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TEXAS HEALTH INSURANCE RISK POOL
EXPANSION OPTIONS

A Study of the Texas Health Insurance Risk Pool Under Senate Bill 467,
78" Texas Legislature

Texas Department of Insurance
January, 2005

EXECUTIVE SUMMARY

Senate Bill 467 enacted by the 78th Texas Legislature directs the Texas
Department of Insurance (TDI) to identify options for expanding the Texas Health
Insurance Risk Pool (herein referred to as THIRP or Pool). Specifically, the
statute directs TDI to:

“study how to expand eligibility in the pool to include a person who: (1)
does not receive health insurance coverage through the person’s
employer; and (2) is unable to obtain health insurance coverage on the
open market. The study must consider ways to accomplish the expansion
of eligibility while minimizing cost shifting from employers to the pool.”

This report provides an overview of the Pool, and the significant role it plays in
increasing Texans’ access to individual health insurance, as required under
federal law. The report also discusses the small employer health insurance
market and the challenges of enacting changes that comply with the federal
Health Insurance Portability and Accountability Act (HIPAA) provisions designed
to protect small employers and employees.

TDI explored several options for expanding coverage, including: a) small
employer buy-in options; b) risk pool eligibility changes; c) federal funding
opportunities; d) assessment methodology changes; and e) reductions in
premium costs to improve affordability. This report does not, however,
recommend which of these options should be enacted as that decision is the
prerogative of the Legislature.

The report points out the sensitive environment in which the group and individual
health insurance market operates. It is important to note that one relatively minor
change can have significant, unexpected consequences in future years. This
phenomenon is particularly true of the small employer market, which is extremely
sensitive to even subtle changes that affect rating or participation conditions.
Any changes should be considered in the total context of complex insurance
market dynamics, and with an understanding of how the change may affect the
careful balance between affordability and accessibility.



Texas Health Insurance Risk Pool Expansion Options

Health insurance for most privately insured Texans is provided as a benefit
offered by employers. In 2003, an estimated 11.4 million Texas workers and
their dependents were covered by employment based health care coverage.
Individuals who are not employed, who are self-employed, or who work for an
employer that doesn’t offer group coverage must obtain insurance through some
other means. In some cases, individuals may be able to enroll under a plan
offered by a spouse’s employer, but if an employer group plan is not available,
they may turn to the individual insurance market or a member-only association
plan for coverage. Approximately 1.2 million Texans were covered under an
individual insurance plan in 2003.

Unfortunately, not all people who apply for individual coverage are accepted.
Unlike most group health insurance applicants, insurers collect detailed health
information from individual applicants and use that information to decline
coverage of any person that does not pass their underwriting requirements. A
person with a serious or chronic health problem will most likely find that individual
health insurers will decline to cover them, deeming them “uninsurable” in the
commercial market.

The legislature created the Texas Health Insurance Risk Pool (referred to as
THIRP or Pool) to provide an alternative for those Texans who cannot obtain
individual coverage from the commercial insurance market due specifically to
pre-existing health problems. Operational since 1997, the Pool plays a
significant role in ensuring all Texans have access to health insurance. Despite
the relative success of the THIRP, however, many uninsured Texans that would
like to enroll in the Pool cannot afford coverage, or may be ineligible for
coverage.

Senate Bill 467, enacted by the 78" Texas Legislature, directed the Texas
Department of Insurance (TDI) to study the Pool to identify options for including
more people in the Pool. The Legislation specifically states that the study of
expansion options include a person who does not receive insurance through their
employer and is unable to obtain health insurance on the open market. Under
the current laws and eligibility requirements, many of the uninsured who cannot
obtain health insurance from the commercial insurance market would already be
eligible for THIRP coverage, but the cost of coverage limits their access.

In discussing SB 467 with the legislative sponsors, TDI determined that it was
appropriate to also evaluate options for broadening enrollment criteria or
expanding enrollment to include certain groups. As such, while TDI’s study is
somewhat broader than the legislation indicates, the chosen approach allows a
more comprehensive evaluation of expansion options. Specifically, this report
discusses the following concepts that could lead to expanded enroliment in the
THIRP:



small employer buy-in options;

Pool eligibility changes;

federal funding opportunities;

reductions in premium costs to improve affordability; and
assessment methodology changes.

Texas Health Insurance Risk Pool Overview

Although the vast majority of workers and their families obtain coverage under a
group plan offered by an employer, self-employed individuals or others without
access to a group plan can purchase individual coverage from many insurers and
HMOs. Individual health insurers and HMOs, however, carefully screen
applicants and will likely refuse to cover them if they have a chronic disease or
health condition, or have had a health problem in the past. Health insurance risk
pools were established to offer an alternative for these individuals, and are an
important component of the private insurance market. Today, more than 30
states have health insurance risk pools for individuals who otherwise would likely
be uninsured.

The THIRP was initially created, but not funded, by the Texas Legislature in
1989. In 1997, the Legislature authorized funding for the Pool and designated
the Pool to serve as the state’s alternative mechanism for providing guaranteed
access to health insurance in the individual market as required under the federal
Health Insurance Portability and Accountability Act (HIPAA). Since 1997, the
Pool has served as the “insurer of last resort” for thousands of Texans who need
health insurance but have pre-existing health conditions that make them
uninsurable in the commercial market. ~ With more than 25,000 Texans insured
in 2003, the THIRP is one of the largest pools in the country.

THIRP Funding

Although all states’ risk pools serve the high-risk population, the operational and
financial provisions vary significantly by state. The Texas Pool operates under
the direction of a nine member board, appointed by the Commissioner of
Insurance. The Board appoints an Executive Director and selects an insurer or
third party administrator to serve as the Pool Administrator. For the most part,
the THIRP operates as any other insurance plan, enrolling individuals who pay
premiums for coverage. However, because the Pool includes individuals who
incur higher than average claims, the premium cost is more expensive than
standard coverage. By law, the Pool rates cannot exceed 200 percent of the
standard rate for commercial individual health insurance. Although the Board
initially set them lower, Pool rates have gradually increased and are now at the
statutory cap.



Even with the higher insurance rates, Pool premiums do not cover the total
claims costs; this is true in all state risk pools, not just Texas. By definition, pool
members are “high risk individuals” with pre-existing health conditions that often
result in costly medical care. Although pool premiums are higher than rates in
the commercial market, pool expenses must be augmented with other funding to
meet claims needs as well as to keep premiums affordable for enrollees. In
Texas, excess losses above and beyond the premiums collected are paid
through annual and interim assessments on insurers and HMOs, based on the
percentage of health premium written in Texas by each company. According to
the Texas Health Insurance Risk Pool 2003 Annual Report, the average monthly
premium was $437 ($478 in 2004). Total claims paid in 2003 were $171 million.
Insurance assessments paid by 210 health insurers and HMOs to make up the
difference between premiums and losses for calendar year 2003 totaled $62.6
million.

Benefits and Eligibility Requirements

Benefits under THIRP are comparable to those provided under a typical
individual plan (see Appendix B for a full description of Pool benefits). Enrollees
select a deductible which ranges from $500 to $5,000. Benefits are
comprehensive and include inpatient and outpatient physician services, hospital
care, surgical benefits, X-ray and laboratory services, home health care, hospice
care, serious mental illness benefits, prescription drug coverage, and other
services.  Enrollees using in-network benefits are responsible for 20%
coinsurance costs, up to an annual maximum of $3,000. All enrollees are limited
to a lifetime maximum benefit of $1.5 million.

The THIRP is available to state residents who meet one of the following eligibility
requirements:

1. Must be a legal resident of Texas for at least 30 days and a U.S. citizen,
or a permanent resident of the U.S. for at least three continuous years,
and can provide:

a) Notice of rejection or refusal by one insurer to issue health
coverage on the individual due to health reasons: or

b) A certification from an insurance agent certifying that the agent is
unable to obtain coverage substantially similar to Pool coverage
due to the individual’s health condition; or

C) An offer by an insurer to issue coverage or a copy of an in-force
insurance policy that excludes a medical condition or conditions;
or

d)  Either an offer by an insurer to issue a policy or a copy of an in-
force policy that provides coverage substantially similar to Pool
coverage, but at a premium rate greater than the current THIRP
rate; or



e) The individual has been diagnosed with a qualifying
medical/health condition (such as cancer, cardiovascular
disease, Hodgkin’s disease, Cerebral Palsy, etc.)

2. An individual is also eligible for Pool coverage if he/she is a legal resident
of Texas who:

a) has maintained health coverage for the preceding 18 months,
with no break in coverage greater than 63 days, provided the
most recent coverage was through an employer sponsored
plan, church plan or government plan; or

b) had health coverage under another state’s qualified HIPAA
health program but lost coverage because the individual moved
to Texas; the individual must apply for coverage within 63 days
of losing previous coverage; or

c) the individual is certified as eligible under the Health Coverage
Tax Credit Program.

Texas Commercial Health Insurance Market Overview

Before considering options for expanding the THIRP, a discussion of the Texas
individual and group health insurance market is necessary to understand the
complex insurance environment and the factors that are crucial to maintaining a
successful health insurance risk pool. While Texas is generally regarded as
having a healthy commercial insurance market with a large number of insurers
and HMOs and a variety of insurance products to choose from, certain population
segments have difficulty obtaining affordable health insurance. This is
particularly true for people with pre-existing health problems and individuals who
do not have access to employer-sponsored coverage. Following is a brief
overview of the individual and group health coverage markets.

Group Employment-Based Coverage

Like all states, the Texas group employer market is segregated into small and
large employer components as follows:

SMALL EMPLOYER: Includes fully-insured plans sponsored by
businesses with between two and 50 eligible employees as described in
Article 26.02 and Article 26.21, Texas Insurance Code. Also includes
small group plans, with some limitations, that have less than two
employees or more than 50, if those plans initially were issued as small
employer plans but due to enrollment changes either exceeded 50 or



decreased to one during the 2003 calendar year for which you are
reporting data. (Note: this definition is consistent with the small employer
definition included in the federal Health Insurance Portability and
Accountability Act.) Also includes school districts that have opted to be
treated as a small employer as allowed under Article 26.036, Texas
Insurance Code.

LARGE EMPLOYER: Includes fully-insured plans sponsored by
businesses with at least 51 eligible employees as described in Article
26.02, Texas Insurance code. It does not include plans which were initially
issued to a small employer but due to enrollment changes have 51 or
more eligible employees. It also does not include school districts with 51
or more eligible employees that have opted to be treated as a small
employer.

Under both state and federal laws designed to assure and protect access to
health insurance for small businesses, small employer groups are subject to a
variety of regulations and requirements that do not apply to large employer
groups. Two key provisions crucial to small employers but not applicable to large
employer groups are: 1) guaranteed issue and 2) rate regulation. While these
provisions have made insurance easier to obtain and less expensive for some
small employer groups, they also have created some market conditions that can
negatively affect other small groups.

Guaranteed issue provisions require insurers and HMOs to accept any eligible
small employer group that applies for coverage; they cannot reject groups due to
the health status of any employee or dependent. Prior to enactment of this
provision under HIPAA (1996) and state law (1997), small employer groups often
had trouble obtaining coverage from any carrier due to factors including the
group’s size, the health status of the group, the age of the group members, the
type of occupation of the group, or the financial history of the group. While large
groups with 50 or more employees are usually not subject to detailed
underwriting, insurers and HMOs closely evaluate small employer groups to
determine the level of “risk” they represent. Before guaranteed issue, small
employer groups that included even one individual with a pre-existing health
condition were often declined coverage by most if not all insurers/HMOs. In
some cases, the insurers /HMO would accept the group but only if it could
decline to cover the individual with the pre-existing condition or exclude from
coverage the pre-existing condition.

The smallest groups with 10 or fewer employees (often referred to as “baby
groups”) faced the greatest challenge in obtaining coverage as most
insurers/HMOs generally view them as unprofitable. From an actuarial
perspective, group size is an important indicator of the level of risk represented.
Insurers desire larger group sizes because they provide more people to share
the risk of loss. As group size increases, claims costs are spread across a larger
number of people, and the insurer/HMO is more likely to collect enough



premiums to cover the total losses. With “baby groups”, the ability to collect
sufficient premiums to cover claims decreases. This factor requires significant
premium increases which make insurance unaffordable for many of these smaller
groups.

While guaranteed issue made coverage available to small employer groups, high
premium rates still presented potential barriers to access for small employer
groups. To address concerns that rates be maintained at a reasonable level for
small employer groups, the Texas Legislature enacted “rate bands” in
conjunction with the guaranteed issue requirement. Rate bands limit the extent
to which insurers/HMOs can increase rates based on a particular small employer
group’s size, occupation type, geographic location, or age of the group members.
They also limit the extent to which rates can be increased based on the health
status of the group. While the Texas provisions match the federal HIPAA
provisions prohibiting insurers/fHMOs from declining a group based on health
status and prohibiting rate discrimination against any single member of a group
based on health status, federal law does not impose the rate band restrictions
that are a part of the Texas small employer market requirements. The additional
Texas restrictions on rate bands, by restricting rate differences between healthy
and unhealthy small employer groups, may increase the cost of coverage for
healthier small employer groups, which can result in those groups leaving the
market, particularly since their need for insurance may not be as pressing. At the
same time, rate bands limit the extent to which rates may be increased for
groups with unhealthy members, thus enabling some of these groups to stay in
the market.

The Texas rate restriction is a significant departure from earlier market conditions
which left rates virtually unregulated within the group market. Over time, the
results have been mixed, depending on the characteristics of a specific group.
Because premium and loss experience are spread across an insurer's entire
group market, rates are established each year based on the insurer’s total
experience for the previous year and anticipated experience for the coming year.
Groups that are generally healthy and had few claims in any given year subsidize
the losses of groups that had higher claims. Before the rate band requirements,
a group with poor claims experience would likely see a significant rate increase
from one year to the next. Current law, however, limits that group’s rate
increase; the insurer/HMO may have to increase the rates of all groups, including
healthy groups, to compensate for the rate band restrictions. After a few years
of continued rate increases, some healthy groups may switch to another
company in search of a lower rate, or may drop health insurance entirely. At the
same time, the process has allowed small employer groups with poor experience
to continue their coverage if they are willing to pay the increased premium cost.
Absent the rate band restrictions, their premium increases could have been so
high that they would have otherwise dropped coverage. However, over an
extended period of time, the loss of younger, healthy groups is a serious
concern; if these desirable groups continue to leave the small group market,



rates will continue to increase for the remaining small employer groups, causing
additional healthy groups to leave the market and making the cost of coverage
continue to spiral upward for the remaining small employer groups. Thus, the
effects of rate bands must be closely monitored to determine whether further
adjustments may be required.

Despite the rate protections, some small groups still face significant challenges
finding affordable health insurance. Because the rate bands still allow rate
variations based on the characteristics described earlier (group size, age,
geography, occupation and health status), small groups — and especially baby
groups - that are negatively affected by each of these factors will still be subject
to insurance rates that are significantly higher than other small groups with
different characteristics. Based on previous TDI surveys of the small employer
market under the State Planning Grant program, many of these small employers
indicated they cannot afford insurance at current levels and would need
significant premium subsidies or other assistance in order to purchase coverage.
Absent a large decrease in current rates, most uninsured small businesses
indicate they are not able to afford coverage.

Large employers are generally maintaining high participation levels in the group
insurance market. Because large businesses have more employees to spread
the risk and are more stable and generally more profitable, they are better able to
afford the cost of insurance and absorb year-to-year increases. While employers
have expressed concern about rising health insurance costs, most have
continued to provide coverage for their employees. Though large groups do not
enjoy the protections of rate bands or guaranteed issue, these provisions are not
needed for most of this market segment. Generally, large groups are not
subject to the level of underwriting insurers/HMOs apply to small groups. The
health status of individual members is usually not a significant factor, although,
some of the smallest large groups (groups of 50-100 employees) may be
moderately affected if they have high claims or group members with chronic
health conditions. As such, insurers rate these groups differently than small
groups, and individual group factors do not have as great an impact on large
groups.

Group Cooperatives, Coalitions and Association Health Plans

Several other insurance options for small and large employers also exist to make
insurance more accessible and affordable for both large and small employers
and for non-employer groups. In 1993, the 73rd Texas Legislature authorized
small employers to form nonprofit health insurance purchasing alliances, or
private purchasing cooperatives. Later legislative action extended this ability to
large employers.



Any two or more small or large employers may form a cooperative for the
purpose of obtaining health insurance. These cooperatives have specified rights
and duties, the most important of which is the power to arrange for health benefit
plan coverage for small or large employer groups.

The 78th Regular Legislative Session authorized two additional types of private
purchasing cooperatives — health group cooperatives (SB 10) and small
employer health coalitions (HB 897). Unlike the original cooperatives, any
person — other than a health carrier -- may form a health group cooperative. To
be eligible to obtain coverage, a health group cooperative must have at least 10
participating employers. A health carrier may associate with a sponsoring entity,
such as a chamber of commerce, to assist it in forming a health group
cooperative. A carrier can only issue coverage to one health group cooperative
in each county, but the service area for that cooperative can cover more than one
county, under certain conditions, for an “expanded service area.” A health group
cooperative has to extend membership to any small employer in its service area,
and has the option of accepting a large employer as a member.

Health group cooperatives have features that make them more attractive to
carriers. Employers must commit to two years of coverage to join a health group
cooperative, except in cases of financial hardship. Carriers are also exempt for
two years from certain taxes on premium received for each previously uninsured
person covered through a health group cooperative.

HB 897 established another type of private purchasing cooperative -- small
employer health coalitions — which are cooperatives composed solely of small
employers. An insurer/HMO must treat a small employer health coalition as a
single small employer, entitled to guaranteed issuance of coverage as well as
small employer rate protections. This type of cooperative is limited in size to 50
eligible employees — the same as a single small employer.

While cooperatives and coalitions are limited to employer groups only, both
employer and non-employer groups can obtain coverage under association
health plans. In general terms, to qualify for insurance, association groups must
have been created for a purpose other than obtaining insurance, have a
constitution and by-laws, and must be in existence for at least two years before
providing an association health plan to members. In theory, because the
association plans are generally available to larger groups of people, the larger
membership may result in lower insurance rates, particularly for small employer
groups that participate or for association members that would otherwise
purchase an individual insurance plan. For employer associations, Texas law
requires that the employees and dependents of any small employers that are
members of the association be entitled to guaranteed issuance of coverage. The
large employer members of an employer association are not entitled to
guaranteed issuance, but do enjoy other provisions available to large employers



such as guaranteed renewability and some rating protections (but to a lesser
extent than small employers).

A non-employer association (“member association”) may purchase any policy
that has been approved for sale as a group product. However, unless the
association is a “bona fide association” (a defined term under state and federal
law), the insurer may underwrite each individual member and may decline to
offer coverage or issue coverage excluding a particular medical condition, based
on the health status of the member. Members of a bona fide association are
eligible for coverage without regard to health status.

Most of the non-employer associations in Texas are non-bona fide associations.
Though there is no single reason that discourages the creation of bona fide
associations, a common problem is the tendency of those association members
who can obtain better rates elsewhere, to leave the association plan and
purchase coverage on their own, which leads to higher premiums for the
remaining members.

Finally, it is important to recognize that the business environment in which large
businesses operate is often very different than that of small employers. Large
employers have reported a strong incentive to offer health insurance in order to
attract and retain good employees, as they compete against other large
businesses that commonly offer insurance coverage. Small employers are often
in businesses that attract and compete with other small businesses and, as a
group, are less likely to find insurance benefits necessary in order to attract
employees. For example, large manufacturing companies nearly always provide
health insurance, and are better suited financially to do so. Small doctor offices,
retail businesses, or auto repair shops with less than 10 employees, on the other
hand, are competing with other similar businesses; they do not have to offer
insurance to attract employees because most of their competitors do not offer
coverage. Consideration of these and other business factors, as well as
insurance market conditions, is necessary to fully understand how one change in
the market structure may not have the expected effect, or could even have
unintended negative consequences, depending on the many variables that
influence an employer’s decision to offer health insurance.

Individual Coverage

For those Texans who do not have access to a group plan, the individual
insurance market remains a viable option for many. Though not as large as the
group market, more than a million people were insured under individual plans in
2003. This market is subject to regulations and requirements that vary
significantly from those that govern group health insurance plans. Three
particular provisions that are important in the context of the Texas Health
Insurance Risk Pool are: 1) all individual health applicants are subject to health
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underwriting requirements and will likely be declined or offered only reduced or
restricted coverage if a pre-existing health problem exists; 2) TDI does not
prescribe rates for individual insureds, which are subject to review primarily for
reasonableness in relation to the premium; and 3) the Pool is generally the only
alternative for individual applicants who are denied coverage.

As discussed earlier, health insurance underwriting allows insurers/HMOs to
evaluate the risk a particular insured poses to the company. Insurers/HMOs
often decline to cover people with current health problems or a history of
previous serious illness since they are statistically more likely than healthy
people to incur claims. Though underwriting criteria vary by company, people
with chronic illnesses or injuries are almost always denied coverage. People with
less serious illnesses or health problems that occurred five or more years ago
may be able to obtain coverage at a higher rate, or may find a plan that covers
everything except care related to the previous iliness or injury. If coverage is not
available or is restricted, the only remaining insurance option is the Pool.

Adequacy of Coverage — Individual and Group Plans

Finally, in all of these markets discussed above (employment-based, association
and individual), some plans offer limited benefits that may be inadequate
coverage for someone with a chronic health condition or serious illness.  Most
people with group insurance plans have comprehensive benefits that provide
adequate coverage for most any health problems. However, as the cost of group
coverage has increased, more employers each year have chosen “limited benefit
plans” that offer restricted coverage that may not provide adequate protection in
the event of a catastrophic illness or injury. For example, some plans may limit
the annual benefit to a low amount, such as $5,000 or even less, or may cover
hospitalization costs only up to $5,000. For someone with a major illness such
as cancer or a heart attack, these limits would clearly not be adequate.

TDI does not know how many group policyholders are covered by the limited
benefit plans, but we do know they are becoming more popular each year. While
these plans do provide some limited coverage and are preferable to an individual
going entirely without insurance, they will not cover many medical expenses.
Most importantly, if a person is covered under one of these plans through an
employer, he/she is not eligible for coverage under the Pool. Under the eligibility
requirements and restrictions of the Pool, an individual is not eligible for the Pool
if they have access to employment-based coverage of any kind. This is true
even if the person declines the employer’s plan.

The similar restriction applies to individuals who purchase an individual limited
benefit policy. The Pool statute allows such an individual to join the Pool, but
requires the individual to terminate the other individual policy. There have been
cases where a person would like to keep the reduced benefit policy in addition to
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coverage under the Pool, but the Pool statute does not allow “double coverage.
For example, an individual with a disease that is under control, or is in remission,
may not expect to experience any large medical costs, but still would like some
coverage for routine medical costs. For that individual, a reduced benefit plan
might be attractive, and may be their only option in the commercial market due to
the history of previous illness. However, the person may also want the
assurance of a catastrophic plan in the event the illness recurs. Since the Pool
rates are much lower for a high deductible plan, an individual might find it
economically feasible to purchase a limited benefit plan to cover routine
expenses, and the high-deductible benefit plan from the Pool to cover any
catastrophic expenses. This option, however, is not currently available.

While the intent of the Pool’s restriction is to make certain the Pool does not
compete with the commercial market but is truly an “insurer of last resort,” one
effect is to restrict access for some people who have some limited health
insurance, but need additional catastrophic coverage. The challenge of revising
this restriction is determining which individuals are truly “underinsured” since no
standard exists for measuring insurance adequacy. Individuals who purchase
these plans but who need more comprehensive coverage offered through the
Pool and who would otherwise qualify for the Pool, could be accepted with the
caveat that the Pool benefits would only apply after other insurance benefits are
exhausted.

Federal Considerations

HIPAA Limitations and Requirements

Throughout this report, several references have been made to the federal Health
Insurance Portability and Accountability Act (HIPAA), enacted by Congress in
1996 to improve access and affordability of health insurance. As discussed in
the section above outlining group market conditions, the HIPAA requirements
affecting small employer groups were intended to guarantee that all small
employers can obtain coverage. The law also specifically prohibits discrimination
against employees (and their dependents) with health problems, and requires
that these individuals be treated the same as any other employee for purposes of
insurance benefits. While these new protections generally work to the benefit of
small employers, they also restrict states from allowing any market flexibility
alternative that conflicts with the federal provisions, even if it might prove more
advantageous for the small employer group market as a whole. As such,
suggestions that would in some way treat certain group members differently than
others on the basis of their health status clearly violate HIPAA provisions. A
more extensive discussion of these provisions and others related to Pool
expansion options begins on page 16.
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Federal Funding Opportunities

Though risk pools have historically received only state and local funds, two
separate federal provisions recently provided limited federal funding
opportunities: 1) the Trade Act of 2002, and 2) the federal Health Care Tax Credit
program. Following is a brief description of the two programs.

Trade Act of 2002 — Operational Grant Program

The Trade Adjustment Assistance Reform Act of 2002 (Trade Act of 2002)
included provisions that provide start-up assistance for new state health
insurance risk pools, and operational funding of existing qualified pools.
Congress appropriated a total of $20 million for the creation of a new, qualified
risk pool in 2003, and $40 million in both FY 2003 and FY 2004 for qualified
existing pools. To qualify for seed funds to establish a new pool, the state must
not have created a qualified high risk pool as of August 6, 2002.

To be eligible for any funds, the risk pool must meet certain “qualification”
provisions:

e The Pool must provide coverage to all HIPAA eligible individuals, and the
coverage must not impose any preexisting condition exclusion on those
individuals;

e The Pool premium rates must be capped at no higher than 150 percent of
the applicable standard risk rates for health insurance in the state; and

e The Pool must offer a choice of two or more coverage options.

Congress provided that the grants were to be divided among the eligible risk
pools according to a formula that is based on the number of uninsured citizens in
a state. Under rules adopted by the Centers for Medicare and Medicaid Services
(CMS), states were allowed to apply for operating grants for two years out of a
three-year period. The first operational grants were awarded in December 2003
to 16 eligible state risk pools.

Texas was not eligible to apply for either of the grant programs (start-up grant or
operational grant) because the THIRP does not meet the premium cap
requirements. Under Texas law, premiums in the pool may not exceed 200
percent of the standard risk rate. In order to qualify for the federal funds, the cap
would have to be limited to 150 percent. The 78" Texas Legislature considered
but did not pass a provision to cap premiums at 150 percent (SB 467). Though
we do not have an exact figure of the federal funds that Texas could have
received, the state has one of the highest numbers of uninsured residents in the
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country and would have, therefore, been eligible for one of the larger grants. The
estimated approximate share that Texas would have qualified for in calendar
year 2003 was $13 million.

In addition to the federal funds that the THIRP could have received under the
Trade Act of 2002, if the pool’s premium cap were lowered to 150 percent, the
reduction in premium would have also made the coverage affordable for more
Texans. However, it is unlikely that the grant funds would be large enough to
cover the difference in the loss of funds to the pool that would result from the
lower premium rates; larger or expanded assessments on insurers and HMOs
would ultimately have to compensate for the difference (see page 4 for a
description of pool funding and assessment provisions).

Although Congress has not yet enacted legislation to extend the Operational
Grant Program into 2004-2005, legislation to do this passed the Senate in 2004
and is expected to be re-introduced early this year. If Congress reauthorizes the
provisions, additional funds would be available to Texas. However, unless
Congress eliminates or raises the 150 percent cap, Texas still would not qualify
for the additional funds unless the Legislature lowers the Pool premium cap.

Trade Act of 2002 - Health Coverage Tax Credit Program

The Trade Adjustment Assistance Reform Act also included provisions to help
displaced workers obtain health coverage. The Act provides a federal income
tax credit to cover health insurance costs for certain displaced workers affected
by foreign trade, and retirees receiving payments from the Pension Benefit
Guarantee Corporation (PBGC). Eligible people can receive a tax credit equal to
65 percent of the premium paid by the individual and family members for
qualified health insurance coverage.

Eligible individuals automatically qualify to receive tax credit assistance for three
types of coverage:

1) COBRA coverage — any continuation coverage that is available to the
individual under the federal COBRA act;

2) Spousal coverage — group coverage available to the eligible individual
through a spouse’s employment, if the employer contributes less than
50 percent of the total cost of coverage for the individual, spouse, and
dependents; and

3) Individual market coverage — coverage in which the individual was
enrolled for at least 30 days before separating from the job that made
him/her eligible for assistance.

In addition, the Act provides seven specific types of coverage options that states
can choose to serve as their Health Care Tax Credit (HCTC) acceptance
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program. One of the seven options is coverage through a state high risk pool.
Texas elected to use the THIRP as a qualified option for the HCTC program. As
such, individuals who are eligible for the tax credit but cannot obtain coverage
except through the THIRP can receive the credit to assist with Pool premium
payments. Individuals actually receive their credit in one of two ways: monthly as
their premiums are due as an advanceable tax credit, or as a refund under their
federal tax returns.

In calendar year 2004, 16 members enrolled in the Pool under the Tax Credit.

Texas Health Insurance Risk Pool Expansion Options

Since the Pool was established in 1997, enrollment has grown from 2,946 in
calendar year 1998 to 24,675 in 2003. As of December, 2004, enrollment had
reached 26,574 Texans, making the Pool the second largest in the country. The
management of the Pool benefits, premiums, eligibility criteria of members, and
assessments of insurers and HMOs requires maintaining a delicate balance of
competing needs in order to ensure the continued viability of the Pool. Though
premium rates are high, premiums of the THIRP members do not cover their
corresponding claims. High premiums are a significant concern as many eligible
Texans cannot afford the cost. Though a reduction in premium rates would
certainly allow more people to afford the THIRP coverage, other sources would
have to compensate for the reduced funding, or coverage would have to be
altered to provide fewer benefits. Each of these alternatives is complex, however,
and must be carefully considered.

Another option for expanding coverage is to open enrollment to a larger
population, particularly to some small employer groups that may pay higher than
average prices due to the health problems of a group member. This option in
particular has received considerable attention in the course of our study and is
discussed at length in this report. However, this option is also complicated and
must be evaluated for its effect not only on the Pool, but the entire small
employer group market. The remainder of this report discusses these options
and several others, which are briefly summarized below:

e A. Small Employer Buy-In Options - allow certain small employer
groups to enroll as a group, or to enroll only members that have a
health condition that would qualify for individual coverage;

e B. Risk Pool Eligibility Changes - loosen the eligibility requirements
for individual members, allowing certain people who may be
excluded due to relatively technical requirements to obtain
coverage in the Pool;
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e C. Federal Funding Opportunities - evaluate the Pool provisions
that disqualify Texas from receiving certain federal funds, and the
impact federal funds would have on Pool enrollment and
participation;

e D. Assessment Methodology Change - consider expanding the
assessment base to include self-funded employer groups, which
could result in lower premium costs and allow more Texans to
participate in the THIRP

e E. Reductions in Premium Costs to Improve Affordability -
consider options that could reduce the cost of coverage under the
Pool, thus allowing more Texans who are eligible but cannot afford
coverage to enroll; and

A. Small Employer Buy-In Options

The Texas Health Insurance Risk Pool is currently available only to individuals
who meet the eligibility requirements and their dependent family members
(spouse and children). Coverage of employer groups is not an option. However,
participation in the Pool has been suggested as an alternative for some small
employers who are paying high insurance rates due to one enrollee’s health
problems that increase the cost for the entire group. One option would be to
open the THIRP to entire small groups, while another would be to allow only the
group member with a qualifying health problem to enroll. These options appear
to be fairly simple, but are quite complex and involve both state and federal
statutory challenges.

Several important factors are critical to an informed discussion of this concept.
First, group health insurance rates and underwriting guidelines are subject only
to limited TDI approval or control, and vary significantly from one carrier to
another. While the rates and guidelines cannot be unfairly discriminatory and
generally must be applied in a uniform manner within a company, each
insurer/HMO uses their own underwriting guidelines to determine which medical
conditions constitute an increased risk, and the appropriate rate decision that
applies to that risk. For example, one insurer may decide that a past history of
cancer more than five years ago with no recurrence poses a relatively low risk
while another carrier may determine that it poses a significant risk. Carriers’
rates reflect the varying analyses of degrees of risk. A group that includes a
member with a past history of cancer may find that one insurer offers them a
“standard” rate, while another insurer may offer a “substandard” rate that is
considerably higher due to a perception of the increased risk of recurring cancer.

Also, insurers and HMOs apply different underwriting criteria to small groups than
to large employer groups. Whereas large employer groups generally are not
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subject to individual underwriting of each group member, small employer groups
are routinely underwritten. While the premium rates for a large employer group
are not usually affected by one or even several unhealthy group members, one
unhealthy group member can significantly affect the rates for a small employer
group, even if the health problem occurred several years earlier.

Though TDI does not prescribe group health insurance rates, state law does
impose some restrictions in the form of “rate bands” on small employer group
rates, and also regulates the extent to which insurers/HMOs can increase rates
due to health status. However, these restrictions have conflicting results; while
they may limit the extent to which groups with unhealthy members are charged
higher rates, they also may result in higher rates for the healthiest groups. Rate
bands may discourage healthy groups from purchasing coverage and, over time,
may lead to higher rates for all insureds as fewer “healthy” groups choose to
purchase coverage.

Small employers in particular can face steep health insurance premium rate
increases if a member of the group (an employee or a dependent) has a pre-
existing health problem, or if they develop such a condition after the inception of
coverage. While large employers have a larger group over which to spread the
risk and are not generally affected by the health condition of individual group
members, small employers are subject to a higher level of medical underwriting
and can be significantly affected by even one member’s health condition.
Although state law imposes some limitations on the extent to which small
employer groups can be penalized based on the health status of a member, the
rate difference between a “healthy” group and an “unhealthy” group can be
significant. In some cases, it is possible that the group rate is actually more
expensive than the rate that would be charged if the same members of the group
were each enrolled in the Pool on an individual basis. While such occasions are
likely rare, they raise questions about the effectiveness of expanding the THIRP
to allow small groups to enroll.

As discussed previously, the Health Insurance Portability and Accountability Act
(HIPAA) includes several provisions that protect employees who have preexisting
medical conditions or who might suffer discrimination in health coverage based
on a factor related to the individual's health. The Act prohibits employer-
sponsored group health plans, insurance companies and health maintenance
organizations from excluding or providing different benefits for any individual
based on “health status factors” which includes an individual's health status,
physical or mental health condition, claims experience, receipt of health care,
medical history, genetic information, evidence of insurability or disability. The
plans also may not charge a higher premium for any individual based on a
health-status related factor. However, the law does not prohibit an insurer from
charging a higher premium for the entire group if only one individual has a
preexisting health condition.
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HIPAA also provides considerable privacy protections for employees that prohibit
employers from receiving or accessing an employee’s personal health
information. Since an employer would need to identify an “unhealthy” individual
in order to consider enrolling that employee in the Pool, the employer would need
information about employees’ health status. While in some cases an employer
may already know private information due to voluntary disclosure by the
employee, this is certainly not true in all cases. Creating a program that would in
any way encourage or require the provision of private health information would
require careful crafting to avoid violating the privacy protections of HIPAA.

These provisions raise significant legal questions concerning whether an
unhealthy group member could be excluded from the group health plan
and separately enrolled in the THIRP as some have suggested. Clearly it
would be a violation of the HIPAA guaranteed access provisions if an employee
was specifically excluded from the group plan, even if the employer paid the full
cost of enrolling the excluded employee in the THIRP. Even if the decision not to
enroll in the group plan is entirely voluntary on the part of the enrollee, the
Department of Labor may find that the employer’s “suggestion” or “offer” to enroll
the employee in the THIRP violates the intent of HIPAA by placing undo pressure
on the employee to “voluntarily” refrain from enrolling in the group plan. A change
in federal law would be necessary to remove this barrier. If Texas enacts a
system that is non-compliant with HIPAA, Texas would be treated as a “federal
fallback” state and the federal government, not the state of Texas, would regulate
the Texas health insurance market.

A further challenge for any proposal that would create a dual system for “healthy”
employees” and “unhealthy employees” is the fact that THIRP benefits may not
be comparable to benefits offered under a typical group insurance plan. Despite
these and other challenges and in order to adequately respond to the provisions
of SB 467, TDI contracted with Milliman (the actuarial firm for the THIRP) to
conduct a study of options for enrolling small groups or allowing individual
members of small groups to enroll in the pool. The Milliman analysis was
conducted and paid for as part of a federal State Planning Grant awarded to TDI
to study uninsured Texans.

Evaluation of Employer Buy-In Options — Milliman Study

In 2001, Texas received a federal State Planning Grant for the purpose of
studying the problem of the uninsured, and developing options for expanding
health coverage in Texas. As part of that study, TDI contracted with Milliman to
evaluate various options for allowing certain individuals and groups to “buy in” to
the THIRP. Milliman provided a summary of its findings in January 2003, which
is included in its entirety in Appendix A of this report. Additional analysis from a
September 2004 supplemental report is also included.
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The Milliman study evaluated scenarios that would allow both entire small “baby
groups” to enroll in the Pool, and those that would allow only unhealthy group
members to enroll in the Pool, leaving the healthy members together and
covered under a small employer plan in the commercial market. Milliman
considered the options using a variety of actuarial assumptions, and considered
how other market changes (including some which would require legislation) might
affect the outcome. Though it is impractical to briefly summarize the many
technical issues addressed by Milliman’s actuarial evaluation, Milliman concluded
that none of these options would provide significant pricing relief for small
employers. Milliman pointed out that rate band restrictions applicable to small
groups generally would keep small group rates lower than rates available in the
Pool. This could change somewhat if a separate, lower rate structure were
implemented for groups enrolled in the Pool. In a few limited cases, Milliman
provided examples of where a group might benefit from either a group buy-in or
an individual buy-in, but those results depend on very specific circumstances and
conditions that do not apply across the board. They also point out that this option
may result in other unintended consequences, such as an increase in rates for
the commercial small employer market.

Finally, it must be emphasized again that federal HIPAA provisions prohibit
insurance actions that in any way discriminate against employees with health
problems. Even if moving sick employees out of a group and into the Pool was
determined to be a viable alternative from an actuarial perspective, it would not
be permissible under current federal law and would result in federal preemption
and control of the Texas group insurance market.

B. Risk Pool Eligibility Changes

Another option for allowing more individuals to access the THIRP is to change
the eligibility requirements that currently restrict certain individuals from enrolling.
Under the current requirements for THIRP enroliment, individuals generally must
be state residents, and: 1) qualified under HIPAA, which requires exhaustion of
COBRA continuation; 2) have a medical condition or medical history that makes
insurance unavailable; 3) able to obtain only an individual insurance plan with
rates that are higher than those in the Pool; 4) qualify for coverage under the
Health Coverage Tax Credit Program; or 5) have lost coverage under another
state’s qualified HIPAA program upon moving to Texas. It has been suggested
that these requirements may, in some cases, be too strict, in effect restricting
people from enrolling due to relatively minor technicalities. Following is a
discussion of specific adjustment to enrollment restrictions that could make Pool
coverage accessible to more Texans.
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1) Allow individuals who are eligible for continued benefits under COBRA
(Congressional Omnibus Budget Reconciliation Act) to instead enroll in the Pool
if coverage in the Pool is more affordable or offers better coverage.

Under the federal COBRA continuation provisions, individuals who are covered
under a group employment-based health plan but lose coverage due to job loss
or a change in family status (such as divorce or death of a spouse), have the
right to continue coverage under the group health plan for a period of 18 to 36
months. The individual must decide whether to enroll in the continued coverage
within 60 days of losing coverage (or the date of COBRA notice, if later), and is
required to pay the full cost of the coverage plus a two percent administrative fee.
Coverage is available to both the employee and other affected family members at
the time they need to make that decision; however, the full premium cost must be
paid for each covered insured.

In many cases, the cost of continuing COBRA benefits is unaffordable at the time
the election has to be made, particularly for employees who lose their job and
have no other employment. Once an individual declines COBRA coverage,
he/she cannot go back and later elect coverage once the 60 day eligibility period
has passed.

The THIRP eligibility provisions restrict an individual from enrolling if the
individual is covered by or declined COBRA coverage for the period that COBRA
coverage is or could have been continued. Though there is no data on the
number of people affected by this provision, TDI has received complaints about
this restriction from Texans who were unable to enroll in the Pool.

For example, consider the case of a 40 year-old woman with two children, whose
husband dies suddenly. Until the death of the husband, the family was insured
under the husband’s health plan available through his employer. Upon his death,
the family is notified that they will lose their group health benefits, but can enroll
under the COBRA provision. However, they will be required to pay the full
premium cost of the plan, which is approximately $1,100 a month.

At the time of the husband’s death, the wife did not have the $1,100 required to
pay the first month’s premium. Three months later (or approximately 90 days),
she receives life insurance proceeds and is now able to pay the COBRA
premium. However, the 60 day enrollment opportunity has passed, and she is no
longer eligible for coverage.

The wife then applies for an individual health insurance plan. However, because
she received treatment for skin cancer two years earlier, she is “uninsurable” and
cannot find an insurer who will cover her. The only alternative for her is the
THIRP. Unfortunately, because she refused COBRA coverage available to her
upon her husband’s death, she finds out that she is not eligible to enroll in the
Pool for 18 months (from the date she lost the employer coverage). Thus,
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despite her ability and willingness to pay for private insurance, she cannot obtain
any coverage.

This problem could be addressed by allowing individuals to choose the THIRP
coverage, without having to first exhaust COBRA coverage.

2) Allow individuals with insurance that provides limited coverage to enroll in the
Pool.

Earlier in this report, we describe the effect of individual “limited benefit plans” on
individuals who need more comprehensive coverage due to a chronic health
problem (see page 11). Because the THIRP does not allow an individual to
retain these policies if the THIRP issues coverage, some individuals, who cannot
afford the THIRP lower deductible plans, are forced to remain on the limited
benefit plans only. If these individuals are allowed to retain these limited
individual plans to cover more routine, less costly medical care, the individual
could purchase a higher deductible THIRP policy at a more affordable rate and
insure for the possibility of more catastrophic medical problems.

C. Federal Funding Opportunities

Under the Trade Adjustment Assistance Reform Act of 2002, federal grants were
available to certain eligible risk pools to cover expenses in 2002 and 2003.
Texas was not eligible for the funds due to the premium cap in excess of 150
percent of the standard rate (see page 13 for more discussion). Congress has
expressed an interest in appropriating additional grant funds for 2004 and 2005.
Under the THIRP existing statutory premium cap of 200 percent, the Pool would
not qualify for the funds if they are limited by the same condition. Assuming
Congress does not increase the premium cap limitation, or remove it entirely,
Texas will need to enact legislation to limit the premium cap to 150 percent of the
standard rate in order to qualify for future funds.

D. Assessment Methodology Changes

As described in the Pool overview section, Texas law provides that Pool losses in
excess of premiums collected be funded with assessments on Texas insurers
and HMOs. Assessments are determined based on an insurers/HMO’s
percentage share of the gross premiums collected for health insurance in Texas.
However, as with all types of insurer assessments, they apply only to fully-
insured plans and not to self-funded plans used frequently by larger employers.
In Texas, estimates of the self-funded market range from 40 to 60 percent of all
covered employees. These employment-based plans are, in effect, exempt from
supporting the Pool losses. Because large employers represent the
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overwhelming majority of self-funded plans, small employers end up paying a
disproportionate share of the assessment costs through the insurance premiums
they pay to carriers/HMOs.

One approach to address this inequity is to base the Pool's assessment on the
number of lives each carrier covers — in both individual and group plans - rather
than on the premium volume. In addition, carriers that provide stop loss and
excess loss type coverage would be subject to assessment based on the number
of employees in a group the carrier insures or reinsures. Since many self-funded
large employers purchase stop-loss and excess loss coverage to limit their risk,
changing the methodology would allow a more equitable distribution of costs
across all employers, including both self-funded and fully-insured.

Changing the assessment methodology would be particularly important if the
Legislature reduced the Pool premium cap to 150% in order to qualify for federal
grant funds. Since the reduction in the maximum premium rate would bring in
reduced premium funds and would likely have the effect of increasing carrier
assessments, changing the methodology to a “covered lives approach” would
mitigate the cost increase.

E. Reductions in Premium Costs to Improve Affordability

One of the most critical factors affecting the enrollment in risk pool programs is
the affordability of premiums. Though cost varies significantly based on each
state’s pool program criteria and funding mechanisms, most state pool premium
rates are higher than standard commercial rates. In Texas rates vary
considerably based on the age and residence of an individual, whether they use
tobacco products, and the deductible plan selected. The average monthly
premium paid in 2004 was $478, but can be as high as $1,866 a month for the
lowest deductible plan ($500) covering a male age 60-64, with a history of
tobacco use. Though rates are lower for non-tobacco users and for younger
people, the rates are always considerably higher than the standard commercial
rates. Cost of the pool is the most frequent reason why eligible, uninsured
Texans do not enroll, or cancel existing THIRP coverage. A reduction in
premiums is commonly recognized as one way of increasing enroliment in the
Pool. Three alternatives for lowering premium costs are discussed below.

1) Reduce benefits

The THIRP offers comprehensive health care coverage, comparable to
commercial individual health plan coverage. At the time the Pool was created,
extensive discussion was held to determine what benefits were necessary for the
population that would be insured. Since the Pool enrollees are unhealthy and
are likely to need medical care on a regular basis, the consensus was that
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coverage should be comprehensive and should broadly cover the types of care
that the enrollees would require.

Although a reduction in benefits would result in lower premiums, the change
would also likely lead to higher out-of-pocket expenses for the Pool enrollees. If
the Pool benefits are reduced to the point that they become of questionable value
to the insureds, the end result could actually be a reduction in the number of
enrollees rather than an increase.

2) Increase Cost Sharing Provisions

Another option for lowering premium costs is to increase the deductible and
coinsurance requirements under the plan. The plan currently offers four annual
deductible options: $500 (Plan I, selected by 12 percent of enrollees); $1,000
(Plan II, 25 percent of enrollees); $2,500 (Plan Ill, 43 percent of enrollees); and
$5,000 (Plan IV, 20 percent of enrollees). The insured also must pay
coinsurance costs of 20 percent of the cost of services for in-network benefits, up
to a maximum of $3000 a year. There is no limit on coinsurance costs for out of
network benefits. Lifetime benefits are capped at $1.5 million.

The Pool originally offered deductibles up to $2,500. In July of 2002, the THIRP
Board opted to add a $5,000 deductible. A higher deductible reduces premium
costs significantly. For example, the cost for a 30 year old, non-tobacco user
male under Plan | with a $500 deductible is $389 a month in Area 1, compared to
$154 under Plan IV with a $5,000 deductible. At least four other state risk pools
offer up to a $10,000 deductible plan, and two other plans provide a deductible
up to $7,500. The Pool Board has considered adding a deductible of up to
$10,000, but has opted at this time not to raise the deductible until additional
experience data is available for the $5,000 deductible plan. The Board is likely to
consider a higher deductible option in the near future.

3) Provide Premium Subsidies or Discounts for Low-Income Individuals

One additional mechanism for expanding Pool access is to implement a premium
subsidy or premium discount program for low-income Texans who qualify for
Pool coverage but have incomes below a certain threshold. At least nine states
have developed premium subsidy or discount programs to assist low-income
individuals who meet the health eligibility requirements for the pool but cannot
afford the premiums. Following is a brief description of several programs
based on information provided in the annual publication, “Comprehensive Health
Insurance for High-Risk Individuals — A State by State Analysis”, 2004/2005
Edition:
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Colorado Premium Discount Plan

The Colorado risk pool offers a 20 percent premium discount to enrollees whose
annual household incomes are less than $36,000 a year. The program has
been in effect since September, 2001.

Connecticut Special Health Care Plan

The Connecticut high risk pool (Connecticut Health Reinsurance Association)
established in 1990 a subsidy/reduced premium plan that is available to enrollees
up to 200 percent of the federal poverty level. The plan reduces costs to these
members using three components: 1) Health care providers in the state accept
reduced benefit payments when treating qualified low income participants. The
reduction in provider payments enables the pool to reduce premiums for these
low income members. 2) Providers agree to accept as “payment in full” the
payment made by the Pool. They do not “balance bill” low income participants
for any costs above what the Pool pays, thus saving the low income participants
additional health care expenses. 3) The deductible for low income participants is
reduced from $500 to $200 for an individual, and from $1,000 to $400 for family
coverage. The reduction is in effect funded through an increase in assessments
that cover overall losses above premium income.

Oregon’s Family Health Insurance Assistance Program

Oregon residents with family incomes up to 185 percent of poverty level are
eligible for premium subsidy assistance. The Family Health Insurance
Assistance Program (FHIAP) pays a portion of the premium cost: 95, 90, 70, or
50 percent, depending on an applicant’'s average gross monthly income. The
applicant must be uninsured for six months prior to application.

Washington State Health Insurance Pool (WSHIP)

Under legislation enacted in 2000, the WSHIP can offer discounts totaling
$200,000 for the current biennium. Discounts are offered as follows, until funds
are exhausted: for 50 to 64 year olds, a 30 percent discount if the household
income is less than 250 percent of poverty level and a 15 percent discount if the
income is 250 to 301 percent of poverty level. In addition, a five percent discount
is offered to any person who has been enrolled in the pool for 36 months or
more.

Wisconsin Health Insurance Risk Sharing Plan (HIRSP)
In 1985, Wisconsin created the first subsidy program to assist low income people
enrolling in the state’s high-risk pool. Subsidies are provided in the form of

premium cost reductions based on the enrollees’ annual household incomes.
Approximately 23% of the pool enrollees with incomes below $25,000, qualified
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for the premium reduction in 2003. The cost of the premium reductions is
funded by periodic assessments of health insurers and adjustments to provider
payments. The total cost of reductions for 2003 was $4.9 million.

Montana Comprehensive Health Association

In 2001, the Montana Legislature authorized subsidies for low income persons
who purchase coverage from the Montana Comprehensive Health Association.
The subsidies are 65 percent of premium during the pre-existing waiting period
(four months) and decrease to 55 percent after the waiting period is completed.
Federal money was used to help fund the subsidy program, with additional funds
appropriated by the state.
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APPENDIX A

Following is the entire text of the Milliman USA report addressing THIRP buy-in
options, submitted by Milliman USA in January 2003 and September 2004:

January 15, 2003 — Analysis of Small Employer Buy-In to the Texas Health
Insurance Risk Pool by Milliman USA — Report to the Texas Department of
Insurance

. There is some interest in exploring the possibility of small employers
purchasing coverage for their employees in the Texas Health Insurance Risk
Pool (THIRP or the Pool). This letter explores that option and underlying issues.
We completed this analysis as part of the State Planning Grant Project. Please
note that we are also the actuaries for the Texas Health Insurance Risk Pool.

In this letter, we consider two different general designs for a buy-in. In both
instances, we focus our examples on the smallest group sizes, such as under 5
or 10 employees. For the first buy-in design, we assume an employer can
secure health insurance for one or more of his higher risk employees in the Pool
while purchasing small employer coverage through a carrier for his healthier
employees. We refer to this buy-in design as the “Individual Buy-In”.

The second way the buy-in program may be designed is with a small employer
allowed to buy coverage for the entire group through the Pool. We refer to this
design as the “Group Buy-In”. Both of these designs are discussed in detail in
this letter.

Results

Based on our analysis, we conclude that:

e An Individual Buy-In would allow employers with uninsurable risks in the
group to secure health insurance at a lower cost;

e A Group Buy-In would allow these employers to secure health insurance
at a lower cost only if THIRP rates are reduced;

e A number of issues associated with an Individual Buy-In may make it
infeasible;

e |If the increased assessments necessary from a Group Buy-In are

supported only by the small employer market, the results are similar to
tightening the small group rating restrictions;
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e There may be some advantages to a Group Buy-In approach if it is part of
a broader strategy and set of changes associated with baby groups (below
5 or 10 lives).

We start our discussion by addressing the potential impact on particular
employers, and then discuss the impact on the small employer health insurance
market in the State. We address the issues associated with an Individual Buy-In
and suggest a scenario with a Group Buy-In approach for further consideration.

Employer Perspective and Relative Rates

First we consider some specific situations where an employer could lower his
premium costs if he is allowed to buy into the Pool. We start with some
assumptions with respect to rate relativiies among various markets. The
development and detailed assumptions are contained in the attached exhibit,
with the results below:

Rates per Enrollee per Month

$200 - Individual Health Rate — New Business, Preferred
$192 — Small Group < 10 Lives, Preferred

$320 — Small Group < 10 Lives, Maximum Rate

$400 — THIRP Individual Rate

Individual Buy-In

As an example of how the Individual Buy-In might work, assume that an
employer has 4 employees who need health insurance coverage. One of these
individuals is considered a high risk while the others are healthy. Because of the
one high-risk individual, small employer carriers are charging the maximum rate
for all four employees, or 4 x $320 = $1280.

Alternatively, if the employer is allowed to cover the one high-risk individual in the
Pool, the small employer carrier might charge the preferred rate for the remaining
three employees. Therefore, the total rate would be 3 x $192 + 1 x $400 = $976,
resulting in a 23.8% discount from the rate in the small employer market.

For a similar situation with a 10 life group, the employer may see a 33.5%
discount. This assumes he would be charged 10 x $320 = $3200 per month in
the small group market and $2128 per month (9 x $192 + 1 x $400) with the
Individual Buy-In.
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Group Buy-In

Again using the relative premium rates described above, we consider a program
that allows an employer to purchase insurance for its entire group through the
Pool. The impact of a Group Buy-In option on an employer would depend on the
level of the Pool premium rates. If small employers are simply allowed to buy into
the Pool at the currently legislated Pool rates, they are not likely to find lower
premiums in the Pool than they can get in the small group health insurance
market. This is because the small group rating restrictions limit rates in the
market more than the rate cap requirement limits rates in the risk pool.

Note that the maximum rate above for a group size of less than 10 is $320 per
enrollee per month. This rate is less than the Pool rate of $400 per enrollee per
month. Texas small employer legislation limits the maximum rate to 167% of the
minimum rate for small employers. On the other hand, current legislation
requires the Pool rates to be ultimately set at 200% of the individual health
market rate.

The Pool rates for groups could, however, be set at some lower level, such as
150% of the average individual health market rate, or $300 in our example. In
this case, the employers described earlier could secure rates that are 6.25%
lower than their current rates in the small employer market ($300 per enrollee
rather than $320).

These examples are theoretical, but are intended to show how an employer may
gain an advantage through using the Pool mechanism. The examples assume
that pricing in the market is efficient and consistent across carriers and rating
cohorts. This will not always be the case; therefore, the rate relativities will not
always be consistent with those listed above and the results for a specific
employer group may differ from those illustrated.

In the examples, we have assumed that the Pool rates are set at 200% of
individual health rates. Currently, they are equal to 180% of individual rates.
Current legislation requires them to ultimately move to 200%; however, there is
also a push towards lowering the cap to 150%.

Market Impact With Assessments on Small Employer Premiums

The examples above illustrate that a buy-in program could be advantageous to
small employers who have enrollees with high cost health conditions. It could
allow such employers to secure lower rates through the Pool mechanism.

The buy-in program would then result in increased enrollment in the Pool.
Because the Pool premiums are not self-supporting, this would lead to increased
assessments. Note that small employer premiums are currently excluded from
the Pool assessment base. It would be reasonable to assume that if a buy-in
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were implemented, small employer premiums would be brought into the
assessment base or there would be a separate assessment on small employer
premiums.

If all of the increase in Pool assessments are allocated to small employer carriers,
the expected results would be 1) enroliment in the Pool would increase, 2) Pool
assessments would increase, 3) small group health insurers in the State would be
charged for the increased assessments, and 4) general small group premium
levels would increase (to cover the assessments.) In addition, we would expect
that the small employer reinsurance pool would cease to exist.

In general, the impact would be very similar to the impact of implementing more
restrictive rating requirements in the small group market. If, for example, the
allowable rate bands are limited to +/-10% rather than the current +/-25%, you
may see the following results:

e Some employers with high risk enrollees will be able to purchase small
employer coverage at a lower cost than they can currently;

e The additional risks will be spread across the other insureds, resulting in
higher general rate levels in the small employer market.

If these are the desired results, the more straightforward approach may be to
change the rate bands rather than designing and administering a buy-in program
to the Pool. Additional considerations related to an Individual or Group Buy-In
are discussed separately below.

Critical Issues Associated with Individual Buy-In

There are a number of issues related to an individual buy-in that may make it
infeasible. First, while the intention of such a program would be to lower the
number of uninsureds, we would expect enroliment in an individual buy-in to be
quite low.

It is likely that only a small fraction of employers could gain a price reduction by
insuring various individuals in the Pool, and the price reduction may not be
significant enough to change their decisions about offering health insurance. In
addition, we would not expect many small employers to even explore the option.
As noted in the surveys of small employers, they already find the purchasing of
health insurance to be a complex undertaking. They find it difficult to solicit and
compare quotes of multiple carriers. In order for them to explore whether it is
worthwhile to also use the Pool, they would need to solicit multiple quotes from
each carrier (e.g., with and without a particular high risk individual). Even if
carriers were willing and legally allowed to do this, it would be difficult for
employers to evaluate the resulting rate quotes.

29



There are also privacy issues to consider. If employers are allowed to make
decisions about which enrollees to place in the pool, they are encouraged to seek
out information about the health status of their employees and their dependents.
Multiple rate quotes from a carrier would tell employers how much each of the
enrollees is contributing to the premium cost (including the health status impact),
which the Texas small group laws may not allow.

Finally, we need to take into account the impact on the individuals placed into the
Pool. In order to not disadvantage this group, there would need to be some sort
of requirement that the coverage they get in the Pool (benefits, cost sharing,
provider options) is not worse than what they would get in the small employer’'s
group coverage. The current small employer legislation attempts to protect these
high-risk individuals by not allowing employers to pressure them not to enroll.
They are ensured the same coverage as the rest of the enrollees. This protection
would be difficult to duplicate in legislation for a buy-in.

Consideration of Overhaul of “Baby Group” Market

The discussion above of the market impact of a buy-in focuses on the impact of a
buy-in program in the current environment, assuming few other changes. While
we believe an Individual Buy-In may not be feasible for the reasons cited above, it
may be worth giving further consideration to an overhaul of the “baby group”
market (groups under 5 or 10 employees) that includes a Group Buy-In.

For example, we can consider the impact if, along with opening up the Pool to the
smallest groups, the rate band restrictions and other requirements are eliminated
or relaxed for these groups. This would make the handling of uninsurables in the
small group market more similar to the approach in the individual market and
would result in a different way of spreading the costs of the high-risk population
across the insurance market than exists currently. In addition, this may allow
carriers to design products and marketing strategies specifically for this segment
of the market.

There may be a number of potential advantages to an overhaul of the baby group
market that includes the following elements:

e Baby groups are allowed to buy into the pool for the entire group;
e Rate bands for baby groups are widened or eliminated;

e Carriers are allowed to offer different products to baby groups than to
larger small groups;

e Carriers are allowed to perform different levels of underwriting for baby
groups than for larger small groups;
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e Mandated benefits for baby groups become the same as for individual
health coverage;

e The small employer reinsurance pool is eliminated;

e THIRP expands its assessment base to include small employer and stop-
loss coverages.

Note that HIPAA requires guaranteed issue for group sizes of 2 and above, so
that element of the small group law cannot be impacted.

Spread of Risk Across Markets
For this discussion, it may be useful to look at how the excess costs of high risk
groups and individuals are currently subsidized and compare that to the impact of

the scenario described above.

Current Environment — High Risk Population Enrolled in Small Groups

Currently there are rating restrictions for small employer carriers that limit the
amount of risk load they can charge a small group. In addition, health insurers
cannot deny coverage to particular small groups or individuals within small
groups. Therefore, they are required to enroll some groups for which they cannot
charge a sufficient premium. Going back to the 4 life group above, the needed
monthly premium might be $2000 a month, while the maximum rate that can be
charged is $1280. These excess costs must be spread over all of the carrier's
small group business, increasing the rates for all small employers who have
coverage with that particular carrier. In addition, the carrier can choose to share
a portion of this risk with other carriers through the small employer reinsurance
pool (although the largest health insurers in the State are not participating in this
pool).

Current Environment — High Risk Population Without Group Coverage

On the other hand, in the individual market, carriers are not required to issue
coverage to all individuals and are not restricted in their risk loads. High risk
individuals who desire and can afford coverage can enroll in the Pool. The Pool
premiums are not sufficient to cover the costs for these enrollees, so excess
costs are paid for through health insurer assessments, with allocations based on
the premium volume of each carrier. Small employer premiums are excluded
from the allocation base (presumably because they may be subject to small
employer reinsurance pool assessments). The carriers have to increase their
premiums to cover the costs of the assessments; therefore, the costs are spread
to all insureds who have individual or large group health insurance in the state,
increasing the general premium levels in these markets.
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Group Buy-In Program

Now consider the spread of risk under the “overhaul” scenario described above.
The higher cost groups from the small employer market in this scenario would go
into the THIRP (assuming they can get a price break by doing so). The excess
costs from these groups would now be spread across all health insurance
premiums included in the assessment base, rather than only across the small
employer premiums of the insuring carrier.

Note that THIRP is exploring ways to expand its assessment base to include self-
insured employers through an assessment on stop-loss carriers on a “per
covered life” basis. If this were successful, it would allow the excess risks of the
baby groups to be spread across essentially the entire health insurance market in
the State.

Current Challenges in the Baby Group Market

As noted in our recent survey of small employer carriers, a number of the carriers’
comments relate to the difficulty in controlling adverse selection and maintaining
a level playing field on the baby groups. Prior to the small group legislation,
these smaller group sizes were not generally considered by carriers to be part of
the same market segment as 40 or 50 life groups, for valid business reasons.
While their inclusion in the small group legislation was intended to help the
smallest groups, perhaps it has hurt them and larger groups as well. For
example:

e Carriers must offer the same products to all group sizes within the entire
small group market. This limits their ability to tailor their product offerings
as they would like or as may be reasonable, for example with lower cost
standardized options for the smallest groups and multiple choice offerings
for the larger groups.

e Mandated benefits that may be supportable for 50 life groups can be cost
prohibitive for smaller groups.

In addition, the inclusion of groups down to 2 lives may be increasing overall
small group rates because:

e The better risks in the smallest group sizes may be going into the
individual market, where they may secure better rates.

e The better risks in the largest group sizes may be able to get better rates
by self-funding (because if they self-fund, they do not need to subsidize
the smaller or sicker groups).
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An overhaul of the baby group market may be able to address some of these
concerns.

Potential Advantages and Challenges

As noted earlier, there are a number of potential advantages to implementing a
Group Buy-In along with other major changes in the baby group market. Most
importantly:

e This approach may help to control costs throughout the small employer
market (up to 50 lives), which is particularly price-sensitive. Most
advocates of State high risk pools believe that these pools not only help
the uninsurable population, but also help to stabilize the private individual
health insurance market in the State. The same reasoning may apply in
the small group market.

e Carriers could have more leeway in designing lower cost products for baby
groups. The lower costs would come from having fewer mandated
benefits and less adverse selection risk through product design and
underwriting, as well as from allowing carriers to focus solely on the
market needs of these baby groups rather than the entire range of small
groups.

However, there would also be a number of challenges. For the scenario to work
as illustrated, a number of changes would need to be implemented. These
changes would represent a huge departure from the status quo in the small group
market. Significant questions include:

e Whether these changes would leave a viable market (i.e., willing carriers)
for private coverage of baby groups;

e Whether these changes would leave a viable market for the private
coverage of group sizes from 5 or 10 to 50 lives;

e Whether the resulting redistribution (through assessments) of excess costs
is equitable;

e Whether the THIRP can handle the additional lives and administration of
an expansion of the program;

e Whether the approach would truly materially impact small employer
premium rates and the number of uninsureds in the State in a positive
way.
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Conclusions

The opportunity for small employers to buy into the Risk Pool, on either an
individual or group basis may assist high-risk groups in attaining health insurance
at a lower cost. The excess costs for these groups would need to be borne by
other players in the health insurance market.

There are a number of challenges to an Individual Buy-In that would make it
difficult or impossible to implement. A Group Buy-In, without a number of other
changes, may not provide many advantages to the small employer market. A
Group Buy-In implemented with a number of other changes in the baby group
market may be feasible and offer some relief and stability to the small employer
market. However, this would require a major overhaul of the small group market,
with significant short-term disruption, with no guarantee of successful results.”

(Report Attachment Below)

Development of Relative Rates
Small Employer Buy-In to Texas Health Insurance Risk Pool

Monthly Market Development

Rate

$200 Individual Health Rate, New Business, Preferred Starting Assumption

$120 Individual Health Claim Costs, New Business, Preferred 60% Individual Health Target Loss Ratio

$160 Small Group Premium Rate, Size > 30, Preferred $120/ 75% Target Loss Ratio

$192 Small Group Premium Rate, Size < 10, Premium $160 x 1.2 Group Size Loading Factor
Rate, Preferred

$267 Maximum Premium Rate, Size > 30 $160 x 1.67 Group Size Loading Factor

$320 Maximum Premium Rate, Size < 10 $192 x 1.67 max small group loading

$400 Pool Rate 200% of individual health rate
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September 28, 2004 — Assessment of Small Group Market Issues for the
Texas State Planning Grant — Report by Milliman USA to Texas Department
of Insurance

In a report to TDI dated January 15, 2003, “... Milliman discussed options for
designing a buy-in to the Texas Health Insurance Risk Pool (THIRP). That letter
discussed the possibility of an individual buy-in to the Pool and determined that
such a program is not likely to be feasible. We defined an individual buy-in to
mean that an employer could secure health insurance for one or more of his
higher risk employees in the Pool while purchasing small employer coverage
through a private carrier for his healthier employees. Please refer to the January
2003 letter for a discussion of an individual buy-in program.” (Note: text provided
above)

“In that letter we also suggest that a group buy in approach may be considered as
part of a broad strategy to reform the small group market, with an emphasis on
change in the baby group market. In this section we describe this approach,
which we will refer to as the “Overhaul” scenario, and attempt to quantify the
impact of this package of legislative changes.

The Overhaul scenario assumes the following changes from the current
environment:

e Baby groups are allowed to buy into the Pool as an entire group;

e Rate bands for baby groups are widened or eliminated (in our modeling,
we assume they are widened slightly for all small groups);

e Carriers are allowed to offer different health insurance plan designs to
baby groups than to other small groups;

e Mandated benefits for baby groups are revised and differ from those for
larger small groups;

e The small employer reinsurance pool is eliminated;

e THIRP expands its assessment base to include small employer and stop-
loss coverages.

Note that HIPAA requires guaranteed issue for group sizes of 2 and above, so
that element of the small group law cannot be impacted. With respect to the
mandated benefit changes, a reasonable approach may be to remove all required
“offerings” for baby groups. For baby groups, there may be significant adverse
selection associated with required offerings that cannot be handled in the rider
pricing. The smaller the group, the more adverse selection occurs in an
environment where coverage is offered rather than mandated. This is less of an
issue with the larger small groups.
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Model Description

The market change model is shown in Exhibit 4. The top half of the page shows
estimates of premiums, lives and THIRP assessments under current market
assumptions. The bottom half shows adjusted information assumed under the
Overhaul scenario.

Current Market Description

The first column shows the estimated number of people, by market, in Texas with
comprehensive coverage in 2003 (in thousands). These are estimates of the
total covered members, including dependents. The count is not intended to
include individuals with limited coverages such as specified disease or hospital
indemnity policies. We have also attempted to exclude members covered under
FEHBP, because FEHBP premium is excluded from the THIRP assessment
base. We show fully insured lives split among large group, small group with less
than 10 employees, small group with 10-50 employees, and individual coverage.
We then show the estimated self-insured lives who are in plans covered under
stop-loss reinsurance and the total covered insured and self-insured. The
average number of THIRP enrollees in 2003 is shown on the following line.

The next column shows the estimated annual premium per member in each of
the markets. For the self-insured line, this premium represents the “equivalent
premium”. In other words, it represents an estimate of the annual self-insured
claim costs plus administrative costs plus the cost of stop-loss coverage.

The third column shows the estimated total premium and equivalent premium in $
billions for each market. It is calculated as the product of the first two columns
divided by 1 million.

Next we show the number of subscribers, i.e., employees or individual policies. A
proposed methodology for revising the THIRP assessment uses this count as the
assessment base. For group coverages, it represents the number of employees.
For individual health insurance, it represents the number of policies; i.e., a family
policy would count as one.

The last two columns show the allocation of the 2003 THIRP assessment to the
various markets, based on the 2003 assessment base. The $68.9 million loss in
the Pool was allocated based on premium dollars and only applied to the fully-
insured large group and individual markets. The assessment represented
approximately 0.92% of assessable premium.

Current Market Data Sources and Assumptions

In order to develop the covered lives estimates, we started with special runs of
data provided by the Employee Benefit Research Institute (EBRI) for Milliman.
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The values we receive from EBRI reflect the number of insureds within a
particular group size, insured through groups (whether fully insured or self-
insured), or via associations or individual policies.

We made assumptions with respect to the percentage in each market that is fully
insured vs. self-insured and the portion of the insured who have comprehensive
coverage. We also estimated the portion of the self-insured who have stop-loss
coverage.

The average monthly premiums per member are from cost models based on
Milliman’s Health Cost Guidelines, a database of healthcare costs and
adjustment factors. The premium differences among markets reflect different
assumptions with respect to benefit plan design, demographics, health status,
and target loss ratios.

In developing our covered lives assumptions for the insured markets, we made
adjustments to result in total premium dollars that are consistent with the dollars
reported to THIRP for its 2003 assessment. The total assessment base for the
2003 assessment was $7.5 billion, which is the sum of the large group and
individual lines in the current market scenario. Carriers reported $3.5 billion in
small group premium to the Pool and in separate annual reports submitted to TDI
(Figure 48 filings). We did not have any secondary sources to allow us to verify
the covered lives estimates for self-insured with stop-loss, as there are no
specific reporting requirements in Texas.

We assumed an average family size of 1.9 in all markets in order to develop the
number of subscribers from the total covered lives. While this may vary
somewhat among the markets, such variance does not have a significant impact
on the results.

The 2003 regular assessment and average number of members for the THIRP
are based on the Pool’s 2003 Annual Report to the Governor.

Overhaul Scenario Description and Assumptions

The bottom of Exhibit 4 shows the same columns and line items as for the current
market. However, the second and third columns are expressed before the impact
of assessments. We have adjusted the number of insureds and annual premium
per member to reflect the expected impact of the Overhaul package of changes.

All of the changes assume that the rating bands are expanded for all small
groups. Currently, small group carriers can apply a “health status loading” factor
that is 67% greater for the groups with the worst health status than the factor for
groups with the best health status. This is based on an allowable variance from
an index rate of +/- 25% ((1 + .25)/(1 - .25) = 1.67).
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In our model, we assumed an allowable variance from an index rate of
+/- 33%:%. This results in a maximum health status factor that is 200% of the
minimum factor ((1 + .33)/(1 - .33) = 2.00).

We have assumed that there is no change to the 20% group size loading limit. It
is important to note, however, that if different benefit plans and underwriting
approaches are allowed in the baby group market, it may be difficult to prevent
carriers from implicitly applying an additional loading in this market.

We estimate that with the +/- 33V5% rate band, the maximum rates in the baby
group market will be in the same neighborhood as the Pool rates. Therefore, in
most cases, there will be no price advantage to an employer to go to the Pool.
However, the Pool will represent true maximum rates that baby groups can
secure for plan designs equivalent to those offered by the THIRP.

Based on modeling of revised premiums under the new rate bands, we
developed the following adjustments to get from the current to the Overhaul
scenario:

e 2.5% of the baby groups move to the Pool (assumes 25% of the formerly
highest rated groups will move);

e Small group rates will go down by 1.4% due to the expansion of the rate
bands;

e Baby group rates will go down 1.0% due to movement of higher—cost
groups to the Pool.

We also assumed that the average baby group rate would go down by 5% to
reflect availability of less expensive plan designs.

Based on the movement assumption, we would expect the average THIRP
membership to be about 34,500 rather than the 23,300 actual 2003 average. We
have assumed that the Pool losses would go up proportionately from the actual
$68.9 million, to $102.0 million.

The allocation of this $102.0 million is based on the number of subscribers,
including those self-insured with stop-loss. It results in an assessment of $23.88
per subscriber per year, which translates into about 0.47% of premium. The
percentage varies slightly in the different markets, from .42% of premium for baby
group and individual premium and .48% of large group and self-insured premium
and equivalent premium.

When you add the assessments into the average annual premium per member,
you can compare the resulting average premiums to the average premiums in the
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current market scenario. The last column shows the ratio of the Overhaul
premium per member to the current premium per member.

Results

As you can see from the last column of the model, the Overhaul scenario does
not result in significant price breaks (or significant additional costs) for any market
segments.

For large group, small group sizes 10 — 50, and individual coverage, the result is
less than a 1% reduction in premiums. Self-insured equivalent premiums would
go up about 0.5% due to the introduction of THIRP assessments. The model
shows almost a 7% reduction for small groups with less than 10 employees;
however, 5% of that reduction results from assumed reductions in benefit plan
values.

Based on the model assumptions and results, and Overhaul approach would not
yield enough change in premium levels to measurably impact the uninsured
numbers in the State. However, it may be worth exploring for other reasons.
Following, we discuss the potential advantages and challenges.

Other Potential Advantages of Baby Group Market Overhaul

Even in the absence of significant premium reductions that could materially
impact the uninsured population, there are a number of potential advantages to
implementing a Group Buy-In along with other major changes in the baby group
market. Most importantly:

e The Overhaul scenario results in a broader and potentially more equitable
spread of risks across the health insurance market in the State. Currently,
the larger small employer carriers are exempt from both THIRP
assessments and Reinsurance Pool assessments if they are designated
as “risk-assuming” carriers. While fully insured large employers pay a
share of the THIRP assessment, self-insured employers do not. Both of
these market segments would be rolled into the assessment base in the
Overhaul assumptions.

e The approach may help to control costs throughout the small employer
market (up to 50 lives), which is particularly price-sensitive. Most
advocates of State high risk pools believe that these pools not only help
the uninsurable population, but also help to stabilize the private individual
health insurance market in the State. The same reasoning may apply in
the small group market.

e Carriers could have more leeway in designing lower cost products for baby
groups. The lower costs would come from having fewer mandated
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benefits and less adverse selection risk through product design and
underwriting, as well as from allowing carriers to focus solely on the
market needs of these baby groups rather than the entire range of small
groups.

e |t would result in a true “ceiling” for baby group rates; employers would
have a second option if carrier rate manuals put their rates above the Pool
rates.

We discuss the first bullet-point in more detail here. For this discussion, it may be
useful to look at how the excess costs of high-risk groups and individuals are
currently subsidized and compare that to the impact of the Overhaul scenario.

Current Environment — High Risk Population Enrolled in Small Groups

Currently there are rating restrictions for small employer carriers that limit the
amount of risk load they can charge a small group. In addition, health insurers
cannot deny coverage to particular small groups or individuals within small
groups. Therefore, they are required to enroll some groups for which they cannot
charge a sufficient premium. For example, the needed monthly premium for a
particular 4-life group might be $2000 a month, while the maximum rate that can
be charged is $1280. The excess costs must be spread over all of the carrier’s
small group business, increasing the rates for all small employers who have
coverage with that carrier. In addition, the carrier can choose to share a portion
of this risk with other carriers through the small employer reinsurance pool
(although the largest health insurers in the State are not participating in this pool).

Current Environment — High Risk Population Without Group Coverage

On the other hand, in the individual market, carriers are not required to issue
coverage to all individuals and are not restricted in their risk loads. High-risk
individuals who desire and can afford coverage can enroll in the Pool. The Pool
premiums are not sufficient to cover the costs for these enrollees, so excess
costs are paid for through health insurer assessments, with allocations based on
the premium volume of each carrier. Small employer premiums are excluded
from the allocation base (presumably because they may be subject to small
employer reinsurance pool assessments). The carriers have to increase their
premiums to cover the costs of the assessments; therefore, the costs are spread
to all insureds who have individual or large group health insurance in the state
(excluding self-insured coverages), increasing the general premium levels in
these markets.

Overhaul Scenario

Now consider the spread of risk under the Overhaul scenario described above.
The higher cost groups from the baby employer market in this scenario would go
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into the THIRP along with the current enrollees. The excess costs from these
groups would now be spread across all health insurance premiums included in
the assessment base, rather than only across the small employer premiums of
the insuring carrier.

If the THIRP assessment base is expanded to include self-insured employers
through an assessment on stop-loss carriers on a “per covered life” basis, the
excess risks of the baby groups would be spread across essentially the entire
health insurance market in the State. This will result in some minor redistribution
of average costs and premiums as described earlier.

Challenges and Considerations

There would also be a number of challenges associated with the Overhaul
scenario. Following are some issues for consideration:

e The modeling illustrated in this report assumes that the Pool pricing
continues to be based on market rates for individual coverages. With the
introduction of baby groups, small group market rates may need to be
taken into account as well. This would require collecting data from carriers
that is currently not available and performing additional data analysis in
setting the Pool rates.

e The added flexibility in plan design and marketing to baby groups could
result in a higher effective group size adjustment than is currently allowed,
if, for example, carriers artificially increase the “plan factors” for those plan
designs only sold to baby groups with the intention of pricing themselves
out of that market. Note that if this is the case, more groups would be able
to find lower rates in the Pool than from private carriers than we have
assumed.

e The model assumes an expansion of the rate bands for all small groups.
While this is expected to lower the aggregate average premium, rates for
the sickest groups will go up. As noted earlier, however, there will
effectively be a ceiling on rates for the baby groups equal to the Pool rates.

e The expansion would require the THIRP to administer additional lives and
an expansion of the program.

The biggest potential challenge associated with the Overhaul scenario may be
the number of legislative changes that would be required. The following section,
therefore, addresses the impact of compromise legislation that does not include
all aspects listed.
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Impact of Half-Measures

The Overhaul scenario would require a significant number of legislative changes.
These changes would represent a huge departure from the status quo in the
small group market. Even with support for such an overhaul, it is likely that some
of the changes would pass while others would not. Following is a discussion of
the importance of each of the components described earlier and the impact of not
including it as part of the Overhaul package:

Baby groups are allowed to buy into the Pool for the entire group. This is
the major premise behind the modeling. However, the model still has
application even in the absence of this legislative change in estimating the
impact of changing the assessment methodology for the THIRP. Of
course, if eligibility for the Pool is not expanded, there is less of an
argument for including small group premiums in the assessment base.

Exhibit 5 shows the impact of four different methodologies for allocating
THIRP assessments. The top of the exhibit shows the results of different
assessment allocations, keeping all other assumptions consistent with the
Current Market scenario. The four methodologies and the results are as
follow:

o The “2003 Basis” allocates the Pool losses as a percentage of
insured premium. The base does not include small group
premiums. As noted earlier, this results in assessments of 0.92% of
premium for fully insured large group and individual premiums.

o The “Overhaul” method allocates the Pool losses based on the
number of subscribers in each market. It includes small group and
self-insured (stop-loss) coverage. This results in an assessment of
.28% - .32% of premium for all markets.

0 “Per Subscriber excluding Small Group” is the same as the
Overhaul method, but it excludes small group subscribers. It results
in assessments of .38% of premium (or equivalent premium) for
large group and self-insured blocks, and .33% for individual
coverage.

0 “% of Insured Premium Including Small Group” is the same as the
2003 basis, but it includes small group insured premium. It results
in an assessment of .63% of premium for large group, small group,
and individual coverages.

Rate bands for baby groups are widened or eliminated. If there is no

change in this area, the likelihood of a group receiving better rates in the
Pool than in the small group commercial market becomes even less. In
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theory, maximum rates in the small group market will be less than the Pool
rates without this change.

e Carriers are allowed to offer different products to baby groups than to other
small groups. If this change is not enacted, it removes one of the potential
advantages of the Overhaul model.

e Mandated benefits for baby groups are revised and differ from those for
larger small groups. As with the prior change, if this is not part of the
Overhaul package, it removes one of the potential advantages of
implementing changes to the baby group market.

e The small employer reinsurance pool is eliminated. This change would be
a necessary prerequisite for rolling small employer premiums into the
THIRP assessment. Without this change, small employer carriers who pay
assessments into the reinsurance pool would likely balk at also paying the
THIRP assessment.

e THIRP expands its assessment base to include small employer and stop-
loss coverage. If small employers are allowed to buy into the Pool, it will
be critical that the premiums from the market are included in the
assessment base. The expansion of the assessment methodology to
include stop-loss coverage adds to the attractiveness of the overhaul
because essentially all types of comprehensive health care coverage
would end up with some loading for the uninsurables. However, even
without this expansion, many of the potential advantages of the remainder
of the overhaul would remain.

The bottom of Exhibit 5 shows the results if all aspects of the Overhaul
scenario are as described except for the Pool assessment methodology. If
stop-loss coverage is not included, a reasonable alternative is to continue with
an allocation based on a percent of insured premium, but with small group
coverage included in the base. This is the fourth method shown. It is
expected to result in an assessment of .94% of premium for all insured
coverages.

CONCLUSION

...The Baby Group Overhaul Model defines a package of legislative changes that
may promote stability of the health insurance market, as well as result in a more
equitable spread of risk to the entire covered population. However, such
sweeping changes would be difficult to achieve and are likely to do little to
address the uninsured issue. While the legislative changes could come
piecemeal, the intended results are less likely to be achieved in this manner.”
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