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Chairman Brady, Ranking Member McDermott, and distinguished Members of the
Subcommittee:

On behalf of the American Academy of Actuaries’® Health Practice Council, | appreciate
the opportunity to provide written testimony on your subcommittee’s recent hearing on
the individual and employer mandates under the Affordable Care Act. My comments will
focus on the individual mandate.

Insurance markets must attract a broad cross section of risks

For health insurance markets to be viable, they must attract a broad cross-section of risks.
In other words, they must not enroll only higher-risk individuals; they must enroll people
who are lower risks as well. If an insurance plan draws predominantly those with higher
than average expected health care spending, otherwise known as adverse selection, then
premiums will be higher than average to reflect this higher risk.

Adverse selection is a byproduct of a voluntary health insurance market. When people
can choose whether or not to purchase insurance coverage, their decisions reflect in part
how their expectations for healthcare needs compare to the insurance premium charged.
Adverse selection results in higher premiums that, in turn, may lead to more lower-risk
individuals opting out of coverage, which would result in even higher premiums. This
process is typically referred to as a premium spiral. Avoiding such spirals requires
minimizing adverse selection and instead attracting a broad base of lower-risk
individuals, over which the costs of higher-risk individuals can be spread. Attracting
healthier individuals will ultimately help keep premiums more affordable and stable.

How the various rules and regulations that apply to health insurance markets are defined
can affect the degree to which adverse selection occurs. In particular, guaranteed-issue
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provisions, which prohibit insurers from denying coverage based on pre-existing
conditions, can exacerbate adverse selection concerns by giving individuals the ability
and incentive to delay purchasing insurance until they require health care services.
Likewise, limiting or prohibiting premium variations by health status or other
characteristics correlated with health spending can raise the premiums for younger and
healthier individuals, relative to what they would pay if these characteristics could be
used as rating factors. Such pure or modified community rating rules could cause younger
and healthier individuals to opt out of coverage, leaving a higher-risk insured population.

The individual mandate is important to reducing potential adverse selection arising
from guaranteed issue and modified community rating rules

Increasing overall participation in health insurance plans, especially among lower-risk
individuals, is an effective way to minimize adverse selection. The Affordable Care Act
(ACA) includes an individual mandate, which is an integral component of the law. The
mandate, along with the premium subsidies and other provisions, provides incentives
even for individuals in good health to obtain coverage, mitigating premium increases due
to guaranteed issue and modified community rating. Without the individual mandate,
fewer people would be insured and the risk pool would be more heavily weighted to
those with higher costs. The result would be higher premiums.

Alternatives to the individual mandate

In the absence of an individual mandate, other mechanisms could be used to either
encourage lower-cost individuals to purchase coverage and/or to offset the higher costs
associated with adverse selection. However, an effective and enforceable individual
mandate would likely achieve higher participation rates than these types of voluntary
incentives. Below is an annotated list of potential alternatives, many reflecting options
explored by the Government Accountability Office (GAO) in consultation with health
policy experts, including representatives from the American Academy of Actuaries.?
These options could be pursued alone or combined with one or more other options. When
assessing any of these options, policymakers must balance providing individuals,
especially healthy individuals, with incentives to enroll when first eligible against not
being overly punitive so that individuals who delay enroliment face barriers so high that
they find it difficult to ever enroll subsequently. In addition, the impacts on particularly
vulnerable populations, such as those with low incomes or pre-existing health conditions,
need to be considered.

Less frequent open enrollment periods. When guaranteed issue requirements prohibit
insurers from denying coverage to individuals with pre-existing conditions, open
enrollment periods limit the extent to which individuals can delay obtaining coverage
until they need it. The ACA includes an annual open enrollment period during which
individuals can sign up for coverage. Enrollment is not allowed outside of this period
except under certain qualifying circumstances, such as a change in marital status.
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Less frequent open enrollment periods, for instance, having a one-time open enrollment
period or an open enrollment period every two to five years instead of annually, would
provide a greater incentive for people to purchase coverage sooner rather than later. It
would reduce adverse selection arising from individuals delaying enrollment until they
have high healthcare needs.

Late enrollment financial penalty. A late enrollment penalty is often suggested in
combination with less frequent open enrollment periods. If an individual does not enroll
in coverage when it is first available, subsequent enrollment would require a higher cost.
This could be done, for instance, through a premium surcharge or a reduction in premium
subsidy. Imposing a higher premium on those who delay enrollment could provide an
incentive for people to purchase coverage when it is first available. Premium penalties
may need to be significant if a goal is to offset the costs of those who delay enrollment
until they have high-cost healthcare needs. Otherwise, the increased costs stemming from
adverse selection would be spread to other enrollees in the form of higher premiums.

The late enrollment penalty in the Medicare program imposes a higher premium on
individuals who don’t sign up for Part B or Part D when initially eligible and don’t have
creditable coverage. Medicare’s high enrollment rates are likely not attributable to this
penalty, however. Instead, Medicare’s highly subsidized Part B and Part D premiums
likely play a larger role.

Late enrollment access penalty. Rather than charging a higher premium for those who
delay enrollment, another form of a late enrollment penalty would be to remove the
guaranteed issue and modified community rating requirements for late enrollees. In other
words, insurers would be allowed to underwrite for those who do not enroll when first
eligible. Individuals with pre-existing conditions could then be denied coverage
altogether, provided access to less generous plans only, or charged higher premiums
based on their health conditions. By limiting or excluding coverage for pre-existing
conditions, such a penalty would reduce premium increases resulting from adverse
selection.

Expanded reinsurance program. The ACA includes a temporary reinsurance program to
offset the higher costs to plans of higher-risk individuals enrolling during the early years
of the program. It was expected that higher-risk enrollees would be more likely to enroll
sooner, and lower-risk individuals would eventually enroll, due to the individual mandate
and its penalties which increase over time. The reinsurance program is funded through
assessments on all plans and provides payments to plans in the individual market. In
2014, the reinsurance program reduced net claim costs in the individual market by 10-14
percent, leading to lower premiums.® The reinsurance program is temporary and phases
out between 2014 and 2016, resulting in lower offsets to premiums over time.

In the absence of an individual mandate, extending and expanding the use of reinsurance
through larger assessments or other funding could help offset costs of higher-risk
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insureds, thereby moderating premiums. Lower premiums could encourage enroliment by
even healthy individuals.

Allow greater premium variation. Under the ACA, premiums in the individual market
are not allowed to vary by health status, and are allowed to vary by age by only a 3-to-1
ratio. Allowing greater variation in premium rates based on age would reduce costs for
younger adults, increasing the likelihood they would purchase coverage. But, costs for
older adults would increase, potentially making coverage unaffordable.

High-risk pools. If the requirements regarding guaranteed issue and modified community
rating were relaxed to allow insurers to deny coverage or charge higher premiums to
individuals with pre-existing conditions, average premiums would be lower but high-risk
individuals would have difficulty obtaining coverage. High-risk pools have been used to
facilitate coverage for high-risk individuals, but these have generally been small,
coverage has been limited and expensive, and they have typically operated at a loss.* In
addition, removing high-risk individuals from the insured risk pools reduces costs in the
private market only temporarily. Over time, even lower-risk individuals in the individual
market can incur high health costs, which would put upward pressure on premiums.

Coverage opt-out with payment for uncompensated care. Without an individual mandate
or other mechanisms to encourage enrollment, health care providers will see a rise in
uncompensated care. As an alternative to the mandate, an option would be to allow
individuals to opt out of coverage, but require that they pay a share of uncompensated
care costs through an annual assessment.

Weakening or eliminating the individual mandate could threaten the viability of the
health insurance market

When health insurance markets include guaranteed issue and modified community rating
requirements to ensure that coverage is available to people with pre-existing conditions,
market viability depends on attracting a broad cross section of risks. If individuals with
lower-cost health care needs opt to forgo coverage, average costs of those purchasing
coverage will be higher, potentially creating a premium spiral. By encouraging
enrollment among low-risk individuals, the ACA’s individual mandate helps mitigate
these adverse selection concerns.

Weakening or eliminating the individual mandate could result in adverse selection that
would raise premiums and threaten the viability of the market, unless alternative
provisions are implemented that would create equally strong incentives for low-risk
individuals to obtain coverage. Alternatives include less frequent open enrollment periods
with penalties for late enrollment, an expanded reinsurance program, high-risk pools,
allowing greater premium variations across individuals, or allowing coverage opt-outs
with assessments for uncompensated care. Although such voluntary incentives would
provide incentives for healthy individuals to obtain coverage when first eligible, they
would likely not be as effective as a strong individual mandate. In addition, special
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consideration would be needed to ensure access to coverage for vulnerable populations,
for instance those with low incomes or pre-existing health conditions.



