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Abstract

This paper analyzes insurers’ incentives for risk selection, when it
is costly to obtain information on a potential enrollee’s risk type. The
effects of a conventional risk adjustment scheme, which compensates
for observable differences in expected costs, are considered. Initially,
the regulator and the insurer observe the same information, which
can be used as a risk adjuster. Risk adjustment causes the insurer
to accept consumers with ”unfavorable” characteristics, but also to
screen out high-risk types within each cost group more aggressively.
That is, insurer incentives to acquire information are increasing in
the quality of the risk adjustment system. Surprisingly, the welfare
effects are ambiguous: while low-risk consumers are always better off
under risk adjustment, high-risk individuals may face a higher proba-
bility of being ”dumped”. The results particularly contradict the view
that it may be efficient to implement only simple (e.g., age-sex) risk

adjustment models.
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1 Introduction

Risk selection belongs to the most heavily debated issues in health economics
of the last years. One of the main reasons is that many countries have
implemented social health insurance systems which, on the one hand, rely
on competition, but, on the other hand, are aimed at treating high- and
low-risk individuals equally. To reach this goal, insurers are prohibited from
setting differentiated premiums based on consumers’ risk categories. This
regulation, however, gives incentives for cream skimming, i.e., for direct and
indirect risk selection. By direct selection, we understand insurers’ attempts
to accept only those applicants for whom expected costs are below revenue,
based on insurer information. Indirect selection, which is closely related to
the phenomenon of adverse selection, implies that the insurer attracts low-

risk consumers by rationing some services more than others.

In order to avoid cream skimming, insurers are required to enroll all ap-
plicants regardless of their risk type and to offer a regulated benefit package.
Further, risk adjustment schemes, whereby premium payments to insurers
are adjusted to reflect the expected costs of individual enrollees, have been
introduced to reduce potential profits from cream-skimming. Currently, risk
adjustment is used in over 20 countries (e.g. Australia, Germany, the Nether-
lands, Switzerland, Israel and the US). However, there is still concern that
insurers will use more subtle tools to select profitable enrollees. In particular,
existing risk adjustment models, which can only imperfectly predict future
health care use, may not reduce incentives for cream-skimming sufficiently.
Empirical studies show that insurers may still make substantial profits if they
can exploit private information to select ”preferred” risks (Van Vliet, 1992;
Shen and Ellis, 2002).

This paper analyzes how risk adjustment changes the incentives for cream-
skimming, when it is costly for the insurer to discover the likely treatment
costs of a potential enrollee. A central result is that the insurer’s incentive to
acquire information is increasing in the quality of the risk adjustment scheme.
This has interesting implications: On the one hand, risk adjustment causes
insurers to accept consumers with "unfavorable” observable characteristics

(e.g., elderly people), when these variables are corrected for. On the other



hand, insurers will try even harder to screen out high risks within each cost
group. The welfare effects are ambiguous: while low-risk consumers always
benefit from the introduction of a risk adjustment system (or the refinement
of an existing scheme), high-risk individuals may face an even higher proba-
bility of being "dumped”. Under welfare aspects, this is alarming, because,
arguably, risk adjustment is intended to make those individuals in a society
who face the highest health risks better off.

The results are derived in a model where a regulator seeks to secure health
insurance coverage for a consumer population. Initially, the regulator and the
insurer are equally informed, i.e., they can observe a signal on a consumer’s
risk type. The regulator decides whether the capitation payments to the
insurer are adjusted for this signal. At the enrollment stage, the insurer can
exert effort to find out a consumer’s true risk type. Whether informed or
not, the insurer may reject, with some probability, an applicant with whom
he would make an expected loss. In practice, insurers may look into patients’
medical histories, existing diagnoses, or make detailed investigations of family
health histories or local environmental risks. Even if they are not permitted
to ask questions related to an applicant’s health status, insurers may obtain
this type of information through contact with medical providers or insurance

agents.

The paper which is most closely related to ours is by Sappington and
Lewis (1999). The authors consider the regulatory problem of preventing
an insurer from acquiring information in order to practice cream skimming.
They also find that it may not be optimal to use all statistical information
on a consumers likely treatment costs. However, they consider a regulatory
framework where payments are based on the insurer’s report on an individ-
ual’s risk type, rather than a ”conventional” risk-adjustment scheme.

In the literature on risk adjustment, insurers’ superior information is
recognized as a major source of risk selection and resulting inefficiencies.’
Empirical studies (Newhouse et al., 1989; van Vliet, 1992; Ellis and McGuire,
2006) suggest that at most 20 percent of the variance in individuals’ annual

health care costs can be predicted by statistical models. This finding is in

!That is, apart from adverse selection, which is due to asymmetric information between
consumers and insurers. This is analyzed by Glazer and McGuire (2000).



accordance with economic intuition, because there would hardly be a market
for health insurance if individual utilization could be predicted with certainty
beforehand. However, while some part of individual health care costs will re-
main subject to purely random variation, insurers may be able to make a
better prediction than the regulator. Part of the asymmetric information is
due to the fact that some variables which could be used as risk adjusters may

not be appropriate to be included in the payment formula.?

Previous studies have estimated the profits which a superiorly informed
insurer could make by rejecting unprofitable enrollees. Shen and Ellis (2002)
use data from a private health insurer to compare potential selection profits
under different, currently used risk adjustment models, when the insurer can
use alternative information sets to predict individuals’ costs. The authors
find that although risk adjustment reduces the maximum profits attainable
from selection, all current methods still leave substantial gains. Further, the
proportion of applicants whom the insurer would like to reject is particularly
high under the best-performing adjustment model (the average cost group
model). A weakness of this approach is that it does not consider any costs

of risk selection.

The rest of the paper is structured as follows. The model is presented
in the next section. Section 3 shows the central result that risk adjustment
may increase insurers’ incentives for risk selection. Section 4 considers the
introduction of cost-sharing to mitigate the effects of an existing, imperfect
risk adjustment system. In section 5, it is demonstrated that the basic result

extends to a continuous cost distribution. Finally, section 6 concludes.

2Van de Ven and van Vliet (1992) summarize the criteria for a "good” risk adjuster.



2 Model

Three basic kinds of players exist in the model: consumers, a regulator and
an insurer. There are two types of consumers: high risk individuals and
low risk individuals, indexed by ¢ = h,[. Let the proportion of type 7 be p;,
where p, = 1—p;. Consumers differ in the type-specific distribution of health
care costs. For our purposes, it is sufficient to distinguish the expected costs
of health care over a certain time period. These are denoted by k;, where
ky, > k.

The regulator cannot observe a consumer’s risk type, nor insurer-level
costs, but instead only observes a binary signal on an individual’s type. If
he receives information of the individual being a high risk type, let s = D
(for ”diagnosis”), otherwise s = N. In general, the signal might be anything
from a readily observable characteristic (age, sex) to a clinical diagnosis.
Here, we assume that s can be initially observed by the insurer as well.
If risk adjustment is introduced on an individual basis, this is always the
case, since the insurer can observe the payments he receives for a consumer.
The signal is positively correlated with the underlying risk type. That is,
the probability of facing a high risk type given s = D is higher than if an
N - signal were observed: pjp > ppn. The expected costs conditional on

observing s = D, N are denoted by ks = ppski, + pyski.

Under conventional risk adjustment, the regulator will estimate a model
using only the observed signals. Through a transfer system, the insurer
will receive, for each insured consumer, the average costs conditional on
those signals. To analyze the effects of introducing such a ”statistical” risk
adjustment system (or of adding a new variable to an existing system), it is
assumed that the insurer simply receives an amount k. In the case without
risk adjustment, the insurer receives the average cost k.

The insurer exerts an informational effort and subsequently chooses whom
he wishes to admit. With probability a, he learns an applicant’s true risk

type and shuns high risks; with probability 1—a, he knows only the signal s.3

3This type of ”binary” information acquisition has been introduced by Aghion and
Tirole (1997). In the context of risk selection, a similar technology is used by Eggle-
ston (1999).



The variable a can be interpreted as selection effort, which causes a utility
cost f(a). The effort cost function f(a) is convex. Risk selection can take
place even without full information: if there is no risk adjustment, the insurer
will try to avoid all individuals who show a D-signal, i.e., for whom the
expected costs are above the average. To keep the model as simple as possible,
it is assumed that consumers who cause an expected loss (i.e., D-types or
h-types, depending on the insurer’s information) can be dumped with an
exogenous probability 1 — ¢, but must be accepted ("treated”, in case the

insurer is also a provider of medical care) with probability ¢ € [0, 1).
There are two variants:

Assumption 1: The insurer observes s before deciding on his effort level
as. Thus he will learn the cost type with probability a and will still only

observe s with probability 1 — as.

Assumption 2: The insurer cannot observe s before choosing an effort
level. After his investigations, he will always observe s, but the true cost

type can be observed only with probability a.

We define some expressions: k, = pyskn + piski as the expected costs,
given the signal. That is, kp > ky. The average cost is k = ppkn + piki =
ppkp + pnkn.



3 Information acquisition

3.1 No risk adjustment

The case without risk adjustment will be labelled by OV (for ”omitted vari-

ov

able”). Under Assumption 1, the insurer chooses the level of information a

conditional on the observed signal to maximize expected profits. If signal D
is observed and no other information is available, the insurer will want to
"dump” the individual to avoid expected losses k — kp. Thus, he might
erroneously reject a low risk individual, which can be avoided under full

information. For s = D, the insurer’s expected profit is
a2Y [pup t(k — ki) + pyp(k — k)| + (1 = aB") (k= kp) — f(a3") (1)

As mentioned, the insurer will still accept a loss-making individual with
probability t. If ¢ = 0, only low risk individuals and those who show an
N-signal (without further information) are accepted. Now, consider the ex-

pected profit upon observation of s = N:
A [pmn t(E = k) + v (k= k)| + (1 = aQ) (B = kn) = f(aR")  (2)

In contrast to the D-type, more information is, on average, detrimental from
the consumer’s point of view. With probability a%vpm ~, he will turn out
to be a high risk type and may be rejected. We can already understand
what drives information acquisition in the OV system. Under incomplete
information, risk selection is based on the signal. When fully informed, the
insurer can make a more accurate decision, i.e., reject high risk individuals
instead of those who seem to be high risks. The more these groups overlap,
the more likely will his decision be unchanged, and the lower is his incentive
to become informed. The intuition becomes more clear when looking at the

first-order conditions, which can be written as

@8y = phpzl;f[)ll(l—t)(kh—kz) (3)
flad¥) = plph%u—t)(kh—m (4)
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The incentive to acquire information is increasing in the ”dumping proba-

bility” (1 — ¢) and in the financial benefit from correcting a wrong decision

(kn — k). It is also increasing in the probability that the observed signal

would have led to the rejection of a low risk individual p;p = %, or to the
__ PrPN|n

admission of a high risk individual py |y = o These events can be defined

as type 1 and type 2 error, respectively.* Finally, for a given signal distri-

1

bution, the marginal benefit from information is maximal at p, = p; = 3,

where the initial uncertainty on the risk type is highest.

The results are similar under Assumption 2. Here, the level of informa-

OV cannot be conditioned on the signal value. The first-order condition

tion a
can be obtained by taking the average with respect to the signal distribution

(pp,pn) of the right hand sides of equations (3) and (4):

F'(@®") = pupr(pop + pan) (1 — 1) (kn — k) (5)

3.2 RA system

Introducing a risk adjustment scheme has the advantage that there will be
no more discrimination against D—type individuals. In the following, it
will be shown that incentives to acquire information are higher under risk

adjustment.

Now consider the case with RA based on D.
afy [pup t(kp = kn) + pyp(kp — k)| = f(af") (6)

It is instructive to compare (6) to the corresponding expression (1) in
the case without risk adjustment. The intuition why the level of information
acquisition is higher under risk adjustment can be clarified most easily for the
case of unrestricted risk selection (¢t = 0), although the result will continue
to hold for all t < 1. Without further information, the expected profit
from an individual who shows signal D is zero, both in the OV and in the

RA system. If the insurer becomes informed, he will accept only the low-

4With respect to the null hypothesis that the individual is a low risk type, e.g., a type 1
error implies that the hypothesis is wrongly rejected.
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cost types. The benefit from "filtering out” these types is higher under risk
adjustment, because kp — k; > k — k;, that is, because the transfer is higher.

In conclusion, avoiding a type 1 error is rewarded more in the RA system.

For the N type, the expected profit is
af [Py thn = k) + pyn (b — k)| = (o) (7)

Again, we can compare this to the maximization problem in the OV sys-
tem (2) by setting t = 0.

Here, the "untypical” consumer has characteristics Nh and will be re-
jected under full information. If the true type remains undiscovered, the
insurer incurs a loss which is higher under risk adjustment than in the OV
system, since (ky — ki) < (k — ky,). That is, the incentive to avoid a type 2

error is also higher in the RA system.

The intuition is confirmed by the first-order conditions:

@) = pan 2R (1 — 1)k — k) (8)
(rp)
@8y = o PR — 1) (ki — ) (9)
(pn)
Equation (8) contains the probability of a correct rejection, pyp = b ’(15 ;’)'h,

instead of pj in the case without risk adjustment. Similarly, equation (9)

can be obtained from equation (4) by replacing p, with the probability of a

correct enrollment pyy = %. Finally, under assumption 2, the first-order
condition takes the form
PD|iPD|h | PNIIPN|A
Pl = g (PP PN 1y, <) (10
Pp PN

The main result of this section can now be stated:

Proposition 1 Forallt € [0,1), the insurer becomes informed with a higher
probability in the RA system than in the OV system, given his observation
s=D,N,O0.

Proof: By comparing the first-order conditions, because 22l PNl

VOIS T
PD PN



Under assumption 1, the level of information is maximal if the probability

of a type 1 or type 2 error is equal to % In contrast to the OV system,
information does not keep increasing with the error probability, because the
risk adjustment payments k, will also depend on these probabilities. E.g., if

pyp moves close to p;, kp will be close to k.

3.3 Welfare comparison

While risk adjustment eliminates selection based on the information used
in the payment scheme, it gives the insurer more incentives to obtain unex-
ploited information. Therefore, the probability of ”informed” selection will
be higher. Clearly, an [-type individual may only be dumped without risk
adjustment, if it is wrongly diagnosed. Surprisingly, h-types do not always

benefit from the introduction (or improvement) of a risk adjustment system.

At this point, we limit the analysis to a comparison of ”dumping rates”
and profits from selection. It is not straightforward to tell what the actual
objectives of the regulator - and therefore the welfare function - are. The

next section will present a more detailed discussion.

Proposition 2 The low cost type is unambiguously better off under risk ad-
gustment. The high cost individuals prefer the RA system to the OV system

under Assumption 1 if
pD|ha§A + pN|haﬁA < ppn + pmhaﬁv
and under Assumption 2 if

RA ov
a < pPplh + PN|pa

Insurer profits from risk selection may also be higher under risk adjust-

ment. Consider, for instance, the case of assumption 2. We have

B = ofhpp (leleh i pN”leh) (1 —=1)(kn — ki) — f(a"™)
Pp PN

7TOV = aovphpl(l — t)(k‘h — k’l)

9



+(1 = a®Npupi(pppn — pop) (1 — ) (kn — ki) — £(a®Y)

If the insurer could become informed at no cost, risk adjustment would

always reduce selection profits. It can be shown that

PDiPD|A I PNIPN|Rn <1
Pp PN

This is the standard assumption. If we allow information to be endogenous
to the payment system, the comparison becomes ambiguous. A necessary

condition for profits to be higher in the RA system is

PpiPD|h I PNIPN|R

> PD|h — PDJl
Pp PN

which may or may not be the case.

10



4 Cost-sharing as a supplement to imperfect

risk adjustment

In this section, we will abstract from the possibility that risk adjustment
may be completely undesirable. Instead, we consider how an imperfect, sta-
tistical risk adjustment system can be improved by introducing partial cost
reimbursement. In practice, forms of cost-sharing between the insurer and
the regulator are often used as an additional way to reduce incentives for
risk selection. Whereas risk-adjusted capitation payments can be calculated
on a prospective basis and therefore do not, in general, influence efficiency, a
trade-off between selection and incentives for cost control now arises. A cen-
tral result of this section is that cost-reimbursement is less efficiency-reducing
than one would generally expect, as long as overpayments for risk-selecting

insurers cannot be avoided otherwise.

If, as in our model, the payments to the insurer equal the expected cost
for each consumer category, cream-skimming implies that these payments
will be higher than actual expenses. One means to reduce insurer profits
would be to systematically reduce the payments for each cost group. There
are several problems, however. Firstly, as risk selection is hardly verifiable,
insurers might not be willing to consent to these rates which seem to be too
low, measured by the population average. Secondly, the incentives for risk
selection would be further increased in favor of lower insurer profits. Such a
trade-off has been considered by Shen and Ellis (2002b).

Cost-sharing has an advantage here. As the regulator retrospectively
reimburses a share of the insurer’s expenses, the actual risk structure is taken
into account. This makes the trade-off between selection and efficiency more

favorable, if the selection profits cannot be taken away from the insurer.

4.1 Derivation of the optimal cost-sharing rate

Several modifications to the model are made. Health care costs ¢;(e) now
depend on the insurer’s cost-reduction effort e. This can be interpreted as the
insurer’s effort to reduce moral hazard by monitoring health care providers,

or in negotiating lower prices. Empirically, an impact of e on treatment
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expenses has been shown to exist and to be greater (in absolute) or equal for
high-cost types than for lower cost groups. For simplicity, it is assumed that
c,(e) =¢le) = d(e) <0, and ¢’(e) > 0. The effort cost is described by the
function g(e), which is strictly increasing and convex, that is, ¢’(e) > 0 and
g"(e) < 0. We assume constant returns to scale with respect to the number
of enrolled consumers, i.e., effort costs are determined on a per capita basis.
This is another simplification which has only a quantitative effect on results.
Effort can be reasonably assumed to be non-contractible, since it seems to
be quite hard to specify the ”correct” insurer behavior. On the other hand,

medical expenses ¢;(e) are observable and contractible.

Our analysis is mainly positive in nature. That is, it is not aimed at
finding an optimal scheme to avoid risk selection. Instead, we take the char-
acteristics of the payment system as given. We consider a simple linear
payment scheme, where the regulator reimburses a share v of total expenses
to the insurer. As before, the risk-adjusted per capita payment covers the
insurer’s part of the expected health care costs, based on the observed signal.
This is denoted by o, = (1 —7)[pnjs cn(e) + pys ci(e)]. An important assump-
tion is that profits from cannot be taxed away from the insurer. That is,
there are no fixed transfers. This is plausible for many situations where the
insurer is an independent legal entity.> Without this assumption, the role
of cost-sharing would be less important, but the general trade-off between

selection and efficiency would be similar.

Assuming that ¢ = 0 and that a is independent from s (assumption 2),

the insurer’s profit function reads:

maxm = api{pppap + pypeny — (1 —7)ale) — gle)} (11)
+(1 —a){ppap +pnvay — (1 —v)[prcn(e) + pici(e)] — gle)} — f(d)12)

The first order conditions for the choice of a and e are

0
6%1 = —pulpopap +pypan — (L= 7)en(e)] — f'(a)

= pup (RPN () )0y () — ai(e)] — f'(a) =0 (13)

PD PN

For example, the social health insurers in Germany cannot be forced by law to reduce
their contribution rates subsequent to incurring positive profits.

12



o (1=~ () =0 (14

Both variables are decreasing in . The intuition is straightforward.
Equation (13) is similar to its counterpart (10) above. Equation (14) states
that the marginal effort cost equals the marginal reduction (in absolute) of

treatment expenses, which is multiplied by the insurer’s share (1 — 7).

At the contracting stage, the insurer chooses 7 to maximize consumer
welfare. As stated above, it is not clear what the objective function should
be. In a social health care system with community-rating, it may well be the
case that the government weights the utility of high-risk individuals more
than for other groups. In our context, this does not play a role, since only
the high types’ benefit from health insurance, denoted by wy,, influences the

optimal cost-sharing rate. The regulator’s problem is

max W = (1—a)pp(wy, — A0y) + pi(w; — M) (15)
st. 0; = ppiap+pNian +ycle), i=hl
as = (I=79)[pnscnle) +msale)], s=D,N
T > 0
and subject to (13) and (14)

where the parameter A\ > 1 may reflect a distortionary cost of public

funds. The first-order condition takes the form

dW_8W+8W@+8W@_O (16)
dy Oy da dy  Oe dy

In equilibrium, ~ will be strictly positive, since it is efficient to distort
the effort e away from its first best level, such that cream-skimming a will

be also reduced. It can be shown that

ow
AL - (pthDu i pN|hpN|l> [ch(e) _ cl(e)]

oy D PN

A marginally higher v increases welfare by the amount of the selection benefit.

13



5 The continuous case

The example that has been considered so far is quite stylized. Firstly, it has
been assumed that there are only two possible risk adjustment groups which
differ in the proportion of the underlying cost types. Secondly, the insurer
has been able to become perfectly informed on an individual’s type. In this
section, these restrictions are removed. Instead, we consider a continuous cost
distribution, whereby both the insurer and the regulator can use regression
models to predict costs. The central result that risk adjustment leads to more
information gathering by the insurer remains unchanged. Welfare results,
while still ambiguous, turn out to depend on the concrete risk adjustment
method and data.

Regression versus cell-based approach

In current practice, most countries do not use the results of a regression
analysis to calculate risk-adjusted capitation payments. Cell-based (cate-
gorical) approaches, where insureds are assigned to distinct cost groups or
"cells”, based on the risk adjusters (e.g., 0-10 year-old females, 11-20 year-old
males etc.), are far more common. While this method is relatively simple, it
has several disadvantages. Among other aspects, the number of observations
per cell may become unacceptably low, particularly if many risk adjusters
are to be added. This may result in overidentification of the model and in-
appropriate incentives for cost efficiency, because if individual observations
substantially affect average costs in a cell, the insurer’s expenses will be vir-
tually fully reimbursed. In contrast, the regression approach generally allows

to include more variables.

For the theoretical analysis, it seems most appropriate to consider a re-
gression model due to its generality. Also, it can be shown that the results
are not specific to a categorical approach. The following analysis draws on
Newhouse et al. (1989) and van Barneveld et al. (2000), whose model is

applied to our framework of endogenous information.
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5.1 The model

Suppose that both the regulator and the insurer can observe a vector of in-
dividual consumer characteristics X1;, which may be used in the risk adjust-
ment formula. Similarly as before, the insurer can expend effort to observe
additional variables Xs;. For simplicity, the effort a is assumed to be chosen
independently from X;; (assumption 2). As our focus is on average profits
from risk selection, the index ¢ can be suppressed from now on. The following

cost predictions can be calculated, given the available information:

logC = X061 +¢ (17)
logC = X081+ X283 + e (18)

Health care costs C' are lognormally distributed. The error terms €; and
€5 are normally distributed with mean zero. The vectors X; and X5 are
assumed to be orthogonal, implying that they are uncorrelated. The terms
X101 and X508, have means p; and ps and standard deviations o; and o9,
respectively. Further, let 6% = 0?4 03+ 03 denote the total variance of log C,

where 03 is the variance of the error term ey (thus, Varle;] = o3 + o3).

Based on the properties of lognormal distributions, the unconditional

expectation of average health care expenditures equals

EC) = ertHatyo® (19)

That is, if there is no risk adjustment, the insurer will receive a capitation
payment based on (19) for every enrolled consumer. For an individual with
characteristics X; and Xs, the risk-adjusted capitation payment and the
prediction by the superiorly informed insurer are given by equations (20)

and (21), respectively:
E(C|X1) = €X1/81+,u,2+%(0-§+0§) (20)

Comparing these two expressions, the insurer expects an individual to be

15



7profitable” if Xo3, < pg + 303 or

X. _
232 M2<@

p 5 (22)

where the term on the left hand side follows the standard normal distribution,
denoted by ®(:). Assuming that dumping is always possible, ¢ = 0, the
probability that a consumer is rejected equals 1 — ®(09/2) in the considered

case. Obviously, it is decreasing in oy.

This example illustrates an important property of the model: dumping
probabilities as well as expected profits from risk selection can be directly
linked to the additional variance explainable by the insurer.® Such a unique
relationship may not exist in reality, of course. In particular, the assumption
of normally distributed error terms may be violated. However, the analysis
below gives first evidence on how currently used risk adjustment schemes

might perform, given their R2-value.

5.2 Results

Again, we want to answer the question whether risk adjustment based on X3
is always advantageous, or under which conditions it is more efficient not to
use this information. Consider the RA system first. With probability 1 — a,
regulator and insurer are equally informed, such that there will be no gains
from risk selection. If the insurer learns X5, the share of accepted individuals

is ®(09/2), as stated above. This has to be multiplied by the expected profit

1-(0y/2)
1 — oot

Consequently, the first-order condition for information acquisition reads

per consumer, conditional on enrollment, which equals E(C) [

f1(@™) = BE(C)[2® (02/2) — 1] (23)

In the OV system, the insurer can practice risk selection based on X;
even without further information. Additional information X5 can be used to

make "finer” selection. Intuitively, the difference in profits, which appears

6This can also be expressed in terms of the coefficients of determination of regression
equations (20) and (21), since 05/0* = R}, — Ry,

Ins
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on the right hand side of the first order condition (24), is not as high as in
the RA system.

F1(a®V) = E(C) { [2@ (\/o—% g /2) _ 1} — [28(0/2) — 1]} (24)

Comparing equations (23) and (24) yields the following statement, which is

proven in the appendix.

Remark 1 In the model where health care costs are continuously distrib-
uted and cost estimates are regression-based, the insurer gets informed with

a higher probability under risk adjustment, a®* > a©V.

A less general feature of the model is that the rejection probability de-
pends on the insurer’s informational advantage in a specific way. Given that
X5 can be observed, the share of "dumped” consumers is higher under risk
adjustment than in the OV system. In the latter case, as there is only one
7cost group”, within-group variability is high. The lognormal distribution
then implies that relatively few individuals will have above average costs
from the insurer’s point of view. This biases the results somewhat against
risk adjustment, which might become undesirable in terms of rejection rates

even without the effect caused by endogenous information.”

To avoid this effect, it is somewhat more instructive to consider profits.

Here, the result from section 3 can be easily confirmed.

Remark 2 In the "continuous” model, a necessary but not sufficient condi-
tion for profits from risk selection to be higher in the RA system than in the

OV system is g9 > 07.

"This has been shown by Shen and Ellis (2002).
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6 Conclusion

In practice, it is well known that risk adjustment systems are highly im-
perfect. Empirical studies leave doubt whether these systems can reduce
selection sufficiently. This argument could be strengthened theoretically. Of
course, the results are based on the assumption of costly information acquisi-
tion. While it seems plausible that some information on new enrollees is only
costly to obtain, it is not clear how important the effect is in reality. Other
types of selection costs do matter as well. However, even if the result that
risk adjustment can create more cream-skimming may be somewhat extreme,
the model shows that its benefits should be further questions. It would also
be possible to test the performance of current risk adjustment schemes on

the basis of our results. This is left for further research.

Another aspect that has not been mentioned yet concerns the observ-
ability of information. Within the context of our model, it can be shown
that the RA-system always performs better than the OV -system, if the sig-
nal is not known to the insurer initially. This implies that it is not harm-
ful to publish new information as part of the risk adjustment process. As
a consequence, simple schemes based on observable information (e.g. age
and gender) should be regarded more critically than more advanced, e.g.

diagnosis-based schemes.
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Appendix

Information acquisition under Assumption 1

@3y = tpup(k — k) +pyp(k — ki) — t(k — kp)
= (1= t)pypk + t(prpkn + pypki) — tpnpkn — pypk
= (1—=t)pup(k — ki) = (L — )prpyp (kn — k1),
f(af) = tpup(kp — ki) + pyp(kp — ki)
= tpnopyp (ki — kn) + pyppnp(kn — k)
= (1 - t)ph\DpHD(kh - kl)
@) = tpuyn(k — ki) + pyn(k — ki) — (k — k)
= tpunpi(ki — k) + pynpn(kn — ki)
—[(pn — prn)En + (01 — pyn ) ki)
= (kn — k) [prpyn — tonnpr — (Ph — Prin)]
- (1 - t>ph\Npl(kh - kz)
F(a®Y = topn(ky — k) + pyn(ky — K
= (1 —=t)punpyn(kn — k1)

Information acquisition under Assumption 2

aov[pht(E—kh)—i-pl (E—kl)]—i-(l—eov) [tpD(E—kD)—i-pN(E—k}N)] —f(aOV) (25)

F(@®) = [put(k — k) + pu(k — k)] — [pot(k — kp) + p(k — k)]
=A; =Ay

Rearranging, using Bayes’ Rule, yields:

Ay = tpn(pukn + piki — ki) + pi(pukn + piky — ki)
= tpapi(ki — kn) + pion(kn — ki)
= (1 —t)prpi(kn — ki)
Ay = tppl(pn — prip)kn + (00 — puyp) K1)
+on[(pr — Pain )k + (00 — pyn) ki
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kn — ki)[tpp(ph — prip) + pv(Ph — PaN)]

(
= (kn— ki) [tPD <ph - phleh) + N <ph - phlehﬂ
Pp PN
(
(

L —)pn(poin — po) (kn — ki)
L —)prpi(poin — pop) (kn — k)

Using the fact that 1 — ppj, = pwjn, we directly obtain equation (?7). In the
case with risk-adjustment, the first-order condition is

a4 {tph[pokD + (1 — ppjn)kn — k)

+(1 = pr)lppikp + (1 — ppp)kn — k‘l]} — f(a™)

F(a®™) = tpplppinkp + (1 — pop)kn — ki) + pilppukn + (1 — ppp)kn — ki)
A3 A4

Rearranging, using Bayes’ rule:

As = pon(prpkn + pypki) + pnn(Prnkr + pynk)) — popkn — painkn
= pomlpyp (ki — kn)] + pnplpyn (ke — k)]

PD\rPDlI .~ PN|RPNJI
_ (h—h)pz( WPDlt | PN |>
Pp PN

Ay = pppulprpks + pypki — ki) + paulprivkn 4 vk — ki
= (kn — k) (poi Prip + PNjE PRIN)

= (kn— k) pa (lelpDh n pN|leh>

Pp PN

Substituting A; and A, in the above FOC yields equation (10).
QED
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Appendix to Section 4

PDIROD + PNIRON
= (1 = 7)[ppn(prpen(e) + pypci(e)) + pnn(panen(e) + pynale))]

2 2
Pojn . PN PDIWPD|l . PNRDPN|I
=(1-7) [ph (' 4 N ) cu(e) + pi ( REDI 4 ZNREN] ) Cz(e)l
Pp PN Pp PN

= (1 —7)én(e)

PDiXD + PNION

(1-) [ph (“"“’D" n pN'hpN") on(e) + 1 (pD' n pN') cz<e>]

Pp DN Pp DN
= (1—=7)al(e)
da da 1 PDIPDL PN|hpN|l>
«©o e - + cn(e) — ¢ e
= o= o P2 P ) — )
de Oe d(e)

dry O (L=7)e"(e) + g"(e)

ow . R
5 —A(1 = a)pn[cn(e) — enle)] — Apifa(e) — &le)]
2 2
= —A(1-a)p l(l _ PPom php“) eale) — p (pD'hle + mele) 61(6)1
Pp PN PD PN
2 2
o [(1 _ PbPpp pleu) ale) — pn (pD|hle " PNhPNl) ch(e)]
Pp PN Pp PN
= —)\(1 — a)phpl (lehlel + lehle) [Ch(e) — Cl(e)]
Pp PN
_Apupi (popDz n pNhPNl) [cl(e) _ ch(e)]
Pp PN
— apapy (popDz 4 pN|hle> [ch(e) _ cl(e)]
Pp PN
ow .
Ba = P T oA (1= 7)én(e) +yene)]
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ow

S = —Ai-ap (762(e>+(1—7)zs:p8h [phsca<e>+pz|scﬁ<e>]>

o (702(6) =) Y patlpnch(e) + pzSc;<e>1)
= —X1—apy)d(e)

It can be shown that the problem becomes very tractable, e.g., when

assuming quadratic effort costs.

Insurer profits in the continuous case

1 2
E e X161+ Xof2 + 273| (Xyfy — pig) /0o < 02/2}
12 2
— ekt 3(01 +03) E eXQﬂQ\ (XofBy — pig) /02 < 02/2}
_ o+ 5(0f +03) e + 503 1 9(02/2)
®(02/2)
1 — ®(0/2)

= E(C) D(05/2)

Proof that a4 > ¢°V in the continuous case

The first-order conditions are

f(@™) = E(C)[29(02/2) - 1]

f'(a®) = E() {2@ (,/a% + a§/2> — 20 (01/2)]

Convexity of the effort cost function implies that a4 > a©V if

O (01/2) + B (02)2) > D (Wﬂ) +2(0)

1/2

We use the fact that \/o? + 0% < 01+ 0y. It is sufficient to show that the left
hand side of the inequality is greater or equal than ® [(o + 02)/2] + ®(0).
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_1

5 02. It can be demonstrated for all =,y > 0 that

Letx:%al, Y

®(z) + P(y) > P(z +y) + (0)

or, written out:

/ac 6—%u2d y S +y 0
u+/ _/ +/
—0o0 \/271‘ —0o0 —0o0 —0o0

Splitting up the integrals yields

T 0 Y T T4y 0
[ [ i s [ [ [

which reduces to
Y z+y
[
0 x
u

This is true because the density function \/% e 2 v ig strictly decreasing for

u > 0, and holds with equality if x = 0 or y = 0.

23



References

1]

Eggleston, Karen (2000): ”Risk selection and optimal health

7

insurance-provider payment systems,” Journal of Risk and Insur-

ance 67(2) 173-196.
Ellis, Randall P. and Thomas G. McGuire (2006): ”Predictability and

predictiveness in health care spending,” Journal of Health Economics

forthcoming.

Glazer, Jacob and Thomas G. McGuire (2000): ”Optimal risk adjust-
ment in markets with adverse selection: An application to managed
care,” American Economic Review 90(4), 1055-1071.

Newhouse, Joseph P., Willard G. Manning et al. (1989): ” Adjusting
capitation rates using objective health measures and prior utilization,”
Health Care Financing Review 10(3), 41-54.

Sappington, David E.M. and Tracy R. Lewis (1999): ”Using sub-
jective risk adjsuting to prevent patient dumping in the health care

industry,” Journal of Economics and Management Strategy 8(3), 351-
382.

Shen, Yujing and Randall P. Ellis (2002): ”"How profitable is risk se-
lection? A comparison of four risk adjustment models,” Health Eco-
nomics 11, 165-174.

van Barneveld, Lamers et al. (2000): ”Ignoring small predictable prof-
its and losses: A new approach for measuring incentives for cream

skimming,” Health Care Management Science 3, 131-140.

van de Ven, Wynand and René van Vliet (1992): ”How can we prevent

cream skimming in a competitive health insurance market? The great
challenge for the 90’s,” in: P. Zweifel and H.E. Frech (eds.), Health

Economics Worldwide, Amsterdam: Kluwer, 23-46.

van Vliet, René (1992): ”Predictability of individual health care ex-
penditures,” Journal of Risk and Insurance 59(3), 443-460.

24



