Chapter 9 the Demand for Health Care Insurance

9.1 Risk Pooling and Insurance
Risk
· present when we are uncertain whether a particular event will happen
· Two factors determine the degree of risk
· The probability that the event will occur
· The size of the potential loss or gain associated with the event


Risk Pooling – when each member of a large group contributes a small amount to the ‘pool’ in return for the promise that, if a specified risky event happens to one of the members, money from the pool will be used to compensate the individual for the loss experienced
· Reduce the total amount of risk by the group (minimizing the adverse consequences of the event)
· This reduction in risk is a source of welfare gain to the members of the group.
· Not all risks can be pooled – can trade among individuals: health risks cannot be pooled; only the financial consequences
· Three factors of the effectiveness of pooling financial risks
· The size of the risk pool
· The independence of the risks among members of the risk pool
· Independence between the size of loss experienced and the presence of insurance 
· The expected loss is fixed
· Problem of Moral Hazard 

9.2 Demand for Insurance
Monetary Equivalent of the Loss
· The amounts of money that can be paid to an individual to exactly balance the negative effects of an event. The result is that the person is just as well off as they would have been if the event had not occurred.
Expected Utility
· In a risky situation, the sum over all possible outcomes of the product of the utility associated with each outcome and the probability that the outcome will occur.

Absolute Level of Wealth: U=U (W)
· Expected utility:        E[U]=p1 U1 + p2 U2 + … + pn Un 

Risk Aversion
· A person who prefers a certain (perfectly predictable) level of wealth over a risky alternative that has the same expected value.
Risk Loving
· A person who prefers a risky alternative with a given expected value over a certain (perfectly predictable) level of wealth and a risky alternative that has the same expected value.


Risk Neutral
· A person who is indifferent between a certain (perfectly predictable) level of wealth and a risky alternative that has the same expected value.

U = U (W) =  Assignment #2 (standard insurance model)
· Expected Loss (EL) = (p) (loss) + (1-p) (no loss)
· Expected Wealth (EW) = (p) (W0-L) + (1-p) (W0)
· Expected Level of Utility = p U(W0-L) + (1-p) U(W0)
· Actually Fair Premium – an insurance premium that is equal to the expected value of the insured loss

Loading Cost – the administrative costs associated with providing insurance
Risk Premium – the amount of money above the actuarially fair premium that a person is willing to pay for insurance
Loss Aversion – a tendency to prefer to avoid losses to accruing gains, when making decisions under uncertainty
Access Motive – the benefit of insurance that arises because insurance enables an individual to obtain extremely high-cost care to which they would otherwise not have access

the Benefits of Insurance
· Insurance company charges a premium that covers both the claims costs and the loading costs
· The greater a person’s risk aversion, the larger will be their welfare gain from insurance
· The greater the level of risk, the greater the welfare gains from insurance.

9.3 The Nature of Insurance Contracts
Coverage Limit – some insurance contracts specify that once the dollar amount of benefits paid to an individual by the insurer reaches a certain amount, no further coverage is provided
Cost-sharing – an insurance provision that requires an individual to pay part of the cost of an insured health care service
· Deductible
· Co-insurance above the deductible
· Co-payment
Risk Adjustment – the process by which insures adjust premiums to reflect observable characteristic of an individual that are associated with expected health care cost
· age, sex, smoking, medical conditions
Community-rated Premium – insurance premiums for which there is no risk adjustment; the premium is the same for everyone
· no risk adjustment and same premium for everyone     


[bookmark: _GoBack]Nyman’s work on access motives and income transfers as additional motives (beyond risk reduction) for demanding insurance
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