces uncer- 
tainty and the ability to influence the outcome, thereby reducing incentives to invest 
in litigation. 3x The contractual basis of the PC1 may permit it to be both more specific 
than common law and more flexible in adapting to change than statutory schemes. 
Administration by a single consortium may result in more consistent decisions than 
occurs with heterogeneous judges and juries. 

b. Elimination of provider-specific liability. Elimination of provider-specific liability, 
including financial responsibility and the terminology of fault, are probably the most 
critical features leading to prompt and nonlitigious claim resolution. Under the PCI, 
providers have no incentive to oppose compensation; indeed, by supporting rather 
than opposing the patient’s case, they may actually reduce the likelihood that the 
patient files a disciplinary charge against them with the MRB. 
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Equally important is the absence of experience-rated premiums. Provider coopera- 
tion would surely be less complete and litigation more extensive if the negligence 
rule had been replaced by strict provider liability with experience-rated premiums, 
as in enterprise liability proposals. The elimination of all feedback about individual 
physicians from the PC1 to either their employers or to the MRB eliminates indirect 
sanctions or reputation costs. Lack of public access to decisions or deliberations of 
the panel or arbitration also reduces the risk of adverse publicity for providers, making 
them more willing to cooperate. 

Thus on the defense side, the key to low litigation expense is that individual provid- 
ers have no personal stake in the outcome. They therefore invest nothing themselves 
and put no pressure on insurers to oppose patient compensation. 

c. Simplified procedures/limited patient tights. The reduced factual inquiry to determine 
compensability, the simple administrative procedures for filing and adjudication, and 
relying on written rather than oral evidence reduce costs relative to formal tort pro- 
ceedings. 

However, these simple rules reduce litigation expense by providing patients very 
little opportunity for redress against the insurers’ decisions. Dejure patients can appeal 
to the Advisory Panel and to arbitration, or file a tort claim. But de facto they probably 
would have difficulty obtaining a medical expert; they would bear their own legal 
costs (unless covered by homeowners’ insurance or legal aid); the lack of public access 
to PC1 decisions and decision making probably reduces patients’ information and 
ability to influence the system, as does the fact that oral representation is generally 
not permitted. Thus, the minimal litigation expense incurred by patients and low 
appeal rates may reflect low expected payoff from appeal, rather than a high level 
of satisfaction with the insurers’ decisions. 

However, any dissatisfaction with the PC1 rarely spills over into tort litigation because 
the PC1 is structured to offer patients a higher expected net payoff (higher probability 
of compensation and lower costs) than does Swedish tort. Thus Swedish patients 
voluntarily opt for the PCI, although their rights are very limited compared to those 
of a U.S. tort plaintiff. 

d. Noncompetitive liability insurance. Operation of the PC1 by a monopoly insurer 
consortium weakens competitive pressures to control costs by claims control and loss 
prevention services, underwriting, and experience rating of premiums. These services 
raise measured overhead costs, but total social costs should be lower due to more 
than offsetting reduction in injuries and invalid claim payments, and incentives for 
efficient administration.” 

e. Lack of competition in health care markets. Providers’ acceptance of flat-rated premi- 
ums is facilitated by the lack of campetition in the health care market that prevailed 
in Sweden until recently. The 1992 health care reforms introduce greater freedom 
of choice for patients, prospective payment of hospitals, and capitation of primary 
care physicians, all of which increase the incentives of providers to control their own 
costs and to compete for patients. Cost-sensitive providers are more likely to demand 
experience-rated premiums and to resist the payment of claims that they deem unwar- 
ranted. The reforms are too recent to evaluate full effects. In any case, demand for 
experience rating may remain muted as long as PC1 premiums remain low and are 
passed through directly in county council taxes, rather than being allocated as a cost 
to individual hospitals and clinics. The point here is that if other countries seek to 
retain deterrence and operate competitive health care and liability insurance markets, 
they cannot expect to match the PCI’s low overhead rate. 
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V. Is the PC1 an Efficient Contractual Alternative? 

Since patients and providers overwhelmingly opt into the PCI, it presumably offers 
a Pareto-improving alternative relative to the tort system. More generally, some fea- 
tures of the PC1 are consistent with theoretical predictions of efficient contracts for 
injury compensation. For example, the written criteria of compensability reduce 
uncertainty and incentives for litigation. The structure of damage payments is gener- 
ally consistent with theories of optimal compensation. Payments for pain and suffering 
are determined by a schedule based on the plaintiff’s age and injury severity. The 
amount of payment for future damages is determined at the time of claim disposition4” 
but is paid as an annuity if the award is a significant fraction of the injured person’s 
support, with adjustment if circumstances change. However, this cannot be attributed 
solely to efficient contractual choice, since Swedish tort benefits follow a similar struc- 
ture, and the PC1 must match tort benefits in order to preempt tort claims. 

Other features of the PC1 are inconsistent with theoretical predictions about contrac- 
tual choices for compensability and damages. Economic analyses generally conclude 
that compensation for pain and suffering is of relatively low or zero value.4’ Such 
theories cannot readily explain the choice to operate a system whose primary function 
is to pay compensation for pain and suffering. The PC1 structure is also inconsistent 
with the prediction that the contractual choice of liability rule would be either no 
liability (and no compensation except from private or social insurance) or liability for 
willful harm or gross negligence.42 

Moreover, providing compensation conditional on medical causation but with no 
link to deterrence is contrary to the conclusion that ifcompensation is the sole objective 
it is more efficiently provided through first-party private insurance or social insurance 
(Danzon, 1985, footnote 26). Indeed, since the PC1 is supplementary to a general 
social insurance system and is financed by a per-capita premium that is ultimately 
funded largely through the income tax, a more efftcient solution would appear to be 
to expand the social insurance program, thereby eliminating the cost of operating 
the PCI. The PC1 selects for additional compensation injuries that are caused by 
inappropriate medical care, whereas the unlucky outcomes of disease or appropriate 
medical care receive only the basic social insurance. The theory of optimal compensa- 
tion-and the PC1 is solely a compensation mechanism-provides no justification for 
higher compensation, including payments for pain and suffering, depending solely 
on the cause of the injury. 

These predictions arise in a Coasian world, with perfect information and zero 
transactions costs, in which the contractual alternative to tort liability would be 
designed to minimize the real social costs of medical injuries, including the utility 
costs of injuries, preventive measures, litigation, and other overhead. In reality, con- 
tracting is constrained by the income distribution implied by the prevailing tort regime, 
by other institutional constraints, and by transactions costs. 

The PC1 contractual choice can be modelled by modifying the standard model of 
out-of-court settlement, since settlement is a case-specific contractual choice. Assume 
initially that intermediaries are perfect agents and that patients and providers are 
homogeneous and risk neutral, with state-independent utility, so we can model the 
bargain as between a representative risk-neutral patient and physician. Assume full 
internalization of all costs and benefits. The patient’s minimum ask is defined by the 
patient’s expected tort benefits, including expected net gain from statutory expansion, 
minus any net change in litigation costs, plus any net change in expected future injury 
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costs (deterrence): 

X’ = PiA!! = pi& - (Cl - Cl) + (D: - D!!), (1) 

where Xi is the patient’s minimum ask, p is the probability of payment conditional 
on an iatrogenic injury, A is the expected award, C is litigation costs, and D is expected 
future deterrence benefits net of prevention costs. Subscripts a and t denote the 
contractual and tort alternatives, respectively, and superscripts i and j denote patient 
and physician, respectively. The physician’s maximum offer XJ is equal to the physi- 
cian’s expected costs of tort, plus the expected change in monetary and nonmonetary 
costs of litigation, 

XJ = p!A’g = piAi + (Ci - C;) + (D{ - DJd), (2) 

where D is the physician’s psychological or nonmonetary costs of litigation. The 
bargaining range is 

xj - xi = p&i - p;& + (~4 - cl) + (Cl - C:) + (Dl - DB) + (D: - D:). (3) 

If the parties have equal expectations of the tort outcome, the bargaining range is 
the sum of the net reduction in litigation expenditure to both sides, plus the reduction 
in the physician’s psychological costs, minus any reduction in expected deterrence 
benefits to patients: 

Xj - Xi = AC’ + ACJ + ADJ + AD’. (3’) 

Although the potential gain from contracting out AC’ + ACJ + ADJ + AD’ is assumed 
here to be fixed, a more complete model would treat this as endogenous. In the absence 
of constraints, the parties would select the contractual alternative that maximizes these 
potential gains. Since these terms can be expanded to include the costs of injuries, 
prevention, and overhead, maximizing this bargaining range is equivalent to minimiz- 
ing the full cost of injuries. Conditional on this choice, the potential for a mutually 
advantageous bargain is greater with larger savings in litigation costs and reduction 
in physicians’ psychological costs under the contractual alternative, and with smaller 
reduction (or larger increase) in expected deterrence benefits to patients. 

The simplest prediction is that the patient’s expected payoff under the contractual 
alternative, Z, lies midway between the minimum ask and the maximum offer: 

z = p,A, + 1/2(AcJ - AC’ + ADJ + AD’). (4) 

Thus if AC’ = ACJ, patients’ expected recovery under the PC1 is equal to their expected 
net recovery under tort, plus one half of any reduction in psychological costs to 
physicians net of the reduction in expected deterrence. 

This model assumes that patients face the contractual choice before treatment, so 
all expected deterrence effects are internalized. If, as in Sweden, patients make the 
choice after the occurrence of an injury, any expected future deterrence benefits 
flowing from the choice by an individual patient are diluted over the entire patient 
population, so Di is negligibly small. But D, and AD’ are also negligible, assuming 
negligible deterrence under the Swedish tort system. 

This model implies that the contractual alternative would seek to minimize litigation 
costs and psychological costs to physicians. The structure of the PC1 seems consistent 
with this model. By eliminating the concepts and inquiry into physician fault or 
negligence, Da was reduced to zero. This eliminated provider incentives to oppose 



PATRICIA M. DANZON 463 

patient compensation, thereby reducing Cr, to zero. This, and changes in the adminis- 
trative process, essentially eliminated CL. Most of the gain to patients was taken in 
the form of an increase in p, the probability of compensation, not because the rules 
of compensability were radically changed but because patients gained access to com- 
pensation to which they were in theory entitled under tort, but which in practice was 
obstructed by high costs of litigation. There was also some modest expansion of the 
criteria of compensability. 

It is not surprising that more expansive criteria of compensability-including basing 
compensation solely on the needs of the injured party, the rarity or seriousness of 
the complication, or failure to achieve a desired result-were rejected, as was a 
causation-only test.4” Although the reasons given for rejecting more expansive 
standards-ambiguity, unreasonable cost allocation, and magnitude of cost-may well 
be valid, the decisions are also consistent with the hypothesis that such changes were 
outside the bargaining range. Similarly, any demand for increased deterrence would 
probably have increased litigation and psychological costs, and hence eliminated any 
potential gains from trade. 

Nevertheless, certain puzzles remain. The fact that patients traded any attempt at 
deterrence for increased frequency of compensation for noneconomic loss appears 
inconsistent with economic theory, which predicts that such compensation is of less 
value than deterrence or lower taxes. Several possible explanations that are not 
mutually exclusive come to mind but cannot be developed here. First, the theory is 
wrong and attempts at deterrence are simply not worth their high litigation and 
psychological costs. Second, taxpayers are plausibly ignorant of net effects of the PCI, 
since the budget costs are largely hidden through collateral source offset, and the 
foregone deterrence benefits are hard to measure and are reduced by collateral 
source offset. Third, taxpayers and patients are not homogeneous; a political economy 
analysis could reveal a mismatch between the incidence of taxes, the incidence of PC1 
benefits, and political influence. Fourth, the insurers and county councils may have 
acted as poor agents, misrepresenting the potential benefits to patients from deter- 
rence, preferring a system that assures a quiet life for providers and for the insurer 
consortium that designed and operates the system. 

VI. Conclusions 

The total budget cost of the Swedish PC1 is much lower as a percentage of gross 
national product or health care spending than the comparable cost of the U.S. tort 
system primarily for two reasons. First, the Swedish tort system shifts most economic 
loss to other social insurance through collateral source offset; second, because the 
Swedish tort system is much less generous to patients than the U.S. tort system, the 
PC1 can offer modest payments for noneconomic loss and limited rights to patients, 
while still inducing them to opt into the contractual alternative. 

Use of a causation-only test of compensability is neither necessary nor sufftcient for 
the PCI’s low overhead cost; hence, analogies between the PC1 and strict enterprise 
liability are misplaced. From the patient’s perspective, the criteria of compensability 
under the PC1 are quite similar to those of a custom-based negligence rule. But from 
the provider’s perspective, the PC1 is truly no fault and no liability. Low overhead costs 
are achieved primarily by foregoing any link between compensation and deterrence, 
including the information gathering necessary for risk management and quality con- 
trol. Although the MRB and other incident reporting requirements in theory provide 
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alternative mechanisms for sanctioning medical negligence, in practice these appear 
to be weak. Whether or not any loss in deterrence incentives outweighs the reduction 
in litigation costs is an unanswered question. However, it is this trade-off between 
deterrence and litigation costs that is the fundamental efficiency issue in the decision 
to totally decouple compensation and deterrence as in the Swedish Patient Compensa- 
tion system. 

Certain features of the PC1 could in theory be adopted in other countries with 
minimal if any loss in deterrence potential. Scheduled damages could be used to 
reduce litigation within the tort system, as they are in Sweden, since the uncertainty- 
reducing advantages ofwritten rules are largely independent of the substantive content 
of the rules and the forum of adjudication. However, in other countries whose tort, 
insurance, and health care systems are very different from those of Sweden, the 
bargaining range for reform is likely to rule out the more radical elements of the 
Swedish model as a reform option, at least with comparably low costs. Tort reform 
and voluntary contractual alternatives in practice are complements, not substitutes. 
However, if the very same elements that limit the bargaining range for contractual 
alternatives also apply to statutory tort reform (with further constraints to reflect the 
interests of attorneys), then the prospects for change seem bleak. 
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