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1. ABSTRACT
Health plays an immensely significant role in an individual’s life; it can determine both the quality and the length of a person’s existence. It is therefore no surprise that health care is such a prevalent and controversial topic in the world today. In contrast to the historically public and non-exclusive health insurance in Europe, the health care system in the United States is exclusive and relies heavily on the private market for financing (Geyman 2005). This American preference toward consumer-directed health care is explained by the conventional “moral hazard” theory of health insurance. According to this theory, full insurance encourages individuals to overuse health services because they appear “free” or highly subsidized. New theory, however, indicates that this dominant view of moral hazard is fundamentally flawed, that full insurance is in fact effective and efficient. 

2. INTRODUCTION
The dominance of the United States in health care research is clear. Since 1975, the Nobel Prize in medicine or physiology has been awarded to more Americans than to researchers in all other countries combined. As of 2002, eight of the ten top-selling drugs in the world were produced by companies headquartered in the United States (Ayres 1996). While the U.S. health care market provides excellent incentives for innovation and technological progress, American citizens, in general, have yet to receive good health care outcomes in comparison to citizens in other industrialized nations. In fact, the health insurance system in the United States is often discussed as an explanation for some of these negative effects on health care consumers. Concerns within public discourse regarding the fundamentals of the current health insurance system are not new developments. The U.S. ranks 37th in a current World Health Organization examination of the world’s health care systems (World Health Organization 2000). Modifying the health insurance system offers an especially attractive target for cost-saving reform. Specifically, reforms could be targeted to reduce the incentive to overuse health insurance as a payment mechanism
. Understanding the economic forces at work as well as the strengths and weaknesses of the health insurance system is central to developing policies that will lead to more cost-effective health care and to greater access to health care for those underserved by the current market.
This paper aims to analyze the economic relevance of moral hazard in individual health care decisions, investigating how pertinent the conventional moral hazard argument is to the health insurance industry. First, this paper will examine the notion of health insurance and its history within the United States. This paper will further explore the models and theories surrounding health care, critiquing the conventional theory of moral hazard and proposing a new alternative theory. Ultimately, the purpose of this thesis is to contend that the conventional and dominant theory of moral hazard is not entirely valid in the health insurance industry as it is in other spheres due to the concept of good, efficient health care moral hazard. 

3. INSURANCE CONCEPTS AND DEFINITIONS
Insurance is a significant and widely-discussed topic in modern economics. Automobile insurance provides financial security against the possibility of an accident, home insurance provides financial security against the risk of a fire, flood or other hazards, and life insurance provides financial security to loved ones in case of a death. In each of these examples, the basic principle is the same: in exchange for a fee
, the insurer guarantees that some financial benefit will be supplied if one of these disastrous events occurs. Insurance is a valuable economic commodity for consumers. By giving up some income in the form of a premium, a consumer can avoid the large loss in wealth associated with an unfortunate event. Even if the event does not occur, a consumer still benefits from the reduced uncertainty provided by insurance.
Health insurance was designed with a purpose to pay the costs associated with health care. Health insurance plans pay the bills from physicians, hospitals, and other providers of medical services. By doing so, health insurance protects people from financial hardship caused by large or unexpected medical bills. For example, the cost of a one-day stay in a hospital
 can exceed $1,000 in some parts of the United States. A hospital stay that includes the cost of surgery and other physician services can easily produce bills exceeding $10,000. Health care costs of this magnitude pose substantial risks to many families’ financial well-being.

By combining, or “pooling,” the risks of many people into a single group, insurance can make the financial risks associated with health care more manageable. Through insurance, each person who buys coverage theoretically agrees to pay a share of the group’s total losses in exchange for a promise that the group will pay when he or she needs services. Essentially, individuals make regular payments to the plan rather than having to pay especially large sums at any one time in the event of sudden illness or injury. In this way, the group as a whole funds expensive treatments for those few who need them.

Insurance is generally not needed when there is little uncertainty or when financial risks are small. For example, insurance policies typically do not cover items such as groceries, clothing, gasoline, etc. Few individuals would find such a policy cost-effective. Suppose, for example, that an individual could purchase a grocery insurance policy with a “coinsurance” rate of 25 percent
. An individual with such a policy would be expected to spend substantially more on groceries with the 75 percent discount than he or she would at the full price. However, the insurance company would need to charge a high premium to cover the 75 percent discount on the groceries that the individual would have bought had he or she been paying real price of the product. This represents the inherent inefficiency in the use of insurance to pay for things that have little intrinsic risk or uncertainty. This example also illustrates the broader problem in insurance markets known as moral hazard.
3.1 MORAL HAZARD

In the past few decades an explanatory theory has developed among prominent American economists, which has also served as a significant justification for the lack of expansion of health insurance. This idea is known as “moral hazard.” Economist Mark Pauly was the first to argue in 1968 that moral hazard plays an enormous role in medicine. Moral hazard refers to the notion that individuals will make different choices when they are covered by an insurance policy than when they are not (Pauly 1974). Moral hazard is a result of asymmetric information; it exists when a party with superior information alters his behavior in such a way that benefits him while imposing costs on those with inferior information. Since most insurance plans reduce the out-of pocket cost of medical care, the behavior of individuals is affected by those reduced prices—this change in behavior is known as the moral hazard. In the same way that people treat water with little care when it is very inexpensive, the conventional theory of moral hazard claims that people also tend to overuse medical care when the out-of pocket costs are small. 

The fundamental problem is that the insured individual has far better information regarding his or her health and behavior than the insurer. Therefore, after he has contracted for insurance, the insured can use that informational superiority to alter his behavior in a way that benefits him
. Because the insured’s health care is theoretically being paid by a third party
, he has an incentive to use health care less economically (Rothschild 1976). There are two primary and widely-discussed types of moral hazard resulting from consumers’ actions and behaviors. First, insurance may discourage fully insured consumers to take preventative measures. Insured individuals have less motivation to take care of themselves and lead healthy lifestyles in order to prevent the need of future health care. There is a cost involved in taking precautions to avoid an uncertain loss. However, fully insured persons have no reason to incur the costs of these precautions since their insurance will fully cover the loss; these persons therefore may engage in risky
 behavior. Moral hazard is the health care needed by an insured person because he did not take preventative actions to avoid the care. Second, insurance may encourage consumers to obtain medical care that is not necessary or crucial to his health. For example, this moral hazard occurs when an insured person spends an extra day in the hospital than is required or purchases some procedure that he would not otherwise have purchased. In both situations, health insurance creates a moral hazard problem because insured consumers tend to overuse medical services that, under uninsured circumstances, they would not have. Insurers generally dislike moral hazard because it often results in them paying more out in benefits than they had anticipated when originally setting premiums (Cutler 1998).

Moral hazard results from an asymmetry of information because the actions of the fully insured persons cannot be observed by insurance companies. Insurers therefore do not have complete information about the insured to know why each consumer needs the health care requested and what they intend to do with the care once they receive it. Does the consumer need the health care because he failed to take preventative measures which would have prevented the need for care or was the health situation a result of influences outside of the consumer’s control? This information asymmetry prevents insurers from knowing how financially responsible consumers should be for their personal health care. 

4. HISTORICAL BACKGROUND

4.1 HISTORY OF HEALTH CARE IN THE UNITED STATES
The historical background of health insurance coverage in the United States helps explain why it is different from other types of insurance
. Health insurance in the United States is a relatively new phenomenon, dating back to the time of the Civil War (1861-1865). Early forms of health insurance primarily offered coverage against accidents arising from travel, especially by rail and steamboat (Cutler 1999). The success of accident insurance paved the way for the first insurance plans covering illness and injury. The first insurance against sickness was offered by Massachusetts Health Insurance of Boston in 1847. In the late nineteenth and early twentieth century, health insurance tended to cover wage loss rather than payment for medical services (Ayres 1996). This insurance is comparable to present-day disability insurance or workers compensation. Patients were expected to pay all other health care costs out of their own pockets, under what is known as the “fee-for-service
” business model. 
The first modern health insurance policy originated in 1929 when a group of teachers in Dallas, Texas, contracted with Baylor University Hospital for room, board, and medical services as needed in exchange for a monthly fee. For an annual premium of $6, the policy guaranteed up to three weeks of hospital coverage (Eggleston 2000). Providing insurance through employers, rather than to individuals, lowered administrative costs for insurers. It also mitigated the problem of adverse selection
 because the insured group was formed without regard to health status. Many life insurance companies entered the health insurance field in the 1930s and 1940s, and the popularity of health insurance grew quickly thereafter. In 1932, nonprofit organizations called Blue Cross and Blue Shield first began to offer policies of group health insurance
 (Cutler 1999). These were the first programs that established contracts directly with health care providers, who would then offer services to subscribers at reduced rates.

In both Europe and the United States, the push for health insurance was led primarily by organized labor. In Europe, the unions worked through the political system, fighting for coverage for all citizens. Health insurance in Europe was public and universal from its origin. Germany introduced the first national health insurance program in 1883 and other industrialized countries adopted government-funded health insurance systems in the early twentieth century (Geyman 2005). In the United States, by contrast, the unions worked through the collective-bargaining system and, as a result, could win health benefits only for their own members. Health insurance in the U.S. has therefore always been a private and selective system with an emphasis on employer-based programs.
Employee benefit plans became a widespread source of health insurance in the 1940s and 1950s. Increased union membership at U.S. factories enabled union leaders to bargain for better benefit packages, including tax-free, employer-sponsored health insurance. Employer-based coverage was also encouraged in the United States by legal provisions during World War II (1939-1945) which allowed employers to compete for employees by offering employee health benefits during a period of wage freezing and price controls (Docteur 2003). Unable by law to attract scarce workers by increasing wages, employers instead enhanced their benefit packages to include health care coverage. In addition, a 1943 administrative tax court ruled that some employers’ payments for group medical coverage on behalf of employees were not taxable as employee income. Exempting premiums paid on employer-provided insurance resulted in lower tax receipts to the Federal government.
 Government programs to cover health care costs began to expand during the 1950s and 1960s. Medicare and Medicaid programs were implemented in 1965. Throughout most of the 1980s and 1990s the majority of employer-sponsored group insurance plans switched from fee-for-service plans to managed care plans (Steinmo 1995). 

4.2 TYPES OF HEALTH CARE

Figure 1: Types of Health Insurance and Coverage (US Census Bureau 2002) 
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4.2.1 PUBLICLY FUNDED HEALTH CARE

The United States is the only industrialized nation that does not guarantee access to health care as a right of citizenship. Twenty-eight industrialized nations have single-payer universal health care systems
, while two have a multi-payer universal health care system
 (Bureau of Labor Education 2001). Government-funded national health care in these countries provides health insurance for all citizens. The United States government operates some publicly funded health insurance programs but access is limited to specific groups, such as the elderly and disabled
, the military veterans
, and the poor
.




4.2.1.1 MEDICARE


Government-funded Medicare programs help to insure the elderly
, younger people with disabilities
, and patients with End Stage Renal Disease
 in the United States; Medicare currently provides health care coverage for 41 million Americans (U.S. Census Bureau 2002). Medicare is primarily financed by payroll taxes
 and monthly premiums paid by participants. Medicare has several parts: Hospital Insurance, Medical Insurance (helps cover doctors’ services, outpatient hospital care, and some other medical services that Hospital Insurance does not cover), Medicare Advantage Plans
, and Prescription Drug Plans (2004 Economic Report of the President). The program utilizes premiums, deductibles, and co-payments.




4.2.1.2 MEDICAID

Medicaid in the United States is a program managed by the states and funded jointly by the states and federal government to provide health insurance for individuals and families with low incomes and resources. Medicaid currently provides health insurance coverage for approximately 11 percent of the U.S. Population (U.S. Census Bureau). As originally conceived, any household that fell below the federal poverty level would qualify for Medicaid benefits. In practice, however, budget shortfalls have forced states to vary standards for eligibility, services, and payment (Bureau of Labor Education). State participation in Medicaid is voluntary; however, all states have participated since 1982. In some states Medicaid pays private health insurance companies that contract with the state Medicaid program, while other states pay providers (i.e., doctors, clinics and hospitals) directly to ensure that individuals receive proper medical attention.

4.2.2 PRIVATE INSURANCE
In the United States, private organizations have traditionally provided the vast majority of health insurance coverage. Approximately two-thirds of Americans obtain private health insurance coverage through employer-sponsored group plans (U.S. Census Bureau 2002). Americans pay the cost of health insurance in a variety of ways. Workers may pay for private health insurance by authorizing their employers to deduct a specified amount from their paychecks. Alternatively, individuals may work for employers who pay the direct cost of health insurance. People who do not receive health insurance through their employment or through government programs can purchase private health insurance policies by paying premiums directly to an insurance company. Almost ten percent of Americans purchase individual health insurance policies to cover medical costs (U.S. Census Bureau 2002).

4.3 CURRENT STATE OF HEALTH INSURANCE IN THE UNITED STATES

The United States has a unique health insurance program. First, most health insurance is provided through employers. As shown in Figure 2, over 60 percent of all individuals in the United States have employer-provided health insurance (U.S. Census Bureau 2002). The central role of employer provision makes health insurance very different from other types of insurance, such as home and automobile insurance programs. 
Figure 2: Health Insurance of Adults Under Age 64 (US Census Bureau 2002)
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Secondly, health insurance policies in the United States tend to cover many events that have little uncertainty, such as routine dental care, annual medical exams, and vaccinations. For these types of predictable expenses, health insurance plays the role of prepaid preventative care rather than true insurance. If automobile insurance were structured like the typical health policy, it would cover regular maintenance, such as tire replacements, car washes, etc.

Third, health insurance tends to cover relatively low-expense items, such as doctor visits for colds or sore throats. Although often unforeseeable, these expenses would not have a major financial impact on most people. To continue the analogy, this would be similar to car insurance covering relatively small expenses such as replacing worn brakes.
4.4 A COMPARISON TO OTHER INDUSTRIALIZED COUNTRIES
The United States has the most expensive health care system in the world, as measured by health expenditures per capita and total expenditures as a percentage of gross domestic product (GDP). Countries that have national health insurance programs spend 5.5% less on health care as a percentage of their GDP than the United States (2004 Economic Report of the President).  As shown in Figure 3, Americans spend approximately $4,887 per capita on health care every year, over twice the amount of the industrialized world’s median of $2,117 (Bureau of Labor Education 2001). The reasons for the especially high cost of health care in the U.S. can be attributed to a number of factors, including the rising costs of medical technology and prescription drugs as well as the high administrative costs resulting from the complex multiple player system in the United States. Administrative costs comprise between 19.3 and 24.1 percent of total dollars spent on health care in the U.S. (Woolhandler 1991). In addition, the high proportion of Americans who are uninsured (15.2 percent in 2002) contributes to expensive health care because conditions that could be either prevented or treated inexpensively in the early stages often develop into health crises (Ayres 1996). Studies have also shown that the uninsured who are not at a point of serious illness still tend to use the most expensive solution for their minor health care needs—they will go to the emergency room when only a visit with a physician is necessary. This is an inefficient use of health care.

Figure 3: Per Capita Spending on Health Care (Bureau of Labor Education 2001)
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As shown in Figure 4, most industrialized countries have established systems in which the public sector, which has the greater share of responsibility, works alongside the private sector, both in the funding of health care. The United States is the only country in the developed world that does not provide health care for all of its citizens (Ayres 1996) 

Figure 4: The Main Source of Financing for Health Care among Industrialized Nations (Bureau of Labor Education 2001)
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Instead, the U.S. has a confusing mixture of private insurance coverage based primarily on employment, with only public insurance coverage for the elderly, the military veterans, the poor and the disabled. This system creates serious gaps in coverage. Americans live fewer years than people in other countries and have higher infant mortality levels (Bureau of Labor Education 2001). According to the Institute of Medicine, 18,000 people die each year from having a lack of heath insurance. Americans have fewer doctors per capita, fewer hospital visits, and are, overall, less satisfied with their health care than most other Western countries (Gladwell 2005). The World Health Organization (WHO) released a notable report in 2000, with data on the health systems of 191 member countries. The WHO concluded that United States citizens were less satisfied with their country’s health care system than citizens in most other industrialized countries (World Health Organization 2000). Whereas other countries in the industrialized world insure all their citizens, despite those extra billions of dollars spent each year in the United States, forty-five million Americans are left without any form of insurance. 
Both the U.S. General Accounting Office (GAO) and the Congressional Budgeting Office (CBO) issued reports stating that a single payer system would more than pay for itself, due to reduced administrative costs, as well as having universal access to health care, especially preventative care (Physicians for a National Program 1999). In addition, recent surveys in the U.S. have documented the growing frustration with our health care system and an interest in exploring a single payer plan for health insurance with universal coverage. According to a Washington Post poll, Americans would prefer a universal health insurance system which provided health care coverage to all (Figure 5 and 6).

Figure 5: (Question 37). “Which of these do you think is more important: providing health care coverage for all Americans, even if it means raising taxes; or holding down taxes, even if it means some Americans do not have health care coverage?” (Lester 2003)
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Figure 6: (Question 38). “Which would you prefer—the current health insurance system in the United States, in which most people get their health insurance from private employers, but some people have no insurance; or a universal health insurance program, in which everyone is covered under a program like Medicare that’s run by the government and financed by taxpayers?” (Lester 2003)
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5. MODELS OF HEALTH INSURANCE

5.1 SOCIAL HEALTH INSURANCE
Historically, health coverage was created to help balance financial risk between the healthy and the sick (Eggleston 2000). This model of coverage is known as social insurance because those more likely to use health care (such as the old and sick) do not pay substantially more for coverage than the healthy and young. This insurance model is utilized in the majority of countries in Europe, where they refer to it as social health insurance (SHI). Through pooling financial contributions from enterprises, households, and governments, SHI mechanisms successfully finance and manage health care (Nyman 2004) These plans utilize the social health insurance model by ensuring that all people who make contributions receive a pre-defined right to health care, regardless of their income or social status. The SHI schemes typically cover the minimum health and financial risks
 that, in the absence of insurance, would cause a financial burden on the household as a result of the cost of health care.

As with most forms of insurance, SHI is prospective financing—funds are collected in advance, mainly in the form of regular contributions (premiums), without knowing when or for whom they will be needed. These contributions come from the insured households as well as from employers and the government. Social Health Insurance is generally associated with universal and mandatory membership of all people, i.e. because every household is covered every citizen must contribute
. This ensures the inclusion of underserved groups who are often left out from the voluntary private health insurance schemes. The fact that all varieties of risky consumers receive coverage without regard to their health status in SHI schemes eliminates the problem of adverse selection. 

All industrialized nations with universal health care are based on this social insurance model. The Medicare program in the United States also follows the theory of SHI. Because of this social aspect, Americans with Medicare plans reveal that they are much happier with their insurance coverage than people with private insurance (Gladwell 2005). Although they are not receiving better care, Medicare consumers are receiving something just as valuable: protection and security against the financial threat of serious illness.

5.2 ACTUARIAL HEALTH INSURANCE
The politics of American health insurance is a struggle over which vision of distributive justice
 should govern: the social insurance principle or the logic of actuarial fairness. The second theory of insurance is this actuarial model. Car insurance, for instance, is actuarial insurance: how much consumers pay is in large part a function of their individual situation and history. The new Health Savings Accounts
 (HSAs), created in Medicare legislation and signed into law by President Bush in 2003, represent a major step in the actuarial direction. Under HSAs, consumers pay for routine health care with their own money and then purchase a basic health insurance package for their catastrophic expenses (Fletcher 2005). HSAs represent a massive retreat from the original purpose of insurance—sharing the financial risk between healthy and sick across a population.

Actuarial fairness is central to American private health insurance. There is a screening process that health insurance companies engage in prior to allowing consumers to purchase private health insurance. Individuals are usually required to fill out a thorough medical history form, which asks an abundance of questions regarding the individual’s health. Typical queries include whether the person smokes, how much the person weighs, and has the person ever been treated for any of a long list of diseases. In addition, discounts are frequently offered to those people who live healthy lifestyles
 . This medical history form is primarily used as a screening device to filter out persons with pre-existing medical conditions as well as persons with a high likelihood of developing future medical conditions.

In 2002, the U.S. Census Bureau reported that approximately 43.6 million people in the United States (15.2 percent of the population) lacked health insurance coverage. Although millions of Americans lack health insurance because they cannot afford it or do not have access to employer-sponsored group plans
, many others cannot buy health insurance because insurers consider them at especially high risk of needing expensive health care. Insurers assess the risks posed by applicants for insurance and then group applicants into similar classes of risk. Americans who are considered average or better-than average risks can usually purchase insurance policies at a relatively affordable price. When an applicant presents too much risk, however, private companies often refuse insurance coverage to that person. In fact, some insurance companies have introduced clauses to their policies that are designed to keep costs down by denying insurance coverage for anyone who already suffers from significant medical conditions. The few companies willing to insure high-risk individuals will charge outrageous premiums to compensate for that risk. Increased premiums often make the insurance policy unaffordable to high-risk individuals. 

The triumph of this actuarial model over the social insurance model in private health insurance is the reason why, in many states, companies refuse to insure people suffering from potentially high-cost medical conditions (Eggleston 2000). Industrialized countries with social insurance argue that individuals whose genes predispose them to depression or cancer should not bear a greater share of the costs of their health care than those who are fortunate enough to avoid such misfortunes. They do not support this actuarial “genetic lottery” method as an appropriate way to organize health insurance.

6. THE CONVENTIONAL MORAL HAZARD CRITIQUE


6.1 THE CRITIQUE

Economists have long held that people purchase health insurance to avoid risk (Browne 1992). Health insurance allows individuals to have more income and resources available to purchase health care in case they were to become ill. Conventional theory holds that people buy health insurance because they prefer a certain loss to an uncertain loss of a similar expected magnitude (Nyman 2004). That is, consumers would rather pay $10,000 for an insurance premium than pay a $100,000 medical bill that occurs with a 1 in 10 chance.

Most health economists view moral hazard negatively because, under the conventional theory, the additional health care spending generated by insurance represents a welfare loss to society. When consumers become insured, insurance pays for their care, essentially reducing the price of health care for the consumer. But because consumers typically purchase more care when the price drops than they would have at the normal market price, economists conclude that the value of care to consumers is less than the market price (Holmstrom 1979). The additional care, however, is still just as costly to produce
. The difference between the high cost to produce this care (reflected in the high market price) and its low apparent value to insured consumers (reflected in the reduced price for consumers) represents inefficiency in the market for health insurance (Pauly 1974). Thus, health care spending increases with insurance
, but the value of this care is less than its cost, generating an inefficiency that economists refer to as a “moral-hazard welfare loss” (Koc 2005). Conventional economists therefore consider all moral hazard to be negative because it is caused by consumers who take advantage of the insurance company and receive care that is worth less to the consumer than the cost of producing it.

6.2 POLICY SOLUTION

In response to the information asymmetries and the moral hazard problem caused by consumers, optimal insurance contracts attempt to balance the perceived value that consumers place on reducing their exposure to risk against the inefficiency arising from moral hazard. Insurance companies therefore have an incentive to increase the price of health care, recommend marginally beneficial care
, or claim that certain medical procedures are not necessary. In the 1980s and 1990s economists also promoted utilization review, which is a process of assessing the necessity, appropriateness, and efficiency of the use of medical services and facilities, as a further way to reduce moral hazard (Nyman 2004). Furthermore, nearly all health insurance policies in the United States share a few common features regardless of whether the policies are purchased by individuals or through an employer. Standard attributes of insurance contracts, such as deductibles, coinsurance rates, and co-payments, are attempts to mitigate the moral hazard problem and the inefficient use of health insurance. These features force consumers to pick up a larger share of health costs, theoretically making the health care system more efficient. These policies assume that, unless patients pay something for the services they receive, they place little value on those services. The managed health care system in the United States today is largely a product of this conventional theory. 

6.2.1 DEDUCTIBLES

Health insurance policyholders pay a specified amount of money each year for medical services before the insurance policy pays anything at all (Nyman 2004). This amount is called the deductible. For example, a person who selects a policy with a $500 deductible agrees to pay the first $500 of medical costs in a given year. Likewise, the insurance company agrees to pay some or all costs that exceed $500. Policies with a low deductible generally charge a relatively high monthly fee, or premium.

6.2.2 COINSURANCE

Many insurance policies also require policyholders to pay a certain portion of medical costs that exceed the deductible (Nyman 2004). This extra amount is called the coinsurance payment. For example, suppose an individual has already paid his policy’s deductible for the year and then has a medical procedure that costs $100. If that person’s health insurance policy states the terms of coinsurance at 20 percent, the insurance company must pay $80 of the bill and the policyholder must pay $20. Policies that do not require a coinsurance payment usually charge subscribers a relatively high premium.

6.2.3 CO-PAYMENTS

Most managed care policies require policyholders to make a modest payment—called a co-payment—toward the cost of services for each visit to a health care provider. Co-payments are typically less than $10. In the 1970s many insurers adopted co-payments to reduce both moral hazard and health care spending (Pauly 1974). Although the amount of money collected from co-payments may contribute little toward the actual cost of medical services, it does impose some cost onto consumers in a way that successfully provides incentives against overusing the health care system. 

6.2.4 TERMS AND LIMITS

Most health insurance policies limit coverage to services that the insurance company defines as both “reasonable and necessary” (Manning 1996). These terms are helpful for consumers in understanding the policy’s benefits because they define whether particular services are within the scope of coverage. Insurance companies carefully determine what they consider to be “reasonable” costs of medical services by gathering statistics on what health care providers in a particular area typically charge for identical or similar services. That information helps the company determine the amounts it considers to be reasonable. Insurance companies also determine what they consider to be “necessary” medical treatments. Health insurance contracts limit coverage to services that are considered important to maintaining sound health
.

6.2.5 PREEXISTING CONDITIONS

When a policyholder has medical conditions before being issued a health insurance policy, these are referred to in the new policy as preexisting conditions. Many newly issued policies contain a clause that limits the amount the insurance company will pay for services related to preexisting conditions. The precise limit can be expressed in this clause as a dollar amount, as a period of time for which benefits are limited, or as a permanent exclusion of coverage for particular services related to the conditions (Manning 1996). These clauses protect the company from the likelihood of paying large medical bills associated with new policyholders’ preexisting illnesses.


6.2.6 HEALTH SAVINGS ACCOUNTS

Health Savings Accounts (HSAs) are at the center of the Bush Administration’s plan to address and minimize the problem of moral hazard. The logic behind HSAs is that Americans have too much insurance: typical plans cover things that they shouldn’t, creating the problem of over consumption (Economic Report of the President 2004). Under the Health Savings Accounts system, consumers are asked to pay for routine health care out of their own pocket. To handle their catastrophic expenses, they then purchase a basic health-insurance package with a deductible (Schreyogg 2004). Bush claims that “Health Savings Accounts all aim at empowering the people to make decisions for themselves, owning their own health-care plan, and at the same time bringing some demand control into the cost of health care” (Fletcher 2005). The main effect of putting more of the cost and responsibility on the consumer is to reduce the social redistributive element of insurance. 

7. THE CHALLENGE

7.1 RAND CORPORATION STUDY
When you have to pay for your own health care, does your consumption really become more efficient? This is exactly the question the RAND Corporation
 extensively studied in the late 1970s. It established an insurance company and insured 5,203 individuals to health plans with co-payment levels at zero per cent, twenty-five per cent, fifty per cent, or ninety-five per cent, up to six thousand dollars (Afifi 1972). As expected, the study found higher co-payment rates reduced spending because people did not seek care as frequently—the more that people were asked to chip in for their health care, the less care they used. The interesting aspect of the study was that individuals cut back equally on both frivolous
 care and useful
 care. Poor people in the high-deductible group with hypertension, for instance, did not control their blood pressure as well as those in other groups, resulting in a ten per cent increase in the likelihood of death (Koc 2005). 

But how should the average consumer be expected to know beforehand what care is frivolous and what care is useful? The focus of the traditional moral hazard theory suggests that the changes made in behavior when consumers become insured are nearly always wasteful. Yet, when it comes to health care, the RAND study found, many of the routine preventative actions we take only because we have insurance (like getting moles checked, teeth cleaned, mammograms) are anything but wasteful and inefficient. In fact, they are behaviors that could end up saving the health-care system a good deal of money
. These RAND studies show that cost sharing through deductibles, co-payments and coinsurance is effective in reducing all health care costs, including the use of beneficial and valuable health care services (Koc 2005). 

7.2 THE DISTINCTION
There is a fundamental ambiguity concerning the moral hazard welfare loss of health insurance. That is, the conventional theory only makes sense if individuals consume health care in the same way that they consume other consumer goods. To economists such as John Nyman, this assumption is absurd. He argues that people go to the doctor, reluctantly, only because they are sick. “Moral hazard is overblown…People who are very well insured, who are very rich, do you see them check into the hospital because it’s free? Do people really like to go to the doctor? Do they check into the hospital instead of playing golf?” (Nyman 2004).

The conventional moral hazard argument may seem sensible for large health care procedures such as cosmetic surgery, drugs to improve sexual functioning or designer-style prescription sunglasses and for small habitual preventative health care such as doctor and dentist visits, but not for serious treatments such as coronary bypass operations or organ transplants
. Clearly, insured people would purchase more of all these procedures than would uninsured people, so they would all be considered moral hazard to insurers. What is not clear is whether the life-saving organ transplant an individual with organ failure purchases represents the same welfare loss implications as the liposuction cosmetic surgery a healthy individual purchases when both individuals are insured.

Mark Pauly, one of the founders of the conventional insurance theory, recognized this ambiguity in 1983. He pointed out that the conventional theory of moral-hazard welfare loss was intended to apply only to “routine physician’s visits, prescriptions, dental care, and the like” and that “the relevant theory, empirical evidence and policy analysis for moral hazard in the case of serious illness has not been developed. This is one of the most serious omissions in the current literature” (Pauly 1990). This distinction, however, has been ignored by many health economists and policy analysts who continue to use conventional theory to promote cost sharing and managed care as a cure for high health costs in the United States.

7.3 THE NEW THEORY

There is a new theory that reconsiders the welfare implications of moral hazard in health insurance. People buy health insurance in order to obtain additional income if they become ill. When a person purchases insurance, he pays a premium into an insurance pool in return for a contract that obligates the insurer to pay for his care out of the same pool if he becomes ill. It is unknown by the insurance company who will become ill and who will remain healthy. Because not all who pay into the pool become ill, however, the consumer who does become ill pays only a fraction of his medical care costs. In essence, the contract obligates the insurance company to transfer income from the many who pay into the pool and remain healthy to the few who become ill enough to need medical care (Nyman 2004).
If insurers actually transferred income to an ill person in one lump-sum payment, the welfare implications of moral hazard would be unambiguous. Health insurance policies in the United States, however, generally pay off the ill consumer by paying for their medical care (as shown in Figure 7 below). The payment does not go directly to the patient, but instead to the physician or the hospital. For example, when the consumer pays $10,000 for insurance, but then becomes ill, and the insurance company pays the hospital $100,000, it is as if the consumer had an increase in income of $90,000. This extra $90,000 represents a transfer of income from those purchasers of insurance who paid into the pool, but remained healthy.

Figure 7: A Diagram of the current U.S. Health Care System (Steinmo 1995)
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The welfare ambiguity arises because of this payoff mechanism—it is difficult to distinguish whether this additional moral-hazard spending represents a welfare loss or a welfare gain to society (Nyman 2004). There are some patients who would respond to insurance paying for their care in exactly the same way that they would respond to insurance paying the cost of their care directly to them. In other words, consumers would purchase the same health care even if the insurance company physically handed them the cash to pay for it themselves. For these patients, moral hazard is efficient and represents a welfare gain because it represents health care that is of equal or greater value to the consumer than the cost of producing it. Many of the more serious procedures—organ transplants, trauma care, many cancer treatments, and a large portion of the costly, life-saving medical care that people could only afford to purchase with insurance—would now be considered welfare gains as opposed to welfare losses under this new theory. However, there are those consumers who, if given the cash to spend on health care, would choose to spend the money on some good or service other than health care. These patients clearly value the money over the health care and would not have purchased the care without insurance. This is the true “moral-hazard welfare loss” because there is inefficiency in the difference between the unchanged cost of the care and the low value to the insured consumer. This moral hazard is inefficient and represents an actual welfare loss to society. 

The significance of this new theory is that not all moral hazard is inefficient. There are insured consumers who value the health care provided to them by insurance, but who would not be able to afford to purchase this care without the additional income provided to them through their health insurance plans. Some of the moral hazard that was considered a welfare loss under the conventional theory should therefore be reclassified as a welfare gain by reason of this new theory (Geyman 2005). Health insurance under the new theory is generally much more valuable to consumers than economists originally have thought. 

7.4 POLICY IMPLICATIONS


Economists have traditionally (using the conventional theory) insisted on cost sharing in order to reduce moral hazard. They believed that all moral hazard was bad and inefficient and therefore advocated for coinsurance and co-payment policies, which would reduce the welfare loss problem caused by moral hazard. The new theory suggests that cost-sharing policies have been directed at problems that often do not exist. Furthermore, it proposes that coinsurance is too blunt a policy instrument and that it should be applied sparingly, directed only on health care spending that represents inefficient moral hazard (Nyman 2004). Moral hazard that generates welfare gains should be left alone or even encouraged. The problem with implementing this policy is that it is difficult to distinguish which consumers will act in ways that represent welfare gains and which in ways that represent welfare losses due to the payoff mechanism of the U.S. insurance system. It can be extrapolated, however, that those with serious illnesses
, whose care might also be associated with a great deal of pain and suffering anyway, will generate a welfare gain. For example, few people would frivolously choose to undergo chemotherapy treatment just because of the decreased price with insurance. Thus, it makes little sense to apply coinsurance payments to procedures associated with serious illnesses and insurance contracts should be redesigned so that this type of care is completely paid for.

The new theory also has implications with regard to cost containment policy. Under conventional theory, high health care prices are not necessarily considered bad. In fact, a few economists have argued that high prices should be encouraged because they reduce moral hazard and any reduction of moral hazard is a welfare gain (Cutler 1998). Under the new theory, however, the high prices that insurance providers charge because they have market power are considered harmful. Many health care providers hold monopolies due to exclusive privileges that have been given to them by law. For example, only physicians are permitted to prescribe drugs, to admit patients to hospitals, or to perform surgeries and drug firms have patents that give them exclusive rights to sell the drugs they develop. Typically, economists would weigh the benefits of these laws against the costs
 of the resulting high monopoly prices. But with the preoccupation with moral hazard, many economists have decided that the high prices are good precisely because of the reduction in use of health care that they produce for the insured. This “solution” causes an even greater problem for the uninsured; the high prices they face often prevent any use at all. Instead of focusing public policy on reducing health care utilization in order to reduce expenditures, the new theory suggests that policy should focus on reducing excessively high monopoly prices held by health care providers, which would allow consumers more access to health care. Only some utilization—the “bad” inefficient moral hazard—should be reduced. 

More importantly, the new theory advocates a social, universal health insurance system. Under conventional theory, the voluntary purchase of full insurance coverage makes society worse off due to the moral-hazard welfare loss of insurance. Therefore, a subsidy of insurance premiums would not only encourage more people to be insured, but it would encourage them to purchase insurance with inefficiently low cost-sharing provisions. The new theory, on the other hand, asserts that health insurance generally makes the consumer and society better off; consequently, subsidies that encourage consumers to purchase insurance voluntarily, or a national health insurance program for the entire U.S. population, would increase society’s welfare
 (Holmstrom 2001). This is especially true because we as a society do not like to see those who are ill go without needed care
. Thus, the new theory identifies efficiency (as well as equity fairness arguments) as a new justification for adopting some form of national health insurance.

8. CONCLUSIONS

Six times—during the First World War, the Depression, the Truman and Johnson Administrations, in the Senate in the 1970s, and the Clinton years—efforts have been made to initiate some kind of universal health insurance, but each time the efforts have been rejected (Gladwell 2005). The fact that there have been six attempts in the last century, however, suggests that there is some support for the idea. The primary hindrance among American economists to not implementing a social and universal health coverage plan has historically been the widely-accepted conventional theory of moral hazard. This obstacle is consequently irrelevant due to recent assertions of a “good” moral hazard theory.

The new, ground-breaking approach to moral hazard claims that the additional health expenditures generated by insurance are not always bad for society, and can in fact be good because they often permit ill persons to obtain the care they need. Furthermore, the new theory suggests that social health insurance provides an economy-wide redistribution of income from those who remain healthy to those who become ill. Because people value the additional income they receive from insurance when they become ill more than they value the income they lose when they pay a premium and remain healthy, and because everyone in a social insurance system has, in theory, an equal chance of becoming ill, this national redistribution of income from the healthy to the ill is efficient and increases the welfare of society. 
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� This “overuse” of health is referred to as “moral hazard” and will be discussed later in this paper


� This “fee” is typically referred to as an insurance premium. A premium is the monthly payment an individual policyholder makes in exchange for the financial assistance for medical cost. The premium charged for the insurance reflects the value of the benefits received.


� This cost of a one-day hospital stay is excluding the cost of all other health care services


� This means that after paying the insurance premium, the holder of the insurance policy would only have to pay 25 cents on the dollar for all grocery purchases. Coinsurance will be discussed in detail later within this paper.


� For this paper, assume that all parties are rational individuals and that, therefore, consumers make health care decisions which are in their best interest. In other words, consumers do not change their behavior after becoming insured by reason of coincidence. Prior to being insured, consumers may not make good decisions regarding health care due to lack of information, liquidity constraints, or discounting. 


� The transaction of medical care is directly between the consumer (the buyer) and the physician/health care provider (the seller). The insurance company thus acts as a “third party” within this transaction, receiving funds from the all consumers in the health insurance plan and then transferring these funds to the physician/health care provider of the consumers who need the care.


� “Risky” behavior could include any number of things that would negatively affect one’s health, such as not exercising, having a poor diet, not brushing one’s teeth regularly, smoking, consuming excessive amounts of alcohol, etc.


� Other types of insurance include automobile, home, and life insurance


�“Fee-for service” health insurance is a private (commercial) health insurance plan that reimburses health care providers on the basis of a fee for each health service provided to the insured person. It allows the holder to make almost all health care decisions independently—The patient may visit any health care provider. The patient or the medical provider then sends the bill to the insurance company, which typically pays a certain percentage of the fee after the patient meets the policy’s annual deductible.


� Adverse selection, as analyzed in George Akerlof’s “Lemon’s” Model (Akerlof 1970), occurs in insurance markets when an insurance policy attracts certain types of people, and the insurer cannot identify these people beforehand. Insurance companies argue that asymmetry of information about a person’s health and behavior is likely to lead to adverse selection. They worry that those individuals who seek health insurance are likely to be those with existing medical problems or those who are likely to have future medical problems. Adverse selection, like moral hazard, exists when the consumer knows more about his or her characteristics than the insurer. As a result, there is market inefficiency where some consumers may not purchase insurance because the only policy available to them is priced for the most expensive consumer (Brown 1992).


� Originally, Blue Cross plans covered the cost of hospital care, whereas Blue Shield plans covered doctors’ bills. Eventually, however, both Blue Cross and Blue Shield plans began covering all health care services.


� It has been estimated that, in 2001, Federal tax receipts were approximately $120 billion lower as a result of the health care insurance tax exemption. Research on the inefficiencies from moral hazard advocates that the tax preference for insurance induces people to buy more expansive health insurance and policies that have low deductibles and co-insurance rates. (Ayres 1996)


� “Single-payer” refers to a health care system in which only one entity is billed for all medical costs, typically a government-run universal health care agency or department.


� Germany and France both employ a multi-payer system in which health care is funded by private and public contributions


� Through Medicare


� The Department of Veterans Affairs directly provides health care to U.S. military veterans through a nationwide network of government hopsitals


� Through Medicaid


� People who are age 65 and over


� People under 65 and disabled must be receiving disability benefits from either Social Security or the Railroad Retirement Board for at least 24 months before automatic enrollment occurs.


� Permanent kidney failure requiring dialysis or transplant


� In the case of employees, the tax is equal to 2.9% (1.45% withheld from the worker and a matching 1.45% paid by the employer) of the wages, salaries and other compensation in connection with employment.


� The Federal government offers Medicare beneficiaries the option to receive the Medicare benefit through private health insurance plans instead of receiving it from the “Original Medicare” plans (Part A and Part B)


� The minimum health and financial risks are the basic packages for health care and its expenditure


� Although every citizen is required to contribute, the government may do so for the poorest and the unemployed.


� Distributive justice concerns what is just or right with respect to the allocation of goods in society. It is justice dispensed in the community to confer maximum value to those in need through the notions of fairness and consistency (Rawls 1971)


� A Health Savings Account is a special account owned by an individual where contributions to the account are to pay for current and future medical expenses. These will be discussed in more detail later.


� People who live “healthy lifestyles” do not smoke, exercise regularly, and eat healthy diets


� People who are self-employed, work part-time, or work in low-wage jobs


� The actual price of the health care has not changed when a consumer becomes insured—the consumer just no longer pays for the real price of the care


� Health care spending increases with insurance because consumers tend to utilize more care when they are insured (the moral hazard theory)


� Marginally beneficial care consists of incomplete care, care which may or may not fully address the health care problem


� This is a subjective term—for example, some health insurance companies refuse to provide coverage for cosmetic surgeries.


� The RAND Corporation is a think tank first formed to help improve policy and decision making through research and analysis to the United States armed forces. It was incorporated as a nonprofit organization to further promote scientific, educational, and charitable purposes, all for the public welfare and security of the United States of America.


� Frivolous care consists of care that results in negative moral hazard, i.e. care that was not necessary for the consumer to obtain


� Useful care consists of care that results in a positive moral hazard, i.e. care that was actually beneficial to an individuals health


� Taking regular preventative measures on the part of the consumer to avoid needing serious health care can save the health care system money


� It is important to mention here that some serious treatments and illnesses may be due to a lack of preventative actions taken on the part of the consumer. Recollect that the moral hazard theory of insurance states that consumers have an incentive to ignore preventative actions which may cause them to require medical care that they would not have otherwise needed. For this new theory, assume that the serious illnesses referred to here are not a cause or result of the actions or lack of actions by the consumer.


� That is, serious illnesses that are not a result of insured consumers ignoring preventative care measures


� The “costs” of the high monopoly prices is represented through the lack of access by consumers to the health care due to the expensive price of the care


� Note that this paper is not actually advocating for the United States to adopt a universal health insurance policy. There are indeed disadvantages and negative repercussions of implementing such a policy that will not be discussed in this paper. This paper is solely arguing that the primary reason for not adopting a universal, social insurance plan in the U.S. (the conventional moral hazard theory) is flawed.


� Refer back to Figure 5 and Figure 6
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