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Overview

• Problems

• Key features of reform proposalsKey features of reform proposals

• Private health insurance market issues and problems

• Public plan option

• Reform, adverse selection, and incentives for healthy y
behavior
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Problems:  cost and cost growth

• High cost of medical care

17% of U.S. GDP

About $8,000 per capita

About 50% higher than next highest developed country

Debate over quality and value (life expectancy, cancer survival, 
preventive, waiting time)

• Cost growth (per capita expenditure):  1997-2007

6.1% annual growth rate 

2.4% real annual growth rate (above inflation rate)
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U.S. health expenditures, 1961-2007
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Per capita expenditures in 2007 (U.S. p.p.p.)
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Per capita expenditure growth, OECD, 1997-2007
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Distribution of health expenditures, OECD, 2006
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U.S. average annual premiums, 2008

35%$10 000

28%

35%

$8 000

$10,000 

Individual Single Premium

Individual Family Premium

21%

28%

$6,000 

$8,000 

um

Denial Rate

14%$4,000 

$ ,

D
en

ia
l R
at
e

A
ve
ra
ge

 P
re
m
iu

7%$2,000 

A

Average premiums
Individual single:   $2,985

0%$0 

Individual family:  $6,328
Employer single:    $4,824
Employer family:  $13,375  

8

18‐24 25‐29 30‐34 35‐39 40‐44 45‐49 50‐54 55‐59 60‐64

Age



Problems:  the uninsured and access

• 46 million uninsured (population of just over 300 million)

• Access to acute care (emergency) without regard to ability to 
( bill d)pay (many are billed)

• Financial hardship

Ad ff t h lth d l it ( it d t i )• Adverse effects on health and longevity (magnitude uncertain) 

• Characteristics of the uninsured (approximate)
10 million non citizens (half unauthorized)10 million non-citizens (half unauthorized)

15 million eligible for free Medicaid coverage but have not signed up

10 million eligible for coverage at work or through spouse but have g g g p
not enrolled

11-12 million have incomes > 300 percent of federal poverty level
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Characteristics of the uninsured, 2007-08, 48 states
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Problems:  Federal healthcare deficit

Projected Medicare deficit (year-end 2008, 75 years)

$38.7 trillion (present-value)
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What does this mean?

• $38.7 trillion (Trustees estimate)
2.6 times 2008 GDP

$249 000 d 16 64$249,000 per person aged 16-64

• $26.9 trillion (hospital and non-hosp. excess of GDP growth)
1 9 times 2008 GDP1.9 times 2008 GDP

$177,000 per person aged 16-64

$4,700 per covered worker per year  (75 years)p p y ( y )

$114,000 for new worker expecting to work 40 years

• U.S. public debt outstanding, 7/30/09
$7.2 trillion

50% of GDP; $47,000 per person
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General features of reform proposals

• By 2013 or 2014, most legal residents will be required to 
have health insurance that meets minimum requirements 
specified by the federal government.specified by the federal government. 

• Eligibility for the taxpayer funded Medicaid program will 
be expanded (150% of FPL in House bill 133% Senate)be expanded. (150% of FPL in House bill, 133% Senate)

• Substantial premium subsidies will be provided to lower-
to-moderate income buyers (up to 400% of FPL)to-moderate income buyers (up to 400% of FPL).

• Apart from small establishments, businesses will either 
have to offer health insurance to workers and contributehave to offer health insurance to workers and contribute 
much of the cost, or pay some amount of tax or fine.  

13



Maximum premiums, family of four
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General features, cont.
People not covered through employment based• People not covered through employment-based 
coverage, Medicare, or Medicaid will be able to buy 
coverage through a new “health insurance exchange” or g g g
state-level exchanges (as in Mass.)

• The government will determine standardized coverage 
options.

• Health insurers will have to accept all applicants 
regardless of health status without excluding coverageregardless of health status, without excluding coverage 
for preexisting conditions.

• Premium rates will be allowed to vary only by geographic• Premium rates will be allowed to vary only by geographic 
region and, within a restricted range, a person’s age (plus 
smoking in Senate bill).

• Public plan option, co-ops
15



Paying for coverage expansion, 10-year projections, 
$billions$

House Senate
Total cost $1,052 $848$ , $

Medicaid expansion $425 $374
Premium subsidies $610 $349

Income tax surcharge ($500k +) $461 -
Medicare tax ($250k +) - $54
Tax on high cost health plans $149Tax on high cost health plans - $149
Tax on health, drug, and device co. $20 $101
Individual and employer penalties $168 $36p y p $ $
Medicare spending reductions $396 $436
Impact on deficit -$138 -$130

16
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Effects of reform proposals on the healthcare deficit

M di di ill f h f M di id• Medicare spending cuts will pay part of the cost of Medicaid 
expansion and health insurance premium subsidies for people 
with low income

• Medicare deficit will decline – but total healthcare deficit won’t, 
or at least not by mucy

• Implications
Congress will have to revisit spending within a few years

Medicare will compete with expanded Medicaid and subsidizedMedicare will compete with expanded Medicaid and subsidized 
health insurance for funding

Unless something changes, a combination of significant spending 
cuts, tax increases, and enrollee premium increases will be needed
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Uncertainty about spending and effects of reductions

In his November 19 commentary on the Senate bill 
projections, CBO Director Douglas Elmendorf stated that 
extrapolations beyond 10 years indicate that Medicareextrapolations beyond 10 years indicate that Medicare 
spending growth will average 6 percent over the next two 
decades (2 percent real growth per beneficiary), compared 
with annual growth of 8 percent the past two decades (4 
percent real growth per beneficiary).  He concluded : 

Whether such a reduction in the growth rate could be 
achieved through greater efficiencies in the delivery of 
health care or would reduce access to care or diminish 
the quality of care is uncertain.
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Private health insurance: the AFL-CIO view

Health Insurance Profits Soar as Industry 
Mergers Create Near-Monopoly

by Mike Hall, May 27, 2009

Profits at 10 of the country’s largest publicly traded health insurance 
i 428 t f 2000 t 2007 hilcompanies rose 428 percent from 2000 to 2007, while consumers 

paid more for less coverage. One of the major reasons, according to 
a new study, is the growing lack of competition in the private health 
insurance industry that has led to near monopoly conditions in many su a ce dus y a as ed o ea o opo y co d o s a y
markets.

The report says such conditions warrant a Justice Department 
investigation and says Sen Charles Schumer (D N Y ) provideinvestigation and, says Sen. Charles Schumer (D-N.Y.), provide 
compelling evidence of the need for a public health insurance plan 
option as part of the health care reform initiative President Obama 
and Congress are developing.
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President Obama’s speech before Congress  
“M d A i th i i l t di th t“More and more Americans pay their premiums, only to discover that 
their insurance company has dropped their coverage when they get 
sick, or won’t pay the full cost of care.  It happens every day.”

“O f Illi i l t hi i th iddl f h th“One man from Illinois lost his coverage in the middle of chemotherapy 
because his insurer found that he hadn't reported gallstones that he didn't 
even know about. They delayed his treatment, and he died because of it.”

“Another woman from Texas was about to get a double mastectomy 
when her insurance company canceled her policy because she forgot to 
declare a case of acne. By the time she had her insurance reinstated, 
her breast cancer had more than doubled in size That is heart breakingher breast cancer had more than doubled in size. That is heart-breaking, 
it is wrong, and no one should be treated that way in the United States of 
America. (Applause.)” 

High market concentration "makes it easier for insurance companies to 
treat their customers badly—by cherry-picking the healthiest individuals 
and trying to drop the sickest; by overcharging small businesses who 
have no leverage; and by jacking up rates "

20
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Competition and choice

E i f l• Economies of scale

• Concentration in individual and small group markets

M lti l h i i ll t t i l di f fit i• Multiple choices in all states, including from non-profit insurers

• Employer-sponsored share about 85%

• Over half of employer market is self insured lots of• Over half of employer market is self-insured, lots of 
competition for administrative services

• Federal Employees Health Benefits Program and Medicare p y g
prescription drug program illustrate competition and choice

• Antitrust exemption for the “business of insurance” if state 
l t ti it (bill ld l)regulates activity (bills would repeal)

Price fixing is illegal

Mergers subject to normal antitrust scrutinyMergers subject to normal antitrust scrutiny

Exemption has no impact on health insurance pricing 
21



Publicly-traded health insurers’ profit margins
Fortune industry rankings: net income as % of revenuesFortune industry rankings:  net income as % of revenues

2005 2006 2007 2008
Net income margin 7.1% 5.8% 6.2% 2.2%g
Industry rank 21 33 28 35

Fortune shows rankings for approximately the top 50 industries out of about 75 total industries. 
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Public Co. (GAAP) Non-profit Blues (SAP)

2008 2007 2008 2007

Premiums ($bill.) $251.8 $230.8 $99.5 $93.0

Medical loss ratio 82.9% 81.6% 86.5% 87.3%Medical loss ratio 82.9% 81.6% 86.5% 87.3%

Admin. expense ratio 18.0% 16.8% 11.9% 12.2%

Net income / revenues 3.1% 5.3% 1.4% 1.0%
A.M. Best Co., U.S. Health: 2008 GAAP Review, May 4, 2009; U.S. Health – Blue Cross Blue Shield 2008 Market 
Review, August 10, 2009
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CEO compensation:  Graef Crystal analysis, Aug. 12, 2009
C i ith k t b $5 bill (t d t l f iCompanies with market cap above $5 bill. (trend controls for size 
and options/total pay)
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Incentives for fair dealing
• What happens if an insurer systematically seeks to cancel pp y y

policies, deny, or underpay claims?
It damages its reputation with existing and potential employers, 
employees individual customers hospitals and doctorsemployees, individual customers, hospitals ,and doctors

It gets in trouble with regulators, with fines and other penalties

It gets sued by lots of policyholders, including the potential for very g y p y , g p y
large punitive damage awards if it deals in “bad faith”

It can be sued through class action lawsuits, which can produce 
very large damage claims defense costs and settlementsvery large damage claims, defense costs, and settlements

It makes hospitals and physicians unhappy, reducing its ability to 
negotiate contracts and favorable reimbursement rates

• Would this be a sound business model?

• Mistakes and intentional stinting happen, but a company does 
not get large and prosper by screwing its customersnot get large and prosper by screwing its customers
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California Dept. of Managed Health Care:  2008 Complaint 
Results

• 6 plans with enrollment > 
400,000

Issue Count
Access 115

Benefits/coverage 1405

Claims/financial 1475• 15.6 million members

• 3,864 complaints

2 47 complaints per 10 000

Claims/financial 1475

Enrollment 322

Care coordination 474

Plan attitude/service 319• 2.47 complaints per 10,000 
members

Plan attitude/service 319

Provider attitude/service 103

• Independent medical reviews (IMRs)Independent medical reviews (IMRs)
• 5 plans with enrollment > 400,000; 14.9 million members
• 1,900 IMRs resolved

Category Withdrawn Upheld Overturned
Experimental/investigative 104 248 163
Medical necessity 294 477 381y
ER reimbursement 120 50 63

26http://www.hmohelp.ca.gov/library/reports/complaint/2008.pdf



The rescission controversy
• Common law statute (contracts of “utmost good faith”)• Common law, statute (contracts of utmost good faith )

Contract invalid if material misrepresentation or concealment

Insurer must prove intentional concealment; need not proveInsurer must prove intentional concealment; need not prove 
intentional misrepresentation 

State variations, including some that require relation to cause of the 
loss or claimloss or claim

• Helps encourage accurate disclosure / deter fraud

• Lowers costs premiums and speeds coverageLowers costs, premiums, and speeds coverage 

• Discipline:  (1) reputation, (2) regulation, (3) litigation

• States can take action to tighten criteria or otherwise changeStates can take action to tighten criteria or otherwise change 
the rules

• House and Senate bills would require proof of intent / fraud
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• 13 cases (at least 5 reinstated)
Diagnosis after application (reinstated after appeal)g pp ( pp )

Misdiagnoses / diagnosis not disclosed to patient (2)

Agent  misrepresentation (2)

Misrepresentation or concealment unrelated to claim (5)

Rescission of family coverage based on applicant misrepresentation (2)

Applicant  previously treated for Barrett’s Esophagus  who did not disclose pp p y p g
“stomach or ulcer symptoms”
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Fact-checking
Th [Illi i ’ ] d d' i t t tifi d h b thThe [Illinois man’s] deceased's sister testified . . . her brother 
received a prescribed stem-cell transplant within the desired 
three- to four-week "window of opportunity" from "one of the 
most renowned doctors in the whole world on the specificmost renowned doctors in the whole world on the specific 
routine," that the procedure "was extremely successful," and that 
"it extended his life nearly three and a half years.”

The [Texas] woman's testimony at the June 16 hearing . . . 
suggests that the dermatologist's chart may have described her 
skin condition as precancerous, that the insurer also took issue p
with an apparent failure to disclose an earlier problem with an 
irregular heartbeat, and that she knowingly underreported her 
weight on the application. 

Company representatives testified that less than one half of one 
percent of policies were rescinded (less than 0.1% for one of the 
companies)

29
S. Harrington, Fact-checking the President on health 
insurance, WSJ, Sept. 14, 2009
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Public Plan Option

Economic 
function

Exchange w/o 
public plan

Public plan Effect of public 
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Non-claim < status quo Fees to private Modest decrease 
operating 
expenses

intermediaries

Claims settlement Private Public incentives Increased costsClaims settlement 
& monitoring

Private 
incentives

Public incentives 
& bureaucracy

Increased costs

Provider payment Private 
t ti

Medicare A&B Providers are 
dcontracting squeezed; 

crowding out of   
private insurance

Innovation < status quo Medicare A&B Reduced
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Chart 4.6: Aggregate hospital payment-to-cost ratios 
for private payers, Medicare, and Medicaid, 1981–2006p p y , , ,

Source: Avalere Health analysis of American Hospital Association Annual Survey data, 2006, for community hospitals. y p y , , y p
(1) Includes Medicaid Disproportionate Share payments.

AHA Trendwatch Chartbook, 2008
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Chart 4.2: Aggregate Total Hospital Margins, (1) Operating Margins, (2)

and Patient Margins,(3) 1991 – 2006

Source: Avalere Health analysis of American Hospital Association Annual Survey data, 2006, for community hospitals. 
(1) Total Hospital Margin is calculated as the difference between total net revenue and total expenses divided by total net 

revenue.
(2) Operating Margin is calculated as the difference between operating revenue and total expenses divided by operating revenue
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(2) Operating Margin is calculated as the difference between operating revenue and total expenses divided by operating revenue.
(3) Patient Margin is calculated as the difference between net patient revenue and total expenses divided by net patient revenue.

AHA Trendwatch Chartbook, 2008



Paying providers under a public plan

M di l 0 10% h• Medicare plus 0-10% approach

Modest or minimal provider rents

Private payers already pay bulk of providers' fixed costs

Result:  substantial crowd-out, reduced capacity, single payer

• Public plan negotiates rates (House and Senate bills)

Provider participation is not requiredProvider participation is not required

Will it benchmark off Medicare?

W ld i i ifi tl hi h t th M di t tWould require significantly higher payments than Medicare rates to 
avoid unjustified  crowd-out

33



Health insurance and incentives

P d d i i d i i i• Proposed underwriting and rating restrictions
Guaranteed issue at rates that do not reflect health status

Coverage of pre existing conditionsCoverage of pre-existing conditions

Limited variation for age (House vs. Senate)

• Adverse selection and higher average premiums unless strong g g p g
mandate as younger and healthier less likely to buy

Study/analysis Projection
PWC (AHIP) Premiums 47% higher by 2016 – does not 

consider premium subsidies

CBO / J Gruber Premiums 23% lower for comparableCBO / J. Gruber Premiums 23% lower for comparable 
coverage by 2016, even without subsidies –
does not consider adverse selection

Oli W (BCBS) A di l t 50% hi h ft 5

34

Oliver Wyman (BCBS) Avg. medical cost 50% higher after 5 years



(Un)healthy behavior externalities

1. Employee / policyholder turnover reduces incentives for 
employers / insurers to invest in health

2. Crude or non-existent risk-rating (ex ante moral hazard)

• Healthy (unhealthy) behavior creates a positive (negative) 
externality for the risk pool

• Too little (much) incentive for (un)healthy behavior

• Average health of insured population declines; average cost 
of coverage increases

• Insurance leads to fewer healthy people (vs. fewer healthy 
people buy insurance)
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Internalizing the costs of unhealthy behavior

C h i d li h f hi h• Cost-sharing reduces externality:  another argument for high 
deductible plans, Health Savings Accounts

• Optimal contracts would link premium payments to behaviorOptimal contracts would link premium payments to behavior

• Potential practical approaches
Discounts for healthy behaviory

Discounts for “markers” of healthy behavior 

• Innovation
Discounts for participation in wellness programs; more generous 
coverage

Safeway: 20% premium reduction for no tobacco control of weightSafeway:  20% premium reduction for no tobacco, control of weight, 
blood pressure, cholesterol

Lower deductibles if meet health behavior targets

• House and Senate bills expand, employer-market only
36


