Health Care Financing:
Insurance
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Health Insurance

Health is risky

How does insurance work?

— Pool risk

— Partial coverage if bad health shock

Definitions

Premium = pay some amt for insurance ($100)
Coverage = amount insured for ($2500)
Copayment = $ amt payment you make when
each event happens ($50)

Deductible = must pay this amt first before
insurance applies ($150)

Coinsurance = required to pay a fraction of the
cost if the event happens (10% = $300)




Distribution by Insurance Status,
2002

» Employer 158m 55%
Individual private 9m 3%
* Medicare 41m 14%
* Medicaid 34m 12%
Champus/VA/military 3m 1%
Uninsured 44m 15%

28% of children covered by Medicaid/CHIP

Health Insurance Coverage of
the Nonelderly Population, 2007
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Total = 261.4 million

Medicaid/Other Public includes Medicaid, SCHIP, other state programs, Medicare and miltary-related coverage. Data may not total 100%
due to rounding.

'SOURCE: KCMU/Urban Instiute analysis of 2008 ASEC Supplementto the CPS.

Source: Kaiser Commission on Medicaid and the Uninsured. 2008.

The Uninsured: A Primer. Available at: www.kff.org.

The Uninsured -- As a Share of the
Population and by Poverty Levels, 2007
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Health Insurance Coverage
by Poverty Level, 2007
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The federal poverty level (FPL) was $21,203 for a family of four in 2007. Data may not total 100% due to rounding
SOURCE: KCMU/Urban Institute analysis of 2008 ASEC Supplement to the CPS.

Source: Kaiser Commission on Medicaid and the Uninsured. 2008.
The Uninsured: A Primer. Available at: www.kff.org.

How are premiums set?

* “experience rated” insurance: premiums are
determined by your risk

— like auto insurance premiums are higher if you are
risky (e.g. young, male, unmarried, with sports car)
— Unhealthy pay more (fair, but not equitable)

+ “community rated” insurance: premiums are
the same for everyone in the community
— 1/3 of states have laws requiring this

— Healthy & unhealthy pay the same (equitable, except
healthy will choose to not have insurance)

Reimbursement

« Historically, all payments to providers were fee-
for-service (FFS):

— pay a fee for each visit or procedure, usually after the
event

* Problem with FFS:
— Supplier induced demand — physicians have
incentive to offer patients a lot of services
— Because there is a 3" party payer (insurer), patient is

happy to accept those services, especially since there

is asymmetric information (dr knows what you need,
but you don’t)




Reimbursement

» An alternative payment method is called
capitation
— one payment made for each patient’s treatment
during a month or year
» This is common among HMOs

— Insurer pays physician in group based on how many
patients he manages

— If patients are especially unhealthy during this period,
the physician will lose money
— If patients are healthy, the physician will earn money

— Physician’s incentive is to have a lot of patients and
keep them healthy (or don’t give them a lot of care)

Reimbursement

» Another alternative method of payment that addresses
this problem is by episode of iliness
— One fee for all services delivered during one iliness
* Medicare uses this method to reimburse hospitals
— Prospective payment system using diagnosis-related
groups (DRG)
— Medicare pays one lump sum for each hospital admission based
on patient’s diagnosis
— Payment is based on national average
— If costs are higher than payment, hospital is not compensated
— If costs are lower than payment, hospital keeps the difference
— So, incentive for hospital is to provide care at lowest cost

Do hospitals cost shift?

« Cost shifting: passing on the costs of
uncompensated care to other (privately paying)
patients

* Do hospitals cost shift?

— Economic theory says that it is not profit maximizing
for hospitals to cost shift

« Hospitals should choose a price and quantity to profit
maximize among its private patients

« Assume that hospital begins to lose money among Medicare
patients b/c of low reimbursement levels

« If the hospital raises prices to private patients, they would
lose profit because they were maximizing profit already




Managed Care

* Introduced to deal with moral hazard and
supplier induced demand generated by
FFS

» Changes the incentives of patients and
doctors through a variety of interventions

Forms of managed care

» Fee-for-service with utilization review:
insurer has power to authorize or deny payment
Preferred Provider Organizations (PPO):
insurer contracts with limited # of physicians and
hospitals and negotiates lower prices (still fee-
for-service)

* Health Maintenance Organization (HMO):
patients required to receive care from providers
within HMO; HMO providers paid not fee-for-
service

* Point of Service (POS): patients required to
receive care from HMO with option to use
provider network at higher cost

Some interventions: patient side

» Copayments: patients must pay
something at the time of the visit

+ Gatekeeper model: must see primary
care doctor before seeing specialist,
reduces costs by avoiding specialty care




Some interventions: provider side

* Physician payment methods:
— Salary or capitation vs. FFS
— Holdbacks: plan holds back a part of
payments until the end of the year, if costs are
high, doctors don’t get holdback
* Hospital payment method:

— Pay by episode of iliness (admission to
discharge of patient)

Some interventions: provider side

* Provider selection: choose lower cost
providers to be in network

* Negotiated prices: negotiate lower prices in
return for higher patient volume

* Prior authorization: doctor required to get
authorization from plan before expensive
procedures

* Denial of payment: plan denies payment after
procedure (increases caution before procedure)

Distribution of Health Plan Enroliment for Covered Workers,
by Plan Type, 1988-2009
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«Distribution is statistically different from the previous year shown (p<.05). No statistical tests were conducted for years prior to 1999. No statistical tests are
conducted between 2005 and 2006 due to the addition of HDHP/SO as a new plan type in 2006.

«Source: Kaiser/HRET Survey of Employer-Sponsored Health Benefits, 1999-2009; KPMG Survey of Employer-Sponsored Health Benefits, 1993, 1996; The
Health Insurance Association of America (HIAA), 1988.




Effects of managed care

+ Adverse selection:
— Unhealthy choose FFS
— Healthy choose HMO b/c cheaper but restrictive

+ Dumping: physicians refuse to treat sicker
patients

» Creaming: physicians try to attract healthy
patients

» Skimping: physicians try to provide less than
optimal services

Effects of managed care

* Quality of care may get sacrificed

» Costs may be lower
— Rand Health Insurance Experiment
» Randomly assigned to HMO and other plans
« HMO patients had cheaper care
* No health differences
— Could reduce technological advancement by
reining in use of high-tech procedures
— Physician’s salaries lower (especially
specialists)




