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Preface

his fifth edition of Health Insurance and

Managed Care: What They Are and How

They Work is significantly changed and
updated from the fourth edition. Some high-
level descriptions of what is new and what has
changed in this edition are found in the “New
to This Edition” section that follows this Pref-
ace. First, however, it is necessary to point out
the biggest change affecting every chapter of
both the fourth and fifth editions remains The
Patient Protection and Affordable Care Act
(ACA) of 2010. The ACA is addressed specifi-
cally in Chapter 8 and is addressed throughout
the entire text as necessary. Some chapters are
significantly affected due to changes involv-
ing the ACA resulting mostly, but not entirely,
from political turmoil since the last edition
was published.

The political turmoil around the ACA is
the result of changes in control of the House
of Representatives, followed by the Senate,
and finally the White House that took place
between 2010 and 2018. The political party
that came into power after 2012 and held
it until the elections of 2018, had vowed to
“repeal and replace” the ACA, but ultimately
was unable to do so...by only a very thin mar-
gin. As of late-2018 when this was written, fail-
ure to repeal the ACA did not leave Congress
and the Administration without recourse, and
multiple funding cuts, nonenforcement of cer-
tain provisions, and repeal of a few provisions
had steadily changed how the ACA affects the

health insurance and managed care sector.
How the change in control of the House in
2019 will affect the ACA is unknown as this
is being written, as is the impact of a late 2018
ruling by a single federal judge invalidating
the entire ACA, a ruling that many believe will
not stand but that has not been resolved by the
time final manuscript was submitted.

But there is nothing new about change.
Change is a constant, and whenever you hear
someone complain about how the healthcare
system in the United States is undergoing tur-
bulent times, you should recognize that it has
been in a near-constant state of turbulence
for close to a century. As one acquaintance of
mine remarked, “Health care is in permanent
white water” Wishing we could return to the
calm and placid times in the past is the same as
wishing we could return to the world of Leave
It to Beaver; both are fiction and never actually
existed.*

The causes of this ongoing turbulence
also change, and not just as the result of new
laws and regulations. Health costs keep rising,
but where once that trend was due primarily
to overutilization, it now reflects a great many
factors, including and especially pricing, but
also advances in technology, organizational
realignments, and changing demographics and
consumer demands. The industry’s dynamic
nature is one of the reasons that health insur-
ance and managed care are now so difficult to
distinguish from each other, to the degree any

* The second fantasy—that of living in the world of a 1950s sitcom—does, however, make for a wonderful movie titled
Pleasantville (1998, New Line Cinema), starring Tobey McGuire, Reese Witherspoon, William H. Macy, Jeff Daniels,
Joan Allen, and among many others, the terrific Don Knotts in one of his last performances.
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distinction exists. It is also the reason for this
text, and the reason you are reading it.
Changes to the ACA are far from over,
and changes continue to take place outside the
ACA such as new laws, new regulations, new
plan designs, new payment methodologies,
and new means of managing utilization and
quality. It is increasingly challenging to keep
the overall size of this text down, even with
this book’s expansion in size. The only way I
have found to address this issue is to focus on
the most important aspects, and to keep most
descriptions at about the same level, with a
few exceptions. Even so, it contains enough
detail so that readers who have no knowledge
of how health insurance and managed care
work will at times feel overwhelmed with it.
In contrast, readers who are veterans of the
industry will be struck by how much has been
left out. If that second group of readers wants
more detail, they can find it in this text’s older
big sister, The Essentials of Managed Health

Care, Sixth Edition, also published by Jones &
Bartlett Learning, and from additional sources
such as those that I have provided in the
Keeping Current section. Those sources listed
are also good resources for staying current,
because the reader must always be aware that
despite my best efforts, some things described
in this book will have changed by the time you
are reading it.

While health insurance and managed care
might change, the main goal of this text does
not. Its purpose is very simple—to provide
you with a broad understanding of how health
insurance and managed care work in the real
world, and to help you perform better in your
own work. If not right away, then at some
point down the line. Most rewarding, some of
you will contribute to the future evolution of
this dynamic industry.

Peter Reid Kongstvedt
McLean, Virginia



Vi

© EgudinKa/Getty Images

New to This Edition

What makes this edition different from pre-
vious editions? For one thing, it is quite a bit
larger—by close to 25%, at least by word count.
Each chapter has also been updated, with some
requiring a more substantial update than oth-
ers. There is too much new material to describe
fully here. To do so would essentially rewrite
the book, so what follows is a very high-level
description of some of the more important
changes.

» Prologue: Moral Hazard

This is entirely new to this book, though an
earlier version appears in The Essentials of
Managed Health Care, Sixth Edition from which
it was adapted. Moral hazard is an econom-
ics term that applies with particular force in
health insurance and managed care, though it
can affect some other industries as well such
as banking. Moral hazard is always affecting
health insurance, however, and understanding
it will help you better understand at least some
of the reasons things are the way they are. One
other thing: The words “moral” and “hazard” do
not mean what you probably think they mean.

» Chapter 1: A History of
Managed Health Care
and Health Insurance
in the United States

This chapter, co-written with Peter Fox, is the
least changed chapter in the book. Obviously,

events that occurred after the prior edition
was published are now included, but some
other historical events have been added and/
or clarified.

» Chapter 2: Health
Benefits Coverage and
Types of Health Plans

This chapter has been updated, but its general
structure is similar to that found in the prior
edition. It has several interrelated areas of
focus: what health benefits plans are, including
the basic components of any health benefits
plan; the sources of health benefits coverage;
the concept of risk for medical costs and where
it resides; and the many different types of pay-
ers that we generally think of when we think of
health insurance and managed care. This chap-
ter is not an exercise in hair-splitting because
many or most of the concepts brought out in
this chapter have an impact on the industry
and on you, whether or not you are aware of it.

» Chapter 3:The
Provider Network

Chapter 3 has the distinction of being the only
chapter that is smaller than the one in the prior
edition, though only a bit smaller. This is not
because the topics involved with a provider
network have gotten simpler—they haven't—
but because I tried to be more efficient in how
I approached the subject matter. There is new

vii
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material, including better descriptions of the
many ways providers and patients may inter-
act, the way providers and payers may inter-
act, the impact of new or rearranged provider
organizational models, and a more useful
description of the structural elements of some
integrated delivery systems and accountable
care organizations.

We have also seen some new dynamics
develop around some older types of provider
organization such as hospital employment
of physicians and the expansion of hospital-
based physicians generally. Like the prior
edition, this chapter focuses only on provider
networks and not on how providers are paid
beyond noting some relationships between the
two topics as needed. This reflects better how
the world actually works, and it keeps the issue
of money where it belongs—as a distinct issue
requiring the focused descriptions and discus-
sion it deserves.

» Chapter 4: Provider
Payment

This is one of the chapters that experienced a
lot of expansion and change. It contains more
detail than what is found in most of the other
chapters. The level of detail is no more gran-
ular, however; there is just so much more of
it. Unlike all other nations on earth, the U.S.
healthcare system uses about eleventy-eight
zillion different payment strategies and meth-
odologies, and there are an equal number of
variations for each one of them. We have cre-
ated some new approaches through laws and
regulations, but we continually create new
ways of paying for healthcare goods and ser-
vices regardless. We also sometimes put a new
label on some older methodologies after mak-
ing a few changes. Not only that, we sometimes

put a new label on...well, sometimes nobody
can quite agree on that part, we all seem to
agree on the label and that it is important.
Even at a high level, addressing the pay-
ment methods long used as well as some of the
new methods that are in use takes a lot room,
making this chapter the second longest in the
book (not counting the Glossary). In the case
of payment (and as discussed in this text, the
proper term is payment, not reimbursement),
there is one more reason to describe some of the
more common ways we pay for health care, and
it is summed up by the singer/songwriter Randy
Newman: “It's money that matters, in the USA™*

» Chapter 5: Utilization
Management, Quality
Management, and
Accreditation

Another substantially expanded chapter, this
chapter still has the basic elements used for
the management of utilization and quality,
including the related functions of disease and
case management, and accreditation that is
closely related to quality. Other updates to this
chapter include managing utilization in spe-
cial populations, such as people with multiple
chronic conditions, and transition manage-
ment related to the transition from inpatient
to outpatient care.

Payers do not provide health care and can-
not tell a physician or hospital what they can
or cannot do, only what the health plan will
pay for as a covered benefit. For that reason,
the role of benefits design has been expanded
upon because it factors in so heavily. That, by
the way, is not meant to imply that coverage
determinations cannot affect how and what

* Randy Newman, “Its Money That Matters” from Land of Dreams, ®© 1988 Reprise Records.



medical care is provided; it does mean that
payers manage the benefits, including through
these activities.

The discussion about medical necessity
and its impact on benefits coverage has been
expanded, as has the description of the use of
evidence-based clinical guidelines for coverage
determinations. Management of the prescrip-
tion drug benefit is also evolving as specialty
pharmaceuticals grow in importance and cost.

» Chapter 6: Sales,
Governance, and
Administration

Chapter 6 is the largest chapter in the book,
and it is the second most updated in terms of
expansion and changes. Some of this is due
in part to changes in the ACA, and how peo-
ple access coverage through state-level health
insurance exchanges, as well as other changes in
laws and regulations affecting payer operations.

New material covers operational aspects
that have evolved in just the brief time between
thelastedition of thisbook and this one, includ-
ing a major rewrite of the sections on market-
ing and sales, and distribution channels. Other
aspects have been rewritten for clarity and to
make them more compact to make room for
new material. The major functional areas have
been given their due. It is a large chapter and
all sections have been updated and brought to
the same relative level of information.

» Chapter 7: Medicare
Advantage and
Managed Medicaid

This chapter has been rewritten almost entirely.
It now contains entirely new material on

New to This Edition ix

Medicare Part D, the drug benefit and the plans
that offer it, and Medicare Advantage (MA). In
particular, the chapter now contains descrip-
tions of topics that were only mentioned in the
prior edition such as the complex way that MA
plans are paid, how payment and performance
are adjusted for the level of illness for each indi-
vidual enrolled member, how MA plan perfor-
mance is measured and the impact it has on
payment and market access, and much more.
The sections on managed Medicaid have
likewise been expanded with new material,
including better descriptions of the various
waivers that states must obtain to contract
with private managed Medicaid plans, eligibil-
ity issues, Medicaid expansion under the ACA
(in some but not all states), and programs such
as the State Children’s Health Insurance Pro-
gram, or SCHIP, and long-term care services.
Oversight and regulation of MA and managed
Medicaid plans have also been expanded.

» Chapter 8: Laws
and Regulations in
Health Insurance and
Managed Care

Chapter 8, written by attorney Tom Wilder, has
been updated in many ways, but it has changed
the least compared to the prior edition. This
is because most of the major state and federal
laws and regulations affecting payers have
been in place for quite a while. But in addition
to providing an excellent summary of the key
elements of the ACA affecting health benefits
plans, recent changes are addressed.

» Glossary

The Glossary is large; nearly 1000 words,
phrases, or acronyms, which is larger than
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its already-large predecessor. New words and
phrases have appeared or gone into com-
mon usage, while a (very) few others have
become newly obsolete. The addition of those
new words and phrases accounts for most of
the Glossary’s expansion, but other changes
include updates and clarifications of some
of the definitions, spelling out many of the
acronyms that prior versions did not include,
expansion of some definitions to include new
meanings and uses of older terms, and a few
terms created and used almost solely by the
federal government.

» IsThat All?

Of course not. This breakdown provides only
a glimpse of the overall revisions, updates,
and new material in this edition. The health
insurance and managed care industry is always
undergoing change, and nothing has slowed the
rate change since the previous edition’s publica-
tion. Said another way, changes and updates to
this text are equal to the changes in the industry,
which have been massive. But if I have done my
job right, the new content should all fit together
once again. For a little while, at least.
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Keeping Current

Keeping current on trends and data presents
a significant challenge, including trends and
data presented in a book. Fortunately, there are
several useful resources accessible via the web
that periodically provide updated data and
trend information, and discussion of import-
ant health policy issues relevant to health
insurance and managed health care. Some
examples of such sources are provided here,

but it is not an exhaustive list. The sources
listed also do not represent the only useful
types of resources. On the other hand, there
are many apparent sources that are less than
reliable or outright misleading, but it is up to
the reader to sort those out.

Web addresses were current at the time
of publication but like the healthcare industry,
are always subject to change.

Examples of Federal Sources of Information

HealthCare.gov, the federal exchange portal

Centers for Medicare & Medicaid Services (CMS), providing
further access to a wealth of additional information

CMS’s Center for Consumer Information and Insurance

Oversight (CCIIO)

CMS's Innovation Center

Department of Labor’s (DOL) section on Health Plans

and Benefits

https://www.healthcare.gov

http://www.cms.gov

http://www.cms.gov/cciio/index.html

https://innovation.cms.gov/

https://www.dol.gov/general/topic
/health-plans

Agency for Healthcare Research and Quality (AHRQ) http://www.ahrg.gov

AHRQ’s Healthcare Cost and Utilization Project (HCUP) https.//www.ahrg.gov/data/hcup

/indexhtml
Medicare Payment Advisory Commission (MedPAC) http://www.medpac.gov
Medicaid and CHIP Payment and Access Commission http://www.macpac.gov

(MACPAQ)

xvii
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Examples of Policy and Research Organizations That Provide Unbiased Data and Information

The Henry J. Kaiser Family Foundation http://www.kff.org

Health Systems Research and Educational Trust http://www.hret.org/

The Commonwealth Fund http://www.commonwealthfund.org
The Robert Wood Johnson Foundation http://www.rwjf.org

The Urban Institute, Health and Health Policy https://www.urban.org/research-area

/health-and-health-policy
The National Health Policy Forum http://www.nhpf.org/home

The Health Care Cost Institute http://www.healthcostinstitute.org/

Examples of Publications (may require subscription)*

Health Affairs http://www.healthaffairs.org

The Milbank Quarterly https:.//www.milbank.org/

Health Systems Research http://www.hsr.org/

Sanofi-Aventis's Yearly Managed Care Digest http://www.managedcaredigest.com

Series (free after registration)
Managed Care Online http//www.mcol.com

* Most peer-reviewed medical journals are also good sources of data and information but are not included here.
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Prologue: Moral Hazard

» Introduction

Is health insurance insurance? The easy answer
is mostly no. For one thing, the majority of
individuals covered under commercial health
benefits plans are in employer self-funded
group health plans in which the employer is
at risk, not in fully insured plans in which the
insurer is at risk for medical costs. But that is a
technical distinction, and while it is important
for several reasons that are addressed in the
book, it is not the reason to ask the question.
The reason to ask it is to illuminate the under-
lying dynamics in health insurance to better
make sense of it. Because on its surface it looks
like chaos (which, in a technical sense, it is),
but it is also a very rational system, at least to
one party, although not always rational in a
good way to another.

For half a century, the cost of health insur-
ance has stubbornly increased faster than the
general rate of inflation. There are myriad
reasons why this occurs, many of which are
addressed in the book as well as extensively in
published articles. But there are also attributes
intrinsic to health insurance itself that con-
tribute to cost inflation. But it is not profits.
The profit margins for health insurers are a bit
below those of hospitals, and well below other
industries in the health sector such as phar-
maceuticals, biopharmaceuticals, and medical
devices. This has been the case for decades
and was cemented in place by the Patient Pro-
tection and Affordable Care Act (ACA) that
singled out the health insurance industry to
control profits indirectly through minimum

medical loss ratio requirements, allowing only
a narrow margin for administration, market-
ing, and profits.

Being treated as insurance however, comes
with some intrinsic attributes. All insurers face
these attributes all the time, regardless of type
of insurance such as property/casualty, life,
annuity, and health insurance. All insurers have
developed methods to reduce their impact on
cost increases, although health insurers have
been more limited than other types of insurers
and are markedly limited under the ACA.

Going under the semantically mislead-
ing terms “moral hazard” and “inherent vice,”
these interrelated principles are not difficult
to understand in isolation, though regrettably
they are often approached that way. But they
do not exist in isolation; each exists as a set of
related but differing expressions. Moral haz-
ard and inherent vice are not totally ignored
in the ACA, but there is considerable vari-
ation in what and how effectively they are
addressed.

In his landmark 1963 paper, economist
and Nobel laureate Kenneth Arrow addressed
moral hazard and its application to health
insurance, including the pooling of unequal
risks, asymmetric knowledge, and issues of
trust and delegation.! Writing before the pas-
sage of Medicare and Medicaid, Arrow argued
that the lack of a truly competitive free mar-
ket for health insurance (i.e., there is no mar-
ket for those who need it the most: the very
sick, older adults, and the poor) means society
must fill the void. Two years later, economist
Mark Pauly argued that the existence of health

xxi
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insurance must lead to an increase in demand
as the direct cost to an individual of an episode
of care goes down, and that some things are
simply not insurable.

Since then, moral hazard has traditionally
been the domain of economists, and they have
written extensively on the topic, including fur-
ther excellent detailed discussions specifically
about health insurance.’ But it is important for
non-economists to understand the concepts as
well, particularly for those involved in health
policy. The goal of this preface therefore is to
illustrate the core concepts of moral hazard
and inherent vice as applied to health insur-
ance now and under the ACA, and to do so
using plain English, without the use of such
terms as price elasticity, welfare losses, mar-
ginal utility, or redistributive policy. And to do
all this without using math.

» Moral Hazard

Moral hazard is not a synonym for Las Vegas
or the wages of sin, though it has sometimes
been characterized that way in the popular
press.! But moral hazard has little or nothing to
do with morals as we commonly use the term.

» Origins of the Term
Moral Hazard

It is uncertain when the term moral hazard
first came into use or its exact origins. Sev-
eral researchers found publications from the
19th century associating it with good and bad
behavior, such as a person who deliberately
burns down an insured building.’ Others also
placed it in the 19th century, but only through
recognition that having insurance can itself
create a motive to behave differently.® Still oth-
ers, including this author, believe it may have

appeared earlier, perhaps as early as the 18th
century.

Despite some authors associating it with
bad behavior, most agree that in this case, the
word moral refers to a state of mind.” This is
similar to one aspect of its current definition
in the Oxford English Dictionary as “...psycho-
logical rather than physical or practical: moral
support”®

The word hazard may have referred to
the familiar definition as “..a danger or risk,’
but it is at least as likely to have referred to a
popular form of gambling, a dice game called
“hazard” that is a forerunner of today’s craps.’
This is further supported by the origin of the
word hazard from the “..old French hasard,
from Persian or Turkish, ‘dice”’® Or perhaps
it came about when some clever 18th or early
19th century underwriter used it as a pun,
incorporating both meanings of the word. In
any event, it is an apt analogy that moral haz-
ard is like when the dice are rolled, what comes
up is not just a matter of chance and statistics,
but also the state of mind of the dice thrower.

In simplest terms, moral hazard means a
behavior change associated with being partially
or wholly insulated from the full economic
consequences of an action. In insurance, which
is all we will deal with here, it means that the
presence of insurance changes the behavior of
the insured—or potentially insured—party in
a way that increases an insurer’s risk because
the insured party does not directly bear the
full financial cost of actions, inactions, or
decisions. As we shall see, it can also affect the
behavior of other interested parties too.

Beyond this general concept, the expres-
sion of moral hazard is seen in four interre-
lated ways in all or most types of insurance.
While all are expressions of a single principal,
it is highly instructive to examine each of the
four separately, since addressing one expres-
sion does not equate to addressing them all,
and all exert an impact at all times, at least on



a population-wide basis. These four expres-
sions are:

1. The Pooling of Unequal Risks

2. Asymmetric Knowledge

3. Induced Demand (which can have
two expressions)

4.  The Agent-Principal Problem

Inherent vice is a related concept, but
because it refers to physical properties it is dis-
cussed separately.

» The Pooling of
Unequal Risks

In an ideal insurance market, all who are
insured in a single risk pool have an equal
risk of incurring losses. While a perfect mar-
ket does not exist for any type of insurance,
insurers typically identify substantial risk dif-
ferences and place customers into risk-similar
pools; for example, individuals with poor driv-
ing records are in a higher risk pool and pay
more for their auto insurance than do drivers
with good driving records, or a medical mal-
practice carrier will place all neurosurgeons in
a state into a different risk pool than it will place
family physicians because neurosurgeons are
sued more often and for more money, rightly
or wrongly. In this way, the cost of insurance
is related to the level of risk. If significantly
unequal risks are pooled, premium costs go up
for lower-risk individuals or groups, and they
are more likely to exit the risk pool altogether.

Insurers also avoid pooling unequal risks
by simply refusing to insure high-risk indi-
viduals or organizations. For example, a life
insurance company typically will not insure
the life of somebody with widespread cancer,
or a property/casualty insurer will not insure
a coastal home built on a sandbar jutting out
into the Atlantic.
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In health insurance, unequal risk may be
separated through age-banding (younger peo-
ple are in a different risk pool than older peo-
ple) or categories based on the level of chronic
illness (e.g., a very costly high-risk pool for
individuals with high health needs). Experience
rating is another way of separating unequal
risks, in which large- or mid-sized employer
groups with high costs also have higher pre-
miums reflecting their own risk. Medical
underwriting was another way health insurers
avoided pooling unequal risk—by simply not
insuring high-risk individuals or groups.

Beginning as of 2014, the ACA required
complete pooling of unequal risks in the indi-
vidual market and, separate from the individ-
ual market, the small group market. This was
done in several ways. One way was by requir-
ing the use of community rating. Commu-
nity rating means that for the same products,
insurers must charge the same premium rates
to individuals or to small employer groups.
Many states had required community rating
for small groups for many years, so that was
not much of a change.

The ACA also limited age-banding to a
threefold difference, not the eight or tenfold
differences found before the ACA was passed.
This necessarily increased the premium cost to
younger and healthier individuals. The ACA
recognized this in a limited way by allowing for
a less expensive high-deductible catastrophic
plan with preventive benefits and a small num-
ber of office visits, but only for individuals
under the age of 30. Insurers are also allowed
to charge a higher premium to smokers, which
does help offset unequal risks though the
intent may have been to discourage smoking.

The real impact of the ACA on the
pooling of unequal risk is guaranteed issue,
meaning that at least during an annual open
enrollment period, an insurer that sells poli-
cies to individuals and/or small groups must
sell coverage to any individual or group that
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wants it, meaning the least insurable indi-
viduals or groups could obtain coverage, and
for individuals and small groups at least, pay
the same price as others in the same risk pool
(and for individuals, in the same age band).
Guaranteed issue means higher premium
costs because the risk pool is sicker, which in
turn affects purchasing behavior, which is a
topic included in the next section.

» Asymmetric
Knowledge

Asymmetric knowledge means that one party
knows something that the other party does not
know, and that can affect risk and costs. The
first place this occurs is the decision to pur-
chase insurance. Because the decision to pur-
chase occurs before coverage is in effect, this
type of moral hazard is sometimes referred
to as “ex ante;” meaning before the event. The
other three expressions of moral hazard are
referred to as “ex post,” meaning after the event.

To illustrate this, imagine an 18th century
shipping company learns of an increased den-
sity of Jolly Rogers in the Caribbean. The ship-
ping company buys insurance, but the insurer
is unaware of the increased pirate activity and
the shipper does not tell them. The shipper
pays a relatively low premium and tells cap-
tains to sail right along the faster routes, secure
that losses will be covered by the insurer, but
the profits from a successful and swift voyage
will go to the shipper. This concept is equally
applicable to chronically heightened risk such
as driving a truck load of unstable nitroglyc-
erin across rough terrain, or to a single event
such as wrecking your car the day before, or a
recent diagnosis of cancer.

Non-health insurers address asymmet-
ric knowledge in several ways. Underwriters
require prospective customers to submit all rel-
evant information to allow them to determine

risk or even decline coverage. Policies are writ-
ten to negate coverage if the insured failed to
disclose relevant information. An insurer may
also directly obtain it; for example, by inspect-
ing ship’s logs, obtaining medical records and
even requiring an applicant to undergo a phys-
ical examination as part of a life insurance eval-
uation, or checking with a national database of
motor vehicle accidents and violations. Cov-
erage is almost never provided for anything
occurring prior to applying for it; for example,
no auto insurer is required to sell you a policy
today that will cover yesterday’s car wreck.

Health insurers once addressed asymmet-
ric knowledge through medical underwriting,
but, as already discussed, the ACA prohibited
medical underwriting other than claims review
for experience rating of large insured groups.
In addition to requiring guaranteed issue, the
ACA also prohibits rescissions, meaning retro-
actively stopping coverage, for anything other
than fraud or non-payment of premiums. In
other words, health insurers are far less able to
reduce the impact of asymmetric knowledge
compared to all other types of insurers.

Another impact of asymmetric knowl-
edge on purchasing behavior is also related to
guaranteed issue, particularly once the indi-
vidual mandate was not enforced in 2018 and
eliminated as of 2019. Healthier individuals
can (to return to an earlier metaphor) choose
to roll the dice and take a chance on not need-
ing care but obtain coverage if that changes.
They cannot obtain coverage other than
1 month per year, which does offset this a bit.
In this way, the risk pool contains a higher than
average number of sick people who need reg-
ular coverage, but not enough healthy people
who do not even join the risk pool until they
too are sick. The sicker than average risk pool
becomes costlier, driving healthier people out
but retaining sick people, which results in even
higher costs for those who remain. At some
point, it can become unsustainable, a dynamic
that insurers refer to as a death spiral.



Purchasing behavior needn’t be confined
to an up-front decision by someone who is
currently uninsured. The ACA will allow indi-
viduals (or employers) to opt in and back out
of the insurance pool with no penalty beyond
possible fines for some employer groups.

In 2009 prior to passage of the ACA,
Professor Paul Starr of Princeton University
had suggested an alternative to an individual
mandate, allowing individual adults to opt out
of health insurance without facing a fine, but
doing so would subject them to exclusions on
preexisting conditions for 5 years." Whether
this would have mitigated the risk of this form
of moral hazard more effectively than the
relatively modest fines defined in the ACA
is unknown. But with the elimination of the
individual mandate, as of 2019 this or a similar
concept may yet come into play.

» Induced Demand

Induced demand means that having insurance
encourages its use. The amount of induced
demand varies widely, and most types of insur-
ance have natural limits on induced demand.
For example, moral hazard may lead a ship-
ping company to be more willing to sail vessels
through risky waters if they are insured, but
not to the point of losing half their fleet. And
absent felony fraud, the existence of home-
owner’s insurance does not induce people to
burn their houses down. In addition, for most
other forms of insurance induced demand is
typically confined to a single or a few events.
Health insurance is exactly the opposite.
Having health insurance may not induce you
to break your leg, but it does result in increas-
ing the amount of healthcare services received,
and the less one pays out of pocket the more
healthcare services are used." This is not nec-
essarily a bad thing since the uninsured often
do not get the care they need and suffer poorer
outcomes. Also, at some point, increasing
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usage drives up costs while providing dimin-
ishing returns. But the heart of this aspect of
induced demand is this: you are supposed to
use health insurance to pay for covered medi-
cal services on an ongoing basis, not just when
you break your leg.

There are two distinct pathways for
induced demand: demand induced by con-
sumers and demand induced by providers.
Consumer-induced demand is described here.
Provider-induced demand, which is more
important, is discussed in combination with the
next form of moral hazard, called the agent-
principal problem.

While there is no question that the exis-
tence of health insurance leads to an increase
in consumers’ demand for healthcare ser-
vices, it is unclear how important that is. For
example, consumer-induced demand is the
precise reason for direct-to-consumer (DTC)
advertising by pharmaceutical manufacturers.
While there is evidence that DTC increases
consumer demand,” " it may be offset by
physicians’ advice.'*"” Furthermore, as has
been argued in the popular press,'® except
for a small number of troubled individuals,
nobody really wants to go to the doctor to
have a colonoscopy or get stuck with a nee-
dle. On the other hand, in today’s medicalized
society it is not uncommon for a patient to
begin an office visit with a request for a diag-
nostic procedure. In the end, it is difficult to
really gauge the impact of consumer-induced
demand since a desire to avoid an unpleasant
medical intervention must compete with a
desire to be healthy.

One way insurers such as property/
casualty insurers address induced demand
is through cost-sharing. Losses that are less
than the deductible do not result in a claim,
and a loss that is only slightly higher than
the deductible is unlikely to generate a claim
either. For example, if there was no deductible
on an auto policy, car owners would have every
scratch and ding removed.
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Health insurers do the same via copay-
ments, coinsurance, and deductibles. This
reaches its peak in high-deductible health
plans, including consumer-directed health
plans (CDHPs) with associated pretax funds, as
described in Chapter 2. The new standardized
benefits plans required under the ACA and also
described in Chapter 2 allow for the same sig-
nificant level of cost-sharing as a typical CDHP,
so little changes there.

Health insurers can also use a reduction
in cost-sharing to deliberately induce demand,
as the ACA does by removing cost-sharing for
wellness and preventive care, with the deliberate
goal of increasing consumer use of prevention.
Similar approaches to selectively increasing
consumer demand have been used by health
insurers’ disease management programs as
well, using value-based insurance benefits
designed to lower economic barriers for certain
drugs and interventions in order to increase
compliance in chronically ill individuals.”

» The Agent—Principal
Problem

This fourth major expression of moral hazard
occurs when the financial interests of a prin-
cipal’s agent are not aligned with those of the
principal, and, as a result, the agent’s behavior
may increase the principal’s costs. Non-health
insurers address this by requiring certain func-
tions to be done by their own employees or an
agent with aligned incentives. For example, a
disability insurer might pay a private detective
10% of a recovered fraudulent payout, or an
auto insurer will employ a damage assessor to
determine exactly what repairs will be covered
rather than having the body shop make that
determination.

In health care, we typically think of phy-
sicians acting as their patients’ agent, looking

out for their patients’ best interest. And that
is certainly true, using the broad concept of
an agent. But in insurance, and in moral haz-
ard in particular, the physician is the health
insurer’s agent because the physician (or any
provider, really) makes decisions that use
the insurer’s money. This is the result of the
third-party payment system in which there
is no alignment between the insurer’s (the
principal’s) financial interests and those of
the physician (the agent) or the insured. It is
made far worse by the fee-for-service (FFS)
system that rewards providers for spending
the insurer’s money by doing and charging
more, at little perceived cost to themselves or
their patients.

The impact can be exacerbated by
provider-induced demand, which differs from
consumer induced demand described ear-
lier. Not only does FFS reward providers for
doing more, it can reward them for induc-
ing demand that might not otherwise have
existed. As discussed extensively in Chapters
4 and 5, for example, physician ownership
(or a similar financial relationship) of costly
devices such as cardiac imaging is associated
with significantly higher levels of utilization
when compared to physicians with no finan-
cial interest.

In health care, payment alternatives to
FFS such as capitation were designed to align
the incentives of the agent (the provider) and
the principal (the Health Maintenance Orga-
nization or HMO), but as HMOs declined in
popularity, so did capitation, though it is far
from gone. Prospective payment methods such
as diagnosis-related groups were also designed
to better align incentives, but as discussed in
Chapter 5, charge-based outlier payment
diminished its impact. Recent approaches
such as shared savings and value-based
payment are other examples of attempts to
realign incentives between the agent and the
principal.



Health insurers, and HMOs in partic-
ular, also address the agent-principal prob-
lem through utilization management for the
costlier types of clinical services. The use of
evidence-based clinical guidelines for precer-
tification of coverage for elective procedures
or high-cost drugs is an example. And on a
broader basis, most large insurers use their
claims database to look for patterns of regu-
lar overutilization, irregular billing, or other
expressions of the agent-principal problem,
but usually only when something has alerted
them to the possibility.

The ACA essentially ignores the agent-
principal problem, except for a few provisions
applicable to Medicare and Medicaid. It calls
for the collection of hospital charge data,
although it is not clear how that would differ
from chargemaster data currently collected by
Medicare and most states, and the relationship
between cost and charges in the chargemaster
is loose, at best.*” More encouraging had been
the creation of an Independent Payment Advi-
sory Board to provide recommendations to
Congress on pricing, but this board was elimi-
nated by Congress in 2018.

» InherentVice

Inherent vice is more than the title of Thomas
Pynchon’s fine 2009 novel® or of the 2014 film
adaption by Paul Thomas Anderson. Inherent
vice is an insurance term used most often, but
not exclusively, in marine insurance. It refers to
an inherent physical property that may cause
deterioration or damage, for example, a cargo
container full of rotting fruit, a truck carrying
10 barrels of unstable nitroglycerine, or 3 tons
of metallic sodium sitting open in the hold of
a leaky ship. Even if discovered after the policy
has been issued, a marine insurer will not pay
for losses incurred as a result of undisclosed
or undetected inherent vice. Inherent vice
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is simply the other side of the moral hazard
coin—where moral hazard refers to a willful
behavior, inherent vice refers to a physical state
though in health insurance, both are usually
involved in the case of asymmetric knowledge.

If it were confined to that, it would not
be worth discussing. But inherent vice is a
broader concept because life itself is ultimately
a fatal condition. As we age, we accumulate
more clinical events and conditions, even if
we were perfectly healthy when we were first
insured. At some point that risk passes from
a commercial insurer to Medicare, but the
underlying dynamics do not change.

The risk from inherent vice also increases
through real vice; for example, smoking, alco-
hol and drug abuse, reckless driving, and so
forth. Behaviors such as obesity, which may
or may not be considered a vice, also has an
impact. To its credit, the added risk caused by
unhealthy behavior is recognized in the ACA,
and a strong emphasis has been put on well-
ness and prevention, including in the benefits
designs and funding for prevention programs.
The ACA even addresses it by allowing for
significant incentives for participation in pre-
ventive services. These incentives may take the
form of premium contribution, in effect allow-
ing for differences of up to 30% (or even 50%
if allowed by the Secretary). Furthermore, pre-
mium rate adjustments of up to 1.5 for individ-
uals and small groups will be allowed based on
tobacco usage.

These measures could improve health but
will not offset the increased risks created by
removal of the more traditional approaches
of medical underwriting and coverage limita-
tions. In counterpoint, a recent analysis of pre-
vention concluded that “less than 20 percent
of the preventive options fall in the cost-saving
category—80 percent add more to medical
costs than they save’” Prevention is import-
ant and the right thing to do, but not because
it lowers costs.
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» Insurance Versus
Financing

Moral hazard and inherent vice are insurance
terms, and broadly speaking, insurance means
indemnifying a person or company against
unanticipated or unlikely financial losses from
a one-time or rare event or cost; for exam-
ple, a house fire, a sinking ship, or hurricane
damage. It can also refer to premature loss or
damage when the risks are highly predictable
in large populations; for example, life or dis-
ability insurance.

Conversely, services that are used repeat-
edly are often not insured but are financed,
even if their use varies by individual. In some
cases, this is through taxation; for example,
property taxes to pay for public schools or
income taxes to pay for state police or the pro-
tection provided through the U.S. Uniformed
Services. In other cases, it is done through
private subscription; for example, monthly
payments for telephone service, cable televi-
sion, or Internet access. Most individuals do
not see a doctor as often as they watch tele-
vision or use online social media each day,
but they do see a doctor far more often than
they wreck their car, become disabled, or lose
a ship to pirates. In this way, health care more
closely resembles goods and services that are
financed, not insured.

As described in some detail in Chapter 1,
the origin of health insurance and managed
health care in the United States was also
through financing, not through insurance.
The earliest forms of coverage were all pre-
paid plans, including some that were much
like modern group model HMOs, or prepaid
employee welfare benefits or service plans that
were the forerunners of today’s Blue Cross and
Blue Shield plans. That financing of health
services migrated came to be seen as a form
of insurance is due at least in part to its inclu-
sion as an employee benefit under the 1942

Stabilization Act that imposed wage and price
controls on businesses, and the increased use
of insurers that were already selling benefits
products to employers took on health coverage
too, putting it squarely into the realm of insur-
ance. Over time, the prepaid service plans and
HMOs, all of which were nonprofit then, came
under the same umbrella. But calling it health
insurance did not and does not make it the
same as the other types of insurance.

Many nations deal with coverage and
payment for healthcare services as financing
by using a combination of taxation and fees,
though some countries call those fees premi-
ums. In most cases of financed services, the
entities collecting the taxes or subscription
fees also provide the service directly or strictly
control its delivery. For example, the school
district owns the building and hires the teach-
ers. The same concept often applies in other
nations, where the state owns the hospitals and
employs hospital-based specialists, though less
often the primary care physicians. In this way,
they are less subject to cost and revenue fluc-
tuations because those facilities operate under
a budget, distribution of high-cost services is
centrally planned, and governments are bet-
ter positioned to demand favorable pricing on
devices and drugs. That does not necessarily
make it better than the United States, but it is
undeniably less expensive.

Governments that finance health benefits
and in which at least some healthcare services
are provided by private providers also usually
attempt to offset at least some of the impact of
moral hazard through price controls on pro-
viders, blunting the capacity for price infla-
tion. Medicare does this to some degree in the
United States, and an analysis of Maryland’s
all-payer hospital rate setting system con-
cluded that for the commercial sector it was
an “enduring and successful cost containment
program,’® though some dispute that conclu-
sion. Most governments that finance their sys-
tems also blunt the impact of induced demand



through controlling the supply of providers or
the capacity of hospitals. This would usually
result in price increases, but price controls stop
that. However, anything in finite supply may
be considered in economic terms; for example,
time is in limited supply, so queuing is a form
of increased prices, paid directly by consumers
as waiting times instead of by third party pay-
ers as money.

Other nations are far from immune to
increasing healthcare cost pressures, of course.
They face the same issues of new technology,
aging populations, new procedures, and so
forth. As a result, while other nations spend
far less per capita than the United States does
for healthcare services, they too face inflation
rates above their general rates of inflation. The
response by other nations is a combination of
greater spending and greater queuing, while
spending increases are the primary response
in the United States.

It would be misleading, though, to simply
conclude that the answer to “Is health insur-
ance insurance?” is simply “No. Financing
is applied more easily to regular services for
most individuals. It is more easily budgeted,
and resources may be more fairly allocated.
But as discussed in Chapter 5, a small per-
centage of unfortunate individuals experience
medical problems that generate catastrophic
levels of cost, and in those cases it is the insur-
ance aspect that protects them from losses. By
eliminating annual and lifetime benefit max-
imums, the ACA reduces the serious medical
debt and medical bankruptcies experienced
prior to its passage, though this is offset by
steady increases in cost-sharing. Prohibit-
ing annual and lifetime benefits limits also
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increases the insurance aspect of protection
in that it indemnifies individuals from cata-
strophic financial exposure. In any event, as
demonstrated during the rancorous debate
culminating in passage of the ACA, our soci-
ety is not ready to embrace approaches used
by other industrialized nations to finance their
healthcare systems. That being the case, the
insurance aspects of health benefits coverage
will continue to exert significant influence,
including moral hazard.

» Conclusion

So the answer to “Is health insurance insur-
ance?” is “Sometimes it can be, but most of
the time it is not” As necessary as reform is,
focusing only on health insurance as insur-
ance has the unintended effect of increas-
ing the impact of moral hazard, potentially
accelerating cost inflation in the commer-
cial sector. Having a healthier population
and reducing human suffering is important,
humane, and was long overdue (assuming the
ACA remains the law of the land, at least in
part). But the cost of doing so increases under
some provisions of the ACA due to perfectly
rational economic behaviors of patients and
providers that are usually not