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Whenever flexible compensation is discussed in the insurance 

industry, there ' s an inevitable knee-jerk reaction: What about 

adverse selection and how do you keep it from driving up the cost 

of the plan? 

Or, to take a familiar example, how do you keep all the 

employees with bad teeth from choosing dental coverage, while 

people with good teeth pass it up? 

Let's face it - -  the very purpose of flexible compensation is 
to allow adverse selection. This may be heresy in insurance 

circles, but what the industry sees as adverse selection is 

intelligent selection from a worker's perspective. When enployees 

are allowed to select the benefits they want, they tend to choose 

the ones they are most likely to use. 

This siclple truth lies beneath the appeal of flexible 

compensation to employees and the fear of this rapidly spreading 

trend among insurers. But peaceful coexistence is possible. 

Plan sponsors are learning to control the potentially 
negative effects of adverse selection without killing the powerful 

attraction of flex plans for all types of employees. 

Flexible benefits Ls a concept whose time has come. In an 
era of skyrocketing benefit costs, employers are wasting millions 

of precious dollars on traditional one-size-fits-all benefit 

packages. 
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These plans are structured for a "typical" employee who is no 

longer typical - -  the male breadwinner with a non-working wife and 
kids at home. At many large companies we have worked with, this 

vanishing breed represents less than 20% of the work force. 

Instead of a single, rigid benefit package that doesn't 

really meet the needs of women, singles and working couples, 

flexible plans offer employees a choice of benefits as well as 

access to significant tax advantages. And just as flexible plans 

are being enthusiastically accepted by employees, they are proving 

cost-effective for employers. 

Flexibility is clearly the wave of the future. With nore 

than 100 flexible plans now in existence -- some more 

comprehensive than others - -  the word has spread, and enormous 
interest has been kindled among large and small employers alike. 

So what about adverse selection? Experience has shown that 

it can be predicted, managed and controlled with two basic tools 

- -  plan design and option price tags. But before we see how they 

can be used, we must first place the issues in perspective. 

How did the concept of benefits evolve anyway? Before 

benefits, everyone was just paid in cold cash. You worked, you 

got paid for it. In general, the money you were paid represented 

the value of your work. That was it. 

What happened when someone got sick or died? Generally, 

employees got together to pass the hat; frequently families 

underwent hardships. 

So, an employer had the idea of setting up an insurance plan, 

a group plan that would benefit all employees, using some of the 

money that would have gone into cash compensation. 

Thus, it wouldn't have to cost the employer more, and it was 

an efficient way to use those compensation dollars for the benefit 

of employees. It also introduced a new element into the 

workplace; compensation was no longer based simply on the value of 

an employee's work, but also on needs. 

Eventually, a strange thing happened. Employees did not all 

perceive the change as equally attractive. A young employee who 



had no spouse complained that life insurance was useless to him, 

with no one to collect it. 

An old fellow complained that he didn't need the dental 

coverage because he already had dentures. And so, with 

individuals losing cash compensation unfairly for useless 

"benefits", we had the first kind of adverse selection. 

In other words, the whole problem of adverse selection arose 

when compensation dollars were no longer based solely on 

performance, but also on needs. With the introduction of 

benefits, the allocation function of compensation was changed. 

Then, flexible compensation came along. With flexible plans, 

the problem can be approached from a fresh direction, giving 

employers a new tool to control the allocation of money. With 

flexible compensation, we're no longer tied to the past - -  we can 
have a choice about how much compensation we will allocate based 

on need. h d  we can also solve insurance issues involved in 

benefits. 

We know that true insurance - -  protection from excessive, 
unanticipated ri.sks - -  has value for everyone. It makes sense to 

pool some compensation dollars to provide such protection. But to 

what extent should participation in an insurance arrangement be a 

voluntary decision of the employee, and to what extent a mandated 

decision of the employer? 

So how do we provide appropriate insurance arrangements in 

the work place? The purpose of flexible compensation is to allow 

people to select benefits that meet their needs. 

The real problem, however, is not adverse selection but how 

to anticipate and contain adverse selection so it doesn't drive up 

costs. This usually can be done. 

And if, in some aspects of a flexible plan, the 

employer/insurer cannot anticipate the employee's needs as well as 

the individual can, then the flexible plan can be designed and 

priced to prevent employees from exploiting their inside knowledge 

to ''beat the plan". 



Yes, employees should be able to select benefits that meet 

their needs. Rut no, the plan need not give them a totally free 

ride to the dentist. 

How, then, do we structure a flexible plan to contain 

unanticipated adverse selection? There are four proven 

strategies: 
- Like insurance companies, we can underwrite the 

individual. Thus, if an employee wants to elect a high 

life insurance option or to make a significant change 

from one year to the next, we require proof of 

insurability. 

For instance, in a plan that offers four life insurance 

choices ranging from half-pay to five times pay, the 

plan can hold year-to-year increases to one increment. 

Applying underwriting standards, proof of insurability 

is required for increases of more than one increment. 

This helps the employer know as much as the employee 

about the probability of a claim without defeating the 

purpose of the flexible plan. 

We can place restrictions on optional coverage, so 

employees can't act on inside information as their 

conditions change. 

In offering dental options, for example, some employers 

are providing 100% coverage for prophylactic care, 80% 

for ordinary dental procedures and 75% for more 

sophisticated treatment. Thus preventive care is 

encouraged, while foreknowledge of other dental needs 

cannot be exploited by the employee. 

In some plans, after the initial year of implementation, 

once a person drops the dental care option and then 

selects it again, he or she can only get 25% of the 

benefit in the first year back. In succeeding years, 

the coverage goes up by increments of 25% until the 

employee again is covered completely. 



- We can combine coverages where employee selection is 

predictable. For instance, if vision care is offered as 

a separate option, it will be selected only by people 

who are going to use it. Dental care also may be 

selected for the same reason. 

ultimately, the cost of such coverages must rise to the 

level of the experience itself, unless it is combined 

with overall medical care. In other words, vision and 

dental care can be offered only among the mix of medical 

plan items. 

- The most valuable technique to anticipate and avert 

adverse selection is the reimbursement account. 

Reimbursement accounts allow employers to give their 

employees meaningful tax breaks by enabling them to pay 

for a wide range of health care, dependent care and 

personal legal expenses that are not covered by company 

plans with pretax dollars. 

Here the price tag is exactly equal to the experience. 

The advantage to the employee is the opportunity to save 

on many known expenses, including medical plan 

deductibles and co-payments, vision and dental care and 

child care costs. 

A major advantage to the employer is that more health 

care costs can be shifted to employees in an acceptable 

way. There also is a widespread expectation that 

reimbursement accounts will tend to reduce excess use of 

health services. 

In addition to these plan design strategies that limit the 

potential for unanticipated adverse selection, an important yet 

frequently misunderstood technique is the use of option price 

tags. Some discussion of them is in order. 

There are really two ways an employer finances a flexible 

compensation program. One way is to awa'rd benefit credits to 



individual employees, who then use the credits to buy the options 

they want. 

The other way is the subsidy. Here, the employer assumes 

responsibility for the difference between total contributions for 

coverage and the actual plan experience. 

Let's examine the subsidy approach. One's first reaction is 

that for the various options in a flexible plan, the total of the 

price tags should equal the experience under the plan. The issue, 

however, goes back to allocation. 

For any individual in a group, the experience and 

contribution are not truly equal. An employer expects to allocate 

benefit credits to cover a certain amount of expenditures and to 

absorb other costs. In fact, in offering attractive options to a 

large number of people, it makes a lot of sense to use subsidies. 

Consider the dental plan example. No matter how high we 

price dental coverage, we can't really beat adverse selection. 

When employees look at price tags, they make certain judgments. 

If workers think their experience will be greater than the 

price, they elect the option; if not, they don't. If we price the 

option higher, the same judgment will be made. 

So, if we want broad participation, we must charge less, 

subsidizing some of the experience, but making the option more 

attractive to more people. And because each person's expectations 

can't be based on absolute predictability, the larger base of 

participants will bring with it more predictability and help to 

cover our cost. 
Price tags also can be used to motivate employee choice. 

That is, we use pricing to make certain options relatively more 

attractive than others. For instance, if a flexible plan offers 

two medical coverage options - -  a first-dollar option or 

comprehensive coverage with co-insurance -- we can motivate 

employees, through pricing, to choose the option we consider 

better. 

There is some evidence that when people choose lower coverage 

options, they become more careful health care consumers, because 

they have less to spend. If we think that assumption is valid, we 



should motivate employees to make the lower-coverage choice by 

pricing it invitingly. 

Now an underwriter might be appalled by this approach and 
consider it adverse selection, because the total price tags paid 

by participants would be less than the experience under the 

coverage. If an employer, however, chooses to allocate 

compensation in ways that achieve a desired objective, a certain 

amount of adverse selection is perfectly acceptable. 

In the real world of employee benefits, where employers make 

conscious choices about the allocation of compensation dollars, 

adverse selection is not a black-and-white issue. 

It is clear that it has many ramifications, and more 

knowledge is needed so that it can be dealt with intelligently. 

Good research is called for in order to fully understand various 

group experiences under different forms of coverage. 

One appropriate area of study is the predictability of 

various events relative to coverage cost. Another is the relative 

rationality of employee selections. Although the concept of 

adverse selection is predicated on the premise that employees, in 

making their choices, are perfectly rational, we know that people 

often act on emotion rather than reason. 

With a growing number of flexible compensation plans now in 

existence for several years, we can begin to study the actual 

experience of different groups in a number of ways. It would be 

interesting to know how valid our premises have been. 

Have we swung too far in the direction of allocating 

compensation based on need? Are some adjustments of the concept 

in order? Perhaps flexibility should be broadened to make 

insurance entirely optional for the employee. 

Adverse selection is an important consideration in 

structuring flexible benefit plans, but it is certainly not the 

nemesis some think it is. 


