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DEPARTMENT OF THE TREASURY
: WASHINGTON, D.C.

SECRETARY OF THE TREASURY . ’ JUI_Y 20, 2000 ,

The Honorable Charlie Rangel
Ranling Membet

Committee on Ways and Meags
U.S. House of Representatives
Washington, D.C. 20515

Dear Charlie:

- Thagk you for your recent letter regarding the so-called “access™ tax provisions added to
the House- and Senate-passed versions of HL.R. 2990, the Patients’ Bill of Rights
legislation. Those provisions were recently attached fo the Senate Labor-HHS
appropriations bill on a party line vote. The President has long supported policies that
expand health insurance coverage and improve long-term care. His budget includes an
investment of abont $140 billion over 10 years for targeted tax incentives and programs to
further these goals. :

The *“access” tax provisions in H.R. 2990, however, raise serious concerns. As OMB

- Director Jack Lew wrote in his July 17 letter to Congressman Young regarding the
Administration’s views on the Senate Labor-HHS Appropriations bill, the proposals are
expensive, would not expand coverage significantly, and could substantially increase
premiums for some Americans with traditional health insurance coverage. Moreover, the
proposals disproportionately favor high-income taxpayers and provide new tax shelters for

~the wealthy. As such, I would recommend that he veto H.R. 2990 if these tax provisions
are not eliminated or 31gn1ﬁcanﬂy altered.

cIn partlcular, the proposal to extend the Medical Savings Accounts (MSA) demonstration
permanently, coupled with changes that expand the program to workers in large firms and
reduce the required deductible, could significantly undermine health insurance coverage by
encouraging adverse selection. Healthy, younger workers would have ap incentive to -
choose MSAs and opt out of conventional insurance plans. This would leave less healthy,
older workers in conventional plans, thereby raising premiums. As a result, some lower-
income families could lose insurance since they would be unable to afford either the high

" MSA deductibles or the higher premiums for conventional insurance. Employers, facing -
rapidly growing costs in conventiona) health plans also might cho ose to stop prowdmg
coverage.

Contrary to proponents’ claims, we do not believe that MSAs will be effective at
constraining health care costs. More than 90. percent of medical expenditures are made by
those who spend more than the MSA deductible levels. Once deductible levels are reached,
taxpayers have no further incentive to testrain their health care expenditures.

MSAs also favor high-income taxpayers and provide significant new shelter opportunities.
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In addition to the fact that any tax deduction is less valuable to low and middle-income -
workers, low-income individuals are unlikely to choose MSAs because of the higher ;
deductibles and the risk of large unplanned out-of-pocket health care costs. Also, MSAs
would provide a new tax shelter for high-income taxpayers, particularly those with
incomes too high to qualify for IRAs. High-income people could make tax-deductible
contributions up to the amount of the deductible every year and earnings on the accounts
accrue tax-free. Withdrawals could be made for any purpose at any age, often with no
penalty. 4 :

Similarly, allowing a deduction for individual-market health insurance premiums would not
effectively increase the number of insured Americans. - Like MSAs, the individual
insurance tax deduction would provide a greater benefit to people with higher income —
not moderate- and low-income families who are most likely to be uninsured. In addition,

" increasing tax subsidies for individual i insurance, which in most states can be underwritten,
. age-rated, and even denied to sick people, is a poor use of taxpayer dollars if not

accompanied by insurance reforms. The Office of Tax Analysis estimates that a net of
about 600,000 people would gain insurance as a rcsult of this provxswn, at a cost of about
$18,000 per newly insured person. :

Finally, the propqsal to allow an above-the-line deduction for long-term care insurance
also raises policy concerns. Long-term care insurance is already heavily tax-favored,
providing participants IRA-like treatment without any income restrictions. In addition,

‘many long-term care insurance policies do not have necessary consumer protections like
inflation and non-forfeiture protection. Absent effective consumer protections, most

current policies lapse before long-term care expenses are ever incurred. Thus, while
investment in long-term care is essential, directing xt further towards private insurance is

unwise.

The President has proposed a strong plan that more efficiently and eﬁ‘ectively meets the
goals of the so-called access provisions -- to decrease the number of uninsured Americans

and to improve long-term care. He proposed $110 billion over 10 years to target

assistance to low-income, working families by building on SCHIP, Medicare, Medicaid
and COBRA insurance. He also proposed a broad-based long-term care initiative that

includes a $3,000 tax credit to assist families with their Jong-term care and & state program

to provide assistance to family caregivers. We would be happy to work with Conggess to
pass these provisions in the context of a fiscally responsible, overall budget framework.

"The Administration remains committed to working with ‘Congress on a bipartisan basis to
. pass a strong enforceable Patients’ Bill of Rights. However, loading the 1egislation with

fatally flawed tax provisions would undermine the ability to enact this xmportant piece of
legislation.

Sincerely,

Lawrence H, Summers
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DEDUCTION FOR INDIVIDUAL HEALTH INSURANCE PREMIUMS
WITHOUT CONSUMER PROTECTIONS
TALKING POINTS
Draft 10/27/00

It is a precedent settmg act by the Republican leadership to Spend billions of dollars providing
tax preferences for insurance premium deductions without also protecting consumers who
~ purchase individual health insurance policies.

e This “residual” market where few people stay willingly, is unstable and lacks basic
consumer protections. Researchers, including the GAO, have documented the magnitude
~ of the problems consumers face in the individual insurance market. It is irresponsible for the
Republican leadership to encourage consumers to buy 1nd1v1dual policies w1th0ut providing
for real protecnons

e The Republican proposal allows insurance companies to continue to discriminate by
denying coverage to individuals who want to purchase individual health insurance
policies. This is unprecedented. Employers are not permitted to discriminate. Insurance
companies selling group insurance aren’t allowed to discriminate. Why should insurance
companies selling individual health insurance be permitted to discriminate?

e 1In the past when Congress enacted special tax preferences for insurance, there have
- always been consumer protections. Even federally qualified long term care insurance
-policies and medical savings accounts have basic protections for consumers.
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Problems with individual (non-group) health ins'urance‘ max‘ket '
DRAFT
10/25/00

)
PROBLEM

Discrimination based on health (cherry picking). Insurance companies often discriminate on
the basis of an individual’s current health status, past health conditions, or potential future
conditions. Insurance companies are not required to sell a policy to every individual who wants
to buy it (one in every five applicants are denied coverage). o

SOLUTION

Guarantee access to health insurance. A tax subsidy alone does not mean that insurance -
companies will issue a health insurance policy to every individual who wants to buy it.© Without
a requirement to do so, individuals with any current or past health conditions will not be able to
buy health insurance.

Option: NAIC model protects consumers by requmng insurance compames to sell a
health insurance policy to every 1nd1v1dual ' '

e The model requires insurance companies to have a 30 day open enrollment period
annually that would allow any individual (even those who were previously umnsured) :
to enroll in a plan of their choice.

. ,’ The model guarantees access to all products (mcludmg access to a standard plan) for
1nd1v1duals who lost their coverage w1thm 30 days of appllcatlon for new coverage

e Insurance regulators, the i insurance mdustry, and consumers developed the NAIC
- model. .

e Currently, 4 states guarantee access to some pohcxes while 9 states guarantee access
to all products

PROBLEM -

High premiums. Insurance companies typically base premiums on health conditions, claims .
experience, age, gender, and occupation of the individual. An individual who is not in perfect
health, is of childbearing years, or is not young could pay at least a 100% surcharge over the

standard premium rate. The GAO has reported that in some cases, the surcharge is as much as

: 2000% over the standard rate.



SOLUTION

To make health insurance more affordable Congress should limit or prohibit insurance
companies from basing premiums on one’s health.

Option: limit or prohibit insurance companies from using an individual's health in
establishing premium rates based on NAIC models.

The NAIC Small Employer and Individual Availability Model Act prohibits use of
health factors in premiums by establishing "adjusted community rating" (the premium
rate is based on design of the product rather than on the risk factors of an individual
purchasing the policy). Eleven states prohibit use of health status in premium rates.

The NAIC Individual Health Insurance Portablhty Model Act establishes limits on
maximum rate variations based on an individuals risk factors Eight states use rate

: bands to hrmt the use of health status.

PROBLEM

Coverage limitations on existing or prior health conditions. When issuing a new policy,
insurance companies commonly will not cover the individual’s existing or past health conditions
(riders for pre-existing conditions).

SOLUTION

To protect individuals, the use of preexisting condition exclusions and riders by insurance
companies must be limited. Without such limits, individuals who need the excluded benefits
most would continue to go without coverage for those benefits. »

Option: limit use of preexisting condition exclusions based on the NAIC models.

The models establish a 12 months maximum period of exclusion for a condltlon that
existed within 12 months of enrollment.

The models protect individuals who were prewously insured by requiring msurance
compames to reduce the 12 months period of exclusion.

The models prohibit the use of exclusionary riders.

© 29 states have some limits on the use of preexisting condition exclusions.



Enforcement for these consumer protections

Require insurance companies to comply with substantially similar or more consumer protective
state laws that apply to individual health insurance products. If a state does not adopt a
"-substantially similar requirement within [3] years, then [HCFA/IRS] may enforce the federal _

- requirement. ' ‘ ‘ : : : o



Problems with individual (non-group) health insurance market
DRAFT
10/25/00

. PROBLEM

Discrimination based on health (cherry picking). Insurance companies often discriminate on
the basis of an individual’s current health status, past health conditions, or potential future
conditions. For example, according to underwriting guidelines from the insurance industry, an

~ insurance company will not sell a policy to an individual who uses prescribed medication or
receives regular treatment for headaches. If an individual has had an angioplasty, that individual
is also uninsurable for life. Non-life-threatening conditions such as chronic back pain could also
make an individual uninsurable. (Deborah Chollet and Adele Kirk study)

. e No guaranteed access to health insurance. Insurance companies are- not required to sell a
policy to every individual who wants to buy it. The General Accounting Office (GAO)
reports that insurance companies deny coverage to one in every five applicants (in some
states one in every three).

e The Health Insurance Portability and Accountability Act of 1996 (HIPAA) provides for
- guaranteed access only if an individual meets the following criteria: has 18 months of prior
coverage without a significant break; most recent coverage is group-based not individual
insurance; exhausts COBRA continuation coverage; and is not eligible for Medicare,
Medicaid, or other health coverage. If a state has a high-risk pool for HIPAA eligible
individuals, then insurance companies are not required to comply W1th HIPAA's access
requirements.

SOLUTION

Guarantee access to health insurance. A tax subsidy alone-does not mean that insurance _
‘companies will issue a health insurance policy to every individual who wants to buy it. Without
a requirement to do so, individuals with any current or past health conditions will not be able to
buy health insurance.

Option: - NAIC model protects consumers by requlrlng insurance companies to sell a |
health insurance policy to every individual.

e The model requires insurance companies to have a 30 day open enrollment period
annually that would allow any individual (even those who were previously uninsured)
to enroll in a plan of their choice.



e The model guarantees access to all products (mcludmg accessto a standard plan) for
individuals who lost their coverage within 30 days of application for new coverage.

o Insurance regulators the insurance 1ndustry, and consumers developed the NAIC
model. : :

. Currently, 4 states guarantee access to some pohcles while 9 states guarantee access -
* to all products. : ’

P‘ROBLEM

High premmms ‘Insurance companies typlcally base premiums on health conditions, clalms

* experience, age, gender, and occupation of the individual. (Chollet and Kirk) This practice --
different rates for different people -- is one way of discouraging individuals'with health
conditions or “potential future health conditions” from buying the policy (this is called fright
pricing/deterrent rating) An individual who is not in perfect health, is of childbearing years, or
is not young could pay at least a 100% surcharge over the standard premium rate. The GAO has
reported that in some cases, the surcharge is as much as 2000% over the standard rate.

SOLUTI()N

To make health insurance more affordable, Congress should limit or pI’Ohlblt insurance
companies from basing premlums on one’s health 4

Option: limit or prohibit insurance companies from using an individual's health in
‘ estabhshmg premium rates based on NAIC models.

. The NAIC Small Ernployer and Individual Avarlablllty Model Act prohrhlts use of
health factors inp premiums by establishing "adjusted community rating" (the premiurh
rate is based on desrgn of the product rather than on the risk factors of an individual

‘ »purchasmg the policy). Eleven states prohrbrt use of health status in premium rates. |

e The NAIC Indlvrdual Health Insurance Portabrhty Model Act establishes limits on
maximum rate variations based on an individuals risk factors Elght states use rate .
bands to limit the use of health status.



PROBLEM

Coverage limitations on existing or prior health conditions. When issuing a new policy,
insurance companies commonly will not cover the individual’s existing or past health conditions .
(riders for pre-existing conditions). Insurance companies claim that this protects them from
adverse selection — individuals buying insurance only when they get sick. Although this may be
a legitimate concern, insurance companies currently use riders even when an individual had prior
coverage and did not wait to purchase insurance until he or she became sick.

SOLUTION
To protect individuals, the use of preexisting condition exclusions and riders by insurance
companies must be limited. Without such limits, individuals who need the excluded benefits
most would continue to go without coverage for those benefits.
Option: limit use of preexisting condition exclusions based on the NAIC models.
e The models establish a 12 months maximum period of exclusion for a condition that
existed within 12 months of enrollment. Without such requirements, insurance
companies can exclude from coverage conditions that no longer exist but an

individual had years before enrollment.

e ' The models protect individuals who were previously insured by requiring insurance
companies to reduce the 12 months period of exclusion.

e The models prohibit the use of exclusionary riders.

o 29 states have some limits on the use of preexisting condition exclusions.

Enforcement for these consumer protections

Require insurance companies to comply with substantially similar or more consumer protective
state laws that apply to individual health insurance products. If a state does not adopt a
substantially similar requirement within [3] years, then [HCFA/IRS] may enforce the federal
requirement. |
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Assomatlon Health Plans

before the
Committee on Small Business
- U.S. House of Representatives

February 16, 2000

This statement is not available for public release until it is
delivered at 10:00 a.m. (EST), Wednesday, February 16, 2000.

Mr. Chairman and Members of the Committee, T am pleased to be here today to discuss the provision of
employer-sponsored health insurance by small firms. The Congressional Budget Office (CBO) recently
completed a paper on that topic entitled /ncreasing Small-Firm Health Insurance Coverage Through
Association Health Plans and HealthMarts. 1 ask that it be included in the record.

My comments today will focus on three aspects of CBO's report: the circumstances that contribute to the
relatively low rates of health insurance coverage through small firms, a summary of the rules that would
apply to the proposed association health plans (AHPs) and HealthMarts, and CBO's estimate of how the
introduction of AHPs and HealthMarts would affect the number of people insured through small firms
and the premiums they face. ‘

Factors Contributing to Lower Rates of Coverage Through Small
Firms

Employees of small firms are less likely to have health insurance than are employees of large firms. For
1996, data from the Medical Expenditure Panel Survey indicate that about 40 percent of employees in
small firms--those with fewer than 50 workers--obtained health insurance through their employer. In
contrast, almost 70 percent of workers in firms of 100 or more employees obtained coverage through
their job.

Se\/eral factors appear to play a role in the lower rate of insurance coverage through small employers: :

« Workers in small firms, on average, have lower wages and lower family incomes than workers in
large firms. As a result, small-firm employees are less able to afford comprehensive health
insurance, and less of a tax incentive exists for providing health insurance through their employer.

« Small firms typically face higher costs for providing a given benefit package than do larger firms
because of higher administrative expenses per enrollee and less purchasing power.

» Small firms generally purchase insurance that is subject to state benefit mandates and other
regulations, which tend to increase average premiums. Firms that self-insure--mostly large
firms--are exempted from those state insurance rules by the Employee Retirement Income
Security Act (ERISA).

10/12/2000 12:28 PM
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Association Health Plans and HealthMarts

Recent proposals would establish federally certified AHPs and HealthMarts, entities that would offer
health plans to participating employers. Those plans would be exempt from most state benefit mandates.
Trade, industry, or professional associations that had been in existence for at least three years could
sponsor an AHP, which would have to offer its insurance products to all member firms. HealthMarts, in
contrast, would have to be available to all small firms in a specific geographic area rather than be offered
in conjunction with an association.

Effects of AHPs and HealthMarts on Coverage and Premiums

To explore the effects of AHPs and HealthMarts, CBO constructed an analytical model using
assumptions based on the relevant economics literature. We estimate that about 4.6 million small-firm
employees and their dependents would receive coverage through the new insurance vehicles, but most of
those individuals would have obtained insurance even if current law remained unchanged. On balance,
about 330,000 more people would be covered through small-firm employment than would otherwise
have been the case. That represents a 1.3 percent increase in coverage through small firms.

Because of lower premiums, some small firms would begin to offer their employees coverage through
AHPs and HealthMarts, and others would shift from coverage obtained in the traditionally regulated
market to the new entities. Firms that moved to the new plans would, on average, pay premiums that
were about 13 percent lower than they would have faced in the traditional market under current A
regulations. They would be paying less money for less insurance, however, since some of those premium
savings would be the result of a less generous benefit package.

Introducing AHPs and HealthMarts would be likely to lead to some selection. For plans that were fully
state regulated, the proportion of firms with higher expected health costs would rise after the new AHPs
and HealthMarts became established. Consequently, firms remaining in the traditional insurance market
would see an average increase in premiums of about 2 percent.

The impact of AHPs and HealthMarts would vary from state to state, depending on the extent of state
insurance regulation. In general, states that were more highly regulated would be riper markets for the
new entities, as would areas with greater concentrations of small firms. The actual outcome of the
proposed legislation would also depend on the activities of the regulatory authorities responsible for
AHPs and HealthMarts.

(Additional information about our document formats is available.)
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NOTES

Numbers in the text and tables of this paper may not add up to totals because of
rounding.

All dollar values are expréssed as 1999 dollars.




PREFACE

The large and growing number of uninsured people in the United States, particularly
uninsured workers in small firms, continues to be a concern to policymakers. In the
105th Congress and again in the 106th, the House passed legislation that would
create two new vehicles, association health plans (AHPs) and HealthMarts, to
facilitate the sale of health insurance coverage to employees of small firms. The
effects of AHPs and HealthMarts on premiums and coverage in the small-group
“health insurance market are the subject of this Congressional Budget Office (CBO)

paper.

- James Baumgardner and Stuart Hagen of CBO's Health and Human
Resources Division prepared the paper under the direction of Joseph Antos and Linda
. Bilheimer. Michelle Jewett checked the paper for accuracy., A number of people at
CBO offered helpful comments and suggestions, including Nabeel Alsalam, Tom
Bradley, Jennifer Bullard, Steve Lieberman, Karuna Patel, David Torregrosa, Bruce
Vavrichek and Greg Waring. Additional assistance was provided by Thomas
Buchmueller, Cathi Callahan of the Actuarial Research Corporatlon Matthew
Eichner, and Gail Jensen

Leah Mazade edited the paper, and Chris Spoor proofread it. Sharon Corbin-

Jallow prepared the report for publication. Laurie Brown prepared the electronic
versions for CBO’s World Wide Web site (www.cbo.gov).

Dan L. Crippen
Director

January 2000
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SUM"‘MARYV AND INTRODUCTION

The riising number of people who lack health insurance continues to be a major

concern to policymakers. According to the Census Bureau's Current Population

Survey, about 43 million people under age 65 were uninsured in.1997. That estimate

represents about 18 percent of the nonelderly populatmn compared with less than 15
: percent who were uninsured a decade earlier.'

Given th‘at the primary source of private health insurance coverage in the
United States is employment, one might reasonably assume that people who lack
insurance also lack jobs. Yet most uninsured people are members of families with
at lezH;st one full-time worker. Uninsured workers are usually employees of small
firms (those with fewer than 50 employees), and small. firms typically face higher
costsl for health insurance than do larger firms, which may make small firms less
likely to offer-it. In 1996, 42 percent of small-firm establishments offered health .-
msurance to their employees (see Table 1). (An establishment is a single geographic
locatnon of a firm. )* By contrast, more than 95 percent of establishments in firms
mththO or more employees offered insurance. Another reason for lower rates of
»healtfh insurance coverage for workers in small firms is lower take-up rates when
insurance is offered. In 1996, about 81 percent of employees in small firms accepted
insurance coverage when it was offered by their employers -compared with 87
percent of employees in firms with at least 100 employees.?

| Concerns about low rates of coverage for employees of small firms have led
toa number of initiatives at both the state and federal levels as well as in the private
sector. One example is the formation of group purchasing cooperatives, some private
and some sponsored by state or local governments, in which firms join together to
purchase insurance in larger volumes at more affordable prices. By one estimate,
almogst a third of small firms purchase their health insurance through some form of
cooperatwe purchasing arrangement.’ Even so, concerns persist about the afford-
ablllty of insurance coverage and the lack of sufficient alternatives for reducing its
cost.| Recently, the House passed H.R. 2990, the Quality Care for the Uninsured Act
-of 1999, which among other things calls for establishing association health plans
(AHPs) and HealthMarts, two new vehicles for offering health insurance coverage

1
i
|

]
N

I Paul Fronstin, Sources of Health Insurance and Characteristics of the Uninsured: Analysis of the
March 1998 Current Population Survey, Issue Brief 204 (Wasl hington, D. C Employee Benefits -
Research Instituic, 1998), pp. | and4 . .

2. A firm may have many establishments; however, most small firms have only one.

3. This paper considers only private-sector for-pmﬁ and not-for-profit firms.
4. Stephen H.'Long and M. Susan Marquis, "Pooled Purchasing: Who Are the Players"" Health Af/um

vol. l8 no. 4 (July/August |999) pp. 105-111.




TABI:;E . HEALTH INSURANCE COVERAGE BY SIZE OF FIRM

LS

] ’ Firm Size
' (Number of Emplovees) -~
. All Ito 50 to 100 or
]3 . ~ Fims® 49 99 More
|
i .

- Number of Private Establishments (Thousands) 5,999 4,708 213 1,078
Perce]ntage Offering Health Insurance 53 42 85 95
Perce;ntage Offering a Self-Insured Plan® 28 . 20 63

i A
Number of Employees (Millions) 104 31 8 65
Percelmage Offered Health Insurance - 70 © 50 73. 80
Percqhtage Who Take Up Heaith Insurance ’
When Offered ; . 85 81 83 87

i

1
h

' ‘SOUI{CE Congressional Budget Office cal eulations using data from the insurance E:omponent of the 1996
Medical Expenditure Panel Survey, Agenecy for Health Care Policy and Research (available at
! http://www.meps.ahepr. gov/data.htm).

l

NOTE An establishment is a single geographic location of a f'rm Most small firms (less than 50 employecs)
- have only one establishment.

a. Specifically, private-sector for-profit and not-for-proﬁt firms.

l
b. Asashare ofestablishments offering health insurance. Under self-insured plans, firms bear the financial risks
of their employees’ health care costs themselves rather than purchase coverage from a health insurer or
health plan,

to snlnall employers. (The House passed similar legislation—H.R. 4250—in the
105t{h Congress, but the bill was never considered by the Senate.) Several other
proposals for AHPs and HealthMarts have also been introduced in the House.’

{ .
' This paper considers how the introduction of AHPs and HealthMarts would
affect premiums and coverage in the small-group health insurance market.® (Although
exmt!les known as association health plans already exist, all of the legislative proposals

would create federally certified AHPs operating under a different set of rules.) The

5.}  SeeH.R.448 H.R. 1136, HR. 1496, H.R. 1687, and H.R. 2926. -

6. At least one of the bills would create individuat membership associations, or IMAS, that would face -
: some regulatory rules similar to those for AHPs and HealthMarts. Unlike those proposed insurance.
i - arrangements, however, IMAs would not be sold as part of an employee benefit plan. This paper
focuses on the market for employer-sponsored health insurance available through small firms and does
not consider IMAs,



http://www.meps.ahepr.gov/data.htm

|

new, entities would be exempt from some state insurance regulations that apply to
insurance plans offered in the small-group market. Such regulations tend to increase

premiums for those traditional plans.

i Currently, about 48 million people either work for a small firm or are a
dependent of someone who does. Under the most likely scenario for AHPs and
HealthMarts, the Congressional Budget Office (CBO) estimates that approximately
4.6 r!nillion of those people might obtain their coverage through the proposed new
insul‘rance arrangements. But overall enrollment in employer-sponsored health’
' insurance would increase by only about 330,000 people, because most firms
purchasmg coverage through an AHP or HealthMart would be switching from
tradltxonal insurance coverage—that is, insurance plans subject to the full array of
state insurance regulations.” On average, premiums paid by small firms that
purchased health insurance through an AHP or HealthMart would be about I3
percent lower than the premiums they would otherwise pay under current law. With
AHPs and HealthMarts in place, the firms that continued to purchase traditional
coverage would face an average increase in premiums of about 2 percent.

!

" THE HEALTH INSURANCE MARKET FOR SMALL GROUPS

As noted earlier, small firms are less likely than large employers to offer health
insurance coverage to their employees, and small-firm employees are less likely to
take  up coverage when it is offered. Factors contributing to those lower rates of
coverage include the characteristics of workers in small firms, firms’ costs for
provﬂiding insurance benefits, and state insurance regulations. '
|
! The earnings of employees in small firms are one of the chief reasons for
lower rates of health insurance coverage among small employers. Compared with
emﬂloyees in large firms, those in small firms tend to be paid lower wages and have -
lower family income, although some employees are members of households with
hlgher-patd workers. Given their lower income, employees of small firms may be
unwilling to accept the even lower wages that would result if their employer
sponsored a health benefits plan. Furthermore, because lower-income workers
prohably have fewer assets to protect in the event of a large medical expense, they
may, place less value on having insurarice. Their lower wages also mean that small-
ﬁmt employees have less of a tax incentive to purchase insurance than do higher-paid
workers (Because employees are not taxed on their employer’s contnbutlon for

|

X ,

I Of nonelderly people in families headed by someane working for a small firm, CBO estimates that
| -almost 26 million arc currently insured through a small employer, 4 further 13 million are uninsured,
. about 3.5 million purchase coverage in the individual market, and the remainder obtain coverage from
| other sources.




I

|

healtih insurance, workers in higher tax brackets gain a larger subsidy. for health
insurance than do workers in lower tax brackets.)?

|
_ The cost of health insurance for small firms may be another factor in their
lower rates of coverage. Health insurance premiums for equlvalent benefit packages
are higher for small firms than for largeones._ The premiums themselves do not
differ consistently on the basis of firm size, but the benefit packages that large firms

' offer| their employees are more generous than those offered by small firms.’ In
addition, the administrative costs included in the premium are higher for small firms -
becall‘lse they have fewer employees among whom to spread the fixed costs of a
health benefits plan, including costs for marketing and enrollment. Premiums are
also }1kely to be higher for small firms because they do not have as much purchasing
power as large firms, which limits their ability to bargain for lower rates from

' prowders and insurers. ‘

‘ . ; . ‘
- State insurance regulations may also contribute to higher premiums for small
firms. For example, premium compression regulations, although reducing premiums
for slome firms, have raised premiums for others. Because of their size, small firms
may expenence much greater variation than large firms in their expenses for health
beneﬁts One employee’s serious illness can dramatically boost a small firm’s health
expenses and in.the absence of regulatory intervention, the firm’s health insurance
premiums could also rise substantially (since, in general, premiums are set to reflect
those expenses).'’ Such significant rate variation, and even cancellation of policies,
chareﬂtcterized the small-group market during the late 1980s.'" In response, many
state|s imposed new regulations that guaranteed availability and renewability of
insurance and limited the degree to which premlums could vary among small firms. '

In Clahfornla for-example, the highest premium that an insurer may charge for a
part1ﬁ:u1ar policy can be no more than 20 percent above its lowest premium for that
p’olic‘y._' To comply with that kind of regulation, known as premium (or rate)

|

8. | For an extended discussion of this issue, see Congressional Budget Office, The Tax Treatment of
Employment-Bused Health Insurance (March 1994). The average employee in a small firm has a
relatively low income and therefore receives little benefit from the tax subsidy. However, the tax
‘ddvantaé,e is significant for employees in those small firms, such as law firms or other professional
groups, that usually pay lngher salarles

9. See Lén Nichols and others, Small Employers: Their Diversity and Health Insurance (Washington,
D.C.: Urban Institute, June 1997).

10. That issue is discussed in Rick Curtis and others, "Health [nsurance Reform in the Small-Group
Market," Health Affuirs, vol. 18, no. 3 (May/June 1999), p. 1.

11 Elliot K. Wicks and Jack A. Meyer, "Small Employer Health Insurance Purchasing Arrangements: Can
They Expand Coverage?" New Directions for Policy, National Coalition on Health Care (May 1999)

(available at http://www.americashealth.org/releases/stevesedit.html).

12. Federal hw—specnﬁcally, the Health Insurance Portability and Accountability Act of I996-—also
incorporates guaranteed avallabxhty and renewability ofhealth insurance.
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compression, the insurer must increase the premiums it charges its lowest-cost, or
healthlest firms and reduce the premiums it charges its highest-cost firms. The result
is cross-subsidization—the increased premiums paid by the healthiest firms are used
to help pay for the expenses of less healthy firms, whose premxums are no longer
high enough to cover their expected costs. :

l

| Another way in which state regulations may have boosted premiums for small
firms is by mandating the inclusion of certain benefits in all health insurance plans.
(Ina Fnumber of states, those mandates cover treatment for alcoholism, drug abuse,
and mental illness as well as chiropractic care and bone marrow transplants.) If such
regulations force insurers in the small-group market to provide benefits that firms
would not otherwise purchase, the mandates will, in effect, push up premiums by
more than the additional coverage’s value to employees. Mandates may also
discourage some small employers from offering coverage, particularly firms with
employees who are relatively healthy and who—given the choice—would probably
forgé at least some of the mandated benefits to obtain lower premiums. Another way .
in Wthh state regulations may increase premiums is through premium taxes, which
are pald by insurers. In 1996 such taxes ranged from less than 1 percent to as much

as 4 percent of premiums. "
|

! Although, in principle, mandates and premium taxes affect the premiums of

‘any fp&rm' (regardless of size) that purchases insurance from a licensed insurer, they
freqlfently have a greater impact on small firms. The reason is that larger firms can
avoid such regulations by self-insuring—that is, by bearing the financial risks of their
empioyees health care costs themselves rather than purchasing coverage from a
health insurer or health plan. The federal Employee Retirement Income Security Act
(ERISA) exempts firms’ self-insured health plans from most state insurance regu- -
lations. However, small firms are less likely than large firms to self-insure because
they have fewer potential enrollees (employees and their dependents) among whom
to spread expenditures and as a result are vulnerable to greater financial risk (see
Table 1 on page 2). Small firms that offer coverage are much more likely to purchase
it from a health insurer and must therefore bear the full cost of state insurance
regulation

S
\
13. . General Accounting Office, Health Insurance Regulation: Varying State Requivements Affect Cost of
f Insurance, GAO/HEHS-96-161 (August 1996), pp. 26-27.
14. | Somesmall firms have chosen to partially self-insure 'by combining a self-insured plan with stop-loss

| insurance (an insurance policy that covers catastrophic health care expenditures). Partially
| " sclf-insuring limits a firm's exposure to the risk of excessive health care expenditures—a critical
| consideration for a small firm——yet allows the firm to benefit from the advantages of self-insuring,
Depending on the regulations of their state, firms that partially self-insure may avoid providing
mandated benefits and paying premium taxes. However, states may limit the attractiveness of this
option by cffectively restricting the amount of stop-loss coverage that firms may purchase.
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ASSOCIATION HEALTH PLANS AND HEALTHMARTS

AHPs and HealthMarts are intended to reduce the cost of health insurance for small

employers Like group purchasing cooperatives, they could enhance the purchasing

power of their members, and they might reduce some administrative costs. But

'AHPS and HealthMarts would have two additional advantages compared with
cooperatives: they would be exempt from most state benefit mandates, and they

could-avoid the full effect of state regulation of i msurance premiums.

Ass?eiation Health Plans
1} . .

AHPs would operate subject to several important requirements. Trade, industry, or
professional associations that had been in existence for at least three years could
sponsor an AHP, which would have to offer its insurance products to all member
ﬁrm]s Those products could constitute a full range of health plans, including a self-
insured plan, under certain conditions: generally, the AHP would have to offer at
least one fully insured plan (purchased from a licensed health insurer), and the
sponsoring association would have to meet other qualifying criteria designed to limit
favorable selection (attracting enrollees that are healthier than average) and the risk
of financial insolvency. Both the AHP’s self-insured and fully insured plans would
be e'xempt from state benefit mandates, but they would not be exempt from state
premlum taxes." i

| Because of their structure, AHPs would be subject in only a limited way to
staté laws that regulate premiums in the sma11~group health insurance market. In
‘ general AHPs would have to abide by the premium-setting regulatlons of each state
for thelr enrollees who resided in that state. Some states require insurers that offer
sma]l group policies to community-rate their premiums (a practice in which the price
for a given health policy must be the same for all purchasers despite variations in
those purchasers' expected costs per enrollee). Other states limit the degree to which
premiums for a particular policy can vary among firms. AHPs would have to follow
the s:‘tate’s rating rules, but the premiums they offered would be based on the average
expected costs per enrollee of only the association's member firms—not on the costs
of the broader (and potentially more expensive) groups that insurers offering
tradltxonal coverage serve. As a result, AHP premiums are likely to be lower than
they ‘would be if they reflected the availability rules applymg to traditional (fully
_ regulated) plans. »

Under some proposals, including H.R. 2990, states could charge premium taxes on self-insured AHP
plans commencing operations after enactment of the legislation.

s s e s | e i o s g o o
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' HealithMarts

In many respects, HealthMarts would be similar to AHPs, but certain features—in -
particular, eligibility based on geographic location rather than association
membership—would set them apart. HealthMarts would be nonprofit organizations
that offered health insurance products to all small firms within their geographic
service area, which would havé to cover at least one county or an area of equivalent
size. All of the health benefits plans that a HealthMart offered would be available -
. to any small employer within its service area. Employers who chose to participate
would have to agree to purchase health insurance only from the HealthMart. (That
is, participating employers could not offer their employees plans from the traditional
market in addition to HealthMart plans )

Like AHPS health plans offered through HealthMarts would be exempt from

most state benefit mandates but would have to pay state premium taxes. HealthMarts .

would also be subject to state premium regulations that applied within their service
area.' Unlike AHPs, however, HealthMarts could offer only fully insured plans
‘from insurance issuers licensed in the state; self-insurance would not be an option.

'HOW AHPs AND HEALTHMARTS WOULD
AFEECT PREMIUMS AND COVERAGE

“The effects of AHPS and HealthMarts on the premiums of and number of people
* enrolled in traditional plans would depend on the response of small firms to health
insurance policies comprising fewer benefits coupled with lower premiums.

Coverage might increase if AHPs and HealthMarts could offer plans with premiums
that were lower than those for traditional coverage. Firms that do not currently offer
insurance to their employees might choose to do so if the price was lower, even if the
benefits were not as comprehensive as in some plans. Yet that response is only part
of the coverage picture. Firms that already purchase traditional coverage might
instead seek lower-cost coverage through an AHP or HealthMart. If the firms that
dropped traditional coverage had healthier-than-average employees, and thus iower
~ costs for insurance, fewer of those so-called low-cost firms would remain to

subsidize the premiums of higher-cost firms. As a result, premiums for at least some

firms purchasing traditional plans would have to rise, which could lead those firms
to drop coverage.

16, Depending on the xpccmc proposai a HealthMart might be r(.qum,d 1o chy arge the same prenium to
every particip mn;n employer,
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‘ Premi‘ums in the AHP/HealthMart Market

AHPs and HealthMarts could offer premiums that were lower than those for
traditional coverage to the extent that they were exempt from state benefit mandates
and could avoid some of the effects of state premium-setting regulations. Group
purchasing of health insurance through AHPs and HealthMarts could also lower the
cost of health insurance for small firms if it reduced administrative costs or increased
firms' purchasing power. AHP premiums might undergo further paring depending
on whether a particular AHP could achieve savings through self-insurance.

Avoiding State Regulanon According to their advocates, reducing the cost of state
regulation is one of the pr1nc1pal attractions of AHPs and HealthMarts. Unlike the
purchasing cooperatives that can now be found in many states, AHPs and Health-
Marts would not be subject to state benefit mandates and might also avoid some

restrictions on premiums. (Box 1 briefly discusses several kinds of purchasing
~ cooperatives.) For example, small firms could obtain lower premiums if AHPs and
HealthMarts dropped some of the benefits that states required insurers to cover and
offered less genérous benefit packages than were available in traditional plans. The
extent of such savings and their effect on premiums would depend on whether
employees of small firms still desired some of those mandated benefits. Firms take
into account the preferences of their employees in designing their benefit packages
and will not necessarily sponsor policies that omit all mandated benefits. (One study
of self-insured employers found that many of those firms offered mandated benefits
despite their exemption from state regulations under ERISA.)"

. . Exempting AHPs and HealthMarts from offering mandated benefits might
substantially affect selection. With the exemption, AHPs and HealthMarts could
design benefit packages that had fewer benefits and were relatively unattractive to
firms whose employees had costly health care needs. Those firms would want more
extensive benefit packages and would probably maintain their enrollment in
traditional (fully regulated) plans. As aresult, their high health care costs would not -
affect the premiums offered by AHPs and HealthMarts, which might allow those -
plans to lower their costs by more than the savings from the mandates exemption
alone. Lower-priced plans with leaner benefit packages would appeal more to
healthy firms (with lower-than-average expected health care costs)—both those that
offered no coverage at all to their employees and those that already offered insurance.
Some firms with higher-than-average expected health costs might also be attracted
by the lower premiums, but they would be less likely to participate because of the
le"mex benefits.

17. Jonathan Gruber, “State-Mandated Benefits and Employer-Provided Health Insurance,” Jowrnal of -
Public Economics, vol. 55 (1994), pp. 433-464.
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. BOX L. (
HEALTH INSURANCE PURCHASING COOPERATIVES

Health insurance purchasing cooperatives are relatively paplilar among small firms. A recent
study estimated that 33 percent of establishnients in firms with fewer than 10 employees and 28
percent of establishnients in firms with 10 to 49 employees purchase health insurance through
- some type of group purchasmg cooperative.! - Such group purchasing arrangements can be di-
vided into three broad categories: state-sponsored health insurance purchasing alliances, multi-
" ple-employer welfare arrangements (MEWAs), and multiemployer union-sponsored plans (also
known as Taft-Hartley plans). ‘

To encourage small firms to purchase health insurance, a handful of states sponsored
health insurance purchasing alliances beginning in the early 1990s.? (An example is California’s
Health Insurance Purchasing Cooperative.) Typically, state alliances offer a variety of plans,
including one or more managed care options, to any qualifying employer who wishes to purchase
insurance through the alliance, and employees then enroll in the plan of their choice. The health
plans that alliances offer are subject to normal state insurance regulations, including
premium-setting rules and benefit mandates, although a few states exempt alliance plans from -
some of those reqmrements ) . . -

MEWAs can take many different forms. including privately sponsored alliances, which
function like the state-sponsored type, and association health plans, which can offer coverage
only to members of their sponsoring association. (Those existing association health plans should
not be confused with the proposed association health plans that are the focus of this paper.) The
association-sponsored plans are employee benefit plans as defined by the Employee Retirement
Income Security Act, or ERISA, They are more likely than purchasing alliances to offer a limited
selection of health insurance options, and they can self-insure if they choose. In general, both
fully insured and sclf-insured MEWAs are subject to state. insurance regulations, including
benefit mandates and premium- settmg rules.

Union-sponéorcd plans are’the only type of purchasing cooperative that does not have to
adhere to state insurance regulations. Even though Taft-Hartley plans may involve many employ-
ers, ERISA clagsifies them separately from MEWAs and exempts them from state regulations

" . such as benefit mandates and premmm-settmg rules.

\ There is Jittle direct evidence about the effect of cooperatives on premiums. According to
a study of a major purchasing alliance-in California, the premiums that participating insurers
offered to qualifying small einployers were not as low as those offered to large firms.” Long and
Marquis’s analysis of a national survey of small firms found that premiums for cooperatives were
roughly the same as those offered by traditional plans. The advantages of alliances appear to be
primarily choice and information. For about the same premium, firms purchasing their coverage
through a cooperative are more likely than other small firms to offer a choice of health plans to
their employees. They also have better access to information about those plans such as the
benefits offered and the quality of care provided.

[. Stephen H. Long and M. Susan Marquus "Poolcd Purchasing: Who Arc The Playcrs)“ Healfh Affairs, vol.
18, no: 4 (July/August 1999), pp. 105-111.

Susan §. Landluna and others, State Legls!an ve Health Care and Insurance Issues: }9)6 Survey o;’ mem
(Chicago, HL.: Blue Cross/Bluc Shicld Association, 1996).
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Jill Yegian and ull}crs‘ Healdt Insurance Purchasing Alliances for Small F irms: Lessons JSram the Culifor-
nia Experience (Oakland, Calif.: Cafifornia HealthCare Foundation, May 1998).




~ In the long run, one would expect the most successful AHPs to be sponsored
by associations whose members had lower-than-aveérage health care costs.
Similarly, the most successful HealthMarts would probably be located in lower-cost
areas of the country or areas where the costs of regulation and mandates were high.

Group Purchasing. To a limited extent, the advantages offered by group purchasing
might enable AHPs and HealthMarts to offer premiums that were lower than those
for traditional coverage. Like other group purchasing arrangements, AHPs and
HealthMarts would probably have more negotiating power with health insurers than
would small employers negotiating on their own. The larger the number of .
potential enrollees, the more willing health insurers and provider networks would
be to discount their rates to attract business. Another advantage of group
purchasing that might be reflected . in lower premiums would be lower
administrative costs—with group purchasmg, some ﬁxed costs would be shared
among a larger number of enrollees.

Savings from group purchasing, however, are unlikely to induce many small
- firms to add coverage, because the group purchasing option, with its associated
~ advantages, is already available to them through purchasing cooperatives. One
~ exception may be AHPs and HealthMarts in states that have not been particularly
~ supportive of cooperative purchasing arrangements. : ‘

. Self-Insuring Through AHPs. Although AHPs would be able to offer self-insured
plans, several factors would limit the attractiveness of that option. For example, all*

plans offered by AHPs, whether self-insured or fully insured, would be exempt
from benefit mandates and would have to pay premium taxes. As a result, self-
insured AHP plans would offer no advantage in those areas over fully insured AHP
plans."® Other advantages of self-insuring might also go unrealized. For example,
firms that self-insure can retain and earn interest on the money that they would
ordinarily pay in premiums to a health insurer until the money is needed to pay
medical claims."” But small firms enrolling in an AHP’s self-insured plan would
still have to pay premiums to a third party—the AHP. Moreover, to curb favorable-
selection practices, some of the proposals being considered would restrict the self-
insurance option to AHPs sponsored by associations whose member firms had
higher-than-average health expenditures or represented a broad cross-section of .
mdustnes (suchasa chamber of commerce)

i

18.  Some association-sponsored p ans in existence on the date of enactment of an AHP/ HealthMart
proposal might be able to claim an exemption from premium taxes.

19. . See Martha Patterson and Derek Liston, Analysis of the Number of Workers Covered bv Self-Insured

Health Plans Under the Employee Retivement Income Security Act of 1974: 1993 cma’ 1995 (Menio .
Park, Calif. {emyJ Kaiser Family Foundation, August 1996)
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The option to self-insure jointly with other firms is not new. ERISA already
allows small firms to self-insure by joining together with other firms in so-called
multiple-employer welfare arrangements (MEWAs). However, MEWAs might not
be as attractive a vehicle for self-insuring as AHPs would be. Unlike AHPs,
MEW As must comply with some state regulations, including benefit mandates. In
addition, some small firms may consider participation in a MEWA to be too risky.
Overlapping state and federal laws have made regulating MEWAs a complicated
and difficult task. According to the General Accounting Office, “MEWAs have
proven to be a source of regulatory corifusion, enforcement problems, and, in some
instances, fraud.”® As of December 1998, the Department of Labor had initiated
358 civil and 70 criminal investigations of MEW As that affected over 1.2 million
enrollees and involved monetary viola\tions of more than $83.6 million.”!

To bypass such problems, all of the AHP proposals include requirements to -
facilitate effective regulation of small firms that self-insure collectively. AHPs that -
_offered self-insured plans would be subject to federal solvency standards, including
requirements to set aside adequate reserves and to purchase ‘stop-loss and
indemnification insurance. Stop-loss insurance, which insures against the risk of
unusually high claims, would apply to claims for a specific enrollee as well as
aggregate claims for the plan as a whole. Indemnification insurance would pay
outstanding claims if the plan was unable to meet its obligations. Thus, although
self-insured AHP plans might not offer many advantages over their fully insured
counterparts, they might still be more. attractive to small firms than self—msurmg
through a MEWA :

Premiums for Traditional Insurance Plans

If firms with healthier-than-average employees switched from traditional insurance
to AHPs and HealthMarts, premiums for some firms’ traditional policies would rise.
" Moreover, that selection effect could be exacerbated by recently enacted federal

requirements regarding the portability of insurance coverage. The Health Insurance
Portability and Accountability Act of 1996 limits exclusions for preexisting
conditions when purchasers of insurance switch from one policy to another. That
provision could lead to the sorting of “healthy” and “sick” firms into AHP/HealthMart
and traditional plans, respectively. For example, a firm with healthy employees (and
thus relatively low expected health costs) might purchase a relatively inexpensive
policy (covering few mandated benefits) in the AHP/HealthMart market. If one or

20.  General Accounting Office, Em[ﬂayee Benefits: States Need Labor's Help Regulating Multiple
Employer Welfure Arrangements, GAO/HRD-92-40 (March 1992), p. 2. .

21, Department of Labor, Pension and Welfare Benefits. Administration, Office of Public Affairs, “Fact
Sheet on MEWA Enforcement” (December 1998). ‘
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more of its employees subsequently developed a serious illness, the firm could
switch back to a traditional plan to obtain a more comprehensive policy, and its
employees would face no exclusion (or only a limited exclusion) for preexisting
conditions.?” '

To discourage favorable-selection practices, the proposals covering AHPs
and HealthMarts generally include requirements that would limit their ability to
attract healthier-than-average groups. For example, AHPs would have to offer their
plans to any small firm that qualified for membership in the sponsoring association.
‘Similarly, HealthMarts would have to make their plans available to any small firm
located in their designated geographic area. A further factor tempering favorable-
selection efforts may be that increasingly aggressive attempts by AHPs and
HealthMarts to attract low-cost firms would add to administrative costs. Moreover,
premium-setting regulations would still apply.

Even if AHPs and HealthMarts were successful in attracting primarily .
low-cost firms, the resulting premium increases for- traditional plans would be
relatively small. High-cost firms would be a small minority of those firms retaining
traditional coverage, even though some lower-cost firms would switch to less costly
AHP or HealthMart options. The low-cost firms that continued to purchase
traditional health insurance would cross-subsidize the higher-cost firms, just as they
do now.

Coverage

How AHPs and HealthMarts affected coverage would depend on how small firms
responded to changes in premiums and benefits and, more specifically, on the
differential responses by low-cost and high-cost firms. The effect on coverage of
reforms in the small-group market that were enacted by many states in the early
1990s—reforms that AHPs and HealthMarts would weaken—may provide some -
insight into the potential impact of the proposed new insurance vehicles. Although
the reforms may have stabilized premiums and made health insurance more
available in the small-group market, they may also have led to reduced coverage:
between 1987 and 1996, enrollment of small-firm employees in employer-
sponsored health insurance declined by about 3 to 4 percentage points.”

22. For a limited set of categories, federal portability regulations allow plans to impose limitations on
coverage of preexisting conditions if a person’s previous plan did not cover those conditions. The
coverage categories are mental health, substance abuse treatment, prescription drugs, dental care, and
viston care.

23, See Philip Cooper and Barbara Sehone, "More Offers, Fewer Takers for En"lp’loyment-Bascd Health
Insurance: 1987 and 1996, MHealth Affairs, vol: 16, no. 6 (November/December 1997), p. 14.
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New insurance laws—including benefit mandates and premium
compression requirements—that raised premiums .for low-cost firms in the
small-group market probably contributed to that loss of coverage. Benefit mandates
may have caused firms to pay for benefits that their employees did not value highly.

" When those mandates resulted in higher-priced insurance policies, some losses in
coverage probably occurred.” Premium compression requirements, which lead to
low-cost firms cross-subsidizing the coverage of higher-cost firms, raise the cost of
insurance for firms with healthier employees and lower it for firms with less healthy
employees.** Some empirical studies suggest that because low-cost firms and their
employees have less immediate need for health insurance, they may be more
sensitive to price changes than high-cost firms and their employees (see the
appendix). Consequently, the studies show that the number of employees in low-
cost firms who dropped coverage when their premiums rose was greater than the

" number of employees in hlgh -cost firms who gained coverage when their premiums

fell.

The differential responses to changes in premiums by firms with different
expected health care costs is key to understanding the net effect of AHPs and
HealthMarts on coverage. AHPs and HealthMarts would weaken some of the
effects of state premium reforms; as a result, some low-cost firms would gain
~access to lower premiums, but some high-cost firms would see their premiums
rise.”® If, indeed, high-cost firms respond less to price changes than do low-cost
firms, the resulting net coverage loss among high-cost firms would probably be less
than the net coverage gain among low-cost firms, so overall coverage levels would
probably increase. In addition, the mandates exemption of the AHPs and
HealthMarts would allow them to offer plans with fewer benefits and at a lower
price than the traditional plans can offer. The new plans are likely to be particularly
attractive to low-cost firms, which would eéncourage some firms and workers to add
coverage.

24. - Because premium compression requirements also effectively imipose an upper limit on the price of
policies sold to higher-cost groups, insurers may have responded by not aggressively marketing their
plans to as many firms with relatively less healthy employees as they would have if they had been
altowed to charge higher rates.

25. That statement would be true only in general. A number of low-cost firms might remain enrolled in

: traditional plans, cven though some of them would face increased premiums as other low-cost firms
switched to AHPs and HealthMarts. In addmon some high-cost firms might obtain access to an AHP
or HealthMart with predominantly healthy firms, enabling the high-cost firms to pay lower premiums
than they would have paid if they had purchased traditional coverage.
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' ESTIMATING THE EFFECTS OF AHPs AND :
HEALTHMARTS ON PREMIUMS AND COVERAGE

CBO constructed an analytical model to project how small firms and their
employees would respond to the introduction of AHPs and HealthMarts. Two
measures of the potential impact of those proposed new insurance arrangements are
_the net increase in the number of people covered by insurance and the. increase in
total premiums paid to-insurers. The latter measure reflects both the additional
people covered by insurance and the net overall changes in the value of benefits
offered to people with coverage. Changes in coverage might accompany either an
increase or decrease in the total premiums paid. The estimates reported here
indicate the long-term changes in premiums and coverage that would occur after the
market had fully adjusted to the introduction of AHPs and HealthMarts.

MamnF indings

The model’s main findings rely on assumptions that were developed from the
results of empirical studies about how firms and employees respond to changes in
premiums and insurance regulations (see the appendix for details). Under those
assumptions, the introduction of AHPs and HealthMarts would increase net
coverage through small firms by about 1.3 percent, or 330,000 people, including
employees and their dependents (see Table 2). The increase in the overall number
of people with insurance, however, would be slightly lower, because some of those
who gained employer-sponsored coverage through AHPs and HealthMarts would
have otherwise obtained coverage through the individual market. The 330,000
figure represents a net increase of about 340,000 enrollees among low-cost firms
that would be slightly offset by a net drop of 10,000 people among higher-cost
firms. (For these estimates, low-cost firms are those with expected claims costs per
enrollee in the lower 90 percent of the distribution for all small firms.) Altogether,
CBO estimates that about 4.6 million people would be insured through AHPs and
HealthMarts, with most of those people switching from the fully regulated market
to the new plans.

Once AHPs and HealthMarts were in full operation, total premiums paid
annually by small firms and their employees would be approximately $150 million
more than they otherwise would be, which represents about a 0.3 percent increase in
total spending for health insurance in the small-group market (see Table 3). Firms
that continued to purchase traditional health insurance plans would pay an
additional $800 million in premiums. That increase would be more than offset by
the $1.2 billion in net premium savings that would result because firms faced lower
premiums in AHP and HealthMart plans. In addition, the net increase in coverage
among low-cost firms would add $600 million in premiums; among higher-cost

i
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TABLE2. ESTIMATED EFFECTS OF ASSOCIATION HEALTH PLANS AND
HEALTHMARTS ON COVERAGE IN THE SMALL-GROUP
HEALTH INSURANCE MARKET

Number of
Enrollees®
Coverage Under Current Law (Millions) 24.6
Changes When AHPs and HealthMarts
Are in Full Operation
Low-cost firms® 340,000
High-cost firms® - 10,000
Total 330,000
Coverage When AHPs and HealthMarts
Are in Full Operation (Millions)
AHP or HealthMart plans 4.6
Traditional plans® 203
Total

249

SOURCE: Congressional Budget Office.

NOTE: All figures refer to health insurance coverage obtained through private-sector for-profit and not-for-

profit firms with 50 or fewer employces.

a. Workers and their insurcd dependents. However, thesc figures exclude an estimated 1.3 million people

who participate in self-insured employer-sponsored plans under current law,

b. Firms with expected health costs in the lower 90 percent of the cost distribution.

c. Firms with expected health costs in the upper 10 percent of the cost distribution.

d. Subjéct to full state regulation.
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TABLE 3. ESTIMATED ANNUAL EFFECTS OF ASSOCIATION HEALTH PLANS
AND HEALTHMARTS ON TOTAL PREMIUMS IN THE SMALL-GROUP
HEALTH INSURANCE MARKET

Millions of Dollars

Total Premiums Under Ctlrtent Law 50,400

Changes When AHPs and HealthMarts
Are in Full Operation

Premium savings from net enrollee movement to AHPs and HealthMarts -1,200
Increased premiums for firms covered under traditional plans® ‘ 800
Net increase in coverage among low-cost firms® - - 600
Net decrease in coverage among high-cost firms® ‘ -50

Total : 150

Total Prcmxums When AHPs and
HealthMarts Are in Full Operation ’ 50,550

SOURCE: Congressional Budget Office.

NOTES: All figures refer to health insurance coverage obtained through private-sector for—pmﬁ t and not-for-
profit firms with 50 or fewer employees.

The term “enrollee” includes insured workers and their insured dependents but excludes an estimated
1.3 million people who participate in self-insured employer-sponsored plans under current law.

a. Traditional plans are subject to full state regulation.
"b. Finms with expected health costs in the lower 90 percent of the distribution.

¢. Firms with expected heaith costs in the upper 10 percent of the distribution.

firms, the increase in the price of traditional plans would lead to a cut of about $50
million worth of coverage.

The price of a policy would be lower for some firms as a result of
introducing AHPs and ‘HealthMarts. On average, premiums paid by firms that
participated in AHPs and HealthMarts would be about 13 percent lower than the
premiums they would pay in the small-group market under current law (see. Table
4). Five percentage points of that reduction come from the benefit mandate
exemption and savings from group purchasing (see the appendix). The other 8
- percentage points stem from the expected health costs of firms in the AHP and

16



TABLE 4. ESTIMATED EFFECTS OF ASSOCIATION HEALTH PLANS AND
HEALTHMARTS ON AVERAGE PREMIUMS IN THE SMALL-GROUP
HEALTH INSURANCE MARKET

Percentage

Change in the Average Premium Paid by Firms _ -

That Participate in AHPs or HealthMarts -13
Change in the Average Premium Paid by Firms E ,
That Retain Traditional Coverage® , - ' 2

. SOURCE: Congressional Budget Office.

NOTES: All figures refer to health insurance coveragé obtained through private-sector for-profit and not-for-
profit firms with 50 or fewer employees.

Changes are calculated relative to premiums under current law.

a.  Traditional coverage is subject to full state regulation.

HealthMart market that are generally lower than average and that allow
participating firms to avoid some -of. the premium-boosting effects of rate
compression laws.

Once AHPs and HealthMarts became available, firms that continued to
purchase traditional plans would, on average, see some increases in their premiums
arising from the shift of some low-cost firms to the new insurance vehicles. CBO’s
projections indicate a net transfer of approximately 4.3 million enrollees in low-cost
firms from fully regulated plans to an AHP or HealthMart plan. Those transfers
would cause premiums offered to firms with traditional coverage to rise, on
average, by 2 percent. The increase is relatively small because low-cost firms
‘would continue to be a substantial part of the market for traditional plans.

F indings Under Alternative Assumptions

To determine a plausible range of possible outcomes once AHPs and HealthMarts
were introduced, CBO varied its assumptions about the behavioral responses of
firms and employees (see the appendix). At one extreme, the model estimated that
coverage through small firms would increase by only 10,000 enrollees. That figure
is associated with a negligible increase in premiums for small firms purchasing
traditional insurance and a 9 percent reduction in premiums for participants in AHPs
and HealthMarts. At the upper end of the range, the model estimated that coverage
could increase by as many as 2 million people. The accompanying changes in
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premiums would be an increase of 2 percent for firms retaining traditional coverage
and a reduction of 25 percent for firms participating in AHPs and HealthMarts.

Under those alternative scenarios, the total number of enrollees in AHPs and.
HealthMarts ranges from- less than Imillion to 5.7 million.”

CONCLUSIONS

CBO projects that the introduction of AHPs and HealthMarts would have only
slight effects on insurance coverage nationwide, increasing the number of people
insured through small firms by about 330,000. Although about 4.6 million people
‘would enroll in the new ‘plans, the net boost in the number of people insured
through small firms would be far smaller because many enrollees in the new plans
would otherwise have been insured through traditional plans and because the
‘increase in enrollees from some firms (those that gained coverage through AHPs
and HealthMarts) would be offset by the decrease in enrollees from others (those
that dropped their traditional coverage). Although coverage among small firms
would grow by about 1.3 percent, total spending for health insurance would actually’
rise by only 0.3 percent, for two reasons: some coverage would be less

comprehensive—Dbecause AHPs and HealthMarts are exempt from most state-

mandated benefit requirements—and the mix of low-cost and high-cost firms with
coverage would change

If low-cost firms moved to AHPs and HealthMarts, some firms with
traditional coverage would see their premiums rise because fewer low-cost firms
would remain to cross-subsidize the high-cost firms. In response, some firms and
workers covered under traditional plans would drop coverage, but most would

- continue to be covered and pay slightly higher premiums. After summing the
changes in enrollment in both AHP/HealthMart and traditional plans, CBO
estimates that, on balance, high-cost firms would drop covérage and low-cost firms
would add coverage. Consequently, among firms that have coverage, the

_ proportion of low- cost firms would increase, and the share of high-cost firms would
decrease. :

Among the states, the impact of AHPs and HealthMarts would probably be
uneven because states differ.in the extent and intensity of their regulations. States
that have imposed relatively strict premium compression rules would be likely to
attract more of the new plans than states that allow insurers to charge a wider range
of premiums. The reason is that in states with more tightly compressed
premiums—where the most cross-subsidization occurs—low-cost firms would face the
greatest potential difference in price between traditional and AHP/HealthMart plans.
Similarly, states with benefit mandates that are more costly or that cover benefits
perceived as having little value to the average employee would be ripermarkets for |

"AHPs and HealthMarts, as would areas with greater concentrations of small firms.
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" In addition to considering who would gain and who would lose under these
proposed new insurance' arrangements, policymakers must address issues of ]
regulatory authority and solvency standards. Much uncertainty attends the over-"
lapping of federal and state jurisdiction over AHPs and HealthMarts. States, for -
example, “would exercise, considerable regulatory authority over HealthMart
plans—which could only be fully insured products offered by state-licensed
insurers. But the Department of Health and Human Services would also be given '
regulatory authority over HealthMarts. States would have some authority over = °
AHPs but might rely on the Department of Labor to oversee those plans—especially -
since self-insured AHPs would have to comply with federal solvency standards.
How great a role the federal government or the states played in regulating the new -
entities would depend, in. part, -6n the resources that the two designated federal
oversight agencies devoted to that function.
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APPENDIX: MODELING THE EFFECTS OF AHPs AND HEALTHMARTS

In modeling the effects on the small-group market of introducing association health
plans and HealthMarts, the Congressional Budget Office based its analysis on
legislation recently introduced in the Congress, although the analysis may not
reflect the specific provisions of any particular bill. CBO’s model took into account
how benefit mandates affect insurance costs and how firms respond to changes in
premiums. lts estimates of premiums are based on the expected insurance costs of
participants in the small-group market after. factoring in state regulatory rules that
restrict the range of premiums an insurer can charge.

_ The analysis considered two regulatory eénvironments. In the first, which
follows current law, small firms purchase traditional, or fully state regulated,
insurance plans. In the second, firms may either purchase an AHP or HealthMart
plan or obtain traditional coverage. By comparing the outcomes under the two sets
of circumstances, the model estimated how AHPs and HealthMarts would affect
coverage and premiums among small firms.

Assumptions

To choose assumptions to feed into the model, CBO reviewed studies of the health
insurance market and tabulations from available data files. The major assumptions
used in modeling the effects of AHPs and HealthMarts covered the following areas:

0 Savings achieved through exemption from state benefit mandates;
0 Savings froim‘group, ﬁurchasing arrangements;

0 _ Coverage changes in response to a change in the price of insurance;
o Insured firms’ w1lhngness to switch to 1ess expensive, less compre-

hensive plans;

0 Differences in insurance costs between firms with healthy
employees and those with sicker employees; and

0 Premium reductions in the AHPXHealthMart market from avoiding
_ rate compression.

: Sévings Achieved Through Exemption from State Benefit Mandates. The main
findings reported earlier were based on the assumption that AHPs and HealthMarts
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would save 5 percent of insurance costs because of their exemption from state
benefit mandates. CBO developed that assumption after analyzing empirical
studies whose results imply a wide range of costs imposed by such requirements.

Some firms and employees will drop coverage when the price of an
insurance policy rises. Therefore, studies of how mandates affect coverage will
also yield some insight into how they affect costs. Gruber studied how state
mandates influenced insurance coverage in firms of less than 100 employees and
found that they had a riegative but not statistically significant effect.' He estimated
that states passing all five of the mandates he designated as expensive (which
included mental health services and drug abuse treatment) would see coverage drop
by 1.2 percentage points, measured from a base of 46.5 percent of workers with
employer-sponsored insurance in firms with less than 100 workers. He also found
that a | percent increase in the actuarial costs of mandated benefits reduced
. coverage by 0.17 percentage points. (Actuarial costs are the costs of the claims
paid for those benefits.) As Gruber recognized, a reason for the small effects he
found was that his measure of costs overstated the actual additional costs that a
mandate law imposes on insurance plans because many plans would have covered
some benefits even in the absence of a legal mandate.

Summarizing studies that examined several states, the General Accounting
Office found that the actuarial costs of mandated benefits ranged from 5.4 percent
to 22.0 percent of total claims costs.” But the potential savings from the mandates
exemption are smaller than the actuarial costs of the required benefits to the extent
that health plans would have covered those benefits anyway. To adjust the results
of studies that looked at actuarial costs, CBO used data on the frequency with
which a health plan covered certain benefits (those that fell under the mandates
Gruber designated as expensive) even though the state in which the plan operated
did not require such coverage. Those calculations suggest a range of 0.28 percent
to 1.15 percent as the effective marginal cost of state mandates.

Compared with the evidence noted above, the work of other researchers
indicates that mandates impose greater costs and exert much larger and statistically
significant effects on coverage. Such studies suggest that firms’ and workers’
decisions about coverage are more sensitive to premiums than is typically assumed.
For example, Marsteller and others found that a mandate to cover alcoholism or
drug abuse treatments significantly reduced private insurance coverage by about 2.5

I Jonathan Gruber, "State-Mandated Benefits and Employer-Provided Health nsurance,” Journal of
Public Economics, vol. 55 (1994), pp. 433-464.

2. General Accounting Office, Health Insurance Regulation: Varying State Requirements Affect Cost of
Insurance, GAO/HEHS-96-161 (August 1996). ’
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percentage points.” And Jensen and Gabel’s study of small firms indicated that -
about one-fifth to two-fifths of firms not offering coverage would do so if state
mandates were eliminated.* Sloan and Conover analyzed individual-level data
gathered from multiple states over time and concluded that removing the average
number of benefit mandates would increase coverage by 4 percentage points—a
figure suggesting that the lack of coverage for between one-fifth and one-fourth of
the uninsured is attributable to benefit mandates.” The findings from Jensen and
Gabel and Sloan and Conover are consistent with either or both of the following
statements: firms’ and workers’ decisions about coverage are more sensitive to
premiums than is generally assumed, and the marginal cost of mandates could be 10
percent or more.®

Savings from Group Purchasing Arrangements. As discussed earlier, CBO
assumed that cost savings arising from the group purchasing feature of AHPs and
HealthMarts would be negligible. The work of Long and Marquis supports that
assumption; they found no substantial evidence that joining a purchasing
‘cooperative produced lower insurance costs for firms.’

Coverage Changes in Response to a Change in the Price of Insurance. Elasticity of
demand is a way of gauging responsiveness to price changes. For the estimates
presented in the text, CBO assumed that the overall elasticity of demand for
insurance through small firms is -1.1, meaning that an increase of 1 percent in the
price of insurance will reduce coverage by 1.1 percent. That elasticity is larger than
many researchers would typically use in evaluating the health insurance market in
general. Nevertheless, studies focusing on the insurance-purchasing behavior of
small firms suggest that an elasticity of that size is reasonable and that compared

3. Jil A, Marsteller and others, Variations' in the Uninsured: State and County Level Analyses
(Washington, D.C.: Urban Institute, June 1998).

4. Gail A. Jensen and Jon R, Gabe “State Mandated Benefts and the Small Firm's Decision to Offer
Insurance,” Journul of Regulatory Economics, vol. 4 (1992}, pp. 379-404.

5. Frank A. Sioan and Christopher J. Conover, “Effects of State Reforms on Health Insurance Coverage
of Adults,” Inguiry, vol. 35 (Fall 1998), pp. 280-293. :

6. Selecting the most “reasonable” assumption from among a wide range of empirical findings is not
always an easy task. Yet models require such choices to produce estimates of effects. Other
researchers besides CBO. analysts have also had to make assumptions about the savings achieved
through the cxemption from state bencfit mandates. In a recent study, for example, Blumberg,
Nichols, and Liska developed a microsimulation model that required such an assumption. Like CBO,
they reviewed the literature and chose to assume that AHPs and HealthMarts would save § percent as
a result of the exemption. See Linda J. Blumberg, Len M. Nichols, and David Liska, Choosing
Employment-Based Health Insurance Arrangements: An Application of the Health Insurance Reform
Stmulation Model (Washington, D.C.; Urban lnstitute, March 1999).

7. Stephen H. Long and M. Susan Marquis, “Pooled Purchasnu, Who /\u,thc Players?” Heu!rh Affzms
) vol. 18, no. 4 (July/August I999) pp. 105-111.
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with large firms, small firms are s1gn1ﬁcantly more responsive to changes in the
price of insurance.

For example, Feldman and others analyzed decisions about coverage made -
by small firms in Minnesota and found elasticities that ranged from -3.9 to -5.8.°
Blumberg, Nichols, and Liska used a more representative data set covering firms in
10 states and found that the smaller the firm, the greater its sensitivity to price.””
They calculated elasticities -of about -1.5 for firms with fewer than 10 workers.
Jensen and Gabel studied losses in coverage as a result of mandates. On the basis of
their findings, CBO estimated that if the costs to a firm for mandated benefits are
15 percent of premiums, then the elasticity of demand for coverage by small firms
is about -1.8.'" If mandates cost a firm less than 15 percent, the implication is that
small firms are even more respons1ve to price changes than a -1.8 elasticity would
indicate.

Studies . that have :examined the demand for health insurance more
generally—that is, not restricting the analysis to small firms—have for the most part
found less respons1veness That viewpoint is illustrated by CBO’s 1993 survey,
which adopted an elasticity of 0.6. "

Insured Firms’ Willingness to Switch to Less Expensive, Less Comprehensive
‘Plans. CBO’s model also required assumptio'ns about the willingness of otherwise
insured employees and employers to switch to less expensive, less comprehensive
health benefits plans. For its main findings, CBO thus assumed that more than 20 .
percent of otherwise insured people would switch to an AHP or HealthMart plan in
exchange for a premium reduction of 13. percent. High-cost firms and their
employees were assurned to be only one-fourth as willing as low-cost firms to
switch to a lower-priced but less comprehensive plan. \
‘ CBO considered the results of several empirical studies in developing its

-assumptions about this factor. For example, Buchmueller and Feldstein, who
examined the willingness of employees to switch health plans in response to changes
in premiums, found that a $10 increase in the monthly premium would cause about
26 percent of enrollees to switch to a less expensive plan, whereas an increase of

8. ~ Roger Feldman and others, “The Effect of Premiums on the Small Firm’s Decision to Offer Health
Insurance,” Journal of Human Resources, vol. 32, no. 4A(Fu'll 1997), pp,v637-658.

9. ) Blumberg, Nichots, and Liska, Choosing Employment-Based Health Insurance Arrangements.
. 10. Jensen and Gabel, “Stathandated Benefits.”

bL. Congressional Budgcet Office, Behavioral Assumptions for Ess‘r.imaring the Effects o_f: Health Care
Proposals, CBO Mcmorqn'dum (November 1993).
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$20 per month would cause about 30 percent to switch."> Those findings are
consistent with an assumption that a price discount of 15 percent relative to the
price of a more comprehensive plan would cause about 26 percent of policyholders
to switch, whereas a 30 percent discount would cause about 30 percent to switch.
Morrisey and Jensen focused on small firms switching from fee-for-service plans to
managed care plans in response to premium changes.” They found that a change of
10 percent in premiums would cause an increase of only about 3 percentage points
in the fraction of firms switching plans. In its model, CBO used Buchmueller and
-Feldstein’s results for its central assumption, but analysts reduced those results by
their statistical margin of error to reflect the overall range of findings in the
literature. - » | : o '

Differences in Costs for Low- and High-Cost Firms. CBO designated firms as
either low or high cost depending on their average expected health expenses. For
the main findings reported in the text, CBO defined low-cost firms as those with
expected costs per enrollee in the lower 90 percent of the distribution of expected
health costs among small firms; high-cost firms were those with costs in the highest
10 percent. CBO. further assumed that low-cost and high-cost firms would be
segregated in the AHP/HealthMart market because AHPs and HealthMarts face less
sweeping . availability requirements than- those confronting insurers offering
traditional plans. CBO chose to divide firms at the 90th percentile. because of the
skewed nature of expected health costs—relatively few firms have unusually high
expected costs. Since small firms with high expected costs stand out in the
distribution much more than do firms with low expected costs (which tend to
cluster together toward the bottom), AHPs and HealthMarts could probably avoid
enrolling those few least-healthy (high-cost) groups, but they would have difficulty
* limiting their enrollment only to the healthiest groups. Moreover, AHPs and
HealthMarts would face association-wide or geographic availability requirements
that would limit the degree of favorable selection they could achieve.

, Direct data on the distribution of expected costs among small firms were not
available, but since premiums reflect expected costs, CBO used data on premiums
to estimate the distribution. CBO drew premium data for small firms from the late
1980s; its estimates are consistent with the results from Cutler’s 1994 study of the
small-group market, which was based on data from the early 1990s."* The
advantage of using data from the late 1980s or early 1990s is that they predate the

12. Thomas C. Buchmueller and Paul J. Feldstein, “The Effect of Price on Switching Among Health
Plans,” Journal of Health Economics, vol. 16 (1997), pp. 231-247. '

13. Michael A. Morrisey and Gail A. Jensen, “Switching to Managed Care in the Smail Employer
‘Market,” Inquiry, vol. 34 (Fall 1997), pp. 237-248." -

14. David M. Cutler, Market Failure in Small Group Health Insurance, Working Paper 4879 (Cambridge,
Mass.: National Bureau of Economic Research, October 1994).
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widespread introduction of premium compression laws by the states (which reduce

-the variation in premiums relative to the variation in expected costs). More recent
data on premiums would have reflected the laws’ effects and would therefore be -
less accurate in indicating how expected costs were dispersed among firms. Under
CBO’s definitions of low- and high-cost firms, the data indicate that average annual
expected health costs per enrollee would be $1,810 for low-cost firms and $4,200
for high-cost firms. |

Premium Reductions in the AHP/HealthMart Market from Avoiding Rate
Compres-sion. Under the proposed legislation, AHPs and HealthMarts would face
different availability rules than those applying to insurers offering traditional plans.
As a result, low-cost firms purchasing coverage through AHPs and HealthMarts
could obtain lower premiums (in addition to the reduction stemming from the
benefit mandates exemption) because state premium compression rules would exert
less of an upward effect. Premium compression laws differ among the states. To
simplify the analysis, CBO assumed that on average, the state rules allowed
premiums to vary around a 20 percent band. It also assumed that low-cost firms
switching to AHPs or HealthMarts would pay premiums that reflected only the
expected costs of low-cost firms.

Several studies have found that overall, premium compression rules
decrease coverage. Marsteller and others found a decrease in private coverage of 1
percentage point when premium compression laws were imposed on the small-
group market.'”> CBO estimated that the drop in coverage reported in the Marsteller
study would translate into a loss of approximately 2.3 million enrollees (in 1999
population figures). Simon’s study of insurance coverage using a nationally
representative sample and the microsimulation study by Buchanan and Marquis also
support the finding of a significant loss in coverage as a result of premium
compression laws.'® In contrast, Sloan and Conover found no significant effect on
coverage in the small-group market.'” Buchmueller and DiNardo found no effect
on coverage but noted a switch from fee-for-service plans to managed care plans in
response to premium compression rules.'® '

15. Marsteller and others, Variations in the Uninsured.

16. Kosali I. Simon, “Did Small-Group Health Insurance Reforms Work? Evidence from the March
Current Population Survey, 1992-1997” (draft, Department of Economics, University of Maryland,
March 1999); and Joan L. Buchanan and M. Susan Marqdis, “Who Gains and Who Loses with
Community Rating for Small Business?” /nquiry, vol. 36 (Spring 1999), pp. 30-43.

17. Sloan and Conover, “Effects of State Reforms on Health Insurance Coverage of Aduits.”
18. Thomas Buchmucller and John DiNardo, Did Cominunity Rating Induce an Adverse Selection Death

Spiral? Evidence from New York, Pennsylvania, and Connecticut, Working Paper 6872 (Cambridge,
Mass.: National Bureau of Economic Research, January 1999).
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A decrease in coverage stemming from premium compression laws can
occur if low-cost firms and their employees, in deciding to buy coverage, are more
sensitive to changes in premiums than are high-cost firms. On the basis of the
above studies, CBO assumed for its main estimates that low-cost and high-cost
firms have different elasticities of demand for coverage and, as a result, that
prevailing rate compression laws are respon51ble for 1.7 million fewer people
‘having health insurance.

Sensitivity of the 'Estimates to Alternative Assumptions

As the preceding discussion suggests, the range of estimates in the economics
literature for some of the key assumptions in CBO’s model is quite large. The
findings from the model that are reported in the text are based on assumptions that
tend to fall near the middle of those ranges. To test the sensitivity of CBO’s
estimates to those assumptions, analysts reestimated the model using plausible
upper and lower bounds. (The parameters used in the alternative assumptions fall
short of the most extreme estimates in the'literature when those extremes are clearly
unreasonable.) | '

CBO used the followmg ranges of altematlve assumptions in testing the
model’s sensitivity:

0 Savings achieved through exemption from state benefit mandates—
1 percent to 15 percent of premiums;

0 Coverage changes in response to a change in the price of insurance
- —elasticities of -0.6 to -1.8;

0 Insured firms’ willingness to sw1tch to less expensive, less compre-
hensive coverage:

- 7 .
- For the lower bound, about 3 percent of otherwise insured
employees would switch for a 10 percent reduction in price;

- - For the upper bound, about 28 percent would switch in
response to a 25 percent savings in premiums; and

0 Degree of favorable selection in the AHP/HealthMart market (which
relates to cost differences between firms with healthy employees and
sicker employees and to reductions in premiums from avoiding rate
compression):
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- For the lower bound, AHPs and HealthMarts would avoid

_ enrolling firms with expected costs in the top 10 percent of

- the expected cost distribution of small firms (this is the

-assumption CBO used to generate the model’s main-
findings, discussed earlier); and -

- For the upper bound, AHPs and HealthMarts could avoid
enrolling firms with expected costs in the top 20 percent of
the cost distribution.

For all estimates, CBO mamtamed the assumption of no net savings arising from
the economies of group purchasing.

Lower—Bound Estimates. Establishing. AHPs and HealthMarts would have a
minimal impact on coverage and premiums under the following conditions: the
potential for mandate savings is small, AHPs and HealthMarts can achieve only
modest favorable- selection effects, rate compression laws have no effect on
coverage, and firms are minimally responsive to changes in premiums and
unwilling for the most part to switch to less e\penswe less comprehensive
coverage. In those circumstances, the net increase in coverage among low-cost .
- firms would be small (representing an increase of about 10,000 enrollees), and
relatively few firms (representing 700,000 enrollees) would be covered through’
AHPs or HealthMarts, despite the somewhat lower premium costs (see Table A-1).
Total premiums paid by small firms would decrease only slightly because the
number of people covered by insurance would change very little (see Table A-2).
For people who already had coverage, the net effect on total premiums would be
only a slight drop because some people would switch.to coverage that omitted some
mandated benefits. Average premiums for firms that participated in the new
AHP/HealthMart market would be only 9 percent lower than they would have been
.for traditional coverage in the absence of any regulatory changes (see Table A-3).
Premiums for firms that 1etamed traditional coverage would increase by less than
0.5 percent.

Upper-Bound Estimates. AHPs and HealthMarts would have the largest effects in
the following circumstances: the potential for mandate savings is great, AHPs and
HealthMarts are able to achieve a substantial degree of favorable selection, and firms
respond strongly to changes in premiums and are more willing to switch to less
expensive, less comprehensive coverage. Under those assumptions, coverage in the
small-group market would increase by almost 8 percent (about 2 million people),
with low-cost firms adding about 2.1 million people to coverage and high-cost firms
reducing coverage by about 100,000. In that case, total premiums paid by small
firms and their employees would increase by about $1.8 billion, or about 3.6 percent.
That relatively large increase occurs because this scenario is based on assumptions
that give an upper-bound increase in coverage. The almost $3.1 billion in total
premiums paid for employees and their dependents who become covered by an
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employer-sponsored plan exceeds the reductions that would occur as some
~ high-cost groups dropped coverage and some firms and enrollees that were already
covered switched to the new, lower-priced plans. The price of a policy for firms
desiring traditional coverage would increase by 2 percent, and firms switching to
the AHP/HealthMart market would pay premiums that were 25 percent lower than
they would otherwise have been. '
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TABLE A-1. ESTIMATED LOWER AND UPPER BOUNDS OF EFFECTS OF
ASSOCIATION HEALTH PLANS AND HEALTHMARTS ON
COVERAGE IN THE SMALL-GROUP HEALTH INSURANCE MARKET

Number of Enrollees®
Lower-Bound Upper-Bound

Effect Effect
Coverage Under Current Law (Millions) 24.6 24.6
Changes When AHPs and HealthMarts
Arc in Full Operation ‘ ; . ’
Low-cost firms® - 10,000 2,130,000
" High-cost firms® : d - .=100,000
Total 10,000 2,030,000
Coverage When AHPs and HealthMarts
Are in Full Operation (Millions) . :
AHP or HealthMart plans o 0.7 5.7
Traditional plans® 239 . 209
Total ‘ _ » 24.6 26.6

SOURCE: Congressional Budget Office.

NOTE: All figures refer to health insurance coverage obtained through private-sector for-profit and not-for-
profit firms with 50 or fewer employees. ;

a. Workers and their insured dependents. However, these figures exclude an estimated 1.3 million people
who participate in self-insured employer-sponsored plans under current law.

b. For the lower-bound effect, low-cost firms are those with expected health costs in the lower 90 percent of
the cost distribution. For the upper-bound effect, low-cost firms are those in the lower 80 percent.

¢. For the lower-bound effect, high-cost firms are those with expected health costs in the upper 10 percent of
the cost distribution. For the upper-bound effect, high-cost firms are those in the upper 20 percent,

d. Decrease of less than 5,000.

¢. Subject to full state regulation.
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TABLE A-2. ESTIMATED LOWER AND UPPER BOUNDS OF ANNUAL EFFECTS
OF ASSOCIATION HEALTH PLANS AND HEALTHMARTS ON TOTAL
PREMIUMS IN THE SMALL-GROUP HEALTH INSURANCE MARKET

Millions of Dollars
Lower-Bound Upper-Bound

Effect . Effect
Total Premiums Under Current Law 50,400 50,400
Changes When AHPs and HealthMarts
Are in Full Operation
Premium savings from net enrollee movement to _—
AHPs and HealthMarts -100 -1,900
Increased premiums for firms covered under traditional
plans® 100 900
Net increase in coverage among low-cost firms® ; c 3,050
Net decrease in coverage among high-cost firms® e -250
Total o e 1,800
Total Premiums When AHPs and HealthMarts ‘ ,
Are in Full Operation 50,400 ‘ 52,200

SOURCE: Congressional Budget Office.

NOTES: All figures refer to health insurance coverage obtained through private-sector for-profit and not-for-
profit firms with 50 or fewer employces. -

~The term. “enrollee” includes workers and their insured dependents but excludes an estimated 1.3
million people who participate in self-insured employer-sponsored plans under current law.

a. Traditional plans are subject to full state regulation,

b. For the lower-bound effect, low-cost fimis are those with expected health costs in the lower 90 percent of
the cost distribution, For the upper-bound effect, low-cost firms are those in the lower 80 percent.

c. Increase of less than $25 million.

d. For the lower-bound effect, high-cost firms are those with expected health costs-in the upper 10 percent of
the cost distribution. For the upper-bound effect, high-cost finms are those in the upper 20 percent.

e. Decrease of less than $25 million,
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TABLE A-3. ESTIMATED LOWER AND UPPER BOUNDS OF EFFECTS OF
ASSOCIATION HEALTH PLANS AND HEALTHMARTS ON AVERAGE
PREMIUMS IN THE SMALL-GROUP HEALTH INSURANCE MARKET

Percentage
Lower-Bound Upper-Bound
Effect Effect
Change in the Average Premium Paid by:Fin'ns
"That Participate in AHPs or HealthMarts : -9 -25
Chan.ge in the Averége Premium Paid by Firms

That Retain Traditional Coverage® . b ' 2

. SOURCE: Congressional Budget Office.

NOTES: All figures refer to health insurance coverage obtained through private-sector for-profit and not-for-
profit firms with 50 or fewer employees. T

Changes are calculated relative to premiums under current law,

a. Traditional coverage is subject to full state regulation.

b. Increase of less than 0.5 percerit.
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EXECUTIVE SUMMARY

Proposals that attempt to expand coverage in the private individual insurance market will only
provide new coverage opportunities if individuals can obtain insurance within that market. This
paper describes how the current individual marketplace will affect the ability of such proposals to
assure equitable access to affordable coverage. '

Today, in many states, insurers can refuse to cover individuals, charge them significantly higher
rates if they are sick, or limit the extent to which they offer some of the benefits needed most by
people with higher health risks. Proposals that enhance the deductibility of coverage or provide
tax credits could improve the affordability of coverage for some of these individuals. But any
such positive effect could be outweighed by a person’s inability to obtain any type of coverage or
by disproportionately higher insurance prices for these individuals. As a result, without a change
in the rules, such coverage expansions might not reach many of those most in need of health care
coverage. ' '

This paper identifies and details certain policy interventions that could help enhance the pooling of
risk and the social protections risk pooling provides. It also provides examples of policy and
implementation decisions that can and did stymy the success of insurance reforms in some states.
The evidence suggests that potentially effective reforms can be undermined by choices made in
-the implementation process. ' '

Several national and state studies are also discussed. Certain national studies have found an
association between insurance reforms and coverage deterioration. However, some of these
studies have been deficient because they failed to identify and analyze specific reform elements -
and did not examine changes in coverage levels within the segments of the market targeted by
certain state reforms; in addition, in one case, the study did not control for any economic or other
‘market factors. By contrast, several state-level studies addressing small group reforms found a
positive association between insurance reforms and small employer group coverage.

In conclusion, insurance reforms are an important component of efforts to expand private
coverage. If one wants to promote the ability of the private insurance market to meet the needs
of a broader segment of society, coverage éxpansion proposals need to be pursued alongside
insurance reforms that minimize discrimination based on health status. '



INTRODUCTION

Incremental improvements in health insurance coverage will be implemented within an
insurance marketplace that, as currently structured, raises issues of access and affordability
associated with how much--or how little--the insurance market actually pools risk. Insurance has
the potential to pool risk by bringing together persons of low, medium and high health risks--
spreading the costs of illness across the whole group and protecting individuals against the full
cost of illness if they get sick. In practice, markets differ w1th respect to the degree of risk pooling
they provide.

The way in which incremental coverage expansions interact with or alter existing
insurance markets-will have considerable impact on the extent to which--across the whole
‘population--our insurance structure shares or fragments risk. This paper explores factors that
contribute to, or detract from, the spreading of risk.

In the current market, insurance provided by large employers--which covers the largest
share of Americans under age 65--achieves some degree of risk pooling simply because each
group being insured has considerable breadth of risk within it. Small employers lack that breadth,
but federal and state rules result in some pooling of risk across firms. Large employers and small
employers, however, are not pooled together. They are insured in different markets; that is, their
risk pools are different. The employer market is further fragmented because employers have the
opportunity to insure themselves (self-fund), that is, to pull themselves out of the insurance risk
pool. Employers can move back and forth between insured and self-funded coverage as their risk
profiles change--leaving the pool when their employees are healthy and low cost; entering the
pool when their employees are less healthy and higher cost. The result is to make uncertain the
breadth of risk in the insurance pool at any gwen point in time.

The insurance market in which individuals seek insurance coverage on their own generally
provides the least pooling of risk. Any pooling that occurs is a function of market practices and
regulations, since, unlike the employer market, there is nothing intrinsic to that market that brings
individuals of different risks together. Current market practices tend to fragment rather than pool
risk, and except in a few states, rules do not exist to achieve a broad pooling of risk. Creating a
broad pool is complicated by the fact that individuals move in and out of this market with
considerable frequency.’ :

Proposals to expand insurance coverage on an incremental basis in the individual market
will be subject to its underlying rules and behavior, unless they change those rules. They also
.could affect the group markets as well as the interaction between these markets and the individual
market, although a more in-depth discussion of this topic is beyond the scope of this paper. This
paper illustrates how existing individual market arrangements will undermine the ability of

'D. Chollet and A. Kifk, “Understanding Individual Health Insurance Marketsf’ (Washington: The
Alpha Center, prepared Tor the Henry J. Kaiser Family Foundation, March 1998); 12,



coverage expansion proposals that.rely on private insurance to assure equitable access to
affordable coverage, regardless of people’s health status. Instead, they will perpetuate a system
of health insurance that favors the healthy over the sick and limits the value and affordability of
coverage as individuals’ health status alters over time.

PROMOTING ACCESS TO THE CURRENT INDIVIDUAL MARKET

Proposals that attempt to expand coverage in the individual market, without changing its
structure and underlying rules, will only provide new coverage opportunities if individuals can
obtain insurance within that market. Today, in many states, insurers can refuse to cover
individuals, charge them significantly higher rates if they are sick, or limit the extent to which they
offer some of the benefits needed most by people with higher health risks. Proposals that enhance
the deductibility of coverage or provide tax credits could improve the affordability of coverage for
some of these individuals. But any such positive effect could be negated by a person’s inability to
obtain any type of coverage or could be outweighed by disproportionately higher insurance prices
for these individuals. As a result, without a change in the rules, such coverage expansions might
not reach many of those most in need of health care coverage.

" The Current Individual Insurance Market

The current individual market operates Within the following parameters:
« In most states, insurers are free to accept or reject individuals based upon their health
status. '

« The federal Health Insurance Portability and Accountability Act (“HIPAA”), requires
states or insurers to offer some type of coverage option to a very narrow class of
individuals (“federally eligible individuals™).> States have the ability to expand upon
these options, and twenty-two do so through requirements on their insurers. Of these
22, however, only six states guarantee all individuals unrestricted access to all
individual products.’ The remaining sixteen states have access requirements that
exceed federal law but do not guarantee such broad access:"

*Federally eligible” individuals must: 1) have had at least 18 months of continuous coverage, most
recently under a group plan; 2) have exhausted any COBRA or state continuation coverage; 3) not be eligible for
any public program or group coverage; and 4)not have allowed more than 63 days to elapse between their prior
~coverage and their application for individual coverage.

>States that only limit individual market eligibility by requiring that individuals cannot be eligible for
group or public program coverage {e.g. N.H. and N.J.) are considered 1o be within this category. K. Pollitz, N.
Tapay, and J. Curtis, “Summary Comparison of Individual Market Reforms in Filty States and the District of
Columbia,” (hereinafter referred to as “Summarny/Individual”) (Washington, D.C.: Georgetown University,
Institute for Health Care Research and Policy, April 1999). See www. georgetown.edu/rescarch/ihicrp/chep; ¢.g.,
Matcrials for Maryland Session, April 26, 1999, Session 3. This survey reflects legislation passed as of 1/1/1998,
with the exception of a few states for which the survey includes more recent activity.

“Ibid. Several states mandate access to more individuals than those who are “federally eligible™ under
Kassebaum-Kennedy (HIPAA). In five states, the Blue Cross/Blue Shield carrier or other designated carriers must
accept all individuals. Rhode Island requires carriers to accept any individual with 12 montlis of prior group


www.georgelown.edu/research/ihcrp/chep

« Federal law requ1res insurers to renew individual market coverage with some limited
exceptions.’

« Thirty-nine states impose limits on the use of preexisting condition exclusions by at
least some plans in the individual market; however, eleven states and the District of
Columbia have no such limits. Furthermore, twenty-two states do not provide for
portability in their individual market; in these states, individual health plans are not
required to reduce any preexisting condition exclusion by the length of prior coverage.

« In most states, insurers have the flexibility to set higher rates for higher risk people.

~ Ten states limit the extent to which rates for all individual policies can vary based upon
health status (“modified experience rating”), and twelve states prohibit insurers from
considering a person’s health status in determining their premium in at least part of the
individual market (“community rating”).® Federal law does not contain stringent rating
requirements, but for some types of coverage offered to federally eligible individuals
under HIPAA, 1t requires some mechanism to address the pooling of risk w1th1n or
among insurers.’

« States often require insurers to offer a minimum set of benefits. However, in most
" instances, insurers can vary the benefits they offer in the individual market in a way
that may limit coverage as well as separate sicker populations into different coverage
pools. Only thirteen states require insurers to offer one or more standard benefit
- packages in the individual market, and some of these states limit the individuals eligible

coverage. Four states require insurers to offer specified products to some individuals and seven states require
mandatory open season (also referred to as a limited annual enrollment period) during which anyone may enroll in
at ]east some plans. Pollitz, Tapay, Curtis, “Summarv/Indmdual ”

* An individual insurer is not required to renew coverage if: 1) the individual has failed to pay premiums
or contributions or has not done so in time; 2) the individual has performed fraud; 3) the insurer is ceasing to offer
coverage in the individual market; 4) tlie individual no longer lives or works in the service area of the issuer; or 5)
for coverage offered only through certain types of associations (“Bona [ide associations,” as defined in HIPAA), the
individual is no longer a member of the association. Also, if an insurer discontinues offering an individual .
insurance product, it must offer those covered under that policy a.choice of all other individual policies it offers in
the state; if an insurer discontinues offering all health care coverage in the individual market in a state, the insurer
may do so, but may not reenter (hat market for 5 years in that state. HIPAA Section 2742. :

6 Pollitz, Tapay, and Curtis, “Su1'nmarv/lndi\ idual.” Three of the twelve states with some lvpe of
individual market community rating mandate this type of rating for certain individual products onlv the rcmammg
states require it for a]] individual products.

? With respect (o several of the optlons for insurer compliance with HIPAA’s individual market
availability requirements, HIPAA requires a mechanism that “provides for risk adjustment, risk spreading or a risk
spreading mechanism (among issuers or policies of an issuer) or otherwise provides for some financial
subsidization for eligible individuals, including through assistance to participating issuers....” Section
2744(c)(3)(A). Exceptions from this requirement include insurers that choose to offer their two most popular
policies, state high risk pools (which are subject instead to a rate cap of 200% of the standard rate) or a system
requiring guaranteed issue of all products.



for such plans.® In most of these states, insurers still have the option of offering
packages other than the standardized packages, still leaving open the possibility that
risk may be segmented among various benefit packages. .

Given the nature of the individual market, coverage expansions that do not alter its
underlying structure may result in enhanced coverage for those who are healthy, but will likely -
leave those who are sxck with madequate assistance.

Mechanisms to Limit Risk-based Availability and Pricing

; Certain policy interventions could help enhance the pooling of risk and the social
protections risk pooling provides. These policies include mechanisms to reduce the extent to
which coverage availability depends on risk--specifically through a “guaranteed issue”
requirement, limitations on the use of preexisting condition exclusions, requirements to
standardize the benefits available, or the creation of high risk pools to provide coverage of “last
resort.” Additional mechanisms reduce the extent to which variation in the price of coverage
depends on risk--through rating restrictions such as community rating or modified experience
rating. At the same time these mechanisms ease access for the uninsured high risk population,
however, they may also have an impact on price for the already insured. The following first
describes possible policy interventions, then explores their implications for the pooling of risk.

Guaranteed Issuc
“Guaranteed Issue” prevents insurers from excluding high risk individuals by requiring that
insurers offer some or all of their products.to all applicants. Requiring insurers to make all of
their products available -- “all product guaranteed issue” --reduces the possibility that the pool of
those covered by guaranteed issue packages will be less healthy than those covered by packages
available on a selected basis. Federal law (HIPAA) requires small group insurers to guarantee
issue all of their products to small employers (defined as those with between 2-50 employees, or
more expansively in a limited number of states).9 However, as noted above, federal law does not
contain a similarly broad requirement in the individual market; state law determines whether
individuals who are not federally eligible have access to an individual product.

“Portability” Protections: Limiting the Use of Preexisting Condition Exclusions

When insurers impose “preexisting condition exclusions,” they restrict coverage of medical
conditions already present at the beginning of an individual’s coverage. If used appropriately,

SPollitz, Tapay, and Curtis, “Summary/Individual.” : ) . .

? Six states treat the self-employed the same as other small employérs under their laws and seven states
apply a more limited nuinber of group market reforms to the self-employed. Pollitz, Tapay, and Curtis, “Summary -
Cowmparison of Small Group Reforms in Fifty States and the District of Columbia.” (Washington, D.C.:

Georgetown University, Institute for Health Care Research and Policy, April 1999). See -
www. georgetown.edw/research/iherp/chep; e.g., Materials for Marvland Session, April 26, 1999, Session 5. This
survey reflects legislation passed as of 1/1/1998, with the exception of a few states for v luch the survey includes

© more recent activity. See also www.georgetown edw/rescarcly/ihcrp/hipaa. '
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preexisting condition exclusions can help prevent “adverse selection,” the practice whereby
individuals and employer groups wait and purchase coverage only when they need it. However,
exclusions can also be used inappropriately--for example, if insurers extend exclusions indefinitely
or 1mpose such exclusions repeatedly against persons who have maintained coverage but simply
wish to change plans or jobs. Requirements that limit these practices are known as “portability”
requirements. Before HIPAA, most states already had limitations on preexisting condition
exclusions and portability requirements in their small group markets, HIPAA applied these
requirements uniformly across all group plans and permitted states to retain certain more generous
protections for insured plans. HIPAA also prohibited the imposition of any preexisting condition
exclusions against federally eligible individuals. However, unlike the case in the group market,
federal law does not include broad portability requirements in the individual market nor does it

' contain similarly broad limitations on the use of preexisting condition exclusions. As noted
earlier, many states also lack protections in these areas

Standardization of Benefit Packages

Rules that specify the combination of benefits within insurance policies (“‘standardization”
of benefit packages) both ensure that a range of benefits are available and prevent insurers from
designing products that do not include certain costly benefits that high risk people are likely to
need (such as prescription drug or mental health coverage), thereby indirectly “selecting” the
range of risk that they cover. States can prohibit insurers from offering anything other than
standardized plans, require guaranteed issue of a select number of standardized products, or not

- require the sale of any standardized products. " Allowing a choice between a standardized and non-
standardized product increases purchaser choice of products, but also makes it possible for
insurers to create offerings that may attract individuals of lower risk; resulting in a hlgher risk
composition for the “pool” created by those with standardized products.

High Risk Pools

" High risk pools offer a mechanism to promote the availability of insurance coverage to people of
high risk without eliminating risk fragmentation in the private mdrket. In essence, their '
establishment reflects a decision not to fully pool risk across policies sold in the private
marketplace, but instead to concentrate nsk in a public program. In structure or function, a high
risk pool is essentially a public program, eligibility for which is dependent upon one’s health
status. .

In practice, high risk pools have significant limitations. The cost of pools is often high (reflecting
the health status of its enrollees) and the resources made available are often limited. As a result,
benefits may be narrow and waiting lists may develop. In most ihstances, states limit eligibility to
those who have been refused coverage by a private insurer, or those who are federally eligible.

"“Standardization is not the same as uniformity of policies, as sevéral different standard packages can be

offered. ‘A limited set of options is consistent with the goal of preventing risk selection,



However, in one state, Connecticut, the risk poo 1s open to a broad class of mdmdua residents
between ages 19 and 65."

How much and across whom high risk pools spread risk depends on their structure -- the method
and degree to which premiums are subsidized and the source of financing for the subsidies
provided. “Insert footnote.”* Risk pools are funded by a combination of enrollee premiums and
subsidies. Premiums for risk pool coverage are often between 150% and 200% of the standard

- rate charged healthy people -- a level that may put this coverage out of reach for many people
who need it. In addition, many pools are funded through assessments upon the insurance
industry.'* In a sense, therefore, the industry is participating in covering those of high risk,
although this participation is indirect and the expenses limited and more predictable. However, in
some states, insurers are able to “write off” these assessments from their state premium taxes,
therefore ultimately drawing money from the general state revenue fund to help fund the pools.”
Consequently, the mechanisms for funding such pools are more similar to other public programs
than might at first appear to be the case.

Ultimately, the concept of a risk pool, a publicly funded health coverage program, is not
inherently different than other public programs, such as Medicare or Medicaid. However, unlike
other public program eligibility, which might focus on certain demographic or economic factors
independent of health status, the risk pools’ participation criteria generally require that individuals
must have been rejected for private coverage or demonstrate that they are of high health risk.
Therefore, these pools are structured to accompany a private insurance system whose risk profile
benefits from the presence of the pool. If one views the underlying function of insurance to
include a broad pooling of risk, risk pools relieve insurers of some of this responsibility and raise
issues of the appropriate role of government and the private sector within a private health care
system.

Y The Connecticut risk pool charges between 125% and 150% of average rates for a group of ten, for its
individual coverage. Thus, those individuals who may be able to obtain less expensive coverage outside of the
‘market are likely to do so. Hence, the high risk pool is likely to cover individuals of higher risk despite its broader
eligibility requirements. Nonetheless, it is possible that the pool serves a broader populatlon in terms of risk ‘
profile, due to its broad eligibility requirements,

‘ZCoverage through these pools often includes significant premiums and out-of-pocket Iiabilii) and
coverage for some higli-cost conditions may face annual or overall maximums, Some high-risk pools have annual
or overall limits, after which the pool does not cover costs incurred by the enrollee present

* For example, nine pools have covemge llml includes a high deductible and/or low benelit ceiling and
seven of the pools have premiums that exceed 150% of the standard market rate. Nonetheless, risk pools with
premium caps may still be less expensive than pnvatc individual coverage in states without rate restrictions in that
market.

“Pools arc olten subsidized by an assessment made to insurance industry carriers in the state on a
proportional basis, or through some other state funding mechanism. Other [unding options pursued by states
include state appropriations in California, [llinois, Maine and Utah, and funds from unclaimed business association
property in Colorado. See “Compreheiisive Health Insurance for High-risk Individuals: A State-by-State -
Analysis,” (Fergus Falls, MN: Communicating for Agriculture, Inc. in cooperation with the National Association
of State Comprehensive Health lnsurance Plans, 1997): 3, 10

"* For example, this is the case in South Carolina, Washington, Missouri and Montana.



Restrictions on Price Variations Based Upon Health Status

Rating rules that prohibit variation based upon health status are collectively known as
“community rating.” “Pure community rating” refers to rules which also prohibit variation in rates
based upon other factors; such as age or geography (although variation based upon family size
typically still is permitted). “Adjusted” or “Modified” community rating refers to rules which
prohibit the use of health status but which permit variation based upon factors specified under
state law such as age or geography. “Experience rating” refers to the insurer practice permitted in
most states’ individual markets'® under which insurers can charge rates based upon the health
status of an individual at the time of enrollment. In many states with an experience rating system,
subsequent to enrollment, insurers can increase individual market rates based upon an individual’s
age or the overall experience of the pool or “block of business,” but not based upon an
individual’s health experience after they have enrolled (although this is permitted in some states).
“Modified experience rating” (sometimes called “rating bands”) refers to rules which restrict, but
do not prohibit, insurers’ ability to increase rates based upon the health status of individuals or
groups at the time of enrollment. Such rules often also limit the extent to which rates can increase
over time based upon the overall health status of the block of business, or “pool” of policyholders.

For example, in the small employer market, states which have adopted the NAIC’s small employer
act (as adopted in 1993)"7 permit carriers to establish up to nine separate “classes of business.”
These classes serve as separate pools for rating purposes. Under this modified experience rating
approach, carriers can consider several additional characteristics within limits when determining
rates: group claim experience, health status and duration of coverage, industry, age, gender,
geographic area, family composition and group size. There are restrictions on the extent of rate
variation permitted between and within classes of business. Nonetheless, under such a modified
experience rating approach, rates can vary significantly based upon a combination of factors
including the health status, industry, location and gender composition of a small employer group.

The NAIC’s Individual Health Insurance Portability Model Act outlines an approach to modified
experience rating in the individual market. The Model Act restricts the extent to which rates of
different blocks of business can vary and limits increases in rates due to health status or claim -
experience of each block of business. Individuals’ premiums cannot change based upon changes
in individuals’ health status or claims experience, although premiums for the block of business can
change, within limits.'® This contrasts with pure and adjusted community rating approaches

'S Forty-three states and the District of Columbia allow for consideration of health status in rating in at
least a portion of their individual market. Ten of these states restrict the extent to which rates can vary based upon
health status in all of the non-conversion, individual market and four of these states mandate some tvpe of
community rating for a segment of their individual market.

' Small Employer Health Insurance Availability Model Act (Prospective Reinsurance With or Without
~ An Opt-Out), NAIC 1993. The NAIC since has adopted a revised versiQn of this model act, which includes a
modified community rating approach.

"®Individual Health Insurance Portability Model Act (NAIC: June, 1996). The NAIC also adopted another
model law containing a different approach to individual market reform that includes guaranteed issue and
community rating, The Small Employer and Individual Health Insurance Availability Model Act (NAIC: June,

7
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which prohibit consideration of health status as well as many, if not all, of those characteristics
considered under a modified experience rating approach.

Decisions about which rating rules to apply are ultimately decisions about how broadly risk is to
be spread among covered persons. In addition, depending upon the rating rules at play, there
could be a decision to provide insurers with some subsidy if they cover a disproportionately sick
population. This could then raise questions as to whether other portions of the coverage market,
such as group insurance or providers, should contribute to any subsidies available in the individual
market. Such broader taxation could reflect a view that, since the individual and group markets
are not distinct and individuals sometimes purchase individual coverage for brief periods before

moving into group coverage, the broader private coverage market could at times appropnately
contribute to the more fragile component of the private coverage system.

IMPACT OF REFORMS ON ACCESS TO COVERAGE FOR HIGH RISK
INDIVIDUALS

Although all the reforms listed above (except high risk pools) have the potential to broaden the
risk profile of the individual market to include high as well as low risk individuals, whether they
do so in practice depends in large part on the nature of their implementation. The evidence
suggests that some reforms work better than others in achieving these goals--and that potentially
effective reforms can be undermined by choices made in the implementation process.

HIPAA’s Tmpact in the Individual Market

HIPAA provides an example of a “partial” reform with limited impact in the individual
market. Although states’ insurance reforms in the individual market prior to HIPAA typically
addressed both availability and rating practices, HIPAA imposed an availability requirement
without significantly addressing insurance pricing.'® In practice, many insurers have responded to
the availability requirement by pricing policies at prohibitive rates---thereby undercutting
HIPAA’s potential to improve availability of insurance for a specified class of individuals, In the
thirteen states that enacted the federal standard under HIPAA,*® which includes a guaranteed
issue requirement for two products-without a clear rating restriction, the General Accounting

1996). Both of these model 1aws are referenced as state options for individual market compliance under HIPAA,
Section 2744(c).

' HIPAA did include provisions that required some type of “risk adjustment, risk spreading, or a risk

~ spreading mechanism (among issuers or policies of an issuer} or otherwise provides for some {inancial
subsidization for cligible individuals” for certain types of carrier and state HIPAA compliance strategies. See
footnote 7. However, io date, [ederal regulations have [ailed 6 clarify what types of mechanisms comply with this
requirement. [n practice, there have been little, il any, restrictions imposed under HIPAA relating to the rates
charged by insurers, or the risk-spreading mechanisms insurers use, in states which have adopied the federal
standards, or where the federal government is the primary enforcer of HIPAA's requirements.

20

HIPAA provided the states with significant flexibility to determine how to make coverage available to
federally cligible individuals, However, it also contained 1ts own provisions which states could enact, or which
apply in the absence of complwng state legxslanon



Office (GAO) found that the impact of this requirement had been significantly reduced by carrier
rating and marketing practices. GAO reported that in these states,.“[s]Jome initial carrier
marketing practices may have discouraged HIPAA eligibles from enrolling in products with
guaranteed access rights.. Premiums for products with guaranteed access rights may be
- substantially higher than standard rates. In several of the 13 federal fallback states...anecdotal
reports...suggest that rates range from 140% to 600% of the standard rate.... We also found that
carriers typically evaluate the health status of applicants and offer healthy individuals access to
their standard products. Although these products may include a preexisting condition exclusion
period, they may cost considerably less than the HIPAA product and...are likely to draw healthy
individuals away from HIPAA products.”?' Consequently, carrier rating practices likely have
impacted HIPAA eligibles’ access to health coverage. The extent to which these rating practices
reflect any assessment by the carriers of each individuals’ actual health risk, or the proportional
increased burden of covering such individuals, is at best unclear. At worst, such rating practices
may be divorced from increased risk borne by insurers and designed to deter.consumers eligible
for guaranteed issue coverage.”> Insurers’ pricing responses not only call into question the likely
. effectiveness of availability requirements in the-absence of accompanying rating reforms; they also
. raise questions about the assumptions regarding individual behavior that these responses -
purportedly reflect. Insurers’ concern is that the availability of guaranteed issue insurance
policies discourages individuals from purchasing coverage until they need it. They claim that such
a structure results in “adverse selection” and a disproportionately sick pool. Insurers’ high
prices are consistent with their fears that purchasers under such a regulatory scheme are very
likely to be sick and in-need of health services. '

It is not clear, however, that actual purchaser behavior practice follows the pattern insurers fear.
Certain requirements can and do accompany guaranteed issue and rating reforms, and mitigate the
potential for (or effects of) adverse selection. States with all-product guaranteed issue
requirements in the individual market, including New Jersey, couple these requirements with an
allowance that carriers may impose preexisting condition exclusions on those that enter with no
prior coverage, or with a significant gap in coverage. The length of these permitted exclusions
vary by state. HIPAA’s access requirements reflect an even more cautious approach and only
allow persons who already had coverage for a significant amount of time to benefit from its
availability requirements. ' ‘

State Experience

The likelihood that certain insurance reform requirements will improve risk sﬁreading is heavily
" influenced by the detailed contents and structure of specific reforms, the timing of the reforms’
implementation, and purchaser responses to reforms. States have had both negative and positive
experiences, based on their particular approaches. ' :

3

?'U.S. General Accounting Office, “Health Insurance Standards: New Federal Law Creates Chatlenges for
Conswners, lnsyrcrs, Regulators,” (Washington: 25 February 1998) (HEHS-98-67): 7-8.

% The State of Colorado Division of Insurance’s December 1997 survey of market shares and raies in the
Colorado individual health insurance market revealed that, on average, enrollment of federally cligible individuals -
constituted, on average, only 0.08% of responding insurers’ total covered lives, vet the average premium for these
individuals with preexisting conditions was 335% of the carriers’ “best new business rate.” ‘
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For example, New York implemented pure community rating in its individual market without any
transition period. The “rate shock” that some individuals consequently experienced was widely
cited as a direct consequence of community rating. Instead, such a requirement can be phased in
over a period of time, such as five years, and this can mitigate the potential for rate shock.

When states have provided an “escape hatch” or “loophole” for carriers from their reforms, they
also have experienced difficulty in.implementing guaranteed issue and community rating reforms.
For example, in 1994, Kentucky enacted a guaranteed issue requirement in the individual market
. coupled with a community rating requirement. However, soon after the enactment of the .
legislation, the Kentucky Health Policy Board entered into an agreed order through a lawsuit
settlement that exempted certain associations from modified community rating.® Furthermore, in -
1996, a statute was enacted that exempted qualified associations selling insurance to their
members from the modlﬁed community rating requirements imposed on the small group and
individual markets (The association market remained subject to other components of the
market reforms® and therefore is still considered part of “the reform market.”) This exemption
resulted in an extreme market reaction under which many individuals flocked into association
plans, which could charge premiums based upon health status, and therefore offer less expensive
policies to healthier individuals. In addition, some existing non-standardized plans were not
subjected to community rating right away (although they were going to be subject to these
requnrements at a later date). Consequently, a significant portion of the market did not participate
in the community rating pool. By the end of 1996, only 176,594 of the 444,294 covered lives in
the reform market (composed of individual, small group and association coverage) were subject
to modified community rating.* Policies that were community rated tended to cover
disproportionately those who would not benefit from experience rating--the unhealthy.
Therefore, community rates were not able to accomphsh their goal of spreading risk across a
broad pool.”’

There is evidence that the number of covered lives in Kentucky’s community rating market
quickly underwent a further decline. The magnitude of the migration into assc>01at10n plans was
significant. The Kentucky Department of Insurance reported that there were 90,793%® covered

{
ZKentucky Department of Insurance (George Nichols: III Commxssxoncr) Market Report 'on Health
Insurance” (April 1997Y; ix.

 Ybid., 1-9.

*Other components of the reforms included standardlzed benefit plans, guaranteed renewal and
limitations on preexisting condition exclusions.

*1bid., 1-2. There numbers used for associmion coverage in this report derive from different sourccs at
times, (cnhcr lhc carriers or the associations). Ibid., . P

" The report notes that “Because associations are e\s::mpted fmm the modlﬁcd community rating
requirements and are allowed to risk rate, healthy insureds covered through association plans will not be
transitioning into the modified conununity rated market. On the other hand, older and less healthy insureds are
likely to move from associations to the modified community rated market.” Ibid., 1-2.

*The report states that this number was derived from carrier reports reflected in Section 1; however,
Section 1 referred to 90,297 lives.in association coverage rather than 90, 793. In cither case, however, the
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lives in the association market as of December 31, 1996; only three months later, on March 31,
1997, the number had climbed to 151,332--further reducing the lives covered under community
rating.” This dramatic shift demonstrates the extent to which loopholes in an insurance scheme
can undercut and destabilize a risk-spreading scheme. Healthier populations took advantage of
the loophole and opted out of the community rating scheme, which in turn limited the risk-
spreading potential of the reform. Instead, community rating became the pooling system chosen
by those of poorer risk who would not benefit from a rating system that considered health status
(like that for association plans and non-standard plans).

Another state provided its insurers with a different type of “loophole”™ from its reforms.- When
implementing its guaranteed issue and community rating reforms (enacted in 1994), New
Hampshire exempted (“grandfathered”) some individual policies in existence prior to the reforms
from these reéquirements (without intending to transition them into the system).® This had the
result of applying these reforms to a much smaller proportion of their extremely small individual
market. In 1994 there were 10,150 policies that were, and could remain, subject to “pre-reform”
rules, and 11,151 policies that were already under “post-reform” rules *! In other words, from the
outset of the reforms, just over half (approximately 52%) of the policies in an already extremely
small individual market were required to be-subject to the community rating rules. Carrier loss -
ratios suggest that an anti-selection spiral ensued. Rates in the community-rated individual market
went up, and over the next few yearé the number of covered lives in the individual market
decreased.” It is important to note, however, that an equally significant proportion of individual
policies (approximately 49%) remained exempt from community rating as of 1997, Thus, over

~ time, the community rated pool never gained a significant share of the overall market -- as it might
have done had its risk pool not been segmented from the start. As-of the end of 1997, there were
only 57% (approx,xmately) as many individual policies in force in the New Hampshire market as
there had been in 1994, It is not clear whether the problems would have been so substantial if the
rating rules had applied to the larger pool of individual policies, rather than to about half of the

December 1996 numbers were significantly lower than the number of covered lives reported to be in association
plans as of March 1997, .

®The total reform market (individual, small group and association coverage) was reported as 444 294
covered lives. Ibld 1-2.

**New Hampshire Insurance Department Bulletin, 28 December 1994, “Re: Ch. 294, Laws of 1994.” This
bulletin permitted carriers who had had the ability to impose exclusion riders to-their policies (wheiher or not they
did) to continue those policies under the previous rating rules, at the policyholders” option. This had the effect of
exempting existing policies of most individual market carriers from conununity rating, except for the Blue
Cross/Blue Shield carrier. Sec also A. Lee-et al., “An Investigation Into the Effects of the New Hampshire Health
Insurance Reform Law, RSA 420-G: Final Repon” (Washington: Center for Health Economics Rcscarch
December 1997): 12. ‘

New Hampshire Insurance Department Bulletin, “An Analysis of the Nongroup Market with
Rccommcnd'mons for Change “ (Concord, N.H.: State of New Hampshire Insurance Dept., 27 October 1997),
"Exhibit B : i o

32 “The average loss ratio over the four vear period, 1994-1997 [in the individual market], is 92%. This is
higher than the average loss ratio experience reported by...group carriers...|of] 87%.” An example of the rating
impacts of this spiral is BlueCross and BlueShield of New Hampshire, for whom annual average premium
increases of over 20% did not significantly decrease the company’s loss ratio. 1bid., 8.
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.potential pool. New Hampshire changed its individual market rating rules in 1998 and instituted a
risk-spreading/subsidy mechanism together with rate bands that permits some considération of
health status. New Hampshire’s move reflects concern with the state of its nongroup market.
The future of the individual market in New Hampshire remains unclear.

By contrast, some other states have had positive experiences in which reforms resulted in
increases in coverage. For example, contact with states indicated that Maryland, Minnesota and
New Jersey had documented such experiences, albeit focusing on the impact of small group
market reforms. In Maryland, a study released by the state’s Health Care Access and Cost
Commission® indicated that the state’s small businesses experienced a 9% increase gain in
coverage since Maryland’s small group reforms were put into effect in July 1994; these reforms
included both issuance and rating reforms.** Similarly, in Minnesota, enrollment in the state’s
small group market increased subsequent to their reforms, which also included a combination of
issuance and rating reforms.”> Total member enrollment in the Minnesota small employer market
before and after implementation of reforms (measured from 6/94 to 6/95) increased by 8- 12%.3‘6
Furthermore, more recently, a 1997 survey from the Minnesota Department of Health found that
“enrollment in small group products for employers with 2 to 49 employees has increased

* considerably in the past several years.™’ New Jersey also experienced an increase in covered lives
in the small group market following its reforms. Soon after the implementation of New Jersey’s
small group reforms, there were over 694,000 covered lives in New Jersey’s small employer
markg:g By the first quarter of 1999, there were over 891 ,000 covered hves an increase of about
28%. , ’ : :

New Jersey’s experience with the individual market has been harder to interpret. However, a
close examination of that experience suggests that looking only at covered lives may be a
misleading way to evaluate the impact of reforms. In New Jersey, prior to the reforms, the
“individual market was in crisis. Experts examining the history of New Jersey’s reforms indicate
that if the state’s system of subsidizing Blue Cross-Blue Shield, in its role of insurer of last resort,

BREDA International, lnc “Maryland Survey of Small Busmesses Final Report” (Manland Health
" Care Access and Cost Comumission, 23 March 1998) at v. .

3 Maryland’s small group reforms included guaranieed issuance, renewability, limitations on use of
preexisting condition exclusions, and exclusive standardized plan and modified experience rating requirements.

z:

**Urban Institute report at 13, citing Minnesota Department of Commerce, The Minnesota Department
of Commerce Study of Small Emplover Health Insurance Reform,” (St.-Paul: Minnesota Department of Commcrce,
January 1995).

*Minnesota Department of Commerce, “The Minnesota Department of Commerce Study of Small
Employer Health Insurance Reform,” (St. Paul: Minnesota Department of Commerce, January 1995): 8-9. When
enrollment in state-run purchasing pools is considered, (he study’s survey indicated that enrollment increased by
8.3%(without counting purchasing pool enrollment, enrollment increased by 7.9%). This study also noted that the
increase in employees and members enrolled in the'small employer market likely was greater than indicated by the
survey and estimated the increase o be'between 11-12%.

i

*Minnesota Department of Health, “The Small Group and individual Health Insurance Markets in
Minnesota: Recent Experience,” Health Economics Program, 1ssue Brief 97-15: -2

3 Statistics obtained from the New Jérsey Small Employer Health Benefits Program Board.
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“had not been altered, the individual market would have collapsed and the number of individuals
covered by individual insurance would have dropped dramatically.’® The number of covered lives
in New Jersey’s individual markét has varied, as have the specific reforms in place. -Not only has -
the state changed some of the specifics of its reform rules; it has both implemented a‘nd withdrawn
subsidies for the purchase of insurance since the initial adoption of insurance reforms.* Without a

careful look at the details and timing of reform as well as a better understanding of the context
into which they were placed, evaluations may draw inaccurate conclusions.

yNati(')nal Studies o o L

Some recent national studies have concluded that state insurance reforms have a detrimental effect
on coverage. The Galen Institute compared coverage in states it identified as having'enacted
significant reforms and found substantial declines in private coverage in these states.*' Similar -
findings are contained in an executive summary of a report of the Health Insurance Industry of
America (“HIAA”) that is not yet released in its entirety (therefore even a brief examination of
these results is premature).”? Two other studies call these findings into question. The Urban
Institute found no impact on coverage where small group reforms included a combination of |
certain availability and rating reforms, and attributed some detrimental impact to individual market
reforms, although it qualified its nongroup findings.* Another study concluded that “the main
impact of community rating is likely to be redistributional,”** in other words it affects who gets
coverage—such as sick versus healthy individuals. :

However, some of the national studies identified above have failed to carefully identify and
analyze key components of certain state reforms, or their implementation. Consequently, they
have incorrectly assumed that disparate reform approaches are similar or have failed to address
the potential impact of key features of the reforms, such as those reform components dnscussed
above. Furthermore, several of the recent national studies raise analytic issues.

The Galen Institute study evaluated state reforms in relation to changes in the percent of the' .
population with private health insurance generally, with private individual health insurance, and
the unipsured, using U.S. Bureau of the Census Current Population Survey (CPS) data from

¥K. Swartz and D. Garnick, “Lessons from New Jersey’s Creation of a Market for Iﬁdi\fidual Health
Insurance,” Journal of Health Politics, Policy and Law, (Januarv/February, 2000) (forthcoming); and K. Swartz
and D. Garnick, “Hidden Asscts: Health Insurance Reform in New Jersey,” Health Affairs, (July/August 1999):
182.

“New Jersey Individual Health Coverage Program, “Historical Comparison of Covered Lives,” 6/21/99.

M. Schriver and G. Arnett, “Uninsured Rates Rise Dramatlcal / in States With Strictest Health
~ Insurance Regulations,” {Washington: The Galen Institule, August 1998)

BW.S. Custer, “Health Insurance Coverage and the Uninsured,” (Georgia State University: Center for
Risk Management and Insurance Researchy), ﬁmded by the HIAA. : ‘

). Marsteller et al., “Variations in the Uninsured: State 'md County Level Analyses,” (Washington: The
Urban Institute, June 1998): 3

“F.A. Sloan, C. J. Conover, “Effects of State Reforms on Health Insurance Cov erage of Adulls.” Inquiry
35 (Fall 1998): 291.
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1989-1996 .*° Yet this study did not control for any of the economic or other market factors that
could affect coverage rates. Furthermore, the authors’ methodology did not enable them to
compare coverage before and after reforms within the only segment of the group market targeted
by such state reforms, the small group market. Instead, by looking at overall private insurance ‘
rates, the study considered data on covered populations which the state reforms cannot or do not
reach: those covered by self-insured ERISA plans, as well as the large group market, (which was
outside of most of these state-level reforms during the time period studied). It would therefore
appear difficult to draw firm causal links between certain small group reforms and overall
coverage numbers. Finally, the study selected states which had many of several reforms identified
by the authors, but did not distinguish among reforms to better indicate which, if any, resulted in
particular alleged effects.

The Urban Institute study does take into account a wide variety of potentially influential factors.
1t concluded that small group reforms had a neutral effect on coverage and that nongroup reforms
have caused declines in coverage. However, it qualifies its own findings with respect to the
individual market, and also notes that the “significance of this result falls below conventional
levels when California is removed;”* it is therefore possible that the national significance of these
findings is diminished. This study too does not distinguish between different types of rating rules
or different types of guaranteed issue requirements when attempting to ascertain the effect of such
rules on coverage, even though there is 51gn1ﬁcant variation in the stringency and breadth of such
reforms,

Furthetmore, and possibly more significantly, by examining the impact of coverage rules on
overall levels of coverage, the Urban Institute study is subject to one of the same critiques made
of the Galen study above: it fails to capture the impact of reforms on the market and populatnon
that the reforms specifically aimed to address

IMPLICATIONS OF INSURANCE MARKET REFORMS FOR COVERAGE
EXPANSIONS &
Some have used national studies to argue that market reforms result in rate increases that drive
both the healthy and the sick out of the market.. State experiences, however, demonstrate that
reforms often have complex and interacting components; it is important to identify and analyze
them before drawing broad conclusions about their effects.  More thorough evaluation suggests
that some states have implemented reforms that enhanced coverage. Most of that experience,
however, is in the small group market. Whether similar results have been or are achievable in the
individual market requires further study and will likely depend at least in part on the affordability
of these pol ICICS and the size of the market.

Subsidies to make coverage more affordable have the potential to broaden the individual market.
However, subsidies without access and rating requirements--in other words, under the rules in

SSchriver and Arnett, endnote 12, The authors also note that many more data were analyzed.
*“Urban at 19.
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place in most states-- will fail to reach many people in poorer health and in most need of such
coverage. Furthermore, without such requirements, subsidies could reduce the spreading of risk
across the population--if they cause people to move from the shared risk that occurs in employer-
based coverage into an individual market that ties the availability and prices of insurance policies
to people’s health status. The employer market currently enjoys broader risk-spreading than
occurs within individual markets in all but a handful of states. For all employers, federal law
ensures some basic risk-spreading by prohibiting any employer from ohargmg individuals within
firms any different amount based upon health status. Thus, in theory, individuals covered by the
same employer plan should not face higher coverage costs because of their health status.
Therefore, it is important to consider the impact of coverage expansions on the current broad risk
pool in the employer market. -

Proposals to expand coverage that depend upon the individual market without changing its rules
may somewhat reduce the cost of coverage for some people, yet they also will retain a system that
discriminates based on health status. In essence, they will fail to achieve one of the fundamental

_ goals of insurance—the spreading of risk. If one understands the role of insurance to be the sale
of a product to insure a broad range of individuals against the potential that they would get sick,
these proposals fail to achieve these goals. Equally important, however, it should not be
assumed that insurance reforms by themselves can substantially increase coverage The purpose-
of insurance reforms is to make i insurance equitably available, If one wants to promote the ability
of the private insurance market to meet the needs of a broader segment of society, it would seem
that coverage expansion proposals need to be pursued alongside insurance reforms that minimize
discrimination based on health status

15
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HEALTH TAX/COVERAGE IDEAS BEING CONSIDERED IN CONGRESS

EXTENDING DEDUCTIBILITY TO INDIVIDUAL INSURANCE

Policy: Allow certain taxpayers to deduct up to x percent of the cost of purchasing health
insurance in the individual market. Qualifyving taxpayers include those who (a) do not have
access to employer-based insurance; (b) are not self-employed.

~ Background: Under the current system, the employer share ot employer-based health insurance
is deductible. Additionally, allowing 100 percent of the cost of individual insurance for the self-
employed to purchase individual insurance is being phased in.

Pros:

» Equity. This policy addresses the last group of people who cannot deduct their health
insurance premiums: workers with no access 10 employer-based insurance. These people
probably need the tax preference the most, since they do not benefit from employers
purchasing on their behalf.

» Typically people ages 55 to 65. Older, non-elderly Americans ure twice as likely to
purchase individual health insurance as younger pcople (9% of people ages 55-65 versus 5%
of people ages 18-55). It is even higher — 12 percent — for people ages 62 to 64. This is
because they are more likely to be transitioning to retirement and do not yet have access to
Medicare coverage. ’

Cons;

o Concern about equity overstated. Most moderate to liberal analysts oppose this proposal
because (1) it is almost pure substitution — because it is a deduction (not a credit) and the
amount is small, it will have a negligible effect on increasing the number of insured
Americans; and (2) deductions typically favor higher over lower-income people.

o Weakens employer-based insurance. Limiting the deduction to employer-based insurance
creates an incentive for firms to offer this insurance. 1f an employee could get the same
deduction in the individual market, employers could be less mclined to offer coverage.
Moreover, healthier workers may prefer to purchase in the individual market since they
would not longer have to pay premiums that reflect the entire workforce at the firm.

o Concerns about individual health insurance market. The quality of individual health
“insurance varies dramatically and is frequently expensive. "Only 18 states place restrictions
on how much insurers may charge. One study found that 33 percent of applicants to
individual insurance were denied.

Estimates: About 16 million nonelderly Americans are covered by individual insurance -- some
of these people are self-employed and are already becoming eligible tor the deduction. Nearly
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75 percent have income above 200 percent of poverty ($16,000 lor a single, about $22,000 for a
couple). Nearly 40 percent have income above 400 percent ol poverty. There are no good data
on how much individuals and families pay on average for individual insurance. In 1998, a
community rated premium cost about $2,500 in 1998.

LONG-TERM CARE: INCREASING THE SIZE OF THE CAREGIVER CREDIT

Policy: This would build on the Prcmdem: s budget ploposa] to double the size of the credit from
$1,000 to $2,000 or $2,500.

Pros

® More in line wrth actual costs of caregiving. An article publ shed in Health Affairs
(March/April 1999) estimated that the average cost of carcgiving could be about $7,600 -
annually when taking into account the number of hours of care provided and mulitplying it
by the wage rate for a home health aide.

s Favered by aging groups. In developing the President’s policy. we learned that given the
cost of care, the aging groups would state that $1,000 i is the minimum acceptable credit
amount. A :

Cons

» Does not help additional pcople — just gives those eligible more. There has been some
concern that the policy is not refundablc and that its definition of who has a long-term care
need is too narrow. '

e Increasing the credit does not help lower-income Tamilies as much. Because the credit is
non-refundable, lower-income families either get 10 help if they huve no tax liability or
limited help if their tax liability i is less than $1,000. For these people, raising the amount of
the credit does not help.

Estimates: The President’s policy cost about $5 billion over 5 years. $12 billion over 10 years.

Increasing the credit. You can multiply this by the ratio of the new credit to the existing credit,
although it will be slightly less because of the issue with people getting partial credits.

USING USA ACCCOUNTS FOR LONG-TERM CARE AND CATASTROPHIC
HEALTH COSTS
Policy. Allow people to use USA accounts for long-term care and calastrophic health car costs .

Pros
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o Strong alternative to deductibility of long-term carc insurance premiums. Although we
support the careful development of the long-term care insurance market, we think that
middle-class families rarely

o Conducive to savings. Experts argue that a major part of long-term care costs are similar to
other retirement costs, and thus should come from savings, not insurance. Long-term care
expenditures account for nearly half (44 percent) of all out-of-pocket health expenditures for
Medicare bencficiaries,

Cons

e Can be done from savings acconnts today. There is nothin g precluding people from using
money for these needs — could be criticized as not a real policy.

Estimates. Would probably not change estimates.

PARENTS OF CHILDREN ON MEDICAID AND CHIP
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IDEAS FDR HEALTH & LONG-TERM CARE BEING CONSIDERED IN CONGRESS
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EXTENDING DEDUCTIBILITY TO INDIVIDUAL INSURANCE  gume nr Badaimd -
Policy: Allow certain taxpayers to deduct up to x percent of the cost of purchasing health
insurance in the individual market. Qualifying taxpayers include those who (a) do not have
access to employer-based insurance; (b) are not self-employed, [Costs can be increased or
decreased based on amount of premiums that may be deducted; phase in]

{ | .
Background: Under the current system, the employer share of employer-based health insurance
is deductible. Additionally, allowing 100 percent of the cost of individual insurance for the self-
employed to purchase individual insurance is being phased in.

Pros:

¢ Equity. This policy addresses the last group of people who cannot deduct their health
insurance premiums: workers with no access to employer-based insurance. These people
probably need the tax preference the most, since they do not benefit from employers
purchasing on their behalf. :

o Typically people ages 55 to 65. Older, non-elderly Americans are twice as likely to
- purchase individual health insurance as younggr people (9% of people ages 55-65 versus 5%
of people ages 18-55). It is even higher - 12 percent — for people ages 62 to 64. This is
because they are more likely to be transitioning to retirement and do not yet have access to
Medicare coverage. ‘ :

Coans:

a  Concern about equity overstated. Most moderate to liberal analysts oppose this proposal
because (1) it is almost pure substitution - be¢ause it is a deduction (not a credit) and the
amount is small, it will have a negligible effect on increasing the number of insured
Armericans; and (2) deductions typically favor higher over lower-income people.

* Weakens employer-based insurance. Limiting the deduction to employer-based insurance
creates an incentive for firms to offer this insurance. If an employee could get the same
deduction in the individual market, employers could be less inclined to offer coverage.
Moreover, healthier workers may prefer to purchase in the individual market since they
would not longer have {o pay premiums that reflect the entire workforce at the firm.

¢ Concerns about individual health insurance market. The quality of individual health
insurance varies dramatically and is frcquentﬁy expensive. Only 18 states place restrictions
on how much insurers may charge. One study found that 35 percent of applicants to
individual insurance were denied.

Estimates: About 16 million nonelderly Amerigans are covered by individual insurance -- some
of these people are self-employed and are already becoming eligible for the deduction. Nearly
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75 percent have income above 200 percent of poverty (316,000 for a single, about $22,000 for a
couple). Nearly 40 percent have income above 400 percent of poverty. There are no good data
on how much individuals and fanilies pay on average for individual msmance In 1998, a
community rated prexmum cost about $2,500 in 1998,

LOWER THE 7.5 PERCENT MEDICALD DEDUCTION

Policy: Lower the threshold for being able to deduct medical expenses from 7.5 percent of AGI
to 5 percent.

Background: Policy changes in the last several years have allowed additional types of
expenditures to be deducted as medical expenses — most notably, premiumms for private long—term
care insurance — but the thrcshold itself has been criticized as being too high.

Pros

& Helps more people with large medical expenses. This change allows more people to
qualify for the deduction as well as making the value of the deduction greater. In 1996, the
average annual medical expenses for people using this deduction was over $7,000.

o Middle class most likely to use medical deduction. A much higher proportion of taxpayers

with income between $15,000 and $50,000 use this deduction than those with income above
$100 000, -Although the value of the deduction is less for these peop!e more of them use it.

‘« Indirectly helps with long-term care and ather types of services likeé mental health not
generally covered by typical health insurance policies.

Cons

= Tax amount per person higher for higher income people. Like any deductxon people
with higher tax rates get greater asmstance .

¢ Favors direct spending rather thnn insuraﬁcc. Some would argue that we s}mﬁld focus

incentives on buying and improving insurance products rather than out-of-pocket spending.
Insurance better protects against catastrophic costs.

LONG-TERM CARE: INCREASING THE SIZE OF THE CAREGIVER CREDIT

Policy: This would build on the President’s budget proposal to double the size of the credit from
$1,000 10 $2,000 or $2,500.

Pros
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» More in line with actoal costs of caregwmg An article publishcd in Health Affairs
(March/April 1999) éstimated that the average cost of categiving could be about $7,600
annually when taking into account the nuxr;ber of hours of care prGVIdf:d and mulitplying it
by the wage rate for a home health aide. !

o Favored by aging groups. In deveioping iithe Prestdent’s policy; we learned that' 5gitwa'u the
cost of care, the aging groups would state ﬁhat b3 | 0{)0 is the minimum acceptable credit
amount. |

I

Cons f

e Does not help additional people — :Just gives those cligible more. There has been some
concern that the policy is not rcfundable and that its definition of who has a Jong-term care
need is 100 narrow. , |

|

e Increasing the credit does not help lower-mcome families as much. Because the credit is .

non-refundable, lower-income families elthcr get no help if they bave no tax liability or

limited help if their tax lability i is less than $1,000. For these people, raising the amount of
the credit does not help

E
* I

Estimates: The President’s policy cost about $5 ballion over 5 years, $12 billion over 10 years.
Increasing the credit. You can multiply this by the ratio of the new credit to the existing credit,
although it will be slightly less because of the issue with people gettmg pattial credits.

USING USA ACCCOUNTS FOR LONG-TERM CARE AND CATASTROPHIC
HEALTH COSTS | |

Policy. Allow people to use USA accounts f;or long-term care and cétastrcphic health care costs.

Pros

« Strong alternative to deductxblhty of long-term care insurance premiums. Although we
support the careful development of the iong-tenn care insurance market, we think that
middle-class families rarely

e . Conducive to suvmgs. Experts argue that érhajor part of long-term care costs are similar to
other retirement costs, and thus should come from savings, not insurance. Long-term care
expenditures account for neatly half (441percent) of all out-of-pocket health expenditures for

Medicare beneﬁc.zanes i
. i
Cons !

+ Can be done from savings accounts today There is not}ung precluding people from using '
money for these needs - could bc cnthlZf:d as not a real pohcy
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Estimates. Would probably not change estimates.

PARENTS OF CHILDREN ON MEDICAID AND CHIP

Policy: Add money to Children’s Health Insurance Program (CHIP) allotments and provide
higher Medicaid matching rate to states that opt to insure the parents of children eligible for
CIHIP or Medicaid. This provides an incentive for states to expand coverage to these low-income
adults through existing programs. The eligibility rules for children would apply to the adults as
well (e.g., if a state covers all children with family income up to 133 percent of poverty through
Medicaid and 133-200 percent of poverty through CHIP, the parents would be eligible for the
same programs).

- Background. Medicaid generally covers children with income below 100 percent of poverty;

N - CHIP is targeted to children with family income between Medicaid eligiblity and 200 or 250
percent of poverty (about $33,000 in 1999). Last summer, the President issued a new regulation
that allows states to cover through Medicaid two-parent as well as single-parent famlhes
However, there is no option to cover the parents of children in CHIP.

Pros

. » Efficiently targets the uninsured. Uninsured children usually have uninsured parents.
Thus, allowing the parents of uninsured children who get covered by Medicaid and CHIP
into those programs is a highly targeted way to find and cover the uninsured. It also focuses
on lower income families, where the probability of being uminsured is higher. According to

" one study, 1.5 mullion uninsured parents have children already enrolled in Medicaid, another
3.1 million uninsured parents have uninsured children eligible for Medicaid, and 2.7 million
uninsured parents have uninsured children eligible for CHIP.

* Builds on existing prograz}s and eligibility systems. This policy would simply add the
parents to the policies already being used by states to cover children. As such, virtually all of
the infrastructure exists and no new bureaucracy is needed.

e Widely supported by academic and most policy communities. There is widespread
consensus that the next step in addressing the uninsured is targeting these parents. The only
concerns get raised by Medicaid advocates who fear that using CHIP to expand further
undermines the Medicaid entitlement.

Cons
s Does not cover uninsured adults withouat children.
e Could be expensive if putting proportionate amount of grant funding in CHIP. The

Balanced Budget Act of 1997 allocated $24 billion over 5 years, and $48 billion over 10
years to CHIP. Because (a) states had already expanded to most poor children before CHIP
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and (b) parents are typically more costly than children, it would probably cost $30 billion
over 5 years, and $60 billion over 10 years to cover 3 million adults a year.

o States may object to Medicaid part. States currently only cover parents up to about 50-75
percent of poverty. Thcy would rather cover all additional adults only through CHIP, since it
is not an entitlement program and they can charge them premiums and cost sharing (not
allowed in Medicaid).

Estimates. The costs can be dialed up or down using the (a) matching rate increase in Medicaid;
and (b) the amount that is put into the CHIP grants. Probably the minimal credlblc amount
would be $20-25 billion over 5 years, $40-50 blllmn over 10 years.
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75 percent have income above 200 percent of poverty (816,000 for a single, about $22,000 for a
couple). Nearly 40 percent have income above 400 percent of poverty. There are no good data
on how much individuals and families pay on average for individual insurance. In 1998, a
community rated premium cost about $2,500 in 1998,

LOWER THE 7.5 PERCENT MEDICALD DEDUCTION

Policy: Lower the threshold for being able to deduct medical expenses from 7.5 percent of AGI
to 5 percent.

Background; Policy changes in the last several years have allowed additional ktypes of .
expenditures to be deducted as medical expenses — most notably, premiums for private long-term
care ipsurance — but the threshold itself has been criticized as being too high.

Pros

o Helps more people with large medical expenses. This change allows more people to
qualify for the deduction as well as making the value of the deduction greater. In 1996, the
average annual medical expenses for people using this deduction was over $7,000.

e Middle class most likely to use medical deduction. A much higher proportion of taxpayers

with income between $15,000 and $50,000 use this deduction than those with income above
$100,000. Although the value of the deduction is less for these people, more of them use it.

« Indirectly helps with long-term care and other types of services like mental health not
generally covered by typical health insurance policies.

Cons

s Tax amount per person higher for higher income people. Like any deduction, people
with higher tax rates get greater assistance. :

s Favors direct spending rather than insurance. Some would argue that we should focus
incentives on buying and improving insurance products rather than out-of-pocket spending,
Insurance better protects against catastrophic costs. :

LONG-TERM CARE: INCREASING THE SIZE OF THE CAREGIVER CREDIT

Policy: This would build on the President’s budget proposal to double the size of the credit from
$1,000 1o $2,000 or $2,500.

" Pros
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