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Research Summaries

Private Health Insurance Markets

Leemore Dafny*

Private health insurance plays a piv-
otal role in the US. healthcare system.
Private insurers account for one out
of every three dollars spent on health-
care, and even this figure understates the
importance of the sector: many public
insurance programs now rely on private
insurers to manage a substantial share of
spending (for example, Medicaid man-
aged care, Medicare Advantage), and
private insurers heavily influence out-
of-pocket spending by their enrollees.!
Looking ahead, the Affordable Care Act
will subsidize the purchase of private
health insurance through state or local
health exchanges beginning in 2014. The
industry is expected to gain 16 million
customers as a result.? Notwithstanding
this prominent role, the private health
insurance sector has garnered relatively
little attention from academic research-
ers, primarily because high-quality data
on insurance contracts is so limited.

To explore various issues associated
with health insurance markets, I devel-
oped a relationship with a major benefits
consulting firm that gathers an extensive
dataset on the health plans offered by
its clients. The firm generously agreed to
share the data for my research, subject to
strict confidentiality criteria. At present
the data span the period from 1998-2009,
and contain information on roughly 900
distinct firms covering around 10 million
participants per year. Although the sam-
ple is not random, I have found that it is
representative of large firms nationwide,
and hence of the large group insurance
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market, particularly for firms that operate
at multiple locations.

I use these data— henceforth
LEHID for “Large Employer Health
Insurance Data” —to study the private
insurance industry, focusing on local mar-
ket structure, the economic conduct of
insurance companies, and implications
for health insurance premiums. I also use
the insurance industry as a lens through
which to examine the impact of potential
policy reforms, such as tort reform and an
expanded insurance exchange in which
employees shop for a health plan using
their employer subsidies.

The Economic Conduct
of Health Insurers

Among the most striking facts I
uncovered in my initial analysis of LEHID
is that local health insurance markets are
very concentrated. Moreover, many mar-
kets have become more concentrated over
time. I pursued two different strategies
to examine whether there is a causal link
between insurance market structure and
soaring health insurance premiums.

In a 2008 paper, I explore whether
and where insurance carriers engage in
direct price discrimination, charging
higher premiums to firms (that is, their
clients) with deeper pockets, as measured
by operating profits.3 In a competitive
industry, price (for a fixed product) would
not vary based on customers ability to
pay. I find that firms with increases in
operating profits subsequently face larger
premium increases. This relationship is
strongest in geographic markets served by
a small number of insurance carriers (par-
ticularly six or less). Therefore, a multisite
firm with high profits in a given year (say,
a large firm such as The Gap) will face
higher premiums for its health plans, but

only at the sites served by a concentrated
insurance market. I do not find any evi-
dence that firms with high profits face
higher premium increases because they
increase benefits on some dimensions
Additional analyses reveal that firms with
positive changes in operating profits are
much less likely to make changes to their
roster of health plans; this unwillingness
to make changes in insurance offerings
in good times facilitates higher pricing
by incumbent carriers. Over the study
period (1998 to 2005), the share of the
sample residing in markets with six or
fewer carriers increased from 7 to 23 per-
cent, suggesting that more Americans are
now residing in markets where insurers
possess and exercise market power.
Another study, undertaken with
Mark Duggan and Subramaniam
Ramanarayanan, estimates the impact of
changes in local market concentration on
premium growth.* We begin by examin-
ing whether premiums tend to rise more
quickly in consolidating markets. We find
that they do not, which may help to
explain why consolidations have rarely
encountered resistance from antitrust
authorities and insurance commissioners.
However, such an analysis fails to con-
trol for the fact that consolidations do
not occur randomly across markets. To
address this concern, we hone in on the
effects of one particular mega-merger:
the 1999 acquisition of Prudential
Healthcare by Aetna. Both were national
firms, active in most local insurance mar-
kets, and thus the merger had widespread
impact. However, the pre-merger mar-
ket shares of the two firms varied sig-
nificantly across local markets, result-
ing in very different—and we argue,
fairly random — “shocks” to post-merger
competition. We quantify the impact
of these shocks on premiums, and apply
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the resulting estimate to the total aver-
age change in market concentration over
the period 1998-2006. We estimate that
consolidation during this period raised
premiums by around 7 percent. Although
this is a small figure relative to the aggre-
gate real premium increase during the
same period (around 50 percent), it is
large relative to typical operating margins
of insurers, which were around 5 percent
of premiums during our study period.
We also find evidence that insurer con-
solidation depresses healthcare employ-
ment, and facilitates the substitution of
nurses for physicians.

In another project on insurer con-
duct, Ramanarayanan and I focus on
whether an insurer’s ownership status
affects its behavior.® For-profits account
for more than half of private health insur-
ance in the United States. We assess the
impact of local-area for-profit market
share on premiums, medical-loss ratios
(the share of premiums paid out in medi-
cal claims), and insurance coverage rates.
Our analysis is longitudinal, focusing on
changes in these outcomes and how they
relate to plausibly exogenous changes in
local for-profit market share induced by
the conversions of Blue Cross Blue Shield
(BCBS) affiliates to for-profit status in
the years following 1994. A 1994 change
in the BCBS Association bylaws per-
mitted such conversions, and for-profit
BCBS affiliates now operate in 14 states.

We find no significant effects
of for-profit market share on any of
these outcomes, on average. However,
in geographic areas where the convert-
ing BCBS affiliate had substantial mar-
ket share, premiums for employer plans
increased, employer-sponsored coverage
rates decreased, and Medicaid enroll-
ment increased. Our results suggest that
subsidies for new not-for-profit insurers,
such as those in the Affordable Care Act,
are only likely to create value if the insur-
ers can achieve substantial market share.

Do Employers Offer the Plans
that Employees Want?

Nearly 60 percent of nonelderly
Americans purchase health insurance
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through employer-sponsored plans.
Although there are no legal impedi-
ments to offering a broad array of plans,
in practice employers offer a very lim-
ited set of choices: a 2011 survey by
the Kaiser Family Foundation/Health
Retirement Education Trust finds 47
percent of employees are offered only
one plan type (for example, HMO or
PPO). Increased choice is frequently
cited as an objective of healthcare
reform, but its benefits have never been
quantified. One of my papers, coau-
thored with Kate Ho and Mauricio
Varela, evaluates how much employees
would be willing to pay for the right to
apply their employer subsidy to the plan
of their choosing.”

We estimate the value of choice in
three steps. First, we estimate a model of
employee preferences using employees’
choices from the set of plans they are
offered. Second, we use the estimated
parameters from this model to predict
employees’ choices in a hypothetical
world in which all plans in a market are
available to them on the same terms,
that is, with equivalent subsidies and at
large-group prices.® Third, we calculate
the welfare gain (in dollars) for each
group of employees, that is, the dollar
amount that employees would be will-
ing to pay for the right to select their
preferred plan from among all those
available in their local market. We con-
servatively estimate this to be 13 per-
cent of premiums, on average. A proper
accounting of the costs and benefits of
employer-sponsored insurance versus an
individually-purchased insurance policy
would include this nontrivial gain.

In a companion analysis, we show
that welfare gains are negatively cor-
related with firm size and family size,
and positively correlated with current
premium levels.? Relative to the plans
offered by employers, most employ-
ees would prefer options that are sim-
ilarly-priced, but with slightly differ-
ent features, chiefly “Point of Service”
plans —an HMO-PPO hybrid which
provides coverage for services deliv-
ered by out-of-network providers, but
at higher rates of cost-sharing.

Would Tort Reform Lower

Insurance Premiums?

Tort reform, which encompasses
a variety of legal reforms designed to
limit the tort exposure of healthcare
providers, has been implemented in
some form in every state. There is sub-
stantial support for a uniform and strin-
gent federal tort reform, but there are
conflicting opinions on the impact such
an initiative would have on healthcare
costs. The direct costs associated with
malpractice are fairly low (no more
than 2 percent of healthcare spend-
ing), but the indirect costs associated
with greater precautionary spending or
“defensive medicine” practiced in an
attempt to avert malpractice litigation
are believed to be far more substan-
tial. Most prior studies have focused
on particular litigation-prone condi-
tions, such as pregnancy!® or heart dis-
easell, with the exception of Baicker,
Fisher, and Chandra (2007) who study
the effect of malpractice premiums on
Medicare spending.!?> By pairing the
LEHID insurance data with a data-
base containing the details and tim-
ing of state reforms over 1998-2006,
Avraham, Schanzenbach, and I were
able to estimate the impact of common
tort reforms on a spending measure
that incorporates the entire spectrum of
healthcare.!3 We studied responses sep-
arately by insurance type — self-insured
(in which the employer bears the risk of
realized medical spending by enrollees)
and fully-insured (in which the insur-
ance carrier bears this risk).

We find that three of the most
common reforms (caps on non-eco-
nomic damages, collateral source
reform, and joint-and-several liability
reform) reduce self-insured premiums
by 1 to 2 percent each. The effect of
cach reform is somewhat attenuated
if all three reforms are adopted simul-
tancously. These estimates far exceed
savings from reducing direct liabil-
ity costs, and hence they suggest that
tort reform does alter provider behav-
ior. However, the fact that our find-
ings are not present for fully-insured




plans — which in our sample are pri-
marily HMOs — suggests that managed
care is similarly effective in discourag-
ing defensive medicine, echoing a con-
clusion from prior research focused on
heart disease.!* We conclude that fed-
eral tort reform is unlikely to have a
large impact on spending because less
than half of the privately-insured popu-
lation is enrolled in self-insured plans,
and several states have already imple-
mented the three reforms associated
with significant spending reductions.

Summary

The studies I have described col-
lectively point to the following con-
clusions: 1) a consolidating insurance
sector has contributed to price discrim-
ination and higher premiums; 2) for-
profit insurers behave similarly to not-
for-profit insurers in areas where their
market share is not too high — but oth-
erwise they tend to raise premiums;
3) consumers purchasing employer-
sponsored insurance place significant
value on product variety in insurance,
which is constrained by their employ-
ers’ decisions to offer a limited array
of choices; 4) a set of the most com-
mon tort reforms can reduce insurance
premiums on the order of 1-2 percent
in those states which have yet to enact
them.

Clearly there are many fundamental
questions related to the private insur-
ance sector that remain unanswered.
These include: would a “public option”
available to all tend to promote com-
petition among private insurers? What
are the effects of limited insurer com-
petition on other outcomes besides pre-
mium levels, for example, innovation
in product lines, access to care, and of
course the health of the population?
In addition, my conclusions are based
on studies of the employer-sponsored,
large group market; additional research
on small group and individual markets
would be extremely valuable in light of

the fact that the Affordable Care Act

reforms will have the greatest initial
impact on these markets.
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