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Problem Set 2

Suggested answers

1. Define the following concepts and explain why insurance companies use them in their health plans.  (1 point each)

a. Copayment

A copayment is a share of health care costs a patient must pay.  This can be either a flat amount (e.g., $5 per physician visit) or a share of the bill (10% of the cost of the visit).  Copayments are used to reduce moral hazard.  By requiring that patients pay for some share of their health care, insurers hope to provide some disincentive to overutilization of care.

b. Pre-existing condition exclusion

An exclusion of coverage for health conditions that exist at the time a person enrolls in a health insurance plan.  Health insurance companies use these exclusions to protect themselves from adverse selection.

c. Group insurance

Group insurance is when a group of people buy insurance together.  The most common form of group insurance in the US is employment-based insurance, although group insurance does not have to be employment-based.  It also can be through a union, community group, or purchasing cooperative.  Group insurance avoids adverse selection; insurance companies are more likely to have a mix of risks in the group and thus do not have to worry as much about adverse selection.  

d. Preferred provider organization

PPOs are insurance systems in which insurance companies bargain with providers for reduced rates, in exchange for giving patients financial incentives to choose the preferred providers for care.  For example, an insurance company will bargain with hospital X for discounts off customary charges.  Then, the insurance company will tell its enrollees that they pay only a 10% copay if they go to hospital X for care, but they pay a 30% copay if they go to any other hospital.  

2. How do risk aversion and moral hazard combine to create a fundamental problem for health care policy?  (4 points)

Risk aversion means that people prefer certainty over risk, and they are willing to pay a premium to reduce their risk.  Risk aversion results from diminishing marginal utility.  The natural economic result of risk aversion is insurance.

Moral hazard is when people have insurance, they use more health care than if they did not have insurance.

The combination of these causes a fundamental problem for health policy.  Insurance is a normal market response to risk, and thus we would expect any economy to provide health insurance.  However, the health insurance leads people to seek health care to the point where the marginal benefit equals their personal marginal cost, which may be as low as zero (the personal marginal cost is the copayment paid by the individual).  This MB=0 point results is more health care use than the social optimum, which is found where the social marginal cost intersects with the marginal benefits.

Thus, the fundamental problem is that people will want more health care than is socially desirable when they have insurance, but that insurance is socially desirable so you can’t solve the problem by eliminating insurance.
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3. If a not-for-profit has positive net revenue last year, what happens to this “profit”?  (2 points)

The net revenue is either reinvested in capital at the hospital, or is used to provide community benefits. Some consumer groups allege that some not-for-profit systems have developed ways to have individuals profit from the net revenue, but the law requires that hospitals reinvest or provide services to the community in exchange for the tax break.

4. What are some advantages of multi-hospital systems?  What are some disadvantages?  You should answer this question both from the perspective of the hospital and from the public perspective.  (5 points)

Hospital perspective

Advantages:

· Better access to capital

· Better bargaining power with insurance companies

· Ability to centralize specialized services

· Purchasing supplies at bulk rates reduces cost

· Access to better management

· Overall economies of scale

· Cross-subsidization of poorly performing facilities might keep them open when they would otherwise close

Disadvantages:

· Loss of control for local board

· Bureaucracy

· Cross-subsidization reduces funds at good performers

Public perspective

Advantages:

· Elimination of duplicative services (we don’t know if this really occurs) increases quality because hospitals produce higher volumes

· One-stop shopping

· Better integration of care (if this really happens!)

· There should be reductions in hospital prices due to economies of scale

Disadvantages:

· Loss of local control of hospital

· Decisions made at corporate level

· System might price more aggressively, increasing health care costs

· Consolidation of services might reduce geographic access

5. What is “pay or play”?  What other methods of providing universal health insurance exist?  Do you prefer one?  (5 points)

“Pay or play” is a method of requiring that all employed people have health insurance.  Employers either have to purchase health insurance for their employees (“play”) or they have to pay a tax (“pay”) that is used by the government to offer health insurance to those not covered by employers.  The main advantage of this approach is that is builds from our current employment-based insurance system.  The drawback is that those with are employed part-time or unemployed may slip through the cracks and remain uninsured.

Another way to provide universal health insurance is with a single-payer system, in which the government (or a similar agency) insures everybody in the nation and taxes fund the health care.  This type of system typically involves a high degree of government control and centralization, which are not popular in the United States.  This system can operate in parallel with a private insurance market, so the public insurance system is the baseline to which all have access, and the private system is a luxury product.

A third method for providing insurance is with vouchers.  Every individual receives a voucher with which they can purchase health insurance.  All insurance plans must offer a plan with certain coverage that can be obtained with the voucher.  A person can pay money in addition to the voucher to purchase a more luxurious health insurance package.  The advantage of this type of system is that it offers choice of insurers and providers.  The disadvantage is that providers might segment the market so that high-risk individuals cannot obtain high-quality insurance.  Also, individuals might not use their vouchers and thus remain uninsured.

It doesn’t matter which policy you prefer, as long as you have a decent reason for your preference.

See the Excel file for Questions 6 & 7!
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