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Horida's Hedlth Insurance Market Reforms

I. EXECUTIVE SUMMARY

This sudy evauates how wel Horidas hedth insurance market reforms have met their
objectives and whether they have avoided possble harms and failures. The primary focus is the
state gndl-group market reform law, but this report dso provides indght into the smdl-group
portions of the federd Hedth Insurance Portability and Accountability Act (HIPAA). This is part
of an intensve caxe study of seven dates that have enacted varying reforms (Colorado, Florida,
lowa, New York, North Caroling, Ohio and Vermont), funded by the Robert Wood Johnson
Foundation. This multiple-case study congsts primarily of two rounds of dructured, in-depth,
openended interviews with sources in the insurance industry, as wdl as an andyss of
documentary and secondary data The principa reforms under study are (1) guaranteed issue,
(2 renewability and portability, (3) community rating, (4) redtrictions on underwriting practices
such as risk sdection and preexising condition exclusons, (5) reinsurance, and (6) public
purchasing cooperaives. This report is intended to inform lawvmakers, regulators, insurers,
agents, purchasers, and the public policy community whether and how state and federad reforms
have achieved their multiple purposes or caused any negative consequences, and how these
reforms might be improved. The following isasummary of the mgor findings.

The views of our interview subjects are mixed about the impact of Horida's smdl-group
reform laws. Mogt insurers viewed Horida's verson of the law in negdive terms, but most
agents gave it strong praise. On baance, the law appears to have a favorable but subdued impact.
These are its most successful features:

» Thelaw has not caused mgor market disruptions and has not generated alarge
number of complaintsor adminigtrative problems

» The market remains highly competitive in price, product diversty, and number of
cariers.

» Enrollment has increased, especidly for micro-size groups.

* Prices have hdd steady, except for indemnity plans.

» The CHPA purchasing cooperative system is functiond and sdf-sugtaining. Prices
have been kept in linewith the market, and CHPAs offer a good source of coverage for
the smdlett firms

The following are the less successful or negative features of the law:

» Insurers have developed techniques to discourage enrollment of micro groupsin ther
most popular plans.

» Standardized benefit plans are not sdlling well outsde the CHPAS.

» Tough prior-gpprovd rae review, coupled with the modified community rating rules,
makes Horidaan unattractive market for a number of indemnity insurers.

* Cariers4ill compete to some extent on the basis of indirect risk selection.

» The CHPA system has not been as successful as expected, and insurers and agents
participate with adistinct lack of enthusasm.

* Reinsuranceis experiencing rapidly diminishing participation and use, and it has not
reduced risk pool differentids.
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[I. BACKGROUND AND METHODS

A. Methods

The primary sources of information for this sudy ae various components of the
insurance indudtry. In Horida, we conducted 28 interviews of 47 people in the spring, summer
and fdl of 1997, and an additional round of 20 interviews with 29 of these people (or their
desgnated replacements) in the summer and fal of 1998. Represented in this interview pool
were seven officias with the FHorida Depatment of Insurance (DOI) and the Agency for Hedth
Care Adminigration (AHCA), five independent agents active in small-group sales, 28 people at
15 insurance cariers (three in-date and seven out-of-date), two private consultants, five
adminidrators of the reinsurance pool, a purchasing cooperative, and a third-party-adminigration
firm. These were semi-sructured interviews based on an interview guide, but the discussons
were free-ranging and the coverage of topics varied somewhat among them. Mogt interviews
were in person and lasted 1-2 hours, except for four that were by phone and 11 that were
conducted out of date (covering a total of 19 of the interview subjects), in which Horida issues
were addressed only briefly. Interview subjects were told the purpose of the study and promised
anonymity to the extent feasible.

We dso collected quantitative and documentary information in the form of market
activity data, sdes literature, and newspeper articles. Findly, we conducted a market testing
dudy to determine the adility of an actud smdl employer and unhedthy individud to obtain
insurance. An employer with three employees contacted 17 agents throughout the date in
January 1998 to inquire about the availability of hedth insurance for the group of three, as wel
as for a group of two plus individua coverage for one unhedthy employee. These multiple
sources of information and daia were andyzed usng both quditaive and quantitative
techniques.

This report is organized in two man sections. The fird section reviews the history,
purpose, and content of these reforms. The second section presents our findings, to evauate
whether these reforms achieved their purposes and avoided potential harms or failures.

Before we begin, a word or two is required about terminology. Hedth insurance, like any
other indudry, has a specidized vocabulary with terms of at tha sometimes differ from
common understandings, and that often are used inconggently even within the industry, due in
pat to regulatory differences among the states. For our present purposes, we vaue smplicty
over precison, so we will use a lay vocabulary that glosses over many of the didtinctions that are
important within the indudry. Thus, we use "insurer” to include, genericdly, both indemnity and
HMO carriers. We use "managed care' to refer primarily to HMO plans including point-of-
savice (POS), in contrast with "indemnity,” by which we mean both traditiond unconstrained
fee-for-sarvice as wdl as more managed forms of indemnity such as preferred provider
organizations (PPOs). When we speak of agents, we generdly intend to refer to independent
agents, which are sometimes called brokers. We use the terms premium, price, and rate
interchangeably to refer to how much insurance cods. And, by hedth insurance, we mean
comprehnensve mgor medica, in contrast with more limited or specialized coverages. Other,
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more technica termswill be defined later in the context in which they are important.

A find piece of background information is to note how Horida compares with other
dates. Forida is a popuous state with aout 14 million people. Its demographic and economic
characteristics (based on 1990-1992 data) are Smilar to nationd dHatidtics, with the following
notable exceptions. The population is somewhat older, and a good deal more urban than nationd
averages. Income levels are lower (median family income is 14% bdow nationd average), and
hedth satistics (AIDS, deaths, prenatal care) are worse. Jobs are concentrated in the service
sctor and in smdler firms where employment-based insurance is less common. As a
consequence, Horidd s uninsurance rate is substantialy higher than the nationa average.

B. Content and Purpose of Reform

Floridds smal-group market reforms were enacted in a series of steps from 1992 to
1994. Rating reforms took effect in January 1992, followed by a guaranteed-issue requirement
for basc and standard plans in January 1993. Initidly, these laws agpplied only to groups of 325,
but in 1994, the law was expanded to cover groups of 1-50, and the guaranteed-issue requirement
was extended (through adminigraive darification in April 1994) to dl smdl-group products. In
addition, the 1994 law tightened rating redrictions. These reforms do not, however, reach the
individuad market, that is, those people who purchase insurance on ther own without any
employer contribution.

The darting point of reform is to make sure tha any willing purchaser has access to
insurance and can retain that insurance through subsequent renewd periods. "Guaranteed issue'
requires dl insurers who participate in the smadl-group market to accept any applicant. An
important didinction exists between dates tha, prior to HIPAA, required only designated
policies to be issued and those that require guaranteed issue of all policy types marketed by a
carier. In FHorida, the guaranteed-issue requirement initidly (in 1993) applied only to
dandardized plans whose benefits are set by a government committee, which are referred to as
"sate-mandated” plans. They come in severd different verdons, including a basic, "bare bones'
verson, and one with a more standard or common benefit package, and versons of each for both
indemnity and HMO products. The guaranteed-issue requirement was expanded in 1994 to apply
to dl smdl-group products, a the same time that the law was expanded from groups with 325
employees to groups of 1-50. (Also, the rating redtrictions were tightened the same year, as
described below.)

Enabling any group to obtain insurance is coupled with a "whole-group” concept, which
requires the employer to offer coverage to dl individuds within a group. This prevents
employers from angling for lower-cost policies by excuding scker individuas in the group and
minimizes the sdection problems that result if hedthier individuads are adlowed to drop out of
the risk pool and purchase individua insurance.

The reform law promotes continuity of coverage in three ways. Fird, insurers are
prohibited from refusng to renew insurance except for fraud, nonpayment or smilar
mafeasance. The second aspect of continuity is to regulate the use of preexising condition
excluson dauses Insurers are prohibited from ridering out specific hedth conditions atogether.
They ae dlowed to place only an initid 12-month preexiding exduson on any condition
manifested within 9x months before the date of coverage, and for 1-life groups (i.e, the sdf-

Wake Forest University, School of Medicine 5



Horida's Hedlth Insurance Market Reforms

employed), a two-year excluson period is dlowed. Third,"portability” or continuity of coverage
is promoted by requiring that subscribers, once enrolled, be able to transfer coverage to a new
insurer, dether by changing jobs or changing insurers within the same workplace, without
undergoing a new exclusion period, o long as the gap in coverage does not exceed two months.

The second mgor component of the reforms is to redrict the degree of price variation
among subscribers. In 1992, Horida initidly adopted rating band redrictions that dlowed
individua hedth satus to affect rates but only +/-20% above or below each insurer’s midpoint
rate. In 1994, Horida diminated any rate variaion based on individud hedth status and instead
adopted "modified community rating." This rating method is cdled modified, rather than pure,
community rating because full adjusment is dill alowed for age and gender factors, as well a
discount for nonsmokers. These adlowable raing factors, dong with location, can Hill result, a
the extreme, in rate variaions of dmost 10-fold or more among different subscribers with the
same family sze who purchese the same product, athough these distant outliers might be very
rare.

The third mgor component of the smdl-group market reforms is an administered
reinsurance mechanism that dlows individua insurers to reinsure any risks that are expected to
generate costs exceeding the prices they may charge. The principd funding for the reinsurance
entity is from the reinsurance premium pad by the ceding insurer. Insurers may prospectively
reinsure either whole groups or high-risk individuas within groups. Horida follows the Nationd
Asociation of Insurance Commissoners modd, which sats the premium to reinsure high-risk
groups a 150% and for individuals & 500% of the marketwide average for a policy of smilar
coverage and case characteridics. Since insurers will reinsure only those groups and individuds
they predict will have higher expenses than these prices, the reinsurance entity is expected to
auffer losses, which are sporead back to the insurance market through assessments against
participating insurers based on the smdl-group market share. Insurers can choose whether or not
to participate in this reinsurance system.

The find component of the smdl-group reforms in Florida is a statewide system of public
purchasing cooperatives for the smdl-group market, known as Community Hedth Purchasng
Alliances (CHPAS). These public purchasing cooperatives differ from private purchasng groups
in severa crucid respects. Firdt, sponsorship and startup funding is public, not private. Second,
membership is not redricted. Third, adminigration is more proactive, in that CHPAs carefully
oversee marketing and enrollment. Findly, CHPAS provide the opportunity to choose from many
insurers. Each CHPA contracts with a number of insurers who agree to abide by certain
marketing and pricing rules. The core idea is to streamline the marketing function and to create a
lager risk pool in a fashion tha crestes for smdl groups the same bargaining clout,
adminidrative expertise, and employee choice that are typicd for large employers. CHPAs do
not, however, engage directly in price negotiaion, as purchasing cooperatives do in a few other
states.

C. The Dangers of Reform

These reforms have atracted some critics who warn about possble adverse
consequences, and a number of quieter voices tha warn agang setting hopes too high about
their success. The strongest fear is that these reforms could be counterproductive, since they have
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the potentid to increase prices and decrease coverage. These reforms may raise prices because
they meke insurance mogst atractive to the highest-risk subscribers by holding prices to less than
the policy's actuarid vaue to them. The excess is huilt into the premiums paid by al purchasers,
which will inevitably drive an undetermined number of lower-risk purchasers out of the market,
thus raisng the market average even more. This phenomenon is known as "adverse sdection”
agang the market as a whole. This potential exists because the decison to purchase insurance
remains voluntary, and existing purchesers are thought to be highly price sensitive.

These reforms dso creste the potentid for adminidrative and regulatory complexity,
circumvention, and draegic manipulaion. High-risk individuds might pose as smdl groups to
obtain more favorable rates, or low-risk employers might facilitate their workers purchasing as
individuas or might try to atificidly aggregate into groups that appear larger than the 50-worker
threshold in order to avoid these laws. Insurers might attempt to avoid higher risks through
vaious legitimate or illegitimate drategies, or they might pull entirdy out of these regulaed
market segments. Also, these rules might cause digtortions or unlevel parts of the competitive
playing fied that tend to favor some types of insurers over others.

This outline of the purposes of these reforms and ther potentid harms and falings points
to four centra criteria that can be used to evaduate the success of these reforms the extent to
which they promote (1) insurance availability, measured through increased enrollment; (2)
affordability, measured through average prices, (3) market competition, measured in a variety of
ways, and (4) regulatory administrability, also assessed in a variety of ways. This report
organizesits analyss of the empirical evidence by focusing on these four criteria

Various components of the reforms have importance across each of these categories. For
indance, guaranteed issue, which points primarily to availability, dso might increase prices or
leed to various circumvention techniques that affect adminidrability. Or, rating redrictions,
which affect primarily affordability, might result in less insurance being purchased. Many
components of these reforms affect market competition, and some components, such as
purchasng cooperatives, affect each of the crteria in equa measures. Therefore, this
categorization scheme does not result in a neat paring of each component and each effect. This
is true to the complexity of this regulatory scheme, however, snce each component interacts
with dl the others and with market and socid conditions that are independent of these laws.
Also, keep in mind as various datistical and descriptive data are presented thet it is impossible to
know for certain the actua and full mpact of these reforms. A host of other economic and socia
conditions were changing Smultaneoudy and so we will never know what the conditions would
have been absent reform, even if we can tdl what they are before and after reform. Nevertheess,
by following the interwoven threads of information in this complex tepestry, it is possble to
draw some solid conclusons about whether these reforms have worked as intended, and, if o,
why, and, if not, why not.

Wake Forest University, School of Medicine 7
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lll. THE EFFECTS OF HEALTH INSURANCE MARKET REFORMS
A. Availability

1. Enroliment Generally

Following the enactment of Horidal's smdl-group insurance reforms, the percent of the
overdl population without insurance dropped sgnificantly, from 24.5% in 1992, to 20.8% in
1994, but has risen since then, to 24% in 1997 (Table 1). There are severa possible ways to
interpret these numbers. Viewed negatively, they are dl higher than the naiond average. Also,
the trend downward from 1992 to 1994 and then back up again to 1997 might suggest that the
intiad milder versons of the law improved the levd of insurance whereass the stronger versons
enacted in 1994 worsened the gStuation. But these overdl uninsured rates respond to many other
socid and market segments than just the small-group employers to which the law is targeted. The
reform law was not intended to solve the problem of the uninsured and achieve universa
coverage.

When viewed with more moderated ambitions in mind, these laws gppear to have had a
podtive but muted impact. Firdt, the portion of smdl-firm workers who have private insurance
has held steady or increased dightly since 1991, according to data from the March Current
Population Survey (CPS). These data are displayed in Table 2 and Figure 1. For most of these
categories of firm size, however, the changes, either up or down and either year to year or over
the span of time ae not datidicdly dgnificant a a 95% confidence levd. Only the nine
percentage point increase in private insurance among the sdlf-employed between 1992 and 1997
is datigicdly sgnificant, and only for a comparison of those two years. This increase cannot be
attributed to the reform law since the reform reached the sdlf-employed only in 1994. Also, there
is no obvious explanation for why insurance among the sdf-employed increased so sharply in
1997.

Data that the DOI collects from insurers indicates that smal-group enrollment grew
exponentidly in the early years of reform, from 11,769 a the beginning of 1993 to 486,534 at
the end of 1994, but these data are not reliable. The DOI only began collecting this data in 1993
and 0 there was a low levd of compliance in the initid years of reporting. None of our
interview subjects observed actud enrollment increases of this magnitude. A different anayss
done by James Studnicki, Ph.D., indicates no net increase from 1993 to 1995 in smdl firms
offering hedth insurance, comparing two different data sources a 1993 survey of smadl
employers by RAND, and 1995 data reported by insurersto the DOI.

DOl eollment figures appear to be more reliable in 1995-1997. During that time,
reported small-group enrollment increased 72% (Table 3). How much of this increase is 4ill due
to reporting anomdies is difficult to discern. There ae sudden jumps without agpparent
explanation between the third and fourth quarters of 1995 and between year-end 1996 and year-
end 1997, but the quarterly increases in 1996 are steady and sustained, ranging from 1.5% to
2.9% per quater. Red enrollment increase is dso indicated by quarterly DOI Satidtics for the
number of new enrollees versus terminations. These show net increases in enrollment eech

Wake Forest University, School of Medicine 8
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Table 1

Private Health Insurance Coverage of the Nonelderly, 1992-1997*

State 1992 1993 1994 1995 1996 1997
Florida
Nonelderly population 11,262,236 11,752,414 11,768,190 11,808,786 11,715,794 11,679,211
With employer coverage 53.0% 52.9% 58.1% 57.6% 58.1% 58.2%
With individual coverage 9.2% 10.3% 8.2% 8.0% 7.3% 7.6%
Uninsured 24.5% 24.1% 20.8% 22.0% 23.0% 23.9%

United States

Nonelderly population 223,791,925 226,228,966 228,092,631 230,275,591 232,476,381 234,691,115

With employer coverage 61.9% 60.8% 64.8% 65.0% 65.1% 65.3%
With individual coverage 8.5% 9.2% 6.3% 6.0% 6.0% 5.8%
Uninsured 17.8% 18.1% 17.3% 17.5% 17.8% 18.4%

* < 65 and not active military

Source: Alpha Center analysis of March Current Population Survey

Wake Forest University, School of Medicine 9



Horida's Hedlth Insurance Market Reforms

Table 2

Percentage of Florida Workers with Private Health Insurance Coverage, 1991-1997

Group Sze 1991 1992 1993 1994 1995 1996 1997
Sdf-Employed 7131 62.73 68.09 69.95 65.94 66.08 73.73
<25 61.76 5713 61.09 59.99 61.52 5981 60.06
2599 61.85 66.95 66.06 72.29 68.66 69.88 67.54

Source: Analysis of March Current Population Survey by Reenie Wagner

Table 3
Florida Small-Group Enrollment, 1995-1997*

3/95 6/95 9/95 12/95 3/96 6/96 9/96 12/96 12/97
CHPA 36,316 45982 57,813 65,760 73,068 75418 77,254 76,370 87,090
Non-CHPA 1,012,920 1,095,796 1,008,630 1,238,619 1,286,174 1,311,807 1,349,826 1,371,594 1,716,928
Total 1,049,236 1,141,778 1,066,443 1,304,379 1,359,242 1,387,225 1,427,080 1,447,964 1,804,018

* Covered lives

Source: FL Division
of Insurer Services
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Table 4

New Small-Group Enrollment by Policy Type, 1995-1996*
Plan Type 4thQ/95  1stQ/96 2ndQ/96 4thQ/96
Nonstandard
Previously uninsured 74,913 104,126 77,244 130,387
Previously insured 65,486 85,187 124,386 54,521
Total new 140,399 189,313 201,630 184,908
% Previously uninsured 53% 55% 38% 71%
Cancelled 105,496 136,180 140,415 158,402
Net new 34,903 53,133 61,215 26,506
Standard w/ rider
Previously uninsured 4,577 8,933 6,164 4,690
Previously insured 1,902 0 0 0
Total new 6,479 8,933 6,164 4,690
% Previously uninsured 71% 100% 100% 100%
Cancelled 2,261 4,896 5,256 6,904
Net new 4,218 4,037 908 (2,214)
Standard
Previously uninsured 2,255 1,958 1,634 1,502
Previously insured 193 396 349 394
Total new 2,448 2,354 1,983 1,896
% Previously uninsured 92% 83% 82% 79%
Cancelled 2,476 2,754 2,524 3,094
Net new (28) (400) (541) (1,298)
Basic
Previously uninsured 286 186 246 253
Previously insured 0 14 16 3
Total new 286 200 262 256
% Previously uninsured 100% 93% 94% 99%
Cancelled 165 230 164 337
Net new 121 (30) 98 (81)
Plus
Previously uninsured 191 1,158 1,389 2,198
Previously insured 1 52 75 128
Total new 192 1,210 1,464 2,326
% Previously uninsured 99% 96% 95% 95%
Cancelled 0 153 305 381
Net new 192 1,057 1,159 1,945
* Covered lives; not including CHPA sales
Source: FL Division of Insurer Services Quarterly Enroliment Reports
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Figure 1.
Private Health Insurance Coverage of

Florida Workers by Group Size, 1991-1997
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quarter for reporting insurers. However, it is troubling that 10% of subscribers cancel coverage
each quarter (Tables 3, 4)

We cannot determine for sure whether and to what extent increased smdl-group
enrollment is due to the reform law or ingead to underlying economic and labor market
conditions. Some indght is possible by observing how many new policies are being issued to
previoudy-uninsured groups. Previoudy uninsured is defined for these purposes as lacking
insurance during the month prior to enrollment. For insurers largest block of smdl-group
business, consggting of nongtandard plans sold outside the CHPAS and representing over 80% of
gndl-group sdes wel over hdf of newly-issued policies go to previoudy-uninsured groups
(Table 4). Even more dramatic, 95% of Statutory plans are reported as being sold to previoudy-
uninsured groups.

These are remarkable figures that deserve further andyss. One interpretation is that the
guaranteed-issue law has brought huge numbers of previoudy-uninsured subscribers into the
market. But numbers this large would surdy be reflected in rapidly increesng clams figures,
which is not the case as discussed below. Another explanation is thet, rather than these being
groups that are chronicaly uninsurable, many of these are new businesses or busnesses that, for
economic reasons, are only now deciding to purchase. In addition, because the "look-back”
period for determination of previous coverage is only 1-2 months, many of these are probably
groups whose previous insurance lapsed for only a short time. Findly, the strong possibility
exigs that there are reporting anomdies. Insurers are told to distinguish between groups that are
newly insured and those who are merdly switching insurance and therefore are merely new to the
carier. As discussed below, there has been a high level of turnover among insured groups that
switch insurers to obtain better prices or benefits so if insurers ae not precise in ther
recordkeeping, the newly-insured figure may be exaggerated. Reporting anomdies are suggested
by the fact that, for the stautory plans, 100% of the standard plans with riders (which is the
largest category) were reported in 1996 as sold to previoudy uninsured, which is unredidic as a
datewide Satistic and inconsstent with the 70% figure reported for the same category in the
fourth quarter of 1995 (Table 4). Smilarly, the portion of nonstandard plans reported as sold to
previoudy uninsured jumps wildly from one quarter to the next, for no apparent reason. Also, we
were told by the agents we interviewed that they rardy have dients who previoudy were
uninsured. Ingead, most of their activity is finding new insurance for someone who dready has
coverage.

2. Industry Views and Field Underwriting

Lacking better data, the best measure of the impact of guaranteed issue is the informed
opinions of indugtry informants. Most of our subjects viewed guaranteed issue in Florida as
being successful. Severd people, including agents and DOl representatives, commented that it
has resulted in an "gpprecidble’ or "subgtantid™ growth in smal-group business. Some agents
sad they had not seen a sgnificant increase h enrollment, and they praised the law only in so far
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as it made it easer to shop for new coverage (portability). But most agents were enthusiastic
about the ease of <dling hedth insurance now. A 1996 survey of 100 Tampaarea hedth
insurance agents conducted by James Studnicki, Ph.D., found that 69% of the agents for whom
amdl-group business is the mgor focus think that the reform law "has made sdling smdl groups
esde,” and the same is true for 52% of the agents who sdl smadl-group insurance only
occasondly. Here are two sample views:.

| think [the reform] has done three wonderful things. One is guaranteed
issue; two, they have [set] a cap on what [insurers] can charge you for
renewals; . . . and three, is they give you credit for any preexisting
[exclusion period] you have met on the old plan in the new plan. Those are
three great things.

[This] has been the best thing that has happened to us in a long time. | just
think that Florida has done an exceptionally good job on the reform
system. It's been great for the consumer because everybody has access.
You can keep it after you leave -- portability. Prices are good. And for the
agent, it's been terrific because most of us didn't want to be in the health
insurance business previously. You were in it because it was an
accommodation [to the client] or you used it to get some [other kind of
business] that you wanted. But now a lot of us are in it because it's a good
place to be. It was a great opportunity when it came in. . . . Before health
care reform, . . . if you had any major catastrophic or ongoing claim
situations, then really what would happen [is] the carrier could decline to
guote or price it so that it was priced out of the market. Which really made
it impossible for employers to change if they had somebody who had
ongoing [medical] situations. . . .When an employer calls me now and
wants group insurance, maybe he's never had it before. | know whatever
carrier is the best rate-wise and benefits for them. | don't have to worry
that | can't write the group. . . . It's nice to know when | walk into a group |
don't have to worry about, okay, who do you have that is sick, you know,
what's lurking out there. Because previously, [I| would] go in and start
enrolling and the employer didn't know somebody had a problem until we
started filling out the medical applications and then, oh no, [the insurer
would tell us] we can't do this. And that makes you look bad, and makes
the employer look bad. That's the very best positive sde of small-group
reform. That you don't have to do that anymore.

Ore large insurer shared this view, commenting that reform has smplified busness since
the carier spends much less time than before judtifying underwriting decisons to agents and
employers. Two insurers, one an HMO and another with both indemnity and HMO products,
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liked the fact that the reform law levdled the playing fiddld and made them more competitive by
eliminating risk selection as a badis of competition.

Insurers, however, were much more likely than agents to criticize the reform law. One
insurer acknowledged an increase in enrollment, but said this was not a result of the reform law;
ingead, increased enrollment came from the intense competition among HMOs serving the
Medicare and Medicaid populations which are required to meet quotas for private enrollment in
order to expand their public enrollment. HMOs went aggressively after smdl employers because
this was seen as a source of new private enrollment that had not yet been fully tapped.

Another insurer told us that guaranteed issue had a somewhat negative impact by forcing
the company to drop some plans it was unwilling to sdl on a guaranteed-issue basis, due to
adverse sdection problems discussed below. This forced the carrier to require some renewing
subscribers to switch coverage they liked. The insurer would have preferred to be able to do what
some other daes dlow, which is to keep exising groups in ther medicaly-underwritten policies
and require guaranteed issue of only policies that are being sold to new subscribers.

A number of indemnity insurers viewed Horida in especidly negdive terms -- as a tough
date in which to do busness. They attributed this in pat to the generd market conditions
favoring HMOs, but dso in pat to the reform law and Horida's tough prior-rate-approval
practices. Some of these insurers have pulled out of the state or stopped marketing actively.
Others are Hill in the Sate, in part because they have too much business a stake to give up on the
Florida market, but they reman active in the date with the attitude that the "jury is ill out.”
Almogt no insurer subject we spoke to was highly favorable about the reform law. Nevertheess,
most appear willing to work with the law. One agent summed up nicely by noting, "We heard a
lot of noise from the carriers that they didnt like the [new] system, but everybody seems to be
doingwdl."

The mogt troubling aspect of implementing guaranteed issue that we encountered is the
acknowledgment by amost everyone we asked that some degree of fidd undewriting is
occurring. This term refers to a practice of encouraging agents to screen out applicants they
know or suspect are higher risks. This is a legitimate practice in many parts of the insurance
industry generaly such as property, casudty, and life, because it efficiently avoids unnecessary
work for the insurer and agent, and helps to steer subscribers to the plans and carriers that are
most likely to offer affordable coverage. This practice dso helps to detect when applicants are
not being truthful about their risk factors. In part, this practice and these reasons explan why
agents refer to themseves as underwriters in their professond cetifications and trade
association names, even though they do not perform the full underwriting function that insurers
do in the home office. Neverthdess, for hedth insurance in a guaranteed-issue environment, field
underwriting of this sort is not legitimate and violates the datutory requirement of far
marketing.

A DOI representative confirmed that field underwriting occurs, but explained thet it is difficult to
detect with the department’s available resources. One industry source said that regulators "can't
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hold a candle’ to the creative ahilities of the insurers to encourage risk sdection. The following
extengve discusson with an agent explains how thisworks:

Q:

I've not heard this argued in this state but | have heard it argued in other States
that there is a kind of subtle pressure put on by carriers to do, in effect, fied
underwriting. To not sdl to certain groups. To find ways to avoid sdling to
them.

To pre-underwrite, . . . be selective of what you bring to them.

Q: Doesit happen?

Yes. . . .It depends how loyal [agents] are to their number-one
carrier -- the carrier they place most business with. If a group
comes along that's a really sick group that has lots of problems,
I'm sure they [agents] think twice about it. | don't know any
human being who wouldn't think twice about it. If your livelihood
is coming from one carrier who has taken good care or you, you
don't want to lose that relationship you have with that carrier. It's
ultimately that's how we make a living. . ..

How do [insurers encourage this? | mean youd like to make this sde |
assume?

It's their sales reps. They become your friends. They become who
you depend on and they pull strings for you. They get things
accomplished for you and in return they unsubtly or subtly ask
you to be careful what you send them. . . . It's not anything
official. It's nothing written. It's nothing official. It's more or less, |
scratch your back, you scratch my back.

And how do they scratch your back?

Going the extra [mile] when | have a problem. If I've got a problem
with a case, they'll overextend themselves to see that it gets
corrected. And that really boils down to the more business you
place with a particular carrier, the more they're going to go that
extra mile for you. But in return, they want you to be careful
what you send them.

How can agents be careful ?

Well, when you are talking to an employer, . . . you find out, have
you got any health problems that you are aware of, any large
claims, any ongoing maternities? You field-underwrite it. You ask
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the questions that previously the employees each had to answer,
at least generic questions. Which also not only helps you
determine [whether] that's a really bad account [that] | don't want
to take to my best carrier because my name will be mud there, it
also helps you to determine who's going to give you the best price
for it.

Q: Do agentsthen ultimately place these groups with somebody else?

A: Some of them do. . .. Some agents will probably walk away from
[the group]. Won't even do anything for it. Ignore it.

Q: | see. Sothey just don't call back.

A: Yea. They figure some other agent will come along and they'll
take care of it. | [personally] can't do that. | have a problem with
[doing] that. The [other] guys in [my] office say it's the mothering
in me.

Q: What do the employers do under these circumstances?
A: They're not aware of it.

Q: How extensve is this fiedld underwriting? | mean does it happen a good ded
" orisitavery rarething?

A: | think it was more intense when [guaranteed issue] first began
because we didn't know what it was going to do. . . . [W]e all got
a little gun shy and wanted to make sure that whatever we were
writing was good business so that our market would be there
and we weren't going to have to go out the next year and recreate
the wheel.

In order to gauge the extent and impact of fiedld underwriting, we conducted a market
teding sudy to determine the ability of an actud smdl employer with a high-risk profile to
obtain insurance. A smadl employer composed of two workers in good hedth and one with
juvenile diabetes contacted 17 agents throughout the state to inquire about coverage. No agent
indicated that coverage would be unavailable, and only one indicated that some insurers might be
reluctant to cover this group. Horida agents were highly responsive; only two of the 17 were
rated by the market tester as having a duggish response and none was unreasonable.

3. Micro Groups

The one area where interview subjects most consstently pointed to increased enrollment
is with respect to groups of 1-3 employees, which we refer to as micro-9ze groups. Previoudy,
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many insurers tended to avoid micro groups because they are more costly to sdl and administer
due to diseconomies of scde and because insurers view them as inherently higher risks due to
greater sdlection effects. This forced micro groups in the past to purchase insurance in the
individud market. Extending the amdl-group law down to employer groups of one (i.e, to the
sdf-employed) requires insurers to market their smal-group products to this segment, which
offers the prospect of better coverage a lower prices than is available through the individud
market. This might result in enrollment gains smply due to migration from the individud to the
grdl-group market. Although we were unable to establish this directly, it is noteworthy that
ses in the individud market have dropped ggnificantly following the expandgon of the amal-
group law to one-life groups.

Severd agents noted that the smal-group law has been especidly successful in
dimulating sdes for micro groups. According to one agent, "That's been the best thing that could
have happened.” Severd insurers previoudy never sold to micro groups, or offered only
individua coverage, but now étribute much of their recent enrollment growth to groups under
10 or under five. Evidence of this can be seen in the fact that average group size has dropped
sharply for severd agents and insurers we spoke with. One indemnity insurer sad its average
group size plummeted following the law, from 4-5 employees down to 1-2.

In other respects, the expanson of the law to cover one-life groups has hampered
availability. As explained above, these groups are seen by insurers as inherently less dedsirable
due to greater marketing and adminidrative expense and grester adverse sdection. Two
interview subjects described this didike as rising to "parancia” but severa insurers documented
ther dgnificantly higher dams cods. At one HMO, the clams experience is 22% worse for
one-life groups than for the overdl smdl-group block, and this differentid is increesng. At
another insurer, the loss ratio for its PPO products for groups of 1-2 employees is 25 points
higher than for groups size 39, and 30 points higher than groups size 10-50. These ranges were
confirmed by a third insurer, one specidizing in indemnity products. Although the statute dlows
the preexisting excluson period to be doubled to 24 months for one-life groups, this apparently
has not offst the grester adverse sdection. Moreover, these medica loss ratio figures do not
reflect the increased per-unit marketing and adminigtretive cogts.

Because the rating rules discussed below do not dlow adjustments to reflect these added
costs or selection effects based on group Sze, insurers have adopted a number of drategies to
minimize thelr exposure to micro groups. One indemnity insurer told us this was one among
severd factors in ther decison to withdraw from the market. Another insurer sad that some of
their competitors use the dlowable rating factors such as age or geographic location as proxies
for group Sze, to make their price less dtractive to the smallest groups. Severd agents told us
that insurers are much more demanding about the documentation they require for micro groups
or take longer to give quotes and process applications. For instance:

You can tell [insurers] don't really want that [one-person] business . . . just
because [of their] attitude [toward] them. . . . [Insurers] want every
document; not that you don't rightfully have to get it, but sometimes they
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want a few more documents from a one- person group than they would
from a three-person group. . . .l called the other day on one of the carriers
who had given me a lead. The lady's kidneys need an organ transplant . .
. in a few years possibly. So we were calling underwriting to try to get
them to give a little assurance of what their guidelines are with claims and
all that. And the sales people basically said, hey, we don't even know if
this group is a legitimate group. | said, well if they are not, then the story
is closed. But in the meantime just keep talking to us.

It is noteworthy, however, that sometimes this strategy backfires on insurers. One agent
told us about an insurer that makesit difficult to quaify micro groups:

I give them all my heart transplants and all the good stuff [sarcasm
implied]. 1 have a client recently [in a group under 10] that had a
probability of having a transplant. They liked [this insurer], so | just had
them call in directly.

Insurers respond that problems of group legitimacy and subscriber cheating are indeed
much grester with one-life groups. They observe that it is much easer for one high-risk person
or a family to creste a fictitious busness smply to obtain insurance than it is for larger groups of
unrdlated individuals. One insurer maintains that fraud of this sort is rampant in parts of Horida,
and that agents are facilitating this fraud. Others, however, say thisis not the case.

The most prominent way insurers attempted to avoid micro groups was by dashing their
agent commissons to 1-3%. This was confirmed by dmog dl interview subjects, including
those a the DOI. Smadl-group commissons are usudly in the 58% range, and insurers n other
dates usudly pay higher, not lower, percentages for smaler groups to offset the diseconomies of
scde. For ingance, commissons in the individud market are usudly 10-15%. Although the
daute requires insurers to engage in "far marketing,” the DOl declined for many years to
interpret this as requiring condgtent commissons, believing that its datutory authority to do so
was not aufficiently clear, especidly conddering the tradition of never previoudy having
regulated agent commissons. However, the DOI findly relented to increasng pressure from
agents and other advocates, and in July 1998 issued a directive prohibiting insurers from
lowering commissons based on smdl group szes. The DOl dso warned againgt dow processing
of applications.

Prior to this directive, dmost every mgor insurer except Blue Cross had cut its
commissions to as low as 1% for groups of :3. This had obvious effects on agents interest in
sdling thisbusiness. According to one:

Bringing the guaranteed issue down to one or two lives | think initially . . .
wound up in the beginning increasing our business and so we were happy
about it because we were making money at it. But what has happened
over the last year and a half or so is that all these companies who write
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that business have drastically cut commissions from those groups, so
really you are looking at a loss financially when you consider how much
time you have to put into it. . . .But this is a business, and you know, most
of the agents that | know still will service the client because they feel it is
the right thing to do, and some of them will pass on the business and tell
them to call somebody else.

According to another:

I'm in the phone book for "Group Health Insurance" and "Individual" and |
wish | wasn't. | get probably two, three calls a day [from one-life groups]
and it's not a nice call to have to call back and know that | am going to
waste 15 minutes of my time. And those people want to shop and see
more mail than anybody. | am stereotyping but. . . I lose money when they
call me because | have to pay a secretary, | have to pay postage, | have to
pay for the phone call, and | have to take 15-20 minutes to explain it. And .
.. ifit's for her little Kid, six-years-old, $80 a month is the premium. | think
| get 3% commission on this one, so that's $2.40 a month times a year is
26 bucks. Take out the taxes and | haven't paid the secretary. You see
what | mean? And [they want me to] drive over [to meet them in person].
It's ridiculous.

Smilar comments were quoted in a February 19, 1997, Wall Street Journal aticle on this
subject. One agent said he will not write micro groups as a result of low commissons. "In my
opinion, the insurers just fired the entire saes force” A CHPA director quoted in the same article
sad, "My board and | fed very srongly tha this insults the intent of guaranteed-issue hedth
insurance. . . . It severdy inhibits our ability to serve the smal-group market -- the very people
who need insurance the most.” A July 1998 aticle quotes an agent as reporting that one insurer
"flat out told me to my face over the phone that we don’'t want that business and we want to get
rid of it." This same insurer acknowledged that agents can decide to whom to market and it does
not make sense for them to build up a business based on micro groups.

What many agents tend to do with these unwanted groups is send them to or place them
in the CHPAs. They take this route, even though they otherwise might avoid CHPAS, because it
dlows them to meet their public service obligation and it is much easer to obtain quotes. Also,
CHPAs require new businesses to be in exigence only three months, whereas insurers are
dlowed to demand 1-2 years of prior existence in order to prove legitimacy. CHPAS are dso
somewhat less demanding in paperwork requirements than are some insurers. In contrast, some
agents view sdling through CHPASs as being more work for larger groups because this requires
them to counsd individud employees about the full range of plans rather than sdling a dngle
plan to the entire group. As a consequence, the average group size in CHPA is dragtically lower
than the rest of the smdl-group market, at only about 2.2 employees. CHPAs have been able to
savice primaily the micro market and till retain competitive prices (as discussed below)
because rating rules don't alow insurers to price ther CHPA business differently than their non

Wake Forest University, School of Medicine 20



Horida's Hedlth Insurance Market Reforms

CHPA business unless they have 2,000 livesin CHPA.

We do not intend to paint an entirdy blesk picture of insurance avalability for micro
groups. On the postive sde, recal what was said above that the reform law has greatly increased
gmdl-group enrollment for these groups. Also, our market testing study found in January 1998
that a group of three with one unhedthy worker had no problem finding coverage, that agents
were responsive, and that only one agent out of 17 encouraged coverage through CHPA.

Mogt of the same agents and insurers that complained in our interviews about the
problems with micro groyos acknowledged that the present system is tolerable. Few people
thought that taking these groups increased average rates sufficiently to drive off business from
larger smal groups. The primary attitude was one of concern, described by some as paranoia,
about attracting a disproportionate share of these groups. One feature that buffers againgt this
threet is the reinsurance mechaniam discussed below, which offers generous trestment of high-
risk micro groups by alowing them to be ceded to the reinsurance ol at the group rate rather
than the much higher individud rate that some States require. However, a number of people we
gooke with clearly would prefer that one-life groups not be included in the smdl-group reform.
This view was expressed primarily by insurers, but dso by two agents and one person with the
DOl.

4. Portability, Renewability, and Preexisting Conditions

The portability and preexising condition provisons in the law are widdy popular among
our interview subjects and appear to have been implemented without much difficulty. Severd
agents said something to the effect that these are the "most important” features of the law. No
one complained explicitly that the preexiging limits were too short, or too long, dthough note
the discusson above about the 24-month excluson period for one-life groups. Also, two subjects
observed that some HMOs that origindly had shorter or no preexising excluson periods were
forced by the impogtion of guaranteed issue to impose or lengthen the excluson period. In
addition, a few subjects sad there were some difficulties interpreting or administering portability
provisons, for indance, in deciding what types of prior coverage are Smilar enough to qudlify,
but this concern should be reduced as HIPAA isimplemented.

Smilarly, the guaranteed-renewability provisons were seen favorebly by most interview
subjects. The one concern raised is that these have been interpreted to require insurers to dlow
subscribers to keep the exact same coverage as long as they want, rather than dlowing insurers
to switch subscribers to smilar but updated policies. This forces insurers to keep obsolete
policies in effect that they are no longer maketing and crestes adminigrative difficulties when
insurers attempt to streamline their claims processing and other functions.

5. Overall

On bdance, the insurance reforms in Horida have produced mixed and muted results
with respect to the avalability criterion. These laws have not produced a huge influx of new
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subscribers. However, there has been some increase in smdl-group enrollment. Whether this is
attributable to the law or instead to economic and demographic factors is difficult to disentangle.
Only increased enrollment for micro groups, which has been especidly notable, can be clearly
atributed to the law, dthough even there the smdl-group enrollment gains may come partly or
moglly a the expense of enrollment losses in the individua market. At least it can be sad that
the deterioration in the smdl-group market that preceded these laws has been hated, and
possibly reversed. In addition, coverage is now readily available for high-risk groups.

Avallability appears to be hampered, however, by practices such as covert fied
undewriting and explicit reduction in agent commissons to discourage enrollment of micro
groups. These and some other more isolated practices gppear to conditute manipulation,
circumvention, or perhaps outright violation of the law. Ther aggregate impact is undetermined,
however, and may be dgnificantly blunted by the ready ability to obtan coverage through
CHPA.

B. Affordability

1. Prices

We were not provided with longitudind data adequate to determine the law’'s effects on
marketwide price levels, but there are severa indications that premiums for smdl employers
have held remarkably steady over the past few years, especidly compared with the double-digit
increases that were common in the late 1980s. One agent commented that "it seemed like when
hedth care reform came in . . . the prices dropped about 30%. . . . The pricing was very, very
favorable and 4ill is" One insurer with both indemnity and HMO products showed no increase
in average premiums per enrollee from 1995 to 1996. These average premium figures are not
adjusted for any changes in benefits or for the compodtion of the risk pools. Average premiums
might hold steady only because benefits are being pared back, such as by increasng deductibles
or lowering coverage for prescription drugs, or because subscribers' risk profile is improving.

There are severa other indications, however, that prices are increesing. One sgnificant
insurer with both indemnity and HMO products showed no increase in overdl premiums per
member from 1994 to 1995, but a 12% increase from 1995 to 1996. A second insurer with only
indemnity coverage showed a dmilar pattern. A DOl survey of the top nine indemnity carriers
based on a standard five-member group shows rate increases from January 1993 to January 1996
averaging 45%, but ranging from a 9% rate decrease to a 135% increase over this three-year
gpan. Also, severa agents we interviewed perceived that rate increases have been steep:

Rate increases over the last two years [1996 and 1997] were astronomical.
They're finally calming down, getting back into a normal-type range. |
talked to my counterparts all over the state at state meetings with life
underwriters and it was the same consensus all over the state.

Just to give you an idea: In the [first] six months [of 1997], [for] renewals
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on business that I've had on the books, I've had rate increases that
ranged anywhere from 11% to 102%.

In 1998, interview subjects more consstently reported rate increases in the 7-15% range, for both
indemnity and HMO carriers.

These contradictory indications and views might be the result of different petterns for
different products and insurers. As has been mentioned, the smdl-group laws took effect a the
same time that competition from HMOs was grealy intengfying. This may have caused a
sdection effect in which good risks left indemnity products for HMOs, a the same time tha
HMOs were aggressively pricing their product to obtain market share. Severa interview subjects
gooke of insurers "buying market share meaning they sacrificed profit, or perhaps took losses,
in order to gan volume. Thus, one actuary observed that, a the same time that rates for
indemnity insurance were increasing rapidly, as much as 30% a year, raies for HMO products
were subgtantialy lower, perhaps as much as 40% less. Thus, the average market trend might be
very modest, but different insurers and agents would form radicadly different impressions based
on their experience.

Another explanation for wide differences in perceived pricing is that aggressve pricing
drategies may have led to wide swings in prices from one year to the next for particular insurers.
We heard from severd different sources that in 1994, the first year of marketwide guaranteed
issue and modified community rating, a number of indemnity insurers kept ther rate increases
very low, expecting that others were doing the same, and later found out that they had
underpriced. As a result, they attracted too many bad risks. In order to make up sgnificant
loses, they then increased rates deeply, which severdy hurt ther new erdiment in the
subsequent year, leaving them trapped in a pogtion from which they might not ever be able to
recover. Under different rating and regulatory rules, they might have been adle to close off a
block of bad busness by not sdling exising policies to new subscribers, and then creeting new
policies that are dightly different and priced dtractively in order to gan new enrollment. But
guaranteed renewd and portability, coupled with the modified community rating rules in Horida,
effectively keep insurers from segregating their bad risks from their newer, good risk pools in
this fashion, which is quite common in other Sates The law was intended to have this result
because some insurers were using the more flexible rating rules to aggressvely “"churn" their
accounts. But, diminating this flexibility dso has the effect of hampering insurers with bad risk
pools from competing effectively for new business. One agent explained the result in the market:

I remember [just before] January 1, 1994 [when guaranteed issue took
effect], one carrier that | obtained a quote from in November. This is an
eight or 10-life case. And actually the rate that | got for a December 1
effective date was about 15% higher than the one in January on a
guaranteed-issue basis. So different companies use different philosophies
as far as getting into the market. | think the quality carriers, and this
particular carrier is a first-class company, they took the attitude, well we're
going to use Group Insurance 101 from the CLU [certified life underwriters]
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course and we're going to try and get as many lives on the books as we
can. We know we're going to get some of the bad, but we want as many of
the good that we can. Unfortunately what happened to them is that it blew
them out of the water and they're still really not in the marketplace from a
price standpoint as a result of the losses experienced in the 18 months
that they were really aggressively seeking market share.

Q: Okay. Sothey underpriced and then they ended up getting some bad business.
A: They got nailed.

We heard the same dtory from three other indemnity insurers. One of these explained that
"we tried like crazy" to day in the market with guaranteed issue and modified community rating,
but the carrier "severdy underpriced" in 1994, with rate increases of only 4%, because it thought
others were doing the same and it wanted to remain. But, when clams darted to come in, it
found that it had "redly screwed up.” The company had targeted a72% loss ratio and ended up
with 92%. (These figures represent only the portion of premium paid out as medicd clams, not
the expenses of <dling and adminigration, which run 10-20%.) "Once you make this kind of
mistake, you can't ever recover,” this actuary sad. These cariers attributed the inability to
recover not only to the ratiing rules desdgned to diminate churning, but dso to the fact that
Forida, gpat from the smdl-group laws, requires prior gpprova by the DOI for increases in
average rates ("trend"). These insurers complained thet this rate review authority, which does not
exig in many other states, has been used to ratchet down their requests for rate increases, which
keeps them from recouping their full losses even when ther requests are actuaridly judtified. Of
these four insurers, three have ether officidly or effectively withdrawn from the market, and one
is dill gruggling to stay in and compete, dthough it indicates that the "jury is gill out” on
whether it will remain active in the Horida market.

It is a separate question whether and which of these mixed results are attributable to the
reform law or to underlying market conditions. The intensdy competitive environment that kept
marketwide averages down but that aso led to difficult or disastrous pricing decisons, generdly
exigds across the country, in large part due to the shift to managed care. Of course, these reform
laws dso were enacted across the country, and it is possible that they fecilitated or precipitated
the move to managed care. We discuss that possibility more below. For the moment, though, we
turn our atention to more direct impacts of the reform law on average prices.

2. Adverse Selection Against the Market

We evduated the extent to which the reform lav may have increased average prices and
destabilized the market by causng adverse sdection againg the maket as a whole. Rating
redrictions have this potentid by increasng codts for hedthier subscribers, thereby a the margin
driving some from the market, and by lowering costs for higher risks, thereby attracting more
into the market. This rate compression, coupled with guaranteed issue, was expected to increase
average prices noticesbly. Again, we lack aufficient data over time to make a conclusve
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determination of whether this actualy occurred in Florida, so we turn to more subjective and
anecdotd indications, which again prove to be somewhat incons stent.

Data from insurers suggest that some degree of adverse sdlection has occurred. At one
large insurer with both HMO and indemnity products, loss ratios for various smdl-group
products have increased from 60-70% in 1994 to 80-100% in 1996. Loss ratios are affected by
both claims and prices, however, and so this worsening Stuation may be due to ntensfied price
competition rather than increasing clams. More reveding are the average clams per smdl-group
enrollee. Two insurers, one indemnity and one mixed HMO/indemnity, show a sharp increase in
average clams from 1994 to 1996. For the indemnity insurer, average clams went from $1,976
to $2,354 to $3,380. For the mixed insurer, claims increased from $2,337 to $2,653 to $2,844.
An HMO told us that, before 1994, it offered the same rate to small groups and larger groups, but
now the smdler groups pay 9% more due mosly to higher dams codts, and the differentid is
growing. However, average clams a another insurer, one with both indemnity and HMO
products, dropped from $1,311 in 1995 to $1,194 in 1996.

Another insurer we spoke with conducted a detailed study of the extent of adverse
sdection in its andl, but substantid, block of indemnity subscribers (accounting for 34% of the
market). It tracked the number of enrollees that it classfied as substandard risks. As a portion of
new subscribers, substandard risks in Florida increased from 2.6% in 1993 to 13.5% in 1995. In
199, these substandard risks generated clams that were about three times higher than for
dandard risks. As a consequence, average clams per covered life for Forida policies tha this
indemnity insurer has issued Snce 1993 doubled from 1993 to 1995.

These isolated figures are not fully reveding for severa reasons. As before, they are not
adjusted for changes in benefits. Also, they reflect only a smdl portion of the market, and may
come from companies who, due to bad luck or to market conditions, have suffered more severe
adverse sdection than others. For ingance, the rgpid movement to HMOs has |eft insurers with
only indemnity plans holding worse risks sdnce HMOs are thought to attract hedthier
subscribers, and in genera subscribers are less indlined to switch insurance if they are in the
midst of treatment.

Subjective opinions on the question of marketwide adverse sdection are somewhat
mixed. A gmilar dudy to ours that was done by Lazarus and Associates in 1995 found that
adverse sdection was not sgnificant. According to one of their interview subjects, "Wha
happened is that we [the carierg dl traded bad busness in 1994. The net effect was minimal."
Other subjects in the Lazarus study said that clams went up just a few points, as expected, which
was "no big ded." We heard the same view from a severd of our subjects. They observed that
andl-group rates have behaved pretty much in sync with large group rates. However, others
thought differently, saying that prices are heating up more for smal groups than large groups.
Here are the thoughts of two agents:

Now that the guaranteed-issue claims are matured -- the cancers and
hearts and the AIDS [cases] that they didn't have to take previously that
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now they're taking at face value [i.e., community rates] -- [these cases]
have started to mature and the premiums are creeping up and it’s getting
very expensive in Florida to get health insurance.

It took about 18 months for it to really heat up. The marketplace really
heated up from a pricing standpoint. | mean, you read in the trade
publications that the cost of medical care is flat. Well, it wasn't in Florida
because of the loss ratios justifying more significant increases.

Another agent said the pattern was just the opposte initidly high increases, but now leveling
off.

Rates have gone up. There's no question, especially the first couple of
years after we had guaranteed issuance we had huge increases. . . . It
was not unusual to see increases of 30-40% a year. | would say this year
[Spring 1997] the renewals that | have for my businesses are leveling out
and most of them are probably between 7 and 10%, which is good.

So far, we have discussed manly the effects of reform on average prices, ether
marketwide or for particular carriers. Also important, however, are the effects on prices for
individua subscribers a ether the high end or the low end of the range in prices Modified
community rating requires price reductions for some groups but price increases for others. We
inquired whether the move to modified community rating resulted in any “"rate shock” in which
some subscribers received large increases and decided to drop coverage. Some subjects
reponded that they heard of a number of vocd complants a the time modified community
rating took effect when some groups received steep rate increases. One insurer said that some of
its lowest-risk groups received increases of 30-40%. On the other hand, some of its poor risks
had no increese or even a 15% reduction. Here is one agent's account:

A: | had, probably, six groups where the premiums went down, out of say 130
[groups]. So, it helped those six people. Those were the only six people that
the rates brought it down. Everybody else got a regular adjustment.

Q: And did any of the groups that you had out of that 130 get a huge increase?

A: Some of them did. . . . | believe | remember one being up to 50%.
Q: Would you hazard a guess as to how many that might have happened?

A: About two that | can think of, two to three.

Some of the outcry was precipitated by insurers and agents who, when they sent out notices of
rate increases to subscribers, explained that the incresse was mainly due to the recent small-
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group reform, and encouraged subscribers to write their legidators and cdl the insurance
department to complain.

However, few of our subjects thought that this resulted in groups dropping coverage.
Usudly, dfter these groups came to understand the reason for the increase and learned that they
could not obtain better prices elsewhere, they ended up keeping their coverage, or perhaps they
opted for lower benefits or for a managed care plan. The agent last quoted explained:

Q: Did you lose any of those groups . . . that got [large increases]? What did they
say to you when they got that kind of an increase?

A: They say the same thing that everybody else would, whether
they get a dollar increase or a hundred-dollar increase: "It's not
right and it's not fair." And then | say, "l agree, but let me show
you what the market bears." Then we do a spreadsheet and they
decide if it's the best deal to stay or move.

Another agent confirmed:

| haven't had anybody totally cut their insurance out yet. I've had some
threaten -- you know, they can't afford to keep doing this. But currently |
haven't had any employer do away with their health insurance because of
small-group reforms and the rate increases. They've just made changes in
their plans. They've gone to a lot higher deductibles. Or the employee is
having to pay more of the premium.

It may be possble, though, that rate increases caused some individuds within covered
groups to decline coverage offered by their employer.

Rating rules dso have the potentia to increase costs and deter coverage for particular
demographic groups, depending on which rating factors are alowed for gender and family
composition. The agent last quoted explained that it is now more codly for single parents since
dlowable family compogtion factors do not distinguish various family Szes

I had one particular carrier that would give you [separate rates for] an
employee, an employee plus spouse, an employee plus one child, an
employee plus two children, . . . and for up to three children, which helped
the single parent. The parent who was by themselves, who only had one
child, got a much-reduced rate versus an employee who maybe had two or
three children. . . . The state said that you couldn't do that anymore. . .. So
it really hurt the single moms out there that had one child. It really
impacted . . . quite a few of my groups where the employees maybe
couldn't even afford to [keep] their child [on their insurance] anymore.
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3. Particular Rating Practices

We heard of some additiona, more subtle, effects of the raing rules and ways in which
some insurers use them to their advantage. One insurer subject said that some other insurers were
manipulating compogite reting techniques to cregte rates that were lower for lower-risk groups
than would be the case if norma rate tables were used. We do not fully understand how this
would be accomplished, and we did not hear this from other sources. Perhaps this refers to a
technique mentioned by two other sources, who said that some insurers have found various ways
to load the dlowable rating factors to produce higher rates for less attractive groups. One
example is usng seeper age and gender dopes than actuarid data jugtify to attract more younger
subscribers or to avoid micro groups, based on demographic caculations about the composition
of these groups.

Geographic rating factors were adso cited by two sources as problematic. FHorida rating
rules alow separate rates for each county, rather than grouping by metropolitan areas or larger
population blocks. This dlows insurers to set rates that are relativey more or less attractive for
different economic and industry characteristics of the populations. One agent explained this as
follows.

[Insurers] look at a county and they go, okay, that county is mostly blue
collar or fishing industry. . . . For example, [Outlying] is the county next to
us. Their rates are 15% higher than [Center City] rates. And I've argued
with carriers that it doesn't make sense because the groups in [Outlying]
County are going to come to [Center City] for their care. There isn't
anything in [Outlying] County. They don't even have a hospital. So the
rationale is not there. In fact, . . . | am meeting with two underwriters on
Tuesday to argue some of my points with them. | don't see their logic in
how they're doing their community rating, . . . looking at the county as the
type of industries that are mainly in there and using those factors. . .
.[Center City] is considered a white-collar county. Mostly white-collar
business here, . . . very little industry. Then you go look at [Outlying
County], which is mainly a fishing industry, a lot of blue-collar workers
there, and they're getting impacted.

Despite the mixed and often contradictory aspects of these opinions and data, the overal
impresson is tha smdl-group reform has not had a srong negative impact on affordability in
Florida. The smal-group market is intensdy price competitive. Despite some dramétic price
increases for a number of insurers and subscribers, and despite fluctuations in price in different
years, the overdl trend of prices in FHorida appears to be moderate. Several interview subjects
commented that the raing limits are working reasonably well and were implemented without
undue disruption, in large part because they were phased in over severa years. This is not to say
there have been no disuptions and no complaints. Clearly there have been. But prices overdl
remain affordable.
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C. Market Competition

1. Market Concentration and Choice

As noted above, the hedth insurance market for smdl employers in Horida has been a
highly competitive one over the past severd years. This can be seen in severd ways. Looking
fird a dructurd features, dthough the totd number of cariers registered to sdl smdl-group
insurance declined sharply following enactment of the smal-group law, from over 200 to about
100, there are dill a large number of insurers in the market. Mogt of those who left had very
andl market shares and weren't "committed”" to the market, so that the competition among those
who remain is, in the words of one insurer subject, "much fiercer." Smaller insurers were not the
only ones to leave the market, however. According to several subjects, the insurers who
officaly or effectively left the market induded some with large blocks of busness and some of
the largest and most recognizable insurers in the country. Some insurers who reman in the
market do so only marginaly, in order to keep the business of renewing subscribers, but they do
not offer rates that are atractive for new subscribers since rating rules do not permit insurers to
st lower rates for new versus renewing busness. If an insurer cannot offer a competitive
community rate, then it faces the choice of ether cancding dl its smal-group business and
leaving the date entirdly, in which case it cannot return for a number of years, or keeping its
renewing subscribers and setting rates high enough to anticipate the adverse sdection that
inevitably affects a block of business that is not atracting new subscribers (for reasons described
more below). The consequence is tha many of the agpproximatdy 100 insurers that are
technicdly in the market do not effectively contribute to its price competitiveness or diverdty in
product offerings.

It is aso of some concern that the Forida smal-group market is becoming increasngly
concentrated. According to the Lazarus and Associates 1995 report, in 1993 about 50% of the
market was held by the four largest insurers. However, in 1998, the top hdf the market was
composed of only two five firms, United and Blue Cross, with Humana a very dose third. Only
five insurers have more than 5% of the market.

Neverthdess, market vibrancy is indicated by the noticeable increase in the number of
gmaler, new HMOs serving more locad markets. There has dso been a dramatic increase in
HMO enrollment, both with established carriers and new market entrants. By the end of 1997,
HMOs accounted for over hdf of smdl-group enrollment, and the vast mgority of indemnity
enrollment was in PPOs. One independent firm that manages a large block of smadl-group
business for severa insurers conducted focus groups with smal business owners and found thét,
prior to reform, fewer than 10% were inclined to purchase HMO coverage whereas two-thirds
were inclined to purchase indemnity coverage, but after reform these ratios were reversed. In our
market testing study, 60% of the agents recommended HMO coverage and none recommended
indemnity, dthough indemnity was offered dong with HMO coverage by 70% of the agents.
Whether or not these are positive devel opments depends on one's view of managed care.

These mixed indicators of market concentration are reflected in the mixed views we
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heard from agents. In the view of some, like the following, the market ill has a good aray of
optionsto choose from:

I know that a few carriers left [when the small-group laws were enacted],
but not any of the major players, . . . because | was dealing with most
companies that | am dealing with today. So most of them just adapted and
moved forward.

In the view of others however, there ae dgnificantly fewer competitors, with mixed
conseguences.

It [small-group reform] really took a lot of the players out of Florida. A lot of
the insurance companies that were writing small groups from one to 50
lives in Florida decided that they didn't want to abide by all these
regulations and be controlled by the state. Therefore they pulled their
product out or they pulled out of the state of Florida completely. So over the
last three years we're really getting down to the cream of the crop. The
ones that are really going to stay in it for the long haul. . . . [Ijn Tallahassee
it's had a very adverse effect. We had numerous carriers who would write
business here and [now] we're down to just a handful of carriers that will
even do business in Tallahassee or that are even competitive. . . . Principal
is the only one [left] that is a large name carrier. The rest of them are
smaller carriers not as highly rated on Best ratings.

These differing perceptions may be due to the fact that each insurer is not equdly active
in every pat of the state, so that the amount of effective competition in one area may ke much
less than in another. Differing perceptions may be due dso to agents preferences for indemnity
versus managed care. The agent last quoted, for instance, appears to us to be spesking primarily
of indemnity offerings and does not reflect the fact thet there are severd new HMOs competing
in the Tdlahassee market.

Indeed, the reduced presence of indemnity offerings is noticegble throughout the smal-
group market, both in Horida and many other dtates. Traditiond indemnity products are virtualy
nonexistent in the CHPASs, which are dominated by HMO and PPO products. Severa subjects
sad the same was hgppening in the rest of the Florida market, namdy, that traditiond indemnity
is "drying up" and has "shrunk to nothing." According to one agent, "Weve seen [some] carriers
pull indemnity and PPO plans off the markets so the only things they're doing now are HMOs
and point-of-service plans” Those insurers that keep ther indemnity products are raisng
deductiblesrapidly:

You don't see a $100 deductible anymore. You don't see, or hardly ever
see, a $200 or $250 deductible. . . . The deductibles are up to $300, $500.
I've got them as high as $1,000.
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These trends are driven by concerns over adverse sdection. Indemnity products are
thought to be favored by patients who are chronicdly ill or anticipaie the need for expensve
treetment because they dlow greater choice of specidists and scker patients prefer lower
deductibles and more generous coverage of prescriptions. In a guaranteed-issue environment,
insurers fear that having the most generous benefits will atract dl of the worst kinds of cases
like AIDS and severe diabetes. These concerns increese as the degree of sdection that
subscribers have increases. This is primary explanation given for why indemnity products are
amog entirely unavailable in the CHPAs.

A final concern about coverage options expressed by one agent is that some insurers are
sting savere limits on what they will pay for out-of-network services in PPO and POS plans.
This exposes subscribers to much greater out-of-pocket expense than their stated deductible,
copayment, and out-of-pocket maximums, snce out-of-network providers are not subject to
negotiated discounts and so can hill patients for the full amount of unreimbursed charges. This
can result in subscribers incurring huge uninsured liability without redlizing it.

2. Price Competition

As previoudy noted, the smdl-group market in Forida is widey regarded as being
highly price compstitive. 1t could be expected that this price competitiveness would be reflected
in data about insurers reldive prices We looked a insurers average premiums for adl small-
group enrollees among the top 10 insurers in 1995, which represent 69% of the tota market.
These figures are displayed in Table 5. One important cavest: these premium averages are only
gpproximations of relative price, ance they do not account for differences in benefit packages
among insurers, or for differences in the respective risk pools (eg., having relatively younger or
older policyholders). Therefore, these figures do not, gtrictly speeking, compare apples to apples.
Neverthdess, they are the best insght we have, and we think they are reasonable
gpproximeations.

Examination of Table 5 reveds severd interesting facts. Fird, there is surprisng spread
in premiums even among the top 10, with the highest average premium amost Sx times greater
than the lowest. This is far greater than we have seen in other dates. However, if the high-cost
outlier is dropped (Humana Hedth), this multiple drops consderably, to 3.5, ill high, but in line

Table 5

Premium Variation for Top Small-Group Carriers, 1995*

Market Monthly Difference

Prem/
Carrier Share Enrollee Fro_m
Median
Health Options 11.4% $82.57 $(61.10)
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Travelers 8.7% 105.21 (38.45)

Av-Med 4.1% 108.79 (34.87)
(19.78)

United Wisconsin Life 6.6% 123.89

Pan American Life 7.9% 139.39 (4.27)

John Alden 14.2% 147.94 4.27

Blue Cross/Blue Shield 15.5% 158.02 14.35

Humana Medical Plan 10.7% 288.60 144.94

Principal Mutual Life 14.6% 289.27 145.60

Humana Health Ins.** 6.3% 478.73 335.06

Total 100.0%

Median Prem/Enrollee $143.67

Mkt Share at/below Median 38.6%

Prem/Enrollee Spread $396.16

High Prem/Low Prem 5.80

* Top carriers by premium volume; includes CHPA sales
** Does not include small groups prior to 1994

Source: FL Division of Insurer Services Quarterly Enroliment and
Gross Annual Premium reports, 12/95

with other dates we have andyzed. Moreover, the insurers with premiums a or below the
median have 51% of the market share among these top firms. Findly, in our market testing
study, the price quotes we teceived from agents across the date fell within a much tighter range,
with spreads of 1.17-1.57 to 1, depending on group size and type of product. * The overal

! These price quotes are for the coverage that most closely matched a specified benefit package, but there was some
variation in covered benefits among insurers. Also, these quotes come from locations across the state and so reflect
some price variability dueto regional cost differences.
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impression, then, is that this is a competitive and rationd market, with respect to price. Thisis
confirmed by the andysis of CHPA premiums, which is discussed below.

Ancther indication of price competitiveness is the high loss ratio that many market
leaders experience, which could mean that competition is forcing insurers to cut ther profit
margins, or for some to take ggnificant losses. In 1996, hdf of the top dozen smdl-group
insurers had loss ratios for their smal-group nongtatutory policies (their most popular products)
in the 88-98% range, which is quite high given the additiond costs of marketing and
adminigration. Only three of the top dozen insurers have loss ratios below 80% (ranging from 64
to 79%).

Not everyone views this degree of price competitiveness in podtive terms. Some
interview subjects characterize aggressve pricing as "low-bdling’ or "buying maket share”
Others observe that lower premiums by new market entrants reflect a degree of biased sdection
ance, dl other things being equd, newer risk pools are hedthier than older ones. This is due to
two factors new subscribers are gill subject to preexisting condition exclusons, and people with
hedth problems are reluctant to switch insurance in the midst of treetment (so even without
underwriting, new subscribers tend to be hedthier than renewing subscribers). Insurers may try
to seize on this advantage by creating new subsidiaries or product offerings to separate their new
subscribers from thelr existing pools. This results in a Stuation that some subjects viewed as an
unhedthy degree of market volatility. Others, naurdly, might view this as favorable price
competition and product innovation.

Regardless, it is not clear whether these competitive market characterisics are a
consequence of these reform laws. The market was aready competitive to some degree before
these laws but the laws gppear to have amplified the extent of price competition. Firg,
portability makes it eader for subscribers to switch insurers in order to save a few dollars.
Insurers in other dtates report that their retention (or persstence) rates (the percentage of
subscribers that renew, or the length of time they day with the carrier) have dropped
ggnificantly following enactment of these laws. This can be seen to some extent in Table 4
(adthough we don't have the comparaive information for pre-reform years), which reveds that
for every 10 new subscribers that an insurer atracted in 1995-1996 outsde of CHPA, it lost
agoproximately 7-8 existing subscribers. This table, in combination with Table 3, dso shows that
10-14% of exiging non-CHPA subscribers switched insurers each quarter, amounting to about a
quarter of subscribers that year.

Smdl-group reforms aso contribute to the sdection effects that favor new entrants.
Guaranteed renewability ensures that unhedthy subscribers can keep their coverage, thereby
magnifying the difference between newly-enrolled and renewed subscriber pools. Modified
community rating keeps insurers from edtablishing different rates for different risk pools if the
benefits are the same, which keeps them from competing directly with new market entrants by
offering lower rates for newer business.

It is debatable how serious a problem this is. Undoubtedly, some insurers are hit harder
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by these sdection effects than are others, which is unfar and undermines the god of usng
compstitive forces to promote true economic efficiency. On the other hand, the effects of
favorable sdection wear off rather rapidly, and so new insurers often find that they have to rase
their rates Steeply after just a year or two, especidly if they underpriced initidly rdative to the
riks they receved. If <o, ther enrollment will deteriorate rgpidy Snce exising hedthy
subscribers will leave and they will not atract new enrollees. This is illustrated by the experience
of severd established insurers described above that badly underpriced in the first year of the full
reforms (1994). Also, subjects in 1998 said that low-balling tactics are no longer as prevalent as
they once were.

It is aso debatable whether the reform law is respongble for the increased enrollment in
HMOs. Mogt interview subjects opined that it is not, snce the movement to managed care
gopears to be happening nationwide and independent of these laws. They viewed the smal-group
market as amply the next logica place for HMOs to look for sdes growth after the large group
market began to become saturated. One interview subject a& an HMO made a forceful argument
that HMOs are desperate for market share because they must increase their private enrollment n
order to take on more Medicare and Medicad enrolless, under a rule no longer in effect, that
required a least 50% private enrollment. This subject attributed the intensfied HMO
competition in the smdl-group market directly to this motivation, since the larger group market
was much more saturated with managed care than the small-group segment.

On the other hand, the movement to managed care in the smal-group market largey
coincides with the smdl-group reform law, and this coincidence has happened in most other
dates. There are several possible theories about why the law might have helped to precipitate the
move to managed care. Frd, since HMOs customarily offer open enrollment and modified
community rating, these laws helped to level the playing fidd by requiring other insurers to do
business on the same terms. Second, to the extent these laws caused any rate-shock effect, they
may have provoked indemnity subscribers to look around for dternaives more aggressively than
if prices had continued to climb at a more gradua pace. These speculaions were confirmed by
severd interview subjects. One agent observed that indemnity prices indeed rose steeply in 1994,
a least for some insurers. One insurer with both indemnity and HMO products said that the
reform lawv was directly responsble for making the smdl-group market a "mgor target” for ther
HMO products. Another HMO, however, characterized its marketing attitude and that of some
other HMOs toward the small-group segment as "benign neglect” or orly a "tepid embracing,”
but this subject dso thought this attitude was a mistake.

3. Standardized Benefit Plans

Another way the reform law might promote price competition is by creating standardized
benefit packages. Hidoricdly, one problem with price shopping is tha intricacies in benefit
packages have made it extremey difficult to evauate comparable products. Eliminating this
confusion is one reason the law requires insurers to offer datutory benefit plans and requires dl
plans to contain a minimum set of benefits. We evduated the extent to which the law is meeting
these objectives.
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On the podtive sde, severd agents commented that benefit plans are indeed becoming
more smilar, even in the nonsandard plans. "Youre no [longer] seeing the mgor differences
between one carrier and another, between the Cadillac and the Volkswagen." But most subjects
thought the datutory plans have had little effect. Firs, very few ae beng sold outsde the
CHPAs. Severd agents had not sold a single one. Ore agent, who actudly served on the
committee that formulated the Statutory benefit packages, commented that "standard and basic
plans need to be offered by dl cariers, | have not written one” Statewide, the Statutory plans
accounted for less than 5% of new smdl-group sales outside the CHPAS in 1996 (Table 4). The
basc plan is especidly unattractive, accounting for .1% of new nonCHPA sdes in tha same
period -- that is, only one out of 1,000 new subscribers. However, marketwide, statutory plans
accounted for 8% of totd smal-group enrollment at the end of 1997.

The most common explanation for these low sdes is that the benefits are too unattractive,
especidly in the basic plan. According to one agent:

If you look at the plan, the basic is more or less not worth the paper it's
written on. | mean it is just so limited [in] benefits and the cost is not, not a
huge difference between the basic and standard for most carriers. . . . It's
like why bother almost, when they can buy up to the next higher level for
not normally a great deal of difference.

The gandard plan is seen in somewha more favorable terms, but it too has benefit limits
that agents do not view favorably, such as lifeime maximums and limits on mentd hedth
coverage and organ trangplants. "Why write a plan that has a million-dollar maximum when you
can write a plan that is unlimited for two or three or five percent more money? It just doesn't
make any sene.”

In response to these complaints, regulators have dlowed variations in the statutory benefits that
result in standardized plans whose coverage is much closer to what is avalable "on the dreet.”
Sdes of these "plus plans’ and "standard plans with riders’ now account for most of the statutory
plans sold -- 77% in the fourth quarter of 1996 (Table 4). On learning about the availability of
these new, more flexible versons of the standardized plans, one agent sad, "Gee whiz! | wish
they had that atitude to begin with."

Another explanation for the low sdes of datutory plans is the negative perception that
some people atach to a plan whose benefits ae st by government regulation:

A: Usually when you mention to a client, "Listen we have this
available through the state of Florida," | don't know how or why
but when it comes to being provided by a government agency,
people seem to be turned off by that and [would] rather purchase
health insurance through the private sector.
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Q: OK, now, hdp me with [understanding] tha a litle bit because my
understanding was that ... the state actudly has nothing to do with that plan?

A: Yeah, but as long as people think that, perception is reality.
Q: But do you tell them that it's a sate plan?

A: No, no, absolutely. | just say it is the basic and standard plans
that are provided through, I'm not saying that it's the state, but
it's really provided because the state has made them available.

A further explanation is tha most insurers choose not to actively market these plans. In
contrast with the dick, color brochures that insurers usudly use for ther own plans, for the
datutory plans insurers & best provide a plain, sngle-page summary of benefits. More often,
they provide nothing at al, leaving to the agent the task of explaining the plan contents. This,
coupled with the government taint, creates a distinct marketing void. Here is how one agent put
thispoint:

I would not say that [the standard plan] is marketed by companies. . .. A
lot of times when we get called by people, a lot of people already have an
idea of what they want. And so, you know, you are going to give them
what they want and not try to sell them what they don't want. . . . You
know some of that has to do with marketing. | mean you're talking the
"basic and the standard" plan with the state of Florida. If they called it the
Flamingo Plan like they do for Lotto, maybe people would flock to it, | don't
know. But because it is very mundane -- "basic and standard" -- | just
don't think it has a whole lot of appeal.

Non-sandard benefit plans ("dreet plans’) are marketed much more effectively because
both insurers and purchasers like to individuadize their benefit packages. For insurers, this is one
way to express their product and corporate identity and so attempt to digtinguish themselves from
their competitors. Another explanation we were given in other dates, but not so much in Florida,
is that adminigering the dautory plans is difficult and expensve. When insurers create and
modify their own benefit packages, they make certain sysem changes that help to automate
rating and clams processng decisons. This automation comes & an expense, but if it is not
done, rating and clams processing by hand is much more time consuming. Standardized benefits
can dso be dructured in a way tha is incompatible with the insurer’s system. For ingtance,
hospitd benefits might be structured by days, dollar amounts, or diagnoss. A system designed
for one structure does not adapt well to a different structure in benefits.

Neverthdess, sdes of the standardized plans are sgnificant. They accounted for admost
10,000 new sdes in the fourth quarter of 1996 (Table 4) and for about 150,000 covered lives at
the end of 1997. Even if datutory plans are not sdling as wel as anticipated, the availability of
sandardized plans can facilitate comparison pricing by serving as a barometer of an insurer’s
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ovedl price competitiveness. This reference pricing function is enhanced by the presence of
CHPAS, as described in more detail below.

4. Non-price Competition

These laws were dso intended by some proponents to dter the nature of non-price
competition. Traditiondly, insurers competed primarily based on ther &bility to sdect and
accurately price risks, and by tailoring their benefits package to consumer preferences. These
laws were expected to greeatly reduce the amount of risk selection and to move the market toward
more standardized benefits. We evauated their performance in this regard aso.

induding the amdl-group segment, primarily as a result of rgpidly increesng penetration of
managed care. This has focused competitive pressures on price and on the dructure of the
insurance plan. Whether these developments are attributable to these reform laws is debated
above. Mogt interview subjects believed they are independent of the law, athough we theorize
that the law may have stimulated or catalyzed these devel opments.

In any event, the result is that insurers are competing much more on the basis of their ability to
control the underlying cods of treatment rather than on the bass of ther ability to sdect risk.
According to one of the interview subjects quoted in the 1995 Lazarus report, "The whole game
has changed. It used to be underwriting, risk sdection and clams invedigation; now it's
networks and managed care” This view was confirmed by one insurer we spoke with, who
explained that the smal-group reform law encouraged that carrier to pursue HMO products more
aggressvely, redizing that the ability to profit through risk sdection is now greatly diminished
and 0 the company is now able to compete more effectively using its expertise in managing
cae. An agent further explained that, except for the reinsurance decison discussed beow,
medica underwriting has virtualy disgppeared:

Q: Wl what about field underwriting, does that go on?

A: Not in the small-group market cause it's not even an issue.
Carriers in Florida can ask health questions if they are . . .
reinsuring carriers, for the purposes of reinsuring only. They
cannot use any of the information they obtain on the health
statements to underwrite the case because there is no medical
underwriting. . . . Most of the carriers down here now aren't even
. . . bothering to ask health questions.

Whether or not this is a pogtive development depends on on€'s view of managed care.
Indemnity insurers complain that the reform law unfarly keeps them from competing with
HMOs by denying them the only ability they have to reduce prices, namdy, to adjust rates to
reflect hedth daus This, they bdieve reaults in adverse sdection agangt indemnity products,
which makes them uncompetitive and threatens to reduce product choice. Despite these concerns
and a large reduction in the number of indemnity insurers and in ther market share, there is 4ill
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ample product choicein the smadl-group market.

Wha is noticesbly absent in the smdl-group market is any form of competition based on
outcome measures of qudity. Naurdly, this is rdevant only to HMOs since indemnity insurers
are not in a pogtion to monitor or influence the qudity of care, and one of the sdling points of
indemnity coverage is that subscribers are free to make their own decisons about which are the
best providers. However, given the penetration of HMOs, one might expect a least some
compstitive focus on qudity of care measures. To the contrary, in the vocabulary of most agents,
"qudity" refers to the richness of the bendfits, the sze of the provider network, and to how
promptly and hasde-free clams are pad, not to the qudity of care ddivered. We reviewed the
sdes literature from leading insurers, including HMOs, targeted to the smadl-group market and
found dmost no reference to outcome measures of quality such as the HEDIS measures
developed by Nationd Committee on Qudity Assurance. At mogt, there were passng generic
references to the qudity of providers in the network. The focus of dmost al of the sdes
literature is on the particulars of the benefit packages, and for HMOs on the compostion of the
network. Much of insurers drategic market postioning appears focused on differences in
benefit packages. Mogst sdles brochures offer a dizzying array of ways to mix and match various
components of coverage such as deductibles, copayment levels, maximum payouts, and various
riders for prescription drug benefits or menta hedlth coverage.

The same is true for the most pat even within the CHPAs. They were supposed to
embody the pure form of managed competition that focuses competition entirdy on price and
outcome-based quality, with most benefit differences neutralized. But the CHPAs are only now
beginning to look a the posshbility of usng smple patient satisfaction measures. The use of
HEDIS type outcome messures is 4ill a topic under study, but for implementation a an
undefined future point. One CHPA administrator expressed his disappointment by dteting thet he
came to the job thinking he would be a reformer and innovator, working with techniques such as
outcome measures of qudity, but he quickly discovered that his man job is to sdl as much
insurance as possble and to leave the high-minded idedls for a future time when there are a
aufficient number of enralleesto judtify the effort.

As a consequence, the Horida small-group market, smilar to others we have studied, is
far from the modd envisoned by some reformers. Even though insurers do not use risk sdection
to the same extent as before, risk sdection was acknowledged by virtudly dl of our interview
subjects to ill reman as an important, and perhgps the most important, factor determining
inaurers  profitability. Risk differentids dill exig among insurers for a variety of possble
reesons. Firs, insurers entered the reformed market with varying degrees of risk in thar
subscriber  pools, and these historicd patterns may have perssted. Second, insurers have
available a number of covert risk sdection techniques described above which may result in ther
sysematicdly attracting better risks. Some of these techniques are perfectly legitimate, such as
crafting benefit packages to apped to hedthier subscribers, others are not legitimate or are of
quedionable legdity, such as encouraging fiedld underwriting. Third, risk differentids may exis
by virtue of subscribers natural preferences, such as the tendency of sicker people to prefer
indemnity over HMO coverage, or the reluctance of scker subscribers to switch insurers with a
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resulting advantage for newer market entrants. As a consequence, rae differences may dill
reflect risk segmentation to a cordderable extent rather than underlying efficiency in the form of
insurance or the delivery of medica care.

We have not been able to disentangle these possibilities, but it nevertheess is notable the
extent to which risk pools do appear to vary across he market. Above, we report on a premium
andysis that shows a surprisngly wide spread in rates, despite a highly competitive market. We
adso examined loss raios, which reflect the difference between premiums and medica clam
costs. Here too, there is wde variaion across the market. In 1996, the loss ratios for the small-
group nongtatutory plans among the top dozen insurers ranged from 64% to 98%. We dress that
these differences in rates and clam cods reflect a number of other factors besdes risk
segmentation. They are dso determined by insurers pricing drategies and by differences in
benefit packages. However, they are suggedtive of dgnificant differences among risk pools. This
suggedtion is confirmed by an andyss peformed by the Lewin Group, which surveyed 20
gndl-group firms to determine the extent of rik differentids. Usng the Cdifornia risk
adjusment methodology, these researchers determined based on 1995 information that, among
the top dozen insurers they surveyed (which are not the same as the top dozen in the market),
differences in risk factors were amog three times grester than wha is accounted for in the
modified community rating factors.

5. Purchasing Cooperatives

The Community Hedth Purchasing Alliances (CHPAS) are intended to promote dl of the
purposes of the smal-group reforms, but rather than scatter the discusson of CHPAS throughout
each part of this report, we consolidate our evauation of them here because most of the purposes
relate directly to promoting market competition. We look first a enrollment. In its first two
years, September 1994 - September 1996, the CHPAs showed impressve enrollment growth
(Table 3), but enrollment leveled off sharply in 1997 a agpproximately 75,000, before increasing
agan in 1998 to gpproximately 91,000 in mid-1998. This amounts to about 5% of small-group
enrollment, which is only a fourth of the 20% that was first projected. It remains to be seen
whether CHPA enrollment will continue to grow. Much of the 1998 increase came from aone-
time gain that occurred when a private association of accountants transferred its membership to
CHPA.. Cutting in the other direction, we heard indications that other private associations may be
gearing up to compete with CHPAS, and the agents we interviewed in 1998 reported less CHPA
activity than in prior years. However, none of our agent subjects are among the 50-70 in the State
who actively sdl CHPA products. A find indication of CHPA success is that about haf of its
enrollees were previoudy uninsured, which is gpproximatey the same proportion as for the
amdl-group market outsde of CHPAs. As discussed above, though, we do not think this satistic
is very reveding. Nevethdess the Forida CHPAs ae among the most successful public
purchasing cooperatives in the country. We examine reasons for this success, and reasons why
they have not been more successful.

Initidly, there was a high levd of insurer paticipation in the CHPASs, and prices were
lower than in the rest of the smal-group market. A careful analysis by Lazarus and Associates in

Wake Forest University, School of Medicine 39




Horida's Hedlth Insurance Market Reforms

1995 found that insurers rates ingde the CHPAs averaged about 6% less than for identica
coverage outsde CHPAs. Insurers are dlowed to offer lower rates in CHPAS, despite
community raing, snce rding rules dlow them to reflect the adminidrative cost savings that
were anticipated from CHPAs. Only the medical clams portion of an insurer’s rate structure may
not vary insde and outsde of CHPAS, unless an insurer has a large enough block ingde CHPAs
(approximately 2,000 subscribers) to condtitute a "credible’ actuaria base. At present, only Blue
Cross has permisson to maintain entirdly different rating blocks for CHPA and nonCHPA smal

groups.

Following the initid years, CHPA rates have crept up. Tables 6 and 7, anayzed more
below, report on the range of median premiums per covered life for the top HMO and PPO plans
in CHPA 1994-1996. The median for HMOs has increased 13% over this time span, from $97 a
month to $109, and the median for PPOs has increased 30%, from $113 to $147. Most interview
subjects told us that insurers prices now are essentiadly the same insde and outside the CHPAS,
but the modest adminidtrative fees added by the CHPAs make the find cost somewhat higher.
This is confirmed by a 1996 study directed by James Studnicki at the Universty of South
Florida Most (61%) smal employers surveyed who were quoted but rejected CHPA coverage
sad that CHPA prices were higher, 29% saw no price advantage, and only 9% thought CHPA
prices were lower. A direct comparison of rates for identicd plans with insurers both insde and
outsde CHPA found as follows. CHPA was more expensve only about a third of the time in
1995, but two-thirds of the time in 1996. In 1995, the average price advantage for CHPA was
only 3.6%, which is only dightly more than the additiond adminidraive charges of 2-3% that
purchasers must pay through CHPA, whereas in 1996 identicd CHPA plans were, on average,
10.4% higher not counting the adminigtrative fees.
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Premium Variation for Top CHPA HMOs, 1994-1996*

Table 6

3rd Quarter, 1994

Market Monthly Prem/ Difference
Carrier Share Enrollee From
Median
Aetna Health Plan of FL 7.6% $84.21 $(12.81)
Av-Med 11.9% 87.95 (9.07)
Cigna Health Care of FL 55.4% 92.27 (4.74)
Health Options Inc. 14.0% 97.02 -
Humana Medical Plan 6.7% 105.59 8.57
Principal Health Care of FL 2.4% 116.24 19.22
Prudential Health Care Plan 2.0% 124.67 27.65
Total 100.0%
Median Prem/Enrollee $97.02
Mkt Share at/below Median 88.9%
Prem/Enrollee Spread $40.46
High Prem/Low Prem 1.48
3rd Quarter, 1995
Market Monthly Prem/ Difference
Carrier Share Enrollee Fro_m
Median
Aetna Health Plan of FL 13.3% $92.13 $(8.11)
Humana Medical Plan 55.4% 92.96 (7.28)
Prudential Health Care Plan 9.0% 95.37 (4.88)
Health Options 10.8% 100.25 -
Principal Health Care of FL 4.0% 114.20 13.96
Cigna Health Care of FL 4.6% 114.35 14.10
Av-Med 2.9% 120.36 20.12
Total 100.0%
Median Prem/Enrollee $100.25
Mkt Share at/below Median 88.5%
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Prem/Enrollee Spread
High Prem/Low Prem

3rd Quarter, 1996

Carrier

PCA Family Health Plan
Health Options

Aetna Health Plan of FL
WellCare HMO

Humana Medical Plan
Prudential Health Care Plan
Av-Med

Total

Median Prem/Enrollee
Mkt Share at/below Median
Prem/Enrollee Spread
High Prem/Low Prem

Median Prem/Enrollee

Mkt Share at/below Median
Prem/Enrollee Spread

High Prem/Low Prem

* Top HMOs by premium volume

Source: FL Agency for Health Care
Administration Monthly CHPA Activity
Reports

Market
Share

7.3%
14.7%
16.4%

7.7%
40.1%

9.1%

4.8%

100.0%

3rdQ/94
$97.02

88.9%
$40.46
1.48

$28.23
1.31

Monthly Prem/ Difference

From
Enrollee Megian
$80.24 $(29.18)
103.13 (6.29)
105.62 (3.80)
109.42 -
114.90 5.48
120.21 10.79
123.02 13.60
$109.42
46.0%
$42.78
1.53
3rdQ/95 3rdQ/96
$100.25 $109.42
88.5% 46.0%
$28.23 $42.78
1.31 1.53
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Table 7

Premium Variation for Top CHPA PPO/Indemnity Carriers, 1994-1996*

3rd Quarter, 1994

Market Monthly Difference

Prem/

Carrier Share Enrollee Frqm
Median
Fortis Benefits 23.1% $93.60 $(19.39)
John Alden 39.9% 104.99 (8.00)
Time 4.5% 105.19 (7.81)
Humana Health Ins. 10.1% 112.99 -
Principal Mutual 7.5% 132.41 19.41
Blue Cross/Blue Shield 10.4% 133.90 20.91
Aetna Life Ins. 4.5% 138.58 25.59
Total 100.0%
Median Prem/Enrollee $112.99
Mkt Share at/below Median 77.6%
Prem/Enrollee Spread $44.98
High Prem/Low Prem 1.48
3rd Quarter, 1995
Market Manthly Difference

Prem/

Carrier Share Enrollee From
Median
Fortis Benefits 26.9% $111.43 $(20.58)
Time 3.9% 116.05 (15.97)
Humana Health Ins. 26.6% 126.24 (5.78)
John Alden 21.9% 132.02 -
Aetna Life Ins. 6.0% 140.17 8.15
Blue Cross/Blue Shield 13.3% 152.56 20.55
United Wisconsin Life 1.4% 174.25 42.23
Total 100.0%
Median Prem/Enrollee $132.02
Mkt Share at/below Median 79.2%
Prem/Enrollee Spread $62.81
43
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High Prem/Low Prem 1.56
3rd Quarter, 1996
Monthly

Market Difference
Prem/
Carrier Share Enrollee Frqm
Median
Aetna Life Ins. 2.9% $94.98 $(52.03)
Av-Med Ins. 1.1% 124.17 (22.84)
John Alden 10.2% 128.23 (18.78)
Humana Health Ins. 57.5% 147.01 -
Prudential 3.2% 154.41 7.40
Blue Cross/Blue Shield 24.7% 162.96 15.94
Connecticut General 0.4% 207.73 60.72
Total 100.0%
Median Prem/Enrollee $147.01
Mkt Share at/below Median 71.7%
Prem/Enrollee Spread $112.75
High Prem/Low Prem 2.19
3rdQ/94 3rdQ/95 3rdQ/96
Median Prem/Enrollee $112.99 $132.02 $147.01
Mkt Share at/below Median 77.6% 79.2% 71.7%
Prem/Enrollee Spread $44.98 $62.81 $112.75
High Prem/Low Prem 1.48 1.56 2.19

* Top PPO/indemnity carriers by premium volume

Source: FL Agency for Health Care Administration Monthly
CHPA Activity Reports

Keeping the raes roughly in line with the rex of the maket is an accomplishment,
however, since CHPA enrollment encompasses a larger proportion of micro groups than the
regular market. Its average group Sze is 2.1 employees, which is about hdf the average size for
the overdl smdl-group market. About 80% of the groups purchasing in CHPAS have only 1-2
employees. Since micro groups typicdly have higher medicd loss raios it is some
accomplishment that CHPA rates have remained competitive, but there are concerns that adverse
sdection problems will sart to push the rates higher than the market averages for insurers like
Blue Cross that are alowed b deviate from community rates. An andyss of 1995 data by the
Lewin Group found that, usng the Cdifornia HIPC risk adjusment formula, CHPA plans would
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have to recelve transfer payments amounting to 13% of the average CHPA premium in order to
equaize the risk differentia with the rest of the market. Indemnity insurers fed particularly hard
hit by adverse sdection within the CHPAs. One nationd insurer explained that at fird it entered
the CHPAs with enthusasm, viewing them as a good chance to gain vauable early experience in
a sdes dructure expected to soon sweep the country. But, after the first year, the carier
withdrew from the CHPASs after finding that its loss ratios were 15-20 points higher than in the
rest of the market. Other indemnity @rriers have done likewise. As a consequence, there are no
traditiona indemnity products sold through the CHPAS, only PPOs and HMOs.

The absence of more expensve indemnity offerings may restrict choice to some degree,
but this dso has helped to keep CHPA prices competitive. Another reason CHPA prices have
remained competitive is the large number of insurers that continue to participate. Initidly,
insurers had a keen interest in participating because it was anticipated that the CHPAs would be
used to offer enrollment to state employees and to Medicaid recipients. At the outset, about 45
insurers statewide participated in one or more of the CHPA didricts. Insurer participaion has
dropped off gnce then, mainly because the anticipated expanson of CHPASs has not occurred.
Nevertheless, there are ill ample numbers of insurers in 1998 there were about 31 plans
datewide, ranging from 10 to 20 in each didrict. Also, the CHPA market is not excessvely
concentrated. As of January 1996, four firms condtituted 54% of the CHPA market, with market
share being farly evenly didributed among them in a range of 10-19% each. CHPA market
shares for the next five firms ranged from 4% to 7%, accounting for another 23% of the market,
S0 that nine firms accounted for 77% of the CHPA business.

As a consequence of this market sructure, price competition within CHPA has been
keen. We peformed an andyss of premiums and market share within CHPA for the years 19%4-
1996 to determine what portion of the CHPA market was purchasng & or bdow the median
price. To diminate outliers and enable comparability, we restricted the analyss to the top seven
HMO and PPO firms each year, which represented approximately 90% of the HMO sdes and
98% of the PPO sdles in CHPA each year. Price was estimated as a Smple average of totd
premiums divided by totad covered lives. These premium averages are only approximations of
relative price, snce they do not account for differences in the mix of benefit packages among
insurers, nor for differences in their respective age mixes. Therefore, these figures do not, grictly
gpeaking, compare gpples to apples. Neverthdess, we think they are reasonable approximations.
The results are displayed in Tables6 and 7.

There are severd noteworthy points. Fird, the range in HMO premiums is tight, and
diminishes from 1994 to 1995. The same is true for 1996 if we drop the lowest-cost HMO plan
(PCA), which that year is an obvious outlier (in contrast with the first two years where there is a
cluger of plans a the bottom of the premium range). Dropping the outlier for 1996 results in a
premium range that diminishes from a multiple of 148 in 1994 to a multiple of 1.19 in 1996,
among the top saven HMOs. A dmilar, dthough not identicd picture, emerges for PPOs in Table
7. There too the high-to-low multiple is tight, but it increases each year. In part, this is due to the
fact that the PPO market is less than a third of the HMO market in the CHPASs and so presenting
the top seven firms results in more extreme outliers than for the HMOs. If the high-cogt outlier is
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dropped in 1995, the PPO price multiple drops to 1.37. If ether the high-cost or the low-cost
outlier is dropped in 1996, the PPO price multiple reduces to 1.7 that year. If both outliers are
dropped, the multiple among the remaining five firmsis 1.31 in 1996.

The second indication of a price-competitive market is the very high portion of the
purchasers among these top firms that buy from firms a or below the median price. For HMOs,
the portion d the market in the bottom haf of the price range is 89% in 1994 and 1995 and 83%
in 1996 if the outlier is dropped. Among PPOs, these low-price market shares are 78% in 1994,
79% in 1995 and 72% in 1996. The figures in these two paragraphs might be compared with
those discussed above and reported in Table 5 for the non-CHPA smdl-group market. Note,
however, that the andysis there is not comparable because it combines al plan types rather than
isolating PPO from HMO products, and it includes mostly non-standard benefit plans that vary
widdy among insurers. Therefore, the premium averages are less reflective of rdative prices
than isthe case for the CHPA figures.

Even though the CHPA market is highly price competitive, we found thet few if any
inaurers sl through CHPA with any enthusasm. Most sdl only a few percent of their smdl-
group business through CHPA, and many no longer offer a price discount for CHPA business.

The impresson we gathered from our interviews is that many, perhgps mog, insurers
who participate do so only because they have seen it as a politicaly advantageous way to stay in
good favor with government officids who grongly endorsed the CHPAS, including the late
Governor Chiles. Some insurers spoke of regulators who browbeat them into remaning in the
CHPAs by threatening to support or to not oppose regulation hogtile to managed care. One
subject spoke of insurers being dragged into CHPA participation "kicking and screaming.” One
regulaor sad that initid paticipaion may have been in response to political pressure, but
clamed this is no longer the case. Another subject noted that a good test for this will be whether
insurers pull out of the CHPAS following the 1999 change in the governorship.

Insurers are unenthusiagtic for several reasons. Firdt, they perceive the hodility that
agents have toward CHPAs, and they are extremey sendtive about antagonizing agents in a
guaranteed-issue market. Second, insurers find that certain sructurd feastures make CHPA
business less attractive. Insurers that use captive or select agents do not like the fact that CHPAs
require them to sdl their products through any licensed agent. This dilutes the volume of
business their own agents can expect, which wegkens their agents loydty, and insurers bdieve
that dtering their reationship with agents exposes them to adverse sdection. Insurers fear that
agents who don't usudly do busness with them will seer high-risk CHPA clients to them so0 as
not to dienate the insurers with which the agents usudly do business. Two subjects spoke of the
"paranoid’ that insurers have about adverse sdection, and this is consstent with our sense in
generd that insurers are extremely sendtive to the potentid that agents have to steer high risks to
them. Some insurers aso do not like the fact that CHPA forces them to rely on others to
determine whether employer groups are cheating or who their actua employees are and who is
actudly paying for the employer’ s share of the premium.

The mog ggnificant reason insurers are lukewarm to CHPA s their view that it increases
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their adminigrative work and costs. All the insurers we spoke with fdt that the adminigtrative
savings that CHPAs were supposed to generate have not been redlized. CHPASs were to save on
marketing and adminigrative costs for insurers by teking over many of these functions, including
sdes, enrdlment, and premium collection. Insurers, however, sy that ther adminidrative
gysems st up to perform these functions are sunk codts that they must incur in order to sl
amdl-group insurance outsde of CHPA, and since the CHPA business is such a smdl portion of
their overd|l sdes, there is only a minute savings a best. Moreover, some insurers view CHPAs
as adding to their adminidrative costs because, when billing or enrollment problems arise, they
now have to resolve them through the third-party adminigration (TPA) firm that handles the
CHPA busness rather than directly with the employer. Also, qudifying as an "accountable
hedth plan” requires submitting to an additiona layer of regulatory gpprovd and oversight,
especidly for PPO plans that are not dready subject to AHCA jurisdiction. And, some insurers
are very reluctant to work closdy with Hedth Plan Services (HPS), the TPA firm hat contracts
for CHPA enrollment and hilling adminigration, snce this firm dso sdls samdl-group insurance
and 0 is viewed by insurers as a competitor. These are not smply the inevitable complaints of
those in a regulated industry. We heard these views confirmed by severd interview subjects
involved in CHPA adminigration and by the insurers that otherwise are the most supportive of
CHPA.

Many of these problems are related to the absence of economies of scde If CHPA
enrollment were a greater proportion of smdl-group business, then insurers would be better able
to adapt their adminigrative structures in order to take advantage of economizing opportunities.
Also, if more busness were a stake, insurers would be more eager to participate and to offer
greater price discounts to obtain a larger share of that busness. From one point of view, this
gppears to be an intractable dilemma cods are not lower because the potentid market is s0
andl, but the market is small because cost savings have not been achieved. From another point
of view, however, the problem may reside in the fact that CHPA market share is divided among
O many insurers due to the requirement that it be open to any willing insurer. An dterndive
would be for CHPA to redtrict participation to just a few, hand-picked insurers who were the
most committed, and to dlow insurers to sdl smal-group products solely through CHPA. This
would require, however, that CHPA have the authority to negotiate over rates, which the current
legidation expresdy forbids. The absence of negotiation has not resulted in uncompetitive prices,
due in pat to the large number of participating insurers. But the large number of insurers has
diluted the market share of each to the point that no insurer has any geat incentive to capitdize
on adminigrative savings and aggressvely market CHPA products.

Most agents we interviewed aso do not view CHPAs favorably. Indeed, many agents
were openly hodile, even though they receve the same leve of commissons from CHPA
busness as from sdes outsde of CHPAs. The extent of hodlility is reflected in the 1996 survey
by Studnicki of 100 hedth insurance agents in the Tampa area, which found that about 30% of
agents "had no use for CHPA.."

The greatest hodility arises from the fact tha CHPA threstens the role of agents in the
gndl-group market. The CHPA proposd arose in the midst of the nationd debate over the
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Clinton hedth care plan, and some versons of these purchasing cooperatives do not dlow any
role for agents. Florida law requires that CHPA sdl only through agents, and most insurers pay
the same commissions for sales ingde and outsde of CHPA, but agents Hill bristle at the idea of
a govenment-sponsored  inditution that dters the dructure of thear industry. Here are
representative comments:

A: | don't work with the CHPAs and | have made a conscious effort
not to. | don't think that they should be funded by the state using
our tax dollars. | think if the CHPAs can stand on their own with
private money, then so be it, but | don't think that they should be
in direct competition with us as agents and be supplemented by
the government . . . . | feel like the CHPA is in competition with
me.

Q: Inwhat sense?

A: Well, it's another entity out there that | compete with for business and |
don't think that | should have to compete with an organization that is
funded by the government. Why don't they give agents money?

CHPAs represent about a little less than 5% of the business written in
Florida in the small group [market]. They failed. They failed miserably . ..
We've pumped in about $7 million over the last three years into these
things. Taxpayers’ dollars, my dollars, and these guys are competing with
me. I've got a serious problem with that. If they had succeeded, it would be
something different. But they have failed miserably. .. .The CHPAs are an
experiment that | think should be terminated. Like all government
programs they just seem to hang on forever and ever and ever. They serve
Nno purpose.

I think that some [agents] don't like [CHPASs] simply because of the way
[the government] came out of the chute saying that they are going to be the
savior for everything and everyone. It is kind of ridiculous to have that
kind of attitude, but that's just the way it came across. It didn't unfold that
way, not in my eyes, so | think they are just a competitor like anybody
else.

Severd interview subjects explaned that the anti-government oppostion is drongest
among generd agents, who stand to lose the most from CHPA. Genera agents act as fidd
representatives for insurers by recruiting, training, and motivating independent agents to sdl the
insurer’s products. For this role, generd agents receive a 2-5% "overide' commisson in
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addition to the sdling agent's commisson. CHPA makes no dlowance for this role. Generd
agents are usuadly with larger and more successful agencies and so they widd consderable
leadership in the professon. Therefore, their atitude of strong oppostion is likdy to influence
the views of fidd agents. It should be noted, however, that we did not speek to any of the 50-70
agents in the state who do a substantid amount of CHPA business, and we were told of one
generd agent who iswildly enthusiastic about CHPA.

The anti-government attitude might be expected to abate somewhat now that
adminigrative subsidy for CHPA has come to an end. CHPASs themsdves are private, nonprofit
entities daffed mostly by people from the indusry, and the centrdized adminidration is
contracted to a TPA firm. Nevertheess, government sponsorship will remain in the lineage of
CHPA, and in the form of ongoing oversght and operationa rules from AHCA. Some of the
people we spoke to in CHPA adminidration observed that this is an additiond barier to
effective operations since requiring agency or legidative goprova and indsting on uniform rules
makes it dow and difficult to explore cregative innovaions and adapt to locd market
environments. Too many people want to have thair "thumb print* on each decison, which makes
it difficult to reach consensus and act quickly. Also, CHPAs fed handicapped in their ability to
focus marketing in the urban areas that have the most potentidl.

Apat from government involvement, agents told us severd, more specific reasons they
oppose or do not embrace CHPASs. In favor of CHPAS, they acknowledged that it is easy to
obtain quick quotations by cdling a 2800 number. They dso see the advantage of CHPAS when
an employer wants to offer a range of enrollment options to employees rather than pick a single
plan. However, the agents we spoke with sold very little business through the CHPAS because
they usudly found the offerings outsde of CHPAS to be just as attractive or more so, and sling
through CHPA is somewhat less convenient. CHPA benefits are seen by some agents as less
atractive because CHPAs offer primarily only the datutory benefit plans discussed above.
Although the datutory plans have been expanded recently to include versions that are closer to
so-caled "dreet” plans, there gill are no CHPA plans that are not dso avalable in the regular
market. Indeed, the guaranteed-issue law requires this result. Agents view sdling the same plans
through CHPA as entaling more work in some ways because giving employees individua
choice means having to explain the options to each employee rather than to one employer. This
helps to explan why CHPAs receive mostly one- and two-life groups, because for them this
work differentidd does not exist. Employee-level choice adso causes agent commissions to be
divided up among more insurers, which can affect productivity bonuses. As a consegquence, the
agents we spoke to, who specidize in smdl-group hedth insurance, are not eager to sdl through
CHPA.. Here are their explanations:

A: | guess the main advantage that they offer is that they can do a
guote almost instantaneously. So from an agent's perspective, it's
very helpful because you can see all the carriers are competitive.
If we can go directly to the carrier we do. We normally will quote
CHPA and then not necessarily use them unless we need more
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than one carrier in the same group. It's extremely useful when
you've got a small group where you need more than one carrier. .
.. That's very, very nice if you need it. . . .

Q: And what would be a stuation where you would need more than one carrier?

A: Well maybe the owners of the company like the top-of-the-line
Blue Cross plan and for the rank-and-file they want to do . . .
any HMO that's available. They may pay the single rate for
employees, but it lets the owners have access to top of the line if
they want to pay for it.

Q: ...How much do you s, roughly, through the CHPAS?

A: Not very much. | have two cases in force with them. . . . If we had
our preferences, we'd go direct. But, you know, where it fits, it
fits; you want to do what's best for the client. If it fits, that's what
we do.

Q: You can cal the 2800 number and get the CHPA quote for your client within
© 24 hours, right?

A: Oh, absolutely, same day, no problem.
Q: Sodo you show that to your client?

A: | used to show it to every client, but | stopped showing it about
six months ago unless they want to see it . . . because for the
year that | did quote it, less than one out of every 10, maybe two
or three out of every 10, might be a little bit lower but not enough
to warrant going to it. So, once | shopped it hard for a year and
knew about where they stood in the marketplace, then | stopped
burning up that paper and having them quote, and | just talk to
clients about it and if they were interested, | would get a quote. .
.. 1 do have a CHPA client.

Q: Oneout of your 130?
A: | got one. It's a one-person group.

These dtitudes are confirmed by the andyss of CHPA peformed by Studnicki and
asociates. They found that only 13% of CHPA quotes to agents result in sdes, compared with
38% of CHPA quotes given directly to smal employers, or compared with the 50% closure rate
reported by agents themselves for ther genera smal-group business. Of the Tampa-area agents
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surveyed for whom smadl-group business is the mgor focus and who use CHPA, 43% use CHPA
grictly to gain price information but not to purchase.

These atitudes are not shared by dl agents. In our market testing study, 65% of the
agents at leet mentioned CHPA, dthough only one strongly recommended it. We heard,
however, tha some agents sdl hedth insurance dmost excdusvey through CHPA. CHPA
district managers have developed reationships with these favored agents, and phone cdls to the
centrd CHPA numbers are referred to these agents. These tend to be property and casualty
agents or agents who do not specidize in hedth insurance. Although we did not $eak to any of
them directly, we were told they find the CHPAS to be a convenient way to sdl hedth insurance
as pat of a generd insurance practice without having to go through the time and cost necessary
to establish reaionships with different insurers and generd agents, and without having to master
dl of the complicated rules governing hedth insurance. Sdling hedth insurance gives them a
source of potential new customers for other, more profitable, lines of insurance. Thus, CHPA has
dlowed some agents to sl hedth insurance that otherwise would have avoided this line of
business.

We do not mean in this report to paint a predominantly negative view of CHPA. We go
on a some length about the deficits, in part because that reflects the views of most of our agent
and insurer interview subjects, and in pat because criticd appraisd tends to invite more
discusson than does favorable gppraisd. There are a number of important points on the
favorable sde of the ledger, however. Firs, AHCA, HPS, and the CHPA adminigrators have
taken a number of steps to address these perceived problems. They have aggressively recruited
agents, and largely won over ther reluctant participation. One interview subject described an
initid informationd meeting for agents in which the atmosphere was one of "extreme hostility"
because agents were "rabidly" opposed to CHPAs. A year later, there was another meeting at
which many more agents showed up than were invited, and they eagerly took notes about how
the program worked. CHPA adminigrators have aso worked to increase the flexibility of benefit
offerings. CHPAs now sdl a "Plus' verson of the standard plan, with enhanced benefits, and
insurers are encouraged to offer their best-sdling gmdl-group product without regard to
standardized benefits. These Plus and "street” plans now account for about haf of CHPA sdes.

In addition, it is important to dress the positive impact that CHPA may have even if sdes
are not as substantia as was hoped. The comments above confirm that offering employees a
choice of more than one plan is important to some smal employers, and probably more
important to the employees themsdves, to whom we did not speak. It should be noted, however,
that most groups purchasing through CHPASs have only 1-2 employees, and most offer a choice
of only 2-3 plans rather than the full range available in the didtrict.

Quite a few interview subjects mentioned that CHPA serves as a vehicle for smdl, dart-
up HMOs to enter the market or expand. CHPA provides these new market entrants a ready
plaform for marketing and it supplies much of the adminidrative cgpacity that otherwise would
have to be absorbed through overhead and startup capita. However, it was observed that these
benefits are not as great as they could be if insurers were to be alowed to sdl smdl-group
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policies exclusively through CHPA. The fact that they must sdl outsde CHPA requires them to
gaff dl the necesssty marketing and adminidrative functions in a fashion that is somewhat
redundant of CHPA and therefore takes away from the possible administrative economies CHPA
might offer.

Another, less tangible market benefit that CHPA serves, and perhaps the most significant,
is that it provides rgpid and comparable pricing information both to purchasers and to
competitors. Severd insurers told us tha ther actuaries consult the CHPA rate information in
setting their own rates for the outsde market. Severa agents, some of which are quoted above,
commented on the usefulness of this informetion, not only for ther CHPA sdes but for
evauating prices outsde CHPA. In the words of one agent, "Everybody knows what everybody
ese is charging now. It definitdy makes sense [for CHPA to disssminate rate information].”
This is confirmed by the agents interviewed for the Lazarus report in 1995. One sad, "The
CHPAs . . . [are] marketing heaven. | don't buy products there, but | aways shop there. It's the
best spreadsheeting service ever." Another observed:

That’s the beauty of it from an agent’s point of view. You can say to your
client, "Here, I've shopped the market for you,” and I'm no longer a
salesman pushing one product, I'm a counselor. | say, "Here’s the health
insurance marketplace; let’s make an informed decision together.”

Before closng, there are a few minor drawbacks worth noting that relate primarily to the
individud choice model of the Horida CHPA. Firs, employee-level choice requires agents
commissons to be cdculated on a per-employee bass, depending on which plan each one
chooses. This tends to fracture the group’'s commisson over a number of insurers, which agents
and insurers didike. This dso dlowed insurers to pay commissions based on a much lower rae
than if the same group had purchased outsde the CHPA because, before differentid
commissons were banned, insurers based the commisson rate on the number of employees who
sgned up with them rather than on the sze of the employer group. Second, cdculating the
employer’s premium based on each employee undermines compodte rating, in which employers
are quoted a single, per-worker rate for the their workforce based on the group’s overdl
demographics. CHPA requires that each employee be rated according to demographic
characterigtics, which means that employers are made more aware of the risk differentids across
age and gender brackets. This might make employers less inclined to hire or keep femde or older
workers.

On balance, CHPA appears to be an important component of the Horida smal-group
market reforms. Although the sdes numbers have fdlen far short of initia expecteations, they are
higher than most other public purchasng cooperatives esewhere in the country, and CHPA has
not become a de facto high-risk pool as has happened in some other states. Perhaps most
importantly, CHPA has served to catayze price competition and the movement to managed care
in the amdl-group market. There are some unique attributes to both the successes and limitations
in Florida CHPA is as successful as it has been in large part due to the fase expectation that it
would form the bass for sdling to date employees. Many of the limitations are due to the fact
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that CHPA was created in the midst of a very heated nationd debate over hedth care reform, in
which most agents and many insurers initidly were very hodtile to the concept of government-
goonsored  purchasing cooperatives. Severd interview subjects spoke of the legidation being
compromised as a result in a way that undermined the potentid success of CHPA, for instance,
by requiring CHPAS to accept dl insurers, by refusing the power to negotiate over rates, and by
imposng the complications that come with mantaning 11 (now eght) different didrict
adminigrations.

Looking to the future, we heard a number of suggestions about how CHPA might
improve. Severd subjects spoke of the need for CHPA to reduce adminigtrative overhead. In
order for this to happen, these subjects think it will be necessary for some consolidation to occur
among the didricts. Initidly there were 11 didricts, and through mergers there are now eght.
Some subjects thought a single, centrd adminigtration makes the most sense. Some consideration
should aso be given to the factors discussed above that result in most micro groups being steered
toward CHPA, since this might undermine the gability of the risk pool and lead to prices higher
than the market. We heard mixed views about whether CHPA should have the power to negotiate
over price, with most subjects believing that this is not essentid. However, severd said that
authority to limit the number of participating insurers is essentid in order to generate the market
share required to obtain red commitment from any insurer.

D. Administrability

1. General Compliance and DOI Enforcement

Fndly, we address a series of concerns about the adminigrability of these laws. The
Department of Insurance has been moderately proactive in administering these laws. In 1995, the
DOI invedtigated and fined three insurers for faling to actively maket the dautory plans in
earlier years when only those plans were guaranteed issue. The DOl dso issues regular bulletins
informing the industry of new laws, recent interpretations, and other compliance issues. The
department has a reputation for being tough but fair in the review of rate increases. In addition, it
collects and tabulates quarterly datistics about market activity, which helps to monitor
enrollment and premium trends. In the view of severd inteview subjects, the DOl daff is
dedicated and knowledgeable, dthough somewhat underfunded and underdaffed. Here are
representative views:

When agents run into problems with carriers being out of compliance, . . .
we can get the Department to jump on them. . . . | could just pick up the
phone and say [to the head of the bureau] we've got a problem here. She'd
get on the horn to the legal-eagles for the . . . company in question and it
was pretty much resolved overnight.

They [the DOI] are a bunch of wonderful people. And | mean that honestly.
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I know they work hard. | know they are understaffed sometimes, and |
know they don't have the financial backing that they need. But the times
that | have dealt with them, they have been polite. They have been
cooperative. And | think that sometimes they get a bad rap.

One agent, however, thought that the DOI's enforcement is too aggressive, to the detriment of
the market:

One of the biggest concerns with Florida is if you look at some of the other
states that have small-group reform, they've not had the problems we've
had because there are not so many bureaucrats dictating and dragging
their feet and dictating as much. And the carriers have just gotten tired of
it. They're tired of fighting with the state of Florida over every little issue to
get it approved. So instead of fighting with Florida they just pull out.

Other interview subjects, like the following, consdered the DOI to be lax in its enforcement of
the smdl-group laws, or spotty in their responsiveness to complaints:

DOI does not hawe the best reputation in the state of Florida. They're not
usually user- friendly unless you know somebody. | have friends that
work for DOI so | call them and hope that they can help me solve a
problem. They're not agent friendly . . . unless you've made a friendship. If
you just call a lot of times, you may luck out and get somebody who's
going to be very helpful. But in general, they're not user-friendly, not to the
agents nor to the carriers.

I've never heard of any enforcement. I've never met an agent or group
that's ever had the state come in to see if it was being handled properly. . .
.There is no policing going on that | have seen yet by the state or by the
carriers. . . . I've not gotten anything from the state saying, "What's going
on with John Doe's account?" And we do have forms that we have to have
the employer sign stating that he is a small employer, that are state
certifications that are supposed to go back to the state. Nobody's ever
called. I've never had any contact in that arena by carriers or by the state.

One persgent complaint we heard from many sources is the rductance of the DOI to
prevent the tactics described above that result in most micro groups being steered to the CHPAS.
Asnoted above, in July 1998 the DOI findly prohibited lower commissions for smadler groups.

There are other respects in which the DOI has not been fully effective. The department
has not initisted much enforcement or monitoring activity with respect to these laws snce the
intid batch of invedigations. Its enforcement is dmost entirdly reective, by responding to
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complaints, rather than through DOI-initigted inspections or investigations. Consumers generdly
are not aware of the nuances of the law and therefore may not know on their own to complain if
the guaranteed-issue or portability provisons are misgpplied. This knowledge usudly comes
from the agent. The other possble source of complaints that might result in enforcement activity
is from insurers themsdves as they obsarve unfar or illegd tactics by ther competitors.
Although a number of insurer subjects we spoke with dluded to such behavior by their
competitors, they were dso not inclined to lodge complaints with the DOI.

Our impression, however, is that noncompliance is not widespread or large scade. Agents
are well motivated to enforce the law’s basc requirements since doing so asssts ther dlients If
they complain to insurers about gpparent noncompliance, insurers are usudly responsve since
they want to stay in the good favor of ther agents. Similaly, most insurers are motivated to
make sure they are in compliance in order to stay in the good graces of the department, which
affects their business lives in 0 many different ways. Mogt of the insurers we spoke with have
wdl-gtaffed regulatory compliance postions to track legd developments and carry out corporate
compliance. Some interview subjects sooke of persstent noncompliance through covert or subtle
risk sdection techniques, but most subjects fdt this occurred only at the fringes of the market, or
only within gray zones where the law was subject to different interpretations. Early in the law,
there were more prominent ingtances of overt noncompliance. Some of that was due to initid
confuson or misunderstanding over the law's requirements, but some was due to insurers that
brazenly refused to comply until enforcement actions were brought. The DOI's ealy
enforcement actions appear to have had a sentinel effect that has deterred subsequent abuses.

We dso found little indication that the law's implementation is being hampered or
undermined by lack of knowledge. Almost dl interview subjects were very knowledgeable about
the law's requirements. Agents for the most part gain this knowledge directly from the insurers,
who send frequent operationd indructions and updates with respect to their products and
procedures. The CHPAs are dso active in training and informing agents. Thus, dthough the DOI
and the agents professona associations teke only limited seps to publicize the law and
determine knowledge and compliance, basc knowledge and compliance appear to us to be fairly
accurate within the indudtry. This is true despite the fact that knowledge and enforcement of the
smdl-group law has been made somewha more difficult by the frequent legidative amendments.

2. Border Problems and Fraud

We ds0 inquired into particular enforcement issues that might be especidly troubling.
One of those relates to fidd underwriting, which we discussed above. Other aress include list
billing, sAf-insurance, and fictitious associations. These are dl concerned with what we refer to
as "border-crossng’ problems. The potentid for these problems arises when one segment of the
market is regulated differently than another. This creates possble drategic advantages for low-
or high-risk groups or individuas to cross into or out of the market, at ether the high-sze or
low-sze ends of the market, thereby unraveling or eroding the market divisons that are
necessary to sudain this regulatory structure. We will discuss avariety of specific examples.
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List hilling. This refers to an insurer who excludes certain members from group coverage or
slIs individud coverage to members within an employer group, ether with or without the
employer contributing to the cost. This practice was common prior to the reform law for a
vaiety of reasons. One use of lig hilling was for employers to purchase insurance for only
selected employees by reimbursng them for the cost of individud coverage. This might be done
in order to offer insurance only to "key employees’ such as managers, or in order to avoid the
cods of insuring an employee or family with hedth problems. Other forms of ligt billing were
done as an accommodation to employees whose employers were not willing to buy insurance for
anyone, bzut who wanted to fecilitate their employees purchase of insurance through payroll
deduction.

The reform law prohibits lig billing, following the philosophy that employers should
treat their employees equdly, and out of the pragmatic concern that if list billing were dlowed to
continue, employers with low-risk profiles would circumvent the ratiing rules by purchasng
nongroup insurance, thus bleeding good risks out of the smdl-group market. We found little
evidence that this was happening. One insurer, however, sad they hear from agents that some
employers are buying individuad coverage for just one or two key employees in violaion of the
lav. And in our market testing study, one agent (out of 17) recommended individual coverage
for two employeesin agroup of threein order to avoid insuring an employee with digbetes.

Associations. Good risks might aso leave the amdl-group market at the high end, if smal groups
attempted to aggregate atificidly into a group larger than 50. This might occur through what are
known as private associations, the variety of which are too complex to describe thoroughly. In
the pagt, they have gone under the acronyms of MEWAS or METSs. Associations might be used to
cross the border a the smal end by taking high-risk individuds and presenting them as an
employer group. We found little indication that either was happening. However, one subject sad
that busness associaion groups ae being permitted to sdl smdl-group insurance at rates
dggnificantly less than the community rate. DOl rules dlow this only to the extent that the
associdions creste adminidtrative cost savings, such as by not paying agent commissons, but
one subject dleged that the DOl was dlowing association rates as much as 15% lower than the
community rate, a difference that could only be due to sdecting more favorable risks. We have
not confirmed this account, and other subjects said there is less use of private associations than
before reform.

Ancther indication of possble circumvention of this nature is the fact that severd Horida
insurers sl smdl-group insurance through group trust arrangements established out of date. In
other dtates, a group trust arrangement can be used to circumvent regulation by, for ingance,

2 List billi ng is easily confused with a concept known as"compositerating”, but it isfundamentally different. Compositerating
refersto how rates for group insurance are calculated when true group insurance is purchased: asan averagerate for each
employee times the number of employees, rather than as the sum of different than list billing because it involves true group
insurance, in contrast with techniques that allow the sale of individual insurance or partial group coverage within employer
groups
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disguisng individud insurance as group insurance, or disguisng smdl-group insurance as large
group insurance. It is not clear to us why group trust arangements are being used by some
insurersin Horida. We were told that this does not result in avoiding the smal-group law.

SHf-insurance. Yet another border crossng concern is the threat that this law would induce
medium-sized groups, those in the 25-50 range, to sdf-insure. This might occur if a group of
good hedth risk fdt it could save money by avoiding the rating bands. It is primarily for this
reason that rating rules are not extended to groups any larger than 50. We found, however, no
indication that groups beow 50 are sdf-insuring & a dgnificant rate. One agent, however, sad
that there was a recent flurry of some insurers offering stop-loss coverage with very low
attachment points to smal groups. The agent did not believe, however, tha this was happening
very much a present, in pat due to the implementation of HIPAA, which in some respects
erodes the advantages that ERISA preemption creates for salf-funded groups.

Employer Fraud. Other potentid circumvention techniques are not as structurdly sophisticated,
and they are perpetrated primarily by employers, not insurers. An employer with a sck family
member or friend might fasdy cam the person as an employee in order to take advantage of
guaranteed-issue or rating limitations. Or, an employer who truly employs a person with sickness
in the family might try to avoid the cost by "hiding’ them off of the payroll. Severd subjects
observed that, if circumvention and fraud is occurring in this market, it is probably of this nature,
initicted by employers, rather than the forms initiated by insurers. One insurer tha is active in
many dates told us that it thinks this type of fraud is widespread in Horida and is facilitated by
some agents, who help set up dummy corporations at fictitious addresses in order to alow sck
individuas to take advantage of guaranteed issue by pretending to be a micro group or pat of a
andl group. This insurer clamed the problem is much worse in Horida than dsawhere and is
one of the primary reasonsit isreducing its marketing effort in the Sate.

We obsarved other indications, however, that agents and insurers are senstive to this potentid
fraud and take steps to prevent it by requesting payroll and tax documentation. One agent told us:

I'll remind my employers, "Okay guys, you've got this many employees,
why don't | have these on the group. What's the deal here?" . . . [l look at
the payroll and tax forms and] | go back to the employer and say, "Okay,
John's not on here, why isn't he on? | need a form to show me that he's
taking the coverage or he's not taking the coverage." The policing, I think, is
still coming from the agents.

Another agent thought that carriers were dso careful about checking this documentation:

Carriers are being extremely careful, are checking wage and tax reports so
they don't have people added to plans that maybe are not employed or
don't belong on the plan. They're really, really careful and picky about
that. | guess they should be.
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3. Reinsurance

A find feature of the law that cuts across severd of our categories of discusson is
reinsurance. The voluntary reinsurance pool created by the law is intended to provide a rdief
vave for insurers who are forced by guaranteed-issue or rating restrictions to accept risks they
believe are not adequately covered by the alowable premiums. Insurers can cede to the pool
gther high-risk groups or individuas within these groups, on payment of a reinsurance premium
that for groups is 150% and for individuas is 500% of the market average for the Statutory
benefit plan with the particular coverage and case characterigtics in question. Horida differs from
other gates in alowing micro groups, including groups of one, to be reinsured a the group rete,
even if this is less than the individud rate for one reinsured. If these premiums are not sufficient
to cover payments from the pool, losses are made up through an assessment agangt dl
participating insurers, proportionate to their smal-group market share. This opportunity to cede
bad risks is intended to protect insurers from adverse sdection and to reduce ther incentive to
engage in covert risk sdection, thus minimizing many of the gaming and policing problems that
might otherwise arise under the law. Insurers can elect to ether participate or to opt out of this
reinsurance mechanism; the latter insurers are referred to as "risk assuming.”

Initidly, most indemnity insurers except for the very largest opted to participate, but
virtudly no HMOs have paticipated, and the number of indemnity insurers that participate has
dropped off dramaticadly. HMOs and the largest indemnity insurers opt out because they fear that
andler insurers will use this mechanism more aggressvely, thereby forcing the larger ones or
those who are inexperienced in medicd underwriting to pay assessments out of proportion to
their use of the reinsurance pool. As reinsuring carriers gained experience with the Horida smal-
group reforms, the larger participating insurers withdrew one by one until, a the end of 1996,
participating insurers composed only 7.4% of the andl-group maket. Mot participating
insurers have microscopic market shares. At the end of 1996, the largest participating insurer had
2.2% of the smal-group market, the next largest had 1.7%, the third largest .8%, and everyone
ese had less than .7%. Twenty-five of the 36 participating insurers had less than .1% market
share.

Interview subjects explained the dynamic as follows. In order to come out ahead in the
reinsurance game, an insurer has to be better a predicting individua bad cases than their
competitors, relative to market share. Doing so requires considerable investment of resourcesin
medica underwriting. If alarger insurer’s prediction ability is not as good asthe smdler
insurers, then not only might it end up paying more reinsurance premium than it receivesin
reinsured claims benefit, it might also end up paying through the marketwide assessments for the
excess clams generated by the insurers that are more accurate. In fact, underwriting gains and
losses and total gains and losses vary congderably among participating insurers. According to an
andysis by the Lewin Group, one-third of the 21 insurers with ceded livesin the pool in 1995
made money that year, based on premiums paid versus claims paid. Gains ranged from $22,018
to $2,713,173. The other two-thirds lost amounts ranging from $1,304 to $959,166. After
including assessments paid, four insurers came out ahead, with gains ranging from $36,281 to
$1,927,262. Reinsurance losses were as high as $1,133,169, but most were under $100,000.
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Although the two largest insurersin 1995 came out ahead, the next four largest were among the
top money losers, confirming that the larger participating insurersfed greater exposure. This has
resulted in adynamic in which, as larger insurers withdraw from the pool, successvely smaller
ones find themsaves in the top positions, and so themsdves withdraw in later years. Asa
consequence, the reinsurance pool continues to shrink. By December 1997, the next two largest
participants had pulled out (athough in this instance they pulled out of the entire market, not just
the reinsurance pool). This Ieft the pool with only 5% of the smdl-group market as participants.

Another dynamic that has occurred is that the participating insurers have become more
sdective in choosng which casesto reinsure. Initidly, many reinsuring insurers found they were
reinsuring too readily and therefore ceding risks whose eventua claims payout was less than the
reinsurance premium. In 1994, reinsured cases generated only a moderately high lossratio
(clams paid versus reinsurance premium paid) of 90%. In 1995, the lossratio climbed to 158%,
and by mid-year 1996 to 196%. (L ater reported data indicates that the loss ratio for year-end
1996 may have fdlen to 71%, but there appears to be a discrepancy in the data that we have not
resolved.) More selective ceding can be seen even more clearly in that the average claims per
ceded life rose from $2,054 in 1994 to $5,143 in 1995. As a consequence, there have been
sgnificant marketwide assessments, amounting to gpproximately $10 million by the end of 1996,
which accounts for about 40% of the pool’ stota revenues (the rest coming from premiums).

As a consequence of participating insurers dropping out and those remaining becoming
more sdective in which risks to cede, the number of ceded lives diminished from a pesk of 2,286
in mid-1995 to 982 in mid-1997 and less than 700 in mid-1998. At the end of 1996, only 15
insurers had ceded lives in the pool. Despite this dwindling use of reinsurance, some interview
subjects obsarved that reinsurance might be serving useful functions even if it is not much used.
It might keep insurers in the market, or encourage new ones to enter, by reassuring those with
tiny market shares that receiving one or two bad cases through guaranteed issue will not cause
them to suffer an enormous loss. A 1996 survey by the Lewin Group of 13 insurers with ceded
lives found, however, that most (61%) would stay in the Forida market even if reinsurance were
not available, and only one of the 13 would definitely leave the market. Moreover, amog al of
the participating insurers dso participated in reinsurance in other states where they did business,
indicating that Floridas market is not viewed by them as any more risky than markets in other
states.

The second important function the reinsurance pool serves is to encourage insurers to
take micro-gze groups, which as explained above are strongly disfavored due to anti-sdection
concerns. The Horida law treats micro groups more generoudy than do the reinsurance pools in
many other states by dlowing these groups to be ceded for the lesser of the group or individua
rates. Accordingly, a substantid portion of the ceded lives in the pool consst of micro groups. At
the end of 1996, 66% of the totd 1,119 ceded lives came from whole-group reinsurance, and
these groups had an average of 1.8 people each. Conddering that one-employee groups are likely
to indude some family members as well, this average indicates a very strong predominance of
one-person groups.
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Ancther ussful but somewhat hidden function of rensurance is that the reinsurance
premium serves as a modulating device that regulators can use to tighten or loosen incentives for
the indudtry. If reinsurance appears too expensive and regulators detect increasing signs of covert
risk sdection, they can lower the premium to take pressure off insurers and encourage taking
more risky groups. Or, if the reinsurance pool is being used excessvely and assessments are
mounting, the reinsurance premium can be raised. We do not know if this potential has been used
in Horida

For these reasons, the reinsurance pool may be beneficid even if it is not presently in
great demand. On the other hand, it provides another continuing opportunity for insurers to
compete and profit usng underwriting and risk sdection techniques rather than with more
efficency-enhancing innovations.
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