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PROCEEDI NGS

MR. MLLER Good norning everybody. |I'mTomMIler
Director of Health Policy Studies at the Cato Institute.

Are you feeling healthy today?

But do you know whet her or not you will be in good
health a year fromnow or further out in the future? This
uncertainty about the future concerns not only your health, but
also the likelihood that you will be able to find, afford and
retain satisfactory health i nsurance coverage. |nadequate
protection against health risk redefinition and sudden unexpected
junps in one's health insurance premuns related directly or
indirectly to one's health status is often highlighted as an
exanpl e of market failure in various segnents of our private
heal t h i nsurance system

Now, in the past we've coped with this problemin
various inconplete ways. Reliance on a predon nately
enpl oyer- sponsored group insurance coverage system presuned t hat
nmost workers would remain tied to a particular firmfor an
extended period of time for reasons largely unrelated to health
status. Those stabl e enpl oyer pools would maintain a sustainable
stream of prem um cross-subsidies fromtheir many | owri sk

workers to a few high-risk workers -- in other words, fromthe
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healthy to the sick -- when all those parties are covered by the
i nsurance pl an.

But our private health insurance system has generally
failed to offer contracts that fully insure against |long-term
illnesses. Health insurance contracts in nost cases are on an
annual basis. For enployer groups, the variation in premuns is
still largely experience rated each year, but it is just at the
group rather than the individual worker |evel.

Now, sone regul atory band-aids to deal with health risk
variation have included various doses of community rating, rating
bands, guaranteed issue requirenents, for sone if not al
segnents of the private health insurance narket.

More recently we had the 1996 HI PAA | egi sl ation that
i nposed portability rules for enployer group insurance plans that
limted sonewhat the | ength and application of preexisting
condition exclusions and it also required conbinations of
guar ant eed i ssue, guaranteed renewal, and non-di scrimnation
agai nst individual worker's health status. Al this to the
extent that those protections were not already |argely provided
in the voluntary private insurance narket.

Now, |eaving aside for the nmonment whether or not those
regul ations made nuch of a difference in the traditional enployer
group market, the problens of inadequate |ong-term protection

against health risk redefinition appeared to remain nore
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difficult in the individual insurance market. And as we | ook
ahead to the possible evolution of the private insurance nmarket,
we see sone possible erosion of those stable enpl oyer-sponsored
i nsurance pools as a foundation of health risk transfers.

So, sone contributing factors mght include: the
various degrees of newer defined contribution health benefit plan
options, increased cost sharing by enpl oyees, greater worker
mobi lity and | esser conmtment to a single enployer, reduced
i nsurance take-up by enpl oyees that are younger, healthier and/or
nore i ncone constrained, enployee demand for nore choice and
flexibility in health benefits options, and increased costs in
regul atory burdens on smaller enployers that reduce the
i kelihood of their offering group insurance at all, or at |east
increase their desire to find alternative insurance pooling and
pur chasi ng nechani sms, |ike association health plans and health
marts.

Looki ng ahead even further to additional unbundling of
nore standardi zed group health i nsurance arrangenents we ni ght
i nclude future reformof the Medicare program in either a
prem um support or nore individualized defined contribution
manner, and the further customi zation of health benefits and
health care in the wake of individualized genetic informtion
t hat woul d becone nore predictive of future health risks and

treatment options.
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So, today's discussion is in part ainmed at determ ning
whet her private insurance markets can cone up with better ways to
handl e possibly greater fragnentation of the traditional enployer
group-based nodel and to provi de deeper, nore sustainable
protection against the uncertainties of change in health status
across one's life cycle.

Now, can we do that and al so provide sufficient choice
of insurers and insured benefits? Can we structure comm tnents
to insurance pools that are mutually beneficial and nutually
bi nding? WII our legal and political systemallow nore tine
consi stent |ong-terminsurance contracts to be enforced? Do we
need | ess reqgul ation, nore regulation, or, hard as it is for ne
to imagine this occurring, smarter regulation?

O does a good bit of our current mx of private
i nsurance arrangenments handl e sone of this task already in |ess
obvi ously observed ways? |Is our traditional enployer-based
i nsurance systemup to the task? How much of an expanded role
m ght the individual insurance market take on?

What about expansion and inprovenent of past efforts to
structure voluntary pooling nechani sns for groups of snal
enpl oyers or private association nenbers? Wuld a nore refined
use of health risk rating help or hurt the availability and

affordability of private insurance coverage?
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Vell, sit back and listen while our panel rolls up its
sl eeves. | can ask the questions -- the answers are a little
harder -- but we have assenbled sone of the nost thoughtful and

i nnovative people around to westle with at | east sonme of these
topics and to navigate relatively uncharted health policy waters
today. And | mght even say sonething later on

Leading off today's discussion is the health policy tag
team of Mark Pauly and Bradley Herring. Mark is the Bendhei m
Prof essor and Chair of the Departnment of Health Care Systens at
t he Wharton School of Business. He is also a Professor of Health
Care Systens, Insurance and Ri sk Managenent, and Public Policy
and Managenent at the \Wharton school. And he is a Professor of
Economi cs in the School of Arts and Science at the University of
Pennsyl vani a.

Mark's prolific witing and teaching about the
mar ket - based econom cs of health care provides support for both
si des of the human cloning debate. Maybe we really can get by
wi th having only one Mark Pauly to handl e the wi de range of
i ssues he addresses so well, but it is tenpting to consider
produci ng several duplicate originals to give hima break now and
t hen.

Just this nonth Mark has published a superb overview
article, with Wnne Nichols, in Health Affairs, about what we

know and what we don't know and what we will disagree about for
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nonfactual reasons about the individual insurance market. He is
al so co-author of two National Bureau for Econom c Research
studies, with forner students, about the affordability of health
i nsurance for the uninsured and about the possible effects of

el ectronic I nternet-based i nsurance informati on exchanges on
search costs and the resulting | evel and di spersion of prem uns
paid for individual health insurance.

And he is one of a handful of hardy souls who have
dared to expl ore how market - based, guaranteed renewabl e i nsurance
policies mght be structured to provide |onger-term protection
agai nst variations in one's health risk profile. H s persistence
in this task has been tinme consistent, if not incentive
conpatible, wth past articles in 1995 and 1998 in the Journal of
Ri sk and Uncertainty.

Joining Mark today in his nost innovative | ook at
mul ti-period incentive-conpatible guaranteed renewabl e health
insurance premuns is Bradley Herring. Brad is Assistant
Prof essor in the Departnent of Health Policy and Managenent at
the Rollins School of Public Health at Enory University in
Atlanta. He previously was the Robert Wod Johnson Foundati on
Scholar in health Policy at Yale's Institution for Social and
Pol icy Studies.

He received his doctorate degree in economcs fromthe

Whart on School, where his dissertation exam ned the inpact of
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access to charity care on the demand for private health

i nsurance, a subject on which Brad spoke at a Cato Forum | ast
year. Brad al so has co-authored several recent articles on

nmedi cal savings accounts, the individual health insurance market
and tax credits, with Mark Pauly, in Health Affairs and the
Journal of Health Economics. And they have co-authored probably
t he nost thorough denystifying | ook at the workings of the

i ndi vi dual insurance market, in a 1999 AEl book called "Pooling
Heal t h I nsurance Risks."

Mark is going to start things off in fram ng the issue
and denonstrating a solution to this chronic insurance problem
that can work in theory. Then he'll hand things off to Brad, to
provi de sonme estimates on how it actually could work in practice.

Mar k Paul y.

MARK PAULY,

UNI VERSI TY OF PENNSYLVANI A

DR. PAULY: Thank you Tom

My assignnment is to provide a kind of franme for the
enpirical work that we want to report on here that we are excited
about, and that Brad is primarily going to discuss. Then | get
to cone on at the tail end to do the sort of denouement on what

all of this mght nean for policy.
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| did want to describe, before |I talk about the social
obj ectives and the policy problem the way econom sts are trained
to think about the particular issue that is involved here, and IT
has to do with adverse selection, information asymetry, and a
whol e host of Excedrin headache topics in insurance. W are
trained to first appreciate the beauties of the conpetitive
mar ket, which are certainly worth appreciating, but then to | ook
for potential sources of market failure -- something Tom
ment i oned.

And the two that had been around, at |east since Afred
Marshal | and probably before, were externalities and inperfect
information. And the third category is generically |abel ed
asymmetric informati on, where a person on one side of the
transaction has better information than the person on the other
side of the transaction. And that has led to the discussion of
adverse selection of health insurance and the | enons problemin
t he used car market.

| f you don't see the parallel there, you can read sone
of the discussion of the reasons for awardi ng the Nobel Prize to
Ceorge Ackerlof, Joe Stiglitz and M ke Spence to expl ain why
those two are really the sane thing.

One inportant difference, though, between the first two
ki nds of nmarket inperfection and this kind is the first two

ki nds, we actually have a pretty good idea of sone fairly sinple
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correctives that governnments could inplenent and at |east stil
allow for some market to remain. In the cases of externalities,
it is either attacks on a snoking chi mey or a subsidy on a
facade of a house that needs historical preservation.

For inperfect information, the governnent nmay, in
principle, step in and either provide that information or provide
vouchers for people to go out and get their own information. The
probl em wi th adverse selection and inperfect risk adjust is that
t he governnent solutions, short of taking over the whole industry
and deciding for everyone what they shall have, are not very
obvi ous.

And so, to sone extent, nmy interest in this, and I
dragged Brad into this when he was a Ph.D. student and now he has
kind of stuck to it, ny interest in this topic has been to ask
the question: Well, if there is inefficiency going on here, is
t here sone market -based solution to it? So, that is sort of the
setup. And to sone extent, | am enbarrassed by the story I'l
tell you here, but I've got tenure so | don't really have to
worry about that.

First of all, let me talk about the social objectives
that I think we want our society to pursue when it comes to
heal th insurance, and especially for individual health insurance
is this an issue. Although, for reasons Tom nentioned, it also

provi des kind of a rationale and maybe an excuse for group
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insurance. One is that a person not only wants to insure agai nst
havi ng unusual Iy hi gh nedi cal expenses in the current year, but
al so, in theory, to insure against having unusually high
life-time nmedical expenses.

The problemis that if insurance is based on expected
nmedi cal expenses that a person has as would occur in a
conpetitive market each year by year, and if it is sold on a
year - by-year basis, you are potentially subject to a risk that
not only will you have a chronic condition, which is bad enough
news but, in addition, sort of the Jobe syndrone, your insurance
prem uns are going to quadruple or maybe it will even go away.

So, protecting against |arge and unexpected junps in
premuns i s sonething that we think people would want to have,
ought to have. G adual and expected changes in prem uns are
okay, but it is the | arge ones and the unexpected ones.

Al so, though, it would be desirable to offer incentives
to consuners to becone insured when |ow risk and remain insured.
It is not a good idea to only fix the roof when it is raining,
and then you can't do it or at |east not at a high expense.
Peopl e should be insured all the tinme. And finally, at |east we
think -- I think; I amnot sure whether Brad agrees -- but I
think that, other things equal, one would want to limt public

subsidies and regulation to the m ni num necessary.
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So, the options for doing this -- just a brief
run-through -- and focusing specifically on the first goal of
protecting people against junps and risks. The npbst conmon
option that is unsubsidized is conunity rating, where, through
regul ation, insurers are required to charge people who becone
high risks essentially the same premiumthey would charge if they
were | ow risks, and, effectively, average the charge across
everybody in at |east the insurance community. That is usually
not the whole community. So, that is one possible solution.

The second solution, which is the one we focus on here,
is guaranteed renewability at group-average premuns. And the
fundanmental idea there is that the insurer prom ses that, first,
if you want to, the health insurance policy you bought this year,
they will sell it to you next year. And, second, if you happen
to beconme a high risk, they won't raise your health insurance
prem unms for that reason. They nay raise themfor other reasons,
i ke medical costs rose or the product was woeful |y underpriced
inthe first period, or whatever it mght be, but there is a
prom se not to raise themfor any individual for the specific
reason that that individual had a worse experience than average
or is anticipated to have a worse experience than average in the

subsequent period. So, that is guaranteed renewability.

ARTI Transcripts
(225) 389-0016 and wwwe.artitranscripts.com



13

So, it doesn't mean premuns are literally guaranteed;
it nmeans you are guaranteed not to have to pay anything nore than
t he people who originally bought the insurance policy with you.

Those are the unsubsidized solutions to this problem
There are subsidi zed solutions to the probl em of people who
become high risk. One, of course, is a high-risk pool, where
insurance is nmade available to high risks at a prem um usually
above the standard risks, but well belowits costs, and then,
effectively, with an excise tax usually on other insureds that is
paid for, or the alternative is risk-rated credits or subsidies.
The idea would be that insurers, in a world where people were
subsi di zed to buy insurance through vouchers or credits, those
credits woul d be bigger for people who are higher risks and were
charged hi gher premnm uns.

And the good thing, or at |east we think a neat thing,
about guaranteed renewability -- this is a little doctrinaire and
| will probably back off if challenged -- but, roughly speaking,
only guaranteed renewability provides an incentive to do all the
t hree things up above -- to continue to have insurance and to buy
i nsurance when you are lowrisk and to be protected fromjunps in
prem uns, and to do so w thout enornous public subsidy or
regul ati on, although sone subsidy, in nmy view, is always needed

for relatively |owincome people.
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So, that is what guaranteed renewability is. And it is
a solution to the problemof risk variation in insurance. | kind
of reversed the order of things in the handout, and | ought to
tell you why. I'ma little enbarrassed. 1In 1995, along with
Ri ch Roth and Howard Kunreuther, | wote a paper that offered a
way, in theory, to solve the problemof variation risk over ting,
a way to provide a guarantee and yet keep people in the insurance
pool, and not do the obvious thing |ike nmake people settle on
their health insurance when they are 21 and then they are stuck
with it the rest of their |ives.

John Cochran, at Chicago, who has won the Samnuel son
Prize in Financial Markets, has a simlar kind of argunment. And
that is basically what we are tal ki ng about here -- incentive
conpati bl e guarant eed renewabl e i nsurance. And partly as a
result of the paper on the individual markets that we did sone
years ago, we discovered, much to our surprise, and, to sone
extent, enbarrassnent, the thing that we thought we had done the
world a great favor by inventing, although you have to be able to
read techni cal economcs to discover it, had actually been in
existence in real -world i nsurance markets for many years -- even
in health insurance markets.

And so, at least as | understand the institutional
structure here, roughly speaking, about 80 percent of people who

had health i nsurance even before there was extensive State or
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Federal regulation of guaranteed renewability had guaranteed
renewabl e i nsurance. In the absence of any regulation, virtually
all termlife insurance has guaranteed renewability, and

| ong-term care insurance does, too. So, it was a pleasure but a
l[ittle bit of an enmbarrassnent to di scover that the market was

al ready doing sonething like this.

But of course what has happened froma policy point of

view to this question of guaranteed renewability is that -- and
sonmewhat to our surprise -- it has becone a fairly warm at | east,
if not hot, policy topic, in part because the HHPAA law -- a | ess

wel | -drafted | aw woul d be hard to imagine at least in this
di mension -- requires guaranteed renewability but does not define
it very well at all. States do define it in various ways and
forbid reunderwiting, but the current state of what the States
really will let you do or will not do, I think it is only
charitable to say, is in sonewhat disarray, |argely because the
aws that the States interpret as prohibiting reunderwiting are
often fairly general and untested in the courts.

So, that is sort of the policy frame. The main
theoretical question | have al ready descri bed. W asked
oursel ves, we the three nusketeers, back in 1995, asked
ourselves: Can we think of a way, w thout having people to nmake
a lifetinme decision on their insurance, to pay your insurance

prem um year by year and still provide yourself with protection
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agai nst the possibility that you would becone a high risk, and
al so protection against the possibility that if sonme people

di scovered they were low risks, they could weck the insurance

pool ?

And the idea of this can be nade very conplicated, but
the general idea is fairly sinple. The notionis, say -- | am
going to be picking on sone 25-year-old -- it could potentially

be one in ny famly who | always have to nake sure that she has
health insurance -- who is thinking about buying insurance for
the next year. The way to think about the kind of insurance that
is guaranteed renewable is that there is a single insurance
prem um but it actually has two parts.

One part goes to pay for whatever nedical expenses she
m ght incur in that year. The other part goes to pay for the
contingency that, should she contract a chronic condition or a
condition that would rai se her expected expense if not for
lifetime at | east for sone subsequent periods, that extra prem um
woul d pay to bring the premumin subsequent years down to the
| evel that would be paid by good risks.

So, in a sense, you are buying a sort of two-part
i nsurance policy. One is an insurance policy to cover your
medi cal costs this year. The other is an insurance policy to
protect you against the thought that your prem ummght junp if

you becanme a chronic high risk
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So, that is the general theoretical idea and the work
that we are going to report on here is an attenpt to add sone
enpirical content to the question of what would the prem um
schedul e that satisfies these properties |look Iike. And one of
the issues that has been raised about this notion is, well, if
people are, in a sense, paying up front for risks that nay be
with themtheir whole lifetinme, if you just tell me that, it

sounds |i ke young people are going to be asked to pay a very high

i nsurance prem um because the second part will be large even if
the first part is small. And can they afford it?
So, what we wanted to do -- al though nobody quite knows

what affordability neans although I amtrying to define it --

what we wanted to do was to get sone idea of what the lifetine
path of prem uns would [ ook |ike with guaranteed renewability,
see how it would conpare with the lifetine path w thout

guar anteed renewability, and see, in a sense, if the extra GR
prem um woul d be affordable.

And so that is basically the question. So, the
fundanment al enbarrassing issue here is, first, that we discovered
sonet hing that already existed, and the second source of
enbarrassnent, to sone extent, our work here is the answer to the
question: Sure, it works in practice, but can it work in theory?

And the answer to that turns out be affirmative.
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So, the basic questions | will pose -- and the little
picture at the bottom of page 2 of the handout is supposed to
hel p you keep track of them-- we first just wanted to know what
the lifetinme profile of GR premiuns would look like. And I wll
describe this in a nonent, but the GR schedul e we nost focus on
is what | call there the automati ¢ GR schedul e, represented by
the little dots. And the solid line is the |ow-risk prem um

And basically, the nessage is that you do pay a little
bit nore for GR when you are young conpared to not buyi ng that
protection at all and being |lucky enough to stay a | ow risk al
your life, but it is not very large, it turns out, and is not so
large that it would involve you payi ng a higher prem um when you
are 25 than when you are 55. |In fact, your premuns wll still
be | ow when you are young and not earning as nuch and sonmewhat
hi gher when, hopefully, even if you are older, you will be
earning nore. So, the GR prem um schedul e sl opes upward with age
as wel | .

Second, would this still be attractive to people? The
answer, | have already given. The dotted line conpared to the
solid line shows how these two prem uns would work. And this
automati c schedul e involves an insurer just calculating the
actuarial expected value of the future nedical expenses
associated with chronic conditions and just inposing that as the

GR prem um
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Can people afford this kind of insurance when they are
young? The punch line here basically is partly, as | already
said, the premumis still relatively | ow when you are young and
hi gher when your old, when you can afford it better. It is also,
as you wll see, not particularly higher than even just having
the luck of staying healthy. It is only about 1 percentage nore
of a person's incone, or a few hundred dollars nore, to buy this.
So, it doesn't seemto be a serious problem

We al so explore whether it mght be possible to tilt
this premuma little bit. Because, after all, it should be

worth sonmething to even depress the GR premiuma little bit bel ow

the automatic |evel when young -- of course, you have to pay a
l[ittle bit nore when old -- and it turns out it is possible to do
t hat .

So, I will turn things over now to Brad, who wll

expl ain and show you sone nunbers to show how this actually

works. Then | will cone back on to sunmari ze.

BRADLEY HERRI NG,

EMORY UNI VERSI TY

DR. HERRING Thank you for having ne. Thanks Mark.
So, basically I think it is pretty clear what the rest

of the talk will do. W want to essentially |ook at sone data
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and cone up with what these prem unms woul d actually ook |ike
based on the theory outlined froma decade ago.
I amnot sure if you have heard about this Enory

prof essor. About a week ago he resigned, because he essentially
was faking data, comng up with nunbers | ooking at gun ownership
inthe |late 1700's, early 1800's. | was kind of surprised that
anybody even cared about that, but | amsure that a | ot of people
don't even care about health insurance prem uns.

So, like him | amessentially going to present sone
nunbers frompremuns that are nade up. Well, | amactually
| ooki ng at sonme pretty good data on nedi cal expenditures, nedical
clainms, to construct what these hypothetical premuns are. So, |

think we are based in sone good, solid ground, and hopefully it

is nothing | will have to resign over

So, what is this data? Well, it is the Medical
Expendi ture Panel Survey data. It is a nationally representative
survey of about 25,000 individuals a year. | pool ed together

three years of them from 1996, 1997 and 1998. As the title
suggests, there is nedical expenditure data, which is very useful
to us, but also there is really detailed data on chronic
condi tions.

There is a set of 12 chronic conditions, such as
cancer, diabetes, and high bl ood pressure but, noreover, the data

al so includes the date that those conditions were di scover ed.
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So, we do sone conplicated statistical techniques that sone of
you are interested in, and probably nost of you aren't, so | wll
just kind of leave it at that. But essentially, we do sone

sophi sticated kind of stuff to come up with an individual's
expect ed nedi cal expense based on their age, based on their
gender, and based on their health status of whether or not they
have these 12 chronic conditions and how | ong ago t hose

condi tions m ght have been di scover ed.

So, fromthere, we do two things. W consider two
regines. One is to take these expected expenses and assune that
the individual health insurance market is setting prem uns
proportional to what an individual's expected expense is. O, on
the other hand, let's construct what this hypothetical GR prem um
woul d I'ike. Hopefully, it is pretty clear at this point.
Essentially, the GR premiumat any point is going to equal the
expect ed expenses of the lowrisk individuals, plus the excess
expected expense for people who are going to becone high risk
during that year.

So, for exanple, the premumthat you would want to
charge people who are age 64 is sinply the expected expense of
all the healthy people at age 64. The prem umyou are going to
want to charge the 63-year-olds is the expected expense of the
heal t hy 63-year-olds, plus the excess expense of all the people

who are going to becone sick during age 63, to cover their excess
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claims in age 64 over what the lowrisk people' s clains are going
to be.

So, you keep doing this on and back to age 18, and you
essentially create these prem uns, where we are going to cover
all the cost but we are going to cover all the costs with
prem unms that are front-loaded. And then people who are younger
are paying nmore to cover their future clains.

So, essentially, with the data of this Medi cal
Expendi ture Panel Survey, we just have to put everyone's expected
expenses in the right hole and sumthemall up.

And as Mark eluded to earlier, if you start thinking
about these front-Iloaded prem uns, you m ght have to get the
expenses for all the young folks really, really large to cover
all the people in their older ages. And actually, | think we
find three mtigating factors which kind of suggest, and we show
alittle later, that the anount of this front-loading isn't
necessarily as large as a | ot of people would suspect.

Maybe you could refer to Tables 2 and 3, which | have
nor phed together fromthe paper and they are on this handout.

The first observation is people who becone high risk when they
are young are either going to recover or they are going to die.
For exanple, if you start with the standardi zed popul ati on of

mal es, 100 nmal es at age 18, 40.9 percent will be high risk by the

time they are 64. But since alot of themare actually going to
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die, we only really have to pay for 32.1 of themat age 64. So,
that mtigates it just a little bit. And to handle the
recovering bit, we split our expected expenses based on whet her
or not the condition was discovered before or |later than 5 years
ago.

A second mtigating factor is the proportion of people
who are becom ng high risk increases as individuals becone ol der.
For exanple, 18 year olds have a less than .5 percent chance of
becom ng high-risk in any given year. But that ranps up to a
poi nt of about 2.5 percent when you are in your 60's. So, that
i s another effect that people aren't becom ng high risk until
they are getting to their mddle and ol der ages.

A final effect that we uncover that mtigates this
anmount of prem um paynent necessary is that even for individuals
who are in perfect health, their expected expenses still increase
with age. For exanple, nmales at age 18, if they are conpletely
| owrisk, their expected expenses are about $580, whereas nal es
at age 64, are $3, 200.

So, if you run this programand get this "break-even"
auto-pilot GR prem um schedule, we find that the excess anount
that has to be collected per year is actually kind of noderate,
and it is lower for the youngest folks than it is for m ddl e-aged

folks. 1t is about $200 for people when they are really young,
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bet ween $400 and $500 in their m ddl e ages, and then, as defined,
t hat excess falls down to zero as you approach age 64.

So, as a check, you can see that the [ow-risk premum
and the GR premium are exactly the sane at age 64. The sum of
these things are identical, the average prem uns and the GR
prem uns but, as should be clear by now, the slope is a lot |ess
steep for the GR premum But | think we can kind of concl ude
that it is not really that excessive.

If you | ook at the next page, | have actually graphed
these things out. The |ight dianond defines what the | ow-risk
prem umwoul d be. The light triangle represents the average
risk. So, if you were to include all the people who are
hi gh-risk -- and then concentrate on this prem um schedul e not ed
by the X's -- as you can see, it is a lot |ess steeper than the
average premumgradient and it is about this 2 to 500 above the
| onest prenm um but tapers back down to nothing at age 64. And so
there it is graphed out.

The next thing we want to do is we have sonme access to
sone data for actual premuns fromthe comunity tracking study.
They are included on the graph, but the key does not show t hem
there. They are the circles. And the circles are the ones that
bounce around a lot, and they are actual non-group prem uns.

| guess two things are pretty striking. And | should

say that we didn't really do any adjustnent based on what kind of
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pl ans these people held or anything. So, there are a |ot of
alternative explanations for what could be going on here. But |
think two things are rather consistent with the fact that maybe
premuns are having this GR feature. One is that the slope is a
| ot steeper than the average expense for individuals. And there
is this pretty noticeable tapering off over the last 10 years as
you approach Medicare eligibility.

So, the final thing we want to do -- and Mark will talk
about the inplications of this a little bit nore -- but we wanted
to attach sone kind of valuation for this GR feature. And so the
fact that people are risk averse and they would prefer to avoid
havi ng uncertain fluctuations in prem uns they face over tine,

t here shoul d be sonme kind of valuation they have to avoid
uncertainty in the future.

Econom sts have different ways to exam ne this, based
on how much people avoid this and to get a dollar value of this.
And that is one thing we do. So, if that is a benefit of this GR
feature, a potential cost of this GR feature as well, as Mrk
said before, there are essentially two portions of the prem um
you are paying. One is your current expenses and one is the
future premuns that you are going to encounter should you becone
hi gh risk. And people m ght not be able to afford to pay for

these things in the future.
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As an individual, | amindifferent between, for
exanpl e, having a dollar today and 95 cents in a year. So, it
may be the case that individuals value their consunption nore in
the present. And there is going to be sone sort of cost. W
call this capital constraint cost, because individuals presunmably
can't borrowin a perfectly efficient market to cover these
premuns. So, we try and attach sone value to that by assum ng
different discount rates for the insurer versus the individual.
W try and do this nostly not as a clear indication of what this
actual utility value is, but nore or less bringing it up and
starting to consider this thing.

There are two main results. If you |ook at the
val uation of the benefit related to the uncertainty reduction,
which is these squares, it is pretty small for younger
i ndividuals, and it ranps up considerably for ol der individuals.
And so this is kind of like the other side of this doubl e-edged
swor d.

Vel |, younger individuals have this really | ow
probability of becom ng high-risk when they are young, and so
that neans this GR premumyou have to collect is pretty |ow
But at the sane tine, since it is a relatively |low-probability
event, they are willing to pay a little bit less for this
reduction in uncertainty, whereas, as you get older, this is

sonewhat nore common -- | nean it is still rare, it is about
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still about 2 percent a year, but it is alittle nore realistic
and so there is a higher val uation.

The valuation of this capital constraint is pretty
| evel , but obviously it tapers off as you get to age 65. | guess
the main thing to think about this is if you just consider this
br eak-even GR automatic pilot prem um schedule, it nmay be the
case that it is undesirable for younger individuals sinply
because the benefit of the risk reduction is outweighed by the
cost .

So, if you just consider this break-even prem um
schedul e, there m ght be problens, but who says we have to adhere
this break-even prem um schedul e? |f you think of |ooking at the
total utility gain across all ages, older individuals are willing
to pay a lot for this GR feature and so you should be able to, in
principle, take a |lot of that noney, shuffle it around, and have
the ol d subsidize the young a little nore, and things would
probably work out.

W do another thing in the paper, where we | ook at the
proportion of premuns of total income over the lifetime cycle
and, nore or less, trying to see if this is suggestive of a
bi gger thing of evening life-tinme consunption, presumably because
that is the underlying reason for wanting to ook at this. And

it does appear that the GR prem uns as a proportion of income do
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seemto be nore | evel conpared to the average prem unms or the
alternative schedules that are out there.

So, let me turn it back to Mark to nmake sone sense of
all this.

Thank you.

DR. PAULY: The main nessage fromthis enpirica
research is that a schedul e of guaranteed renewabl e prem uns that
insurers can feasibly offer is one in which premuns still are
| ow for young people and hi gher for ol der people. Probably what
is nore inportant is that it |ooks |ike a prem um schedul e
conpared to the one without this protection, nost people, at
least if they were rational and risk averse -- and not even
econom sts or actuaries were urged to think about it -- would
prefer paying a little bit extra for this feature as opposed to
buyi ng an insurance policy that |acked the GR feature, but
running the risk that if you cone down with di abetes or |eukem a
or MS. or sonething like that, your prem umeither goes to the
sky or the insurance disappears.

The extra premiumis relatively noderate, a few hundred
dollars a year, and is noderate relative to the incone that
peopl e have at various ages.

Again, to kind of continue with the enbarrassnent --
so, we discovered this would actually work. Wen we | ooked at

actual premuns, they are not that different. Mybe the market
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has already figured this out. |In one sense, that is good news
for an economsts. It is nice to knowthat all those stories
about the market and the invisible hand really works. On the
other hand, it is bad news. It neans you can't get as nuch
consulting work. But | guess | would go for the fornmer rather
than the latter. And there are still some tweaks that we
think -- and they may be a little nore than tweaks -- that could
i nprove the attractiveness, conpared to the automatic pil ot
version in any case.

So, that is sort of the punch line fromthe research.
There are a couple of comrents | wanted to nmake about the policy
rel evance to all of this. The main nessage | think for policy is
guar anteed renewability does seem i ke sonmething worth thinking
about as a way of providing this protection against junps in
prem uns and al so as a way of providing for the social objective
that at | east sonme people have that just people who get sick,
what ever the consuners thought, shouldn't be required to pay
hi gher than average premuns either. This sort of achieves both
of those objectives.

There are two primary threats to this that | wll
concl ude by just discussing and arguing that they may not be so
bad as they seem The first one, at least in theory, isn't a
problem It is ared herring. A though in practice it could be.

This is the behavior that | think is sonetines called churning.
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The idea is that the insurer raises the prem umfor
everybody once people get |locked into this contract after a few
years, raises the premumfor everyone above the |evel that would
keep the low-risks in. That causes the |lowrisks to drop out.
And the insurer then says to them well, since | see you are
still a magnificent physical specinmen, I will sell you insurance
at a premum /|l ower than what | was charging you for the GR thing.
And then the poor high-risks are left in the GR plan. But even
if the plan charges the sane premumto everybody, it is really
quite a high premiumpotentially.

The reason why that shouldn't be a problemat |least in
theory -- it is always hard of course to make this work in
practice -- is, first, there should be reputational deterrent to
it. Wwo would want to buy froman insurer that was going to go
through this routine of if you are unlucky they are going to
rai se your premuns and if you are lucky they won't? And if you
fell for the, "Ch, you are lucky now, we wll give you a new

better deal,"” why should you think that you m ght not be on the
short end of the stick the next tine around?

So, that does seem i ke sonething nobody in their right
mnd really ought to want to do. O course, what is needed to

make the market work in that way is for there to be infornmation

avail abl e to peopl e about what the insurer's policies are.
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And Keith and | in our group were talking about this in
the green room-- at |east for people who believe in markets, it
al nost seens |like information would be sufficient. There is no
necessary reason to prevent an insurer fromoffering a policy
wWth reunderwiting as long as you know it was printed in big red
ink sonething that says "Do not take this policy hone," or
sonething |like that on it, or "Dangerous." But if sonmeone wanted
to buy it, they could. But according to the theory we' ve
el uci dated, and for the nost part, people wouldn't want to -- at
| east not if they thought seriously about it.

And then finally, it does seemto ne potentially as a
substitute for information, where it is expensive or where nost
peopl e woul dn't want this anyway, you could have sone regul ation
that limted the ability of insurers to reunderwite. In this
situation, it probably woul dn't being doing much harm ot her than
the cost of regulation itself and it m ght be doing sone good.

The other thing that is a potential threat -- and this

is actually a little nore serious -- is turnover. The nodel that
we tal k about, or at |east we have in the back of our m nds,
i magi nes you pick one individual insurance policy and you stick
with it the rest of your life. That is not what nost people do.
They only, on average, go about four years.

You m ght say, well, that neans if | think | amthe

average person, why would | pay this high double prem unf? But of
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course, if nost people don't stick with it for very long, the
extra premumfor renewability doesn't have to be all that high
So, it would still prove attractive to the average person.

| f people have different know edge about when they are
likely to | eave the individual policy and go sonewhere el se, on
to Medicare or on to an enpl oynent-based policy or whatever, the
i deal solution would be to offer a guaranteed renewable feature
that specified the nunber of years. So, you could buy GR from
your current age until you go on Medicare at 65. O if you
t hought, because you're in graduate school or something and in
five years you are going to have a really terrific job with group
benefits, you could buy only a five-year policy. That would be a
| ot cheaper than the indeterm nate duration policy, and that
woul d be the way to solve the problem

The main dilemma would be if it was too conplicated to
run that sort of situation. Then the people who expected to need
GR for only a few years would find it overpriced and they m ght
not choose to pay the GR premium In a way it's adverse
selection all over again. These are low-risks, and if they can't
get a premumor an offer that is based on their being | owri sks,
t he market won't work.

But generally -- | guess this is the punch line, this

is not exactly a big finish, but I think it is the appropriate
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thing to say about individual health insurance and guaranteed
renewability -- generally, it should work pretty well.

TOM M LLER  Thank you, Mark and Brad.

Up next in the dark trunks of the traditional enployer
group i nsurance systemis the healthy policy tag teamof Keith
Crocker and John Moran.

Keith is the Waldo O Hi |l debrand Prof essor of Ri sk
Managenent and | nsurance, and he is al so Professor of Business,
Econom cs and Public Policy at the University of M chigan
Busi ness School. Keith Crocker has al so taught econom cs at Penn
State and at the University of Virginia. He received his Ph.D
i n econom cs from Carnegi e- Mel on Uni versity.

Keith is Associate Editor for the Journal of Risk and
| nsurance and for the Geneva Papers on Ri sk and |Insurance Theory.
Hi s research has included such topics as insurance risk
classification, long-termcontracting, and insurance markets with
asymmetric information. One of his recent working papers, which
you have, with John Moran, |ooks at "Contracting with Limted
Comm tnent: Evi dence From Enpl oynent - Based Heal t h | nsurance
Contracts."

John Moran is an Assistant Professor in the Departnent
of Economi cs at Syracuse University, where he is also a Senior
Research Associate at the University Center for Policy Research

John previously was a Research Fell ow and Robert Wod Johnson
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Foundati on Scholar at the University of M chigan, and he was an
instructor in Penn State's Departnent of Economics. His
doctorate in economcs is fromPenn State.

John's recent work includes an article on preference
diversity and the breadth of enployee health i nsurance options.
That was published | ast year in Health Services Research.

Keith and John are going to split up their presentation
of their recent findings that inpedinents to worker nobility work
as a de facto conm tnment nechani smthat hol ds together
enpl oyer-sponsored i nsurance pools, and it may inprove the
gquantity of health insurance provided to workers by their
enpl oyers.

John will start us off in their salute to the
unappreci ated side of job lock and an exam nation of the limts

to long termcontracting for health insurance.

JOHN MORAN

SYRACUSE UNI VERSI TY

JOHN MORAN: First of all, I would like to thank Tom
MIller for inviting ne to participate in this very interesting
forum Unlike Mark Pauly, | amnot tenured, so |I am not going
the reveal any professional enbarrassnents that | mght have

suffered over tine.
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In the tinme allotted to ne here, what | would like to
do is briefly discuss the question of whether the
enpl oynent - based health i nsurance systemin sone way solves the
probl em of individual risk rating. That is, premuns that vary
based upon fluctuations in individual health status.

Now, on the surface, the answer woul d appear to be yes.
It is very few enpl oynent -based policies that are risk rated at
the individual |evel. However, even within an enpl oyer group, it
has to be renenbered that insurers still have to confront the
sanme underlying commtnent problemthat gives rise to risk rating
in the non-group markets. Specifically, the fact that insured
i ndi vidual s cannot credibly pre-commit to remain with a
particular insurer at a pre-specified premumin the event that
they turn out to be healthier than average.

Now, in some of the work |I've done with Keith Crocker
that was eluded to a second ago, we argue that when there are
transaction costs to switching enployers due to things |like the
speci al i zed nature of enploynent, job-specific training, or just
the cost of changing jobs due to search frictions or things |ike
that, that tying health insurance to enpl oynent provides a
mechani sm for keeping the lowrisk individuals in the insurance
pool .

Now, of course, the anobunt of job attachment that is

conferred by these switching costs is not absolute. 1In fact, it
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vari es consi derably across enployers. As a result, insurers
still have to structure group insurance policies in a manner
whi ch makes them attractive to | owrisk individuals.

So, within enployer groups, this can be done in one of
two ways dependi ng on the nunber of plans that are offered by the
enployer. So, in firnms that offer a single health insurance
policy to all their workers, |low-risks can be retained by
reduci ng coverage bel ow what it m ght otherw se have been --
bel ow the optinal |evel so to speak -- and, in turn, lowering the
group premum That's a trade-off -- |ess coverage at a | ower
cost that will be differentially valued by the |ower-risk nenbers
of the pool, and it provides a nmechanismfor keeping them
interested in sticking around.

Now, the main insight for nmy paper with Keith is that
the extent to which that has to be done depends upon the anount
of job attachment within the firm The nore | ocked in workers
are based on the switching costs | alluded to a mnute ago, the
| ess coverage has to be reduced in order to keep the | owrisks
interested in remaining in the pool.

Now, by contrast, in firns that offer nore than one
health plan, there is also less of a need to reduce coverage,
because workers sorting across plans based upon health status, in
part at least, is going to result in different prem uns being

charged to high- and lowrisks. And this offsets the need to
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directly and overtly reduce the anount of coverage specified in
t he pl ans.

So, froman enpirical standpoint, the two key questions
are then: How |arge are the coverage reductions in single-plan
firms that are necessitated by inconplete conmtnent on the part
of workers? And, two: To what extent does worker sorting in
multiple-plan firns result in health related differences in
prem uns? Wich is also sonething that, at the begi nning of

time, when you are 18 years old, you would like to insure

agai nst.

Now, in our work, we didn't address the second
guestion, but we can provide some evidence on the first. 1In the
handout you were given -- | think actually our paper itself was
di stributed -- but there is also a handout, called "Table 1

Ef fective Job Attachment on the Anount of Insurance Avail able
Thr ough Enpl oynent Based G oups,” this handout illustrates how
increases in job attachnment affect two measures of insurance
coverage in single-plan firnms. That is, in firns that offer only
a single insurance plan. And the two nmeasures are the lifetine
limt on benefits and the annual stop-loss anmount. Both of these
are nmeasured in 1987 doll ars.

In the first colum to the left, we have a neasure of
t he average anount of job attachment in each firmin our sanple.

It is an i ndex vari able that we have created, and it based
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essentially on a neasure of how nmuch specialized training is
required of workers in that firm And you can see in the table,
as this job attachnent index varies over its sanple range, froma
| ow of about 3 to a high of about 6.8, the predicted lifetine
benefit and the predicted annual stop-loss change dranmatically.

So, in going fromthe sanple m ninum for exanple, to
t he sanple maxi num we see that the predicted lifetine benefit
al nost doubles -- it is actually somewhat | ess than doubling --
and the predicted annual stop-loss falls by sonething just short
of a half.

Now, that is actually kind of an extrene thought
experinment. So, what m ght be nore appropriate is to conpare a
firmthat is in the 25th percentile, in ternms of how | ocked in
their workers are, to a firmthat is in 75th percentile, in terns
of how | ocked in their workforce is. And even there you can see
that in terns of the predicted |ifetinme benefit, we see roughly
an 18 percent increase in the lifetinme benefit. And doing that
same novenent, going fromthe 25th to the 75th percentile in job
attachnment, we see about a 15 percent decline in the annual
stop-1 oss anount.

It is inmportant to renmenber that the | ower the
stop-loss is, the nore insurance protection you have. So, these
things naturally go in the opposite direction as you are novi ng

t owards nore insurance coverage.
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Now, | ama little short on tine so | can't really go
into a great deal of detail on exactly how we generated these
nunbers. Suffice it to say it cones froma standard regression
nmet hodol ogy, where we hold all of our other exploratory variables
at their mean val ues and then conduct a sinulation, which is
illustrated in the table.

| f anyone is interested in the details, | was going to
refer you to ny Wb site, where a copy of the paper is avail able,
but apparently it has been distributed if anybody wants to take a
| ook at it.

So, what | would like to do then before handing things
off to Keith Crocker is briefly sumup the conclusions that |
take away fromthe work that we did on the enpl oynent-based
market. The first conclusion is that limted commtnent is an
i nportant inpedinent to the provision of long-termhealth
i nsurance even in enployer groups. Moreover, it is a problem
that nmust be confronted in any insurance setting where risk types
are changi ng over tine.

Second, enpl oyer sponsorship of health insurance
provides only a partial solution to the conmtnent problem As
we saw, individual risk rating is elimnated but at the cost of
| ess overall insurance protection. 1In single-plan firns, as we
saw a second ago in the table, this cones in the formof | ower

lifetime limts on benefits and hi gher annual stop-loss anounts.
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In multiple-plan firns, which we didn't | ook at
directly, it presumably conmes in the formof some degree of
segregation of high- and lowrisk individuals into different
plans. And this leads me to ny third conclusion, which is that
gi ven that the enpl oynent -based health i nsurance system doesn't
conpl etely solve the comm tnent problem that certainly |eaves
open the possibility that sone alternative approach, such as
guar ant eed renewabl e policies sold directly to individuals, nay
be able to i nprove upon matters.

In closing, | should just nention that finding such an
arrangenent coul d becone even nore inportant over tinme if the
overal |l amount of job stability in the U S. |abor nmarket were to
decline. And there is sone early and tentative evidence that
that may in fact be happeni ng.

So, what | would like to do nowis turn things over to
my co-author, Keith Crocker, who will offer sone observations on

the desirability and viability of guaranteed renewabl e policies.

KElI TH CROCKER

UNI VERSI TY OF M CH GAN

DR. CROCKER: Thank you, John. John sort of has worn
the health care hat anpongst the two of us here today, and | have

on ny insurance/contracting econom st hat here today.
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I would like to just start by just saying that what
Brad and Mark have done here is a really, really neat exercise.
| nmean, even if it turns out that these guaranteed renewabilities
don't catch on and Mark and Brad don't make millions of dollars
inroyalties off of this idea ideas as a consequence, | still
t hi nk they have really done a val uabl e exercise for us here today
and | would like to see what happens with the market test.

Although | ama little bit hunbl ed because, in ny
experience, firnms in conpetitive markets usually do a pretty good
job of figuring these things out before a bunch of econom sts
i ke us cone along and tell themhowto do it. So, the only
exception to that rule that | can think of off the cuff is the
Bl ack Scholes Option Pricing Fornmula, where we actually thought
of it as a group of economi sts, not nme in particul ar, but
sonebody el se first.

Ceneral ly, though, we are sort of follow ng al ong
behi nd the people in the market who get these things cornered.
And as Mark indicated, there may be a little bit of this going on
here, too. But, nonetheless, | think this is a really inportant
pi ece of work that they have put together.

Now, | have, effectively, three comments that | woul d
like to make. First, with respect to the narket test here, who
are the targets m ght one expect for these guaranteed renewabl e

policies? Well, | think right off the bat there is going to be a
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tendency to think the currently uninsured are probably the people
that m ght benefit fromthis. And I'mnot too sure of that.
Because a big chunk of the currently uninsured are, quite
frankly, uninsured because they nmade the choice to be.

And we can fight about how big that group is but, for
exanpl e, the young, a lot of the young, don't even buy current
policies that aren't GR policies that woul d be cheaper because
they don't find it worth their while. And maybe they are
uninforned, | don't know, but it is unlikely that folks Iike
that, who don't want to buy the current policies, are likely to
buy these.

Anot her possibility is that maybe these guaranteed
renewabl e policies mght peel off some folks who currently have
sonme enpl oyer-sponsored coverage that they are unhappy wth.
That certainly is a possibility and it does lead nme into ny
second observation. And that is that guaranteed renewability
does have the nasty result of sort of locking you into a
particul ar i nsurance conpany. And | don't know about you, but
when | eat dinner at a restaurant tonight, | want the fellow
cooking ny dinner to know that if it is a crumry dinner | can
take a hike and | don't have to eat there tonorrow night. So
this lock-in is a bit troubl esone.

And maybe reputation will have sonething to do in terns

of keeping people fromnoving in with an insurer that already has
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a reputation as a bad actor. But if you are already there, that
reputation isn't going to help you a whole lot if you are already
| ocked in.

The one advantage that a group policy with an enpl oyer
has is that you are | ocked to the group, not to a particul ar
i nsurance conpany, and the enployer can shop that group around if
a particular insurance provider ends up being undesirable for
what ever reason. But, having said that, | would like to see how
this works in the market test, and we'll see how it goes.

Now, the third observation that I would like to nmake
really has me with ny contracting hat on here. The question that
| would |ike to ask just rhetorically, because | think |I have
sone answers here is, what conclusions can we draw from Herring
and Pauly's work here today for the individual narket?

Now, | want to enphasize that | have absolutely no beef
with the cal culations they have made in this paper. Wat they
have done is they have taken the current conplexion of health
care costs and they have used that to forecast out what future
health care costs are likely to be, and then use that to devel op
these premumtrends that you have seen in their paper

And this would I think be not only a neat exercise, but
really relevant if we were in a stable world. | think health
coverage, though, is a pretty conplex animal, and especially over

the extended tine horizons that we are tal king about here in this

ARTI Transcripts
(225) 389-0016 and wwwe.artitranscripts.com



di scussion. So, what | amworried about here is the inconplete
contracting problemand the ability to actually contract in a
credi ble kind of way with insurance providers over an environnent
where things are going to change a | ot.

Now, | have heard in the setting here today, and
others, parallels with life insurance. And | really think that
thisis alittle bit of a stretch for a couple of reasons. |If
you think about whole life, we do have the front |oading that
| ocks you in, but that is a product that has fallen into a little
bit of disrepute over the |ast 20 years or so.

| think people have figured out that the inplied
interest rates on those policies isn't real good. And, not
surprisingly, a big chunk of the people who buy whole life
policies are 65 years old and facing their day of reckoning with
the inheritance tax. And the nice thing about a whole life
policy, if you buy when you are 65, you can nove your estate into
untaxed life insurance proceeds and there is a big tax wedge
there. It will be real interesting to see how whole |ife does as
the inheritance tax wi nds down over the next 10 years.

Wth term policies, you do have the guaranteed
renewability. That is really, |I think, the closest parallels
here. But with termpolicies, we have a | ot of people who drop
out routinely. Even for a boring business school professor |ike

nmyself who is a safe risk, by the time | get into nmy md-fifties
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it is pretty prohibitive. And so | expect | won't be having term
life insurance by the tine I'm 60 years ol d.

Finally, the triggering event with |[ife insurance is
sonmething pretty easy -- death. |Is he dead or not? Sonetines we
get people faking their deaths, but generally that is pretty easy
to determne. And the insurance financial obligations in the
event of that triggering event are pretty clear. In addition,
actuarial trends are on the side of the insurance conpany,
because people are living |onger, and that is good for the
i nsurance comnpany.

So, | was thinking a little bit when I was com ng down
on the plane this norning -- | had to get up at 4 in the norning
so |l had lots of time to think; and I"mflying on Northwest and
that's an interesting narket experience being in the Detroit
hub -- | hope there is nobody here from Northwest, but sonetines
they're late and there is not a whole |ot of conpetition on that
route -- but | was thinking about, suppose in 1972, when old
Keith Crocker was 18 years old and just graduating from high
school, a low risk, and signed up for a policy. And what would I
have signed up for? Wat would that policy have | ooked like to
treat ne now, 48 years old, 30 years later? And certainly costs
change, and that's not a big deal

| think Mark and Brad's approach can probably take care

of that okay. But the real thing is that treatnents change. And
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the thing is that, with health insurance, you have di agnoses and
t he di agnoses change all the tine -- they can diagnose things now
they didn't know existed when | was in high school -- that
initiates a treatnment that triggers costs. And the real problem
here, | think, is the inconplete contracts that we are going to
have to see as a consequence over these long-termtine horizons.

| think this is ultimately going to be the toughest nut to crack
here in these settings. And I, for one, don't want to | eave it
up to t he good graces of the insurance conpany to decide, 50
years out, what treatnment | should in fact get.

But | think that the work that Mark and Brad have done
here has been absolutely critical in furthering how we think
about insurance policies. They have pointed out that the capital
constraint and the front-1loading issue that was viewed as sort of
the final nail in the coffin for these GR policies maybe isn’t
that big a deal after all.

And so, again, even if they don't nake a | ot of noney
off of royalties off of this idea, naybe even if it doesn't catch
on, maybe what this will do is help up, as policynmakers and as
academ ci ans, think seriously about, well, if it is not the front
| oadi ng, what is it about the individual market that doesn't nmake
t hi ngs work? And again, ny candidate here today is going to be
t he contractual inconpleteness problemover these |ong, |ong

hori zons.
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| would just like to say one final thing and then |
promse | wll sit dowmn, Tom And that is that there is only one
thing in the paper that | disagree with. And that is on page 14
of the paper. They al nost got away w thout drawi ng an issue from
me on this. And this is where they say in the | ast paragraph
regardi ng i nsurance conpani es, "but what is |less clear is whether
they are aware of the need to tailor that front |oading to the

desires of the owrisks who need to be kept in the pool."

Vll, I think, quite frankly, insurance conpanies do
understand this. And | will draw as evidence of this an incident
t hat occurred back in the spring regarding a small |ife insurance

conpany from W sconsin that was engaging in reunderwiting of
life insurance policies. And | amnot commenting on
reunderwiting per se -- and maybe we can tal k about that

|ater -- but, effectively, there was a wonderful article on the
front page of the Wall Street Journal, above the fold, on this
matter. And a representative of this conpany was quoted in bl ack
and white as saying that the reason that we have to reunderwite
is we have to keep the lowrisk people in the pool.

Now, you may not agree with reunderwiting as the way
to doit, but that's evidence to ne that insurance conpanies
certainly understand that this is an issue. Anyway, Mark, Brad,
ni ce job.

Thank you.
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TOM M LLER: Thank you, John and Keith, for a nice job
as wel | .

Provi di ng sone coments on the previous presentations
is Rick Curtis. He is President of the Institute for Health
Policy Solutions. It is an independent, non-profit institute.

It was founded about a decade ago to devel op creative and

wor kabl e solutions to health system problens related to access,
costs and quality. Anobng the Institute's areas of expertise and
interests are assisting purchasing pool devel opnent, to give
smal|l firms, enployees and their famlies a neani ngful choice of
conpeting health plans as well as devel opi ng approaches to cover
uni nsured workers and children.

We al so, though, hope to hear Rick's thoughts on
whet her any of the previous discussion mght suggest better ways
to structure the next round of those alternative purchasing poo
opti ons.

Ri ck previously has been Director of the Departnent of
Pol i cy Devel opment and Research for the Health | nsurance
Associ ati on of Anerica. He was founding Executive Director of
the National Acadeny for State Health Policy and D rector of
Health Policy Studies for the National Governor's Association.

Rick Curtis.
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Rl CK CURTI S,

I NSTI TUTE FOR HEALTH POLI CY SCLUTI ONS

MR CURTIS: H there. As is ny penchant, | amlargely
W nging it here.
| think it is synbolically appropriately that just as

the health care market changes profoundly over tine, ny

assi gnnent has evolved a bit. At first -- and | wasn't sure

qui te what Tom neant when he was inviting me -- and he didn't use
the term-- but basically as the contrarian | believe. And
indicated that actually, long termcontracting, |'ve always

t hought m ght have sonme prom se, although | amnot sure in sone
respects howit would work. And then it sort of evolved into
this approach of well, gee, why don't you talk a little bit about
this experience with these purchasing pools to try to parlay the
advant ages of enpl oynent-based ri sk spreading with individual
choi ce.

| wasn't quite sure what he neant on the contrarian
front until | heard him speak at Len Ni chols conference. | think
nost people in this audience were at that conference | ast week.
And | think the termyou used -- this was your strawman -- the
adverse sel ection bogeyman. And nuch of this talk was that we
obsess too nuch about this problem And | cane to realize that |

was invited as the adverse sel ecti on bogeyman incarnate.

ARTI Transcripts
(225) 389-0016 and wwwe.artitranscripts.com



(Laughter.)

MR CURTIS: First of all, I would just like to say
that for the first tinme since graduate school when the people in
my programtried to get nme to stick around for a Ph.D., | w sh
had stuck around so that | could understand all the fornmulas in
t hese papers, but | didn't, so I'mnot even going pretend to.

But | would point you to, on page 4, a footnote by Crocker and

Moran. And in his presentation he alluded to sonme of these

poi nts.

In footnote 5 he lays out why things are nore
conpl ex -- sone dinensions of why things are nore conplex when it
comes to health insurance vis-a-vis, life insurance. And he

actually did a better job of laying those things out than I could
have. But | would add a couple nore dinensions. These are a bit
| ess arcane and a little bit nore commpn sense.

| remenber -- and this is a true story -- sone years
ago, and | can't renenber precisely how nany, when people were
tal ki ng about choice very seriously for the first tine, and there
was a hi gh-ranki ng seni or researcher who had recently conme from
academ a and now with the Federal Governnment. And she was
tal ki ng about how wonderful it is that through FEHBP t hey have
choice, and what a terrible experience she had had with her
carrier the previous year. She was sick and tired of changing,

and she was going to pick a plan that would be there in the |ong
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run, so she was going to pick "a piece of the rock." This is a
true story. And the day before in the business section of the
Wal | Street Journal had been the announcenent that Pru was
getting out of the group business. A couple of people in the
audi ence rai sed their hands and said, sorry, you won't have that
choi ce.

So, beyond these issues of a carrier maybe not serving
a consunmer well over tinme or neeting their particular needs over
time, there is the issue of AETNA becones US Heal thCare, becones
AETNA again. ALMOST is bought by Well Point but then brings in

seni or Wl |l Point operatives and now functions |ike Wl Point.

Beyond Prudential, | will nmention a couple of other
smal | conpany nanes -- MetLife and Travelers. And then, beyond
that, | think Mark is right -- | did ngjor in econ as an
undergrad -- the inforned consuner wouldn't logically pick a

carrier who doesn't have a good long-termreputation, especially
if they're signing into a long-termcontract. But there are a
nunber of consumers in a nunber of States who have bought plans
where not only is there no deep pocket, there is no pocket there
at all. There is just a hole -- the Caynman I sl and-based
fly-by-nighters.

And that is the extrene exanple and it is relatively
rare, but this is of course a very conplex nmarket and for

consuners this is tough stuff. So, unless the market is well
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structured and the kinds of consuner information that Mark tal ked
about is there in readily understandable ways, | wouldn't rely on
t hat .

A further conplication -- and this is not an area where
| claimto be expert -- but this has to do with Dr. Helm s point
that he brings to any neeting -- there is no such thing as a free
lunch. | see Gary Caxton is in the audience, and he knows about
this sort of thing. He has regulated insurance in the past. In
the individual market it's not just a matter of a carrier
offering a plan over tine. They have things they call policy
forms -- | think of it as a product -- and they open and cl ose
t hem

Some carriers tend to really try to keep them open as
Il ong as they can. And what that sinply neans is that if we all
signed up right nowwth a given policy formand it is guaranteed
renewabl e, but they start experiencing escalating costs -- they
weren't so good at predicting what these people were going to
cost -- and the costs start escal ati ng back beyond what they
predi cted, they have sonme bad choices. They can close the policy
formns.

Sone carriers do this sort of thing on purpose; others
are reluctant to do it, | understand. But they can cl ose that
policy form and then the people who are better risks, who can go

get anot her guaranteed renewable policy, wll |eave, because what
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they have to do is increase the price. O they can keep it open,
but they have to increase the price sone and they are not going
to be attracting good risks. So, there are those kinds of
real -worl d problens with taking, as Mark said, an academ c node
and assuming it translates imediately to how the real world w |
wor K.

Let me just point out sone of the lessons | think with
t hese consuner choi ce purchasing pools. There are a couple of
themthat still are around. The one in Connecticut and the one
in California | would point to.

Nunber one, there is no such thing as the magic bullet.
And these ideas -- consuner choice and enpl oyer purchasing pools
-- are not panaceas. The first point would be this issue of
adverse selection in insurance markets is real, real, real, real.
It's the first thing, the last thing and the mddle thing you
hear from health plans as they tal k about whether they wll
participate or continue to participate in these organizations.

And one thing | would point out is there is not one
exanpl e of a success with this kind of a programgoing up with
the kinds of rating practices within a group that enployers have
in a market that has health rating and surviving. There are sone
States that tried that sort of thing and there are sone States

that authorized private organizations to try that sort of thing.
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There were people like me saying that will never work. It didn't
work. Everyone of those efforts fail ed.

Nunmber two -- and this is sonething Tom was pointing
out over the phone when we were tal king before the presentati on,
and he is absolutely right -- there is a tradeoff between havi ng
t he choice of conpeting plans and having the choi ce of
substantial variation in product and in benefit.

In fact, when these things were invented they were on
t he Ent hoven nodel of the purchaser prescribes the benefits, you
have a | evel playing fields, and these things woul d have a couple
of different benefit Ievels, and then point-of-service or PPO
options on each of the benefit levels, and then a nunber of
conpeting plans. And that was so people could easily conpare
value and all. You guys know the theory fromthat. It was al so
to help avoid risk selection

Vel |, that becane pragnatically the concern. Because
even though health plans are resistant to standardi zed benefits,
they refused to participate in these things unless there was that
kind of a level playing field in the past, because they were so
appr ehensi ve about adverse selection as a result of benefit
design. That is evolving. And obviously as we get better at
this thing called risk adjustnent, that can hopefully be sol ved.

But it is a constraint. It is a constraint.
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Anot her interesting observation here that nost people
are not aware of is these organizations generally passed through
age rating to not only the small enployer on a conposite basis,
but to individual enployees depending on what the enployer's
contribution policies were. So, it ended up being nodified
comunity rating within the group

Now, normally the enpl oyer would contribute a high
per cent age and woul d be payi ng nost of the difference for the
wor kers t hensel ves based on age. But age rating, of course, is
very, very, very sinple conpared to health rating. It is
formulaic. You can show people what their prices are going to be
for any of the conpeting plans and products dependi ng on their
age. |If you start getting into health rating, it is never-never
| and. None of these ever did go to the point of having
i ndi vi dual plans health rate.

But, going back to ny first point, as these kinds of
pools tried to survive in underwitten markets they were faced
with bad choices. One is the | east conmon denom nat or
underwriting approach that you try to apply uniformy -- so you
have rel ative prices set for the conpeting plans so that the
consuners can see it, and then you have one underwiting
apparatus, so you basically have a nmultiplier factor that woul d
apply to the people in a given group. And where that sort of

thing was tried, like in Illinois, the sinple fact of the matter
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is a pool is never going to be as good at that across carrier
that have to all agree on the approach as an individual carrier
who is particularly adroit at health underwiting and health
sel ecti on.

| think there are | essons there. Maybe now that you
are funded by Robert Wod Johnson on an ongoi ng basis, maybe they
woul d I et you spend sone tine mning that database. But there
are sonme real lessons, if a researcher |ooks at | think, on what
happens to choice as enpl oyer contributions vary between defi ned
contribution -- and a nunber of themdid do that. They would
essentially peg a plan that | ooked Iike a high-value plan, pay a
percent of that, and that was their contribution rate vis-a-vis
ot hers.

My next point would be, again, selection, selection,
sel ection, selection. The nost recent one of these to go down
was in Colorado. And it happened because they were offering four
plans. Pacific Care was | osing noney nationally. They w thdrew
fromthis, and any place el se where they couldn't do as good a
job at controlling. Then they were down to three.

AETNA as you all know was closing its book in any
mar ket where they were | osing noney. They were |osing noney in
Col orado. They got out of the choice plan first because they

couldn't control selection as well as in the open market.
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That left two -- Anthem and Kai ser. Ant hem announced
they were | osing noney because of selection problens where there
was i ndividual choice. They wanted out; they went out. And then
Kai ser, who |ikes choice, |ooked across the table at this
pur chasi ng pool, and they said to each other, well, this is
supposed to be a choi ce purchasing pool and there is no choi ce;
shall we close the doors? And they did. And that is only two
years on the hill of tremendous growh in that particul ar
pur chasi ng pool .

| still would like to think that the |ong-term contract
idea has sone nerit. Tomlaid out a very interesting idea of
taking a FEHBP-1i ke private organization -- if | am paraphrasing
correctly -- make them available to people with |ong-term
contracts. There are a whole |evel of nore conplex issues here.
At least it wouldn't suffer the problem of sonme guy being stuck
with a plan that wasn't what they bought to begin with because
they were acquired by sonebody else or their corporate culture
changed or they're |l osing noney this year and they're anything
they can do to save noney, or what ever it is. So, it is very
attractive

O course, it is the plans that bear risk, not the
pools. So, how you nake that work is a question. As people |like
Eric O axton woul d ask, okay, what happens if the person decides

to | eave? Liquidated danages woul dn't be worth very nmuch then
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So, unless there is a law | aying out what the penalty is, it
woul dn't work well.

But what | can tell you about FEHBP nodels, if you took
FEHBP and just nmade it available in an existing small group
market, with health underwiting as it now operates, or an
i ndi vidual nmarket, it would be FEHBC, with the last letter C
standing for "creaned." This is a big problem

| amvery quick at this stuff, but not so quick that
your additional charge at the end of your introduction -- okay,
how do we design these for the future?

| will say he nentioned to begin with that nost of this
is presenting about |ooking forward to uncharted waters. |'m
sort of |ooking backward at what happened when we traversed
wat ers under very different climatic conditions. And this stuff
is very, very multidinmensional. Ad how to design a choice
pur chasi ng pool that can work relates very, very inportantly to
are there subsidies. Are there subsidies for only people in the
pool ?

If you do that -- and he knows that | think this; he
has read the Inquiry article before -- if you did that, if you
had tax credits that are applicable only to choice pools, you
could make this stuff work, | ampretty sure. |If you said our

i ndi vidual market or a small group market is going to be choice
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pools, then you could make this stuff work. You could nake a | ot
of things work.

I f you don't do one of those two things, what can work
is for nore constrained.

MR. MLLER  Thank you Rick.

| was thinking of how to square the circle of mandating
choice in a libertarian manner -- but I'll conme up sonething.

John Moran didn't carry the water for me on
asymmetrical information, and sone studies in that regard would
suggest that the custoners aren't the ones taking the insurers to
the cleaners if the insurers are able to charge the custoners
what the ex ante costs of their policies or risks would be. And
when peopl e object to adverse selection, they really nmean they
object to insurers actually charging people what it costs to
underwite them And that is a different version of adverse
sel ection, which is probably what is carried out.

But the first rule of thunmb in conmmenting on any paper
by Mark Pauly is to say, "N ce job, Mark," and tal k about
sonet hi ng el se.

(Laughter.)

MR MLLER | do think, though, that Brad and Mark
have provided a great advance in thinking about the structure of
i ncentive-conpatible, |onger-term guaranteed renewabl e policies,

and sone creative use of the data to show how it could be done
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and to place sonme limts of health risks variation over one's
l[ifetime in perspective. | think also noving away fromthe
earlier thoughts of about having lifetine | evel prem uns was a
particularly significant advance.

Now, on the Crocker and Modran limted comm tnent and
heal th i nsurance contracts, the unanswered question is: If
commtnent is such a key, what do we do and what can we expect in
terms of relying on conmtnent for smaller enployers, which is
where the leakage is in terns of the health insurance market?

They can't get that conmtnment. So, how do we devel op
sone ot her nmeans of creating conmtnent to a pool that we m ght
be able to attenpt, aside fromtying it to a single job with a
singl e enpl oyer?

There is an opportunity here -- and | knowit's
consulting contracts away -- to consider sone further
institutional reforms to deal with the evolution of the private
i nsurance market, and to consider whether we m ght be able to
craft sone deeper, nore innovative way in which private narkets
coul d handl e sone of the problens that are suggested better than
t he canoufl aged command-and-control cross-subsidies of the past.

In part, what we are trying to talk about, and | think
Rick alluded to, is sonething that is neither an individual
mar ket or an enpl oyer group market but a hybrid, where you are

havi ng indi viduals com ng together to bind thenselves into a
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sust ai nabl e group. And that has been hard to work out in
practice, but it is that type of hybrid approach which m ght
possibly offer a way to bring down sone of the |oading and

adm ni strative costs we are seeing in the individual market. |If
that doesn't take off in terns of it suddenly being a nuch | arger
group of policyholders, can we find sone other way to, in effect,
make that way of bringing together sone insurance choices nore
cheaper than currently is there in the marketplace?

W still need to conme up with sone nechanisns to all ow
people to switch anong insurers in whatever type of pool is going
to be structured there. The first stage may really involve, as
we are seeing to sone extent with what | think Vivius is doing
with its own networks, which is you have to pair with a
particular insurer, guarantee themall the custoners, then the
insurer offers the variety of products and the choice, know ng
that they are, in effect, keeping the stable base of custoners
t here, as opposed to swi tching back and forth anong conpeting
insurers. Then we get to the second stage a little later on.

But also, what will it take to allow and create a role
for a third-party broker, internediary, nmarket organi zer, just
basically an honest broker who will set up those types of choices
in these pools that I'mat |east imagining for the future?

The ot her conplication, which has been alluded to by

t he speakers before, is that health insurance is not just kind of
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a financial item |It's a service contract. |It's adjustable to
variations over tine in quality and its effectiveness. And

di ssatisfied custoners have to be able to have the option to
exit, albeit at sonme type of penalty when they do so.

| nsurance is not a generic term despite the best
efforts of Alan Enthoven in setting up sone kind of managed
conpetition. But we don't know how we are going to acconmodate
the fact that it could vary greatly in its scope, its quantity
and quality if we are going to create sone type of choice
alternative.

The other side of this is on the custonmer end. Just
how al truistic and generous are individual custoners going to be,
or have they exercised that behavior in the past? 1s there
really a market denmand for what we mght think is a good
| ong-term product? But maybe people want to play the lottery in
terms of what they think is their short-term advantage in their
health risk as opposed to what m ght be a wi ser set of |ong-range
al ternatives.

Looki ng back on the work about a decade ago by a couple
of ny heroes, Brian Dowd and Roger Feldman, in trying to think of
sonme of way to have these type of voluntary nulti-period pooling
mechani snms, they pointed out that consuners nay not want to be
| ocked into one insurer for a long period of tine when health

pl an choi ces have significant ongoi ng service consequences.
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Now, we are a little bit away from managed care with
the tighter networks -- that is a conponent. Even clains
adm ni stration, contract adm nistration, that is going to vary
frominsurer to insurer. Also, sone consuners wll need
contractual flexibility to change insurers in the event that they
| ater obtain a job that would offer better enpl oyer-paid
i nsurance coverage as opposed to what m ght be that individua
coverage in the pool.

Finally, many consuners, frankly, are unwilling to risk
redi stributing their incone when they are younger and healthier
t hrough prem um subsidies to others in a voluntary pool when they
can instead be picked off as good risks by other insurers and
then pay | ower prem uns.

So, when we think about how to construct sonme other as
yet unseen pooling nechanism-- but the imagination stretches
pretty far -- let's think about a couple of other issues we are
going to have to confront. This is nore fromDavid Cutler's
work, in ternms of the failure to have long-termcontracts in
i nsurance. Can we index, benchmark or create sone type of even a
derivative product which would deal with future increases in
health care costs? Sonme of that is tied to technol ogy and
greater treatnents, but it is a bit of a randomwal k as to where
it is going. O mybe it isn't if we, in effect, can match it to

sonet hi ng.
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Cutler, in his work, tal ked about the variability of
average costs over tinme is greater than cross-section
heterogeneity in the use of services. Sone of that is due to
unf oreseen technol ogies. As Mark Pauly said, in the past, no one
seens to want to buy last year's health care at |ast year's
prices. Maybe we need to find a way to offer that as an option.

A different way to deal with that -- and this is
Cutler's stab at the long-termcare insurance approach -- is the
di fference between an indemity contract, which is basically
saying this is how nuch noney you are getting for a parti cul ar
item as opposed to a service contract, where we are just taking
a guess as to what that m ght cost way down road in the future --
and that is why we have capped policies for long-termcare.

Now, that is a little bit inadequate, but perhaps if
you are thinking of a health insurance systemin which you are
insuring nore of a fixed, defined contribution in the future --
and maybe that can be baselined to a particular index as opposed
to an open-ended defined benefit in a set of services -- and then
you woul d supplenment that with an additional financial services
savi ngs and i nvestnent rel ated conponent to deal with what you
can't predict but you know you are going to need sone noney for
as well. In effect, a two-tiered type of benefit, or even a
basel ined benefit with an optional supplenment which you may not

be able to have that |long-termprotection for but you have pay
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for if you want to, in effect, go up a level and fly in
first-class 10 years from now.

Cutler tal ked about inter-tenporal risks, but,
remenber, he also tal ked about a | ot of uncertainty being due to
public sector actions. So, let's try to control the volatility
of regulatory risks before we overenphasi ze the controls on

mar ket ri sks.

Now, |"ve tried a couple of suggestions in sonme papers
that 1've left out there -- and they are certainly far short of
perfect. One way is paralleling Rick but not as mandatory. If

you have a new tax credit option, you could tie the availability
of these type of pooling alternatives to the fol ks who use that
tax credit option, but you wouldn't require themto do it. It
woul d just be a new incentive to try do it and they woul d have
greater regulatory freedomin that regard.

Sonme ot her possibilities would be better voluntary
pooling if you all owed sone experienced rating, or limted
underrating, for the first couple of year of people's entry into
what ever this pool is. That is not how these various type of
pur chasi ng networ ks have operated in the States that have been
put together. They generally are community rating comng in,
except for sone age adjustnents, and you don't allow, in effect,
sonme of the early durational effects to wear off. After a couple

of years, you would know that someone has been fairly priced
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initially. And then the guaranteed renewabl e features such as
Mark is tal king about for individual insurance would kick in, in
return for agreeing to sone binding constraints in being in that
pool .

And that involves exit disincentives. |t has been
tough in the past to have our courts, the political system
actually enforce those types of contracts if you put that in, but
it says that if you want to play in this | eague and you want to
have sone of these protections, you are going to have to | eave
some noney behind on the table if you suddenly decide to bail out
for sone strategic possibilities. So, they are not initially
comunity rated and you | eave noney behind if in fact you thought
you had a better opportunity el sewhere.

Al so what remains is the relative tradeoff between
choi ce versus security guarantees. But we see this throughout
all types of health insurance alternatives.

A different way to deal with not getting all the
insurers together to agree upon risk ratings -- this didn't
succeeded in an early startup in defined contribution, but I
think it still remains a promsing idea -- is to have, in effect,
a third-party cutout as a risk aggregator, who would be using
mar ket - based neans to determne for the folks in the pools what
they think their actual individual insurance prem umm ght be if

they were facing risk-rated premuns on the other side. And, in
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effect, get a sensitive market-based evaluator of risk to do the
risk adjustnent rather than try to do sonme type of centralized
brittle fornul a.

Agai n, though, as we nove away from conprehensive
i nsurance and toward nore of a focus upon insurance for
catastrophic care -- and there may be sone signs of that with
di scretionary account spin-offs -- it may not be quite as hard to
deal with this variation in underwiting risk if in fact people
are buying nore of a generic insurance product and having to deal
with other neans to finance their discretionary health care itens
through, in effect, the convergence financial service products
and nore limted health insurance products.

Well, these are all concepts, but I amgoing to | eave
you with a couple of quotes frommy nost favorite health policy
guru, which usually solves it nost of all, Yogi Berra. The first
is: The future isn't what it used to be, so don't get stuck in
the past. Also, in terns of straining too nuch to nmake these
mar kets work so well: |If the world were perfect, it wouldn't be.

Finally, not speaking directly on the subject of
i nsurance but in general Yogi said: | don't know what the best
type is, but I know none is bad.

Let's have sone questi ons.

MR. LEE: Jason Lee, with Acadeny Health
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And | spend part of ny time on the changes in the
heal th care financing organi zati on program which received this
proposal for this work. And | read it many tinmes, and had the
pl easure of doing so. Frankly, sone of the questions that | had
initially, I still have. And so in making a gesture of trying to
be hel pful, let me ask a couple of questions and encourage you to
t hi nk about them and respond to them

You've said that this a guaranteed renewability product
has been shown enpirically. You have shown enpirically that it

can work. But what | wonder is, for one thing, would it work

behaviorally? In particular, would the young people -- young

mal es in particular -- conmt to a long-termcontract when they
know -- you know, if you |look at your chart, whether its males or
femal es, and mal es even nore so -- they know that at a young age,

if they were to purchase insurance on an annual basis that their
lowrisk rated premumis going to be less, and it is going to be
| ess for a nunber of years, than what they would have to commt
to if they purchased this GR product.

We know that folks are very sensitive to price. And so
| am wondering, if you build it if they wll cone, in that
respect. W know cycling is a problemboth in the individual and
smal | group markets. And that, too, seens to be a problem as
you acknowl edged | believe. And we know that people have sort of

a lack of a long-term perspective. W don't save. W don't buy
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| ong-terminsurance when we can at the level that we shoul d.
Does this fascinating and | think inportant thinking out of the
box nodel assune rational behavior that may not be there?

DR. PAULY: Yes. This is not the answer to everything.
And it is certainly not the answer to irrational behavior. On
t he other hand, even if not everybody is rational, a |ot of
peopl e are. And one piece of evidence for that is -- and | think
| probably didn't say this clearly enough -- we are not proposing
guaranteed renewability as sonmething new that people ought to
start doing; it's sonmething that has been there. And even before
it was required by regul ation, 80 percent of contracts had it as
a feature and peopl e presunably chose those contracts
voluntarily.

Now, what | don't know, and | guess you raise a good
poi nt, Jason, is whether young people back in those days --
unfortunately, the data is probably not avail able anynore -- were
nore likely to choose a contract w thout CGR conpared to ol der
people. And that would be a reasonable question. It is
certainly true that sone people think they are imortal.

So, there is obviously an issue of howto deal with
peopl e who do not think rationally about what their future is
going to be. Wenever | was a young nman and | cane to ny dad
with a problem he always offered ne the sane advice, "You should

have thought of that beforehand,” but not everybody does that.
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But this can certainly be, for people who are concerned about the
fluctuation in prem uns should they take sick, this can certainly
be a device to deal with that, which, even if not perfect, is,

i ke denocracy, may be better than all the other alternatives,

i ke community rating and even ersatz groups that have other

probl ens as well.

So, | think I wouldn't offer this as the answer to the
uni nsured or the answer to the problem of sone people are
grasshoppers and sone people are ants, but | think for those
peopl e who are concerned about getting this kind of protection,
whi ch was maybe 80 percent of buyers when we had a market test,
this is a kind of protection that ought to be recogni zed and, at
a mnimum not destroyed by substituting |ess perfect
alternatives for it as if it wasn't there in the first place.

So, in some ways this sort of nmakes us |less than the
usual crusader and maybe even as able to do well while doing good
because we are not really proposing sonething new here. W are
proposi ng the recognition of something that has been around for
awhi | e.

| do personally believe it can be inproved, essentially
by casting the spotlight of information on it in all sorts of
ways, including scaring 25-year-olds to death that they are not

immortal. And we'll see how far that goes. But | think it's
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worth knowi ng that we have a device already that could be the
foundation for dealing with these problens.

And | maght say -- as well as Rick said, well, it's
sel ection, selection, selection -- there is a selection problem
w t h guaranteed renewabl e i nsurance. At age 25, if you are
al ready high-risk, there is still a problem of adverse selection
Fortunately, that is a tiny fraction of the popul ation at that
age. But once you buy the GR policy, then you never have to
worry your pretty little head, nor do the policymkers anynore,
about sel ection, assuming that the insurer runs the policy
correctly and correctly sets the premumso that it continues to
be attractive to the people who remain good ri sks.

So, it is not going to solve -- | think Professor Berra
probably conmented on this being |less than the nost perfect of
all possible worlds as well -- it is not going to solve that
problem but it can be an inprovenent over doing nothing or sone
of the other renedi es which have other kinds of side effects.

MR. MLLER Yes, a question here.

MR. CLAXTON: Gary O axton, fromthe Kaiser Famly
Foundat i on.

This is to Mark again. | would like to hear sort of a
response to the problem of the inconplete contract, is that the
right ternf

DR PAULY: That w | do.
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MR. CLAXTON. CQur style of insurance has sort of
changed quite a bit over tinme. And the notion of guaranteed
renewability is that a policyholder and the insurer are supposed
to know what is going to happen fromyear to year for quite a few
years. And it seens to ne there is sonmething of a challenge here
i n devel oping a contract that both parties would agree 10 years
fromnow that this is what they nmeant but still allows enough
flexibility so that you could nove in and out of nanaged care and
maybe nove into health savings accounts and out of health savings
accounts and whatever is going to come next and after that.

My second question has to do with open and cl osed
bl ocks of business. It is not really a churning question in
insurers doing a bad thing. It is what happens if they get the
prices wong at sone point. They need to close the block in
order to open a new one to get the prices right for new entrants.
How do you put that all together so that soneone who is
unfortunate enough to have bought into a wongly priced bl ock of
busi ness and got sick doesn't end up as one of three people when
they are 65 in a very small risk pool?

| know t he Acadeny of Actuaries has been working about
four years trying to figure out howto deal w th pooling of
cl osed bl ocks of business. It is a hard question, and |I think it

probably needs to be addressed as part of this issue.
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DR. PAULY: Yes. And | don't have a very good answer
t he second question, although | have sone opinions on it.

As to the first question, what is the inconpleteness
here? 1 need to say, | still have the sane Bl ue Cross/Bl ue
Shield policy that I took out when | was 25, so |I'mnot the
person probably to ask about the need to junp from one insurance
formto the other.

MR. CLAXTON: How many endorsenents have been added
onto that policy?

DR. PAULY: Well, there is obviously nothing to
prohi bit, and probably a |ot of reasons to have, provisions that
woul d all ow for nodification of the terns of the policy. You
don't necessarily have to buy into a straightjacket. There need
to be some rules for how those decisions will be nade. But even
refer themto the Institute of Medicine. | could buy the
contract like that and that woul d be sonething.

But | think the main point is that at |east sone of the
things that you would |ike to contract against, or about -- the
rate of gromh of future technology -- well, GR can't contract
about that, but nothing can, or at |east not very well, because
that is not independent. Wen technol ogy inproves, it inproves
for all of us. So, there is no real way to guarantee what your
premumw ||l be w thout knowi ng in advance what future technol ogy

wll be and what the cost/benefit ratiois. | nean, you could
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sort of hedge it by buying drug conpany stocks. And then, if
your health prem um goes up, you will at |east collect extra on
the profits. But that is the part that | think can't be

guar ant eed by any form of insurance, and that is just one of the

uncertainties of |ife.

But it does raise the issue for nme, | think, that in a
way guaranteed renewability -- and | think Keith was sayi ng
sonmething like this -- would make the nost sense when the kind of

i nsurance policy you buy is already a pretty flexible one. So,
if it was to take the sinplest form not that |I'm advocati ng
this, but just a sinple catastrophic policy, if that is your best
policy when you are 25, unless all of a sudden you becone
terribly risk averse, there is no reason why you shoul d change.
Even if it's an indemity policy with 20 percent co-insurance,
t hen your out-of-pocket paynents sort of ride along with the rise
in health care cost.

It would be nore of a problemif you were thinking of

an insurer that was very specific in terns of how they nanage

care. So, | think it doesn't fit as well with the nanaged care
nmodel as it does with the other one. Al though, again, | cone
back to what ny dad said -- in all these things, you basically

shoul d think beforehand what is likely to happen.

MR. CLAXTON. [OFf mcrophone.]
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DR. PAULY: Well, I'mnot sure what's changi ng here,
the person's preferences or --

MR, CLAXTON: [Of m crophone.]

DR PAULY: Well, then that's a matter of how nuch
pre-commtnent the insurer is willing to nake as to the nature of
t hei r network.

DR HERRING Can | say sonething? W' ve kind of
nodel ed a real static population, but the fact that it's dynamc
actual ly should inprove things, in that, okay, you are concerned
about a m ddl e-aged, near elderly person being | ocked into the
pl an that they chose 20 years ago. Well, that plan still has to
attract new people to their plan, and presumably those new people
are going to be making that choice based on how they are treating
t heir ol der people.

The other thing is that if you're concerned about cost
changi ng, well, we have sonewhat nodeled this as a pre-funded
situation, but there is no reason why it can't be a pay-as-you-go
system in that the younger folks who are currently insured in
the plan are paying for the ol der folks.

DR. PAULY: Let ne just comment on the second question
as well. Again, thinking of the two parts of the premum if the
rate of growmh of health care spending ends up bei ng higher than
was anticipated, that is really not a problem because the prem um

inthis GRpolicy is allowed to increase. And an insurer that
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said, well, we charged to little -- let's call it CCGNA -- we
charged too little that |ast year and now we want to charge a
whol e lot, well, | guess you shouldn't have chosen that insurance
in the first place.

But the part that is sonmewhat difficult, I wll admt,
is what the insurer is supposed to do is collect enough for the
second premumto cover the future runout of the chronically il
people. And that seens to ne to be the nost daunting part. And
again, | think what is going to have to happen is that it can't
be perfect, you can't absolutely guarantee, but you should be
able to do a reasonable job at it. You could sign up wth an
i nsurer that charges a nuch hi gher second prem um but will have
enough noney there to pay even if the bad event occurs and people
di scover ways to keep chronically ill people alive for a |ot of
long years. O you could take a chance on it and have a | ess
wel | -reserved policy. It really depends on what |evel of
reserving, in effect, the consunmer has a demand for

MR MLLER Keith has a comment and then we are going
to go on to another question from Carl .

MR, CROCKER: Just an anecdote for inconpleteness.
Suppose | had signed up for a health insurance policy when | was
18, before the ravages of m ddle age and an unhealthy lifestyle
had taken its toll. One of those things that m ght have been

reserved against in that policy was the probability that I m ght
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have ny gal |l bl adder renmoved. And of course the process back then
was to open nme up fromny chinto ny belly button, take it out,
and | lay around hone for six weeks afterwards recovering.

Now, it is 2002. | have to have it done. But the
preferred way to do it nowis nerely poke a couple of holes in
me, they pop it out. |'mback to work next week. But is cost
t he insurance conpany three tines what it costs to do it the old
way. Now, which one or they going to have ne do? That's where
| ' m concerned about the inconpleteness.

It is clearly in the insurance conpany's interest, if |
amtrapped with them to give ne the diagnosis and the treatnent
that triggers the | ower-cost expenditure for their
indemification. So, nmy concern is really with the new di agnoses
and the new processes generating inconpleteness in that regard.

DR PAULY: O course |aparoscopic surgery woul d be
cheaper. But | guess the way to prevent that from happening is
don't sign up with an insurer that you give the power to
determ ne what treatnent. Wereas if you have an indemity
i nsurance, in the worst-case scenario, you pay a little nore and
get what you want.

MR. MLLER And | think we are vastly overestimating
the difficulty of projecting future costs of health care. Len
Ni chols just left, but he was on the technical advisory

commttee. He told us that it was only going to go up 1 percent
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real all the way into the future, so it nust be pretty
predictable in that regard for Medicare costs. Actually, what
costs will go up is as nuch as we can pay for them but not nore.

A question from Carl Poser, in front.

MR. POSER: |'m CARL Poser, with the Enpl oyee Benefit
Research Institute, and I do sone independent work nyself.

This is not a brilliant question, but it seens to ne
that to get at this issue of the long-termcontract, we have been
tal ki ng about renewability, but | thought it was the |aw of the
| and under HI PAA that we have that. And there are issues of
interpretation. What you're really talking about is a
| onger-termcontract. Wuldn't that sinplify it? You are
tal ki ng about a | oner than one-year contract.

DR. PAULY: No. | amtalking about what H PAA
requires. Al | amsaying that's newis -- well, for one thing,
it works, but the other thing is this is better than community
rating as a way of protecting people against changes in risk over
tinme.

MR. POSER: But why couldn't you right it as a five
year-or an infinite-year contract, with a rating process inside
it, and call it that?

DR. PAULY: You could, as | said.

MR. POCSER: And then the next question is, given al

t he added uncertainty and the noral hazard involved in insatiable
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demand, et cetera, involved in health insurance, how do the
insurer's costs go up, how do the regulatory costs go up, the
reserving costs? How nuch nore difficult is it to get

rei nsurance for the insurer? Do you build those cost into the
contract as the nunber of years goes up?

DR. PAULY: Well, at the nonment, at |east as I
understand it, it effectively is an infinite-year contract, or at
| east until you go on Medicare. Guaranteed renewability, the
conpany has to prom se to behave that way for an indefinite
period of tinme as long as you keep wanting to renew with them

As | said in ny remarks, | could see a rationale for
al |l owi ng people to choose fixed tinme periods. And | think you
made a good suggestion that if it is necessary to re-base this at
sonme point in the future, kind of having various periods of term
and allowing for sonme -- they would still have to be specified in
advance -- but sone set of adjustnents at that point mght solve
some of these problens of what if the future turns out to be very
di fferent than what we thought it was going to be in the first
pl ace.

MR MLLER W are going to take one nore question
fromWalt Francis in the back and then we will break for |unch
upstairs.

MR. FRANCIS: Actually, it is not so nuch a question as

a comment . | sell information to consuners on what health
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i nsurance plan to buy, so | try to overcome sone of these narket
i nperfections on know edge in the context of the Federal enployee
system

Since it has been nentioned several tines, | thought
|'"d tell you all sonmething -- two interesting things that are
happening right. First, just this week Stan Dorn has published a
paper on using the FEHBP as a nodel for the private sector. It
is a 100 pages of 150 footnotes. And |I haven't had a chance to
read it because | just put ny Wb site and ny book to bed, but I
just nention to people that it is probably of interest to
everyone in this group.

Secondl y, another interesting devel opnent is that there
is now an MSA plan in the Federal enployee system |'ve just
finished rating it, and people who buy nmy product will find out
how | rate it. But I will tell youl rate it very highly, not
just for the young and healthy but also for the old and sick, and
indeed for a target group they didn't even really intend it to be
good for -- as a Medigap plan for people with Medicare Parts A
and B.

Anyway, it is a very interesting national experinent.
We are tal king here about 4 mllion individual contracts, 9
mllion people, and they now all have an MSA choi ce next year.

My prediction is that the conpany that is offering this, which is

one of the postal unions, currently has about a 2 percent narket
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share. | think they will double their market share. VWiich is in
one sense a huge change and, in another sense, yawn, ho-hum 98
percent of the people still aren't in an NMSA

And | think this then relates to ny nore genera
coment which is that this is a program which, froman Alen
Ent hoven point of view, is a managed conpetition programwth
about 1 percent of the anpbunt of nanagenent it ought to have by
t he enpl oyer sponsor. It is totally unnmanaged fromthe point of
view of risk, and there are all kinds of things they could do.
And | don't want to go into it. And there is risk segnmentation
in the program no doubt about it -- desirable risk segnentation,
many of us would argue. The point is that it works.

Now, the Col orado program apparently didn't work.
O her prograns have not worked that involved nmultiple-plan
conpetition. One of the reasons it works is real sinple -- and |
think it is very inportant in this tax credit sort of context
which I guess is sort of lurking in the background here -- is
t hat when you subsidi ze everyone's premium the system gains a
whol e | ot, depending on howit's done. The design details becone
very important, but it is possible to have a systemthat is
really quite stable, in which it pays young people to be in the
risk pool with the ol der people and so on, because they are

getting the subsidy.
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And | think you can over-intellectualize all the sort
of difficult problems and so on. Cearly, there will remain
maj or problens in the individual market no matter what happens as
long as it is truly a fragnmented market. But that doesn't nean
it can't be significantly inproved over what it is now And the
ast time | |ooked, it did not ook like it was dead. End of
conment .

MR. MLLER  Ckay, a couple of concluding thoughts.
have no doubt that traditional health policy researchers and
anal ysts will once again find a way to go postal on an MSA option
despite its benefits. And from thoroughly nodern MIlie, | think
we have | earned today that everything old is new again.

Let's thank our speakers very nmuch for | think
extending the territory quite a bit today.

(Appl ause.)

MR MLLER | will join you upstairs for |unch.

[ Wher eupon, the Cato Institute Policy Forum was

concl uded. ]
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