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      One of the issues this presidential election is likely to turn on is the ongoing debate over health care reform. California is currently grappling with a problem that illustrates many of the challenges of national reform - the problem of illegal rescission based on post-claims underwriting. This problem has received recent attention from media, lawmakers, courts and consumer advocates. How California responds to the rescission challenge will reveal a great deal about the promises and pitfalls of any national solution.

      Like many states, California gives insurance companies broad discretion to decide whether to sell someone insurance in the individual market. Companies do not have to cover everyone, nor do they need to ensure that the sick can access medical care. Rather, our private insurance structure cedes control of individual access to health care to private, profit-maximizing insurance companies, and permits companies to deny coverage to those deemed too risky, and therefore unprofitable.

      It is in the health plans' interests to cover healthy people to minimize the chance that they will have to pay out large medical claims down the line. They identify such customers using "pre-claims" underwriting, or risk evaluation.  Applicants fill out a medical history questionnaire as part of their application so that plans can evaluate this risk. Plans can legitimately deny insurance if the applicant is deemed too risky.

      There are legal rules that limit plans' ability to avoid risk. Once a policy is issued, it cannot later be rescinded simply because the person ends up needing expensive health care and therefore becomes unprofitable. The plan is bound to cover these expenses - indeed this is precisely the risk the plan contracted to ensure against. The prohibition against "post-claims" underwriting prevents plans from altering their risk evaluations down the line.

      Post-claims underwriting is illegal. California law defines it as "rescinding ... a plan contract due to the plan's failure to complete medical underwriting and resolve all reasonable questions arising from written information submitted on or with an application before issuing the plan contract."

      It occurs when a plan purposefully adopts a "wait and see" approach to assessing risk. For example, although applicants are required to complete medical history questionnaires, some plans do not investigate this information before issuing the policy. They refrain from interviewing applicants, or from using medical release forms to verify the completeness of the information. These applications often have ambiguous questions that lead to innocent mistakes by the applicant.

      Instead, plans wait until claims for expensive medical treatment are submitted to investigate risk. Only then is that person's application flagged for review. If an error is found, the plan rescinds the policy retroactively, claiming that the correct information would have led the plan to assess risk differently and deny the policy.

      Rescission based on mistakes likely due to the plan's own failure to perform pre-claims underwriting allows plans to game the system of rules designed to protect consumers. It increases the chance of an innocent mistake that the plan can later use pretextually to rescind the policy and avoid paying expensive medical treatment. This undermines the rules governing allocation of risk and leaves the insured in an untenable position.

      The effects of rescission can be dramatic. Plans immediately deny coverage for medical care, refuse to pay outstanding bills and seek reimbursement for the difference of what the plan already paid and premiums received. When rescission occurs after diagnosis of a serious medical condition, it is usually too late to secure alternate forms of coverage and patients may be left with extraordinary medical bills that can be financially devastating.

      Rescissions also jeopardize access to medical care. Interruptions in medical care can cause patients with chronic or serious health conditions to end up in the emergency room or suffer permanent injury. Finally, there is significant public cost. Rescissions increase the numbers of uninsured and leave patients scrambling for care in an already overburdened public health system.


      Post-claims underwriting reveals a larger problem concerning the appropriate allocation of risk as part of health care reform generally. It highlights the danger of placing powerful profit-driven entities in control of health care access, and constitutes a fundamental flaw in reform proposals that would increase this control. Nevertheless, a number of proposals do precisely this, especially proposals to mandate the purchase of private insurance as a means for achieving "universal" health care.

      Private plans are rational, economic actors with great economic incentives to avoid paying for medical treatment where possible. This creates an inherent conflict between the insurer and the insured. Post-claims underwriting is just one example of how private insurers have minimized cost by unfairly shifting risk back to the insured. Plans have also come under fire for using unqualified administrators to second-guess physicians' medical necessity determinations, inserting gag clauses in physician contracts, and denying coverage for out-of-network providers even though network providers could not provide timely care (the most recent example being the Kaiser transplant scandal).

      The cure for this would seem to be governmental regulation and oversight, however, the government has not responded to abuses by market actors quickly or aggressively enough. Post-claims underwriting is a longstanding problem, and as early as spring 2006, regulators entrusted with oversight of these plans knew how widespread the problem had become. Nonetheless, a dispute with plans about exactly what constitutes post-claims underwriting has taken two years to resolve, and regulators have been slow to require reinstatement of policyholders for past violations.

      Despite limited legal "victories," consumers still do not have adequate protection. Plans have huge economic incentives to engage in post-claims underwriting. According to the L.A. Times, one plan avoided paying $35.5 million in medical expenses by rescinding about 1,600 polices between 2000 and 2006.

      Lawmakers admit that procedural protections are needed to prevent illegal rescissions before they happen, but no new regulations or laws have been enacted. Legislation is pending that would institute some protections, such as requiring independent agency approval prior to rescission, standardizing insurance applications, and prohibiting rescissions after six months. Not surprisingly, plans are resisting these proposals.

      Illegal rescissions are a powerful illustration of the problem with any health reform proposal that cedes more control to private insurers and expects government to check their power. Even in the narrow context of rescission, government cannot control the rational, profit-maximizing behavior by plans to game the system. Therefore it is unlikely government can do this in the context of "universal" health reform that places even more authority in the hands of private insurers.

      If we want everyone to have meaningful access to health care, we cannot rely on private market actors to provide coverage because it is not in their economic interest. Instead, we need a publicly accountable and centralized mechanism for financing care that guarantees coverage for people the market leaves behind.

      Editor's note: This is the first installment of a new regular column featuring professors from Loyola Law School in Los Angeles. 
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