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EXECUTIVE SUMMARY

Federal and state policymakers are considering a variety of policy approaches—
such as tax credits—to expand health insurance coverage through the individual health
insurance market. For these policy approaches to succeed, there must be a well-
functioning individual health insurance market where reasonably comprehensive coverage
1s both available and affordable.

The individual market currently is quite small, covering approximately 17 million
nonelderly Americans, or about 6.7 percent of the population. This market historically has
not worked well for many people seeking coverage, in particular for those who need
coverage the most. Policies frequently have been unavailable to people with existing
health conditions; premiums have been expensive and usually have risen faster than
group insurance rates; and benefits have generally been far more limited than those in

group policies.

In response to these problems over the past decade, most states have implemented
some type of individual health insurance reform in an attempt to improve access to
coverage in the individual health insurance market. The type of reforms has varied. But
most states have included some combination of regulations that require carriers to sell
coverage to all applicants regardless of age or health; create high-risk pools for individuals
with preexisting medical problems; and place limits on the extent to which premiums can

vary by age, sex, or health status.

Our project assessed these regulatory reforms by examining the individual health
insurance markets in seven states that adopted different regulatory approaches. Three of
the study states, Massachusetts, New Jersey, and New York, have enacted and maintained
relatively strict regulation of this market. Two states, Kentucky and Washington, enacted
strict regulations but subsequently rolled back many of their reforms. The other states,
Iowa and Kansas, adopted much weaker regulation of the individual market. One of our
goals was to analyze how well state regulatory policies created and maintained eftective
individual health insurance markets. A second goal was to assess the likely impact and
implications of federal and state policies that would place a greater reliance on the

individual market as a source of health insurance for working families.

Key Findings

o  Stricter regulation has made an important difference, but affordability is still a major problem.

Three states adopted more stringent regulation and then had the political will and
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regulatory resolve to stay the course. They have created individual health insurance
markets where comprehensive coverage is available to all, there is some choice of
product and carrier, and premiums are more affordable for higher-risk people at the
expense of less-aftordable coverage for younger and healthier individuals. For instance,
in New York, a state with strict regulation, a standard individual product costs about
$5,200 per year regardless of age or health status. An older individual will pay much

higher premiums than younger, healthier individuals in less-regulated states.

Participating carriers did not experience any significant selection spiral or other type of
market meltdown. All three states were helped by pre-reform conditions and in
particular by the presence of several local carriers that were mandated to stay in the

local market.

Older or less healthy consumers face a range of problems in the weaker-regulation states. In the
four states with weaker regulations, a significant percentage of applicants—as many as
30 percent to 40 percent for some carriers—is rejected for coverage, leaving these
people with no option except high-risk pools with very expensive premiums. Even for
those who qualify for market plans, permanent exclusions can be imposed for
preexisting medical conditions. Policies often lack coverage for such important benefits
as maternity, mental health, or prescription drugs. Premiums vary widely by age,
gender, and health status, with as much as a 14- to 17-fold difference in premium rates
for the same product based on age and health status. In 2003, for example, a healthy
25-year-old male in Kentucky could buy a $2,500 deductible policy covering
prescription drugs and mental health for only $624 per year. The same product for a
63-year-old cost $2,736 per year, a roughly fourfold difference. If the 63-year-old
were unhealthy and eligible for coverage in the high-risk pool, the cheapest premium
for similar benefits (with an $1,800 deductible) was $10,800 per year, a more than
17-fold difterence from the cost of the premium for the healthy 25-year-old. Carriers
continue to compete through marketing and product design techniques that are

designed to encourage favorable selection and discourage high-risk applicants.

State high-risk pools are not an adequate alternative to stricter regulation. Despite being the only
source of coverage for many older and less-healthy consumers, the high-risk pools in the
less-regulated states cover very few people. They also ofter coverage that is very
expensive, generally from 125 percent to 150 percent of the rates charged by carriers in
the individual market, and there is as much as a threefold variation in premiums for the
same product based on age. In Washington, for example, high-risk pool monthly
premiums for the least-expensive product vary from $235 to $710 per person ($2,820 to
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$8,520 per year) based on age, which represents between 6 percent and 19 percent of
median family income in the state. As a result, high-risk pool subsidies tend to go to
relatively high-income people, including those who can afford premiums well above

market rates.

A few carriers in each state dominate the individual health insurance market, a trend that has
strengthened over time. Carrier withdrawals occurred in every state after reforms were
enacted. Despite these withdrawals, the basic structure of the individual market, including
the dominance of a carrier, has been relatively unchanged regardless of the state’s
regulatory approach. Market shares of the dominant carrier range from 50 percent to
90 percent. The withdrawal of carriers suggests that reform has made the individual
market less attractive for some insurers in some states. Yet the individual market has been
profitable for the largest carriers in each of the study states, perhaps as a result of increased
market consolidation and weak regulation of premiums. The dominant carriers in each
state have medical loss ratios (MLRs)—the proportion of premium devoted to medical
expenses—that generally stayed the same or improved since the 1990s. As of 2002, loss
ratios in the individual market in the study states were in the 70 percent to 85 percent
range, with the exception of one or two carriers that had been losing money
throughout the decade (Table ES-1).
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Table ES-1. Medical Loss Ratios in the Individual Market Dominant
Carriers Before and After Reform

Average
before
State Carrier reform 1998 1999 2000 2001 2002
Weaker Regulation
1A Wellmark 84.3% 83.3% 84.3% 82.1% 81.0% 80.5%
KS BCBS of Kansas ~80% 84.8% 81.8% 84.7% 82.6% 80.2%
KY Anthem of KY 75.9% 92.1% 83.5% 80.6% 69.2% 69.1%
WA Premera BC 80.0% 80.8% 79.8% 83.4% 83.5%

Regence BS 130.8% 90.8% 78.4% 82.8% 81.7% 84.8%

Group Health 123.3% 98.2% 90.8% 99.4% 97.6% 110.8%

Stronger Regulation

MA BCBS 90+% 87.7% 90.4% 83.0% 84.4% 79.8%
NJ Horizon* n/a 81.9% 74.5% 77.5% 76.0% 77.6%
NY Empire 150+% Files not Not 85.2% Not 83.9%
available  reported reported
from by carrier
regulators

Oxford Not offered Files not Not 85.1% 89.1% 97.4%
available  reported
from by carrier
regulators

Includes Horizon Blue Cross Blue Shield of New Jersey and Horizon Healthcare of New Jersey.

Source: Authors’ analysis of carrier financial statements and regulatory filings.

Carriers can sometimes exploit differences in regulation among states to evade regulatory
requirements. Regulators have struggled over policy issues related to associations that
are exempt—or claim to be exempt—from individual market reform. Some
associations have been able to medically underwrite and reject applicants even in

highly regulated markets.

Regardless of regulatory approach, affordability of coverage is a major problem in every state. In
each study state, premiums are often unaffordable compared to the family income level
of the country’s uninsured population, even for the young and healthy. As shown in
Table ES-2, at 200 percent of federal poverty income level, the most popular
individual products in our seven state sample would represent a high percentage of
income for both older adults and younger adults with health problems in all the states

represented, regardless of regulations.
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Table ES-2. Individual Health Insurance Premiums
as a Percentage of 200% Federal Poverty Income Level,
Product Close to a $500 Deductible with 20% Coinsurance
(includes benefits for maternity, mental health, and prescription drugs)

35-year-old couple 63-year-old couple

State 25-year-old male with two children two-person contract
200% FPL (2003) $17,960 $36,800 $24,240
Stronger Regulation
MA 25% 28% 64%
NJ 33% 48% 52%
NY 29% 42% 43%
Weaker Regulation
IA
Market 9% 18% 37%
High-risk pool 37% 54% 129%
KS
Market n/a n/a n/a
High-risk pool 37% 57% 116%
KY
Market 5% 16% 35%
High-risk pool 22% 57% 116%
WA
Market 15% 28% 58%
High-risk pool 20% 39% 96%

Source: Authors’ analysis of state insurance department documents and interviews.

Policy Recommendations

While regulatory reforms cannot solve all of these problems, they can help improve the
health of the individual health insurance market. We recommend that states adopt a
minimum set of regulatory reforms that deal with the problems of availability and

aftordability. These reforms include:

®  Require carriers to offer coverage to all, with reasonable waiting periods for preexisting conditions
for those who do not have continuous prior coverage. Guaranteed-issue requirements
function better than high-risk pools, which work only for a very few people with

sufficient income to pay very high premiums.

o  Standardize benefits, but permit some variation in cost-sharing. Unless a uniform scope of

benetits is required, consumers will attempt to buy products based on their actual or
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perceived health needs. Carriers will try to guard against this adverse selection by

limiting or eliminating benefits for certain services.

Limit permissible rating factors and rate variation. States that have not imposed stringent
restrictions on permissible rating factors have extremely large variations in premium
rates. These variations undermine the purpose of insurance—having the healthy help
pay for the sick—and make coverage unaffordable for people who are older and at

higher risk.

Impose clear standards for market conduct, including permissible marketing practices. In each of
the study states, carriers have employed a variety of techniques to sell coverage to
lower-risk consumers or to attempt to avoid higher-risk individuals. Problematic
market conduct will always occur, even in the most well regulated markets. But clear
and strict rules about permissible and impermissible practices would give regulators the
legal authority they need to take action when needed and have a strong deterrent

effect on some carriers.

Undertake more active monitoring of the individual health insurance market. In the seven states
we studied, there is very little active monitoring of the individual health insurance
market, in part because there is very little information available to allow monitoring.
Inadequate reporting systems and limited analytical capacity of regulatory agencies make
it difficult, if not impossible, for policymakers to get an accurate and comprehensive
picture of the individual health insurance market, or to fully understand the impact of
regulatory reforms. These limitations make policy discussions particularly susceptible to
anecdotes and unsupported assertions. They also make it difficult for regulators to fully

enforce the provisions of the individual health insurance laws.

Adopt a strict and consistent definition of who is eligible to purchase individual health insurance.
States have adopted different definitions of who is eligible for individual insurance.
Without clear rules about eligibility, there is too much opportunity for gaming and
risk selection across carriers or among markets: between the individual and small-

group markets, for example, or between the self~-employed and groups of one.

Clarify the link between the individual and small-group markets. There must be coherent
boundaries and consistent rules between the small-group and individual markets. In
certain areas, such as guaranteed issue, rules must be identical to prevent adverse

selection between the markets. In other areas, such as product design, there is room

x1



tor different requirements, provided careful consideration is given to the potential

consequences of the difterences.

®  Make associations play by the same rules. Associations and other group arrangements
have been used to evade or undermine regulatory reforms in many states, creating
market disruption and leaving consumers without important protections. Rather than
endorsing proposals to preempt any meaningful oversight of associations, policymakers
should impose stricter regulation on associations. The lack of uniform national rules

that govern associations creates cherry-picking opportunities for carriers.

o  Find ways to keep as many people as possible in the group market. The group market has
many inherent advantages over the individual insurance market: risk pools are larger,
buyers have more purchasing power, carriers and consumers have less opportunity for
risk selection, administrative costs are lower, and coverage is generally less expensive.
Policymakers should therefore support approaches that make group coverage available
to as many people as possible. Such methods include requiring the self-employed to
purchase coverage in the group market, extending the federal COBRA law, and
requiring carriers (and employers) to allow dependents to remain eligible for coverage

under their parents’ policy until the age of 25.

e Promote mechanisms to make individual health insurance more affordable by spreading costs of the
individual market more broadly. Affordability is a major barrier to the expansion of the
individual health insurance market. Several states have tried to address this problem by
spreading the costs of this market more broadly by using such techniques as reinsurance
pools, assessments on group health insurers, and sliding-scale premium subsidies funded
with public funds. These approaches have been somewhat successful. Still, policymakers
also need to address the underlying medical expenses that drive much of the cost of
individual health insurance. Otherwise, tax credits and other policy approaches are
unlikely to have much success because many uninsured people have relatively low

mncomes.

A stronger approach to regulating the individual insurance market would be for
the federal government to set model, minimum standards in key areas. This approach is
desirable for several reasons. States vary considerably in their political environment,
resources, and capabilities. Their ability to adopt and enforce reasonable regulatory
standards varies according to the size and attractiveness of their markets to insurers. Smaller
states often are unable to enact and implement strong protections because of their

vulnerability to carrier withdrawals and to other “divide and conquer” strategies by



regional and national insurers. Carriers also are able to capitalize on the weak regulations
in some states as a way to avoid and undermine stricter requirements in other states. This
strategy is illustrated in many states by the disruptive eftect on the individual market of
association plans and other group trusts. In addition, the individual market in many states
1s too small to be credible for rating purposes, and too small to spread risk and costs

broadly across enrollees, particularly if many carriers sell insurance in the state.

A complete federal takeover of health insurance regulation is risky because it might
reflect the lowest common denominator level of the 50 states. But the adoption of a set of
minimum federal regulatory standards would ensure a base of protection in every state, while
permitting states to adopt more stringent approaches based on their own market conditions

and philosophies.

Conclusion

The individual health insurance market can be improved somewhat with better and more
consistent regulation, particularly if the stricter regulatory approaches we outline are
adopted voluntarily by states or imposed on all states through the adoption of minimum
federal standards. Even with these reforms, however, the individual market will continue
to present a trade-oft between availability to those with health conditions and affordability
for healthy and low-risk individuals. In a system where purchasing health insurance
continues to be voluntary, insurers and consumers are locked into a dance of avoiding the
high-risk population. Policymakers must be realistic about the potential for using the
individual health insurance market to make a significant dent in the growing problem of
the uninsured. In particular, they should carefully consider if the individual health
insurance market is the most efficient and affordable means to promote increased health
coverage for the rising number of people without insurance. Other approaches—including
permitting lower-income consumers to buy into public programs—are more promising

means of reducing the number of uninsured Americans.
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INSURING THE HEALTHY OR INSURING THE SICK?
THE DILEMMA OF REGULATING THE INDIVIDUAL
HEALTH INSURANCE MARKET

BACKGROUND

In 2003, approximately 17 million nonelderly Americans were covered by individual
insurance policies." An individual policy is obtained directly from an insurer, rather than
through a group policy oftered by an employer or other group policyholder. Although the
individual market currently is quite small, covering approximately 17 million nonelderly
Americans, or about 6.7 percent of the population, it is a very important market for
populations that do not have access to employer-based health insurance. These groups
include the self-employed, early retirees, young adults who have aged oft their parents’
coverage, and people who are between jobs.” One study concluded that one in four
working-age adults had sought coverage in the individual health insurance market over a

three-year period.’

In addition, the size and importance of the individual insurance market may
grow in the future. According to the Census Bureau, the number of uninsured rose to
45 million in 2003, an increase of 5 million people or 14 percent since 2000.* The
proportion of the working age population covered by employer-group insurance has been
talling for several years due to a decline in offer rates among smaller firms, changes in
eligibility, and declines in the number of eligible workers enrolling in employer-sponsored
plans, especially among smaller employers.” These trends make the individual market more

important as a potential source of coverage for a growing number of consumers.

Other trends may also increase the size of the individual market. Employers are
considering new options for containing rising insurance costs, including medical savings
accounts and defined contribution plans, that give employees money to purchase insurance
on their own. New federal tax provisions also encourage purchase of high-deductible,
individual insurance policies.’ At the federal level, there is active debate about proposals to
expand coverage of the uninsured by subsidizing the cost of individual health insurance
through tax credits. Other proposals under consideration at the federal level include
expanding eligibility for public insurance programs, and encouraging association health

. 7.8
plans for small businesses.

Conventional wisdom based on experience and evidence holds that the individual
insurance market is challenging for both consumers and insurers. Insurers fear adverse
selection: the likelithood in a voluntary individual insurance market that people who are in
poorer health will seek coverage more often than those who are healthy. Health insurers
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have historically adopted a variety of medical underwriting, product design, and rating
approaches to protect against adverse selection and maintain the affordability of individual
health insurance for healthier, lower-risk consumers. These corporate practices had the
eftect of making individual health insurance unavailable for many people seeking

coverage, particularly people who needed health insurance the most because of existing
health conditions or risk factors that could lead to higher health care costs, such as
smoking or obesity. Regardless of health status, premiums were considerably more
expensive and usually rose faster than group insurance rates, and benefits were generally far

more limited than in group policies.’

In response to these problems, in the past decade, most states have implemented
individual health insurance reforms. States enact regulatory reform of the individual health

insurance market in order to achieve one or more of the following policy goals:

o  Portability of coverage: To ensure that people who have health insurance can
continue to be covered with no interruption or limitation of benefits when they
encounter life events that threaten coverage (including loss of a job, divorce,

: . .\ 10
relocation, or change of insurance carrier).

®  Availability of coverage: To ensure that anyone who wants individual health
insurance coverage can obtain it, regardless of health status or other risk factors,

while maintaining sufficient participation by insurance carriers.

o Affordability of coverage: To maintain premium rates at a level that is affordable for
higher-risk individuals but not so high as to discourage healthier individuals from

purchasing coverage.

These policy goals conflict. For instance, reforms that make coverage more
widely available to higher-cost individuals can result in higher premiums. States have
made different decisions about how to balance these competing priorities in their

regulatory schemes. "'

The policy and regulatory tools available to states to reform the individual health

insurance market fall into several categories:

o Insurance rules:

» Requiring certain carriers to participate in the individual market.



R equiring participating carriers to issue coverage to eligible individuals
regardless of health status or other characteristics (so-called guaranteed-issue

requirements).

Limiting the ability of carriers to impose exclusions or waiting periods for

preexisting medical conditions.

Requiring carriers to renew coverage regardless of an individual’s medical costs

or other factors (so-called guaranteed-renewability).

Limiting or eliminating the ability of carriers to vary premium rates by
individual characteristics—such as age, gender, or health status—with the least
discriminatory rating being “community rating,” which usually reflects only

the geographic cost differences of enrollees.

Standardizing products to ensure an adequate level of benefits, to allow
consumers to compare products more easily, and to reduce the ability of
carriers to use benefit design as a means to attract or deter certain types of

people from applying for coverage.

State-created or state-sanctioned purchasing pools or alliances: These are designed to

increase the purchasing “clout” of consumers in the individual market, create more

stable risk pools, and achieve economies of scale to reduce administrative and

distribution costs.

High-risk pools: Some states establish these as a way of guaranteeing the availability

of insurance to individuals who are unable to obtain coverage in the individual

health insurance market.

Subsidy mechanisms: These make individual health insurance more affordable and

can take a variety of forms, including:

>

Reinsurance or assessment mechanisms to spread the costs of those with

individual coverage more evenly across all carriers in the individual market.

Assessments on all health insurers in the state in order to cross-subsidize some

of the cost of those with individual health insurance.

State-supported premium discounts or subsidies to make individual health

insurance more affordable to some group of eligible people.



PREVIOUS RESEARCH

Prior research on the individual health insurance market has focused on a wide range of
topics. These issues include the availability of coverage for those with health conditions,
the affordability of coverage, the eftect of market reforms in specific states, and the
potential impact of tax credits as a mechanism to increase coverage. Different researchers
have come to various conclusions about how well the individual health insurance market
functions under reforms, depending on what they considered to be the objective of the
reform. As a society, we lack consensus on our basic expectations of the individual health
insurance market. For whom does the market need to work? The healthy? People in
poorer health? What standards should be used to assess whether premiums are affordable?
What benefits must be included in an individual health plan for it to be adequate? When is
cost-sharing so high as to be unreasonable? How many health insurers are enough to ensure
adequate choice and availability for consumers? What is the purpose of insurance: to have

the healthy help pay for the sick, or is it a means of enforced saving for medical expenses?

Another consideration is that states have very different market structures and
political climates. Many states have experienced considerable turmoil in their individual
markets over the last decade, with frequent legal and regulatory revisions and in some
cases rollbacks or repeals of reforms. In addition, reform of the individual health insurance
market has occurred simultaneously with other health insurance reforms (such as small-
group health insurance reform, the enactment of HIPAA, Medicaid expansions) and with
other changes in the health care systems (rising health care costs and the managed care
backlash). These factors make it difticult to draw causal inferences about the impact of
individual reform alone. Finally, in many states even the most basic data about the
individual health insurance market are often incomplete or lacking entirely, especially data

about what markets looked like before and after the passage of individual market reforms.

Despite these challenges, several consistent themes emerge in previous research

about the individual health insurance market.

Characteristics of Consumers Who Purchase Individual Coverage

The people who buy individual health insurance fall mainly into two groups. In the first
group most people work full-time and year-round, are adults aged 45 or younger, and
have incomes greater than 300 percent of the federal poverty level.'" Individuals in the
second group are older, work part-time and/or part of the year, are self~employed or
work for smaller firms, live in smaller cities or rural areas, and are poor or on the edge

of poverty.



Characteristics of Products Offered

e Individual health insurance is often unavailable to people with health problems or

L. . . L. ) . 14,15
1s issued with exclusions, restrictions, and/or higher premiums.

e Premium costs are high, particularly when compared to the group market.'’

e Administrative costs are generally much higher than in group policies so that a
smaller proportion of premiums is paid out for medical costs.'’

e Premiums vary widely by age, increasing steeply for older people.'®!'”*"*!

e Holding premiums constant, benefits are less comprehensive and cost-sharing is

higher for individual policyholders than those with group coverage.”

e Managed care products have been much less common in the individual market

- T .23
than among groups, even in states with significant managed care penetration.

Characteristics of Markets

e The market has always been very concentrated, with a dominant carrier or two in
most markets, although many other carriers sell coverage in at least some states.

. o 2
Blues plans have been the dominant carrier in most states.”*

e There is considerable turnover in the individual health insurance market. For
most participants, the market is a source of short-term coverage (average of one
or two years) while they are between jobs or have otherwise temporarily lost

2
group coverage.”

Outcomes of Regulatory Reforms

e State reforms have had little, if any, significant effect on increasing the number of
people with coverage and might have slightly reduced coverage in some

26,27,28,29,30
states.

e Reforms in many states have created winners and losers. Guarantee issue
requirements, for example, have made coverage more available to those in high-
risk groups, including people who are older or in poorer health. Yet community
rating has dramatically increased coverage costs for younger, healthier

people 31,32,33,34,35,36,37,38

e In most states, market reforms have reduced the number of carriers in the

individual market, thereby reducing choices for better-risk consumers.””*’



The adoption of standardized benefits has increased the scope of coverage available
to some consumers, while reducing the availability of less comprehensive, lower

cost products.

Reform in most states has also caused the individual market to shift away from

. . 41
indemnity products to managed care.

Projected Impact of Tax Credit Proposals

Due to the growing interest in federal tax credits as a way to increase health coverage,

several recent studies have examined the potential effects of such credits on the purchase

of individual health insurance.

The estimated impact varies widely, ranging from a 10 percent increase in

. : 2,43 -
coverage among the uninsured to an increase of 85 percent.””*** These estimates
are highly sensitive to assumptions about the size and structure of the credit and

the cost of premiums that consumers must pay.

While several studies assert that tax credits will make individual insurance less
costly by bringing younger and healthier people into the individual market and by
increasing the availability of innovative, lower-cost products, there seems to be

- . ~ - 45,46,47,48
little empirical evidence on these issues.

PROJECT APPROACH

The regulatory approaches taken by certain states have been studied extensively. Much of

this research, however, is several years old and has focused mainly on states that enacted

significant reforms. Relatively less is known about states that enacted less comprehensive

or minimal reforms. Little is known about the relative strengths and weaknesses of

different regulatory approaches.

Our project had three goals:

To assess how different state regulatory approaches affected the availability and

affordability of individual health insurance.

To analyze the political and practical feasibility of state regulatory approaches, with

a particular emphasis on industry responses to regulation.

To identify regulatory approaches, such as tax credits, that might enhance the
potential effectiveness of federal policies that rely on the individual market as a

source of health insurance for working families.



Selection of States to Study

We selected the seven study states based on regulatory approach, geographic diversity, the
relative size of the individual market, and paucity of previous research. Among the fifty
states, only a few states have enacted stronger reforms that include community rating for
the individual market. As of 2004, approximately five to seven states have some form of
community rating. Among the other states, regulations range from very weak to modest

. .49
and have varied over time.

To explore a range of states and approaches, we included three states that instituted strong
reforms in the mid-1990s, two states that instituted strong reforms but subsequently rolled
them back, and two states that did not significantly reform the individual market over the

last decade.
Based on these criteria, the seven states we selected were:

Stronger Regulation: Community-Rated States
1. Massachusetts: Enacted fairly strict reforms in 1996; revised somewhat in 2000.

2. New Jersey: Enacted strict reforms in 1993, at the same time as major reforms of

its small-group health insurance market.

3. New York: Enacted strict regulations in 1993 at the same time as major reforms
of the small-group market. Individual reforms were revised significantly in 1996
and slightly in 2000.

Weaker Regulation
Minor reforms

4. Towa: Relatively little regulation; adopted some rating and portability reforms in
the individual market in 1996; some revisions in 1997, mainly to comply with

HIPAA. The individual insurance market is very important in the state.

5. Kansas: Little regulation; individual market important in the state.

Rollback of major reforms
6. Kentucky: Major reforms adopted in 1994, rolled back in 1996, 1998, and 2000.

7. Washington: Enacted major reforms in 1993, rolled back in 2000.

>

The stronger-regulation states are unique in their regulatory approach. Most states

regulatory schemes are similar to those in the weaker-regulation states.
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Data Collection

In each study state we collected available information from two major types of sources:

e publicly available data such as regulations, regulatory filings, consumer guides,
carrier financial reports, published industry analyses, and relevant research literature

on each state; and

e interviews with “key informants” who understand the workings of the individual
insurance market in each state. These key informants included insurance
regulators, key legislators and staff, representatives of insurance carriers operating in
the state, insurance agents and brokers, consumer advocates, and other individuals
who are knowledgeable about that state’s individual insurance market. On average,

we interviewed eight to ten people in each state.””

Tables 1-3 compare the most important features of the regulatory schemes in the
seven states, grouping the states into those that have adopted “stronger regulation” and

those that have adopted “weaker regulation.”

The stronger-regulation states—Massachusetts, New Jersey, and New York—have
taken similar approaches, although Massachusetts has adopted modified community rating,
with a 2:1 rate band. This means that the rates for the oldest age category, for example,
cannot be more than twice the rates for the youngest age category for the same benefit
package and geographic area. Meanwhile, New Jersey and New York require full
community rating. In all three states carriers must accept all applicants for coverage,
regardless of health status. Regulations also prohibit permanent exclusion of any health

condition.

The weaker regulation states, lowa, Kansas, Kentucky, and Washington, also have
generally similar regulatory schemes. Each of these states allows carriers to accept or reject
applicants for coverage based on medical underwriting criteria and uses a state high-risk
pool as the mechanism to ensure availability of coverage. Washington requires the use of
a uniform health questionnaire to determine whether an applicant can be rejected by
carriers. Kansas and Kentucky permit carriers to impose permanent exclusions for
preexisting medical conditions. All of the weaker-regulation states also allow carriers much
more rating latitude than in the three community-rated states. All four allow rates to vary
by age and health status, and lowa and Kansas also permit gender-based rating. As
discussed below, while prior review of rates is required in four of the states, actuarial

standards are weak and rates are actually subject to very little scrutiny.



As illustrated in Table 3, the three states with stronger regulations also specify a

participating in the market.

range of standardized benefit packages. These prescribe a range of benefits that must be
included in individual health products plans but also allow variation in cost-sharing. The

standardized range of benefit structures and variations facilitates comparisons across carriers

Table 1. State Regulatory Approaches: Availability of Coverage

Stronger Regulation Weaker Regulation

MA NJ NY IA KS KY WA
May carriers No No No Yes, Yes Yes Yes,
reject applicant unless 12 uniform
because of months health
health history? prior screener

coverage

% applicants 0 0 0 ~30% ~20% 10%— <8%
rejected by 15%
largest carrier
Permanent No No No No Yes Yes No
exclusions
allowed?
Preexisting 6 12 12 12 24 12 9
condition months months months months months months months
waiting period?
High-risk pool? No No No Yes Yes Yes Yes

Source: Authors’ analysis of state insurance department documents and interviews.



Table 2. State Regulatory Approaches: Affordability of Coverage

Stronger Regulation

Weaker Regulation

MA NJ NY IA KS KY WA
Rating by:
Health status No No No Yes Yes Yes Yes
Age Yes No No Yes Yes Yes Yes
Gender No No No Yes No Yes No
Limit on Yes Yes Yes No No No No
rate variations (2:1 band (community (community
for age) rating) rating)
Minimum loss ratio 75% 75% 80% 60% 55% 70% 72%
Prior approval No No Yes Yes De facto Yes No
of rates and (unless  (unless rate yes
rate increases rates increase
exceed >10%)
average by
two
standard
deviations)
Financial results on Profitable Profitable Profitable ~ Very  Profitable Very
individual line profitable profitable

Source: Authors’ analysis of state insurance department documents and interviews.

Table 3. State Regulatory Approaches: Product Standardization and Reinsurance

Stronger Regulation

Weaker Regulation

MA NJ NY IA KS KY WA

Standardized Yes Yes Yes No No No No
products?
Number and 5 2
type of “HMO  *4 indemnity *HMO
standard PPO  +1 HMO -PPO
products *Indemnity
Reinsurance pool Yes Yes Yes No No No No
among cartiers? Funded by Funded by state

carriers ($39M 1n 2002)
Type of Carriers Individual stop-
reinsurance may cede loss for 90% of
mechanism individuals claims between

to pool $20K-$100K

Source: Authors’ analysis of state insurance department documents and interviews.
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Table 4 shows the percent of the nonelderly population in each state covered by
individual health insurance and the percent uninsured. The importance of the individual
market as a source of coverage varies: it is comparable to the national average in
Massachusetts and Washington, somewhat less important in Kentucky, New Jersey, and
New York, and more important in Iowa and Kansas.”' A higher proportion of the

population in each state is uninsured than covered by individual health insurance.

Table 4. Health Insurance Coverage of the Nonelderly, 2001-2002

Nonelderly Population with
% % % % population individual coverage
State Individual Employer Medicaid Uninsured (thousands) (thousands)
Stronger Regulation
MA 4.4 70.5 13.3 10.4 5,548 244
NJ 3.0 71.4 8.9 15.5 7,353 221
NY 3.9 61.4 15.7 17.8 16,609 648
Weaker Regulation
IA 8.4 71.2 9.1 9.8 2,498 210
KS 7.1 68 8.5 12.8 2,265 161
KY 4.2 64.3 11.9 14.9 3,483 146
WA 6.1 63.8 12.6 15.3 5,295 323

Source: Kaiser Commission on Medicaid and the Uninsured and state data (www.statehealthfacts kft.org).

FINDINGS
Data Issues

The information available publicly in each state varied considerably. Pre- and post-reform
enrollment was not readily available. Financial information available on nonlocal carriers
was incomplete; states generally do not require national carriers to report state-specific
enrollment information or state-specific financial results by line of business. States
generally had state-specific financial information on local health carriers, particularly Blue
Cross Blue Shield plans and HMOs, but carriers did not often report information on the
profitability of their individual line of business, even when required on regulatory filings.
When results for the individual health insurance line of business were provided, the data
included disability, Medicare supplement, and often other types of “health” business. On
occasion we could disaggregate results for difterent types of individual health insurance,

but most often we could not.
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Interaction between the individual and small-group markets is also difficult to
assess from the available data. All of the study states enacted regulatory reform of the small-
group market, either before or concurrent with individual market reform. The
information on small-group enrollment and carrier financial results in the small group
market is usually even spottier than the data for the individual market. For example, the
number of covered lives in the individual market seems to have declined in most, if not
all, of the study states after individual market reforms were enacted. But it is probable that
small-group market reform enabled many individuals previously covered in the individual
market to obtain coverage in the small-group market instead. Medicaid expansions in
some states may also have made public coverage available to some people who had
previously had individual policies. In addition, states generally do not collect information
on the number of people insured through association plans or through other types of
quasi-group arrangements by which many self-employed people obtain health insurance

coverage.

As we discuss later in this paper, these data limitations make it difficult, if not
impossible, for policymakers (and researchers) to get an accurate and comprehensive
picture of the individual health insurance market, or to understand fully the impact of
regulatory reforms on the individual market. This makes policy discussions particularly
susceptible to anecdotes and unsupported assertions. It also makes it difficult for regulators

to fully enforce the provisions of the individual health insurance laws.

Availability and Uptake of Individual Coverage

Coverage is theoretically “available” to anyone who can afford it. Despite difterent regulatory
approaches, each state has created a system in which individual health insurance is oftered
to anyone who seeks it, either from a limited choice of carriers or from a high-risk pool.
In every state this has led to a widespread perception that the market is “working well

enough,” although in some market areas there may be only one choice available.

Often, in the weaker-regulation states, a significant proportion of applicants is rejected by carriers,
leaving the high-risk pool as the only source of coverage. In interviews in the weaker-regulation
states, we asked carriers and brokers for information on the percentage of applicants for
individual health insurance that are rejected for coverage because of medical conditions or
health status. As shown in Table 5, rejection rates for the dominant carrier varied from
approximately 8 percent in Washington to 30 percent in Iowa. In our interviews, brokers
reported rejection rates as high as 40 percent for some carriers. In addition, these figures
likely understate the true impact of medical underwriting on the availability of coverage

since there is significant “field underwriting,” where brokers or carriers recommend that
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no application be completed because of the likelihood it will be rejected based on the
consumer’s health history. In two of the states with weaker regulation, carriers can also
impose permanent exclusions for preexisting medical conditions. In all the weaker-

regulation states, carriers can use health status as a rating factor.

Table 5. Percent of Applicants Rejected by Carriers
in Weaker-Regulation States
IA KS KY WA

Percent of applicants
rejected by dominant ~30% ~20% ~10%-15% ~8%

carrier

Source: Authors’ interviews with key informants.

In the weaker-regulation states, consumers may be unable to obtain coverage for such important benefits
as maternity, mental health services, and prescription drugs. Benefits also can vary widely or be
excluded altogether in the weaker regulation states. In the four states without standardized
benefit packages, coverage is often limited for certain types of services (including
maternity, mental health and substance abuse services, and prescription drugs), and can be
unavailable or offered only as a rider (Table 6). Mental health benefits, for example, are
not offered by carriers in Washington. While these benefits are sometimes available as
riders or in certain products, their exclusion from some plans creates an opportunity for
carriers for significant risk segmentation and positive risk selection. If products with and
without these benefits are treated separately for rating purposes, as is permissible in each of
the four states without standardized benefits, the cost of these services is spread over only a
subset of individual health insurance policyholders. These people are likely to be those

with higher medical needs and costs, resulting in rider premiums that are very expensive.

In addition to these benefit gaps, consumers in two of the less-regulated states, Kansas

and Kentucky, may face permanent exclusions for preexisting medical conditions (Table 1).
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Table 6. Coverage of Maternity, Behavioral Health, and Drugs
in Individual Health Insurance Policies

Mental health and

Maternity substance abuse Prescription
included in coverage included drugs included
State all policies? in all policies? in all policies?
Stronger Regulation
MA Yes Yes Yes
NJ Yes Yes Yes
NY Yes Yes Yes
Weaker Regulation
IA Market plans No No No
High-risk pool No Yes Yes
KS  Market plans No Yes No
High-risk pool No No Yes
KY  Market plans No Yes No
High-risk pool Yes Yes No (available
as a rider)
WA  Market plans No No Yes (as of 2000)
High-risk pool Yes Yes Yes

Source: Authors’ analysis of state insurance department documents and interviews with
key informants.

It is interesting that three of the four states that lack standardized benefit packages
(Iowa, Kentucky, and Washington) have mandated a broader range of benefits for the high-
risk pool than is generally available in the individual market. This condition can create
adverse selection into the risk pool. It also can raise high-risk pool premiums even higher
than they would be otherwise, based solely on the differences in health status between those
in the risk pool and those in the regular individual market. Mental health coverage, for
example, 1s unavailable in products sold in the individual market in Washington, but it is
provided to people in the state’s high-risk pool. According to our interviews, individuals
with behavioral health needs often try to get into the high-risk pool in order to obtain more

comprehensive benefits.

Affordability of Coverage

In less-regulated states, premiums vary significantly by individual demographic and health
characteristics. The study states made different policy decisions about the degree of rate
variation that they permitted in the individual health insurance market. New Jersey and

New York require community rating: a carrier must charge the same premium for the
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same plan to a consumer regardless of age, gender, health status, or any other personal
characteristic; only geographic cost variations may be reflected in rates. lowa, Kansas,
Kentucky, and Washington permit rating based on personal demographic and health
factors. Massachusetts is in the middle, prohibiting rating based on health status, but
allowing age to be used as a rating factor within a 2:1 range. This means that the rates for
the oldest age category, for example, cannot be more than twice the rates for the youngest

age category for the same benefit package and geographic area.

Figures 1 through 3 show the implications of these rating differences by comparing
market premiums faced by two male consumers, one a 25-year-old and the other a 60-
year-old. The premiums are for the same product offered by the dominant carrier in each
state, and for the most similar product offered by the state’s high-risk pool. (The premium
rates across states vary both because of differences in benefit packages and health care costs
in each state, as well as possible differences such as the demographics of the risk pool for

each carrier.)

As shown in Figure 1, in the weaker-regulation states, which permit medical
underwriting and demographic rating, a 25-year-old male who is unable to pass the
medical underwriting process pays a premium that is between 1.3 and four times higher
than a “healthy” 25-year-old. In lowa, for example, the monthly rate for a 25-year-old
male who passes medical underwriting is $133, while the monthly rate for a 25-year-old
male who must obtain coverage in the state’s high-risk pool is $555 per month. These
premium rates, in general, are much higher than what employees who are covered
through employer-sponsored plans typically pay. Workers in these plans benefit from the
lower, pool group rates of the employer-sponsored plans and from employer
contributions. For the purpose of comparison, in 2003, the average, single employee
contribution to such plans was approximately $42 per month and did not vary by age or

health status.

15



Figure 1. Monthly Premium Rates by Health Risk
Category, Single Coverage, 25-Year-Old Male

Premium O Healthy M High-Risk
$600 - $555 $550
$490 $490
$431 $431
$400 13336 $336 $332
$294
$222
$200 1 $141 $129
$80
$0
MA NJ
1:1 1:1 1:1 3.9:1 4.3:1 4.2:1 1.3:1

Ratio High:Low Rates

Notes: Product closest to $500 deductible with coverage for prescription drugs and mental health services.
Rate for “healthy” is for dominant carrier in each state’s largest county. “High-risk” in the four weaker
regulation states that do NOT require community rating is the state’s high-risk pool.

Source: Authors’ analysis, plan documents and calculations.

As shown in Figure 2, in these states a similar magnitude of rate variation occurs
for a 60-year-old but at a much higher premium level. In contrast, in the stronger-
regulation states, consumers of the same age pay the same premium rate regardless of their
health status. In the states that also permit gender rating, women pay significantly higher

premiums than do men.

Figure 2. Monthly Premium Rates by Health Risk
Category, Single Coverage, 60-Year-Old Male

Premium O Healthy M High-Risk
$1,500 - $1,306
$1,171
$971
$1,000 -
$798
$602$602 $586
$490 $490 ¢431 ga31
$500 - " $371 $356 $355
$0 ‘ I " ‘ ‘
1:1 1:1 1:1 3.5.1 2.2.1 3.2:1 1.7:1

Ratio High:Low Rates

Notes: Product closest to $500 deductible with coverage for prescription drugs and mental health services.
Rate for “healthy” is for dominant carrier in each state’s largest county. “High-risk” in the four weaker
regulation states that do NOT require community rating is the state’s high-risk pool.

Source: Authors’ analysis, plan documents and calculations.
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The combined effect of age and health status rating is shown in Figure 3. In the
weaker-regulation states, there 1s a fourfold to almost 15-fold difference in premium rates
between a high-risk 60-year-old male and a healthy 25-year-old male. In Massachusetts,
which permits some age rating, there is almost a twofold difference. Consumers in New
Jersey and New York pay the same rates regardless of age or health status because of

community rating.

Figure 3. Difference in Premium Rates for a
60-Year-Old Male vs. a 25-Year-Old Male

Age and Health Risk Combined, Highest Single-Coverage Rate
for a High-Risk 60-Year-Old Male vs. Lowest Single-Coverage Rate
for a Healthy 25-Year-Old Male

Ratio of rates for 60-year-old male to 25-year-old male

15 14.6
10 4 9.3
6.2
: 4.4
1.6 1.0 1.0 l
o/ I s =
MA NJ NY 1A KS KY WA

Note: Product closest to $500 deductible, Comp. Major Medical offered by dominant carrier in largest
county/geographic area for rating purposes.
Source: Authors’ analysis of state insurance department documents and calculations.

In less-regulated states, some carriers use a variety of rating, new product design, and marketing
techniques to “clean up” their individual business, causing huge premium increases for older and
sicker consumers. In our interviews we heard about a wide range of approaches adopted by
some carriers to “clean up” or “freshen up” their books of individual business. Some raise
premiums dramatically and encourage healthier enrollees to move into new medically
underwritten products (referred to by one observer as “Whack-a-Mole”). Carriers also
close blocks of business to new applicants, which leads to rising medical costs and higher
premiums for those whose health status prevents them from obtaining other coverage. In
one case, a carrier established an entirely new company to write new medically
underwritten business after guaranteed-issue regulation was relaxed, and closed the

guaranteed-issue, non-medically underwritten business to new applicants.

Regardless of regulatory approaches, high premiums are a barrier to coverage for many tesidents of
each state, including people who are healthy and relatively young. Premium rates are lower for

younger and healthier individuals in states that permit demographic and health status
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rating. However, individual insurance is generally very expensive, especially when
compared to the average amount that employees pay for employer-sponsored health
insurance. Tables 7 and 8 show the range of monthly premiums in each state for three
sample family structures: a 25-year-old single male, a 35-year-old couple with children,
and a 63-year-old couple. Table 7 shows the rates for the product most similar to a major
medical or PPO product that has a $500 deductible and 20 percent coinsurance, while
Table 8 shows premiums for the least expensive product. Both tables show products that
include coverage for maternity, drugs, and mental health coverage.”” For all but the
youngest and healthiest, premiums for individual health insurance in most cases would far
exceed 10 percent of median state income, even for the least expensive product that

includes a comprehensive scope of benefits.

Table 7. 2003 Monthly Premium Rates, Three Sample Family Situations,
Product Close to a $500 Deductible with 20% Coinsurance

35-year-old 63-year-old
Monthly couple with couple,
median state 25-year-old two young two-person

State income, 2002 male children contract
Stronger Regulation
MA: Market $4,200 $369 $873 $1,302
NJ: Market $4,400 $490 $1483 $1,048
(HMO plan)
NY: Market $3,500 $431 $1,294 $863
Weaker Regulation
IA $3,500

Market $141 $539 $742

High-risk pool $555 $1,656 $2,612
KS $3,500

Market n/a n/a n/a

High-risk pool $550 $1,763 $1,596
KY $3,200

Market $80 $477 $709

High-risk pool $332 $1,744 $2,343
WA $3,700

Market $222 $870 $1,172

High-risk pool $294 $1,184 $1,942

Note: Market means individuals can pass medical underwriting in IA, KS, KY, and WA. Rates are for largest
county or geographic area, dominant carrier. Product closest to $500 deductible, 20% coinsurance product.
Rates are not publicly available in Kansas.

Source: Authors’ analysis of state insurance department documents, 2002 Current Population Survey, U.S.
Census Bureau (median income rounded to nearest hundred dollars).
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Table 8. 2003 Monthly Premium Rates, Three Sample Family Situations,
Least Expensive Product
(includes benefits for maternity, mental health, and prescription drugs)

63-year-old
35-year-old couple,
25-year-old couple with two-person
State Key features of product male two children contract
Stronger Regulation
MA: Market $5,000 deductible, PPO plan $226 $533 $806
NJ: Market $10,000 deductible, $198 $502 $478
50% coinsurance
NY: Market Standard HMO Product $431 $1,294 $863
Weaker Regulation
IA
Market $1,750 deductible $120 $459 $632
High-risk pool $2,000 deductible, $450 $1,196 $1,688
20% coinsurance
KS
Market n/a n/a n/a n/a
High-risk pool $10,000 deductible, $124 $531 $480
30% coinsurance
KY
Market $2,500 deductible $52 $307 $456
High-risk pool $1,500 deductible $270 $1,342 $1,800
(Very expensive rider for
mental health and drugs)
WA
Market $10,000 deductible $84 $332 $554

(Maternity and mental health
coverage is not available)

High-risk pool $1,500 deductible $235 $908 $1,420

Note: Market means individuals can pass medical underwriting in IA, KS, KY, and WA. Rates are for largest county or
geographic area, dominant carrier. Least expensive product available from dominant carrier that includes drugs, maternity,
and mental health benefits. (Maternity and mental health excluded in market product for Washington.) Rates are not publicly
available in Kansas.

Source: Authors’ analysis of state insurance department documents.

Purchasing individual insurance consumes a large portion of annual income, particularly for most of
the uninsured, even for those who are young and healthy. One way to gauge the affordability of
individual health insurance is to compare premiums with the family income of people
who are uninsured. Nearly two-thirds of the uninsured have annual family income of less

than 200 percent of the federal poverty level.”> Tables 9 and 10 compare premiums in
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each state to 200 percent of the federal poverty level in 2003, using the premium
information from Tables 7 and 8. Table 9 uses premiums for a $500 deductible policy,
while Table 10 uses premiums for the least expensive product available in each state that

include maternity, mental health, and drug benefits.

Table 9. Individual Health Insurance Premiums
as a Percentage of 200% Federal Poverty Level,
Product Close to a $500 Deductible with 20% Coinsurance
(includes benefits for maternity, mental health, and prescription drugs)

35-year-old couple 63-year-old couple

State 25-year-old male with two children two-person contract
200% FPL (2003) $17,960 $36,800 $24,240
Stronger Regulation
MA 25% 28% 64%
NJ 33% 48% 52%
NY 29% 42% 43%
Weaker Regulation
IA
Market 9% 18% 37%
High-risk pool 37% 54% 129%
KS
Market n/a n/a n/a
High-risk pool 37% 57% 116%
KY
Market 5% 16% 35%
High-risk pool 22% 57% 116%
WA
Market 15% 28% 58%
High-risk pool 20% 39% 96%

Source: Authors’ analysis of state insurance department documents.
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Table 10. Individual Health Insurance Premiums
as a Percentage of 200% Federal Poverty Level, Least Expensive Product
(includes benefits for maternity, mental health, and prescription drugs)

35-year-old couple 63-year-old couple

State 25-year-old male with two children two-person contract
200% FPL (2003) $17,960 $36,800 $24,240
Stronger Regulation
MA 15% 17% 40%
NJ 13% 16% 24%
NY 29% 43% 43%
Weaker Regulation
IA
Market 8% 15% 31%
High-risk pool 30% 39% 84%
KS
Market n/a n/a n/a
High-risk pool 8% 17% 24%
KY
Market 3% 10% 23%
High-risk pool 18% 44% 89%
WA
Market 6% 11% 27%
High-risk pool 16% 30% 70%

Source: Authors’ analysis of state insurance department documents.

Depending on family composition and health status, annual premiums represent
anywhere from 9 percent to 129 percent of income for the $500 deductible-type product,
and from 3 percent to 89 percent for the least expensive product available. Premiums are
most affordable for low-risk young males and families in the states that permit
demographic rating, and most expensive for older people and for those who cannot pass

medical underwriting and must purchase through the high-risk pool.”

These estimates are based on premiums for benefit packages that are comparable in
scope to the health insurance provided to most people with group coverage, which
generally includes benefits for drugs, maternity, and mental health services. In the states
with weaker regulatory structures, less expensive benefit packages are available. Premiums
in these states consume a lower proportion of family income, at least for consumers who
could pass the underwriting required to qualify for these products. New Jersey also permits

products designed to provide more “bare bones” coverage, although enrollment in these
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plans has been a very modest 500 people. Of course, any product with lower levels of

coverage would expose policyholders to potentially higher out-of-pocket expenses. For

example, as illustrated in Table 8, deductibles would likely be very high relative to

mcomes.

State high-risk pools cover very few people, coverage is very expensive, and older people pay much

higher premiums. The four states that permit medical underwriting have created high-risk

pools as a mechanism to make coverage available to those who are rejected by carriers

(Table 11). The states with stronger regulation do not have high-risk pools because

carriers must issue coverage to any individual who applies.

Although carriers in less-regulated states report rejecting as many as 30 percent of

applicants for individual health insurance, the number of people covered by the state high-

risk pools is very small. The low rates of coverage are likely related to the expense of

premiums, which range from 125 percent to 150 percent of the rates charged by carriers

in the individual market.”® There is as much as a threefold variation in premiums for the

same product, based on age. Notably, high risk pools also impose waiting periods for those

that qualify for participation. In the four study states, the waiting period ranged from 90

days to 12 months.

Table 11. State High-Risk Pools

IA KS KY WA
Number covered 200 1,700 ~1,000 2,500
Product choices 1 1 3 2
(4 deductibles) (6 deductibles) FES: $400 (3 deductibles)
$500, $1,000, $500, $1,000, $1,500, PPO: $700, $1,500, 2,250  $500, $1,000, $1,500

$1,500, $2,000

$2,500 (Medical
Savings Account),

$5,000

PPO: $750, $1,500

Benefits compared
to market

Worse

Much worse

Similar

Often much better

Premium rates

150% of average rate

130%—150% of

market rates

150% of market rates

125%—150% of average
rates of top five
individual carriers

Preexisting
condition
exclusions

6 months

90 days

12 months

6 months

Lowest-priced
option
Deductible

$2,000

$5,000
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IA KS KY WA

Monthly Premium rates
25-year-old $371 $229 $442 (f) $160 (m) $236
60-year-old $1,026 $369 $525 (f) $571 (m) $710
Most comprehensive
option

Deductible $500 $500 $400/800 $500
Monthly Premium rates
25-year-old $500 $595 $733 (f) $266 (m) $295
60-year-old $1,589 $958 $872 (f) 949 (m) $971
Eligibility State resident State resident State resident State resident

Rejection by one
insurer, premium
increase or reduction
in benefits

Rejection by one
insurer or if charged
more than the Kansas

High-Risk Pool

Cannot be eligible for Cannot be eligible for

Rejection by at least
two private insurers for
individual coverage
similar to that of
Kentucky Access

Rejection by one
insurer or if county
does not provide
insurance

Cannot be eligible for

other individual or other individual or Medicare
group coverage group coverage
Rating factor Age Age Age and sex Age
Lifetime maximum $1 million $1 million FES: unlimited; $1 million

benefit PPO: $2 million

Subsidy Assessment on all Assessment on all Tobacco settlement funds; Subsidy from individual

mechanism carriers and certain carriers assessment on all carriers market; carriers and
self-funded employers assessment on all carriers

Annual subsidy $2.5 million $3 million $2 million $30 million

Source: Authors’ analysis of state insurance department documents and interviews.

High-risk pool subsidies go to relatively high-income people (those who can afford premiums well above

market rates). The source of pool subsidies generally is assessments on all carriers in specific

markets (individual, or all health insurance). On a per-person basis the subsidy is about

$12,000 per person in Iowa and Washington, but only $2,000 per person in Kansas and

Kentucky. Given the high premium rates in the high-risk pools, it seems fair to conclude

that the risk pools represent a relatively expensive subsidy to a small number of higher-

income individuals.

Market Structure and Industry Behavior

The market is highly concentrated among a few insurers, and growing more so over time. The number

of carriers writing individual coverage in each state varied from six in Kentucky to more

than 20 in New York (Table 12). On a per-population basis, the states with the greatest

number of carriers are Kansas and Iowa, which have the weakest regulation, and

23



Massachusetts, which requires carriers in the small-group market to participate in the
individual market. The other four states have roughly the same ratio of carriers per

population.”®

Table 12. Carrier Participation and Market Share of Dominant Carrier

Stronger Regulation Weaker Regulation
MA¥* NY** NJ IA KS KY WA
Number of carriers 17 20+ 15 7 11 7 8
State population (millions) 6.3 18.8 8.4 2.9 2.6 4 5.9
Carriers per million population 2.7 1.1 1.8 2.4 2.6 1.8 1.4
Market share of largest carrier 70% 50% + 60% 60%+ 60% 90% 66%

* Carriers that have more than 5,000 lives in small group market must participate in the individual market.
** All HMOs must participate in the individual market. Number of carriers varies by county.

Source: U.S. Census Bureau and authors’ analysis of state insurance department documents.

The number of carriers participating in the individual market has shrunk in most
markets over the last decade for two reasons: an exodus of national carriers, and mergers
among those that remain in the market. The withdrawal of national carriers has been
caused by several factors: an inability to compete with locally domiciled HMO plans that
have deep provider discounts, an inability to compete in markets that prohibit various
forms of medical underwriting, the loss of large group customers due to mergers and
corporate relocations, and political factors. The number of locally domiciled carriers also
has fallen, largely because of financial instability and growth through acquisition. In
Washington, for instance, we identified at least 18 carriers that provided products in the
individual market in 1993; by 1999, the number of plans that provided individual products
was down to one, largely because of mergers. In New York, of 11 carriers identified as

providing individual insurance in 1996, after several mergers only six remained in 2002.

Some national carriers appear to have exploited state legislatures’ concerns over limited choice markets by
withdrawing or threatening to withdraw from state markets, even though the carriers’ individual business
was insignificant to the market. Concerns about carrier withdrawals were a major factor in the
reform rollbacks in Kentucky and Washington. Many observers, however, believe that the
reaction of carriers was out of proportion to the reforms and was intended in part to
discourage similar reform eftorts in other states. In general the carriers that withdrew in each
state were relatively small in terms of covered lives. These carriers tended to be regional or

national insurers that withdrew from many if not most states, regardless of the type of
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regulatory reform enacted by the individual states. Many of these same carriers also withdrew

in Kansas, Massachusetts, New York, and New Jersey.

The number of carriers in New Jersey, for example, fell from a high of 28 in the
initial post-reform years to 15 carriers in 2003. All carriers in New Jersey that sell health
insurance are required to “play” in the individual market, either by actively selling individual

coverage or by “paying” to cover the losses incurred by the other carriers that do participate.

Having many carriers compete does little to ensure available and affordable coverage, although it may
provide more product choices to lower-risk consumers. Despite carrier withdrawals, the basic
structure of the individual market is relatively unchanged in the study states. A single
carrier accounts for most of the individual health insurance market in each state. As shown
in Table 12, the market share of the dominant carrier ranges from approximately 50
percent in New York to 90 percent in Kentucky. The dominant carrier in each state is a
Blue Cross Blue Shield (BCBS) plan, as was the case even before market reform. The
BCBS plan is also the dominant carrier in the group market in each state, although the

BCBS share of the group market is lower than its share of the individual market.”’

Information on individual health insurance products is less broadly available in states with stronger
regulation. In the four states with weaker regulation where medical underwriting is
permitted, carriers are actively marketing individual health insurance through captive
marketing representatives, independent brokers, active telemarketing sales eftorts, and

health insurance Web sites.

In contrast, there appears to be no active marketing of individual health insurance
in Massachusetts, New Jersey, and New York. The carriers do not use agents or brokers to

sell the policies. Instead, consumers are expected to call carriers directly.

In the past, direct calls to carriers in Massachusetts led to access problems. During
the first post-reform, two-month open enrollment period, sales agents often gave wrong
or misleading information to people who telephoned carriers. This misinformation
included telling people the carrier did not offer individual insurance; telling sick
individuals they would be denied coverage; and saying that the open enrollment period
would not begin until a date after the period had actually ended. Some insurers referred
callers to a recording that provided no options if they were seeking individual health
coverage. The Massachusetts Attorney General’s office had to intervene to stop the

practices.

25



Interviews indicate that in New Jersey only two of the fifteen current carriers in

the market engage the services of brokers or “producers,” as they are known in the state.

The producer payment mechanism difters between the two carriers, with one paying

commission based on a small percent of premium, and the other paying a flat fee per

member, per month. A veteran in the broker community noted that there 1s little

opportunity for brokers to make significant compensation selling in the individual market

alone, and so individual coverage is generally just one of a number of products brokers

will sell for a carrier or brokerage firm.

As shown in Table 13, there is also very little use of e-health Web sites as a means

of marketing individual coverage. Instead, carriers and regulators in these states reported

that consumers generally obtain information on individual health insurance directly from

the carriers or from Web sites and state consumer guides. A recent survey of individual

insurance market members conducted by Rutgers Center for State Health Policy found

that the materials available on the New Jersey Department of Banking and Insurance’s

Web site—including rate sheets and a Buyer’s Guide—were used extensively by

- - - 58
consumers in their purchasing decisions.

Table 13. E-Health Insurance Web Site Carriers and
Number of Plans Available in Each State

Stronger Regulation

Weaker Regulation

MA NJ NY IA KS KY WA
Carriers None Group Horizon Celtic Celtic  Anthem BCBS Regence BS
Health Golden Rule Group Health
Insurance Lifewise
Number of 0 1 plan 15 plans 36 plans 8 plans 11 plans 20 plans
plans available
Lowest-priced GHI Horizon- Golden Rule- Celtic-PPO Anthem Group Health-
option FFS PPO BCBS-PPO HMO
Deductible $0 $10,000 $5,000 $5,000 $5,000 $5,000
Monthly
premium rates
25 years old $253 $235 $31 (m) $58 (m) $31 (m) $44
$39 (f) $62 (f) $40 ()
60 years old $235 $165 (m) $212 (m) $126 (m) $97
$134 (f) $206 (f) $123 (f)
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Stronger Regulation

Weaker Regulation

MA NJ NY IA KS KY WA
Most comprehensive GHI Horizon- Celtic-FFS  Celtic-FFS Anthem Group HMO/
option FFS BCBS-PPO  Lifewise PPO
Deductible $0 $1,000 $250 $250 $250 $500
Monthly
premium rates
25 years old $253 $1,030 $176 (m) $194 (m) $97 (m) $140
$187 (1) $206 (f) $295 (f)
60 years old $253 $1,030 $702 (m) $708 (m) $393 (m) $410
$687 (f) $688 (f) $384 ()
Medical underwriting No No Yes Yes Yes No
Exclusion period n/a 12 months 12 months 12 months 12 months 9—12 months

Source: Authors’ review of information available on Ehealthinsurance.com. Accessed May 2004.

The basis of competition among carriers continues to include creative risk selection through selective

incentives to agents and brokers. After the Iowa legislature passed reforms creating uniform basic

and standard products for the individual market, most carriers paid O to 3 percent

commissions to agents selling these products, compared with 20 percent for new business and

5 to 6 percent for renewal business of nonuniform individual products. Individuals who asked

for the uniform products were told by agents to buy it from the local Blue Cross plan. Field

agents in lowa also “pre-screen” individuals for carriers. As one carrier representative

explained, “Many agents know our underwriting guidelines and they won’t even go through

the application process for our product.”’

During the period of community rating in Kentucky, one insurance company

reduced broker commissions for the individual business to $5 per policy, except for those

sold through the Farm Bureau association scheme described below. But now that

community rating no longer is in place in Kentucky, field sales agents and general agent

brokers get 6 to 8 percent of premium from the company for selling individual policies.

There are other marketing and outreach practices that could positively influence

selection into a carrier’s products. They include requiring the completion of a six-page

health questionnaire before issuing coverage, even though the state does not allow medical

underwriting; increasing deductibles to very high levels before standardized benefits are

covered; and rating by ZIP code (offering lower rates in higher-income ZIP codes). These

practices occur in markets that do not allow medical underwriting.
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Associations that are exempt from individual market reform have enabled carriers
to medically underwrite and reject applicants even in highly regulated markets. In
Kentucky, one company subverted the individual reforms—community rating in
particular—by encouraging healthy individuals to purchase individual coverage through
the Farm Bureau, with which the company had a “special” marketing relationship. The
Farm Bureau sponsored an association known as Metro Senior Association (MSA) until
1998. The MSA was allowed to medically underwrite and therefore could keep its
individual premiums below what the company could ofter individuals directly. The Farm
Bureau arrangement helped the company keep roughly 30,000 healthy individuals as
customers at premiums below those of community rated (not medically underwritten)
individuals. The company was concerned these customers would drop coverage rather
than pay rates that doubled after reforms required community rating. When the reforms

were rolled back and medical underwriting again was permitted, the MSA dissolved.

Other insurers formed associations domiciled in less-regulated states through which
they used such mass marketing techniques as targeted direct mail and telemarketing to sell
products to individuals in more highly regulated states. These products require medical
underwriting or cancellation provisions that would not be allowed under the laws of the
customer’s residence state. For instance, one company sells medical insurance products to
individuals through 27,000 agents in 32 states. In February 2000, the court found against two
of the company’s subsidiaries for churning (discontinuing old blocks of business and oftering

new ones) through products offered in associations domiciled in another state.”’

The use of associations to avoid individual market reform appears to be an essential
part of the business strategy of several national carriers based on corporate documents. This is
an excerpt from the SEC filings of a national carrier writing in its 2002 report to

shareholders:

To remain profitable and competitive in this changing and unpredictable
market, (the Company) is concentrating on select niches that offer the
greatest potential for profitability. . . . With increasingly stringent federal and
state restrictions on small group insurance, we emphasize the sale of individual
and association products, which offer greater flexibility in both underwriting
and design compared to small group products. . . . Some states have enacted
small-group insurance and rating reforms, which generally limit the ability of
the insurers to use risk selection as a method of controlling costs. We have
discontinued selling certain policies in states where, due to these healthcare

: 61
reform measures, we cannot function profitably.
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The National Association of Insurance Commissioners has convened a special task
force for reviewing association group coverage.”” The inability to develop nationally
uniform regulations creates these cherry-picking—or risk avoidance—opportunities for

carriers. The association problem is impossible to overcome without federal intervention.

In a trend perhaps related to market consolidation and other industry-wide behaviors noted above,
most insurers in the individual market have not suffered financial losses despite regulatory reforms. In
fact, individual health insurance appears to be a profitable line of business for most carriers. One of
the oft-cited concerns about potential market reforms was that it would make the
individual insurance market unprofitable and financially risky for carriers. While carrier
withdrawals suggest that reform has made the individual market less attractive for some
carriers in some states, the individual market has been profitable for the largest carriers in
each of the study states. Table 14 shows that medical loss ratios have generally fallen in
each state since reform, suggesting higher profit margins on this line of business. The
medical loss ratio is the percent of total premiums that is paid out for medical expenses.
The lower the medical loss ratio, the higher the share of premiums retained by the

Insurance carrier.

We were unable to assess profit margins on the individual line of business for most carriers
because state regulatory filing regulations do not require carriers to break down
administrative expenses by line of business. Based on our interviews and a review of
overall carrier costs structures, we estimate that the administrative costs of the individual
line of business are approximately 10 percent to 15 percent. Using this estimate with the
data in Table 14, all but one carrier would have had positive financial results—or positive
margins—on its individual line of business. Our interviews confirmed this estimate of
carriers’ financial performance. Most carriers reported that the individual line of business
was profitable, and in some cases it was significantly more profitable than their group

business.
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Table 14. Medical Loss Ratios in the Individual Market Dominant Carriers
Before and After Reform

Average
before
State Carrier reform 1998 1999 2000 2001 2002
Weaker Regulation
1A Wellmark 84.3% 83.3% 84.3% 82.1% 81.0% 80.5%
KS BCBS of Kansas ~80% 84.8% 81.8% 84.7% 82.6% 80.2%
KY Anthem of KY 75.9% 92.1% 83.5% 80.6% 69.2% 69.1%
WA Premera BC 80.0% 80.8% 79.8% 83.4% 83.5%

Regence BS 130.8% 90.8% 78.4% 82.8% 81.7% 84.8%

Group Health 123.3% 98.2% 90.8% 99.4% 97.6% 110.8%

Stronger Regulation

MA BCBS 90+% 87.7% 90.4% 83.0% 84.4% 79.8%
NJ Horizon* n/a 81.9% 74.5% 77.5% 76.0% 77.6%
NY Empire 150+% Files not Not 85.2% Not 83.9%
available  reported reported
from by carrier
regulators

Oxford Not offered Files not Not 85.1% 89.1% 97.4%
available  reported
from by carrier
regulators

Includes Horizon Blue Cross Blue Shield of New Jersey and Horizon Healthcare of New Jersey.

Source: Authors’ analysis of carrier financial statements and regulatory filings.

Capacity to Regulate Effectively at the State Level

Rate regulation is weak and easily subject to actuarial manipulation. Six of the seven states have
adopted little if any regulation of premium rates in the individual health insurance market.
In addition, as shown in Table 2, minimum medical expense ratios for individual products

are quite low and range from 55 percent in Kansas to 80 percent in New York.

One of the best examples of the impact of weak rate regulation occurs in
Massachusetts. The state’s carriers are required to participate in the individual health
insurance market if they insure 5,000 or more lives in the state’s small-group market.
Certain carriers—including some of the largest carriers in the group market—have used
the absence of effective rate regulation to undermine this mandatory participation
requirement. A carrier’s individual health insurance rates in Massachusetts are subject to
regulatory review only if they are more than two standard deviations above the average

rates in the individual market. As shown in Table 15, this weak regulatory standard
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permits rates for some carriers to be almost double the rates of other carriers for exactly the
same standardized benefit package. The predictable result is that carriers with high
premium rates have few or no individual enrollees, thereby allowing them to finesse the

requirement to participate in the individual market.

Table 15. Range of Monthly Premium Rates in Massachusetts
for Standard HMO and PPO Products

35-year-old 63-year-old Carrier’s
Boston region  25-year-old single family couple enrollment
Lowest HMO $351 $873 $1,320 22,000 (64% of
HMO members)
Highest HMO $462 $1,410 $1,600 1,474 (3% of
HMO members)
Ratio High:Low 32% higher 61% higher 21% higher
Lowest PPO $466 $1,101 $1,665 3,287 (98% of
PPO members)
Highest PPO $765 $2,461 $3,037 0
Ratio High:Low 64% higher 124% higher 82% higher

Source: Massachusetts Division of Insurance, rates as of January 2003.

Our interviews with state regulators revealed that rate regulation is perceived to
be one of the most challenging issues of health insurance reform. Regulators often believe
they have insufficient authority over premium rates and are sometimes reluctant to use
the authority they have. In three of the study states (New York, New Jersey, and
Massachusetts) one of the quid pro quos of regulatory reform was to relax or eliminate rules
that had required prior approval of individual health insurance rates, sometimes including
a public hearing process. The elimination of rate review was also one of the key features of

the rollback of reforms in Washington.

Interviews with several carriers in these states suggested that rating flexibility and
assurances of “adequate” and timely premium increases was in many ways more important
than the imposition of stricter rating requirements or guaranteed issue. In the words of
one carrier, “Loosening up rate regulation was a real relief valve. . . . We knew that if rate
regulation was eliminated, we could always make up the effects of other reforms by raising

prices. . . . Limits on premium rates are the big issue for us with guaranteed issue.”

Regulators said they were reluctant to scrutinize rates carefully for a variety of

reasons: concerns about carrier solvency, fears that carriers will withdraw from the
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individual market if rate review is viewed as too “onerous,” a belief that minimum loss
ratio standards are adequate to ensure reasonable rates, lack of actuarial expertise within
state insurance departments, and an attitude of resignation about the inevitability of high
premiums and large premium increases in the individual market. In the words of one
regulator, “We try to approve rates quickly so there is no basis for carrier dismay . . . we
have only had three rate hearings in the past 35 years.” A regulator in another state said,
“We don’t really have the expertise to know if carriers are playing with their rates in order

to avoid complying fully with our reform law, but we suspect that they are.”

DISCUSSION AND RECOMMENDATIONS

The states in our study have made very difterent decisions about how to regulate their
individual health insurance markets, reflecting varying values, political climates, and
expectations. Three states adopted more stringent regulation and then had the political
will and regulatory resolve to stay the course. They created markets where comprehensive
coverage is available to all, there is some choice of product and carrier, and premiums
have been made more aftordable for higher-risk people at the expense of less affordable
coverage for younger and healthier individuals. Participating carriers did not experience
any significant selection spiral or other type of market meltdown. All three states were
helped by pre-reform conditions, and particularly by the presence of a number of local

carriers that could not withdraw from the states.

In the weaker-regulation states, older or less-healthy consumers face a range of
problems. A significant percentage of applicants are rejected for coverage, leaving them
with no option but expensive high-risk pools. Even for those who qualify for market
plans, permanent exclusions can be imposed for preexisting medical conditions. Products
often lack coverage for such important benefits as maternity, mental health, or prescription
drugs. Premiums vary widely by age, gender, and health status, with as much as a 15-fold
difference in premium rates for the same product based on age and health status. Carriers
continue to compete through marketing and product design techniques that are designed

to encourage favorable selection and discourage high-risk applicants.

Carriers can sometimes exploit differences in regulation among states to evade
regulatory requirements. Regulators often lack the tools and resources to deal with these
problems. State legislators have become reluctant to enact stronger reforms for fear that

regional and national carriers will decide to leave their states.
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In all states, regardless of regulatory posture, premiums are unaffordable compared
to family income, especially at the income level of most of the country’s uninsured, even

for the young and healthy.

While regulatory reforms cannot solve all of these problems, they can help
improve the condition of the individual health insurance market. We recommend that

states adopt the following minimum set of regulatory reforms.

Problem #1—Older and Less-Healthy Consumers Often Cannot Obtain
Coverage Except Through Expensive and Costly High-Risk Pools

Recommendations:

Require carriers to offer coverage to everyone. Guaranteed-issue requirements work better than
high-risk pools, which benefit few people who have sufficient income to pay very high

premiums.

Permit a reasonable waiting period for preexisting conditions for those who have not had continuous
prior coverage. A necessary corollary of requiring carriers to take everyone in a voluntary
insurance system 1is that there must be some protections against adverse selection. A 12-
month waiting period seems reasonable based on the experience of the study states, in

combination with a clear definition of what constitutes a “preexisting condition.”

The experience of Washington is instructive on this issue. The state’s original
reform law had a 90-day waiting period for preexisting conditions. While this law was in
eftect, one large carrier in the individual market had 330 deliveries per 1,000 pregnancy-
age females, more than ten times the rate in its group business. Some 80 percent of these
deliveries occurred within nine months of enrollment in the plan. Nearly three-quarters of
these women canceled their coverage shortly after having their babies, 60 percent within
three months after delivery. (One employee told us that the company received letters from
some of the members who canceled coverage thanking them for the excellent coverage

and promising to re-enroll if they became pregnant again.)

Problem #2—Individual Products Often Lack Coverage for Important Benefits,

and Carriers Use Product Design as a Means of Risk Selection
Recommendation:

Standardize benefits, but permit some variation in cost-sharing. Unless a uniform scope of
benefits is required, consumers will attempt to buy products based on their actual or

perceived health needs. Carriers will try to guard against this adverse selection by limiting
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or eliminating benefits for certain services. Standardized products also are more
comprehensible to consumers, and make it much easier for them to comparison shop. The
tederal experience with regulating Medigap coverage demonstrates the value of

standardized benefit packages.

Developing standardized products is challenging; it requires achieving a political
consensus about benefits, as well as addressing the issue of affordability. The experiences of

Massachusetts, New York, and New Jersey, however, demonstrate that this can be done.

While requiring the same scope of benefits in all individual health plans is
desirable, consumers also need some product choice. This can best be achieved by
allowing products to have difterent, specified levels of consumer cost-sharing, such as
deductibles, coinsurance, and copayments. The potentially negative impact of product
choice in terms of risk segmentation can be addressed. Each carrier can be required to
pool all its products for rating purposes. Premium rates can be allowed to vary only by the
actuarial value of the differences in cost-sharing, and not by any differences in the health

care costs of people who select different levels of cost-sharing.

Problem #3—Older and Less-Healthy Consumers Pay Much Higher Premiums

than Younger and Healthier Individuals
Recommendation:

Limit permissible rating factors and rate variation. There is a trade-off between permissible
rating methods and aftfordability for certain groups. Rating methods that result in lower
premiums for younger and lower-risk individuals come at the direct expense of higher
premiums for older and higher-risk individuals. States that have not imposed stringent
restrictions on permissible rating factors have extremely large variations in premium rates.
These variations undermine the purpose of insurance (having the healthy pay for the sick,

and vice versa) and make coverage unaffordable for people who are older and higher risk.

Community rating seems, on balance, to have been quite successtul in New Jersey
and New York, although premiums are very expensive. Modified community rating
(allowing an age factor) has worked well in Massachusetts. While we believe states should
be permitted to require community rating, imposing this requirement on all states might
be extremely disruptive to younger, healthier enrollees, since most states now permit
extremely large rate variations. A more reasonable policy would be to permit some limited
rate variation based on age only, such as a rate band of 1.5 to 1, or 2 to 1, which would
limit the permissible variation in rates between the oldest and youngest age groups. No

rate variations should be permitted for gender, health status, or other demographic factors.
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Allowing some variation for age would take into account the reality of current market
conditions in most states and acknowledge the challenge of attracting and keeping
younger people in the individual market. Any rate limitation must be phased in over

several years to avoid rate shock for younger people.

Problem #4—Carriers Engage in “Creative Risk Selection” Through Marketing
and Other Practices

Recommendations:

Impose clear standards for market conduct, including standards for permissible marketing practices. In
each of the study states, carriers have employed a variety of techniques to sell coverage to
lower-risk consumers and to avoid higher-risk individuals. In most cases, regulators were

aware of these practices but did little to stop them because of a lack of legal authority,

resources, regulatory resolve, or a combination of these factors.

Problematic market conduct always will occur, even in the most well regulated
markets. But clear and strict rules about permissible and impermissible practices would
give regulators the legal authority they need to take action when needed, and would have

a strong effect on some carriers.

One area of market conduct that needs attention is agent and broker commissions.
Standards are needed both to protect consumers from broker incentives to sell them the
product that pays the highest commission, as well as to shield them from carrier policies
that dissuade agents and brokers from informing consumers about all the available product
options. One approach that might help address these problems is to require carriers to file
commission schedules with state insurance departments, which would review them and
address any problematic practices and post them on the departments’ Web site. Agents and
brokers could also be required to disclose commission structures to consumers, including
posting commission structures in a public place and on any agency Web site. Similarly, in
markets where consumers must seek information directly from carriers, insurance
departments can closely supervise the quality and format of the information, and can

impose significant penalties for misleading information.

States might also encourage the federal government to consider creating a health
insurance information and counseling program for the individual health insurance market.
One model could be the federally funded State Health Insurance Assistance Program in
each state that helps elders and their families navigate the health insurance system and deal

with problems that arise.
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Undertake more active monitoring of the individual health insurance market. There is very little
active monitoring of the individual health insurance market in the seven states we studied,
at least in part because there is very little information available to allow monitoring. Even
when information was required on regulatory filings, it often was not provided. The

information on national carriers was particularly sparse.

Data limitations make it difficult, if not impossible, for policymakers to get an
accurate and comprehensive picture of the individual health insurance market or to fully
understand the impact of regulatory reforms on the individual market. These limitations
make policy discussions particularly susceptible to anecdotes and unsupported assertions.
The lack of data also makes it difticult for regulators to fully enforce the provisions of the

individual health insurance laws.

State reforms could be better understood if there were eftorts to improve the
breadth and quality of the information collected on the individual and small-group
markets, as well as efforts to make this information more easily available for and from state
regulators. Such information is critical if federal policymakers want to assess the impact of
any policy approaches that are adopted, such as federal tax credits. Some states have begun
to put carrier filings on Web sites that can be downloaded by the public, a trend that

should be encouraged and possibly given financial assistance at the federal level.

In addition, there must be clear expectations about the information carriers must
provide, and sanctions when carriers do not provide it. One way to address the consistent
failure of carriers to provide required information is to mandate that carriers attest to the
completeness and accuracy of the information they submit to state insurance departments,
as ascertained by a signature of the CEO and CFO. Penalties for false, misleading, or
incomplete information could be imposed along the lines of the Sarbanes—Oxley penalties

for false or misleading financial statements of publicly held companies.

Problem #5—Carriers Can Undermine or Evade Regulation in the Individual
Market by Exploiting Different Rules for Individual, Small-

Group, and Association Markets
Recommendations:

Adopt a strict and consistent definition of who is eligible to purchase individual health insurance.
States have adopted different definitions of who is eligible for individual insurance. In
some states, for example, self~employed people must purchase individual insurance, in

others they must purchase small-group policies, and in other states they can choose either
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the individual or small-group market. Without clear rules about eligibility, there is too

much opportunity for gaming and risk selection among markets and across carriers.

Clarify the link between the individual and small-group markets. There must be coherent
boundaries and consistent rules between the small-group and individual markets. In certain
areas, such as guaranteed issue, the rules must be the same to prevent adverse selection
between the markets. In other areas, such as product design, there is room to have
different requirements, provided careful consideration is given to the potential

consequences of these variations.

Make associations play by the same rules. Associations and other group arrangements have
been used to evade or undermine regulatory reforms in many states. Failure to impose the
same regulatory requirements on associations creates market disruption and often leaves
consumers without important protections. Massachusetts and other states that have
aggressively pursued associations that were formed and operated principally for the
purpose of selling insurance have required legitimate associations to comply with the
requirements of small-group and/or individual health insurance reforms. Based on our
interviews with key informants, these states seem to have had fewer problems with
association cherry-picking or other flouting of state consumer protection laws. Rather
than endorsing proposals to preempt any meaningful oversight of associations,”
policymakers should impose stricter regulation on associations. The lack of uniform
national rules that govern associations creates cherry-picking opportunities for carriers.
Although the National Association of Insurance Commissioners has a special task force
reviewing association group coverage, the association problem will be difficult to

overcome without federal intervention.

Problem #6—Individual Health Insurance Is Unaffordable, Even for the Young
and Healthy

Recommendations:

Find ways to keep as many people as possible in the group market. The group market has many
inherent advantages over the individual insurance market: risk pools are larger, buyers
have more purchasing power, there is less opportunity for risk selection by carriers and
consumers, administrative costs are lower, and coverage is generally less expensive.
Policymakers should therefore support approaches that make group coverage available to

as many people as possible. Such methods include:

e Require the self-employed to purchase coverage in the group market.

37



e Make groups with fewer than 20 employees eligible for the federal COBRA law,
which grants the right of continued eligibility for group coverage. These so-called
Mini-COBRA laws have been adopted by 38 states, extending continuation rights
to firms with from two to nineteen workers. In 22 states, however, employees
are eligible for less than the 18 months of group coverage available to larger groups
under COBRA. In four states, the period of continued eligibility is less than

four months.

e Require carriers (and employers) to allow dependents to remain eligible for
coverage under their parents’ policies until the age of 25, under the same terms
and conditions as other dependents, provided they are ineligible for other group or
public health coverage. This change could help address some of the concerns of
parents of recent college graduates. According to our interviews, in many states
these parents have been among the more vocal proponents of both age rating and
of permitting the sale of short-term, low-benefit health insurance policies. An
alternative approach would be to require colleges and universities to offer a
COBRA benefit to new graduates granting coverage under the student group plan
for 18 months after graduating.

Promote mechanisms to make individual health insurance more affordable by spreading costs of the
individual market more broadly. Affordability is a major barrier to expanding the individual
health insurance market. Several states have tried to address this problem by spreading the
costs of the individual health insurance market more broadly, using such techniques as
reinsurance pools, assessments on group health insurers, and sliding-scale premium subsidies
funded with public funds. The subsidy programs Healthy New York, Access Program in
New Jersey, and the Basic Health Plan in Washington are regarded by many as having been
quite successful, although the New Jersey and Washington programs have been cut because
of state budget problems. In addition, policymakers need to address the underlying medical
expenses that drive much of the cost of individual health insurance. Unless actions are
taken to address the cost of individual health insurance, tax credits and other policy
approaches are unlikely to have much success, considering the relatively low income of’

many of the uninsured.

The Potential Need for Federal Regulatory Action

A stronger approach to regulation of the individual insurance market would be for the
tederal government to create a model set of minimum standards for critical issues. Under
this approach, the federal government would adopt minimum regulatory requirements for
the individual insurance market, and states would be required to comply with these

requirements or adopt more stringent regulations.
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Federal standards are desirable for a variety of reasons. Our case studies illustrate
that states vary considerably in their political environment, resources, and capabilities.
States have very different abilities to adopt and enforce reasonable regulatory standards,
based largely on the size and attractiveness of their markets to insurers. As the experience
of Kentucky makes clear, smaller states often are unable to enact and implement strong
protections because of their vulnerability to carrier withdrawals and to other “divide and
conquer” strategies by regional and national insurers. The success of these strategies
becomes an effective deterrent to other states considering similar reforms. Carriers also are
able to use weak regulation in some states as a means to avoid and undermine stricter
requirements in other states, as has been shown by the disruptive effect in many states of

association plans and other group trusts on the individual market.

As a result of state sovereignty, the individual health insurance market is governed
by a patchwork of state standards that range from very weak to stringent. This patchwork
system 1s inefficient and favors insurer interests. It is also inequitable because similarly
situated individuals who seek individual insurance in different states confront very different
markets in terms of availability, benefits, price, and other key consumer protections. State
regulation also creates border issues, since state boundaries often are not the same as the
geographic area within which consumers purchase health insurance or health services. In
addition, the individual insurance market in many states is too small to be credible for
rating purposes or to spread risk and costs broadly across enrollees, particularly if there are

many carriers selling insurance in the state.

If policymakers want to use federal tax or other policy approaches to encourage the
growth of the individual health insurance market, they most likely want to ensure that this
market operates according to more uniform rules and provides better and more consistent
protections to consumers. The life insurance industry recently has suggested that it would be
better off with federal regulation rather than regulation by 50 states.** It is unlikely that the
health insurance industry would make a similar suggestion, or that it would be supported by
policymakers if it did. A complete federal takeover of health insurance regulation is risky
because it might reflect the lowest common denominator level of the 50 states. The adoption
of a set of minimum federal regulatory standards, however, would ensure a base of protection
in every state while permitting states to adopt more stringent approaches based on their own

market conditions and philosophies.

CONCLUSION
The functioning of the individual health insurance market can be improved somewhat

with better and more consistent regulation, particularly if the stricter regulatory
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approaches we outline are adopted voluntarily by states or imposed on all states through
the adoption of minimum federal standards. Even with these reforms, however, the
individual market will continue to present a trade-off between availability to those with
health conditions and aftordability for healthy and low-risk individuals. In a system where
the purchase of health insurance continues to be voluntary, insurers and consumers are
locked into a dance of avoiding the high-risk population. Policymakers must be realistic
about the potential for using the individual health insurance market to make a significant
dent in the growing problem of the uninsured. In particular, they should carefully
consider if the individual health insurance market is the most efficient and affordable
means to promote increased health coverage for the rising number of people without
insurance. Other approaches—such as permitting lower-income consumers to buy into
public programs—Ilikely hold more promise as a way of reducing the number of people

without health coverage.
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