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Reinsurance: A Primer

Many state policymakers are exploring ways to expand health coverage to the uninsured
in their states. Lawmakers have put forth numerous proposals, including reinsurance,
to make coverage easier to obtain and more affordable. For example, in just the

past year, several states have introduced reinsurance programs as part of their expansion
proposals.

In this issue brief, Families USA aims to help policymakers and advocates better understand
what reinsurance is and how it operates in the health insurance market. We also identify
some of the benefits of reinsurance to aid lawmakers as they design reinsurance programs
to meet the needs of their states.

Introduction

Insurance spreads risk among members of a population. Similarly, reinsurance
levels the playing field among insurers, offering relief to those that serve

a disproportionate share of high-cost enrollees. A small proportion of the
population accounts for a significant share of all medical spending. In 2005,
for example, 5 percent of the population spent nearly 50 percent of all health
care dollars in the United States. Moreover, just 1 percent of the population
accounted for 23 percent of all health care expenses.'

Clearly, most people with high medical costs cannot pay those costs themselves—
that is why they purchase insurance. But who should pay? Figuring out how to
distribute costs fairly is a challenge, and states have come up with different
answers to this dilemma. Some states require that all insured people in a
given health plan be charged equally for premiums. In this way, the expenses
of the highest-cost enrollees are distributed among everyone in the plan. But
this means that plans have to raise their average premium costs—sometimes
significantly—to cover these expensive claims. Furthermore, if one health
plan ends up with more high-cost enrollees than other plans, it probably will
have to charge higher premiums than other plans, which puts it at a competitive
disadvantage.

In other states, insurers are permitted to charge somewhat higher premiums for
individuals with higher health risks or for businesses that have more workers with
high medical needs. And in some states, individuals with high health risks
have a limited choice of health plans, can be charged exorbitant premiums, or
can be denied coverage altogether. In these states, consumers who need care
the most are the very ones who cannot obtain or afford coverage. And even in
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these states, which do the least to protect sicker people, high health costs can still be problematic
for insurers. If they cannot fully predict when enrollees will end up with significant medical costs
and if medical claims far exceed expectations, insurers will need to do something to protect their
bottom line.

Reinsurance is one tool for addressing these problems. A government-sponsored reinsurance program
can equitably spread the highest-cost claims among insurers in a market. If the government contributes
additional revenue to subsidize reinsurance (that is, if the government uses dollars from outside
the health insurance premium system to pay for high-cost claims), reinsurance can also help reduce
premiums for all consumers. For further reading on this topic, see Katherine Swartz, Reinsuring
Health: Why More Middle-Class People Are Uninsured and What Government Can Do (New York: Russell
Sage Foundation, June 2006).

What Is Reinsurance?

“Reinsurance” is essentially insurance for insurance companies. Typically, the primary insurance
company pays a premium and, in exchange, the “reinsurer” agrees to pay part or all of the claims
that exceed a certain dollar threshold. Generally, the reinsurer agrees to pay for the most expensive
claims.

Reinsurance is not a new concept. For many years, insurance companies privately bought reinsurance
policies from other insurance companies. These types of policies are most useful to smaller health
insurers that are particularly vulnerable to financial ruin if they have an unexpected volume of
high-cost claims in one year.? Larger insurance companies are less likely to buy reinsurance. This
is because they insure so many people that even an extremely high medical cost would have little
impact on the company’s average medical costs.? But private reinsurance is expensive.* Although
it helps insurance companies get through bad years, ultimately, they still pay the cost of high
claims through their reinsurance premiums.

What is newer is the idea of public reinsurance. In public reinsurance, the government, in this
case a state government, organizes and sponsors a reinsurance program. States follow one of two
main paths when developing public reinsurance programs:

Path A: The government sponsors the program and may require participating insurers to pay
an assessment to finance it, but the state does not subsidize it with additional public dollars.
Many states have conventionally offered this type of program since the 1990s. Path A is described
beginning on page 4.°

Path B: The government sponsors the program and does subsidize it with public dollars. Path B
is described beginning on page 10.
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Why Is Public Reinsurance Important?
Public reinsurance is important for the following reasons:

= Reinsurance, when financed by the state or a broad-based assessment, can help bring
down premium costs for consumers. This, in turn, boosts rates of health coverage, because
the consumer’s ability to obtain health care is in large part determined by the affordability
of coverage.®

= Reinsurance can be used to spread the risk of high-cost cases more equitably among insurers.
If all insurers know that they will pay equally for the highest-cost cases, then they may be
more willing to sell policies to everyone regardless of health condition.

= Reinsurance can protect insurers from financial losses if the state or the insurer did not
accurately predict the premium charges necessary to cover claims. It can help allay insurers’
fears, for example, when a state strengthens its rate regulations.

= Reinsurance helps foster competition in the small-group and individual markets. For example,
newer insurers are more likely to enter a market if they have some protection from high,
unfamiliar risks.

Steps for Policymakers and Advocates

Policymakers and advocates who are considering reinsurance as a tool to make insurance more
available or affordable should take the following steps:

1. Weigh the goals of your reinsurance program.

First, review “Why Is Public Reinsurance Important?” above. If your state is trying to stabilize
the small-group or individual insurance market, reduce aggressive underwriting of insurance
premiums, or minimize the impact of high-cost enrollees on smaller insurance companies, then
it may choose to implement a reinsurance program without a government subsidy (Path A). If,
however, the goal is also to reduce premium rates (or to prevent increases in premium rates),
then the state should consider implementing a government-subsidized reinsurance program
(Path B).

2. Define the target population for the reinsurance program and decide whether
reinsurance will be cost-effective.

States generally use reinsurance as one tool in a larger reform effort. For example, your state
may want to design an affordable insurance program for small businesses or for low-wage
workers and may use reinsurance as one component of the program. With a target population
in mind, you may seek estimates of how much the state would need to subsidize reinsurance
to decrease premiums by a certain amount. The larger the target population and the more you
want to decrease premiums, the more dollars will be required to subsidize reinsurance (see
Path B). Once you have estimates, you may want to consider whether reinsurance is the best
way to accomplish your goals or whether a direct income-based subsidy to individuals or individual
businesses is more practical.
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As noted earlier, if your goal is not to reduce premium rates but rather to equalize premiums
for your target population and/or to equalize the burden of high-cost cases among insurers,
public dollars may not be needed. Instead, your state may wish to sponsor a reinsurance program
that is financed through premiums and assessments on participating insurers (see Path A).

3. Determine the political and economic feasibility of developing your reinsurance
program.

In most cases, politics will play a significant role in determining the direction of a reinsurance
program. Policymakers and advocates who are designing a program should think about how
interest groups and state lawmakers will respond. One key strategy is to gain advance support
from relevant community stakeholders, including agents and brokers, agency directors, state
associations, medical providers, and area experts.” Without the support of these stakeholders,
any program is likely to fail.

The level of government funding available for your reinsurance program will also determine
which path you choose. Funding can come from new taxes, tobacco settlement funds, or from
a state’s general fund. If possible, look for sources of funding that will rise with health care
inflation—health care costs rise more rapidly than incomes.

Once you've considered all of these factors, choose Path A or B and read the relevant section below.

Path A: Government Reinsurance Programs without Public Subsidies

Goal: Spread risks among insurers, helping make insurance more widely available
Target Population: Small employers and/or individuals

A number of states have operated reinsurance programs for several decades, but most of these
programs have been small and have paid few claims. A few states, including Connecticut and Idaho,
have larger and more effective programs. This section describes both the conventional model of state
reinsurance programs and the features that distinguish the most effective programs that operate
without a public subsidy. The programs described in this section rely on participating insurance
companies for funding and do not use resources, such as general revenues, that are external to the
health insurance system.

The goal of these state-operated reinsurance programs is to spread the risk of high-cost claims
among insurers in a given market—generally, among insurers that sell to small employers or to
individuals. Reinsurance helps insurers protect themselves so that they can remain solvent and
competitive when people with high health risks enroll in their plans.

Reinsurance may be implemented in conjunction with other reforms that make it easier for people
with high risks to obtain health insurance. For example, all insurers may be required to issue
policies to people regardless of their health (“guaranteed issue”), they may be prohibited from
charging higher premiums to people in poor health, or they may be limited in how much they can
increase premiums based on health status. Such reforms could cause an insurer to end up with
more unhealthy enrollees than its competitors. Reinsurance helps buffer insurers against this risk.
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National Association of Insurance Commissioners
Model Reinsurance Legislation

The National Association of Insurance Commissioners (NAIC) provides states with model
legislation for establishing reinsurance pools,® and most states that provide reinsurance
programs use a similar structure. States specify which licensed insurers that offer products
in the individual or small-group markets will participate in a reinsurance program, also
called a reinsurance “pool.” In essence, the participating insurers all share in paying for the
highest-risk cases. The reinsurance system is financed in two ways: (1) through reinsurance
premiums, and (2) through other funding mechanisms.

1. Funding through reinsurance premiums: When a participating insurance company enrolls
an individual or small group that seems at risk for particularly high health costs, the insurance
company can decide to “cede the risk” to the reinsurance program. In other words, the
insurance company can decide whether it wants the reinsurance program to pay some of
that risky enrollee’s health claims. The participating insurance company pays reinsurance
premiums to the reinsurance program for each individual or small group that it “cedes.”
Reinsurance premiums alone do not redistribute the costs of these claims, however, because
the insurers that have high-cost enrollees are the ones that pay the reinsurance premiums.

2. Funding through other mechanisms: Fees collected through an assessment on all individual
and/or small-group insurers are part of the reinsurance program. These mechanisms redistribute
some of the program’s costs among all the participating insurers. This system allows the state-
organized reinsurance program to charge lower premiums than a private reinsurance company
would charge.

In the NAIC model bill, states have several drafting choices, and analysts believe that these
options make a tremendous difference in determining the effectiveness of the pool.

We've developed a series of questions to guide you through key decisions that states will face as
they design a reinsurance program without public subsidies.

7 Should the state mandate participation in the reinsurance program?

Perhaps the most important decision is whether participation in the program will be voluntary
or mandatory for insurers in the target market.’ In a voluntary pool, insurers can decide
whether or not they want to be assessed and pay fees for the privilege of participating. If they
elect to be assessed and pay fees, they can also decide whether or not to reinsure some of their

enrollees by paying additional premiums. In voluntary programs, however, large established insurers
that have little financial need for reinsurance themselves generally do not participate. In a
mandatory program, by contrast, all insurers in a given market (such as the individual market or
the small-group market) are assessed and pay fees, whether or not they ever actually reinsure an
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enrollee. Thus, large, well-financed insurers also help to pay the claims of smaller insurers’ risky
enrollees, and this more evenly distributes the high-cost cases throughout the insurance market.
Analysts thus believe that it is best to mandate insurers’ participation.'® !

? What products can be reinsured?

States decide what benefit packages to reinsure. Some states reinsure only a standard benefit

package. If any plan that the insurer offers can be reinsured, there must be some adjustments
in the amount that will be covered by reinsurance, because different financial risks are involved
depending on the level of benefits covered by the reinsurance. Calculating such differences and
adjusting for them may add to the administrative costs of a reinsurance program.'?

Will insurers have more than one opportunity to reinsure?

Another important policy decision is when an insurer can decide to cede an individual or

small group to the reinsurance pool. Some states give the insurer only one opportunity to
decide that a new enrollee is too risky to insure without help. For example, states may require
insurers to decide whether to reinsure an individual or small group within the first 60 days after
they enroll. Other states, however, realize that insurers cannot always accurately predict a high
risk at the outset. Providing a second opportunity to reinsure may reduce incentives for insurers
to sharply increase premiums for groups that have costly claims. Connecticut, for instance, allows
insurers to decide again every three years whether they will maintain full responsibility for a
very small group’s claims (group of one sole proprietor or group of two) or whether they will
reinsure.'

? How will the state balance financial responsibilities between the original insurer and the
reinsurance program?

A third policy decision is how much financial responsibility the original insurer will retain and how
much of the costs of claims it can cede to the pool. Financial responsibilities are split in several ways:

= Reinsurance premiums
= Deductibles or “attachment points”
= Co-insurance

We discuss these options below.

Reinsurance Premiums: As noted earlier, under the NAIC model, reinsurance programs are financed
by a combination of premiums paid by insurers that want to cede a risk to the pool and
assessments on all insurance companies to fund any costs not covered by premiums. States
decide what to charge the original insurer in reinsurance premiums and when to dip into pool
assessments to pay claims. Commonly, if claims to the reinsurance pool are in excess of the
amount of money the pool has collected, the pool is allowed to reassess participating insurers
to cover its losses.

States should try to make reinsurance premiums affordable for insurers and not try to fund
the entire reinsurance program through reinsurance premium revenue. Assessments levied on
all insurers in the program spread costs more equitably.
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States calculate insurers’ reinsurance premium rates based on the average premium rates that
individuals or small groups pay for coverage in the state. The lower states set their reinsurance
premium rates, the more the pool will need to tap into assessments for funding. In the NAIC
model, if an insurer wants to cede an entire small group to the reinsurance pool—that is, if it
wants the reinsurance pool to pay a proportion of the claims for all employees in a given small
business—then the insurer must pay the reinsurance pool a reinsurance premium that equals
150 percent of an average small group’s premium rate. Whether or not reinsuring that group
ends up helping the original insurer depends on the actual costs of the small businesses’ health
claims. If the actual claims are 1.5 times as high as average claims for a small employer, the
original insurer will break even. But if actual claims turn out to be, for example, twice as high
as average small employer’s claims, the original insurer will receive some help from the reinsur-
ance program. In both the Connecticut law and the NAIC model bill, an insurer can decide to
cede a specific person (a particularly high-risk member of a small group) to the reinsurance
pool instead of ceding the whole group. In that case, the insurer pays a reinsurance premium
for that one individual that is five times as high as an average individual’s premiums.

Deductibles or “Attachment Points”: This is the amount of money that the insurer must pay on a
given claim before the reinsurance program begins to pay any of the costs. For example, in both
the NAIC model and Connecticut’s law, the original insurer must pay the first $5,000 of claims
(the deductible or attachment point), and the reinsurance program will pay all or a portion of
any claims beyond that amount. Some states, however, use much higher attachment points;
their reinsurance programs have not proven to be very useful.

The lower the attachment point, the more risk is spread. The original insurer, however, should
bear some responsibility for providing quality care and managing costs. The attachment point
should be high enough that, for people with average medical needs, the original insurer retains
full financial responsibility. Typically, the board of a reinsurance program has the power to
raise this amount over time to reflect medical inflation. (Note that the decision of where to set
an attachment point may be quite different in programs that are publicly funded because, in
these programs, the decision will be based on the amount of available state dollars.)

Co-insurance: This requires the original insurer to pay a proportion of claims once reinsurance
begins. After claims reach an attachment point, states vary in the proportion of remaining
claims that they require the original insurer to pay. For example, in the NAIC model, the original
insurer pays 10 percent of claims that are between $5,000 and $50,000 per year. States may
also set a maximum amount that the original insurer is liable to pay ($10,000 is the maximum
in the NAIC model). Connecticut, however, does not require the original insurer to pay any-
thing beyond the first $5,000 when it has ceded a risk to the pool. Some analysts speculate
about whether the original insurer will “manage” the case better, reviewing utilization and
pressing its providers to use cost-effective treatments, if it has some financial incentive to do
so. Even without a financial incentive, though, a reinsurance program could require that either
the original insurer or the reinsurance program provide case management.'
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Connecticut and Idaho are two of the many states that offer state-sponsored reinsurance
programs. Connecticut’s program for small employers has been a national model. Idaho’s
reinsurance program for individuals is unusual in that the state requires all insurers in

the individual market to issue a standard health plan to anyone, regardless of health, and
then the state provides reinsurance to balance the risks among health plans. This is different
than the approach many states have taken, which is to establish a single insurer that will take
“high-risk pool” cases.

Connecticut’s Small Employer Health Reinsurance Program

Connecticut’s nonprofit Small Employer Health Reinsurance Pool, the first of its kind, was

created by state legislation in 1990. Participation in the pool is mandatory, meaning that all

insurers that are licensed to sell health plans in Connecticut must be pool members. Within

60 days of selling coverage to a small employer or enrolling a new employee within the

small employer group, the insurer decides whether it (1) will pay all of the claims itself for

that person or group or (2) will ask the pool to assume some of

the risks. If the insurer wants the pool to assume some of the

CT risks, it pays reinsurance premiums. The reinsurance premiums

, paid by insurers may not be sufficient to cover the pool’s expenses.

Sometimes, the people who are reinsured have much higher

claims than are covered by the pool’s reinsurance premiums. In this

case, the pool’s “losses” are recouped from all pool participants—that is, all state-

licensed health insurers pay the pool’s remaining expenses in proportion to the amount of
health insurance premiums they earn in the state.

Connecticut’s pool has been successful. It has reinsured more than 3,000 employees and
dependents annually, paying a portion of their claims. Connecticut has other state laws that
aim to make insurance costs equitable. For example, Connecticut does not allow insurers to
charge small employers higher premiums based on the health of their employees. The
reinsurance pool makes this “community rating” fair for all insurers—that is, all insurers
share in the expenses of higher-cost employees. The pool is credited with keeping small insurers
in Connecticut that otherwise would be fearful of facing high risks in that market.'
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Idaho’s Individual High-Risk Reinsurance Pool

All individual health insurers in Idaho must agree to sell five standardized health insurance

plans to individuals, regardless of their health status. No matter which insurer they select,

individuals are charged the same premiums for these plans. A board of directors for the high-

risk pool designs the standardized plans and establishes individual premium

rates for a given year, but under Idaho’s law (Idaho Code Title 41, Chapter 55),

the individual premiums must be between 1.25 and 1.5 times as high as

premiums charged to average (healthier) individual enrollees. In 2007,

they were set at 1.3 times the average individual insurance premium. All

ID insurers in Idaho’s individual market must participate in the reinsur-

ance program. The insurers pay the first $5,000 of claims, and then

the reinsurance program pays 90 percent of the next $25,000 worth of

claims in a year. After claims have reached a total of $30,000 in a calendar year, the reinsurance

program pays any remaining claims up to the program’s lifetime maximum (currently, $1
million for the most generous policy).

The reinsurance program is financed in several ways. First, all state-licensed insurers pay a
premium tax, a portion of which is dedicated to the reinsurance program. Second, insurers
pay reinsurance premiums as set by the board, and they are allowed to be changed on a
quarterly basis. The state law gives authority to finance the program through an assessment
on all participating insurers. However, Joan Krosch, Health Insurance Specialist at the Idaho
Department of Insurance, reports that funding from the first two sources has thus far been
sufficient to cover the pool’s expenses.

The director of the reinsurance pool notes that it has been an easy and straightforward way
to spread the cost of guaranteeing individual insurance. It took about a year to get up and
running, although state high-risk pools sometimes take longer to start. At one time, insurer
participation in the reinsurance system was voluntary. But now, Idaho requires all insurers
in the individual market to cede risk to the pool and pay reinsurance premiums. This has
developed a consistent flow of premiums, enabling the state to raise the lifetime cap on
beneficiaries’ coverage.

Although Idaho does not use money external to the insurance industry to finance its program,
it does have a broader-based funding mechanism than many other states. All types of insurers,
including disability (which includes health insurers), life, property, and casualty and reinsurance
carriers, pay premium taxes, a portion of which helps to finance the program.
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Path B: Government-Subsidized Reinsurance

Goal: Reduce health insurance premiums and increase rates of coverage
Target Population: Depending on resources, may be targeted to a wide population or tar-
geted to low-income workers and individuals

Government-subsidized reinsurance programs are structured similarly to the more traditional state-
sponsored, unsubsidized reinsurance programs described in the previous section. These programs
differ in their funding and in the division of financial responsibilities between the original insurer and
the reinsurance program. But because they can bring in money from outside the system, subsidized
programs are able to decrease premiums and, as a result, increase coverage rates. This section address-
es some of the key characteristics of successful government-subsidized reinsurance programs and
discusses the New York and Arizona reinsurance programs.

Government-subsidized reinsurance programs can achieve the same benefits as conventional
reinsurance programs and many more. Most important, government-subsidized reinsurance
programs can directly lower premium rates for consumers and indirectly benefit small businesses
and individuals by reducing rate volatility and stabilizing the health insurance market.'® With lower
and more predictable insurance rates, the number of people who are uninsured will go down. This
decrease is expected because uninsured individuals and small businesses that are not currently
providing coverage to their employees will be more likely to purchase health coverage if it is more
affordable.!” As with other state-sponsored reinsurance programs, subsidized reinsurance may

be implemented in conjunction with other reforms that help people with high risk obtain health
insurance. For example, if all insurers must issue policies to people regardless of their health
(guaranteed issue), or if they are prohibited from charging higher premiums to people in poor
health or limited in how much they can increase premiums based on health status, insurers may
want protections from the state in case they get more unhealthy enrollees than their competitors.

Just as in conventional reinsurance programs, the design of the program determines how well it
stabilizes the market and lowers premium rates. The following are some key structural questions
a state must consider when developing a government-subsidized reinsurance program:

What are the target populations for the reinsurance subsidy?

A state can design its reinsurance program to subsidize coverage for a targeted group of
7 people—for example, low-wage workers—or for everyone in the small-group or individual health
® insurance markets. Where to target a subsidy depends on the state’s goals and available
resources. For example, Healthy New York, which is the best-known government-sub-
sidized reinsurance program, targets reinsurance to low-income working individuals and to small
businesses with low-wage workers that did not previously offer insurance. These individuals and
businesses enroll in health maintenance organizations (HMOs) that contract with the state, and the
state subsidizes reinsurance only for these health plans. New York also operates a reinsurance pro-
gram for individuals who buy coverage directly rather than through Healthy New York, but this
program is not as well funded.
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A number of states are considering government-subsidized reinsurance programs to make coverage
more affordable and easier to obtain throughout the small-group and individual health care markets.
Over the past five years, rates in the individual and small-group health insurance markets have
escalated nationwide as a result of higher health care costs and loss of employer coverage.

In response, Washington State enacted legislation (SB 5930) in 2007 to design a reinsurance
program for the entire small-group market (which includes groups smaller than 50) and the
individual (nongroup) market.

Will the reinsurance program subsidize individuals or aggregate claims?

° Once a state has determined who will receive coverage, it must decide how the coverage will
be structured. One key question is whether the state will subsidize the costs for each individual

whose costs exceed the attachment point (sometimes referred to as “specific stop-loss” or
“excess-of-loss” reinsurance), or if it will subsidize the “aggregate losses” of a health insurance
plan beyond a certain “loss ratio.” The latter means that, if the health plan’s total medical claims
exceed the premiums the plan has collected or a certain percentage of the premiums the plan has
collected, the state will help pay claims. States use the first type of reinsurance (specific stop-loss
or excess-of-loss reinsurance) to reduce premiums. States use the second type (referred to as
“aggregate stop-loss” insurance) when they are not sure whether the rates they pay health plans to
provide coverage will adequately cover a health plan’s medical costs. Some states provide aggregate
stop-loss coverage for Medicaid managed care plans, for example, and more states did so when
Medicaid managed care was new and they had little experience with managed care enrollees’ costs.

New Jersey has proposed a reinsurance program that that would cover 90 percent of claims once an
individual’s costs exceeded $100,000. Conversely, Arizona contracts with managed care organizations
in the state to provide coverage to small businesses (fewer than 50 employees) and, before 2006,
reimbursed the participating plans whose aggregate annual medical costs exceeded 86 percent of the
total amount of premium revenue collected by the company.

Will reinsurance benefits be automatic?

® In the government-subsidized reinsurance programs that exist now, participating insurance
companies automatically receive reinsurance benefits when individuals’ or small groups’
claims exceed a certain dollar threshold. They do not have to make a choice about which individuals
or small groups they will cede to a reinsurance pool.

At what dollar amount will the state start subsidizing the highest-cost claims?

® A reinsurance program can start subsidizing coverage at any point. In specific stop-loss
reinsurance programs, the attachment points are usually a dollar amount, whereas in aggregate
stop-loss programs, they are typically a “loss ratio,” which is a ratio of costs to premium revenue.
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If your state is designing a government-subsidized reinsurance program, one crucial decision is
where to set the attachment point. The advantages of setting the attachment point at a lower
threshold are as follows:

s reduced premiums for enrollees, which will have the ripple effect of increasing the
number of people who purchase coverage;

= increased risk pooling, which helps to stabilize the insurance market and reduce
premiums; and

= greater assistance for a larger number of insurance companies that insure sicker people.

New York experienced these benefits by reducing the attachment point for reinsurance in the Healthy
New York program in 2003. Previously, the reinsurance program had paid all claims between $30,000
and $100,000 per individual. In 2003, the state invested more funds in the Healthy New York
program and reduced the attachment point for reinsurance to $5,000, paying all claims between
$5,000 and $75,000. Because many more people had claims at these dollar levels, most of the
HMOs offering these plans were able to drop their premiums by 17 percent.

The downside of setting a lower attachment point is that this design is more expensive and requires
more state dollars. If a state sets the attachment point at a higher level, then the reinsurance program
would cover a smaller number of catastrophic accidents or acute cases. The primary benefit of this
design is that it helps smaller insurance companies remain competitive.'

If your state is designing an aggregate loss program, the loss ratio should be high enough to
maximize the amount of premiums dollars spent on paying for medical services and minimize the
amount spent on administrative expenses and profit."

What will insurers pay in a government-subsidized reinsurance program?

In a government-sponsored reinsurance program, the original insurer is responsible for paying a
portion of the highest health care costs. As in the Connecticut and Idaho models, the original
insurer pays all of the claim costs before the reinsured person or group reaches the attachment

point. Once an individual’s or group’s medical costs exceed the attachment point, the reinsurance
program picks up the majority of costs—90 percent in some states—and the original insurer pays
the remainder of claims, typically just 10 percent. The reinsurance program, which is subsidized
with state dollars, can cover 90 percent of all expenses above the attachment point, or it can set
an upper limit on the claims it will reinsure. For example, in Healthy New York, the reinsurance
program pays for 90 percent of claims that exceed $5,000, but the program has a “reinsurance
cap” of $75,000. This cap ensures that the reinsurance subsidies stop at that point, and the original
insurer is responsible for paying all claim costs greater than $75,000.
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7 How can the state ensure that public dollars are actually used to reduce premiums?

Some states are contemplating using government-subsidized reinsurance for a targeted program

in which the state contracts with health plans. In these instances, the contract may set the
insurers’ payment rates and set forth requirements about what the insurer will charge consumers
in premiums. Other states are contemplating government-subsidized reinsurance for the entire
small-group or individual market. In these cases, states must use other regulatory tools to ensure
that insurers do not use reinsurance to increase their profits. For example, states can review insurance
rates and set limits on the amounts that insurers are allowed to retain for administration and profits
or directly require that they reduce premiums.

A Final Caution: Evaluate the Costs and Benefits before You Jump In

Although government-subsidized reinsurance programs can reduce volatility in the market, reduce
premiums, and increase coverage rates, they do so at a high price. And some wonder whether
delivering subsidies this way—as opposed to offering direct premium subsidies—is the most efficient
approach to bring down premiums and reduce the numbers of people who are uninsured.

Government-subsidized reinsurance programs use state dollars to reduce premiums. Besides
requiring reinsurance premiums or assessments, states can maximize tobacco settlement fund
dollars, state general funds, tobacco tax revenue, or other noninsurer sources to fund their
reinsurance programs.

Many states that are considering government-subsidized reinsurance models are conducting actuarial
analyses to truly understand the costs and benefits of implementing a subsidy program in this
way. For example, New Jersey’s insurance department recently obtained estimates on the costs
of adding publicly financed reinsurance to its individual and small-group markets, which together
serve about 1 million people. Its proposed reinsurance system would be combined with another
reform (merging the individual and small-group markets). Actuaries estimated that if publicly financed
reinsurance automatically paid 90 percent of all claims greater than $100,000, it would cost the
state between $150 million and $200 million annually, which is about 1.5 percent of the premiums
collected in the state’s small-group and individual markets.?’ The program would reduce premiums in the
small-group market by 3 to 4 percent. Even though the change in premiums would be slight, New
Jersey estimated that 5,000 more people would obtain insurance because of the slightly lowered
premiums.?!
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New York:
Individual Insurance and Healthy New York

New York has used state funds to provide reinsurance both for people who purchase comprehensive
insurance in the individual insurance market and for low-wage individuals and small businesses
who purchase more minimal coverage through Healthy New York. When the reinsurance systems
are adequately funded, they have reduced premiums. In recent years,

reinsurance has been well funded for one of the state’s reinsurance

programs, but unfortunately, not for the more comprehensive individual

policies. We first discuss Healthy New York, which is the state’s most NY

well-known (and better-funded) reinsurance program. On page 15,

we discuss the state’s “direct payment stop-loss relief program,”

which has not been sufficiently funded and, as a result, has been

less successful.

= Healthy New York, which was launched in 2001, is a good example of a functioning
government-subsidized reinsurance program. The Healthy New York program was
established to provide health coverage to employers with fewer than 50 employees, sole
proprietors, and low-wage individuals who were previously uninsured. Since its inception,
the Healthy New York program has provided insurance to more than 300,000 people, and,
in October 2007, 147,530 people were enrolled in Healthy New York.?? The program has
strict eligibility rules that prevent people from dropping private coverage and enrolling in
Healthy New York—a phenomenon known as “crowd-out.”

The Healthy New York program contracts primarily with HMOs, which are required to
offer a standard, minimum benefit package® to all program participants. The minimum
benefit package meets the needs of relatively healthy enrollees, but advocates note that
the program does not meet the needs of people with chronic illnesses. The HMOs are
required to community-rate their premiums, meaning they can vary their premiums only
according to county location and family composition. These HMOs are reinsured through
the Healthy New York stop-loss reinsurance pools, which are funded by assessments on
insurance premiums (based on the number of people a particular insurer covers) and by
other state funds dedicated to insurance initiatives. The program is structured so that all
participating insurance HMOs are automatically reinsured and pay no reinsurance premi-
ums. The reinsurance program then reimburses the HMOs for 90 percent of an enrollee’s
covered health care costs between $5,000 and $75,000 in a year. The HMO pays the
remaining 10 percent of costs between $5,000 and $75,000. This level of cost-sharing ensures
that the primary insurance company is liable for some of the enrollee’s health care costs.
The cost-sharing requirement remains low enough, however, that it still reduces health
insurance premiums for enrollees.?* The HMOs that participate in Healthy New York must
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spend at least 80 percent of the premium dollars they collect on medical care (as opposed
to administration and profit).

Healthy New York has lower premiums than the rest of New York’s insurance market,*
but it is not all because of reinsurance: Healthy New York also has a less generous
benefit package and may attract healthier enrollees. However, Healthy New York’s ex-
perience over several years shows that subsidized reinsurance can reduce premiums.
When the state lowered the attachment point from $30,000 to $5,000 in Healthy New
York in 2003 and began paying all claims between $5,000 and $75,000, the HMOs that
offered Healthy New York were able to drop their premiums by 17 percent.

Direct payment stop-loss relief program. To help people who buy more comprehensive
insurance, in 2000, New York began its subsidized reinsurance program, called the “direct
payment stop-loss relief program.” Under a 1995 law, New York HMOs must provide
two different standardized policies to individuals, and they must accept all individuals
regardless of their health status. Both policies offer identical comprehensive benefit
packages, so they are appropriate for people in poor health as well as for healthier
enrollees (one policy includes out-of-network benefits and the other does not). Before
enactment of the reinsurance program, premium prices were increasing rapidly. The
stop-loss relief program was thus enacted to “provide premium and market stability.”
Under the stop-loss relief program, a designated fund pays 90 percent of individual
claims between $20,000 and $100,000 per year. The fund is financed by assessments on
all insurers, hospital and lab surcharges, tobacco settlement and tobacco tax revenues,
and proceeds of nonprofit health plan conversions. A clause in the law says that claims
will be reimbursed “to the extent that funds are available,” and appropriations to the
direct payment stop-loss relief fund have been frozen at 2003 levels for the last six
years, although appropriations to Healthy New York’s stop-loss fund, on the other hand,
have continued to grow.

The direct payment stop-loss program was helpful in paying claims and stabilizing
premiums for the first three years, but since about 2003, appropriations to the fund have
not been adequate to pay submitted claims. By 2006, only about 40 percent of claims
costing between $20,000 and $100,000 were actually paid by the fund. The number of
enrollees in New York’s individual market has dropped dramatically in recent years, and
advocates blame the market’s collapse on the freeze of stop-loss funding levels.?®

New York’s experience illustrates the importance of providing sustainable financing for
reinsurance that keeps up with medical inflation and with enrollments. Furthermore,
states must plan carefully to ensure that premiums are affordable to people with a full
spectrum of health care needs.
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The Health Care Group of Arizona

In 1985, the Arizona Health Care Cost Containment System—a division of the state’s Medicaid
program—created the Health Care Group of Arizona (HCG) to provide guaranteed coverage to
self-employed individuals, businesses with fewer than 50 employees, and political subdivisions
(such as counties and municipalities). The program has grown since its inception, and in March
2006, it had 26,062 medical plan members. The HCG contracts with HMOs and preferred
provider organizations in the state to provide a variety of basic and comprehensive benefit
packages.

Premiums for insurance plans offered in the HCG are priced based on a system called “adjusted

community rating,” which means that participating insurers cannot charge self-employed

individuals or small businesses higher rates based on employees’ health

status. But these insurance companies can vary rates based on age, gender,

AZ and location. In contrast, plans offered outside of the HCG can charge

higher premium rates to businesses with unhealthy employees. Reinsurance

helps guard participating plans from the financial risk associated with

enrolling more employees with health problems. Periodically, Arizona

has used some public dollars to fund the HCG’s reinsurance program to

stabilize premiums for enrollees and to protect participating health plans when large and
rapid changes occurred in the insurance market.

To participate in the HCG, individuals and especially businesses must meet certain requirements.
The Arizona legislature enacted these requirements to prevent the HCG from competing
with commercial insurers for the most desirable portion of the small-business market. To
qualify for HCG coverage, businesses must meet the following criteria:

= Not have had insurance for the past six months (180 days);

= Enroll 100 percent of their employees in the HCG or provide a waiver for individuals
with other forms of coverage (if there are fewer than five employees); or

= Enroll 80 percent of their employees (if there are more than six and fewer than 50
employees).

Businesses participating in the HCG are not required to contribute to their employees’
health insurance premiums. However, many employers do choose to contribute. Currently,
there are no income requirements for individuals who want to participate in the program.
HCG has offered plans with a variety of benefits and provider network options to attract
businesses and ensure a mix of employees, not just businesses whose employees have the
highest medical risk and health costs.

Before 2006, the HCG ran a hybrid reinsurance system with three main components. First, the
reinsurance program used state funds to pay for a proportion of claims between $75,000 and
$100,000 per individual. Second, the state used premium dollars collected from participating
plans to purchase a private commercial reinsurance policy for all individual claims that exceeded
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$100,000. Third, the state itself provided stop-loss coverage to health plans if, after the other
reinsurance reimbursement was deducted, total medical claims exceeded 86 percent of the
health plan contractor’s total annual capitated premium paid by HCG.

In 2006, the state stopped subsidizing the reinsurance program with public dollars in the hopes
of making the program self-funded. To achieve this goal, the state restructured the funding
for the HCG, relying only on premium revenue collected from participating small businesses and
public employers to self-fund the program and provide stop-loss coverage for the participating
health plans. However, because of significant medical losses in 2007, the state passed new
legislation that again appropriated money to subsidize the HCG for medical losses. HCG used
the program subsidies to reduce the participating health plans’ medical losses and provide
financial relief to the health plans, at least temporarily. The state is again increasing premiums
and modifying benefits in HCG health plans, hoping it can reserve enough of the increased
premium dollars to end the public subsidy and still protect participating health plans the next
time they face high medical losses. *’

Conclusion

State-sponsored reinsurance can be a useful tool in health reform. When financed only by insurers’
premiums and by assessments on health insurers, reinsurance can spread the risk of high-cost claims
more equitably among insurers. This helps keep insurers in the market and helps stabilize
premiums, for example, when states institute reforms requiring insurers to accept everyone regardless
of health status or when they prohibit insurers from charging people higher premiums based on their
health status. The design details, however, make a tremendous difference in determining the program’s
effectiveness. Analysts believe that programs are most effective when states mandate insurers’
participation and reasonably divide obligations between the original insurer and the reinsurance program
so that the reinsurance program will take on most high-cost claims.

When states add public dollars to a reinsurance system, they can make insurance more affordable—
insurers can reduce the premiums that they charge consumers if the state is paying high-cost claims.
The consequence of making insurance more affordable is that more people enroll, reducing the ranks
of the uninsured. In deciding whether to subsidize a reinsurance system, advocates and policymakers
need to determine the target population for a subsidy and the costs required to significantly reduce
premiums. Armed with this information, they should weigh the benefits of subsidized reinsurance
against other approaches to subsidies (such as income-based subsidies).

Once a state establishes a reinsurance program, consumer advocates should continue to monitor
the program. Although the broad parameters of a reinsurance program generally are set forth in
legislation, important details may be left to a board of directors for the reinsurance program. The
board will likely deal with the details of insurance and therefore will include representatives and experts
from the insurance industry. Policymakers should insist that consumer voices are included on the
board and that the meetings are open to the public or that specific opportunities are made available
for public oversight and comment.
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