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Reinvention of Health Insurance
in the Consumer Era
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HE BACEKLASH AGAINST MAN-

aged care has stimulated a thor-

oughgoing change in the prod-

ucts and policies of the private
health insurance sector in the United
States. For almost 2 decades, the indus-
try interpreted its role as using network
contracting and utilization review to re-
sirain costs and modify physician prac-
tice patterns, while offering comprehen-
sive benefits and minimal cost-sharing
requirements to enrollees. The health in-
SUrance j.[ldliﬁill'}' o renounces orne-
size-fits-all approaches and multiplies
benefit designs, network structures,
medical management programs, and
pricing options Lo accommodate the di-
versily in consumer preferences and pur-
chasing power. The industry is redefin-
ing its role as an entity that structures
benefits to encourage cosl-conscious
choices, passes on price discounts ne-
gotiated with physicians and hospitals,
offers voluntary medical management
programs for a limited number of chronic
conditions, and otherwise gets out from
in between the consumer and that which
the consumer wishes to consume,

This article describes the evolution of
benefit, network, medical manage-
ment, and premium pricing strategies in
the health insurance indusiry. It is based
on case studies of the 3 largest carriers
in the nation (Aetna, United Health-
Care, WellPoint Health Metworks), 3
Large regional plans (Blue Shield of Cali-
fornia, Highmark BElueCross BlueShield,
WellChoice), and 2 startup health plans
(Definity, Vivius), Several hundred in-
terviews were conducted with chief ex-
ecutive officers, chief medical officers,
and other managerial and clinical ex-
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The private health insurance industry in the United States has fundamen-
tally changed its strategic focus, product design, and pricing policy as a re-
sult of the backlash against managed care. Rather than seek to influence the
behavior of physicians through capitation and utilization review, the major
health plans now seek to influence the behavior of patients through benefit
designs that cover a broad range of services but with high co-payments, tiered
network designs that cover a broad range of physicians but with variable
coinsurance, and medical management programs that provide incentives for
patients to better manage their own health care. Premium prices are care-
fully adjusted to cover the expected costs of care for each type of product
and each class of patient, with a commensurate willingness to abandon en-
rollment where insurance premiums cannot outrun medical costs. The con-
temporary product and pricing policies reflect a retreat by the insurance in-
dustry from previous efforts to transform the health care system and embody
a delegation to individual consumers of responsibility for setting priorities

and making financial tradeoffs.
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ecutives at the national and regional lev-
els, with responsihilities for corporate
strategy, medical policy, product de-
sign, premium pricing, underwriting,
sales, marketing, and numerous other
[unctions. Additional materials were
gathered through interviews with clini
cal and administrative leaders at other
health insurance plans, public and pri-
vate purchasers of health benefits, in-
surance brokers, physician organiza-
tions, hospital svstems, and investoment
banks. Details on particular firms have
been presented in a series ol articles cov-
ering benefit design.' network design,?
medical management,® and premium
pricing.* This article brings together from
the detailed analvses the principles now
guiding US major health insurers.

The new benefit, network, medical
management, and pricing policies are
contrasted with those pursued in the
previous 2 decades to highlight the in-
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surers’ contemporary [ocus away [rom
the supply (physician) and toward the
demand (consumer) side of the health
care market and from uniformity to-
ward variety in products and prices. The
4 components of strategy are interde-
pendent and embody a shift in empha-
sis [rom reducing health care costs on
behalf of corporate purchasers to struc-
turing health care choices by indi-
vidual consumers. The retreat from
managed care and reinvention of health
insurance in the consumer era will pro-
vide diversity in forms of health care de-
livery that mirrors the diversity in pa-
tient preferences but poses new
challenges to societal efforts to use in-
surance mechanisms to induce healthy

Author Affiliation: University of Califomia, School of
Public Health, Berkeley

Comesponding Author James C. Robinson, PhiD, MPH,
University of Cafiforniz, School of Public Health, 418
‘Warren Hall, Berkeley, CA S4720-7360 (amisdsocrates
herkaley.edu).




men-
are-
e the
najor
nefit
iered
iable
25 for
care-
sduct
n en-
con-
& in-
bady
rities

T, 0T

from
-d the
wealth
Ly lo-
5. The
erde-
npha-
sts On
sLruc-
indi-
from
1ealth
lpro-
e de-
in pa-

new
sein-
zalthy

chool of

2, MPH,
Ith, 418
wocrates

citizens Lo finance the care of less for-
nate compatriols,

PRINCIPLES OF PRODUCT
DESIGN

During the managed care era, from ap-
proximately 1980 o approximately
2000, the health insurance industry [o-
cused its strategies on understanding
and inflluencing physicians, with only
secondary altention to understanding
and influencing patients. The guiding
principle was that the key decisions in
health care are made by physicians
rather than consumers, that physi-
cians differ widely in the cost and qual-
ity of the services they provide, and that
insurers have the organizational capa-
biliries and social legitimacy 1o inter-
vene. The health plans discovered that
patients olten did not appreciate man-
aged care initiatives, which they inter-
preted as efforts to save money rather
than improve access and quality.* The
industry subsequently has sought to re-
position itsell as an agent of the em-
ployee rather than of the employer and
to focus its activities on informing and
supporting consumer health care
choices.’

The most important characteristic of
the private voluntary health insurance
market is that individuals differ widely
in what they want and are willing to pay
for. and hence that successful health
plans must offer different products at dif-
ferent prices to match the heterogene-
ity in demand. Variation in premium
prices can be achieved through varia-
tions in the 3 principal components of
the health insurance product: its ben-
efits, networks, and medical manage-
ment programs. Benefit design encom-
passes the services that are included and,
for covered services, how much users
must contribute to payment through de-
ductibles, coinsurance, and co-
payments. Network design encom-
passes which physicians and hospitals
are covered and, for those included, the
levels of cost-sharing required of enroll-
ees to access each class of physician and
hospital. Medical management design
encompasses the decision rules that gov-
em which services are covered for which

patients and conditions, within the uni-
verse defined by benefit and network de-
sign, as embodied in rules on prior au-
thorization and programs for disease
management. The market mpermtive of
the consumer era is for insurers to mix
and match characteristics across a full
range of insurance products, to market
combinations of these products 1o em-
ployers, and to structure the relation-
ship among benefit, nerwork, and medi-
cal management features so as Lo
encourage employersand employees to
buy-up from the basic and more eco-
nomical products to richer and more ex-
pensive variants.

COMPONENTS OF THE HEALTH
INSURANCE PRODUCT

Benefit Design

During the managed care era, the health
insurance industry moved toward uni-
form and comprehensive benefit de-
signs under the principle that finan-
cial incentives for cost-control should
be directed at physicians rather than pa-
tients. The industry now is develop-
ing much less comprehensive henefit
designs, each with a different pre-
mium price, to appeal to the many di-
verse customer segments. The contem-
porary transformation in henefit design
centers around this increase in con-
sumer cost-sharing provisions, the mul-
tiplication of benefit options offered to
each consumer, and the shifi from in-
sured toward noninsured, albeit dis-
counted, services.

The evolution from indemnity to
health maintenance organization (HMO)
coverage during the 1990s entailed a re-
duction in the percentage of total health
care costs paid out-of-pocket by the con-
sumet, as deductibles and percentage co-
insurance were supplanted by modest
co-payments, and as coverage was ex-
tended to previously excluded preven-
tive, mental health, outpatient, pharmsa-
ceutical, and home health services.®
Richer benefits stimulate the demand for
care™*! and contributed to the hostility
encountered by managed care pro-
grams that sought to limit access to cov-
eted and, from the perspective of the pa-
tient, free services. In the contemporary
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environment of resistance to managed
care cost-control mechanisms, insur-
ers are increasing co-payments for phy-
sician visits and drug prescriptions, con-
verting fixed dollar co-payments into
percentage coinsurance for the most ex-
pensive services, and imposing annual
deductibles that must be paid by pa-
tients before the insurer’s contribution
begins -2

Given the low cost-sharing baseline
on which they build, the new pre-
mium contribution and benefit de-
signs embody substantial increases in
the consumer’s financial responsibil-
ity while still leaving considerable head-
room for future increases. For ex-
ample, between 1998 and 2003, the
monthly employee contribution to fam-
ily insurance coverage increased from
$52 to 5201 but declined as a percent-
age of the total premium from 29% to
27%." The mean annual preferred pro-
vider organization (PPO) deductible in-
creased during that period from $106
to 3273 and the percentage of HMO en-
rollees paying $15 or more for a phy-
siclan office visit increased from 13%
to 37%, but these payments remain a
trivial proportion of the mean annual
premiums for individuals ($3384) and
[amilies ($9072)." Of the 14.5% pre-
dicted growth in payments by employ-
ers and employees in 2004, the vast ma-
jority {11%) will be absorbed through
premium increases, with only ap-
proximately 3.5% being financed
through increased consumer cost-
sharing as part of the benefit buy-
down.

If the most visible change in health
insurance benefit design is the in-
Crease in consumer cn.-'.t-sharing, the
most important trend is the accelerat-
ing diversity among benefit designs of-
fered to different market segments and
to ditferent consumers within each seg-
ment. Benefits are thinner and coin-
surance requirements are more sirin-
gent for products sold to individuals
and small firms compared with prod-
ucts sold to mid-sized and large firms,
with unionized and public sector pur-
chasers typically willing to pay the high-
est premiums for the most comprehen-
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sive coverage. Thinner benelits are
designed to hold down premiums for
the most price-sensitive purchasers and
to foresiall adverse selection, which re-
sults from the propensity of consum-
ers in greatest need of care to select in-
surance products with the richest
benefits.***7 Given the heterogeneity
among employees within particular
firms, insurers combine multiple ben-
efit designs with correspondingly di-
verse premiums into packages that are
sold to employers and then offered as
choices to employees. Even small em-
plovers now typically are sold pack-
ages that include HMO, PO, and other
products (albeit [rom a single insur-
ance carrier), each with multiple op-
tions for co-payments, coinsurance, and
deductibles. At the extreme, indi-
vidual enrollees are permitted to cus-
tomize their own benefit designs
through choice among coverage and
cost-sharing provisions for physician
visits, complementary medicine, hos-
pital admissions, ambulatory surgery
and diagnostic procedures, preserip-
tion drugs, and the other categories of
health care services.

The most-discussed, if least-
purchased, contemporary innovation
in benefit design is a product that
combines a high-deductible PPO with
an employer-financed but employee-
managed and tax-exempt health sav-
ings account (FHSA), which can be used
to pay for services falling below the de-
ductible ¥ The HSA balances can be
rolled over and accumulated if they are
not spent, thereby encouraging enroll-
ees 10 make cost-conscious purchasing
decisions with an eve toward their fu-
rure as well as their current health care
needs. Although enrollment in H5A
products remains modest, the design is
important as representing the evolu-
tion from collective insurance toward in-
dividual prepayment as the guiding prin-
ciple of health care coverage.

The principle of collective insur-
ance is that most enrollees will not use
the benefits to which they are entitled
because they are in good health, thereby
leaving their premium payments to help
finance the care of unhealthy enrcll-
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ees with high expenditures. This “use
it ot lose it” logic contrasts with the “use
it or save it” logic underlying the HSA
benefit design. Although the HSA prod-
uct retains insurance principles for
catastrophic care (above the high
deductible), the savings account itself
reflects noninsured prepayment prin-
ciples, as unspent balances are re-
tained by healthy enrollees rather than
diverted to pay [or the care of others.
As a greater fraction of care is fi-
nanced from the HSA or directly out-
of-pocket, the health plan’s contribu-
tion is less the traditional pooling of
insurance risk and more the passing o
enrollees of price discounts negoli-
ated with physicians and hospitals. The
overall trend in benefit design now is
from fully insured services to services
that are partially insured (coverage with
co-payment provisions), then to ser-
vices that are partially insured only af-
ter significant portion is paid by the en-
rollee (coverage with coinsurance and
deductible provisions), to noninsured
services [ully paid by the enrollee but
at insurer-negotiated discounted prices.
MNoninsured bur discounted services
currently are to be found primarily for
prescription drugs (discount cards) and
for complementary medical services (eg,
acupuncture, chiropractic) but are in-
creasing rapidly in prominence as more
physician and ancillary services are paid
directly by the patient because those
costs are less than the now higher de-

ductible.

Metwork Design

MNerwork contracting played a central
role in managed care, reflecting that
era’s [ocus on physicians as the key de-
cision maker and on cost-control as the
key objective. Health plans sought to
identify a narrow panel of efficient phy-
sicians and hospitals, negotiate low fees
by promising higher patient volume,
and influence clinical decisions through
capitation payment incentives and uti-
lization review. The contemporary in-
dustry perspective is that network con-
tracting plays an important but
secondary role, after benefit design, in
overall health plan strategy. Con-

sumer desires for choice of physician
and hospital at the time of care under-
mine narrow network products,® which
are built on the principle that choice of
network at time of insurance enroll-
ment will determine choice of physi-
cian subsequently at time of care seek-
ing.”! Moreover, the consolidation of
specialty groups and hospital systems
and the reduction of excess capacity
have sharply lilmited the ability of in-
surers to extract fee discounts and in-
fluence practice patterns under the
threat of network exclusion.” Never-
theless, the insurance industry is not re-
verling to nonnetwork indemnity prod-
ucts, in which every willing physician
was reimbursed equally without requir-
ing fee discounts as a condition of par-
ticipation. The insurers and their cus-
Lomers recognize that substantially
lower prices can be negotiated through
even modest limits on network partici-
pation and are emphasizing broad but
noncomprehensive networks as a bal-
ance point between the cost-control vir-
twes of narrow networks and the choice-
supporting virtues of comprehensive
networks. The leading network de-
signs [or many insurers, for example,
include 80% to 90% of each market's
physicians and hospitals, whereas tra-
ditional managed care nerworks often
included only 0% and traditional in-
demnity networks included 100%.
The breadth of each network, de-
fined in terms of the number and pres-
tige of the participating physicians and
facilities, determines its cost, and there-
fore insurers seek to maintain mul-
liple networks to support products at
distinct premium levels. Many health
plans market different HMO and PPO
networks, with the latter including a
broader range of specialists and, in some
cases, primary care physicians. In en-
vironments with significant numbers of
medical groups and independent prac-
tice associations, such as in Califor-
nia, the HMQ network often can be
structured around large physician or-
ganizations and the PPO network
around small individual practices. In
environments without numerous phy-
sician organizations, such as in New
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vork, both HMO and PPO networks are
puilt on small pracrices, with the dis-
dnction being in the number rather than
in the organizational structure of the
physician practices. Health plan net-
works for Medicaid products typically
are VeTy Narrow due to low state reim-
bursement rates, while networks [or
Medicare Advantage products often are
limited to medical groups and hospi-
tal systems willing to be paid on a capi-
ated basis. As medical costs continue
1o inflate, insurers in some markels are
experimenting with new nartow net-
works, counteracting the general trend
wward nerwork breadth, as an alter-
pative to high deductibles and coinsur-
ance for holding down the rate of pre-
mivm growth.

Price-conscious consumer choice
among networks at time of enroll-
ment is supplemented by price-
conscious choice at time of seeking care.
Most insurance products have limited
out-of-network coverage, but consum-
ers face substantially higher exposure
to costs if they use noncontracted phy-
sicians and hospitals. To access non-
network physicians, for example, the
mzjority of PPO enrollees must pay at
least 30% coinsurance, over and above
il least a $500 deductible, plus the full
difference between the physician’s ac-
tual fees and the insurer's definition of
an usual, customary, and reasonable
fee.” Health plans are experimenting
with tiers of physicians and hospirals,
each at a distinct level of consumer cost-
sharing, even within their contracted
networks.* The 3-tier (generic, formu-
lary brand, nonformulary brand) drug
benefit serves as the model for net-
work tiers,” which have been applied
to hospital services and are being con-
sidered for some physician services, es-
pecially for high-cost specialties.

The tiered nerwork designs differen-
liate contracting hospitals and physi-
tians according to cost, including both
Negotiated fees and utilization pat-
kms, and charge higher co-payments
nd coinsurance to enrollees electing
themore expensive physicians and hos-
Pitals. Information on quality plays a
Stondary role in the definition of hos-

pital and specialist ters but may as-
sume a greater role if reliable perfor-
mance measures become available. The
classification of physicians and hospi-
tals and differentiation of co-payment
levels by tier is inherently confusing 1o
patients, however, and some health
plans are substituting percentage co-
insurance for dollar co-payments.
In contrast with fixed dollar co-
payments, percentage cOINSUrance au-
tomatically requires patients who use
more expensive physicians and hospi-
tals to pay more than patients who use
less expensive alternatives and, in ad-
dition, automatically increases the con-
sumer'’s out-of-pocket cost each vear as
physician and hospital fees increase,
Network contracting plays an impor-
tant role for services that are less vis-
ible than physician services and that can
be purchased on a volume-discount ba-
sis. Substantial cost-savings are to be ob-
tained, for example, by ordering drugs
through mail order facilities rather than
retail pharmacies, clinical tests from na-
tional laboratories rather than small lo-
cal firms, and durable medical equip-
ment from a single vendor rather than
multiple vendors. Network design also
is important for costly services in which
there is a [avorable association be-
tween the volume provided and the
quality of care, as in organ transplan-
tation. Centers-of-excellence network
principles are being extended on an ex-
perimental basis from transplantation
to cardiac surgery, oncology, and other
tertiary care services in which the se-
verity of the conditions and the finan-
cial exposure to coinsurance increase
the willingness of patients to use a nar-
row network. At the other extreme on
the continuum of complexity, insur-
ers also rely on network contracting for
behavioral, dental, vision, chiroprac-
tic, and ancillary professionals and for
sports clubs, vitamins, herbal thera-
pies, and ancillary products. Many of
these supplementary networks obtain
discounts for enrollees without the ser-
vices being included among the in-
sured benelits, with the distinction be-
tween insured and discounted services
centering around whether cosis are
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borne by both users and nonusers (in-
sured services) or only by users (dis-
counted services).

Medical Management
In its efforts to control costs, managed
care imposed administrative oversight
oh practitioners within its contracted
networks, especially for hospital ad-
mission, length-of-stay, and specialty
procedures. Alter some initial suc-
cesses in restraining cost growth, =
theze urilization review Programs €n-
countered the natural limits of arms-
length efforts to intervene in clinical de-
cision-making and engendered strong
resistance by patients and physicians,
Health plans have scaled back and, in
s0me prominent instances, altogether
abandoned primary care gatekeeping,
prior authorizations, and other bar-
rier methods of medical management.
The contemporary approach focuses on
stratilying the entolles population by
health status and potential for success-
ful intervention. developing distinct
programs for particular conditions and
levels of severity, focusing interven-
tioms on patients and processes where
financial savings are to be obtained, and
offering broader programs to those pey-
ers willing to pay more to get more®
The stratification and selective tar-
geting of medical management pro-
grams derives [rom the highly uneven
distribution of health risks and EXPEN-
ditures across the insured population,
with approximately 67% of a private in-
suret’s enrollment being quite healthy,
another 20% with acute conditions in
any 1 year, 15% with significant chronic
illnesses, and the sickest 1% of enroll-
ees with complex and catastrophic con-
diticns incurring a very large share of
total expenditures.® Medical manage-
ment programs seek to identify which
enrollees belong in each of these prin-
cipal categories, in both the current and
the coming year. Predictive modeling,
the statistical assignment of future risks
based on past pharmaceutical and phy-
sician claims experience, is supple-
mented by data from nurse-adminis-
tered and patient sell-administered
health risk assessments and by the no-
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tification requirements for hospital ad-
mission and specialty procedure as the
basis for enrollee strarification. Inter-
ventlons [or healthy enrollees typi-
cally are restricted 1o mail and Internet-
based disease prevention reminders, as
only limited savings in reduced health
care utilization can be obtained from en-
rollees whose haszeline level of uriliza-
tion is low. Programs for patients ex-
periencing acute episodes are focused
on improving coordination ol ambu-
latory testing prior to hospital admis-
sion, discharge planning, subacute and
skilled nursing services, home health,
and durable medical equipment. Pa-
tients with complex and catastrophic
conditions may be assigned a nurse case
manager but these patients often are un-
dergoing such specialized and rapidly
evolving care that the insurer’s focus is
on channeling them to in-network pro-
fessionals ot centers of excellence and
otherwise monitoring but not interven-
ing in the clinical process.

Health plans have identified pa-
tients with serious chronic conditions
as the category most likely 10 benelit
clinically and generate financial sav-
ings based on medical management pro-
grams. Health plans have shifted the fo-
cus of their medical management
initiatives away from attempts to infllu-
ence physician behavior toward at-
tempts w0 influence patient behavior,
Fatients with chronic conditions such
as asthma, diabetes, and congestive
heart failure exert significant impacts
on the course of their own discases
based on how they manage their diet
and exercise, comply with medica-
tions and other recommended thera-
pies, and schedule appointments with
physicians at approptiate intervals. The
intervention component of medical
management centers around tele-
phone contact with patients by nurses
who monitor changes in self-assessed
health and functional ability, provide
information and reminders, and seek to
coordinate the many physicians and
vendors used by the patients. Serious
gaps in care prompt contact by the in-
surer's medical director with the at-
tending physician or lacility adminis-
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trator. The costs of mounting a medical
management program increase as the
mode of interventon moves from In-
ternet w social worker w registered
nurse to medical director, and health
plans are continually measuring the ef-
fectiveness and financial return-on-
investment of their initiatives,

Medical management programs vary
not only across clinical conditions but
ACTOSS CUSIOMEr segmenits, as purchas-
ers differ widelv in their appreciation and
willingness to pay for quality improve-
ment as part of health insurance. A core
set of low-cost programs typically is in-
serted as a mandalory component of
products sold to individuals and small
firms, self-insured products sold to large
corporations, and the highly regulated
products administered for state Medic-
aid programs. More extensive pro-
grams are created for populations with
a high incidence of chronic illness, such
as HMO products for Medicare, and for
corporate purchasers willing to pay sub-
stantially higher premiums for pro-
grams covering a broader specirum of
conditions and staffed with a higher ra-
tio of nurses and medical directors per
enrolles. However, some self-insured
corporate and labor union health ben-
efit programs are unwilling 1o pay [or
even the minimal set of medical man-
agement programs and are exempted
from these initiatives and charged by in-
surers only for network access, claims
processing, and other administrative
functions.

PRINCIPLES OF PRICING
DESIGN

Under managed care, healih plans em-
phasized uniform products and uni-
form premiums burt in the contempo-
rary environment multiply product
designs o be able to offer a full con-
tinuum of prices. The driver of pricing
policy is the diversily in customer ahil-
ity to pay and the lack of political mecha-
nisms to force part of the citizenry to pay
prices above cosis so as to allow insur-
ers to charge other citizens prices be-
low costs. In addition to variation in
product characteristics, the compo-
nents of pricing policy include medical

underwriling, emplover contributiog
strategies, and alternative funding
mechanisms for unforeseen high costs s

The cost of offering a particulay
health insurance product derives noy
merely from the characteristics of the
product itself, including benefits, net
works, and medical management, by
[rom the characteristics of those indi-
viduals who purchase it, including
health status and propensity to seel;
care. Medical underwriting is the at-
tempit to predict furure expenditures for
particular groups and individuals, based
on demographic characteristics and his-
torical claims costs, and 1o set future
premiums accordingly. Underwriting
was deemphasized during the man-
aged care era as health plans pursued
enrollment growth in anticipation of
economies of scale in administration
and deeper discounts from physi-
cians, hospitals, and drug manufaciur-
ers. Health plans also placed substan-
tial conlidence in their network
channeling and medical management
programs to limit the variation in costs
among their enrollees. Underwriting
and risk-based premium pricing have
reemerged as the industiry has come to
recognize the paucity of scale econo-
mies in health insurance, the limited ef-
ficacy of medical management in con-
trolling expenditures for the sickest
enrollees, and the consequent impera-
tive to ensure that premium revenues
cover expected claims costs for each
customer segment. Health plans are no
longer willing to set prices below costs
to grow their market share (penetra-
tion pricing) or to maintain prices above
costs for some customers and below
costs for others (com mumnity rating). In
a competitive market environment, all
products and all customer segments
must be profitable all the time.

The willingness of purchasers o buy
an insurance product can be en-
hanced through changes in the em-
ployer and employee contribution strat-
egy. Health insurance typically is sold
in 2 stages, first to emplovers who con-
tract with insurers for multiple prod-
uct options and then to employees who
select one product off the menu made




available by the employer. Employers
can choose o pay the entire premium
for whichever option the employees
choose, a defined percentage of the pre-
mium, or 2 defined monetary coniri-
bution toward the premium, leaving the
employces to pay the remainder
through payroll deductions. Employ-
ers are shifting from full payment to
either defined percentage or deflined
monetary contributions to increase em-
ployee sensitivity to the economic im-
plications of the options selected and
thereby increase their willingness to im-
pose limits on their own choices and
coverage. The employer’s financial ob-
ligation also can be varied through al-
ternative mechanisms for allocating in-
surance risk, the probability of being
obligated 1o pay high and unexpected
medical claims. Employers can shill the
entire risk to the insurer (fully in
sured funding), pay the insurer only for
administrarive functions while retain-
ing full responsibility for paying claims
(self-insured funding), or pay routine
claims directly while shifting high-
cosl claims 10 the insurer (partally in-
sured funding). Major insurers offer the
full se1 of contribution sirategies and
funding options to accommodate the
prelerences of the purchasers.

The cumulative impact of varia-
tions in product design, underwriting
rules, employer contribution options,
and funding slrernarives is to trans-
form pricing into a central component
of health plan strategy. Under man-
aged care, success was dependent
heavily on physician nerworks and
medical management programs, but
now it is more dependent on the actu-
arial skills that identify susiainable
prices for each characteyistic of the
product and the purchaser.
COMMENT
The US health care system continually
generales new clinical interventions that
extend and improve the quality of life.
Some innovations decrease costs by dis-
placing more expensive forms of care,
but most add 1o expenditures by alle-
viating uncertainty, discomfort, and dis-
ability in comtexts in which previ-

ously no intervention was available.®
Although individuals desire each new
treatment and bitterly resent efforts to
limit access, they evince little under-
standing of the economic conse-
quences of their decisions and only
modest willingness 1o pay more to get
morte health care. Because of the con-
sumer backlash against managed care’s
elforts to limit supply through net-
work contracting and utilization re-
view, the insurance industry has shifted
its eflorts toward limiting demand
through higher cosi-sharing, tiered net-
works, and medical management The
mantle of consumerism is popularina
culture that disrusis both big busi-
ness and big government, evoking as il
does images of individual rights and re-
sponsibilities. Nevertheless, the con-
sumer focus of health insurance will en-
counter several challenges and the need
to refashion its methods and redefine
its mission in the vears 1o come.
Higher deductibles, tiered networks,
and patient-oriented medical manage-
ment programs change incentves for the
use of routine and low-cost services, but
do not directly influence the demand for
and supply of services for patients who
have exceeded their maximum cost-
sharing liabilities. However, the vast ma-
jority of health care expenditures are in-
curred by these individuals. For example,
56% of the health cre costs for nonel-
derly persons with employment-based
healih insurance are incurred by the 3%
with the greatest wtilization: 69% of costs
are incurred by the 10% with the greai-
est utilization.™ Public and private pur-
chasers will continue to look 1o health
plans to attenuate inflation and im-
prove the cost-effectiveness of covered
services, forcing the plans to return at
some point to initiatives that engage phy-
sicians and the supply of health care ser-
vices as well as consamers and the de-
mand for care. Insurer iniriatives will
undoubtedly be more effective if they are
supported rather than opposed by prac-
ticing physicians, and medical manage-
ment initiatives by physician organiza-
tions are more robust in contexis in
which external incentives from health in-
surers are strong. ™ The relaxarion of net-
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work exclusions and utilization review
may lessen plan-physician tensions and
lay the groundwork for cooperative ini-
tiatives in coming vears.

The principal role of the insurance
indusiry in a consumer-oriented health
care system is to facilitate meaningful
choices by packaging disparate ser-
vices into products that can be com-
pared in terms of price, quality, and
convenience. Most consumers will
never be able to evaluate the myriad in-
dividual physicians, products, and pro-
cedures in medicine any more than they
can evaluate the detailed components
of their computer or automobile. Well-
designed insurance products can de-
crease the large number of trivial
choices and provide information and in-
centives to support a smaller number
of significant choices. However, the
contemporary proliferation of benefit
designs, network designs. and medi-
cal management programs is adding
more to the complexity of health care
than it is to the much-needed simpli-
fication. This reflects a period of ran-
sition from one set of products to an-
other, but in part it reflects effonts o
reduce, rather than enhance, the com-
parability of competing products and
to discourage, rather than encourage,
the enrollment of individuals with the
greatest need for medical care. Com-
plexity increases administrative ex-
penses, produces consumer mistrust,
and stimulates regulation and litiga-
tion in the health care system

The emphasis on product variety, un-
derwriting, and actuarial pricing is erod-
ing the already fragile social pooling of
insurance risk in the health ecconomy,
based as it is on implicit subsidies from
the perennially healthy to the chroni-
cally ill. The new benefit designs serve
to protect healthy nonusers from
chronically ill users because all users
pay premiums but the chronically ill us-
ers pay much more in deductibles and
coinsurance. Healthy consumers will be
favored financially by low-premium,
high-deductible products, as these con-
sumers will incur little by way of rou-
tine costs but remain protected in the
event of a catastrophic illness. Con-
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sumers with chronic medical condi-
tions, on the other hand, are in fre-
quent need of clinical services and will
pay considerable sums before reach-
ing their insurance product’s annual
out-of-pocket maximum. Expendi-
tures for the healthiest consumers will
be limited to the premium but for the
most severely ill consumer expendi-
tures will consist of the premium plus
the deductible, the coinsurance above
the deductible, and payment for ser-
vices excluded from coverage (eg, du-
rable medical equipment). The new
products and policies will test the lim-
its of US individuals’ willingness wo as-
sign responstbility for financing health
care 1o those individuals who use it and
exempl those who do not.

The methods of managed care en-
joved initial success belore encounter-
ing increasing opposition and declin-
ing effectiveness and itistohe expected

that the benefit, network, medical man-
agement, and pricing stralegies cur-
rently being developed by the health in-

surance industry will experience

subsequently the iron law of diminish-
ing marginal returns. It is easy to fore-
see a consumer backlash against con-
sumer-driven health care, stimulated by
stories of parients refusing services
when faced with high deductibles and
network tiers. On the positive side, a
shilt in decision-making responsibil-
ity from the employer Lo the employee
and from the insurer to the enrollee will
create a social consciousness of the imn-
perative to establish priorities as to who
will receive which services now, which
later, and which never. A greater sense
of personal responsibility among pa-
tients for their own health and health
care will attenuate some forms of cost
inflation and support the prevention
and treatment of many chronic condi-

tions. But individual patients require fi.
nancial subsidies, valid information,
and empathetic support if they are 1o
grapple successlully with the difficuls
challenges of illness and medicine. Dhy-
ing the long term, the insurance indus-
try will need to combine its contem-
porary focus on consumers with a
commensurate focus on physicians, ad-
ministrative simplicity, and the social
pooling of risk il it is successlully 1o hal-
ance limited resources and unlimited
expectations in health care.
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