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Introduction and summary

The central goal of the Affordable Care Act—to ensure that all Americans have
access to quality health care—is a dramatic departure from the longstanding
approach to health care in this country. The means of accomplishing this goal,
however, are far from revolutionary. The legislation both preserves the private
market for health care insurance and creates new, virtual marketplaces for unin-
sured individuals and small businesses to shop for health insurance products.
These marketplaces—called exchanges—will provide both individuals and small
businesses with one-stop, streamlined shopping for health insurance. When the
exchanges are up and running, an estimated 20 million to 23 million Americans

will use these markets to obtain health insurance.!

The exchanges will not replace existing health insurance markets. Thus, much of
their success will depend on how well their design and operation account for the
specific health care environments in which they will operate. States are currently
responsible for regulating most health insurance, and state insurance markets vary
greatly due to different legal requirements as well as differences in demographics
and geography. Because of these differences, the Affordable Care Act intended the
exchanges to be state run: The law gives states first crack at designing and imple-
menting the exchanges within its broad requirements and offers funding to help

states with these efforts.

If a state elects not to implement an exchange or is unable to have a functioning
exchange ready by 2014, the health reform law requires the federal government to
run the exchange on behalf of the state.” Four states—Arkansas, Louisiana, New
Hampshire, and Maine—have announced that they will not pursue a state-run
exchange. Additionally, it is likely that a federally facilitated exchange will also
operate in many other states: Seventeen states have yet to begin exchange planning
or implementation efforts and progress in other states has been very slow.” States
may also choose a hybrid “partnership” exchange; taking day-to-day responsibility

of plan management and customer assistance in a federally facilitated exchange.*
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The design and implementation of the federally facilitated exchange presents a
significant challenge requiring federal policymakers to coordinate closely with
each state, taking into account the state’s existing insurance market, specific health
care needs, and political environment. But the federally facilitated exchange also
offers an opportunity to advance reforms that help constrain health care costs and
encourage the delivery of high-quality care. This paper suggests policies for the
federally facilitated exchange to accomplish these goals, specifically:

* Creating state-specific advisory boards to advise federal policymakers about

local health care environments

* Utilizing a variety of tools, including active purchasing, to reduce costs and

encourage quality care

The federally facilitated exchange will be crucial to the success of the Affordable
Care Act. The opportunity to design and implement an exchange that is con-
sumer focused, offers high-value products, and fosters needed reform should

not be squandered.
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How the exchanges will work

For millions of uninsured Americans, these exchanges will be a gateway to health
insurance coverage. The exchange will determine if an individual is eligible for
Medicaid or the Children’s Health Insurance Program, or CHIP, and if eligible, the
exchange will enroll the person in that program.® If an individual does not qualify
for one of those programs, she or he may then shop for and enroll in one of the

exchange-selected private health insurance plans.®

The Affordable Care Act includes various levels of financial assistance in the form
of premium tax credits and cost-sharing reductions for households with incomes
of up to 400 percent of the federal poverty level—$43,320 for individuals and
$88,200 for a family of four.” During the enrollment process the exchange will also
determine if a person is eligible for this help.® Consumers will be able to compare
health insurance plans based on quality and cost, using a web-based calculator that

takes into account any financial assistance.’

Exchanges must provide a range of other customer-assistance services, including toll-
free hotlines and websites, and engage in outreach and education efforts to encourage
enrollment and ease this process.'’ Each exchange must also award grants to “naviga-

tors”—individuals and entities charged with helping consumers and employers learn
about the exchange and enroll in qualified health plans—to support these efforts."!

Exchanges will also operate a Small Business Health Options Program, or SHOP."?
Employers can select one or more qualified health plans for their employees,

who will then choose from among those options."* Employers will also choose
their level of contribution toward employees’ coverage.'* Similar to the individual
exchange, employers and employees will be able to make side-by-side compari-
sons of qualified health plans and choose health plans based on cost and quality.
The health care law also helps some small employers meet the cost of offer-

ing health insurance through a SHOP: Businesses with fewer than 25 full-time
employees who earn average annual wages of less than $50,000 are eligible for a

tax credit if they contribute at least S0 percent of the total premium cost.'
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Because of their critical role in health care reform, the exchanges must run effi-
ciently, provide consumer-friendly service, and promote access to quality, cost-
effective care. Much of the success of these efforts will depend on the exchange’s
“plan management” role. Behind the scenes, the exchange will select which health
plans may offer coverage in its market by certifying those plans as qualified health

plans. The exchange will then manage those qualified health plans.

The federally facilitated exchange will carry out these functions in the states in
which it operates, and it must meet the same requirements as the state-based
exchanges.'® These requirements are very broad and just as the states have flexibil-
ity in designing and implementing their exchanges, so do federal policymakers in
the case of the federally facilitated exchange.

The Centers for Medicare & Medicaid Services, or CMS, the agency responsible
for the design and implementation of the federally facilitated exchange, has pub-
lished guidance on how it plans to operate the federally facilitated exchange. CMS
will “seek to harmonize” exchange policies “with existing State programs and laws
wherever possible.”"” It believes this approach will “promote the competitiveness
of each [federally-facilitated exchange], minimize administrative burden for insur-
ance issuers, and ensure consumer protections.”"® The guidance also discusses plan
certification and other policy requirements and gives an implementation timeline

for the federally facilitated exchange.
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The role of exchanges
in health care reform

For large groups the existing state insurance markets function reasonably well.
These groups can usually purchase affordable, quality health care for two reasons:
their size creates a stable risk pool in which premiums paid by healthy, lower-cost
people subsidize the cost of insuring sicker, higher-cost people; and larger groups
also have greater market power, allowing them to bargain with insurance compa-

nies on a more level playing field.

On the other hand, small groups and individuals purchasing health insurance
directly from insurers are unable to spread risk and have little, if any, market power.

As aresult, the insurance sold in these markets can be prohibitively expensive.

Making this situation even worse is the difficultly of navigating the individual mar-
ket. Individuals shopping for insurance find that the process is far from consumer-
friendly—they must navigate a myriad of plan options and try to understand

how different coverage limits, cost-sharing arrangements, and provider networks
should affect their choice.

The exchanges will help solve these problems. They bring together a large

and diverse group of health care purchasers and thereby create market power.
Additionally, the exchanges will make the purchase of health insurance more
consumer friendly, allowing side-by-side comparisons of plans and providing

consumer assistance.

Exchanges, however, will only be successful if they include a sizable number of
healthy individuals. Because the exchanges do not replace the existing health care
markets, they must compete with plans offered in the existing insurance markets
for this group. If the exchanges attract a disproportionate number of people in
poor health, the average cost of insuring people in the exchange will rise, which
in turn will raise premiums for everyone in the pool. If this “adverse selection”
occurs, those in better health will be less willing to join the exchange or will leave

if there are more reasonable options available in the outside markets, which in

5 Center for American Progress | Toward an Effective Health Insurance Exchange



turn will cause costs to rise even further—a scenario deemed the “death spiral”

The Affordable Care Act tries to minimize this risk in a variety ways.

First, many healthy individuals without access to employer-sponsored insur-

ance will have a financial incentive to stay in the exchange pool. The premium tax
credits and cost-sharing reductions are only available when insurance is purchased
through the exchanges." Similarly, small employers may only claim the federal tax

credit if they offer insurance to employees through the exchange.*’

Second, many of the law’s reforms apply both within and outside of the exchange,
helping to level the playing field. For example, plans in both markets may no
longer impose lifetime or annual dollar limits on coverage or include preexisting-
condition exclusions.*" Qualified health plans inside of the exchanges and new

plans outside the exchanges must also cover the same essential health benefits.”?

Third, the law includes three risk-sharing programs—risk adjustment, tempo-
rary reinsurance, and temporary risk corridors.” These programs will spread the
financial risk borne by health insurance issuers and help keep premiums stable,

especially during the first three years of the exchange.

These requirements greatly limit the ability of insurers to offer the types of plans
outside of the exchange that attract the youngest, healthiest individuals—plans
with very low premiums, high cost-sharing, and limits on coverage. They do not,
however, fully eliminate the risk of adverse selection because there may still be
differences between the markets. Because states are responsible for regulating
the existing insurance markets, they can make additional changes to the nonex-
change markets to eliminate remaining differences. Plans within the exchange,
for example, may not use benefit design to discourage enrollment by individu-
als with significant health needs.** States could extend this prohibition to plans

outside of the exchange.

Federal policymakers do not have the option of regulating the nonexchange mar-
kets to eliminate differences between the markets that may increase adverse selec-
tion. Instead, they must find other ways to further reduce this risk and encourage

younger, healthier individuals to look for coverage inside the exchanges.
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Recommendations for
the federally facilitated exchange

One way for exchanges to compete with the outside market is to offer more “bang
for the buck.” Exchanges can accomplish this by providing a top-notch customer
experience and selection of health plans that offer high-quality coverage at
reasonable prices. This approach also furthers the broader goal of the Affordable
Care Act of containing health care costs. Whether these efforts will be success-
ful depends on federal policymakers developing detailed knowledge of customer
needs by state and, even more important, a commitment to driving payment and

quality reforms through active purchasing.

Establish state-specific advisory committees

The federally facilitated exchange should establish a separate advisory board for
each state in which it will operate. The advisory boards should be the part of the
stakeholder consultation process and a starting point for statewide outreach and
education efforts. These boards will also provide valuable advice on state insur-

ance markets and customer-assistance programs.

At almost every step in the design and implementation of the federally facilitated
exchange, federal policymakers must consider the state environment in which

the exchange will function. The Centers for Medicare & Medicaid Services has
acknowledged this challenge and hopes to harmonize exchange policies with
existing state programs wherever possible.” It also hopes that states that do not
have a state-based exchange will choose to enter into a partnership exchange with
the federal government and agree to run the day-to-day management or consumer
assistance functions of the exchange. The Centers for Medicare & Medicaid
Services designed the partnership options “to leverage traditional state rules, as

well as help states that want to transition to a state-based exchange.”®

Certainly, relying on existing state frameworks makes sense in many situations.

If a state has a robust customer assistance infrastructure in place and is willing to
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expand its role to include the federally facilitated exchange, it is smart to leverage
those resources. Because health plans offered in the federally facilitated exchange
must meet state licensure and solvency requirements and be in good standing with

the state, it is much more efficient for the state to conduct that review.?’

Even if a state decides to enter into a partnership exchange, federal policymakers
must still consider the state’s regulatory environment, the needs of its population,
and any other state-specific issues that might impact exchange functions. Advisory
boards will help fill in these blanks in a more thorough, methodical way than an ad

hoc, fragmented stakeholder consultation process.

Advisory board membership

Advisory board members should represent each of the stakeholder groups
recognized in the Affordable Care Act. All exchanges, including the federally
facilitated exchange, must consult with:

* Educated health care consumers who are enrolled in qualified health plans

* Individuals and entities with experience in facilitating enrollment in health coverage
* Advocates for enrolling hard to reach populations

* Small businesses and self-employed individuals

* State Medicaid and CHIP agencies

* Federally recognized Native American tribes

* Public health experts

* Health care providers

* Large employers

* Health insurance issuers

* Agents and brokers®®

For the federally facilitated exchange, this process must also “ensure that the needs

of the states in which it operates are met.”*’

A number of states have formed advisory groups to ensure that state residents,
exchange beneficiaries, and other relevant stakeholders have a voice as the
exchange is implemented and administered. Two of the more robust examples
include the District of Columbia and Vermont advisory committees. These
two advisory boards include a mix of health care professionals; private health

insurance consumers; Medicaid enrollees; disease-specific advocacy groups;
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commercial and public-sector health plans; small-business owners; brokers;
health care consumer interest advocacy groups; health care foundations; and

exchange consumers.*

The federally facilitated exchange advisory boards should include a similar mix of

experts with diverse backgrounds. At a minimum, the boards should include:

* Arepresentative from each of the stakeholder groups listed in the Affordable
Care Act and its regulations, including representatives of the state Medicaid and

CHIP offices, if the state is willing to participate®'
* Arepresentative of the state insurance office, if the state is willing to participate
* Five additional consumers or consumer advocates

A representative from the Centers for Medicare & Medicaid Services from the
relevant regional office would serve as a liaison to the board. Membership should
reflect a state’s geographic and demographic diversity. Further, its members should
include a range of ages. Not only do the insurance needs of a 30-year-old differ
from those of a 60-year-old, but outreach and educational efforts will likely vary

between these groups as well.

This structure provides flexibility to address state-specific issues. If, for example,
a particular demographic group is expected to comprise a large percentage of the
exchange population or is traditionally underserved in the health care market, it
is important to include a representative of that group. Similarly, if specific public
health issues disproportionately drive insurance costs in the state, experts and

advocates with knowledge of these issues should be advisory board members.

Areas of advisory board guidance

To make the most of their knowledge, federal policymakers should list specific
areas of focus for the advisory board. First, the advisory board should help
identify the exchange’s target market, including vulnerable, underserved, and
otherwise hard-to-reach groups in the state that the exchange will need to take
special efforts to reach. Second, the advisory board should identify any barriers
to enrollment that may exist for each of these groups. Using this information, the

advisory board can then recommend specific education, outreach, enrollment,
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and customer service efforts that will maximize participation in the exchange. At a

minimum, the advisory boards should provide advice on the following:

* Navigator certification standards®

* Navigator training standards®

* Nonnavigator individuals and entities willing to assist in informal outreach efforts

* Ways to expand the stakeholder-consultation process

* Public-awareness campaigns, including media

* Opportunities to partner with popular local businesses, including at public
events

* Marketing materials

* The number and types of plans offered on the exchange

* Face-to-face enrollment and consumer interaction

* Call center accessibility

* Website content

Advisory boards should also be charged with assisting federal policymakers in
their review of the state’s existing insurance and health care markets. The Centers
for Medicare & Medicaid Services will have a sense of the expected market share
and volume of the exchanges and the existing level of competition in the states’
existing markets, but advisory board members will have a far more nuanced

understanding of the state markets.

This advice will be particularly important in states in which the political leader-
ship or public remain hostile to health care reform. Outreach, education, and
enrollment efforts will be extremely challenging in these states. There may be
gaps in communication between the states and federal policymakers and the
Centers for Medicare & Medicaid Services may not be able to rely on state
officials for guidance. A formal and transparent advisory board with broad
knowledge of the state’s health care system and its specific needs can play an

understudy role when a state’s leadership is disengaged.

In these states the advisory boards can also help the federally facilitated exchange
operate less like a distant bureaucracy and more like a hands-on, local enterprise.
The advisory boards will help give the exchange a local presence. Board members
will be a personal link between the state’s consumers and small businesses and fed-
eral policymakers, and collectively they will offer suggestions for engaging a public
that might be wary of the law.
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To function more like a local business, the exchange must also have an on-the-
ground presence in each state where it operates. The advisory board should
recommend a navigator that can provide space that will function as a de facto
exchange office for advisory board meetings and in-person enrollment. In larger
states advisory boards might recommend more than one navigator so that offices
can be located throughout the state. The Centers for Medicare & Medicaid
Services liaison to the advisory board should also visit the offices regularly to see
how the exchange is functioning. With these steps, the exchange should be better
equipped to answer local concerns about health care reform and to modify its out-

reach, education, and enrollment strategies to reach local residents and businesses.

Use active purchasing and other tools to reduce costs, improve
quality, and enhance consumers’ experience

The federally facilitated exchange should implement policies, including active
purchasing, that reduce costs, improve quality, and enhance the consumer
experience. The exchange should use its market power to negotiate with health
insurers and exclude plans that offer lower value to customers or that do not
encourage cost and quality reforms. It should reward plans that offer more value
to customers. Additionally, its structure should allow exchange customers to

easily compare plan offerings.

Similar policies have helped to restrain costs and improve quality in both federal
and state exchanges. The Federal Employee Health Benefits Program, or FEHBP,
serves as the health care exchange for more than 8 million federal employees,
retirees, and dependents, including members of Congress. FEHBP negotiates with
plans based on both cost and quality, and over the past decade, it has held pre-
mium increases below the industry average.** The Massachusetts Commonwealth
Health Insurance Connector—the state’s exchange—uses competitive bidding

to select plans based on quality and value. This proactive approach has helped to
contain costs: premiums within the exchange’s Commonwealth Care program

have increased at much lower rates than those in the outside market.3®

The following are specific reccommendations to reduce costs, improve quality,
and assist consumers. Many build on the successful FEHBP and Massachusetts
policies. Because of differences in individual state markets, it may not be possible
to implement each recommended policy in the same way in each state, but the

exchange should strive to implement these recommendations.
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Use competitive bidding to secure the best premium rates and to promote
payment and delivery reform

For at least the first year of the federally facilitated exchange, the Centers for
Medicare & Medicaid Services has adopted an open marketplace model.** During
this period the exchange will act as a clearinghouse that is open to all qualified

plans. CMS should transition to active purchasing, however, as soon as possible.

The federally facilitated exchange should set minimum quality standards, includ-
ing measures of access to care for underserved populations, that health plans must
meet in order to participate in the exchange. Plans meeting those standards would

then compete with each other for exchange business based on cost.

The exchange should also require plans to incorporate payment or delivery
reforms into their contracts with providers as a condition for competing for
exchange business. Plans, for example, could implement value-based purchasing
for hospitals and physicians under which they would reduce payments to provid-
ers with lower-quality ratings or reduce payments to hospitals with high rates of
preventable readmissions.?” Plans could also implement other pay-for-perfor-

mance arrangements with providers.

Reward high-performing plans

The exchanges should provide bonus payments to the highest performing
plans. The Centers for Medicare & Medicaid Services plans to fund the feder-
ally facilitated exchange through user fees from participating insurers.*® The
user fees should include an extra per-plan charge that is then redistributed to

high-performing plans.

Federal policymakers should use the Affordable Care Act’s Medicare Advantage
bonus payment structure as a starting point for designing this award program. The
law created substantial bonuses for Medicare Advantage plans that rated highest
on a number of quality measures, including patient satisfaction.* Only qualified
health plans with the highest quality scores should receive these payments, and

if no plan scored at a high enough level, no payment would be made for that per-
formance period. The exchange should further refine bonus payments to offer the
largest bonuses to plans that not only meet stringent quality and patient satisfac-

tion measures, but offer the best value to customers as well.
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Customers should be able to easily find plans that offer the lowest-cost, high-

est quality or have the highest “Medical Loss Ratio”—the amount an insurance
company spends on health care services and health care quality-improvement
efforts.*” The exchange should award a “Gold Star” or other special designation to
those plans. And when individuals and small businesses search for plans on the
exchange website, the exchange web portal should display these “Gold Star” plans
first. Individuals and small businesses shopping for plans on the exchanges will

then know quickly and easily which plans offer the highest value.

To further encourage plans to reduce costs and improve quality, the exchange
should use its auto-enrollment mechanism to reward high-value plans. The
Medicare Part D auto-enrollment policy enrolls beneficiaries only in low-cost
plans.*! The exchange should build on this model and maintain a list of plans that
rank in the lowest quartile of cost but maintain above average quality ratings.
When the exchange needs to automatically enroll an individual in a new plan, it

should randomly assign the person to one of these high-value plans.

Policymakers should also consider other creative ways to use the market power of

the federally facilitated exchange to assist plans in controlling costs.

Create a manageable choice for individuals and businesses

The exchange marketplace gives individuals and small businesses control over
their health care costs, allowing consumers to select a plan that best meets their
needs from a variety of options. The Affordable Care Act places broad restrictions
on the benefits and costs of those plans, but plans still have significant flexibility in

designing different insurance options.

First, all plans offered by the exchange must cover “essential health benefits”—
specific categories of medical care such as emergency services and prescription
drugs.* Second, the Affordable Care Act lists four levels of coverage based on
their actuarial value that may generally be offered by insurance issuers.” The plan’s
actuarial value is based on the average percentage of total covered health care costs
paid for by the plan.** The bronze-level plan must provide benefits equivalent to
60 percent of actuarial value, the silver-level is 70 percent, the gold-level is 80 per-
cent, and the platinum-level is 90 percent.* The enrollee pays for the remainder

through premiums, deductibles, co-payments, and co-insurance.
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Within each of these tiers, plans could offer countless variations with different
premiums, deductibles, co-payments, and co-insurance amounts. A plan with
low premiums but high deductibles, co-payments, and co-insurance can have
the same actuarial value as a plan with high premiums but very low deductibles,
co-payments, and co-insurance. In addition, plans may expand on the list of
essential health benefits.

Although choice is an essential feature of the exchanges, too many choices can
also confuse consumers, making the process of shopping for insurance over-
whelming, confusing, and frustrating. This “choice overload” can reduce customer
satisfaction and lead to random, uninformed choices that may not reflect the

individual’s best interests or financial situation.*

Choice overload already impacts that health insurance market. In Medicare Part
D, for example, consumers choose from an average of 33 plans and many times
select prescription drug plans that do not meet their needs.”” And in the Medicare
Advantage context, the Centers for Medicare & Medicaid Services found that “the
large number of MA [Medicare Advantage] plan options ... has made it difficult
and confusing for beneficiaries to distinguish between these plans and to choose

the best option to meet their needs”*®

A smaller number of health plan options also encourages consumers to focus
on quality and cost. One expert has noted that “[c]hoice is optimized if it
focuses the enrollee’s attention on the salient features of the health plan”* By
managing the number and type of insurance products the exchange offers, the
exchange can focus consumer attention on price, cost-sharing requirements,
and quality ratings.*® This will also encourage competition, which in turn can
lower costs.*! Moreover, standardization may limit health insurers’ ability to
structure benefit and cost sharing for risk-selection purposes.>* Evidence also
suggests that older or less healthy plan members are less likely to change plans
than younger, healthier enrollees.*® For that reason, increasing plan choices

may lead to adverse selection.**

The Massachusetts Commonwealth Health Insurance Connector offers real-world
support for these findings. The Connector currently offers a limited number of
standardized plans: insurers offer one gold product, two silver products, and three
bronze products.*® The design of the Connector has shifted over time. Originally,
the exchange offered far more plans, but based on consumer feedback and focus

groups the Connector limited its plan options.*®
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The federally facilitated exchange should follow this lead and standardize health
insurance products by specifying plan designs and standardizing cost sharing.
Because the exchange will operate in many different state insurance markets,
federal policymakers should consider the existing market when setting require-
ments for plan design and cost-sharing. The requirements must be flexible enough
to preserve consumer choice, yet narrow enough to avoid choice overload. The
exchange should seek feedback from enrollees and modify the number of types of

offerings available based on this information.

Structure the website and customer-assistance programs to help customers
make informed choices

Regardless of how the exchange’s structures its offerings, the website and cus-
tomer-assistance programs will play a key role in facilitating informed consumer
choice. The website must be user friendly and provide an appropriate level of cost
and quality information, and navigators must be able to help consumers use these

tools to select appropriate health plans.

Consumers should be able to compare plans based on out-of-pocket costs. The
website’s calculator and plan-comparison functions should allow consumers

to review and compare each plan’s estimated total out-of-pocket costs. When
researching plan options, consumers should be able to enter their age, family
size, ages of dependents, and self-reported health status, and the estimate should
reflect these specifics. The Medicare Part D website already calculates costs for

different plans based on beneficiaries’ prescription drugs. The exchange website

should build on this model.”’

The website should also allow consumers to select common conditions or ill-
nesses to estimate how ongoing treatment may impact their costs. The costs of an
individual with young children, for example, may differ from the costs of an indi-
vidual with children in their twenties. Likewise, two individuals with self-reported
“fair” health status might have different health care needs depending on what
illness or condition they may have. Advisory board members should help policy-
makers determine if there are any state-specific factors such as geography that may

drive costs and therefore should also be included.

Consumers also need to know what providers are in each plan’s networks. The

exchange website should include a tool that allows individuals to search for plans
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with networks that include their doctors. The website should also have a tool to
compare the breadth of provider networks and how these differences may impact
a consumer’s out-of-network costs. This information will be particularly useful

to rural residents, whose plan selection may be driven in large part by the avail-
ability of local providers. Moreover, consumers should also have access to quality
information about the plan’s providers. The provider director for each plan should

include provider quality information.

The website will include the results of enrollee-satisfaction surveys.*® The Small
Business Health Options Program exchange should also solicit feedback from
employers and make that information available to employers. To be of real assis-
tance to consumers, the exchange should display these results broken down by

utilization and patient condition.

The experiences of patients who have large medical expenses are extremely rel-
evant in determining a plan’s quality.* If all patients’ experiences are aggregated
without breaking out the opinions of sicker, higher-utilization patients, a plan
may appear to have high consumer satisfaction, but in reality it may just have a
very high number of healthy patients.” Similarly, when individuals are selecting
between qualified health plans they should be able to see how enrollees with simi-

lar health needs believe the plans function.®!

Because the website will ask for customer-specific information during this process,
the exchange has the responsibility of protecting this personal health information.
Likewise, when individuals self-report health status as part of their customer-satis-

faction surveys, the exchanges must protect this information.

Design the SHOP exchange to protect older employees and
minimize adverse selection

The SHOP exchange gives small businesses an opportunity to offer health care
coverage by qualified health plans to their employees. But an unintended con-

sequence of the SHOP exchange could be that some older employees will pay

higher premiums than they do currently in the small group market.

Today, health plans usually set premiums for businesses based on the average
health status and age of the entire group. Businesses with older, less healthy
employees generally pay more for health insurance than businesses with younger,
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healthier employees. Within each of these employee groups, all employees gener-

ally have the same cost-sharing obligations regardless of their health status or age.

The health care reform legislation potentially changes this group treatment. The
law gives employers a range of options in selecting plans for their employees. An
employer might decide that its employees could choose between all plans offered
on the SHOP exchange, it could select a metal level (gold, silver, bronze) and
employees would then choose between plans at that level, or it could select one or

more specific plans for their employees.®

If individual employees select different health care plans insurers will no longer be
able to set group-based premiums. Instead, insurers will charge a separate pre-
mium for each employee that is enrolled in their plan. And because insurers can
adjust premiums based on an enrollee’s age—up to three times the amount for a
younger employee—older individuals could pay up to three times the amount as

their youngest colleagues.®

The federally-facilitated SHOP exchange should structure employer premium
contributions so that this “rate shock” does not occur. Employers should pay a
percentage of the average premium for a selected “reference plan.” This approach
is based on the successful Connecticut Business and Industry Association Health
Connections program.® First, the employer selects a qualified health plan that
will be the “reference plan.” The exchange then sets a uniform premium for

each employee in the reference plan, and the employer sets its contribution as a
percentage of the average premium. Any employee that chose the reference plan

would pay the same premium.

Employers could also allow employees to select a different qualified health plan.

If employees chose those plans, they would be responsible for the difference in
premiums between the reference plan and the selected plan. If the employee chose
aless expensive plan, she or he would save on premiums. This approach also pro-
vides financial certainty to employers—they will know their contribution amount

before employees select their plan.

During the first years of its operation, the SHOP exchange should also limit
employers’ choice across metal levels (gold, silver, bronze) to minimize adverse
selection. If employers gave their employees an unlimited choice in plans,
younger, healthier individuals might gravitate to lower metal levels, leaving a

disproportionate share of older, less healthy individuals in the reference plan.
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Once the SHOP exchange is operating and has a sufficiently large number
of employers shopping for coverage to spread out the risk, these restrictions

could slowly be removed.
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Conclusion

Exchanges will play a key role in the success of the Affordable Care Act. Active
purchasing, as part of the exchange design, offers an opportunity to build con-
sumer-focused marketplaces that offer high-value products. The exchanges also
have “the opportunity ... to fundamentally change the dynamic of negotiation of
contracts on the commercial side—between commercial payers and providers.”
This opportunity should not be wasted. The federally facilitated exchange should

encourage payment and delivery system reform in the private health care market.

These goals are fully compatible. This paper recommends an active, hands-on
approach by federal policymakers. And while it may not be possible to implement
each of our recommendations and suggestions immediately, together they present

aroadmap for successful health care reform.
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