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Of Magic Wands And Kaleidoscopes: Fixing
Problems In The Individual Market

We must not simply hand out subsidies and send people to the
unstructured and relatively unregulated individual market for

coverage.

by Mark A. Hall

ABSTRACT: Policy analysts sometimes imagine that problems in the individual market can
be fixed by waving a magic wand that makes the individual market function more like the
group market. However, prior studies reveal that purchasing cooperatives fail to achieve
substantial economies of scale; market reforms that reduce the impact of medical under-
writing are difficult to implement in the individual market; and it may not be as easy as
imagined to induce people to purchase over the Internet or from new or smaller companies
that are at higher risk for exiting the market. The best solution is to limit the use of subsi-
dies to certain purchasing options, such as with purchasing cooperatives that abide by rat-
ing, issuance, and renewability rules. What is not acceptable is to hand people subsidies
and send them to the unstructured and relatively unregulated individual market, nor will it
work to give people unhindered choice between two basically different market segments.

HE PROBLEMS plaguing the individual

I market for health insurance are well
known. Based on a variety of descrip-

tive and analytical studies, qualitative inter-
views, and extensive field studies, we know
the following.!' (1) Individuals purchasing in-
surance outside of groups are subject to in-
tensive medical underwriting, resulting in
denial or limitation of coverage, or very steep
price increases, if they have even common
health problems.? (2) Overhead costs for indi-
vidual health insurance are several times
higher than for group insurance.’ (3) The in-
dividual market is thin and somewhat vola-
tile, with few competitors and a tendency for
insurers to come and go.* For instance, un-
published data from a recent survey in North

Carolina show that only a half-dozen or fewer
insurers actively sell individual coverage in
most locations after many larger insurers left
the market in recent years. Blue Cross domi-
nates the state’s individual market, with
seven times the total enrollment of the next-
largest plan, and it receives the vast majority
of new enrollees, according to interviews
with agents. None of Blue Cross’s major com-
petitors in this state’s group market (United
HealthCare, CIGNA, Guardian, and Princi-
pal) sell in the individual market.

Policy analysts sometimes imagine that it is
possible to fix these problems fairly easily with
legislative or regulatory measures that will al-
low the individual market to function more
like the group market. By waving a wand, or
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several wands, purchasing cooperatives can be
created that replicate group efficiencies and
economies of scale, market reforms can im-
prove access and reduce the impact of medical
underwriting, and more competitors can be
encouraged to enter and remain in the market.
My purpose in this essay is to convey how dif-
ficult these measures are to accomplish, and to
gain a better sense of how best to approach
these laudable goals.

Increasing
Competition And
Guaranteeing

A |

“Most agents | have

must realize that the individual market in
most states requires only guaranteed renew-
ability by one’s current insurer. Portability to
other insurers is not allowed if one’s current
insurer exits the market. Moreover, portability
does not exist even within a given insurer’s
line of products. In North Carolina, as in many
other states, guaranteed renewability applies
only to a particular policy type, and it applies
only so long as the insurer chooses to offer the
policy type. Insurers are free to stop selling a
policy type and only re-
new it, or to terminate it
altogether without offer-

Renewability

Greater use of the individ-
ual market will not be pro-
ductive unless there is a large
increase in viable competi-
tors. The infusion of large
subsidies for individual pur-
chasers should greatly en-
hance insurers’ willingness to
invest in this market segment,
but this was also the hope for

interviewed in North
Carolina are reluctant
to sell individual

insurance from any
company other than the
one they believe has the

longest-term
commitment to the
market.”

IE—

ing replacement coverage,
even though the insurer
begins to sell a new policy
type that is very similar to
the old one. This practice,
known as “churning,” can
happen either as a deliber-
ate strategy or simply as
the natural evolution of
new product develop-
ment. Eventually, the older

Medicare+Choice, which has seen a massive
exodus of plans. The two situations certainly
are not parallel, but this illustrates that an op-
timistic outlook is sometimes not accurate.
For example, in recent interviews with in-
surance agents in North Carolina, I was fre-
quently told about the following stumbling
block for increased competition in the individ-
ual market. Although there are technically a
half-dozen competing carriers in the market,
most agents did not think that these carriers
presented much viable competition for the
dominant plan (Blue Cross), for several rea-
sons. First, only Blue Cross has sufficient mar-
ket share to build large preferred provider or-
ganization (PPO) networks, especially in more
rural areas, which gives it a large cost advan-
tage. Second, agents are reluctant to sell to car-
riers with smaller market shares for fear that
they will exit the market, leaving policyhold-
ers who have developed health problems with
no coverage. This concern creates a sizable
barrier to entry or expansion in the market.
To better understand the latter point, one

policy types cease to be vi-
able in the market, and insurers stop selling
them. When this happens, holders of older
policies are stranded if they can no longer meet
new underwriting criteria. If an old policy is
terminated, these people will lose coverage; if
it is renewed without being sold to new hold-
ers, its price will spiral up as healthy members
of the underwriting pool leave for lower-price,
freshly underwritten new policies.

It is not known how frequently these prac-
tices occur, but they occur often enough that
most agents I have interviewed in North
Carolina are reluctant to sell individual insur-
ance from any company other than the one
they believe has the longest-term commitment
to the market. Even committed insurers, how-
ever, regularly create new products that are
open only to better risks. Existing laws do not
address this problem effectively, since the
protections in the Health Insurance Portabil-
ity and Accountability Act (HIPAA) of 1996
that deal with these kinds of concerns are lim-
ited to people who leave group coverage and
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enter the individual market, not those who
move within the individual market. Therefore,
the individual market would greatly benefit
from measures to prevent stranding individual
policyholders and to limit risk segmentation
through churning of similar policy types. Not
only will this strengthen consumer pro-
tections, it will enhance competitive condi-
tions by making it safer to buy coverage from
new market entrants and smaller companies
whose long-term commitment to the market
may be uncertain.

Rating Reforms And Risk
Adjusters

The Achilles heel of the individual market
is adverse selection. The tendency of people to
buy insurance based on their anticipated med-
ical needs causes insurers to adopt various
forms of medical underwriting and results in
exclusion of more predictable medical needs
such as maternity care, mental health, and
treatment of preexisting conditions.> Adverse
selection is greatly intensified in the individual
market because each person purchasing insur-
ance is, by definition, considering his or her
own health circumstances in deciding whe-
ther, what, and how much to buy. Groups
greatly mitigate this problem because someone
else (the employer) makes the major decisions
and makes them on behalf of the entire group,
with only slight consideration for any one per-
son’s situation.

Because of adverse selection, market re-
forms that work well in the group market can
cause massive problems in the individual mar-
ket. Guaranteed issue cannot work without
fairly strong rating reforms that keep prices
within reach for older or sicker people. But
risk factors vary to a much greater extent
across a full range of individuals than across a
range of group averages. Rate compression in-
herently tends to force lower risks out of the
market and therefore tends to increase average
market rates or to reduce covered benefits (for
example, by raising deductibles), and these ef-
fects are much more severe for the individual
market than for the group market.® Therefore,
the individual market cannot tolerate the same

degree of rate compression that the group mar-
ket can. This is well documented in examples
from states such as New York, New Jersey, and
Vermont, which apply pure or near commu-
nity rating to both the individual and group
markets.” The only fix for this problem is to
limit the degree of rate compression, but this
undercuts the goal of making insurance afford-
able to more than only the young and healthy.

One possible fix for the problems of rate
compression is to risk-adjust the level of sub-
sidy given to individual purchasers, so that
those with higher risk factors have more assis-
tance in purchasing coverage. However, the
magic wand of risk adjustment also has much
less potency than is often acknowledged.
Risk-adjustment measures in common use re-
main crude and far from sufficient to reflect
the actual patterns and extent of variation in
risk factors. This is partly illustrated by the
risk-adjustment difficulties for Medicare
health maintenance organizations (HMOs),
but the difficulties here are even greater. Risk-
adjustment measures that are serviceable for
group averages are grossly inaccurate when
used for individuals. Some people will receive
large windfalls, and others will be charged far
higher rates than are reflected in their risk-
adjusted subsidies. One fix for this problem is
to set subsidies at a certain percentage of ac-
tual premiums charged, but this is expensive
since the percentage needs to be high enough
to keep insurance affordable for higher risks,
including people whom insurers now refuse to
cover altogether.

Perhaps the best solution is a combination
of these two ideas: limit overall rate variation
to arange of five- or tenfold, according to spec-
ified factors, and then set premium subsidies at
a percentage of the premiums actually charged.
Some people will still have to pay much more
than others will, but the expense for people in
the higher range might be kept within reason-
able bounds. This proposal creates other diffi-
culties, however, to which I now turn.

Regulatory Gradients

A set of subsidies and market rules that
make sense for one market segment in static

HEALTH AFFAIRS -~ Web Exclusive



PERSPECTIVES

mode may nevertheless encounter great diffi-
culties when implemented alongside other
market segments in a dynamic environment.
This is because purchasers, informed by agents
and advocates, will seek out the best deal for
their particular risk situation. If different mar-
ket segments treat risk characteristics differ-
ently, these regulatory gradients will be ex-
ploited over time. For instance, low-risk family
members are often finding they can purchase
coverage more cheaply in the individual mar-
ket than by joining their
breadwinner’s group policy,
especially where the em-
ployer does not contribute
anything to the extra cost of
family coverage. Contrari-
wise, insurance agents advise
higher-risk individuals to
form “mom-and-pop” busi-
nesses to buy insurance for
themselves at group rates
when they are subject to being
turned down as individuals.®

Markets can tolerate a cer-
tain degree of bleeding across
the borders, but at some point these strategic
movements can destabilize risk pools. The
most prominent examples involve association
groups that use experience rating alongside
markets that require community rating. In
states such as Vermont and Kentucky, healthy
employers or individuals have flocked to asso-
ciation plans to avoid paying higher commu-
nity rates or have flocked from one association
to another to find the lowest association rate.’
(High-risk purchasers also may be eligible to
seek out these better prices, but sick people
are inherently less willing to switch insurance.
This phenomenon is known as “adverse reten-
tion.”)"® In North Carolina, the state employ-
ees’ plan had to cease offering any options
other than the standard self-insured indem-
nity plan because market differentials like
these caused such serious adverse selection by
family members that all of the insured plans
left the program.

The fix for this problem is to more hermeti-
cally separate market segments. This can be

A |

“Crafting a set of rules
and institutions that
will allow the individual
market to function as
an acceptable
alternative to the group
market requires
sophistication,
intricacy, and difficult
trade-offs.”

IE—

done either with strict rules about who is enti-
tled to purchase where (for instance, by re-
stricting association membership to certain
well-defined criteria) or by limiting the use of
subsidies to certain purchasing options. For
instance, subsidies could be given only to
those who purchase through arrangements
such as purchasing cooperatives that abide by
market-reform rules like guaranteed issue,
portability, and modified community rating,
Purchasing in the open market would not be
forbidden, but those who
do so would receive no
subsidy. If the subsidy
were large enough, in most
instances it would offset
the gain from seeking out
other market segments
with different rules that
favor one’s particular risk
situation.

Purchasing
Cooperatives

Purchasing coopera-
tives will greatly help the
functioning of individual markets, but they are
not a magic wand for all of the problems, ei-
ther. Careful study of existing cooperatives for
small employers reveals that they fail to amass
much purchasing power or administrative effi-
ciency." Cooperatives may offer more of a com-
parative advantage to individuals than to
groups, since conditions in the individual mar-
ket are worse than in the group market, but
cooperatives for individuals inherently cannot
achieve the efficiencies enjoyed by large em-
ployer groups. This is because most efficien-
cies result from the fact that large employers
make wholesale or collective decisions for all
of their employees. Although this limits
choice, it also greatly simplifies the informa-
tion processing and transaction costs of select-
ing insurance, which is a complex transaction.
Purchasing cooperatives for individuals
unbundle group purchasing and require insur-
ance to be sold individually, in a retail fashion.

The great hope is that the Internet will re-
place personal and individualized advice from
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insurance agents, as is happening for airplane
tickets and travel agents. This may work for
some people, but not for most people T know,
for whom the stakes are too important, the op-
tions too confusing, and the consequences of a
mistake too frightening. Accordingly, most
successful purchasing cooperatives continue
to use insurance agents, who require a com-
mission; these commissions are the major com-
ponent of overhead expense that cooperatives
hoped to avoid.

Other issues that need to be resolved in set-
ting up cooperatives include conflicts of inter-
est in their administration, whether they
should have standardized or minimum bene-
fits, whether they may work with only one in-
surer or must offer plans from competing car-
riers, and whether cooperatives should
compete with each other or have exclusive
franchises for defined territories. Each of these
issues entails competing pros and cons. One
simplifying solution often offered is to allow
individuals to buy into existing purchasing
pools such as health benefit programs for gov-
ernment workers. This, too, is not as easy as it
appears. Experience under the Consolidated
Omnibus Budget Reconciliation Act (CO-
BRA) of 1985, which permits persons who lose
their jobs to purchase coverage from their em-
ployer’s plan at group rates, suggests that al-
lowing people to opt in to existing groups may
raise costs to the group due to adverse selec-
tion. Claims costs for COBRA eligibles gener-
ally run about 50 percent higher than for the
rest of the group.”? Subsidizing individuals
who buy into groups will reduce the amount
of adverse selection by encouraging a greater
portion of eligible purchasers to join, but sub-
sidies may not eliminate this problem. This
fear will likely cause existing groups to resist
agreeing to accept outsiders unless the outsid-
ers are put into a separate risk pool.

The final problem with purchasing cooper-
atives is that each one usually constitutes a
separate risk pool rather than having each in-
surer setting its prices uniformly across all
pools or market segments it deals with. If each
risk pool were not separate, the pool could not
reflect in its rates the bargaining leverage and

group efficiencies it is able to achieve. Sepa-
rating risk pools, however, tends to create an
unstable dynamic in which purchasers seek
out the pool with the lowest overall risk pro-
file. Because of the reluctance of higher-risk
people to change, this can lead to a strategy in
which insurers or association sponsors close
off older pools and open new ones, to segment
the worse risks and offer better rates to fresh
business. This is done to exploit a phenome-
non known as the “durational effect,” accord-
ing to which, all things being equal, newer
pools are lower risk than older ones. This
strategy has the biggest payoff when the new
business can be medically underwritten and
higher risks overtly excluded, but it also pays
off even when there is no medical underwrit-
ing, because of the natural selection effect just
mentioned (reluctance of sick people to
change).

In employer groups, none of this is a prob-
lem because workers are wedded to their
groups. Where group membership is com-
pletely fluid, however, opting among alterna-
tive experience-rated groups can result in a
volatile and unstable market.” None of the po-
tential fixes for this problem are uncontrover-
sial. They include restricting eligibility for
group membership, restricting the number of
available groups or the formation of new ones,
or requiring more binding and much longer
term commitments to the group one selects.

Concluding Comments

Rather than a magic wand, a better meta-
phor for fixing problems in the individual mar-
ket is a kaleidoscope, since the problems that
must be solved are refracted through a com-
plex array of economic and regulatory struc-
tures. Therefore, crafting a set of rules and in-
stitutions that will allow the individual
market to function as an acceptable alternative
to the group market requires sophistication,
intricacy, and difficult trade-offs.* What is not
acceptable is to hand people subsidies and
send them to the unstructured and relatively
unregulated individual market, nor will it
work to give people unhindered choice be-
tween two radically different market seg-
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ments. Instead, an entirely new market seg-
ment needs to be created, one that is specially
tailored for these purposes and carefully
spliced between the existing group and indi-
vidual markets. It remains to be seen whether
this can be done successfully, and whether the
benefits are worth the regulatory costs and the
compromises of other health policy objectives.
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