


The Market Structure of the Health Insurance Industry

Justice and the Federal Trade Commission issued a major report on competition, antitrust policy,
and the health care sector in 2004, which urged policies to enhance competition in the health care
and health insurance markets.™® State governments, which generally have primary responsibility
for insurance regulation, also have antitrust enforcement capabilities.'®

Strong antitrust action is preferable to alowing both health insurers and providers to build up
countervailing power, according to some economists who argue that a more fully competitive
market would better protect consumers. ** Such antitrust remedies may be most effectivein
promoting economic efficiency if applied to both the health insurance market and key hesalth care
provider markets.

On the other hand, the federal government in the past has had trouble using antitrust remediesto
increase the competitiveness in the health sector. The federal government lost many antitrust
cases intended to promote competition among hospitals.'® While federal antitrust authorities have
forced aterations of some health insurance mergers, federal antitrust policies do not appear to
have had a determining influence on the structure of health insurance markets.*® One former FTC
official contends that modifying the M cCarran-Fergusson Act (P.L. 79-15) and removing other
impediments could strengthen federal antitrust policy in the health care market.*® Congress could
amend antitrust laws to facilitate stronger pro-competition policies among health insurers.

Other measures could also inject greater competition into health insurance markets. Some
analysts contend that simplifying regulatory policies encourages new entrants. Standardization of
claims processes and payment mechanisms could also lower barriers to entry. Other policies
might allow insurersin related lines of business, such as life and disability insurance, to provide
more competition in ASO markets for firms that self-insure.

181 U.S. Department of Justice and Federal Trade Commission, Improving Health Care: A Dose of Competition, July
2004. The report recommended that (1) experiments to find ways to motivate providers to reduce costs and improve
quality should continue; (2) states should remove barriers to entry for providers such as certificate of need (CON)
programs; (3) governments should reconsider health care subsidies, especially indirect subsidies that may create
distortions; (4) governments should not let physicians bargain collectively; (5) states should consider costs and benefits
of pharmacy benefit manager regulation; and (6) governments should reconsider the use of heath care mandates (i.e.,
reguirements that insurance plans cover certain types of benefits).

182 The M cCarran-Fergusson Act (P.L. 79-15) delineates state and federal responsibilities for insurance regulation and
exempts insurers from certain antitrust actions. The act, however, alows federa regulation of the “ business of
insurance,” including antitrust actions. The act aso leaves some regulatory and antitrust options to the discretion of
states. For adetailed discussion, see CRS Report RL33683, Courts Narrow McCarran-Ferguson Antitrust Exemption
for “ Business of Insurance’ : Viability of “ Sate Action” Doctrine as an Alternative, by Janice E. Rubin; and CRS
Report R40968, Limiting McCarran-Ferguson Act’s Antitrust Exemption for the “ Business of Insurance’ : Impact on
Health Insurers and Issuers of Medical Mal practice Insurance, by Janice E. Rubin and Baird Webd.

183 Martin Gaynor, “Why Don’'t Courts Treat Hospitals Like Tanks for Liquefied Gases? Some Refl ections on Health
Care Antitrust Enforcement,” Journal of Health Poalitics, Policy, and Law, vol. 31, no. 3 (June 2006), pp. 497-510.

% |bid.

1% Some contend that the George W. Bush Administration undertook very little federa antitrust enforcement. The DOJ
in the past decade required minor adjustments to three health insurance mergers, out of atota of nearly 400 such
mergers during that period. For case citations, see Leemore Dafny, “ Are Health Insurance Markets Competitive?’
forthcoming American Economic Review, available at http://www.kell ogg.northwestern.edu/facul ty/dafny/personal/
Documents/Working%20Papers/Dafny5_09.pdf; also see David Balto, “Why a Public Health Insurance Option is
Essentid,” blog posting, Health Affairs, September 17, 2009.

166 Tegti mony of David Balto, Senior Fellow, Center for American Progress, in U.S. Congress, House Committee on
the Judiciary, Subcommittee on Courts and Competition Policy, “Health Insurance Industry Antitrust Enforcement Act
of 2009 (H.R. 3596),” hearings, 111" Cong., 1% sess., October 8, 2009, available at http://judiciary.house.gov/hearings/
pdf/Balto091008.pdf.
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Stronger Regulatory Measures

Congress could adopt more stringent regulatory measures designed to improve performance in
private health insurance markets. This may require a realignment of regulatory responsibilities
with state governments, which now play the leading role in insurance regulation. Congress has
taken some steps in the past to regulate health insurance. For example, the Health Insurance
Portability and Accountability Act of 1996 (HIPAA; PL. 104-191) imposed several federal
requirements on health insurance plans.*® Although HIPAA provided uniform federal standards
on certain aspects of insurance plans, some contend that HIPAA had only limited effects on health
insurance markets. Legislative changes to the Employee Retirement Income Security Act
(ERISA), which provides a federal exemption to many state health insurance requirements, could
also have important consequences in the health insurance market. Many large corporations, which
typically operate in many states, oppose changesin ERISA.

Regulation of Medical Underwriting

The Protection and Affordable Care Act (H.R. 3590; PL. 111-148) bars some medical
underwriting practices, which may change how health insurance companies compete.*® The
practice of medical underwriting, which consists of offering better prices and conditions to the
healthy, rearranges the cost burden of health care but has little or no effect on overall costs.
Although an individual insurer earns higher praofits by attracting a healthier risk pool via medical
underwriting, total costs to society are not reduced. Because underwriting consumes real
resources, a system with extensive medical underwriting may have higher administrative costs,
which provide little social benefit.

Individual firms, however, could face major financial risks by unilaterally dropping medical
underwriting practices. The health insurers' trade association, America’s Health Insurance Plans
(AHIP), had said it would accept limitations of pre-existing condition exclusions, but only if
individuals are required to purchase coverage, so that not just the sick enroll.*®®

Regulations barring medical underwriting practices, such as limiting coverage of those with
preexisting conditions, could change the nature of competition in health insurance markets. If
those regulations motivated health insurers to compete on the basis of how well they served
consumers rather than on the ability to shift risks to others, economic efficiency could be
enhanced. Even with limits on medical underwriting, however, health insurers may affect the
composition of their risk pools through marketing, customer service practices, and by other
means. The implementation of individual mandate provisions that encourage purchase of health
insurance may have important interactions with management and marketing decisions of health
insurers.

187 For more information, see CRS Report RL31634, The Health Insurance Portability and Accountability Act (HIPAA)
of 1996: Overview and Guidance on Frequently Asked Questions, by Hinda Chaikind et a.

188 The act directs the HHS Secretary to work with states to create high-risk insurance pools that do not impose
preexisting condition limitations, and a more genera prohibition on preexisting condition limitations in group
insurance plans takes effect for plans years after the beginning of 2014.

1% AHIP, “Hedlth Plans Propose Guaranteed Coverage for Pre-Existing Conditions and Individual Coverage Mandate,”
November 19, 2008, available at http://www.ahip.org/content/pressrel ease.aspx 2doci d=25068.
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Minimum Loss Ratio Requirements

Some critics of the health insurance industry contend that medical loss ratios (defined as total
claims divided by premium income) are too low, which in their view has helped push health
insurance premiums up. Health insurance industry analysts argue that high medical loss ratios
could undermineinsurers’ ability to raise capital and could lead to cutsin cost of care
coordination activities, chronic disease management activities and quality assurance programs. A
few states have minimum medical loss ratio requirements for some segments of the health
insurance market.'™

The Protection and Affordable Care Act (H.R. 3590; PL. 111-148, Sec. 1331(b)(3)) requires that
plans offered through state health insurance exchanges have a medical loss ratio of at least 85%.
That requirement may require the Secretary of the Department of Health and Human Services to
specify how medical loss ratio will be calculated, and how that requirement will interact with
state-level insurance regulation.

Individual and Employer Health Insurance Mandates

Individual or employer mandates could affect the health insurance market in important ways. An
individual mandate would require individuals to offer proof of health insurance either to avoid
financial penalties or to qualify for certain tax benefits. An individual health insurance mandate in
some ways would resemble the individual mandate most states impose on automobile drivers that
require either minimum insurance coverage levels or proof of financial responsibility. The aim of
these mandates is to widen the insurance risk pool as broadly as possible and to discourage
individuals from forgoing insurance and then transferring the costs of an accident or illness onto
others. Of course, enforcing a health insurance mandate would likely require different
administrative mechanisms than an automobile insurance mandate.

Critics note that an individual mandate could compel purchase of an insurance policy that in the
individual’s view would cost more than its expected benefits. In particular, if premiums were not
adjusted for age and other relevant risk factors, an individual mandate could be seen as helping
transfer economic resources from younger and healthier people to older and sicker people. In
Massachusetts, the individual health insurance mandate was tied to the availability of
“affordable’ policies, which required a state panel to judge what “ affordable’ meant.**

An employer mandate would require certain firms to offer qualifying health insurance to their
employees or pay some amount into a government health fund or aternatively, face the loss of
some tax benefits. Some argue that health costs of uncovered employees are to some degree borne
by those with private insurance coverage because providers shift some costs of uncompensated
care onto others. Some argue that imposing a employer mandate would level the playing field
among larger firms, who are more likely to offer health insurance benefits, and smaller firms,
which are most likely not to offer those benefits. On the other hand, an employer mandate could
force some firms to lower wages and other benefits. Some employees may value those forgone
wages and benefits more than new health benefits.

10 Eor details, see Families USA, Medical Loss Ratios: Evidence from the States, June 2008, available at
http://www.familiesusa.org/assets/pdfs/medical -l oss-rati o.pdf.

171 See Jonathan Gruber, “Incrementa Universaism for the United States; The States Move First?' Journal of
Economic Perspectives, val. 22, no. 4 (fall 2008), pp. 51-59.
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Employer mandates would affect the health insurance market more broadly as well. The number
and proportion of American workers receiving employer-provided health insurance has been
declining over time. Imposing an employer mandate would probably slow or even reverse that
trend.

Employer-provided health care has important advantages and disadvantages. As noted above,
employer-provided health insurance coverage can be administratively efficient and helps mitigate
adverse sdlection problems that could lead to splintering of risk pools. On the other hand, tying
health benefits to employment can reduce job mobility and hinder efficient matching of workers
to positions that make the best use of their skills. Making the individual health insurance market
more attractive (see discussion of Wyden-Bennett plan below) or providing health coverage on
the basis of citizenship, as do many other advanced industrial countries, could enhance job
mobility.

Health Insurance Exchanges

Some proposals that Congress considered contained measures partially intended to heighten
competition in the market for health care.'™ For example, H.R. 3200 proposed creation of a
“Health Insurance Exchange’ that would provide an alternative to employer-based health
coverage for groups that have had difficulty obtaining affordable health insurance. The Health
Insurance Exchange proposed in H.R. 3200 includes a“public option” insurance plan intended to
spur greater competition among health insurers. Critics of H.R. 3200 expressed concern that a
federally financed public option would enjoy special advantages unavailable to private health
insurers and that creation of a public option might be afirst step towards a much broader federal
rolein health care finance.

The Affordable Health Choices Act (S. 1679), approved by the Senate Health, Education, Labor,
and Pensions (HEL P) Committee on July 15, 2009, proposes new federal private health insurance
standards and the creation of an “ Affordable Health Benefit Gateway” in each state, along with a
public option plan called the “ Community Health Insurance Plan.” On September 16, 2009, the
Chairman of the Senate Finance Committee, Senator Baucus, rdeased a chairman’s mark of the
America's Healthy Futures Act of 2009, which also included new federal health insurance
standards and health insurance exchanges, but does not include a public option plan.*”® On
November 19, Senator Reid proposed a measure that melded provisions of the HEL P and Finance
Committee bills, which allowed states to include a public option in health insurance exchanges.*
The version of H.R. 3590 that passed the Senate on December 24, 2009, however, omitted the
public option.*”

72 For asummary of H.R. 3200’ s provisions and information on current |egislative status, see CRS Report R40724,
Private Health Insurance Provisions of H.R. 3200, by Hinda Chaikind et d.

3 A revised mark of the bill was released on September 22, 2009.
74 5 Amndt. 2786 to H.R. 3590, November 19, 2009.

7 See New York Times website, “ Public Health Insurance Option,” Times Topics website, updated March 25, 2010,
available at http://www.nytimes.com/info/public-health-insurance-optiory.
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Lessons from the Massachusetts Connector

The proposed Health Insurance Exchange in some ways resembles the M assachusetts Connector
created in 2006 and implemented at the end of 2007. Both the proposed federal Health Insurance
Exchange and the M assachusetts Connector act as an intermediary between insurance companies
and eligible enrollees, playing a similar role to employers who act as health insurance
intermediaries for most Americans.'’® Massachusetts mandates that individuals have heslth
insurance (as long as “affordable”’ insurance options are available) or face financial penalties. All
but the smallest firms (fewer than 10 employees) that offer no (qualifying) health insurance
benefits must pay an annual penalty of $295 per full-time employee. The program has roughly
halved the number of uninsured people in the state.*”

What Role Would Exchanges Play: Traffic Cops vs. Gatekeepers

Therole played by a Health Insurance Exchange could have important effects. The exchange
could act asa“traffic cop” that imposed minimal requirements on plans, in order to allow alarge
number of insurersto offer coverageto digible individuals. Alternatively, the exchange could act
asa“ gatekeeper,” as most large employers do, and preselect a limited number of alternatives. In
Medicare Part D, which offers prescription drug coverage, the Center for Medicare and Medicaid
Services (CMS) acts more like a traffic cop, allowing awide range of insurers to enter that
market. This policy allows Medicare beneficiaries to choose among a wide array of plans. Prices
for actuarially equivalent plans, however, are widely dispersed, which suggests that market
competition has been ineffective in weeding out plans that offer less value for the money.

Alternatively, an exchange could also play a more active “ gatekeeper” role. Many employers
have played a very active role in designing health insurance offerings.'” The exchange could
either select alimited number of plans judged to be more attractive or impose stricter
requirements on plans. Some economists have found that consumers have difficulty choosing
among plans when alternatives are numerous and when differences among plans are difficult to
compare. " Congress arguably acted as a gatekeeper by requiring standardization of Medigap
policies in order to encourage more effective competition among insurers."®

The Public Option

Cregtion of a public option within the proposed Health Insurance Exchanges would have arguably
been one way to expand health insurance coverage and control the growth of health insurance

178 For a description of recent Massachusetts experience with health insurance reform, see Jonathan Gruber,
“Incremental Universalism for the United States: The States Move First?’ Journal of Economic Perspectives, val. 22,
no. 4 (fal 2008), pp. 51-68; John Holahan and Linda Blumberg, “Massachusetts Health Reform: Solving the Long-Run
Cost Problem,” Robert Wood Johnson/Urban Institute issue brief, January 2009, available at http://www.urban.org/
UploadedPDF/411820 mass_hedth_reform.pdf.

Y7 1bid.

8 Henry Aaron, “A Funny Thing Happened on the Way to Managed Health Competition,” Journal of Health Politics,
Policy and Law, vol. 27, no. 1 (2002), pp. 31-36.

' Richard G. Frank and Richard J. Zeckhauser, “ Hedlth Insurance Exchanges—Making the Markets Work,” New
England Journal of Medicine website, July 22, 2009, available at http://content.ngm.org/cgi/reprint/
NEJIM p0906246.pdf.

180 CRS Report RL33300, Standardized Choices: Medigap Lessons for Medicare Part D, by Jim Hahn.
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costs. The public option proposals responded to concerns about high levels of market
concentration and the exercise of market power in health care markets, as well asto concerns
about some industry practices in the individual and small-group market segments. Proponents of
the public option argued that it would help limit costs in two ways."® First, a public option plan
could institute administrative efficiencies. Second, some argued that a public plan could negotiate
better discounts with providers.

Government intervention in the market motivated by concerns about market concentration and the
exercise of market power could have unintended consequences if the determinants of market
structure are not well understood. The bargaining power of a public option could enhance
economic efficiency by counteracting monopoly power exerted by providers, thus lowering prices
and increasing output.’® But if providers are operating efficiently, then increased bargaining
power by insurers could lead to economic inefficiency in the health care market. Evidence
suggests, however, that many providers are not operating efficiently.'®

Without further regulation, however, a public plan would have likely attracted high-cost
individuals—those who, because of health or age, can only buy insurance for very high
premiums, or who are medically uninsurable because of pre-existing conditions. This adverse
selection would have threatened the viability and stability of a public option. As an example,
many states have high-risk health insurance pools (HRPs) to cover these high-cost individuals.
But state HRPs typically charge premiums higher than premiums charged by private plans offered
to healthier individuals and all operate at aloss.™® To avoid or mitigate adverse selection
problems, most public option proposals mandated health insurance coverage by all, require
community rating, and prohibit denial of insurance based on health or pre-existing conditions by
private insurance plans.

Cooperatives

Some proposed creation of health insurance cooperatives as an alternative to a public plan.'®
Cooperative health insurance policies would be available to eligible individuals through health
insurance exchanges created by health insurance reform legislation. Proponents argued that
cooperative-run plans would increase competition in the health insurance market without
requiring more direct federal involvement.’® Others contended that cooperatives would be unable
to improve performance of the health insurance industry.*®’

181 Seg, for example, Jacob S. Hacker, The Case for Public Plan Choicein National Health Reform, Institute for
America’ s Future and Center on Heath, Economic and Family Security, Berkeley, CA, December 2008,
http://www.law.berkel ey.edu/chefs.htm; and Jacob S. Hacker, Healthy Competition: How to Structure Public Health
Insurance Plan Choice to Ensure Risk-Sharing, Cost Control, and Quality I mprovement, Institute for America s Future
and the Berkeley Center on Health, Economic and Family Security, Policy Brief, Berkeley, CA, April 2009.

182 Economic efficiency would be enhanced only to the extent that providers did not shift coststo other insurers with
less bargaining power.

183 See, for example, Medicare Payment Advisory Commission, Report to the Congress: Medicare Payment Policy,
Washington, DC, March 2008, available at http://www.medpac.gov/documents/mar08_entirereport.pdf.

184 U.S. Government Accountability Office, Sate High-Risk Health Insurance Pools, GAO-09-730R, July 22, 2009,
http://www.gao.gov.

18 EzraKlein, “Has Kent Conrad Solved the Public Plan Problem? An Interview,” Washington Post, blog, posted June
11, 2009, available at http://voi ces.washingtonpost.com/ezra-klein/2009/06/has_kent_conrad_solved _the pub.html.

188 The proposed hedl th insurance cooperatives would not resemble health insurance purchasing cooperatives (HIPC),
(continued...)
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Some medical cooperatives were created in the 1930s, such as the Group Health Association in
Washington, DC, and the Group Health Cooperative of Puget Sound. The AMA and local medical
societies, however, vigorously opposed medical cooperatives and succeeded in driving many of
them out of business.’® The Farm Security Administration (FSA) created several programs to
provide medical careto low-income rural households, which included cooperatives that at their
peak reached 600,000 people.'® Some historians argue the success of these cooperatives was
limited by the lack of clear direction from FSA administrators and oppasition from traditional
farm groups.'® These programs were discontinued starting in 1946. The United Mine Workers
Welfare and Retirement Fund, created in the 1940s, might provide another model of a health
cooperative, ™

The early history of Blue Cross may be instructive. The Blue Cross idea, incorporated through a
stream of new organizations, spread rapidly across the country during the 1930s and 1940s,
demonstrating that a suitable design with support from existing organizations could transform the
American health finance system. Blue Cross was able to piggyback on local hospitals and the
AHA, and Blue Shield initially piggybacked on local medical societies. Links between hospitals
and Blue Cross had profound effects on the governance and structure of Blue Cross. Though the
modern health care sector is very different than when Blue Cross began, the strategy of linking
new structures, such as cooperatives, to existing organizations could accel erate implementation.
Those organizations would likely have a strong imprint on how proposed health insurance
cooperatives were run.

Blue Cross, inits earliest days, was originally strongly community oriented. This, in part,
reflected the ideals of the “voluntary hospital” movement. Yet while charity and altruism have
played important roles in the hospital industry, business-like behavior has also been prominent.
By 1986, Congress concluded that Blue Cross organizations did not act much differently than
commercial insurers.’®® Competitive pressures on cooperatives may also be strong enough to
motivate them to act much like other insurers.

192

(...continued)
which severa states have set up to improve access to coverage.

187 Jacob S. Hacker, “Un-Cooperative: The Trouble with Conrad’ s Compromise,” The New Republic, The Treatment
Blog, posted June 14, 2009, available at http://blogs.tnr.com/tnr/blogs/the_treatment/archive/2009/06/14/hacker.aspx.

188 Starr, pp. 302-306, 320-327.

189 Michael R. Grey, New Deal Medicine: The Rural Health Programs of the Farm Security Administration (Baltimore:
Johns Hopkins University Press, 1999). The Bankhead-Jones Farm Tenancy Act of July 1937 (P.L. 75-210) authorized
the Farm Security Administration, and the Farmers' Home Administration Act of 1946 (P.L. 79-731) liquidated it.

%0 Anthony J. Badger, The New Deal: The Depression Years, 1933-1940 (New York: Hill and Wang, 1989), p. 185;
Kevin R. Kosar, “A Nearly Forgotten Classic Study in Public Administration: Edward C. Banfield’s Government
Project,” Public Administration Review, vol. 69, no. 5 (Sept/Oct, 2009), pp. 993-997.

1 |vana Krajcinovic, From Company Doctors to Managed Care: The United Mine Workers' Noble Experiment.
Cornell Studiesin Industrial and Labor Relations, no. 31 (Ithaca: Cornell University Press, 1997).

192 See Rosemary Stevens, In Sckness and In Wealth: American Hospitalsin the 20" Century (New York: Basic
Books, 1989).

1% .S, Congress, Joint Committee on Taxation, “Tax Exempt Organizations En%aged in Insurance Activities.” In
General Explanation of the Tax Reform Act of 1986, Joint Committee Print, 100" Cong., 1% sess. (Washington, DC:
Government Printing Office, May 4, 1987), pp. 583-592.
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Other Options

Some have proposed more fundamental reforms of the health care sector. Senators Wyden and
Bennett have introduced a medical voucher proposal, the Healthy Americans Act, which was
introduced in the 110" Congress as S. 334 and in the 111" Congress as S. 391" The Wyden-
Bennett plan would mandate that individuals carry private health insurance and would create
state-run pools to restructure the individual health insurance market. The federal government
would support the plan by providing subsidies to certain individuals.

The Empowering Patients First Act (H.R. 3400), introduced by Representative Tom Price on July
30, 2009, would provide additional tax incentives to individuals and employers to maintain or
expand health insurance coverage; modify federal regulations governing insurance pools for
individual purchasers; would take steps to ease purchase of individual insurance policies across
state lines; would modify remedies for alleged medical malpractice; and would ban certain
applications of comparative effectiveness research datain health care.

Others have proposed more limited reforms that would reintroduce cash indemnity payments
under certain circumstances. For example, one proposal would allow patients in end-of-life care
to choose between standard care or a package of palliative care and a cash payment that could be
used for other purposes. ** The option of indemnity benefits could make providers more
conscious of the costs and benefits of the care they deliver.

Concluding Remarks

Evidence suggests that health insurance markets in many local areas are highly concentrated.
Many large firms have reacted to market conditions by self-insuring, which may provide some
competitive pressure on insurers, although thisis unlikely to improve market conditions for other
consumers. The exercise of market power by firms in concentrated markets generally leads to
higher prices and reduced output—high premiums and limited access to health insurance—
combined with high profits. Many other characteristics of the health insurance markets, however,
also contribute to rising costs and limited access to affordable health insurance.

Some evidence suggests that insurance companies’ profits are not large, especially during the
current economic recession; although some of those estimates exclude investment income. Even
if health insurers were highly praofitable, it is unclear how much reducing insurance industry
profits would do to reduce total health care costs or even reduce administrative costs. Nor isit
clear that more vigorous enforcement of antitrust laws and regulations would succeed in courts or
would significantly reduce health insurance premiums or expanded health insurance coverage.

%% For more detailed analyses of the Wyden-Bennett proposals, see Congressional Budget Office, |etter to Senators
Ron Wyden and Robert Bennett, May 1, 2008, available at http://cbo.gov/ftpdocs/91xx/doc9184/05-01-Heal thCare-
Letter.pdf; and Edwin Park, “ An Examination of the Wyden-Bennett Health Reform Plan: Key Issuesin aNew
Approach to Universal Coverage,” Center on Budget and Policy Priorities working paper, September 24, 2008,
available at http://www.cbpp.org/lcms/ fa=view& id=674.

% Margaret M. Byrne and Peter Thompson, “ Death and Dignity: Terminal Iliness and the Market for Non-Treatment,”
Journal of Public Economics, val. 76, no. 2 (May 2000), pp. 263-294.
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Health insurance is intertwined with the whole health care system. Health costs appear to have
increased over timein large part because of complex interactions among health insurance, health
care providers, employers, pharmaceutical manufacturers, tax policy, and the medical technology
industry. Reducing the growth trgjectory of health care costs may require policies that affect these
interactions. Policies focused on health insurance sector reform may yield some results, but are
unlikely to solve larger cost growth and problems of limited access to health care if other parts of
the health are left unchanged.
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Appendix. Additional Indicators of Health Insurers’
Profitability

This appendix presents two indicators of health insurer profitability for the period 2000-2008, and
profits as a percentage of shareholder equity for Fortune 1000 firms by industry in 2008.

Table A-1 presents return-on-equity figures for major publicly traded health insurers over the
period 2000-2008. Return on equity measures a company’s overall after-tax profitability from
underwriting and investment activity, and is defined as the sum of after-tax net income and
unrealized capital gains divided by equity. Return on equity provides a useful comparison to
profitsin other lines of business, but can be volatile, especially when accounting changes require
adjustments of equity levels. Firms obtain capital through equity (typically through the sale of
shares that entitle shareholders to dividend payments and certain voting rights) and debt (typically
through loans or bonds that require fixed or specified interest payments). Firms can increase
return on equity by increasing their debt-to-capital ratio, but at an increased risk of bankruptcy in
the event of adverse business conditions that make interest payments to debt holders hard to
sustain.

Table A-2 presents return-on-revenue figures for major publicly traded health insurers over the
period 2000-2008. Return-on-revenue ratios are roughly analogous to return-on-sales figuresin
other industries. Return-on-revenue figures, unlike return-on-equity, measures praofitability
independently of how a firm raises its capital .1*

Table A-3 presents profits as a percentage of shareholder equity for Fortune 1000 firms by
industry in 2008, which complements other profitability measures presented in Table 4.
Shareholder equity can change dramatically when a firm'’s capital structure changes, and can be
affected by the timing of major writedowns on a firm’s financial statements.

Asin Table 4, which presented profits as a percentage of revenues and as a percentage of assets,
neither of the two health insurance sectors listed (Health Care: Insurance & Managed Care; and

Insurance: Life, Health [stock]) arein the top 20 industries in terms of profits as a percentage of

shareholder value for 2008.

1% Return-on-revenue figures for health insurers, however, may depend on how fees for administrative service only
(ASO) contracts areincluded. See discussion of premium equivalents a p. 44.
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Table A-1. Return on Equity for Major Publicly Traded Insurers, 2000-2008

2000 2001 2002 2003 2004 2005 2006 2007 2008
Aetna Inc. -0.4 -5.9 -6.1 -41.3 3.0 15.1 13.4 15.4 18.6 18.2 16.9
Amerigroup Corp. 520.0 19.7 19.7 20.1 14.5 15.1 8.4 14.0 12.8 -6.0
Anthem Inc. 1.8 16.6 16.6 10.2
Centene Corp. -100.0 20.3 20.3 255 15.0 16.5 159 -13.4 17.7 16.7
Cigna HealthCare Inc. 14.2 15.4 14.4 15.0 9.8 27.6 303 26.7 235 8.1
Cobalt Corp. -23.7 -10.6 -10.6 245
Coventry Health Care Inc. 10.2 12.2 12.2 22,6 27.0 278 19.6 19.0 19.0 .1
Health Net Inc. 15.5 74 74 17.5 18.22 18.1 34 14.5 18.5 10.3 54
Humana Inc. 6.6 7.8 7.8 8.9 12.5 13.4 1.8 16.0 20.7 14.5
Molina Healthcare Inc. 19.5 16.9 77 10.9 1.9 12.2
Mid Atlantic Medical Services Inc. 17.7 20.6 20.6 28.0
Oxford Health Plans Inc. 41.8 69.8 69.8 44.7
PacifiCare Health Systems Inc. 8.0 0.9 0.9 -57.1 10.52 13.1 13.8
Right CHOICE Managed Care, Inc. 1.9 16.2
Sierra Health Services Inc. -222.2 3.1 42 23.1 41.1 60.9 423 64.5 29.1
Trigon Healthcare, Inc. 1.0 1.4
Triple-S Management, Corp. 16.0 12.1 5.1
UnitedHealth Group 19.1 235 235 305 356 24.1 17.3 20.0 232 14.3
Universal American Corp. 6.2 72
WellCare Health Plans Inc. 24.0 15.9 14.1 248 268 -4.6
WellChoice Inc. 15.8 30.6 14.0 14.7
WellPoint Health Networks Inc. 20.9 19.5 19.5 17.7 12.9 49 9.9 12.6 14.6 .6

Source: AM. Best Company, Special Reports, various years.

Notes: Return on equity is the sum of after-tax net income and unrealized capital gains, to the mean of prior and current year-end policyholder surplus, expressed as a
percentage. This ratio measures a company’s overall after-tax profitability from underwriting and investment activity. Leftmost columns for year ending Dec. 31, 2003 were
taken from A.M. Best Company, Special Report surveying 2003 GAAP results; right column taken from report surveying 2004 GAAP results. See notes for Table 6.

a. Calculated before the cumulative effect of change in accounting principle. Return on revenue, return on equity and return on capital for Aetna Inc., Health Net Inc,,
and Pacificare Health Systems Inc. were calculated using net income before the cumulative effect of accounting principle changes. “Change in accounting principle” is a
technical accounting term that refers to changes due to the adoption of a generally accepted accounting principle different from the one used previously for reporting
purposes.
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Table A-2. Return on Revenue for Major Publicly Traded Health Insurers,2000-2008

2000 2001 2002 2003 2004 2005 2006 2007 2008
Aetna Inc. -0.17 -2.61 -16.10 1.31 4.60 6.10 7.00 6.80 6.60 4.50
Amerigroup Corp. 3.94 4.04 4.13 4.16 4.10 4.70 2.30 3.80 3.00 -1.10
Anthem Inc. 2.59 3.28 4.13 4.60
Centene Corp. 4.04 3.94 5.52 5.64 4.30 4.40 3.70 -2.20 2.60 2.50
Cigna HealthCare 5.26 4.96 3.67 4.04 3.30 7.90 9.70 7.00 6.30 1.50
Cobalt Corp. -6.28 -1.57 471 5.39
Coventry Health Care Inc. 231 2.63 4.04 4.17 5.50 6.30 7.50 7.10 6.20 3.20
Health Net Inc. 1.81 0.98 2.62 2.77 2.50 0.40 1.90 2.50 1.40 0.60
Humana Inc. 0.85 I.15 1.27 1.31 1.90 2.10 2.10 2.30 3.30 2.20
Molina Healthcare 5.40 4.80 1.70 2.30 2.30 2.00
Mid Atlantic Medical Services 2.70 3.21 4.17 4.28
Oxford Health Plans 4.67 731 4.47 4.58
PacifiCare Health Systems Inc. 1.39 0.16 -6.79 1.28 2.20 2.50
Right CHOICE Managed Care, 3.33 543
Sierra Health Services Inc. -17.26 0.53 3.95 4.20 6.10 7.80 8.70 8.10 4.90
Trigon Healthcare 429 3.90
Triple-S Management, Corp. 3.50 3.80 1.40
UnitedHealth Group 3.34 3.89 5.40 6.17 6.30 7.00 6.60 5.80 6.20 3.70
Universal American Corp. 2.80 2.00
WellCare Health Plans 230 3.50 2.80 4.00 -0.60
WellChoice Inc. 2.84 7.40 8.17 3.70 4.20
WellPoint Health Networks Inc. 3.72 3.34 4.05 4.34 4.60 4.60 5.50 5.40 5.50 4.10

Source: AM. Best Company, Special Reports, various years.
Notes: See notes for Table 6. Return-on-revenue is sum of after-tax net income and unrealized capital gains divided by premium income.

a.  Second column for 2002 (in italics) calculated before the cumulative effect of change in accounting principle. Insurers financial data separates investment income and
premium income (sometimes called underwriting income). Because investment income fluctuates with trends in asset markets, analysts often focus on premium
income, which is more stable. Premium income is affected by employment growth and pricing decisions.
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Table A-3. Profits As a Percentage of Shareholder Equity By Industry for Fortune 1000 Firms, 2008

Profits As a % of Shareholder Equity

Fortune 1000

Industry Firms in Industry Mean Weighted Mean Median Rank

Tobacco 5 215 61.3 743

Computer Software 10 214 20.0 294

Pharmaceuticals 2] 15.3 15.2 2].1 27
Railroads 5 17.0 15.7 16.7 20
Financial Data Services I5 15.7 -744.3 20 24
Network and Other Communications Equip. 8 13.1 -1.2 13.9 36
Oil and Gas Equip., Services 19 18.3 12.4 15.8 14
Scientific, Photographic and Control Equip. 8 13.9 10.4 10.2 32
Mining, Crude-oil production 22 1.5 0.9 39 38
Education 2 31.7 31.7 30.1 I
Medical Products and Equip. 18 14.3 13.0 9.8 30
Computer Peripherals 5 18.2 17.3 14.2 I5
Securities 14 10.0 0.3 -24.2 45
Internet Services and Retailing 8 15.5 -1 10.1 26
Household and Personal Products 12 30.9 29.1 21.8 2
Utilities: Gas and Electric 46 1.0 10.8 12.0 41
Toys, Sporting Goods 2 20.0 20.0 19.6 10
Industrial Machinery 26 18.2 21.6 16.6 16
Transportation Equip. 4 233 6.1 5.6 5
Aerospace and Defense 20 19.5 1.4 27.0 12
Food Consumer Products 20 19.8 303 233 I
Advertising, marketing 2 20.2 20.2 21.6 9
Telecommunications 21 42 -4.4 9.2 57
Construction and Farm Machinery I 234 12.3 30.2 4
Electronics, Electrical Equip. 17 13.9 13.0 18.2 31
Woaste Management 2 9.7 9.7 88 46
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Fortune 1000

Profits As a % of Shareholder Equity

Industry Firms in Industry Mean Weighted Mean Median Rank

Metals 12 18.6 54 13.0 13
Mail, Package and Freight Delivery 2 26.0 26.0 19.4 3

Information Technology Services 10 13.8 243 535 33
Computers, Office Equip. 7 214 -83 222 7

Chemicals 40 17.1 139 15.3 19
Commercial Banks 28 28 -3.6 -1.2 60
Food Services 10 17.6 -70.2 27.0 17
Transportation and Logistics 6 15.5 15.2 19.1 25
Apparel I 9.2 -17.0 9.1 48
Packaging, Containers 18 13.2 17.0 -55 35
Trucking, Truck Leasing 7 9.1 -123 -6.3 50
Wholesalers: Diversified 17 17.3 1.0 14.4 18
Real estate 9 77 -64.8 -54 52
Beverages 8 13.5 1778.4 47 34
Specialty Retailers 60 10.2 -18.6 88 44
Engineering, Construction 12 12.9 12.8 13.6 37
Diversified Outsourcing Services 15 14.9 -13.1 16.2 29
Health Care: Pharmacy and Other Services 9 16.1 10.7 19.5 23
Health Care: Medical Facilities 17 7.3 =9.1 175.6 53
Health Care: Insurance and Managed Care 14 11.4 9.4 12.4 39
Insurance: Property and Casualty (mutual) 1.4 1.5 -04 6l
Miscellaneous 9.1 3357 8.6 49
Building materials, Glass -0.1 -12.9 -8.3 63
Home Equip., Furnishings I 6.3 52.0 -0.4 55
Petroleum Refining I5 16.5 79 18.8 21
Food and Drug Stores 16 10.9 1.8 10.7 42
Energy 20 15.0 10.1 7.7 28
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Profits As a % of Shareholder Equity

Fortune 1000

Industry Firms in Industry Mean Weighted Mean Median Rank
Pipelines I5 1.2 -27.9 -3.0 40
Wholesalers: Health Care 7 16.2 15.4 15.4 22
Wholesalers: Food and Grocery 7 10.8 16.0 26.2 43
General Merchandisers 13 38 -12.8 1.0 58
Food Production 8 3.0 -40.0 42 59
Wholesalers: Electronics and Office Equip. 9 72 -15.4 -4.7 54
Semiconductors and Other Elec. Components 26 8.0 139.9 -85 51
Entertainment 14 9.7 259 -184 47
Temporary Help 6 -1.9 -5.9 1.8 66
Motor vehicles and Parts 29 0.9 -24.5 49.8 62
Diversified Financials I 4.8 524 -100.6 56
Insurance: Property and Casualty (stock) 29 -1.7 -12.1 -274 65
Publishing, Printing 14 2.1 -278.0 -542.4 67
Insurance: Life, Health (mutual) 10 -5.1 4.1 -1.2 69
Insurance: Life, Health (stock) 16 -5.2 -1.4 2.0 70
Forest and Paper Products 9 -244 106.7 -33.8 72
Airlines 10 -1.2 -97.8 -556.9 64
Hotels, Casinos, Resorts 9 -3.7 36.7 -39.5 68
Automotive Retailing, Services 10 -69.3 -202.8 -62.5 73
Homebuilders 10 -73.8 -107.1 -66.0 74
Savings Institutions 2 -16.5 -16.5 -18.1 71

Source: Fortune, May 4, 2009 and other Fortune data, and CRS calculations.

Notes: Health insurance and health care industries are emphasized for ease of comparison. For additional notes, see “The Largest U.S. Corporations,” Fortune, vol. 159,
no. 9 (May 4, 2009), pp. F-28-29. Firms with negative shareholder equity (66 firms in total) were excluded from calculations of profits as a percentage of shareholder equity.
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