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January 2006

Adam Hunter and you have met with two groups of people who have approached Castor
Collins for health insurance. The first group, Constructit, consists of 1,000 people, while the
second group, E-Editors, comprises 1,600 people. Neither group has employer insurance,
Wwhich means that the individuals comprising both groups will pay for their own insurance. The
people at Constructlt are willing to pay a maximum annual premium of $4,000 per person,
Wwhile the people at E-Editors are willing to pay a maximum annual premium of $4.500 per
person.

"We have two plans that are suitable for these groups—Castor Standard, which does not
cover preexisting medical conditions, and Castor Enhanced, which covers preexisting
conditions,” says Adam. "Apart from this, Helen has suggested that we can mitigate our risks
by customizing Castor Enhanced to remove a few services that may have high utiization.
Keeping revenue maximization and risk minimization in mind, we need to see which of these
three plans—Castor Standard, Castor Enhanced, and the customized plan, which we can call
Castor Enhanced Minor—to provide to each of these groups. Of course, we can always
decide not to insure any of these groups if the risks far outweigh the profits,” Adam concludes,

rame htm
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HOWT0
Refer
« Health Profile for the health profiles of people at
Constructit and E-Editors
« Plan Details for details and copayments for both plans
- Compare Plans for costs and utilization under both plans
« Graph Details icon for an explanation of the graph
- Suggestions of Helen Feuerman, Jonathan Wilkes, and
‘Adam Hunter

Observe
- Costs of inpatient and outpatient services
- Premium and Eamings for Castor Collins
- The graph of Utilization and Eamings

Decide
- Which plan, if any. to provide to which group
- Which services to exclude from Castor Enhanced Minor, if
you decide to provide it

When in doubt...
- Clapboard icon for the detailed scenario
- Key icon for definitions of some important concepts
- 2 icon for screen description
- Print icon for printing the screen
- Minimize icon for switching to other applications
- Xicon for quitting the simulation
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While the 1,000 people at Constructit
are willing o pay a maximum annual
premium of $4,000, the 1,600 people
at E-Editors will pay $4,500 as
maximum annual premium. You need
to select appropriate plans for these
1wo groups. You can also choose not
toinsure one or both groups.

Which plan, if any, will you

provide to each group, to
minimize your risks and maximize
your returns? Which services wil
you exclude from Castor

Enhanced Minor, if you choose to Move the mouse cursor over
provide it? the images to refer to
. Jggestions of the team

Constructit Select a pian [~]

E-Editors Selecta plan
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These are the plans you have selected for both groups.

E-Editors
Castor Standard
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‘You were supposed to select health plans for the two groups—Constructit and E-Editors—that have approached Castor Collins for health
insurance. You have decided not to provide insurance to Constructit and to provide Castor Standard to E-Editors.

‘Your earnings have reduced significantly by not providing insurance to Constructit. Given that the
risks of covering this group were low—as evident from their health profile—you could have
increased your eamings by selecting an appropriate pian for this group.
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Risk-averse consumers buy health insurance to avoid losing income or wealth when they are unwell. In other words, consumers
pay insurance premium to transfer their risk of medical expenses to the insurance company. The insurance company, Castor Collins
in this case, bears the risk in retun for the premium and takes care of enroliees' medical expenses (in part or full) when they are
unwell

The premium that Castor Collins receives is a source of revenue. It is compensation for bearing risk and for bearing expenses such
‘as payment to health care providers. If Castor Collins knows that a particular group of enrollees is more susceptible to a particular
disorder, ts risks for providing coverage for that disorder are higher. Therefore, Castor Collins should charge a higher premium for
covering that disorder. However, if, as in the case of Constructit and E-Editors, a group of individuals is not willing to pay  higher
premium to cover greater risks, Castor Collins may not be able to provide coverage for greater risks.

Therefore, while selecting a plan and the services to provide under that pian, Castor Collins has to weigh various
considerations—the premium that enrollees are willing to pay. the risks of providing a particular plan or service, the expected
utilization and hence, the costs, of providing various services in the pian, and the premium Castor Collins needs to charge to
maintain profitabilty.
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These are the plans you have selected for both groups.

E-Editors.
Castor Standard

love ahead to see what future symptoms will require your diagnosis.
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February 2007
Helen Feuerman has called you and Adam Hunter to her office. "We've just got a call from
Dearden Industries, the state’s largest petroleum refining, petrochemicals, and natural gas
company.” she says. "They want us to provide insurance coverage and health care
services (o their entire group of companies. We're talking nearly 30,000 people here. We
need to design a health insurance plan for them, and we need to start on it now.”

"We can take Castor Standard as the basic plan and look at services we can add to the
plan, to come up with a plan called Castor Premium,” says Adam. "At the outset, we will
add some vision care services to the plan, and also explore the possibility of adding on
dental care and rehabilitative services"

"We should Iook at giving them comprehensive coverage by including as many services as
possible,” suggests Helen. "For dental care and renabilitative services, which tend to have
higher costs of provision, we can determine the copayment rate that enrollees need to pay,
such that we can increase our eamings from the plan and provide the maximum possible
benefit to Dearden’s employees."
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Dearden Industries will pay 80
percent of the insurance premium on
behalf of its employees, while
employees will pay the remaining 20
percent, subject to a maximum
‘annual premium of $5,000 per
employee. The company has asked
Castor Coliins to design a plan for ts
employees.

What additional services will you
include in Castor Standard to
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maximize earnings for Castor suggestions of the team.
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You were supposed to select services to add to the plan that was being designed for Dearden Industries. You were then supposed [
to determine the copayment rate for the selected services

The services you have included in the pian are Preventive Services. The premium you have charged is $3,143, while your eamnings
are $34.26 million

Afew of the decisions you have made regarding inclusion of services are appropriate. However, selecting a different set of services

You have correctly selected preventive services for coverage in the health plan, as this service ]
contributes significantly to your eamings and to enrollee benefit

However, you could have reconsidered your decision regarding the copayment rate. Since the
demand for this service is relatively elastic, you need to charge a high copayment rate to mitigate the
risk of over-utilization.

‘You could have considered including diagnostic services in the health pian, since this is an essential
senvice in dental care. It also has a positive impact on your eamings and enrollee benefit

You have done well to exclude restorative services from the plan. Given the premium Dearden is
willing to pay. excluding this high-cost service enabled you to provide coverage for a wider range of
services and also increased enroliee benefit. However, if Dearden was willing to pay a higher
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With 30,000 employees to provide coverage for, Castor Collins's cost per enrollee for health care services will be much lower than I8
in the case of E-Editors, because of economies of scale. This enables you to provide additional services to Dearden's employees
‘over and above the services in health plans such as Castor Standard.

However, as Adam Hunter pointed out, the demand for health care is characterized by "moral hazard.” that is, when the employer
pays for the employee's health insurance, the employee perceives the price of health care services to be equal to copayments and
deductibles only. This low price of health care induces employees to demand more health care than is warranted by the actual price
of the service—premium plus copayments plus deductibles.

A lower copayment rate is beneficial for enrollees, but it leads to an increase in the quantity demanded of health care services.

More consumption of services means higher costs for the health care provider, and thus, lower profts or even losses. A higher
copayment rate, on the other hand, leads to a smaller increase in quantity demanded of health care services. This is less beneficial
for the enrollee, but it affects the health care provider's profitability favorably and also leads to lower losses to society from the "over-
consumption” of insured healt care services. Profis increase, because reduced consumption (vis-3-vis in the case of a lower
copayment rate) leads to lower costs and also because the enrollee pays a greater proportion of the costs of providing health care
services. Thus, if the copayment rate is sufficiently high, the health care provider can also include more services in the plan and stil
maintain profitabilty.

The problem of moral hazard is more significant for services whose demand s elastic—that is, the demand for the service increases
more than proportionately for a decrease in the price of that service—as opposed to services whose demand is inelastic, that is,
When demand for the service increases less than proportionately for a decrease in price of the service.
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These are the services you added to the plan for Dearden Industries and the copayment rates you charged for
these services,

love ahead to see what future symptoms will require your diagnosis.
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These are the plans you have selected for both groups.

E-Editors.
Castor Standard

love ahead to see what future symptoms will require your diagnosis.
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January 2008

"Our contract renewal with Dearden Industries is round the corner.” says Helen
Feuerman. "I have found out that Dearden is looking for some value additions
tothe health pian and are scouting for other HMOS Who may be able to give
them more value for money. They are willing to pay an additional premium of
$625 per employee, giving us $18.75 million to introduce coverage for some
expensive treatments in the health plan.” she states

"However, our profits from Dearden's existing health pian are low,” she adds.
"We need to maximize our profits from the enhanced pian, while including as.
many services as possible "

"I suggest we look at our budgets and at the services we can provide, and then
approach Dearden with a value-added healt plan before they take their

business elsewhere.” says Adam Hunter. "We will select services that are of
immediate relevance to their employees, are expensive to treat without
adequate coverage, and are most cost-effective 5o that the additional revenue
is used optimally. Dr. Wilkes can help us with this." he concludes





image25.png
& Understanding Economic Issues for HMOs - Google Chrome

& Secure | https//ecampus.phoenix.edu

Understanding Econol Issues for HMOs

i
HOWT0
Refer
- Dearden Industries for its employees' health status
« Costs of provision of the services
- The C/E ratio for each of the services
- Cost-Effectiveness Analysis for a description of this
concept
~ Graph Details icon for an explanation of the graph
- Suggestions of Helen Feuerman, Jonathan Wilkes, and
‘Adam Hunter

Observe
- The premium Castor Collins will charge
- Castor Collins' Revenue, Costs, and Profits

Decide
- Which services to include in the plan

When in doubt...
- Book icon for progress summary
- Clapboard icon for the detailed scenario
- Key icon for definitions of some important concepts
- 2 icon for screen description
- Print icon for printing the screen
- Minimize icon for switching to other applications
- Xicon for quitting the simulation





image26.png
& Understanding Economic Issues for HMOs - Google Chrome

& Secure | https//ecampus.phoenix.edu

The Financing of Health Care

Understanding Econol Issues for HMOs

Jonathan and Adam have selected
‘some services that could be
included in Dearden’s new health
plan. However, given the additional
premium that Dearden is willing to
pay, and Castor Collins's profitability
considerations, not all of these
services can be included. Therefore,
you need to choose services that are
most cost-effective—which provide
the greatest benefit at the lowest
possible cost e mnmerETEE
Which of these services will you the images to refer to
include in the new health plan to suggestions of the team.
maximize cost-effectiveness and
profits?

ims/financing_health_care/economic_issues_hmo/financing_health

10,000 23,256
5,500 10,784
25,000 43,860
15,000 22,727
2,000 5,69
50,000 58,824

Cosmetic Reconstructive Surgery
Gastric Bypass

Infertility Treatment

Kidney Dialysis*

Acupuncture

Bone Marrow Transplant

“Coverage for Kidney dialysis includes inpatient treatment, home.
‘support services including visits by trained dialysis workers, drugs,

equipment, and supplies for home dialysis, and self-dialysis training for
the patient and one additional person.
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Your decisions.

These are the services you included in the plan.
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You have made the right decision by providing coverage for kidney dialysis, as ts C/E ratio Is the lowest in the services you have
considered. This means that it is the most cost-effective of all the services. However, If you had selected cosmetic reconstructive
surgery—whose costs of provision are much lower than kidney dialysis, though its C/E ratio is slightly higher—you would have.
‘eamed more profits
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One of the applications of CEA is to identify the projects in which scarce resources can be used. In the case of Castor Collins, the
‘additional premium that Dearden Industries and its employees were willing to pay in return for coverage of additional services was
fixed. Castor Collins had to decide how to use these funds optimally. The cost of providing all the additional services was much
higher than the funds available to you. So, you had to decide which services were more important to cover than the rest.

The C/E ratio helps you decide how to allocate scarce funds to competing uses. A lower cost-effectiveness ratio means that the
service has a low cost per unit of "effectiveness.” Therefore, a service with the lowest C/E ratio should be provided coverage first,
followed by the service with the second-lowest C/E ratio, and so on, until all the funds are exhausted.

However, profitability considerations require you to consider the cost of provision of services along with cost-effectiveness of the
senvices. If these two considerations are in conflict, you need to decide which of the two is more important in your circumstances.
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These are the services you added to the plan for Dearden Industries and the copayment rates you charged for
these services,
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The Market for Health Care

You have seen that health is an economic good that consumers want-similar to food, clothes, or
motion pictures. Therefore, a consumer's demand for health is driven by utiity maximization
Similary, a health maintenance organization's choices are driven by profit maximization in the
supply of health care services. However, certain characteristics of the health care market are
different from those of other goods.

- There is uncertainty on the demand side-consumers don't know when they will need health
care-and uncertainty on the supply side-sometimes, even physicians cannot predict the
outcome of certain treatments.

- Consumers purchase health insurance, which, more often than not, is paid for in part by the
employer. This pattern of insurance changes demand for health care and the incentives to
supply health care for providers. Adverse selection and moral hazard are outcomes of this
changed pattern of demand and supply.

- There are many information problems in the health care market-asymmetric information
being one of them. Also, in many cases, the consumer relies on the provider for both
information and the service-for instance, which physician to go to. Similarly, the supplier
of insurance does not know about the existing health conditions of the consumer.

As you saw in the course of this simulation, these factors complicate economic decision-making
in health care markets.

\
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Understanding Economic Issues for HMOs
Health Maintenance Organizations (HMOs) and their enrollees are fwo important players in the market for health care.
Since the market for health care is different from markets for other commodities—due fo aspects such as uncertainty on
the supply and the demand side, asymmetric information, and adverse selection and moral hazard—decision-making for
HMOs is also more complex than in the case of other commaodities.

This simulation illustrates cconomic decision-making for HMOs when they provide health insurance and health care
services to their enrollees. The learer will determine how much premium to charge for bearing different kinds of risks
and what services to provide as part of a health care plan, such that the HMO's profits and benefit to enrollees are
‘maximized. The simulation also takes the learner through using cost-cffectiveness analysis to select services for
inclusion.

View the simulation
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N 40000000 g
A Question of Preferences

An average single-meat patty hamburger (218 gram) with condiments
and vegetables contains 512 calories, of which 245 calories are from fat

It has 27.4 grams of fat, which is 42 percent of the recommended daily
allowance (RDA) of a 2000-calorie diet. Of this, 10.4 grams (52 percent of
RDA) is saturated fat

This hamburger also contains 87 mg of cholesterol (29 percent of RDA),
824 mg of sodium (34 percent of RDA), 40 grams of carbohydrates (13
percent of RDA), and a mere 26 grams of proteins. It also provides
vitamin A (39 percent of RDA), vitamin C (three percent of RDA), calcium
(10 percent of RDA), and ron (35 percent of RDA).

Would you give up hamburgers—which are high on fat, carbohydrates,
and cholesterol, and low on proteins and essential vitamins—in exchange
for better health? Or would you prefer hamburgers to health?

Disclaimer | Copyright Notice
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Health Care

ver .
bk Economics

Health care can be perceived as one of the goods that
consumers demand_ Economics tells us that rational
consumers make choices to maximize utiity. So, if you
choose to eat more chocolates even though they are bad for
your teeth, it means that you perceive more utilty in the joy of
eating a chocolate than in having good teeth

Managed care firms can be considered as suppliers of both
health insurance and health care. Economics tells us that
rational firms make choices to maximize profits. Managed
care firms incur costs in providing health care services to their
enrollees, and eam revenue from providing health insurance

The market for health care, however, is different from markets
for other goods in several ways, which complicates decision-
making in these markets.

This simulation deals with some of these issues from the.
perspective of a health maintenance organization (HMO). As
part of the HMO, you will design health care plans, and
choose or reject services to provide to different sets of
enrollees.
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Castor Collins Health Plans

Castor Colins Health Plans was founded as a regional HMO in 1999 in the state of
Pantome. The HMO provides health insurance and health care services to enrollees
through s statewide network of physicians and hospitals, using a capitation model to
pay its network of health providers. Castor Collins currently has 100,000 enrollees.
throughout the state and is looking to increase this number.

You are the Vice President, Strategy and Financial Planning, at Castor Collins. Your
responsibllties include interacting with new clients and formulating heaith plans that
will suit their needs, and actuarial work including pricing plans and setting insurance
premiums. Your colleagues in Castor Collins—Helen Feuerman, Dr. Jonathan Wilkes,
‘and Adam Hunter—will help you in this task.

Helen has been with Castor Collins since its inception seven years ago. She is
responsible for the financial operations of the company, including accounting,
budgeting, forecasting, underwriting and actuarial, financial analysis, financial
planning, and risk management. Helen is a Certified Public Accountant and
Chartered Life Underwriter.
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Castor Collins Health Plans

Castor Colins Health Plans was founded as a regional HMO in 1999 in the state of
Pantome. The HMO provides health insurance and health care services to enrollees
through s statewide network of physicians and hospitals, using a capitation model to
pay its network of health providers. Castor Collins currently has 100,000 enrollees.
throughout the state and is looking to increase this number.

You are the Vice President, Strategy and Financial Planning, at Castor Collins. Your
responsibllties include interacting with new clients and formulating heaith plans that
will suit their needs, and actuarial work including pricing plans and setting insurance
premiums. Your colleagues in Castor Collins—Helen Feuerman, Dr. Jonathan Wilkes,
‘and Adam Hunter—will help you in this task.

Adam joined Castor Collins a year after its inception as Manager, Strategy and
Financial Planning. His initiatives over the years have helped Castor Collins
gain new enrollees who are very satisfied with the health plans that the HMO
offers. Adam is now responsible for new product development and corporate
affilations.
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