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Abstract The Affordable Care Act protects people from being charged more
for insurance based on factors like medical history or gender and establishes
new limits on how insurers can adjust premiums for age, tobacco use, and geog-
raphy. This brief examines how states have implemented these federal reforms
in their individual health insurance markets. We identify state rating standards
for the first year of full implementation of reform and explore critical consid-
erations weighed by policymakers as they determined how to adopt the law’s
requirements. Most states took the opportunity to customize at least some aspect
of their rating standards. Interviews with state regulators reveal that many states
pursued implementation strategies intended primarily to minimize market dis-
ruption and premium shock and therefore established standards as consistent as
possible with existing rules or market practice. Meanwhile, some states used the
transition period to strengthen consumer protections, particularly with respect to
tobacco rating.

OVERVIEW

Before the Affordable Care Act, insurance companies in most states were
free to charge consumers a higher price for coverage based on many fac-
tors, including health status, gender, and occupation.' Relatively few states
had legal standards that limited these rating practices in the individual (also
known as “nongroup”) insurance market, meaning that most people look-
ing to buy an individual policy faced highly variable and often unaffordable
premiums.”

The health law reforms rate-setting by limiting the factors that
insurers can consider when pricing coverage. No longer may carriers charge
more to a person with a preexisting condition. Instead, premiums must be
the same for everyone community-wide, adjusted only for: 1) whether the
plan covers an individual or family, 2) age, 3) tobacco use, and 4) where

people live.’
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These federal reforms apply nationwide and, in conjunction with other provisions of the law,
aim to make health coverage more accessible and affordable.” At the same time, the states retain pri-
mary responsibility for regulating their health insurance markets and have significant flexibility when
implementing the federal provisions.” Consequently, state officials continue to play an essential role
in shaping the legal and regulatory landscape in which health coverage is bought and sold.®

This brief examines state rating standards in the first year of full implementation of reform.
We identify the new federal rules governing age, tobacco, and geographic rating and analyze variation
in state approaches to implementation of these factors. Drawing on interviews with state insurance
regulators, we also explore some of the critical considerations weighed by policymakers as they deter-

mined how to implement the ACA’s requirements for 2014.

FINDINGS

Age Rating

Federal Standard. The ACA permits insurers to adjust premiums according to an enrollee’s age,

but limits the overall magnitude of the variation.” To implement this requirement, federal regula-
tions construct standard age brackets, also called bands, for children, adults, and older adults and an
“age-rating curve” that specifies the annual rate at which premiums may rise as enrollees grow older
(Exhibit 1).® States must use the federally defined age bands but may establish their own uniform age

curve or a narrower rating ratio.’

Exhibit 1. Federal Age-Rating Methodology

Age band category Description

Children A single band covers children ages O through 20. All children within the age band
tare pay the same age-based premium rate.

Separate one-year age bands cover adults ages 21 through 63. All adults within a
given age band (i.e., all 30-year-olds) pay the same age-based premium rate, but
premiums may rise from one band to the next, according to a standard age curve
(Appendix Table 1).2 This variation is limited to a ratio of 3:1, meaning that an older
adult, ages 64 and older, cannot be charged more than three times the age rate of
a 21-year-old.

Adults

A single age band covers adults ages 64 and older. All older adults within the age

Older adults band pay the same age-based premium rate.

Note: An enrollee’s age for purposes of applying a rating adjustment is determined at the time of policy issuance or renewal.
aThe single-year adult age bands and uniform age curve are designed to mitigate premium disruption as enrollees age, as
well as improve the accuracy of risk adjustment and make it easier for consumers to compare competing plans.

Source: 45 C.F.R. § 147.102(a)(1)(iii) & (d).

State Flexibility. Five states and the District of Columbia implemented state-specific age-
rating standards. Massachusetts, New York, and Vermont further restricted age rating by reducing or
eliminating the maximum rating ratio—meaning, for example, that New Yorkers cannot be charged
different prices for coverage depending on their age—while the District of Columbia, Massachusetts,
Minnesota, and Utah created unique age-rating curves that regulate, at the state level, the rate at
which consumers’ premiums may increase due to age each year. In the remaining 45 states, federal

minimum requirements govern without modification (Exhibit 2).
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Exhibit 2. State Standards for Age Rating in the Individual Market (2014)

— [] Federal default

‘f{y WA / ' standard applies
/ (3:1 rating ratio and

OR 2 federal age curve):

45 states

M Federal default rating
ratio applies; state
uses customized
age curve:

2 states and D.C.

I State permits age
rating at a rating
ratio <3:1and uses
customized age curve:
1state

M State prohibits
age rating:
2 states

Source: Authors’ analysis.

Most states approached implementation of the age-rating ratio with the goal of minimizing
market disruption. Before reform, only six states imposed a ratio equal to or narrower than the ACA’s
3:1 maximum.'® Thirty-eight had not established any explicit limitation on age rating in the individ-
ual market. Since, for most states, adopting the federal requirements created a substantial shift in rate
regulation, policymakers in these jurisdictions were disinclined to require their markets to undergo
still greater changes. One interviewee expressed concern that any further compression of the rating
ratio might discourage younger, healthier individuals from enrolling, thereby undercutting efforts to
expand coverage and producing an older, more expensive mix of enrollees in carriers’ risk pools.

The few states that previously adopted strict age-based rate restrictions were similarly moti-
vated to preserve market stability and thus tended to maintain their rules for 2014. New York and
Vermont continued prohibitions on age rating and Massachusetts retained its 2:1 ratio, partly to
avoid a potential rate spike for older individuals, which may have occurred had the state relaxed its
ratio to match the federal minimum."’

Forty-seven states are using the federal age curve, with interviewees generally noting they
lacked either the data to justify a deviation, or the time—during a tight implementation period—to
explore state-specific alternatives. One of the exceptions, Utah, created a customized curve to reflect
the health costs of its state population, which includes a comparatively high percentage of younger,

larger families.'?

Tobacco Rating

Federal Standard. The health law allows insurers to vary nongroup premiums based on whether an
enrollee uses tobacco, up to a maximum ratio of 1.5:1." Significantly, and in contrast to rate adjust-
ments on the basis of age or geography, federal default rules require consumers who use tobacco to
bear the full, unsubsidized cost of any tobacco-related surcharge (Exhibit 3)."* Among other options,

states may require insurers to calculate the surcharge based on the subsidized premium, reduce
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the rating ratio, adopt a narrower definition of tobacco use, or implement a combination of these

alternatives."”

Exhibit 3. Impact of Tobacco Rating on Annual Premiums, After Tax Credits

Annual premium Annual premium
excluding tobacco rating including 50% tobacco surcharge
Premium as a Premium as a
Income? Premium percent of income Premium percent of income®
150% FPL ($17,235) $689 4.0% $2,657 15.4%
250% FPL ($28,725) $2,312 8.05% $4,280 14.9%
350% FPL ($40,215) $3,820 9.5% $5,788 14.4%
444% FPL ($51,016)P $3,936 77% $5,904 11.6%

Notes: FPL refers to federal poverty level. Calculations based on an annual, unsubsidized premium of $3,936 for one enrollee. This value
constitutes the weighted average annual premium of the second-lowest-cost silver plan offered in the marketplaces of 48 states during the open
enrollment period for policy year 2014, as estimated by the Department of Health and Human Services, Assistant Secretary for Planning and
Evaluation, Office of Health Policy (ASPE). (Excluded from the ASPE estimate are the states of Hawaii, Kentucky, and Massachusetts, for which
ASPE lacked premium data.) In general, premium tax credits are available on a sliding scale to individuals with incomes between 100 percent and
400 percent of the federal poverty level who purchase coverage through their insurance marketplace.

a Dollar values reflect federal poverty guideline data for 2013, the baseline used to calculate subsidy eligibility for the 2014 policy year.

b Income level equals the national median household income in 2012.

€ Under the Affordable Care Act, an individual is deemed to lack access to “affordable” insurance if her required share of the premium for self-only
coverage is greater than 8 percent of income. To the extent a consumer’s coverage options (including those at metal tiers other than silver) exceed
this threshold because of application of the tobacco surcharge, she would be exempt from the health law's coverage mandate tax penalty.
Source: Authors’ analysis.

State Flexibility. Nine states and the District of Columbia chose to further limit the effect of
tobacco rating by reducing or eliminating the 1.5:1 rating ratio marketwide, while Connecticut pro-
hibited the use of the rating factor for coverage offered through the state’s marketplace (Exhibit 4).'¢

In addition, Maryland’s marketplace, which is using Connecticut’s technology platform in 2015, also

adopted the restriction on tobacco rating for the coming year."”

Exhibit 4. State Standards for Tobacco Rating in the Individual Market (2014)

[J Federal default rating
ratio applies:
40 states

W State permits tobacco
rating at a minimum
ratio <1.5:1:

3 states

I State prohibits
tobacco rating
marketwide:

6 states and D.C.

W State prohibits
tobacco rating for
marketplace
coverage only:
1state

Source: Authors’ analysis.
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No state altered the federal definition of tobacco use, nor has any required the factor to be
calculated from subsidized premiums—a step that would reduce the magnitude of the surcharge,

especially for consumers with lower incomes (Exhibit 5).

Exhibit 5. Impact of Alternative Tobacco Rating Standards on Annual Premiums,
After-Tax Credits

Annual premium including
50% tobacco surcharge Annual premium including Annual premium including
(default standard: 50% tobacco surcharge 20% tobacco surcharge
surcharge applied to (surcharge applied to (surcharge applied to

unsubsidized premium) subsidized premium) subsidized premium)

Premium as a Premium as a Premium as a
Premium percent ofincome Premium percent of income Premium percent of income

150% FPL

(§17235) 32657 15.4% $1,034 6.0% $827 4.8%
z(gg;/;;z)L $4,280 14.9% $3,468 121% $2774 9.7%
3@%’;?; $5788 14.4% $5.730 14.2% $4,584 11.4%
?;;%gﬁ $5,904 11.6% $5.904 11.6% $4723 9.3%

Notes: FPL refers to federal poverty level. Calculations based on an annual, unsubsidized premium of $3,936 for one enrollee. This value constitutes
the weighted average annual premium of the second-lowest-cost silver plan offered in the marketplaces of 48 states during the open enrollment
period for policy year 2014, as estimated by ASPE. (Excluded from the ASPE estimate are the states of Hawaii, Kentucky, and Massachusetts, for
which ASPE lacked premium data.) In general, premium tax credits are available on a sliding scale to individuals with incomes between 100 percent
and 400 percent of the federal poverty line who purchase coverage through their insurance marketplace. No state has adopted a rating standard
whereby the tobacco adjustment is calculated based on an enrollee’s subsidized premium. Three states permit tobacco rating at a ratio that is
narrower than the federal default of 1.5:1, including Arkansas, which allows a 20 percent surcharge.

a Dollar values reflect federal poverty guideline data for 2013, the baseline used to calculate subsidy eligibility for the 2014 policy year.

b Income level equals the national median household income in 2012.

Source: Authors’ analysis.

States considered a range of factors when implementing the tobacco rating provision, with a
desire for market stability a high priority. Before reform, all but five states permitted individual mar-
ket insurers to charge higher premiums for tobacco use.'® For 2014, most states adhered to federal
minimum requirements to allow carriers rating flexibility as consistent as possible with past prac-
tice. For similar reasons of continuity, four states that previously banned tobacco rating to broaden
risk-sharing—New Jersey, New York, Rhode Island, and Vermont—maintained the prohibition,
with interviewees noting little appetite for movement away from the existing consumer-protective
framework.

In addition to their interest in maintaining stability, states grappled with competing views
on the efficacy of tobacco rating. Officials recognized that tobacco use is a voluntary behavior associ-
ated with higher health costs but also acknowledged that it is highly addictive and difficult to influ-
ence. Policymakers thus debated how to allocate the risk of increased costs between tobacco users and
the broader enrollee pool." Kentucky, for example, imposed a tobacco rate restriction that is tighter
than both the federal default and the state’s requirements before reform. However, because regulators
were concerned that completely phasing out the rating factor might negatively affect the premiums
of nonusers, officials permitted a surcharge of 40 percent.”” Wariness about imposing a potentially
punitive charge on consumers with addiction weighed on policymakers in the District of Columbia,

who chose to prohibit the rating practice in its entirety.”’ Meanwhile, several states considered



6 THE COMMONWEALTH FUND

whether the tobacco surcharge would make coverage unaffordable for many consumers, particularly
those with lower incomes.** These concerns—about whether the surcharge would ultimately increase
the number of uninsured and encourage adverse selection against the marketplace—helped prompt

Californias legislature to eliminate the rating factor.”

Geographic Rating

Federal Standard. The ACA allows insurers to vary premiums based on where an individual lives

within a state (Exhibit 6).* States have wide discretion to develop geographic rating areas and may

also limit the magnitude of the premium variation between their highest- and lowest-cost regions.*

Exhibit 6. Geographic Rating Concepts

Key concept Description

States may establish one or more rating areas based on existing geographic
divisions including counties, three-digit zip codes, or urban and rural regions. Within
a rating area, all enrollees receive the same geographic rate, but insurers may adjust
premiums based on geography from one area to the next.

Rating area

If a state declines to establish its own rating areas, federal rules specify that the
Federal default approach  state must have one rating area for each of its metropolitan statistical areas (MSAs)
and one additional area combining all non-MSAs.

In contrast to the ACAS rules for age and tobacco use, which do not allow rates
to fluctuate beyond a maximum ratio, federal law does not limit the degree to
which premiums may vary across geographic rating areas. States retain authority
to impose such restrictions if they choose.

Rating band

Source: 45 C.F.R. §147.102(a)(1)(ii) & (b).

State Flexibility. All but seven states designated rating areas based on classifications that
diverged from the federal default (Appendix Table 2).% Six states and the District of Columbia
banned geographic rating by establishing a single rating area for the entire jurisdiction, while five
states that permit the factor’s use blunted its impact by limiting variation to a prescribed ratio
(Exhibit 7).

States attempted to minimize disruption to their markets when implementing the geographic
rating standards, frequently setting rating areas to align with existing regulatory requirements. New
Jersey, for example, created a single rating area for its individual market pursuant to prevailing state
law, while Florida and South Carolina adopted the largest number of rating areas nationwide (67 and
46, respectively), corresponding to the single-county areas each had established before reform.>

In some states, strict replication of past practice was either impossible, because that practice
was not previously defined through state action, or undesirable, because additional analysis suggested
alternatives. Policymakers in these states struggled to craft rating areas that reflected existing regional
differences in health costs but that did not entrench pricing mechanisms that could systematically
disadvantage particular subpopulations. One interviewee noted that his state did not adopt as many
rating areas as allowed under federal rules in part because regulators did not want to segment the mar-
ket too finely. Doing so, they worried, could make it easier for insurers to isolate communities with
greater health needs and charge them higher rates, a practice that would undermine the federal law’s
protections against discrimination based on health status.

In general, however, regulators from states that perceived substantial geographic variation

in the cost of care expressed caution about adopting relatively few rating areas, fearing that such
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Exhibit 7. State Standards for Geographic Rating in the Individual Market (2014)

[J State permits
geographic rating;
areas designated
pursuant to federal
default method
(areas = MSAs +1):
7 states

W State permits
geographic rating;
areas designated by
county, zip code, or
their combination:
37 states

[ State prohibits
geographic rating:
6 states and D.C.

O State limits geographic
rating pursuant to
maximum rating ratio:
5 states

Notes: In Kentucky, state law establishes a combined maximum rating ratio for all “case characteristics” including
geographic area and age. In New Mexico, state law imposes a similar requirement, and the state’s insurance
marketplace places additional limits on the differential between the highest and lowest rated areas.

Source: Authors’ analysis.

limitations might lead to sharp increases in premiums for many residents.”® Colorado officials, for
example, worried that having too few rating areas might cause carriers to exit the market in expensive
regions—depressing competition and raising prices there—while also producing significantly higher
rates for low-cost areas that would now have to share risk more broadly.”” These concerns led the state
to design a framework with a greater number of rating areas than allowed by federal default rules to
reflect the perceived regional differences in costs.”® Colorado’s method for delineating regions proved
controversial, however, especially among residents of high-cost rating areas, where unsubsidized
premiums were among the steepest in the country.’’ This backlash spurred the state to reassess its
approach, leading to a decision to reduce the number of rating areas for 2015.%

Still other states sought to strike a balance between rating flexibility and risk-sharing by other
means, including allowing geographic variation within prescribed bounds. Thus, Washington prohib-
ited nongroup insurers from imposing a geographic adjustment of more than 15 percent, a limit that

reflects the rating variation observed in the state’s small-group market prior to reform.”

DISCUSSION
Prior to health reform, the individual market was marked by dysfunction, providing coverage that, for
many, was difficult to access and hard to afford.** The ACA seeks to remedy these shortcomings, in
part by placing limits on the factors that insurers can consider when setting premiums. The law’s rat-
ing reforms require that everyone be charged the same price for the same coverage, adjusted only for
an enrollee’s family size, age, tobacco use, and geographic location.

Our findings reveal that—within the bounds set by the federal government— most states
customized at least some aspect of their individual market rating requirements.” States varied in the

standards they set, but most often were motivated by a common goal: to minimize market disruption.
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In general, states pursued continuity to encourage carrier participation in as many service areas as
possible and to reduce the risk of premium shocks for consumers.

For age and tobacco rating, most states chose to adhere to federal minimum requirements.
Most interviewees viewed the default rules as the best option for facilitating a smooth transition from
the pre-reform period—where restrictions on these rating factors were looser or nonexistent—to
the present.36 A few states, however, like Arkansas, California, and Connecticut, went further and
reduced or eliminated tobacco rating in their nongroup markets to help ensure affordable cover-
age options for residents. Meanwhile, others left development of customized standards for the
future and prioritized simpler approaches, given the significant time pressure to implement the new
requirements.

For geographic rating, desire to prevent rate shock frequently led states to maximize carriers’
flexibility to adjust rates across regions. Thus, most states established rating areas that corresponded to
pre-reform rating patterns or that equaled the maximum number of areas allowed under federal regu-
lations.” In a number of states, this market segmentation revealed significant differences in premiums
from one rating area to the next. While these disparities often existed historically, several interviewees
noted that the ACA’s new rating framework and insurance marketplaces have made the variation
more transparent. Increased awareness has already contributed to regulatory changes in Colorado, and
seems likely to prompt fresh debates about the appropriate number of geographic areas and the pos-
sibility of establishing limits on geographic rating variation elsewhere.

As state officials continue to manage the transition and receive feedback from consumers and
other stakeholders, states likely will diverge with increasing frequency from federal minimum require-
ments. This brief provides a baseline for evaluating future developments and suggests that continued
monitoring of state action will be essential to understanding how the ACA is affecting the affordabil-

ity of coverage.
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These same concerns also formed the basis for opposition to the tobacco use surcharge by con-
sumer organizations like the American Cancer Society and the American Lung Association.
American Cancer Society Cancer Action Network, “Insurance Market Reform Rule Comment
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the federal safe harbor—a value equal to the number of MSAs in the state plus one. Compare
The Center for Consumer Information & Insurance Oversight, “Market Rating Reforms: State
Specific Geographic Rating Areas,” http://www.cms.gov/ CCIIO/Programs-and-Initiatives/
Health-Insurance-Market-Reforms/state-gra.html; with Department of Health and Human
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Appendix Table 1. Federal Default Standard Age Curve (2014)

Age Premium ratio Age Premium ratio Age Premium ratio
0-20 0.635 35 1222 50 1.786
21 1.000 36 1230 51 1.865
22 1.000 37 1238 52 1.952
23 1.000 38 1246 53 2.040
24 1.000 39 1262 54 2135
25 1.004 40 1278 55 2230
26 1.024 41 1302 56 2333
27 1.048 42 1325 57 2437
28 1.087 43 1.357 58 2.548
29 1119 44 1397 59 2,603
30 1135 45 1.444 60 2714
31 1159 46 1500 61 2.810
32 1183 47 1536 62 2.873
33 1198 48 1.635 63 2952
34 1214 49 1706 64 andolder  3.000

Source: The Center for Consumer Information and Insurance Oversight.



14

THE COMMONWEALTH FUND

Appendix Table 2. State Geographic Rating Areas in the Individual Market (2014)

Number of rating areas

Number of rating areas

Alabama
Alaska
Arizona

Arkansas
California

Colorado
Connecticut
Delaware
District of Columbia
Florida
Georgia
Hawaii

Idaho

Illinois

Indiana

lowa

Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi

Missouri

(geographic division)

13 (MSAs/non-MSAs)

3 (zip codes)
7 (counties)
7 (counties)

19 (combination of
zip codes and counties)

11 (counties)™
8 (counties)
1 (statewide)
1 (statewide)
67 (counties)
16 (counties)
1 (statewide)
7 (zip codes)
13 (counties)
17 (counties)
7 (counties)
7 (counties)
8 (counties)
8 (counties)
4 (counties)
4 (counties)
7 (zip codes)
16 (counties)
9 (counties)
6 (counties)

10 (counties)

Montana
Nebraska
Nevada

New Hampshire
New Jersey

New Mexico
New York
North Carolina
North Dakota
Ohio
Oklahoma
Oregon
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tennessee
Texas

Utah

Vermont
Virginia
Washington
West Virginia
Wisconsin

Wyoming

(geographic division)
4 (counties)

4 (zip codes)

4 (counties)

1 (statewide)
1 (statewide)

5 (MSAs/non-MSAs)
8 (counties)

16 (counties)

4 (MSAs/non-MSAs)
17 (counties)

5 (MSAs/non-MSAs)
7 (counties)

9 (counties)

1 (statewide)

46 (counties)

4 (counties)

8 (counties)

26 (MSAs/non-MSAs)
6 (counties)

1 (statewide)

12 (MSAs/non-MSAs)
5 (counties)

11 (counties)

16 (counties)

3 (MSAs/non-MSAs)

Note: MSAs refers to metropolitan statistical areas.

* Colorado will have nine rating areas, based on counties, beginning in 2015.
Source: The Center for Consumer Information & Insurance Oversight.
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