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Abstract

Quality reports about health plans and providers are becoming more prevalent in health care markets. This
paper casts the decision about what information to report to consumers about health plans as a policy decision.
In a market with adverse selection, complete information about quality leads to inefficient outcomes. In a
Rothschild-Stiglitz model, we show that averaging quality information into a summary report can enforce
pooling in health insurance, and by choice of the right weights in the averaged report, a payer or regulator
can induce first-best quality choices. The optimal quality report is as powerful as optimal risk adjustment in
correcting adverse selection inefficiencies.
© 2005 Elsevier B.V. All rights reserved.
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There is a general consensus that consumers know too little about the quality of health care
services they buy, and improving what consumers know would make markets function better.
Better-informed consumers may choose providers more appropriately. Furthermore, consumers
and patients choosing on the basis of quality conveys incentives to providers to improve quality in
the first place. These arguments motivate public regulators and business coalitions to discover and
reveal characteristics of providers’ quality of car€here is, however, a glitch in the argument:
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1 Public payers, like Medicar&{ancy and Scully, 2003and private coalitions, like the Leapfrog Grotetkmeyer et
al., 2000, are constructing quality reports intended to reward providers for improving quality. Medicare and the Federal
Employees Health Benefit Plan (FEHBP), have made quality reports about plans or providers available to beneficiaries
for some time, either as experiments or on a regular be¢eslig and Tai-Seale, 20D2
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markets in health care are subject to adverse selection-related inefficiencies even in the presence
of complete informationQutler and Zeckhauser, 2000; Van de Ven and Ellis, 2088 example,
consumers’ knowledge about the quality of services they anticipate receiving at a health plan drives
the plan to set quality suboptimally for services that will be used by enrollees whose expected
costs exceed their expected reverferafik et al., 2000 With consumers’ information an essential
element in the adverse selection causal chain, it is not self-evident that giving consumers more
information will improve health care markets.

This paper casts the decision of what information about quality to report to consumers as
a policy instrument. We focus on markets for health plans, where in many cases a regulator
supplies information to consumers about quality at the plans. For example, before choosing a
plan, consumers in California can consult an annual report published by the Gfbe (©f
the Patient Advocate, 20p8ontaining plan ratings from a consumer survey and from medical
record based indicators. More than 75 million people in the U.S. enroll in capitation-based health
plans Keenan et al., 2001 These health plans provide a range of health care services, including
obstetric care, mental health care, oncology, vision services and so on. Potential enrollees choose
a plan partly on the basis of what they anticipate will be the quality of services they receive in the
plan.

Our main finding about reporting is intuitive and practical: by providing information only
about the average quality of services in a health plan, rather than the quality of each of the
elements of service a plan provides, a payer or regulator can give consumers helpful information
but prevent a plan from setting quality of its services to try to attract a profitable mix of enrollees.
The averaged report is powerful: the right weights for elements of quality in the averaged report
induce a plan to produce the socially efficient quality of all services. This strong result emerges
in a basic model of adverse selection where the efficient outcome is a pooling equilibrium and
there are no heterogeneous tastes to be served among consumers. More complicated models of
health insurance with plan heterogeneity (about which consumers would need to know) and some
pricing related to risk might call for other information strategies.

Our general result, that social welfare in the case where consumers can only observe the
average quality of each plan can be higher than social welfare in the case where consumers have
full information about the quality of each of the services a plan offers, is somewhat surprising,
especially under the assumption that consumers are rational. Consumers’ rationality implies that
even when they cannot observe the quality of each of the services a plan provides, and they can
only observe the average quality of these services, in equilibrium, consumers do know the precise
quality of each of these services. This property follows from the standard assumption that in
equilibrium rational agents know the strategies of all other agents, which in our model implies
that the consumers know the quality of the services each plan chooses. However, even though in
both cases, the full information case and the case where consumers can only observe the average
quality of each plan-individuals know the quality of each of the services each plans offers in

2 The economics literature outside of health care contains papers pointing out that in the presence of some other
inefficiency, improving buyers’ information need not improve the efficiency of a market equilibrium. Generally, the
reason for this is that while more information may improve the quality of consumers’ decisions, other parties to the
exchange may behave differently when dealing with better-informed consumers, and their reactions might lead to a worse
net efficiency effect of more information. For exampBehlee (1996)studies a market in which a monopolist sets price
S0 as to equalize marginal cost and marginal revenue, but because information is imperfect, the marginal revenue reflects
consumers’ expectations about quality. With more information, consumers’ expectations become more accurate, but may
affect the shape of the marginal revenue function in ways that lead to a worse market outcome post better information
(for related analyses in the general literature,ldehleifer, 1971; Mirman et al., 1994; Glazer and McGuire, 2003
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equilibrium, the quality provided in the two cases will not be the same and the one offered in
the latter case may be more efficient than the one offered in the first case. Thus, by revealing to
consumers only the average quality of the different services a plan offers, a public regulator may
be able to alter the quality of services offered by the plan without actually damaging what the
consumers know about these qualities in equilibrium.

After a brief review of the policy context in Sectidn Section2 modifies the model intro-
duced byRothschild and Stiglitz (1976)n order to demonstrate the inefficiencies due to adverse
selection that may emerge in competitive insurance markets. S&amews the familiar result
that if consumers can observe quality, the market equilibrium leads to inefficient quality ptofiles.
Section4 changes what consumers observe to some “average” of the quality elements in a plan.
We show in this case there is a unique pooling equilibrium associated with each weighted average
quality report. Sectiob establishes that a payer or regulator can achieve the first-best quality
profile by choice of the weights in the average report. Our analysis implies that regulation of
quality reports can be a powerful tool for improving the efficiency of health insurance markets.
Section6 considers some extensions and reconsiders some of our assumptions. Bamizmns
some brief final comments.

1. Quality of care and adverse selection in health care

Following a series of reports about the frequency of poor quality and the impact of poor quality
on outcomes and costs, the quality of health care is attracting attention throughout the health care
sector? Some quality problems are simple “medical errors” in which decisions made, including
those about choice of techniques or technologies, would be revised if management or physicians
were aware of best practicdsigtitute of Medicine, 1999 Other quality problems are systemic
and due to “standard operating procedures” that fail to make full use of information systems or
embody sufficient checks on human errGigssen and Kildgridge, 2002; Institute of Medicine,
2007). The quality problems that could be addressed with reporting to consumers are different:
plans do not always have the incentives to provide the socially efficient level of@ahérf and
Milstein, 2003, and altering incentives can, therefore, be part of the soluBagé€ et al., 2003
The most pervasive incentive problem in health care markets is the problem of adverse selection
(Van de Ven and Ellis, 2090

The fundamental problem of adverse selection is that risk bearing plans have incentives to
discourage enrollment by potential members whose expected revenue falls short of expected costs
It has been known for some time that in a population facing choice, persons joining managed care
plans are less costly than those staying in fee-for-sentitadlifiger, 1999, though by itself,
this is not necessarily associated with an inefficierRguly, 198%. Efficiency problems stem
from actions a plan takes to discourage enrollment of the likely financial losers. In public and
private health insurance in the U.S., provisions requiring “open enrollment” prohibit plans from
excluding eligible enrollees. Instead, plans can discourage enrollment by costly potential enrollees

3 The model set up is similar to that @lazer and McGuire (2000)vith the exception of our treatment of the premium
paid to plans. Glazer and McGuire applied the model introduce&®dtschild and Stiglitz (1976)o illustrate the
limitations of the conventional risk adjustment mechanisms and to demonstrate how risk adjustment weights should be
structured in order to optimally address the quality distortion problems due to adverse selection incentives in managed
care. In this paper there is no risk adjustment and a plan is paid the same for all enrollees.

4 The March/April (2003) issue diealth Affairs contains a number of policy-related papers on health care quality. The
Institute of Medicine has produced a number of important reports on quality, a recent one being IOM (2003).
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by providing a low quality of care of the services these enrollees are likely to use. Incentives to
distort an insurance plan to discourage demand from “bad risks” were integral to one of the first
models of insurance marketRdgthschild and Stiglitz, 1976and these same ideas have been
applied to health insuranc&lazer and McGuire, 2000; Newhouse, 199here the practice

has been termed “service-level selection.” It is generally recognized that the “quality problem”

in managed care plans varies by service, and that plans have the means and the motive to ration
care more tightly for some services and less tightly for otHeuft @nd Miller, 1988; Newhouse,

2002.

An emerging empirical literature confirms the presence of service-level selection activities by
health plansFrank et al. (2000¥erived the characteristics of services that would be subject to
under and over provision in managed care, and found that the incentives to ration various services
varied considerably. One of the consistent findings in this literature so far is that the incentive
to tightly ration mental health care is particularly stro@go (2003)finds that aged Medicare
beneficiaries joining managed care plans have psychiatric Part B costs 30% lower than persons
not joining managed care, whereas for physician primary care services in Part B, those joining
managed care plans have 4% higher costs. Medicare beneficiaries with mental health problems
appear to anticipate lower quality of care in managed care plans (in comparison with people with
problems handled by general medical services), and are therekydeterred from joining the
plans relative to the average beneficia®ao and McGuire (2003pund evidence for service-
level selection in Medicare by examining how greater HMO enrollment affected the distribution
of patters of service use among beneficiaries remaining in regular Medidalle.et al. (2002)
found a differential pattern of selection in Medicare for Part A and Part B costs consistent with
service-level selection.

The health services literature on quality reporting in health care contains mixed findings
about how reports affect consumer and plan behavior. When asked hypothetical questions, con-
sumers say that they value reported measures of quality, and would use them in plan choice
(Edgman-Levitan and Cleary, 1996; Hibbard and Jewett, L1$fine studies of the actual effect
of distribution of report card information found no discernible effect on plan chd@tei(new
and Scanlon, 1998; Farley et al., 2008ut other studies have found an effeBeéulieu, 2002;
Scanlon et al., 2002Wedig and Tai-Seale (2002xploit a natural experiment created by the
timing of report card information for federal employees and find that the reports apparently
increase consumers’ willingness to choose lower priced plans when they have some credi-
ble information about qualityChernew et al. (2004find employers’ decisions about offering
plans are positively related to plans’ performance scores. When effects of reporting have been
found, they have not always been salutary, however. Publication of physician and hospital
coronary artery bypass graft (CABG) mortality rates in New York and Pennsylvania induced
providers to operate more on the less severely ill, and operate less on the more severely ill.
Weighing the benefits and cosBranove et al. (2003¢oncluded the reports reduced social
welfare.

2. The model

Suppose thatthere are two types of individuals, L and H, who can contract two illneaséds,
llinessa we call an acute iliness and both types of people have the same probability of contracting
this illnessp, >0. The two types are distinguished in their probability of contracting the chronic
illnessc. Letp;, i € {H,L} denote the probability that a person of tyntracts iliness. Then,
pH >pL >0. The proportion of H types in the populationisO <A <1. Letp, =Apny +(1— A)pL



J. Glazer, T.G. McGuire / Journal of Health Economics 25 (2006) 295-310 299

denote the (expected) probability that a randomly drawn person contracts the chronic illness. We
assume that each individual knows her type.

If a person (of either type) has illnegg € {a,c}, her utility from treatment will be increased
by V;i(g;), whereg; > 0 denotes the “quality” of the services devoted to treat illjigssth VJ/. >0

and V/ < 08 Thus, we make the simplifying assumption that the benefits from treatment are
independent of one another and the same to all individuals. If a person has both illnesses, her
utility, if treated, will simply be increased bV, (q.) + V.(q.).

Treatment services are provided by health plans. A health plan is characterized by a quality
pair (g4,qc)- Thus, if a person of typé i € {H,L} joins a plan with a quality pairgq,q.), her
expected utility will increase by:

Ui(qa: 9¢c) = paVa(qa) + piVe(qc) 1)

All plans have the same cost function. A plan’s cost of treating a person with ijifes$a,c}
at a quality level; is Cj(g;), whereC’; > 0, C/ > 0. Thus, if a person of typei € {H,L} joins a
plan that offers a quality paig.q.), the plan S costs are expected to increase by:

Ci(ga, 9c) = PaCalqa) + piCc(qc) (2

In our model, each plan gets to choose its quality pair and the focus of our analysis is on
the quality pairs that will be offered by the plans and purchased by the consumers in equilib-
rium. Before we study the market equilibrium, however, it is worthwhile to briefly discuss the
socially efficient outcome. Thecially efficient quality pair ¢, ¢;) equalizes marginal benefit
of treatment to marginal cost, thus solving the following pair of equations:

Vi(q}) = Cila})
Vi(qk) = Ciq})

High- and low-risk types have different probabilities of becoming ill, but once ill, receive the
same utility from treatment. Thus, the efficient level of quality is independent of the probability
of becoming ill and is the same for both types.

Assume that there are no copayments for use of services and that the premium paid to a plan
(either by the consumers or by a payer) for each enrollee is exogenously set and is the same to
all plans and for all individuals. Thus, we assume no price competition among plans and no risk
adjustment. More specifically, throughout the paper we assume that premium isSevatere

rt = paCa(QZ) + pccc(‘fck) 4)

Thus, the premium is set such that the plan is expected to break even if it offers the socially
efficient quality pair §, ¢*) and attracts randomly drawn individuals from the entire population.
Further assume that all individuals must choose a plan and plans must accept every applicant.
Each individual can choose only one plan and each plan can offer only one quality pagi).(

®)

5 For more discussion of the assumptions in this sectionGéaeer and McGuire (2000)

6 The economic literature models quality in two ways: as a form of quantity rationing, as hereRangdyrand Ramsey
(1999) or as a shadow price as ieeler et al. (1998)or Frank et al. (2000)When consumers are identical in their
demands given they are ill, and differ only in the probability of having an iliness, the two approaches are equivalent.

7 The role of risk adjustment as an alternative mechanism to address problems of adverse selection is discussed in
Section6.
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The order of moves in our model is as follows: first plans (simultaneously) choose their quality
pair (g4,4.), then individuals choose plans on the basis of whatever information they have about
plans’ quality and plans collect a revenueroper enrollee, finally each individual’s health state
(whether she has illnessand/orc) is realized and plans pay the costs of treatment.

We will study the competitive equilibrium in two situations, one where individuals can fully
observe each plan’s quality pair when they choose a plan and the other where individuals can only
observe a weighted average of the two dimensions of each plan’s quality.

3. Consumers can fully observe quality

Assume that, before choosing a plan, individuals can fully observe the quality pgefije) ©f
each plan. Our definition of a competitive equilibrium in this case is similar to thabtfschild
and Stiglitz (1976)A competitive equilibrium in this market is a set of quality pairs such that,
when individuals choose plan to maximize expected utility, (i) no quality pair in the equilibrium
set makes negative expected profit and (ii) there is no quality pair outside the equilibrium set that
if offered, will make a positive profit.

The following proposition builds oRothschild and Stiglitz (197&ndGlazer and McGuire
(2000)

Proposition 1. Suppose that individuals can observe the quality pair of each plan. If )\ (the
proportion of the H types in the population) is sufficiently large, then a competitive equilibrium
exists and is characterized by two quality pairs.8 H types choose a plan that offers the quality
pair:

¢, q") = argmax Un(qa.qc)
st Cu(qaqc) =r*

and L types choose a plan that offers the quality pair:

(qlg;a QIZ) = argmax UL(qa, CIL)
st CL(qa.qc)=r1"
and  UL(qa. 9c) = Un (4. q)

The proof of the proposition above is well established (Gtezer and McGuire, 2000The
reason that the socially efficient quality padf;(g’) cannot be an equilibrium pair is that if all
plans offer this quality profile, each (single) plan will have an incentive to deviate to a different pair,
say .. q.) with a better acute care (i.eq,(> ¢})) and a worse chronic care (i.eq,. (< ¢})),
attracting only the L types and making a strictly positive profit. The equilibrium in the full
information case is described ffig. 1 The curves?, i = H, L represent all plans, i.e., pairs of
(94-q¢) that break even if the plan attracts only individuals of typehen the premium is". The
points denoted by;, i =H or L, depict the plan chosen by typi equilibrium, i.e.g; = (¢, ¢*).
Curvesy;, i=H,L, represent typés indifference curves that goes through the pginirhe curve
7 represents all plans that break even if the plan attracts a random sample of the population, and
the pointg™ depicts the socially efficient levels of quality. We can see, therefore, that in a market

8 The exact condition is thatshould be sufficiently large so thélt (qg, q'c‘) > UL (qa, qc) for every @., q.) for which
PaCa(qa) + pcCelqe) = r.
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Fig. 1. Equilibrium when quality is observable.

with full information and no risk adjustment, plans will not offer the socially efficient quality
profile in equilibrium?

In what follows we study the case where consumers cannot observe any of the quality elements
composing the good and the only information they can rely on is the average quality of these
elements. One could, of course, allow for many other information configurations. If, for example,
in our model consumers could not observe one of the two elements of the product’s quality and
could perfectly observe the other, each plan would set the “unobserved” element of quality at
its lowest feasible level and the level of the other element at its highest level so that it breaks
even given the premium and given that it attracts a random sample of the population. If both
elements of quality were unobservable by consumers, all plans would have set both of them at
their lowest feasible level. The case analyzed below is the one we believe is the most interesting
as it demonstrates the potential “power” of quality indices as regulatory instruments.

4. Individuals can only observe average quality

In many markets, including in health care, individuals must chose complicated products or
services on the basis of quality summaries without being able to observe all of the quality elements
composing the good. For a given quality pajy,g.) chosen by a plan and Q< 1, let

qo = aqq + (1 — @)q. )

be the (weighted) average quality of this plan. Assume that individuals cannot obggeé (
but they can observg, of each plan. That is, individuals cannot observe the quality of each of
the services a plan offers, but they can observe some summary indicator of the plan’s quality
profile.

The fact that individuals can only observe the “average” quality of each plan, and not the quality
of each service a plan offers, will affect the market equilibrium. The profitability of any quality
pair (g4,9.) depends on individuals’ beliefs about the quality of each service, given that they can

9 The reason for inefficiency of equilibrium is that plans cannot change different premiums to the two types. This could
be because plans cannot observe type, or, because regulation requires equal premiums.
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only observe the average quality of the two services. In order to analyze competitive equilibrium
in the market where individuals only observe average quality of each plan, one therefore needs to
generalize the earlier competitive equilibrium concept to incorporate individuals’ beliefs about
quality in the definition of equilibrium. We apply the following definition (which is in the spirit

of Perfect Bayesian and Sequential equilibria).

A competitive equilibrium is a set of quality pairs offered by plans and a set of individuals’
belief functions that specify for each individual her beliefs about the quality pair of each plan,
for every possible average qualigy of that plani® such that: (i) each plan maximizes its profit
given all the other pairs offered and given individuals’ beliefs, (ii) each individual chooses a plan
that offers her the highest expected utility given her information and given her beliefs, (iii) there
is no quality pair outside the equilibrium set that if offered will make a positive profit and (iv) in
equilibrium, individuals’ beliefs are confirmed.

The following lemma will be important for our further analysis of this case.

Lemma 1. Assume some «, 0<a <1, and suppose that all individuals can only observe the

average quality qo of each plan. If, in equilibrium, a plan offers the quality pair (q,, q..) and a

share )/, 0< )\ <1, of the individuals that join this plan are of type H, then it must be that
PaCul9s) _ PeC4c) ®)

o 11—«

where
p.=Xpu+@Q-21)pL. (7

Proof. Notice that Eq.(6) above is derived from the first-order conditions for the following
problem:

min_ paCalga) + P.Cc(qc)
(9a-qc)

st aqga+(1—a)ge =4,
whereq,, = aq), + (1 — o)q... Thus, if ¢,. ¢..) does not satisfy6), the plan can offer another

quality pair g/, /'), say, with the same average quality &S ¢..) but lower (expected) costs per
enrollee. If the plan deviates to this (new) quality pair its profit will be higher since its revenue will
not change (individuals see the same average quality, and therefore, do not change their beliefs

about the plan’s quality pair) but its costs will be lowef.]

The intuition for this result is quite simple and very general. Since individuals can only observe
the average quality of all the services a plan offers, the plan has no incentive to provide a quality
profile that yields the same average as another quality but costs more. Cof@jtadrove will
be later referred to as the incentive compatible (IC) condition.

For a giverny, 0<a <1, the curve IC, 1), in Fig. 2, represents all quality profiles that satisfy
the IC condition for the (pooling) case whet'e= 1, i.e., the case where the plan attracts a random
sample of the population. Increasing the weight that the averaging formula assigns togsbyvice

10 Formally, the assumption is that for each consukntiere is a belief functiod,: R+ — R+ x R+, such that for every
average guality,, the function specifies beliefs about a plan’s quality profjlg §.) given that average quality. In order
to simplify the analysis, we assume that a consumer’s beliefs depend only on the plan’s average quality and not on the
plan’s identity or the average quality of the other plans.
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4,

qy Ya

Fig. 2. The equilibrium quality profile in the averaged information case.

increasingx shifts to the right the set of quality pairs that the plan may offer in equilibrium. The
curver” in that figure depicts all quality profiles that satisfy the zero profit (pooling) condition:

PaCa(qa) + pcCelqe) = r*

As the following proposition shows, the quality pair that is located at the intersection of these
two curves, denoted by{, ¢%), is the unique quality pair offered by the plans in the competitive
equilibrium in the case where individuals can only observe the average quality of each plan.

Proposition 2. Assume some «a, 0<a <1. Suppose that all individuals can only observe the
average quality qq, of each plan. A unique competitive equilibrium exists. In equilibrium all plans
offer the same quality pair (¢, q%) characterized by:

Pa C; (CIZ) _ ché(qg)

o -« ®)
and
PaCaldy) + peCelqt) = r* )
Proof. Assume some, 0<a <1 and let
4o = oqy + (1 — a)q (10)

be the average quality (that all individuals observe) of a plan that offers the quality;paif'{.

In order to show thaty, ¢%) is an equilibrium, assume that (all) individuals’ beliefs are such
that for every average quality{) they observe, and for every plan, individuals believe that the
plan has chosen the quality profile that yieldsand that satisfies the IC condition, with= .

Thus, individuals believe that among all quality profiles that yield a particular average quality, the
plan offers the one located on the curved(X) in Fig. 2 Given these beliefs, one can see that if
all plans offer the quality pairgf;, ¢%), individuals beliefs will be confirmed.

In order to show that all plans offering¥, ¢%) is an equilibrium, it remains to be shown that no
plan can offer another quality profile and make a strictly positive profit. Suppose that some plans
(at least one) offer the quality paigy, ¢%) and one plan offers a different quality pair,(q..)
with average quality/,. If ¢, = ¢ individuals will believe that the plan’s quality pair g, ¢%),
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the plan will attract a random sample of the population and will lose money since its costs must
be higher than the costs of producing (¢%). If ¢, > g, all individuals will choose this (new)

plan believing that its quality pair is on the curve &C¢) in Fig. 2 but to the right of ¢, ¢%).

In this case the plan will lose money since any quality pair with an average quality higher than
g, that attracts all individuals, must be above the zero profit pooling otings it is at least as
expensive as the quality pair that yield this same average quality and satisfies the IC condition. If
q,, < q, then all individuals will believe thaf, < ¢% andg,. < ¢% and none of them will choose

this (new) plan.

In order to show thatf;, ¢%) is the unique equilibrium, notice first that there cannot be any other
(pooling) equilibrium in which each plan attracts a random sample of the population. Suppose,
therefore, that there exists an equilibrium in which one plan offers the qualitygjai.) and
)/, of its individuals are of the type H,9 1’ < 1, and another plan offers the quality paijf (g
and”, of its individuals are of type H, & " <1, with A >1/. Since at least some type L's
choose(/,, q.), individuals of type L (weakly) prefer the quality paif( ¢..) over the quality pair
(g7, 7). Since the indifference curves in our utility functions satisfy the single-crossing property,
the H type individuals will strictly prefer the quality paig/f, ¢.) over g/, ¢/') which contradicts
the initial assumption that' < A”. These same arguments can be easily applied to the case where
type L strictly prefersq,. ¢.) over ¢, ¢7). O

5. Choosing a form of report

Although quality ratings are available to individuals in many markets, health care has the
special feature that some of these ratings are done by payers, such as when the Federal Employee
Health Benefit Program or the federal Medicare program rates HMOs. Private insurers also rate
the medical groups and hospitals they offer as choices to their enrollees. This section addresses
the question of how to choose the weights in an averaged quality report, a function that could
be assumed by a public regulator, such as a state agency, or by a payer. We will refer here
to a “payer” with both payers and public regulators in mind. We conduct this analysis under
the strong assumption that the firm is unable to reveal information about quality to consumers
and consumers cannot find out about quality on their own. The consequences of relaxing this
assumption are considered in the next section.

In the full information case, if equilibrium exists it never yields the socially optimal quality
profile. As the following corollary td°roposition 2shows, an averaged quality report can move
the market equilibrium to the efficient quality profile.

Corollary 1. Suppose that all individuals can only observe the average quality of each plan and
a=a", where o is given by:

PaC;(QZ) _ PCCL(Q?)
o* 1—a*

: (11)

then all plans offer the socially efficient quality pair (g;, q%) in the competitive equilibrium. Fig. 3
shows this equilibrium.

Corollary 1 has two significant implications. The first is that social welfare (measured by the
expected utility of a randomly drawn individual) can be higher in equilibrium where individuals
can only observe the average quality of each plan than in equilibrium where individuals have full
information about plans’ quality.
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q,
IC(er". A)

q 4,

Fig. 3. Market equilibrium with optimal averaged report.

The second implication of Corollary 1 has to do with policy about information disclosure.
Suppose that when choosing a health plan, individuals cannot observe the quality profile of health
plans and the only information they can rely on is the information provided to them by a payer or
other agency acting on their behalf. Assume that the payer can fully observe each plan’s quality
profile. Corollary 1 says that to maximize social surplus, the payer will not reveal all information
to individuals but only the weighted average quality of each plan, where the weights come from
(11).

How should weights be chosen for an averaged quality report?1&jyrelates the relative
weights for two servicesy and 1— «, to characteristics of two servicasandc. Eq.(11) could
be rewritten as follows:

*

o _ raCl(q})
1—ao*  pClql)

The relative weights on quality of servicasand ¢ depend on the probabilities of the two
illnesses and the marginal costs of quality at the efficient quality. The quality weights are like
relative prices equal to marginal cost at the efficient level of production.

Equation(1Y) tells us how to use the and 1—- o weights to induce a desired quality mix.
Suppose it was determined with some initial setting of the weights that the quality of chronic care
was too low in relation to acute care. To induce plans to put more emphasis on quality of chronic
care, the payer or regulator then redugesd increases «, increasing the relative importance
of chronic care in the averaged report. For the cost-minimizing conditiiijnto remain true, the
plan must decreasg, and increase,.

(11)

6. Extensions and reconsideration of assumptions
6.1. Extension: more than two services

A natural question is whether the averaged report on quality can succeed in inducing a plan
to provide efficient quality if there are more than two dimensions of quality. Although we do
not provide a formal analysis, the averaged quality report mechanism generalizes readily to the
case of more than two services. With only an averaged quality available to individuals, it remains
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true that the market equilibrium must be a pooling equilibrium. With many dimensions of quality,
producing the reported average at the minimum dastma J continues to imply a unique set of
quality choices that are a function of the weights on the averaged quality and the premium. Thus,
in competitive (zero profit) equilibrium plans will produce the highest averaged quality given the
fixed premium for a random sample of enrollees, and the quality of the various dimensions will be
determined by the cost minimization decision. By choosing the weights to compose the average,
a payer can direct the IC condition to intersect the pooling quality zero profit surface at the point
of the desired mix of qualities.

6.2. Extension: plans attempt to select low-risks with other mechanisms

In our paper so far plans make decisions about the quality of services. There may be other
plan design features a plan can use to attempt to attract low-risk enrollees, such as copayments,
deductibles, or deciding about coverage for “optional” services, such as drugs or dental care.
The first point to note about these mechanisms is that they are verifiable, and may therefore be
easier to regulate directly (by mandating benefits). To the extent that they are not regulated and
remain as tools for selection, the analysis we have done for service-level selection also applies to
these mechanisms. In other words, if plans use insurance coverage (as was done in the original
Rothschild—Stiglitz analysis) as a selection device, an averaged report of the type proposed here
would address these inefficiencies as well.

We now reconsider some of our assumptions and how these might influence our conclusion
about the usefulness of an averaged report. We group these into assumptions about mechanisms to
achieve selection that an averaged report may not address, assumptions about strategies a regulatol
could use to combat selection, and assumptions about information.

6.3. Person-specific mechanisms to select enrollees

A health plan can take actions to target individual enrollees or potential enrollees. For
example, a plan might simply deny enrollment to an applicant it anticipates would be high
cost. Or, in order to discourage a current enrollee from remaining in the plan, a plan could
discriminate in the quality or the accessibility of the services it offers to that enrollee. Rep-
resentatives of the plan might, as an example, make it more difficult for older people to
schedule appointments quickly. Open enrollment and non discriminatory provisions of con-
tracts between payers and health plans prohibit plans from attempting to select in these ways,
which does not of course mean that plans never do these things. In a conference on risk
adjustment, representatives of private employers regarded open enrollment provisions as being
effective in preventing plans from denying enrollment from costly employees and far@lezssr
and McGuire, 2001 It should be noted, however, that the averaged quality report does not
alter a plan’s incentives to select in this way. This is in contrast to risk adjustment, which,
by bringing revenue associated with an enrollee closer to expected cost, does mitigate these
incentives.

6.4. Other mechanisms to deal with adverse selection
There are several mechanisms regulators can use to deal with plans’ incentives to select prof-

itable enrollees. If the quality of a service is not only observable but also verifiable a regulator or
a payer can make quality part of the contract. The regulator, for example, may set up standards
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for treating chronically ill patients and reward those plans that meet these standards. The main
problem with this type of mechanism, however, is that in many cases, the quality of care is not
easy to verify and even if it is, putting it in the contract could make the contract very complicated.
Furthermore, making quality of care part of the contract might create a whole set of new incen-
tives not always in the direction desired by the regulator. Plans might select enrollees or perform
procedures in a way that will boost their quality score.

Another mechanism to address adverses election is risk adjustment. If plans are paid more
(less) for patients that are expected to cost more (less), their incentives to select enrollees are
reduced. However, it is hardly ever the case that risk adjustment can completely eliminate the
adverse selection problem. As long as individuals have some information about their future health
care needs, that the payer cannot use as part of its risk adjusted payment scheme, incentives f
select enrollees on the basis of this information will remain.

A third mechanism to lessen plans’ incentives to select enrollees is cost sharing between the
payer and the plan. Cost sharing can take different forms but the idea common to all of them is
that the plan does not bear the full marginal health care costs of its enrollees and in particular of
the most expensive ones. However, as long as the plan is held responsible for some if these costs
the incentives to select the more profitable ones still remain.

It seems, therefore, that even though there are other mechanisms to address incentives tc
select enrollees, none of them is powerful enough to eliminate concerns about adverse selection.
Ultimately, a payer or regulator can make a choice among these approaches, and our work can be
viewed as adding another tool to the set of things available to address selection.

6.5. Consumer behavior and information

Our analysis above calls attention to the crucial role of consumer beliefs in market equilibrium
with imperfect information. We make the standard assumption that individuals can anticipate how
a plan would choose qualities to produce a reported average. The literature on the effect of quality
reports implies that individuals may simply be not very good at processing reptibisafd et
al., 200Q. The advantage of an averaged report from the standpoint of ease of understanding is a
distinct point from the one we identify in this paper. Study of how consumers understand reports
will be necessary in order to draw conclusions for the best form and information to be contained
in the reports.

Another key assumption in our model is that individuals rely exclusively on information from
the regulator to learn about quality. Other routes for learning may undermine a regulator’s control
of what individuals know: first, consumers may themselves have experience or may undertake
some search for information; second, plans may have an incentive to reveal information in addition
to that which is required by a regulator. Incorporating these features is likely to put restrictions
on what a regulator is able to achieve.

In health insurance markets, an employer plays the role of a consumer by contracting with the
plan or plans employees may choose among. An employer might want to know all elements of
quality of plans, but still, in terms of what is provided to employees, would want the report that
minimizes inefficiencies due to adverse selection.

This paper starts with a set of quality measures available to a regulator and asks what weights
should be used. One could take another step back and ask what information should be collected
on the basis of cost, accuracy, or other factors. We have sought to point out some of the benefits
of use of information for purposes of addressing adverse selection that should be weighed along
with these cost considerations.
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7. Discussion

In many sectors of the economy, quality reports integrate into market functioning in positive
ways. Consumer demand for quality reports supports publication of private rating services, such
asConsumer Reports, that contribute to market evaluation of quality. Quick acceptance of new
ratings by consumers is not, however, to be expected. Years elapsed, for example, between the
introduction ofU.S. News and World Report magazine's rating of colleges and the emergence of
the powerful effects (plus and minus) these ratings now have on patterns of college admissions
and other practice®yery et al., 2003 In spite of mixed results in the literature to date, quality
reporting remains a plausible low-cost strategy for making improvement in the quality of health
care services.

Managed care plans paid by capitation are prevalent in California for both commercial
employer-based health insurance and public insurance for the elderly and poor, and reports about
health plan and provider group quality are also highly developed in California. The state makes
available summary ratings based on 1-3 “stars” in four categories of quality (e.g., “care for staying
healthy,” “care for getting better”) that are based on underlying more detailed clinicalfita(
of the Patient Advocate, 20D3! Our analysis could be viewed as applying to a market such as
California where the state is structuring the information available to consumers and employees.

Casting quality reports as a policy instrument turns up an important and simple conclusion: an
averaged quality report can remedy adverse selection incentives in markets for health plans. The
reasoning is straightforward. Averaging quality across its many dimensions and reporting only
the average enforces pooling in health insurance. Choosing the weights in the average to reflect
relative marginal benefits at the efficient quality mix ensures health plans allocate resources to
elements qualities in the right way.

The power of quality reporting to correct selection-related incentives seems not to have been
appreciated previously. For purposes of comparison, as we have shown here, inthe canonical model
of health insurance markets, an averaged quality report matches the performance of optimal risk
adjustment.
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