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Private Health Plans: Where Is the Value?

What Is the Point?
By Clark C. Havighurst

Are private health plans being touted for a central role in a reformed health care system for the right rea-
sons? Health care providers and suppliers naturally prefer private plans to a government monopsony.
Moreowver, like health insurers themselves, providers and suppliers have no objection to old and new regu-
lation that, in the name of protecting patients and creating a generous entitlement, limits what health
plans can do in tailoring insurance products to consumers’ differing circumstances and preferences. Yet

health reform could have catastrophic cost consequences if consumers are given little opportunity or rea-

son to economize.

Liberals and conservatives have been wrangling
over whether health reform should include a
public health plan to compete with private ones.
With or without a public option in the picture,
however, regulatory and other constraints affecting
American health plans and health services could
easily defeat the main purpose of maintaining a
competitive market for health coverage. That pur-
pose should be to give the participating firms
unique incentives to satisfy consumers’ diverse
needs and to do so as efficiently as possible. In
most fields of human endeavor, competition yields
immense benefits, easily justifying the extra costs
that competitive markets entail (for product inno-
vation and marketing, for example). But offering
consumers multiple private health plans rather
than a single public one is a clearly superior policy
only if the private plans—which are regularly
accused of having excessive, unspecified “adminis-
trative costs”—actively engage in tailoring
options to suit people’s differing circumstances
and preferences. Unfortunately, in the collectivist,
one-size-fits-all health system currently being
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crafted by Congress, it is not obvious that private
health plans will serve consumers well enough to
justify their preservation.!

At least since the experiment with managed
health care ended in the late 1990s,2 regulation
and other barriers to innovation have made private
health plans distinguishable from one another
only in relatively insignificant ways. Indeed, most
observers now view private health plans only as
financing mechanisms, the sole purpose of which is

Key points in this Outlook:

e More attention needs to be paid to creating
conditions under which competition can
actually bring overall costs down.

e The health care bills being considered by
Congress do not do this.

¢ The legislation should focus on getting
incentives right and on clearing away bar-
riers to innovation by private health plans.

e Otherwise, what is the point of having pri-
vate health plans?

202.862.5800

www.aei.org

Health Policy Outlook



S

to make costly health services easily affordable by ordinary
persons. On the other hand, few commentators acknowl-
edge even the possibility that private plans could be valu-
able agents for their members in making health coverage,
as well as the specific services they finance, affordable.?
Yet, given the apparent alternatives—either further waste-
ful spending of whole percentage points of GDP or a
politically driven, government-run system—more atten-
tion needs to be paid to creating conditions under which
competition among private health plans could bring the
overall cost of health care under appropriate control.

National health reform should therefore ensure that,
beyond spending whatever public subsidies government
can responsibly provide, consumers can also benefit by
limiting their spending on health coverage to whatever
they feel they can afford. The value of private health
plans to the economy does not lie merely in making
health care cheap for patients. Instead, their principal
raison d’étre should be their creativity in designing and
administering coverage appropriate for people with dif-
ferent preferences and resources. For example, lower-
income people might want lower cost sharing (to make
it easier to afford essential services) but be willing, in
order to compensate for the higher premiums thus
necessitated, to accept limited coverage in extreme cir-
cumstances in which the benefits of care seem unlikely
to equal the costs incurred. In general, health reform
should encourage private health plans to offer different
levels of coverage, each with a price tag accurately
reflecting the value of the coverage provided. The cur-
rent reform movement seems pointed in just the oppo-
site direction, toward mandating high-cost coverage for
all and hiding or deferring the potentially staggering
cost to the nation of paying for it.

Set Our Health Plans Free

Private health plans are not accustomed to performing
the tasks they could most usefully perform for consumers.
The obstacles that have prevented them from keeping
health coverage affordable and health care efficient are
not so much inherent in the nature of health care or
health insurance as they are regulatory, legal, and politi-
cal. State insurance mandates, for example, already raise
costs significantly, and occupational licensing imposes
often arbitrary limits on what competent lower-priced
professionals may do for patients. More fundamentally,
legal and political risks effectively preclude a health plan
from offering coverage that obligates it to pay for anything

less than whatever some medical expert may deem
“medically necessary.”* And state tort law requires,
under threat of costly malpractice suits, that all services
meet a “professional” standard of care. Like medical
necessity, this vague regulatory standard is set with only
possible benefits, not costs, in mind.?

In the collectivist, one-size-fits-all health
system currently being crafted by Congress,
it is not obvious that private health plans
will serve consumers well enough

to justify their preservation.

A crucial reason existing health-sector regulation and
public policy in general neglect the cost dimension in
health care choices is the longstanding tax subsidy for
employer-financed health coverage. Because employees’
taxable wages have not included the value of such cover-
age, workers have generally believed (contrary to what
economists have shown) that employers, not they them-
selves, bear most of their coverage’s cost. This misper-
ception has caused them, as voters, generally to approve
any legislation that seems to promise them more or bet-
ter health care. Politicians are thus enabled, and happy,
to oblige provider or patient groups seeking special, cost-
increasing protections.® Employers and labor unions
have also been pleased to use generous health benefits,
paid for unknowingly by the workers themselves, to
demonstrate their concern for worker welfare. Indeed,
ever since World War II, union leaders have found it so
advantageous to claim credit for the generous health
benefits they negotiated for their members that they
never put their unions’ full political weight behind a
national health program.

The ironies here are huge: whereas in other Western
nations trade unions led successful fights for state-
dominated health systems, organized labor in the United
States has had special reasons to give only lip service to
the socialist cause. Although the tax subsidy thus left
the lucrative field open for private health plans, it also
undermined the cost-consciousness of consumer-voters
and thus greatly distorted the market and political
choices people made. With incentives pushing in pre-
cisely the wrong direction, health-plan competition
never delivered on competition’s usual promise of low
prices and efficiency. Thus did American health policy
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and one-sixth of the nation’s economy become a disaster
area. For big-government advocates, of course, the obvi-
ous crisis is an opportunity: they are happily promising to
rescue the nation from an intolerable situation largely of
government’s own making. To be sure, it would not be
easy to meld a competitive market for health insurance
with a supplementary public program aimed at making
coverage universal. Nevertheless, important efficiencies
and large welfare gains could be expected if cost-aware
consumers were given opportunities to make well-informed,
meaningful choices in the market for health coverage.
As long as health insurers’ only significant function is
the simple one of financing health care, government
itself is probably capable of performing that role nearly as
well as they do, without incurring competition’s added
costs. Moreover, a government-run plan would be, like
Medicare, in a strong position to give consumers and
taxpayers relief from very high prices by exercising its
monopsony power vis-a-vis providers and suppliers.
Indeed, it is this threat to health industry incomes that
has naturally given rise to a strong coalition of special
interests dedicated to the proposition that any reforms
should create an even larger province for private insurers.
Significantly, no one in this coalition is arguing with
much conviction that private plans should be preserved
because of their potential ability to control overall costs
and to offer valuable economizing opportunities to differ-
ently situated consumers.” It seems to be mostly special-
interest politics keeping private health plans in the game.
The question then arises why so many consumer-voters
themselves seem to be wedded to a private system when
a public one resembling the politically popular Medicare
could yield significant price reductions (which might, of
course, be offset by providers’ shading of quality or
boosting of output, things Medicare has never been able
to control). Some, to be sure, have purely ideological
objections. Others may simply and reasonably fear that,
in the long run, government would not meet their
needs as well as the private plans to which they are
accustomed. Still others may accept conservatives’ argu-
ments that government-dictated low prices would have
destructive long-term effects on the supply of health
services and on the flow of therapeutic innovations. As
noted above, however, circumstances (and some special
interests) have long conspired to keep consumer-voters
mostly ignorant about just how much they are actually
paying for their current coverage with all its wasteful
features. Naturally, few legislators and no special inter-
ests see any advantage in having ordinary consumers

enlightened about how much skin they already have in
the health care game. We have no way of knowing,
therefore, how consumers, appreciating the magnitude
and nature of the cost-benefit tradeoffs involved, would
divide in making a political choice between a single-
payer plan and a market offering a meaningful variety of
private options. This Outlook suggests the conditions—
theoretically, even if not politically, achievable—under
which consumers could reasonably expect to have their
true interests served by private plans of their own (or a
trusted agent’s) choosing.

Reform: More or Less Freedom for
Private Plans?

The health insurance industry, while vigorously opposing
a public option, has lately signified its willingness to
accept extensive new federal regulation in a reform bill.

Insurers have declared themselves comfortable, for
example, with the idea of a government-mandated mini-
mum benefit package. And they should be. After all,
they can count on entitlement-minded policymakers,
heavily lobbied by industry groups, to mandate, at least
at the outset, coverage that is substantially more gener-
ous (and revenue producing) than basic health security
requires. The “essential benefits package” envisioned in
the current House bill, for example, would be based on
recommendations of an advisory committee including
major stakeholders but no one representing the individ-
uals who pay insurance premiums and taxes.8 (Neither
employers nor unions nor self-appointed consumer repre-
sentatives have nearly the same interest in controlling
costs as those who ultimately pay them.) Priorities set by
such a body would reflect cost-increasing logrolling of
the sort commonly found in legislatures: “I'll support
your project if you'll support mine.” The cost-increasing
generosity on which the reformers insist is also reflected
in proposed prohibitions of any annual or lifetime limit
on an individual’s claims.

The insurance industry has also indicated that it would
accept requirements that health plans eschew all medical
underwriting and charge only community rates—that is,
the same price to healthy and less healthy individuals
and groups. Such requirements appeal to liberal lawmakers
because they effectively convert true private insurance
(which seeks to pool only risks that are similar ex ante)
into social insurance, which forces the healthy to subsi-
dize those with predictable needs. They also neatly avoid
the tax-and-spend label by having consumers pay only
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“premiums” and by never having their money pass
through government’s hands. Not only are voters thus
deceived into blaming insurers and the system, not legis-
lators, for their cost burdens, but the Congressional Bud-
get Office, in “scoring” legislative proposals, need not
count costs thus shifted to healthier premium payers
except to the extent larger public subsidies are required.

Indeed, ever since World War |l, union
leaders have found it so advantageous to
claim credit for the generous health benefits
they negotiated for their members that they
never put their unions’ full political weight

behind a national health program.

The Obama administration has yet to present a cred-
ible scenario to justify its claim that reforms creating
new, regulation-backed entitlements will control costs,
let alone control them sufficiently. Indeed, not only is
cost control being largely finessed for now, but the regu-
latory regime Congress is likely to create will also put a
new floor under costs, giving consumers even fewer
opportunities to reduce their spending on marginally
valuable health care and coverage. Yet now more than
ever, the economy needs consumers to spend on things
besides nonessential health care, and consumers them-
selves have other pressing needs, such as making mort-
gage payments, educating their children, buying new
cars, and rebuilding their retirement accounts. What the
nation and consumers need most is reasonable econo-
mizing options in the huge gap between today’s costly
conventional coverage and no coverage at all. So far, it
does not appear that private health plans will be allowed,
let alone encouraged, to offer such options.

Private Plans: Tweedledum versus

Tweedledee?

What need is there, then, for private health plans if all
they do is administer coverage prescribed by Congress, a
public bureaucracy, state law, and the medical profession?
Possibly their main saving grace will be their ability to offer
additional layers of generous coverage, lower cost sharing,
or access to better providers than conventional alterna-
tives. Although the House bill provides for “premium”

plans, it seems to contemplate only variations in levels
of cost sharing—seemingly failing to perceive that, as
observed above, lower cost sharing is more appropriate for
insured people with lower rather than higher incomes.
(Only the tax subsidy explains why high earners would
want minimal cost sharing.) In any event, the viability of
more generous plans would depend on whether they are
allowed to deny coverage for preexisting conditions when-
ever a patient needing care seeks to upgrade his coverage.
Current bills seem not to recognize that a rule against
medical underwriting—which might make sense in get-
ting everyone covered initially—ought not to prevent
richer plans from protecting themselves (and longer-term
premium payers) against opportunistic plan switching.

Private versus Public Rationing. Letting people have
high-end coverage if they want it is probably reason
enough to maintain competing private health plans in
a system of near-universal coverage. But consumers,
taxpayers, small employers, and the overall economy
would benefit much more if reforms also left room for
relatively unspecified lower-cost options (including
high-deductible coverage closely integrated with health
savings accounts).? Certainly there should be some
screening of options on the menu of choices, and public
subsidies should be both adequate to ensure that no
option is a bad one and distributed in such a way as to
discourage plans from avoiding, say, enrollees with
chronic conditions. Beyond these protections, however,
there should be few regulatory constraints on health-plan
competition to give good value for whatever consumers
are able and choose to spend. Consumers need to under-
stand, of course, that, while economizing choices may
make sense for them, some risk is involved and negative
consequences are possible. Upgrading coverage only after
disaster strikes should not be an option.

Truly low-cost options would necessitate some con-
tractual limits on individuals’ and providers’ freedom to
draw on the plan’s premium pool.1® Designing and
administering such contracts are tasks requiring expertise
and sensitivity to consumers’ and patients’ differing needs
and preferences, skills that are more likely to be found
and fostered in the private sector. Many observers are
troubled, of course, by the prospect that coverage might
be thus rationed, preventing some patients from receiving
desired services. But stricter waste prevention, including
limits on financial access to marginally beneficial care,
would be reasonable for many consumers today and is
inevitable in any event (most likely under government
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compulsion) at some point not far down the road. How
many thinking persons would object, for example, if a
private health plan, to keep its premiums affordable,
included in its contract (with appropriate disclosure) a
limit on financing treatment for such conditions as
glioblastoma, the incurable brain tumor that recently
killed Senator Edward Kennedy? Although some such
ex ante choices will inevitably be regretted ex post, such
hardships are not different in kind from those resulting
from other safety-related choices people rationally make
in their daily lives.

Anecdotes manifesting explicit economic tradeoffs in
the face of imminent tragedy, real or imagined, naturally
make good stories for the media and tug at the public’s
heartstrings. But they would be far easier to tolerate if
they were a logical consequence not of government
intervention or breaches of private contracts but of
economizing choices made ex ante by consumers with
good information in a relatively free market. Consumers
uncomfortable with letting conventional insurers con-
ceive and administer contractual limits on their coverage
could take their business to nonprofit entities, including
mutual insurers or private cooperatives. Appeals and
remedies for breach of contract should be available but
only through processes respectful of freedom of contract
and the parties’ contractual intent. Charity would pre-
sumably be available in especially appealing cases.

Integrating Financing and Delivery. A no less essential
but far more attractive justification for maintaining multi-
ple private health plans is the possibility that they would
facilitate the integration of providers into efficient, cost-
conscious delivery systems resembling, say, the Kaiser
Permanente health plans or the Cleveland Clinic. It is
not implausible to think that competing plans could do
a better job than government in creating or fostering
environments in which physicians cooperate and coordi-
nate their efforts to give consumers and patients the
right mix and quality of services for whatever they have
to spend. Under the right circumstances, health plans
would develop different arrangements with providers to
facilitate the implementation of plan policies on how
the limited resources in the premium pool could be most
advantageously deployed.

Unfortunately, the chances that private health plans
will efficiently restructure the financing and delivery of
health care are not good. Neither the managed-care strat-
egy of the 1990s nor the Medicare Advantage program
designed to encourage the development of integrated

systems for caring for the elderly had appreciable success
in getting health plans to organize physicians or to alter
their incentives and opportunities to overtreat patients.
The main barriers in each case were physicians’ insistence
on professional autonomy (including limited accountabil-
ity for costs) and the relatively lucrative inducements of
fee-for-service medicine. This inertia will persist unless
Congress emphatically nudges the system away from fee-
for-service. For example, subsidies might be greater for
consumers enrolling in plans that compensate their
providers mostly in other ways. In any event, redesigning
the tax subsidy is necessary to get consumers to value
fully the efficiencies integration can bring.

The question then arises why so many
consumer-voters themselves seem to be
wedded to a private system when a public
one resembling the politically popular
Medicare could yield significant

price reductions.

Although the Obama administration has promised to
change the way providers are paid, its proposal simply to
reduce payments to health plans under the Medicare
Advantage program would sacrifice an opportunity to
modify that program to eliminate or minimize the
conflicts of interests inherent in much fee-for-service
medicine. Thus, reforms could restructure Medicare
Advantage with new features discouraging fee-for-service
payment and otherwise encouraging the creation of inte-
grated delivery systems. Removing the current require-
ment that a Medicare Advantage plan’s coverage at
least duplicate Medicare’s own would invite sensible
contractual departures from Medicare’s unduly open-
ended entitlements.

Outlook: Gloomy

There is very little chance that Congress, despite the
Hippocratic principle of “First, do no harm” and the
challenging questions its members encountered during
their recent summer recess, will now focus carefully on
getting incentives right and on clearing away the many
regulatory and other barriers to economizing innovation
by private health plans. To be sure, many legislators now
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appear tempted to omit the public option from the reform
bill for ideological or political reasons. If the final bill
retains the regulatory features common to the leading
proposals seen thus far in the House and the Senate,
however, “reform” will play directly into insurers’ and
providers’ hands. Like other industries, insurers and
health care providers are happiest when the government,
through regulation and otherwise, minimizes the eco-
nomic competition in which they must engage. Indeed,
observers of all stripes should be suspicious of the support
the Democrats’ reform movement has received most of
this year from insurers, provider groups, and pharmaceuti-
cal manufacturers.!! How can reforms yield net benefits to
ordinary Americans if industry interests feel well served?

The Obama-sponsored reforms are virtually certain to
leave private health plans largely immune to what Har-
vard Business School’s Clay Christensen has termed
“disruptive innovation.” Christensen has observed how
in other industries innovative firms have sometimes
departed radically from deep-seated industry paradigms
in order to give consumers new, low-cost options. Such
options have typically involved some sacrifice of sup-
posed quality—but not, as it turned out, quality that all
consumers valued highly.12 Although such outside-the-
box innovations have occasionally occurred in health
care delivery, they have appeared almost exclusively in
integrated health plans or where patients were paying
their own bills because they were uninsured or had high-
deductible coverage. Unfortunately, the impending
reforms are likely to preclude disruptive challenges to
the tenet—originating in the professional paradigm of
medical care and embodied in all insurance coverage in
the United States—that cost is an illegitimate criterion
in coverage and treatment decisions whenever a patient
might benefit.

What about taxing employees’ health benefits? This
idea has resurfaced in the frantic search for new revenue
to finance the Obama agenda. A far better reason for tax-
ing workers on the actuarial value of employer-financed
coverage, however, would be to make them more aware of
how much their current coverage actually costs them.
Increased cost consciousness should translate directly into
greater demand for, and appreciation of, health plans’
economizing efforts. Although such a new tax burden on
individuals would naturally meet political resistance, its
effect could be offset by an actuarially determined, refund-
able tax credit for anyone spending at least that amount
on basic coverage. The availability of the tax credit would
also induce most uninsured persons to get at least basic

insurance, obviating the punitive sanctions that govern-
ment is currently threatening to impose. One wonders, of
course, whether Obama’s professed willingness to listen to
new ideas extends to ideas supported by Republicans, like
refundable tax credits, that he rejected too quickly in the
election campaign.

Although today’s politicians would never be caught
acknowledging that cost considerations might sometimes
justify denying a patient a desirable product or service,
they are on the brink of creating a system in which
government (not individuals looking out for their own
welfare) will soon have to preside over the rationing
of valuable health services. In the meantime, a new
government-imposed entitlement will have put the
entire U.S. economy, already on the shakiest ground in
memory, at seriously increased risk. It can only be hoped
that the nation will not come to rue an Obama-era
decision—as well as similar decisions by earlier adminis-
trations, both Republican and Democrat—not to reform
the health care system along lines suggested by market
principles. At least it is still not too late to redesign and
significantly increase public subsidies for lower-income
insurance purchasers while nudging relatively unfettered
health plans into creatively helping cost-conscious con-
sumers decide for themselves how, and how much of,
the resources they have available should be spent on
health care.
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