NATIONAL ' NATIONAL ACADEMY OF

ACADEMY PuBLIC ADMINISTRATION® %
OF-SOCIAL ‘ ' Z

INSURANCE Robert Wood Johnson Foundation

Restructuring Health
Insurance Markets

JANUARY 2009

by Elliot K. Wicks

Health Management Associates




CONTENTS

THE PURPOSE OF HEALTH INSURANCE ...ttt stee et nne e 1
CHARACTERISTICS OF AWELL-FUNCTIONING MARKET ..o 2
COMPARING THE REALITY TO THE IDEAL ...ttt 3
THE MAJOR OPTIONS FOR STRUCTURAL CHANGE .......oooiiieiee ettt 4
RATE COMPRESSION ....eiiittteeiitteeessiteeesteeeesstteeeassteeeesssaeeeatseeeaasseseesssseesassseseaassssesssneeesassseesassesesssenen 4
HIGH-RISK POOLS...... oottt ettt e e e e ettt e e e eat e e e e s abe e e e aabbeeeeaaeeeeesabeeaeantbeeesnseeesasbenann 6
STANDARD BENEFIT PLANS ....cttiiiiiitii ettt ettt e e ettt e ettt e e e et e e e eatae e e saae e e s ebbeeeeaataeeesbseeesbbeeesanteeeesasees 9
PUBLIC REINSURANCE ... uuviieiittiie e ettt e e eettee e s itbeeeeatte e e staeeesetbeeesaateesesbaesesasbeeesastaeeesnbeeeesasbeeeeasteesesnnees 11

ST =0 o N A T N L3PPSR 15
INSURANCE EXCHANGE ....ccciitiiieiiiiti e iitiee e st e e e st e e e s teea e s tbe e e aattae e e ssaaeaeantbeeessseeesssbaeeeanteeeesneneessnnenenn 16
SHZB ettt ettt ab e eb e b e e be A b et aeahaeabe e abeebeabeaabeabeeabeebe e beerbearbenreens 17
Price Taker OF NEGOTALOT? ... ..ottt et b et n bbb e 18
L] o] Lol o] o A 1VZ= =IO 19
SEAIT-UD ISSUBS......eeee ettt r et e e n et b et e e e n b ane s 21
Y= YT g I 16O 21
V0T =T o SRS 26
S QX0 TS 11T ) USSP 27

A NATIONAL INSURANCE EXCHANGE ......cciiiitiiieiitiie e e ctieeeeetie e et e e e st e e e e etve e e s eate e e e snbaeeesstbeeeeenteeeesnnees 28
RiSK RAtING CHAIENQES ......cuviviieiiitireeet ettt 28
Eligibility fOr the EXChaNQe .......coociiiiiie s 29

AN INIVIAUAT MANGALE. .......viitieiiieciee ettt ettt sbe e sbe e besabesbeesbeeebeenbesreesteens 30

CONGCLUSION ... r bbbt e e sr bbb e n e e an e 31



RESTRUCTURING HEALTH
INSURANCE MARKETS

Many states—and some federal legislators—are considering major policy changes to
make health insurance more affordable and to increase the number of people who have
health coverage. Often these policies involve changes in the structure of health insurance
markets, such as establishing risk pools or insurance exchanges for certain populations
and altering the rules for selling coverage in the individual and small-group markets. This
paper examines six specific structural changes that might be made to expand coverage,
with special focus on the administrative issues that must be addressed. The six are:
changes in rating rules, high risk pools, standard benefit plans, reinsurance, Section 125
plans, and insurance exchanges. We examine what benefits these changes might produce,
how they can be most effectively structured, and how they can be implemented.

THE PURPOSE OF HEALTH INSURANCE

It is useful to begin by recalling the fundamental purpose of health insurance. People buy
health insurance to ensure that the cost of paying for medical services will not be a bar-
rier to receiving necessary care and to protect themselves against the financial catastro-
phe of incurring a very large medical bill that they could not afford to pay from their
own resources. When they buy health insurance, people choose to incur a small, certain
loss—the insurance premium—to protect themselves against the possibility of incurring
a very large, unpredictable loss—the cost of paying for very expensive medical care. In
other words, people pool their risk. But this form of protection is sustainable only under
very specific conditions: Insurance works only so long as most people who are in the pool incur ex-
penses that are far below the amount they pay in premiums so that there will be enough money in the in-
surance pool to cover the few people who incur large losses.

The role of health insurers is to design and sell health insurance policies that provide this
kind of financial protection. But the market does not always perform as intended, espe-
cially for people whose risk of needing health services is relatively high. If every person
bought health insurance and had identical coverage—the same covered services, the
same limits, and the same cost sharing structure—the role of insurers would be very dif-
ferent and most of the problems related to the functioning of insurance markets would



disappear. Such a system would be essentially a system of social insurance, like Medicare,
where everyone is automatically covered, the benefits are essentially identical, and every-
one pays the same premium rate. But, of course, this is not a description of the current
private health insurance system. Under competitive pressures in a voluntary market,
where people may or may not buy coverage, insurers face strong incentives to develop
many different benefit structures and coverage options to try to attract the most profit-
able business. They find it profitable to segment the market by risk: if other insurers are
pooling high-risk and low-risk people together and charging them one rate, a competitor
can gain business by pooling only low-risk people together and offering them a lower
rate. For similar reasons, insurers have incentives to structure their benefit plans to be
especially attractive to lower-risk people and to avoid the highest-risk individuals.

Of course, once one insurer adopts these tactics, others must follow to remain competi-
tive. If unchecked by legal constraints, the result is extensive segmentation of the market
by risk, with the result that coverage becomes unaffordable for many higher-risk people.
And, of course, the proliferation of coverage options and the mechanisms insurers must
employ to differentiate people on the basis of risk add to insurers’ administrative costs
and create burdens for the people who buy coverage. Legislators and other who seek to
restructure the insurance market hope to ameliorate some of the problems while still re-
taining the private insurance system.

CHARACTERISTICS OF A WELL-FUNCTIONING MARKET

Before turning to the issue of how to restructure insurance markets, it is important to lay
out the characteristics of a well functioning market and then compare that picture with
markets as they exist today.

Efficiency. One desirable characteristic of an insurance market is that it would operate
efficiently—that is, administrative costs, including transactions costs for consumers and
providers, would be minimized. Costs associated with reviewing the characteristics of
people applying for coverage, determining who is eligible for coverage, and setting dif-
ferent prices for categories of applicants—what is referred to as medical underwriting—
would be minimized, since the resources used for medical underwriting have essentially
no benefits for consumers. Marketing costs would be a small portion of the total pre-
mium.

Reasonable choice. A well-functioning market would offer people a useful range of
choice of different insurance benefits packages and delivery systems—for example,
health maintenance organizations (HMOs), preferred provider organizations (PPOs), in-
demnity plans, etc. The number of benefit options would be sufficient to allow people to
choose a plan that suited their preferences but not so many as to make choice confusing
and difficult. Consumers would have objective information in a form that would make it
easy for them to make intelligent choices as they compare the value of different coverage
options and health plans.

Useful competition. A well-structured market would promote useful competition
among insurers so that they are motivated to minimize the cost of coverage and provide
timely, efficient, and effective customer service. Competition would induce insurers to
compete by trying to reduce not only administrative costs but also the underlying costs



of medical expenses. No insurers would be so dominant that they could have significant
control over the market. Insurers would receive a return on investment sufficient to in-
duce them to continue in business, but profits would not be excessive.

Pooling risk. Market rules would ensure that risks would be pooled in a way that
spreads the risk broadly and fairly and does not result in high-risk people facing premi-
ums that are unaffordable. In other words, no one who could afford to pay for average-
priced insurance would be priced out of the market because of their higher-than-average
risk. To the extent that market segmentation exists, it would not be so extensive as to
threaten the basic insurance principal of having low-risk people subsidize the medical
expenses of high-risk people.

COMPARING THE REALITY TO THE IDEAL

Comparing present insurance markets to the ideal shows that performance often falls
short. Administrative costs are a relatively high proportion of premium costs, especially
in the individual market but also in the small-group market. Marketing costs also tend to
be high in these markets because each sale adds only a few enrollees. The number and
variety of insurance benefit plan options are far more than necessary to meet consumer
needs and, along with the complexity of benefit structures, make informed choice diffi-
cult. Few people can go to a single source to see and compare all the options. Consum-
ers bear the burdens of trying to keep track of bills and submit claims, worrying about
coordination of benefits, and generally trying to ensure that they are getting the financial
benefits to which they are entitled. If people’s family or job status changes, they risk fal-
ling between the cracks in insurance coverage or even being denied coverage entirely. In
states that allow risk rating in the small-group and individual markets, competitive pres-
sures force insurers to devote resources to identifying the relative risk posed by different
applicants. In such circumstances, the rewards for being effective at-risk segmentation
may be as great or greater than those associated with controlling underlying medical
costs. As a result, higher-risk people, especially in the individual market, may be priced
out of the market; so the basic risk-pooling function of insurance is impaired.

In most states, a very small number of insurers account for a very high proportion of the
business in the individual and small-group markets—not the picture of a classic competi-
tive market. Market domination by only a few insurers has been common in many states
for a number of years, but recently the degree of market concentration has increased
greatly, reflecting, in part, a wave of mergers." For employment-based and individually
purchased health insurance, WellPoint and UnitedHealth Group each hold 14 percent
shares of the national market, and Blue Cross plans control 32 percent of the overall
market.” Concentration is much higher in many state and regional markets. According to

! James C. Robinson, “The Commercial Health Insurance Industry In An Era Of Eroding Employer Coverage,”
Health Affairs, Vol. 25, No. 6, 2006; James C. Robinson, Consolidation And The Transformation Of Competition In
Health Insurance, Health Affairs, Vol. 23, No. 6, 2004; Deborah Chollet, Fabrice Smieliauskas, Madeleine Konig,
“Mapping State Health Insurance Markets, 2001: Structure and Change,” AcademyHealth, September 2003; GAO let-
ter, October 13, 2005, GAO-06-155R, State Small Group Insurance Markets, Subject: Private Health Insurance: Num-
ber and Market Share of Carriers in the Small Group Health Insurance Market in 2004; American Medical Association,
“Competition in health insurance: A comprehensive study of U.S. matkets, 2007 update.”

2 Robinson 2006.



one recent study, the two largest insurers have at least half the enrollment in 40 states
(out of 44 for which data were available), and they hold at least three-quarters of the en-
rollment in 15 states.’

These deficiencies and others not described have prompted some critics to call for
wholesale reform, often arguing that only something like a single payer system can fully
address such deficiencies. But the opposition to such massive change is fierce, and such
a system brings its own set of problems. It seems likely that in the near future we will
continue to have a system composed of multiple insurers offering competing plans. If
that is so, the policy question is what are the options for streamlining the administrative
structure of the present system and bringing its performance closer to the ideal.

THE MAJOR OPTIONS FOR STRUCTURAL CHANGE

In this paper we will look at six options: rate compression, high-risk pools, standardized
benefit plans, public reinsurance, Section 125 plans, and insurance exchange/purchasing
pools. Although we will discuss the policy justification for each approach, our emphasis
will be on the administrative issues that are involved in trying to implement the ap-
proach.

Rate Compression

As noted eatlier, in the absence of legal constraints, insurers will segment people by risk,
creating large premium differences between high-risk and low-risk people. Most states
have placed some limits on risk rating in the small-group market—although the limits
vary widely from state to state—and a few have done so in the individual market. Some
states have gone all the way to “pure” community rating in one or both of these markets,
so that everyone pays the same rate for similar coverage regardless of health status or any
other personal characteristics. In states with the least restrictive rate rules, the rate varia-
tion ratio can be as much as 10:1 in the small-group market, and the highest-risk people
in the individual market may be denied coverage entirely. The purpose of rate compres-
sion, of course, is to broaden the sharing of risk to make coverage more affordable for
higher-risk groups and individuals. The problem with this solution is that rate compres-
sion, while making coverage less expensive for higher-risk people, makes it more expen-
sive for lower-risk people. In the absence of a mandate—that is, a requirement that eve-
ryone have coverage—the higher premiums may cause some lower-risk individuals or
groups to drop coverage and discourage others from acquiring it in the first place. If the
exodus is too great, there will be too few people in the risk pool whose medical expenses
are substantially less than their premiums. The average cost of medical claims will rise,
forcing the insurer to raise the premium, which causes other people with below-average
risk to leave the risk pool. The result is a spiral of adverse selection and a continually de-
teriorating risk pool.

Experience suggests that this phenomenon of adverse selection against the market as a
whole is less of a problem in the small-group market than in the individual market. The
reason is that it is much easier for an individual than a group to assess when he or she is

3 American Medical Association, 2007.



most likely to need expensive medical care and to buy coverage only when that need is
imminent and to go without coverage at other times.

The policy challenge, then, is how far to go in compressing rates. States have chosen dif-
ferent paths, and their experience can be a useful guide for those considering whether to
move toward greater rate compression. In general, rate compression has seemed to work
reasonably well in the small-group market in helping to make coverage more affordable
for high-risk groups, but it has not increased the overall rate of coverage.! In the individ-
ual market, the problems have been greater because of adverse selection against the mar-
ket as a whole, created when low-risk people drop out.

From a purely administrative standpoint, rate compression does not pose significant new
challenges for most states since they already have an administrative structure in place to
enforce their current rating rules. The federal government does not now impose rating
restrictions in either the small-group or the individual markets, but even if this policy
were to be changed, it is likely that the responsibility for enforcing the law would fall on
the states. To enforce rate limits, states must be able to review individual insurers’ pro-
cedures and policies and to collect and analyze premium data to ensure that they are
complying with the rating restrictions.

If a state adopts pure community rating, allowing no variation based on any rating fac-
tors, the administrative task is much simpler than when insurers are permitted to use a
variety of rating factors. For example, it is not unusual for states to allow rate differences
based on some combination of health status, age, gender, geography, industry, health-
related behaviors, and class of business, typically with different limits attached to each
factor. When there are multiple rating factors and different limits on the extent to which
insurers can vary rates based on each factor, both compliance with and enforcement of
the law becomes very complicated and therefore more expensive.

One way to greatly simplify the administrative burden and to make the rating restrictions
more comprehensible, while still allowing any degree of variation in premium thought to
be advisable, is to set an overall limit on the amount by which the rate can varied based on
all factors in combination. For example, if a state decided that no high-risk group should
have to pay more than four times the rate paid by the lowest-risk group, the state would
simply stipulate that whatever rating factors were used, the maximum rate variation for
all factors in combination could not exceed a ratio of 4:1. Besides being simpler, this ap-
proach makes less important the choice about which particular rating factors insurers are
permitted to use. Under this approach state regulators would find it much easier to de-
termine whether an insurer is complying with this requirement than one that allows in-
surers to vary rates based on multiple factors each with its own limit. Under the latter
circumstance, it is sometimes difficult to determine even what total rate variation is the
theoretical maximum.

Taking this approach also allows states to move gradually to greater rate compression—
for example, starting with a ratio of 5:1 and moving to 3:1 by reducing the ratio by 0.5
each year for four years—which will help to reduce the “sticker shock™ for low-risk peo-
ple and may make them less likely to forego insurance.

4 Mark A. Hall, Health Insurance Market Reform Study,
http:/ /www.phs.wfubmec.edu/web/public/pub_insurance/pub_insur_summary.cfm



High-Risk Pools

Rate compression is a way to make coverage more affordable for high-risk people, but it
is a tool most commonly used in the small-group market, since, if employed in the indi-
vidual market, it is more likely to produce adverse selection against the market as a
whole. The tool more frequently used in the individual market is a high-risk pool. Like
rate compression, it is a way of subsidizing high-risk people. The idea is simple: Some
mechanism is used to identify people whose risk profile is so high that they could almost
surely not afford to pay a premium that would fully cover their risk.” These people are
then offered coverage with a specified benefit package through a special risk pool com-
posed of just high-risk people. They pay a premium that is higher than what “normal-
risk” people would pay for such coverage but still not sufficient to cover their full ex-
pected medical claims. The shortfall represents a subsidy that has to be funded from
some source, typically some kind of surcharge on insurers but sometimes, and prefera-
bly, from broader-based revenue sources.

Implementing a high-risk pool raises a number of policy and administrative issues.

Eligibility. The obvious first question is how to determine who will be eligible, or, to
put it another way, how will high-risk people be identified? Most states have given insur-
ers great discretion in deciding who will be denied individual coverage, essentially allow-
ing them to deny coverage to anyone they judge to be especially high risk. In California,
an approach is being considered that would leave insurers no discretion: the state would
develop a questionnaire that all insurers would administer to applicants, and insurers
would be permitted to deny coverage only to those people who “failed” the test. Every-
one who “passed” would have coverage available on guaranteed-issue basis. This ap-
proach has the advantage of predictably limiting the number of people who will fall into
the high-risk category, as well as providing uniform treatment for applicants regardless of
the insurer to which they apply.

Some states require the individual to show that he or she has been turned down for cov-
erage by more than one insurer. Denial of coverage does not by itself make one eligible
in most states. States frequently also require that the person not have available any
source of group coverage, including COBRA. In some instances a denial is defined to in-
clude having available only individual coverage that excludes some major medical condi-
tions. Some states also allow a person to be eligible if the cost of the only coverage that
is available exceeds some high dollar amount.

This approach involves many administrative issues, mostly related to verifying eligibility.
Someone has to verify that the person has no other coverage available, has been denied
coverage, or can only find coverage that excludes some condition or is too expensive.
For some of the information, the only reasonable verification may be the applicant’s self-
report, subject to penalty for false statements, though some states require written proof
of having been denied coverage in the form of a letter from the insurer. If written proof
is not required, some agency will need to audit some applications to ensure that there is
at least a credible threat of a penalty for providing false information.

5 For example, in California the premiums paid by people in the high-risk pool cover only slightly more than half of
the cost of the program. California Major Risk Medical Insurance Program 2006 FACT BOOK, The California Managed
Risk Medical Insurance Board, 2006, http://www.chcf.otg/documents/insutance/ MRMIPFBV3_23_06.pdf



As explained below, virtually all states have a limited funding pool on which to draw to
provide the subsidies that are inherent in this approach. The questions then arises what
to do when the fund is nearing depletion. States may establish waiting lists in that in-
stance, which obviously involves some administrative issues related to notifying people
initially that they are on a waiting list and then notifying them again if the funding allows
more people to be covered, presumably with a re-check of eligibility. Some states have
chosen to make the eligibility requirements more restrictive when funding limits are be-
ing reached, which requires a procedure for making this change. Presumably, most high-
risk pools will be governed by a board that has the authority to make limited policy
changes within legislatively set constraints.

Role of insurers. A high-risk insurance pool involves all of the normal functions that
insurers perform: enrollment, determining eligibility and maintaining eligibility rolls, dis-
enrolling those who do not pay premiums, collecting premiums, and verifying and paying
claims. A different sort of function, which may be especially important to control costs
of this high-risk population, is case management.

In most instances, it would not be cost effective for states themselves to perform all of
these functions. It would normally be wiser to contract out these tasks to insurers, who
already have in place the necessary administrative apparatus, and to pay them an admin-
istrative fee. If the state is at risk for medical claims that exceed the expected amount for
the risk pool—that is, the state /s the insurer (as in Maryland)—then the state would pre-
sumably contract with a single insurer to perform the administrative functions. However,
if insurers are at risk, either in whole or in part, then the insurer or insurers would pre-
sumably perform these functions for their own enrollees and recover the cost from the
premium paid by their enrollees plus the state-supplied subsidy. From a state’s stand-
point, it would obviously be safer to have the insurers bear the risk of expenditure over-
runs because the fund that finances the subsidies is normally a fixed amount and thus
cannot be easily or quickly increased if there are cost overruns. But, of course, insurers
would charge a higher premium for assuming the risk. In addition if there are multiple
insurers participating, there has to be a mechanism in place to permit people to make an
informed choice among participating plans and to transfer from one to another from
year to year. Presumably, the state would need to fill this role.

Pre-existing conditions. The purpose of a high-risk pool is to provide coverage on a
guaranteed-issue basis to people who could not otherwise get affordable coverage be-
cause of their poor health status. People often find themselves in this position because
of some pre-existing medical condition. The problem is, however, that if the high-risk
pool accepts people without any pre-existing condition limits, it encourages people to
postpone buying coverage when they are healthy, knowing that they can always go to the
high-risk pool if they develop some serious condition. The result could be even greater-
than-expected adverse selection against the pool, which could threaten its financial vi-
ability. Some state have chosen to address this issue by including pre-existing condition
restrictions but making them shorter than what insurers typically impose—for example,
three or six months rather than a year or two.

If there are pre-existing condition limits, someone has to have responsibility for collect-
ing and verifying the information that applicants supply regarding these conditions.
Commonly, applicants are asked to self-report such data.



Setting premiums. Four factors are inextricably linked: the number of people who are
eligible for the risk pool, the scope of benefits, the amount of funds set aside for the risk
pool, and the size of the premium. If more people are eligible for the pool, more funding
will be required for subsidies, and the fund will have to be larger, other things being
equal. If coverage is more comprehensive, the subsidy cost will be higher, other things
being equal. If the premium is lower (making coverage more affordable), the premium
subsidy is greater and more funding will be required, other things being equal. Varying
any one of the four factors will have implications for the other three. Policymakers will
need to keep this fact in mind when setting premiums.

Typically, states have determined that a person in the high-risk pool should pay no more
than 125 percent to 200 percent of the “standard rate,” which is essentially the rate a
person of “normal” risk would pay. The question is what rating factors should be used in
establishing the standard rate. Based on age alone, medical expenses can vary by a ratio
of at least 3:1 between young adults age 20 to 24 and adults just under age 65. So it
would make little sense to charge people in the high-risk pool a premium that is, say, 125
percent of the average rate for the normal population as a whole. That could result in a 62
year old in the high-risk pool paying less than someone of the same age buying coverage
in the normal individual market. It would seem more sensible to make the rate equal to
125 percent of the rate for a person of average risk i the same age cobort. A case might also
be made for also using geography as a rating factor in determining the standard rate if
geography is used as a rating factor for the non high-risk population.

From an administrative standpoint, the task is to determine what the standard rate is, us-
ing real-world data, and then to make sure that the premiums in the high-risk pool actu-
ally are the agreed-upon multiple of the standard rate.

Funding the pool. The purpose of having a high-risk pool is to spread risk more broad-
ly to make coverage more affordable for high-risk people. The ideal source of funding
for providing such subsidies would be one that is as broad as possible and generates
revenues from the population on the basis of ability to pay. General revenues are
probably the source that best meets this test. But most states have looked to sources
other than general fund revenues to finance the high-risk pool subsidies, presumably be-
cause it is politically difficult to raise the taxes that produce general revenues.

Frequently, states assess insurers to provide the funding. From the standpoint of fairness
and equity, if this is the course states choose, the ideal approach would be to assess all
insurers based on their #7a/ share of the market, not just their share of the individual
market. If the assessment is just on individual-market business, the cost is passed back
just to people buying in the individual market, where costs are already higher for compa-
rable coverage than in other markets. That would defeat the purpose of having the high-
risk pool, which is to avoid having lower-risk people absorb the costs of claims gener-
ated by high-risk insured people. In other words, the approach is not consistent with
broad risk sharing or making individual coverage more affordable. Even assessing all
health insurers fails to spread the risk over all who have coverage, since those who are
covered by self-insured plans would not contribute. Some policy makers have contem-
plated assessing the third-party administrators who administer health plans for self-
insured companies based on the number of covered lives under the plans. Though desir-
able from the standpoint of equity, this approach would likely be challenged as being in-



consistent with ERISA requirements, which limit states’ ability to regulate employer
health benefit plans.

From an administrative standpoint, if states look to insurers to fund the high-risk pool,
the state will have to collect and audit information about insurers’ revenues, perhaps for
different markets separately, depending on how broadly the assessment is spread. Most
states already collect and analyze such information, so little additional administration
would be required. The more challenging task will be to monitor outflows from the pool
fund to ensure that funding will be adequate and, if shortfalls seem likely, to decide how
to remedy the problem—whether to change eligibility requirements, modify the benefit
package, establish waiting lists, try to increase the size of the fund, etc.

Standard Benefit Plans

A number of states have adopted, or at least considered, the policy of limiting the num-
ber of benefit plans that could be sold in the individual or small-group market. Instead
of allowing each insurer to offer dozens of different plans, some state entity would de-
fine a few standardized benefit plans that all insurers and health plans would offer (with
some additional differences to reflect the different nature of HMOs, PPOs, and indem-
nity plans). New Jersey, for example, limited the number of benefit plans in the small-
group market to six options, and California is now considering legislation that would re-
quire all individual market insurers to offer just five standardized plans. Such a policy is
designed to make it easier for consumers to compare options and make an informed
choice about which offers the best value. Research shows that when people are faced
with too many options, probably more than six or seven, they have difficulty making the
“best” choice.’ They resort to simplifying procedures or choice-limiting tactics that are
not consistent with economists’ notions of “rational decision-making.” Thus it could be
argued that consumers would be better off—in the sense of being able to making a
choice that best meets their tastes and preferences—if they had fewer choices. At a time
when there is increasing agreement about the kinds of health insurance protection that
people need, it is hard to believe that meeting people’s needs and preferences requires
the degree of choice that is the rule in the individual and small-group markets. The diffi-
culties involved in having too many choices are presumably the reason that Medicare
limits the number of benefit plans that supplemental insurers may offer to Medicare en-
rollees.

If limiting the number of choices enhances consumers’ ability to make well-informed
choices, it follows that it is also an effective way of promoting beneficial competition
among insurers. When consumers can make valid judgments about the relative value of
the plans offered by each insurer, insurers have much stronger incentives to compete on
the basis of price, quality, and service. That, in turn, gives them incentives to encourage
participating providers to be more efficient and to improve quality.

A final reason for moving to a limited number of standard plans is that implementing
such a policy reduces the potential for risk segmentation. People tend to choose different

6 For an example of such research, see Sheena S. Iyengar and Mark R. Lepper, “When Choice is Demotivating: Can
One Desite Too Much of a Good Thing?” http:/ /www.columbia.edu/~ss957 /whenchoice.html



kinds of plans depending on their health status. For example, those with poorer health
status tend to choose coverage that is more comprehensive, has lower cost sharing, and
gives greater choice of providers. Insurers know how to tailor benefit plans to attract
lower-risk populations, and if there is no constraint on the degree to which they can vary
the benefit structure, they can be very creative in devising plans that achieve their desired
enrollee mix.

From an administrative standpoint, the challenge is less in enforcing a requirement to of-
fer standard plans than it is in defining what benefits should be in the standard plans. All
benefit plans have two elements: the medical services that are covered and the amount of
consumer cost-sharing (including coverage limits). The cost of the coverage is directly re-
lated to these two elements: the more medical services are covered, the greater the pro-
tection for insured people but the higher the premium; and the greater the amount of
consumer cost-sharing, the lower the premium but the greater the financial risk to the in-
sured person. Of course, deciding on the optimum trade-off is the reason that defining
standard benefit packages is difficult.

At least in general terms, there seems to be increasing agreement about the kinds of
medical services that should be covered to provide good protection, although there are
still many areas of controversy “around the edges.” Few would argue that coverage that
does not include hospital care, physician services, radiology and laboratory services, pre-
scription drugs, and substance abuse and mental health services is adequate. There is still
much disagreement about what limits there should be on some services, especially outpa-
tient mental health services. And there is a great deal of disagreement about how much
consumers should be expected to pay out of pocket. This is especially true now that the
idea of “consumer-driven” health plans has become popular. Advocates argue that bene-
fit plans that include large deductibles and co-payments are desirable as a way of giving
consumers financial incentives to be cost-conscious when consuming medical services.

So almost certainly the standard plans will need to include different levels of cost sharing
in recognition of the fact that some people will not be able to afford the most generous
plans, whereas other will prefer plans that offer the maximum financial protection. In
fact, it may be desirable to have all plans offer the same covered medical services but to
have them vary only with respect to cost sharing.

There is the additional problem that different kinds of delivery systems are inherently
structured to use different kinds of cost sharing. HMOs are essentially closed-panel
plans, so that services from non-panel providers are not covered at all (except in emer-
gency situations); patients using out-of-plan providers pay 100 percent of the cost.
Moreover, HMOs have typically been designed around the idea that physicians, not pa-
tients, should have primary responsibility for ensuring that the care provided is cost-
effective, and so they may have no deductibles and only relatively small co-payments at
the point of service. PPOs have varying cost-sharing requirements depending on wheth-
er patients seek care from participating or non-participating providers. Indemnity plans
have no panel of providers, and so the cost-sharing requirements are the same regardless
of which providers patients choose. The upshot is that standardized plans will probably
have to have different cost-sharing provisions for each of these delivery types, even
when the covered medical services are the same.
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Defining standard plans is a challenge because changes in medical technology may make
it desirable to change the covered benefits. However, most of the technological advances
occur within a category of covered services. For example, new imaging technologies may
be developed that have not previously been covered, but these fall within the larger cate-
gory of radiological services. The decision about whether or under what circumstances a
new technology, or even an existing expensive technology, will be covered has generally
been left up to insurers to decide, though their decisions have sometimes led to disputes
that have produced court challenges. Letting insurers make separate and different deci-
sions about such new technologies, however, introduces a degree of complexity in the
benefits they offer that makes it more difficult for consumers to compare plans to de-
termine which offers the best value. On the other hand, having the regulators make such
decisions would require a procedure for gathering expert opinion and a decision-making
process that would have to be able to withstand scrutiny of critics.

A final issue is whether insurers will be required to offer plans that are completely identi-
cal to the standard plans or whether instead some flexibility will be permitted by allowing
them to offer actuarially equivalent plans. (Two benefit plans are actuarially equivalent if
they have the same value in terms of the claims the insurer expects to have to pay.)
There are several problems with this approach. First, the state regulators must have some
method for verifying that the plans meet the test of being actuarially equivalent. This is
often done by accepting the certification of the insurer’s actuary. Second, allowing this
kind of flexibility opens the door for plans to tailor their benefit packages to attract
lower-risk enrollees, unless the degree of flexibility is strictly constrained. But if it is so
constrained, what is really gained by allowing any deviation from the standard plan? Cer-
tainly, allowing greater flexibility adds to administrative complexity: what level of devia-
tion from the standard plan would be considered acceptable, and who would make that
decision?

States have typically assigned the responsibility for defining standard benefit plans to a
specific board, requiring them to seek expert advice and public opinion before making
their decisions. The most ambitious of such efforts was the process that the state of
Oregon followed back in the late 1980s in trying to establish a ranking of possible cov-
ered services based on a combination of cost-benefit assessment by experts and public
input. Elements of the outcome of that process, the Oregon Plan, are still in used today
for the Medicaid program. Most other states have employed less comprehensive ap-
proaches to defining standard benefit plans.

Once the standard plans are defined, the ongoing administrative task should be relatively
minor, since it is relatively easy for regulators to determine whether health plans are con-
forming to the requirements simply by reviewing their benefit plans.

Public Reinsurance

A high proportion of people who lack health insurance cite cost as the reason for being
uninsured. Lowering insurance premiums would obviously cause more people to acquire
coverage, although the research shows that only a relatively large price reduction would
produce a significant influx of new people to insurance markets. In essence, the only way
to produce large premium reductions is by providing subsidies. Typically, proposals for
subsidies target lower-income people or perhaps small, low-wage employers. Another
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option is to subsidize insurers—an approach inherent in the notion of publicly funded
reinsurance. The basic idea is simple: if insurers were given a guarantee that claims costs
in excess of some specified amount would be subsidized by government, they could be
expected to lower premiums by approximately the amount of the subsidy.

Although public and private reinsurance are similar in some ways, they have different ef-
fects. Both provide an extra layer of protection against unexpectedly high claims costs.
But since the insurers are paying for private reinsurance from their own resources, for
the system as a whole, the insurers’ costs are not reduced, and so no significant premium
reduction would be expected, with perhaps one exception: when they buy reinsurance,
insurers do not need to set aside so much in reserves to protect themselves against the
possibility of having to pay for an extremely costly case, so then can offer somewhat
lower premiums because capital is freed up. But publicly funded reinsurance has a differ-
ent effect: the claims costs paid by the public program are not costs to the insurers, and
so they can lower premiums in the aggregate by the amount of the subsidy. The larger
the subsidy, the larger the likely premium reduction.

In essence, public reinsurance involves “socializing” risk—that is, shifting a portion of
the risk and the cost from the private sector to the public sector. Such a policy has ad-
vantages besides the obvious one of making insurance generally less expensive for buy-
ers. Reinsurance of this type also protects insurers from some of the worst consequences
of adverse selection.” Even if they end up with a disproportionate number of high-risk
people who then incur high costs, they do not have to bear much of that cost. Being re-
lieved of this risk should make insurers somewhat less reluctant to take on higher-risk
individuals or groups (although they still might avoid them because they are more likely
to incur costs below the point where the reinsurance takes effect). Moreover, since in-
surers do not have to set aside as much to cope with the possibility of realizing adverse
selection, they can be expected to reduce their premiums by an amount approximately
equal to the expected subsidy.

It is not entirely clear what approach insurers would use in lowering premiums in this in-
stance. The reinsurance should make them more willing to take on high-risk enrollees
because they are no longer high risk for the insurer. Insurers could decide to pass on the
cost reduction in the form of lower premiums for just higher-risk applicants. But be-
cause higher-risk enrollees are probably more likely to incur costs in general, including
costs below the threshold for reinsurance, it is more likely that insurers would reduce
premiums mote or less across the board, making coverage somewhat more affordable
for everyone.®

Such subsidized reinsurance would also reduce year-to-year premium variations because
insurers would be less concerned about the fact that some change in an insured group’s
characteristics would increase the probability that the group will incur high medical
claims.

The advantage of this government-financed reinsurance approach is that it spreads risk
very broadly, across the whole tax-paying population, and it does not compel insurers,
enrollees, employers, or anybody else to do anything. The market is left to work. The

7 Randall R. Bovbjerg and Elliot K. Wicks, “Implementation of Reinsurance as Part of the Massachusetts Roadmap to
Coverage,” Report for the Blue Cross Blue Shield of Massachusetts Foundation, the Urban Institute, August 2005.
8 Bovbjerg and Wicks, 2005.
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disadvantage is that it is not efficient in the sense of having a given allocation of gov-
ernment monies produce the largest possible expansion in the number of insured people.
The dollars would not be spent in a “target efficient” way because much of subsidy
would go to people who are already buying coverage with their own money. Premiums
can be expected to decline across the board, for everybody purchasing insurance. Most
of the people who benefit from the lower premium are people who are already buying
insurance and who thus are paying for the high-cost cases with their own money when
they pay premiums. Government dollars would thus mostly substitute for private dollars.
This result is undesirable if the overriding objective is to produce the greatest reduction
in the number of uninsured with the fewest dollars. It may be desirable if the objective is
to spread risk in the broadest possible way and to move toward a social insurance model
like Medicare.

The size of the reinsurance subsidy can be kept lower and the target efficiency greatly
improved by limiting the reinsurance program only to groups that generally cannot af-
ford current coverage and among whom a high proportion is uninsured. For example,
the reinsurance might be available only for coverage provided to small firms that employ
predominantly low-wage workers. These firms often do not buy coverage because of the
cost, and thus many employees of such firms lack coverage. Reinsurance subsidies avail-
able only to this group would not produce much substitution of public dollars for private
dollars already being spent. Reinsurance limited to certain groups would, of course, af-
fect the rates for only those groups, not the market as a whole.

Public reinsurance can take several forms. One option is for the reinsurance to cover
some or all of an insurer’s aggregate claims for a defined population that are in excess of
some specified amount. Another approach allows insurers to identify, within a short time
after initial enrollment, certain small groups or individuals within a group that they wish
to reinsure. In essence, this approach amounts to a high-risk pool for high-risk small
groups. This differs from traditional reinsurance because the insurer has to identify the
high-risk enrollees or groups before the fact, that is, before the costs are incurred.

But the approach most commonly considered is for the reinsurance to cover a portion of
the costs of the really high-cost cases. The reinsurance would pay all or a large portion of
the costs incurred by any insured individual during a year that are beyond some thresh-
old (technically, the “attachment point”). For example, the insurer might be responsible
to pay all the costs up to $50,000, and then the government would pay a large proportion
of the costs thereafter—for example, 90 percent. Such a policy would provide substantial
subsidies for insurers. Less than 1 percent of the U. S. population incurs medical costs
above $50,000 per year, but these few account for approximately 28 percent of total ex-
penditures.’

Another option would be for government to pay a portion of costs for the highest 1 per-
cent or 2 percent of cases. Such an approach has the advantage of having an in inherent
inflation-adjustor."

Instead of having all expenditures above a certain level reinsured, there could be a “cor-
ridor” of costs for which government is responsible—above some amount government

9 Katherine Swartz, “Reinsurance: Host States Can Make Health Coverage More Affordable for Employers and Work-
ers,” The Commonwealth Fund, publication no. 280, July 2005.
10 Swartz.
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pays, but above another higher amount the insurer resumes full responsibility. This is the
approach taken by Healthy New York. The argument for this approach is weak if the
prime objective is to protect insurers against high risk. But it does help to limit govern-
ment’s exposure and creates stronger incentives for insurers to manage the extremely
high-cost cases.'' Typically, whether there is a cotridor or not, the insurer would still be
responsible for a portion of the costs even when the reinsurance threshold is reached, so
that the insurer would have an incentive to contain costs of the expensive episodes of
illness. The incentive to manage costs is obviously greater the larger the insurer’s share of
the cost.

This government subsidy would allow insurers to offer reduced premiums, 