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June 16, 2011

Maryland Health Care Commission

Subject:
Potential Impact of the Affordable Care Act on the Current Individual and Small
Group Markets

Dear Commissioners:

The Maryland Health Care Commission (MHCC) engddedcer and its sibling
company Oliver Wyman to assess the potential impkitte Patient Protection and
Affordable Care Act (PPACA) on Maryland’s currentlividual and small group
markets. This paper represents an analysis ofithact of PPACA on the existing
markets, or status quo. It should be viewed datecsbaseline analysis that attempts to
guantify the impact insurance reforms will havegooss premiums in the existing
markets if there were no other incentives or maskabilizers/risk mitigation
mechanisms integrated into PPACA. Any changesempms cited in this report
reflect changes in “gross” premiums. By “grossémiums, we mean the premium levels
before the effect of any premium subsidies or PPASR mitigation mechanisms.
Unless noted otherwise, we have based our anaggsiblicly available information.

The impact that may occur from potential migratesnong the existing segments (i.e.,

uninsured, Medicaid, individual, small employer gpolarge employer group) or
between fully insured and self funded benefit plansutside the scope of this paper.
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The paper does not incorporate the following:

* Influx of newly insured members into the variousrkeds, especially the
individual market.

* Incentives such as the available premium subskthesd on income that may
partially or fully neutralize increases in grossipiums resulting from insurance
reforms.

* Market stabilizers such as reinsurance and risksaeljs.

This paper should be viewed as a first step innaptex process of providing basic
information to policymakers and not as the finafiitive quantification of the ultimate
impacts on the markets or premiums. Any estimategremiums presented in this paper
must be viewed in this context and the reader shadognize that many consumers,
especially those in the individual market, will x{perience the percent increase in
actual net premiums because of the incentives aréenstabilizer/risk mitigation
mechanisms available to them.

Sincerely,

.5

Karen Bender, FCA, ASA, MAAA
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Summary

Executive Summary

The Maryland Health Care Commission (MHCC) engddedcer and its sibling
company Oliver Wyman to assess the potential impkitte Patient Protection and
Affordable Care Act (PPACA) on Maryland’s currentlividual and small group
markets. Unless noted otherwise, we have basedmalysis on publicly available
information?

This paper represents an analysis of the impaeP#CA on the existing market, or
status quo. It should be viewed as a static, mesahalysis that attempts to quantify the
impact insurance reforms will have on gross prensiimthe existing markets if there
were no other incentives or market stabilizers/mstigation mechanisms integrated into
PPACA. Any changes in premiums cited in this assess reflect changes in “gross”
premiums. By “gross” premiums, we mean the premienels before the effect of any
premium subsidies or PPACA risk mitigation mecharss

The impact that may occur from potential migratesnong the existing segments (i.e.,
uninsured, Medicaid, individual, small employer gpolarge employer group) or
between fully insured and self funded benefit plansutside the scope of this paper.

The assessment does not incorporate the following:

* Influx of newly insured members into the variousrkess, especially the
individual market.

* Incentives such as the available premium subskihesd on income that may
partially or fully neutralize increases in grossipiums resulting from insurance
reforms.

* Market stabilizers such as reinsurance and risksaeljs.

! Specifically, we accessed CareFirst premiums online through websites such as eHealthinsurance.com. We are relying
on the accuracy of these premiums in our analysis.
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This paper should be viewed as a first step inmaptex process of providing basic
information to policymakers and not as the fin&ficitive quantification of the ultimate
impacts on the markets or premiums. Any estimategremiums presented in this paper
must be viewed in this context and the reader shadognize that many consumers,
especially those in the individual market, will odperience the percent increase in
actual net premiums because of the incentives aréenstabilizer/risk mitigation
mechanisms available to them.

PPACA contains three types of risk mitigation mect@as:

— Risk corridors (first three years only)
— Risk adjustors
— Temporary individual market reinsurance (first thyears only)

The goal of risk corridors is to minimize the lossas well as the gains, for the first three
years of the exchange to encourage carriers to ioarance in the exchanges in the
individual and small group markets. The purposesiéfadjusters is to remove incentives
for enrolling only healthy individuals in a markehere medical underwriting is
prohibited and rating for risks (other than tobgamo an individual basis is not allowed.
Theoretically, the only impact on aggregate avegagss premium rates pertaining to the
first two types of risk mitigation would be the gdslity of a slightly lower risk charge
incorporated into the rates. This is because ther@o new funds coming into the
insurance system for the individual and small gromgrkets from external sources.
(either from the federal government or from assesgsnto large employefs) Therefore,
the first two types of risk mitigation involve examging premium dollars among the
carriers in the individual and small group marketfie goal of the temporary individual
market reinsurance is to at least partially mitgswme of the rate shock associated with
any imbalance in the entrance of high risk poobkees into the individual market.

Initial costs may be higher in the individual markenore high risk pool individuals
enroll than individuals with average or low riskat were previously uninsured. Also,
initial costs could be higher if the average claimount per member for high risk pool
enrollees is not fully offset by the average claimount per member for the new
enrollees that were previously uninsured. Thes®tor providing this reinsurance is a
$25 billion assessment on insurers and self fupdiaas, with $10 billion redistributed for
2014, $8 billion redistributed for 2015 and $4ibitl redistributed for 2016. The details
as to how carriers in the individual Exchange mavkié be reimbursed for high risk
individuals are as yet, undefined, as is the amauatiable to each state.

2 PPACA does not specify a specific funding source for any short fall that may occur if the losses for health plans
participating in the Exchanges are greater than the gains. General discussions seem to imply that HHS does not
anticipate this situation to occur, based upon the experience of Medicare Part D, which also incorporated risk corridors.
For Medicare Part D, the gains were materially greater than the losses. Since there is no specific funding source and no
specific authorization to provide additional funds if necessary, we are assuming that the only sources for funding the
health plans sustaining losses are from the shared gains from the health plans with positive financial results. Therefore,
while there may be monies distributed among the health plans within the Exchanges, the average premium will not
change.

Oliver Wyman Actuarial Consulting, Inc.
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Section 1 discusses many of the changes that viléquired in Maryland due to
PPACA, and explains how these changes will afiedividual and small group premium
rates. These changes include minimum loss ragjoirements, minimum benefit
requirements, rating restrictions, and underwritieguirements. Oliver Wyman
estimates that the impact of the PPACA changesisiégl in this report will cause
individual premiums to increase about 35% in aggredefore application of available
premium subsidies. We estimate that PPACA chamgesause small group premiums
to increase in the range of 2% in aggregate, asgyuthe small group and individual
markets are kept separate in the first year of PRRG important to understand that
these changes may significantly affect premiumsifp@ly or negatively) of certain
policyholders in Maryland, even though the overaligregate premium impact across the
individual and small group markets may be lowehe Tables on the following pages
summarize Oliver Wyman'’s estimates of the impadhese PPACA changes for
Maryland’s individual and small group markets.

Individual Market: Aggregate Premium I mpacts

Average Premium | mpact
Minimum Loss Ratio Not Significant
Maternity Mandate 2% — 4%
Mental Health Mandate 0%
Unisex Rating 0%
Guaranteed Issue 26%
Actuarial Value 6%
Age-Rating Restrictions 0%
Total 34% — 36%

Note, these impacts do not reflect any premiumigidssthat will be available to
individuals as a result of PPACA. The impact ofvheinsured individuals entering the
market has not been taken into consideration -hasrany migration attributable to
changes in dependent tier options. This table deinates the upward pressure on gross
premiums in the current market. It does show ithatrder for gross premiums (i.e.,
premiums before premium subsidies) to remain staiége would need to be a
substantial increase in lower-cost members entén@gndividual pool.

Oliver Wyman Actuarial Consulting, Inc.
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Small Group Market: Aggregate Premium I mpacts

Average Premium | mpact
Minimum Loss Ratio Not Significant
Maternity Mandate 0%
Mental Health Mandate 0%
Prescription Drug Coverage 0%
Guaranteed Issue Not Significant
Actuarial Value 2%
Age-Rating Restrictions 0%
Total 2%

Note that these impacts reflect the current maaketdo not reflect any premium
subsidies that will be available to qualifying shgabups as a result of PPACA. No
estimate for any impacts resulting from finalizatiof the essential benefit package,
which is unknown at this time, has been includieEhe impact of newly insured groups
entering the market is not reflected, and no attdrap been made to model small
employers’ decisions regarding whether to contioifiering employer-sponsored
insurance.

Section 2 discusses the pros and cons of mergengttividual and small group markets
for the purpose of complying with the PPACA minimlwss ratio and rebate
requirements beginning in 2011 and as of 2014, whemrxchange(s) will be effective.

Section 3 explores the possibility of erosion inriiand’s small group market caused by
PPACA changes. This section discusses the usdfahsurance, associations, co-ops,
and Section 125 plans (rather than traditional ey®l coverage) as vehicles for
providing health insurance coverage to small gremaployees. Financial and
nonfinancial impacts are considered, as well aseghsibility of using these vehicles
under PPACA.

Section 4 discusses options that MHCC may wanbihsider to minimize the impact of
anti-selection in the individual and small grouprkes. It will be important to minimize
the extent to which individuals drop coverage wtiery expect they will not need it and
then re-enroll when they expect to use servicaghe absence of the final regulations,
MHCC may want to consider the following rules thatuld minimize selection in the
reformed markets, recognizing that ultimately smhthese may not be allowable:

»= Maintain equal rating inside and outside of thehaexge(s).
= Maintain a single annual open enrollment perioddimth plans inside and outside of
the exchange(s).

% We have included adjustments for broad categories, such as maternity, mental health and prescription drugs, as
reflected in the original legislation. We have based these estimates on the costs for similar benefits in the current markets.
There are many other details pertaining to the scope of coverage for all the categories that are unknown at this time,
including everything included in the three categories for which we have made adjustments.

Oliver Wyman Actuarial Consulting, Inc.
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= Only allow benefit changes during the annual enretit period.

= Limit benefit coverage at initial enroliment.

= Limit the degree to which a policyholder can imprawr reduce benefits within a
calendar year.

= Limit benefit selection options for employees tgieen level (e.g., Bronze, Silver,
Gold, Platinum) selected by the employer.

= Do not allow large employers to enter the exchange.

= Actively enforce the definitions of reinsurancelie small group market until they
are deemed pre-empted by ERISA.

This section also discusses the lessons learnedNtassachusetts health reform, which
may apply to Maryland. These include the following

= Engage stakeholders.

= Maintain strong, centralized coordination amongegament agencies.

»= Maintain close coordination between Medicaid arelrtbw public programs.

= Employ an intense, statewide effort to enroll cotiseuninsured.

= Make individuals and businesses aware of availsibsidies and potential penalties.

= Understand that there will still be some uninsuard underinsured. Maintain safety-
net systems.

= Collect feedback from consumers, providers, empkend other stakeholders.
Adjust policies, processes, and operations as deede

= Advocate for health system reforms that will redtleecost of health care while
expanding coverage and care.

Many aspects of PPACA have not been finalized. SEguently, many details of the final
regulation are unknown, including how the benefitis look in the essential benefit plan,
which rules will ultimately govern the exchangesywhopen enrollment periods will be
administered; what limitations there will be on rgmg carriers during a 12-month
period and/or purchasing richer or leaner bendfiting a 12-month period, and how the
area regions for the rating limitations bands camléfined.

At the time this paper is being written, severaldaits are pending that challenge the
constitutionality of the individual and employer naates in PPACA. Therefore, this
paper must be considered in this environment. Whppropriate, we have based our
analysis on PPACA as currently written and/or ateripretation of PPACA.

We are not lawyers and are not qualified to remeigal opinions. MHCC should seek its
own legal counsel for legal interpretations. Tieger is generally a qualitative analysis
of PPACA’s potential impact on Maryland’s individwend small group markets. While
we have incorporated some analytics, these metrecbased on the current markets. We
have not attempted to model the impacts of mignatizetween markets (individual,

small group, and large group) or between these etsdnd Medicaid. In addition, we
have not modeled the number of currently uninstinatimay be expected to purchase
insurance in 2014.

Oliver Wyman Actuarial Consulting, Inc.
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Individual and Small Group Premium Changes
PPACA defines a number of benefit, rating, and mwdéng requirements, all of which
may affect premiums in the individual and smalligranarkets. The following tables

outline these requirements (effective beginning0dal and later).

Provisions Affecting Benefit Requirements

red

Effective Individual Small Groups
Benefit Requirements| Date |GrandfathereiNon-Grandfathered| Grandfatheréd Non-Grandfathe
Ellmlnat_lor_] of Annual 2014 X X X
Dollar Limits
Essential Benefits 1/1/2014 X X
Annual Out-of-Pocket
Maximum (Limited to | 1/1/2014 X X
HDHP Levels)
Deductible Limits at
$2,000/$4,000 1/1/2014 X X
(Single/Family)
Specific Act_uarlal 1/1/2014 X X
Value Requirements
Minimum Loss Ratio3 |CY 2011 X X X
Rate Review for 2010 Plar 6
X X X
Unreasonable Increases Years
Already Already required
Guarantee Issue 1/1/2014 X required unde g y
HIPAA under HIPAA

* Actuarial values for Bronze, Silver, Gold, and Platinum are 60%, 70%, 80%, and 90%, respectively.

® MLRs are 80% for individual and small groups and 85% for large groups. It appears that states will be able to decide

whether they want to merge the individual and small group markets to meet this requirement.

® Insurance reforms apply only to insured small group plans; they would not apply to self-funded plans.

Oliver Wyman Actuarial Consulting, Inc.
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Provisions Affecting Rates and Underwriting

Effective Individual Small Groups

Provision Date | GrandfatheredNon-GrandfatheredGrandfathered | Non-Grandfather
Elimination of Pre-
Existing Condition 1/1/2014 X X
Periods for All
No Waiting Periods > 1/1/2014 X X
90 Days
Exchange Operational| 1/1/2014 X X
Temporary Individual | 2014 —
Market Reinsurande 2016
Moc_jlfled Community 1/1/2014 X X
Ratind’
Definition of Small 9 X
Employer Changed
Risk Corridord? 221516— Quallg?;jn?ealth Qual||f:|)(|a:ngealth
Risk Adjustment' 1/1/2014 X X
Interstate Sales 2016
Compacts

The proposed changes’ effects on premiums will vetyveen the individual and small
group markets. There are some commonalities betieetwo.

" Requires nonprofit state-run reinsurance entities to collect payments and use amounts to make reinsurance payments to
health insurers that covered high-risk individuals in the individual market. Funded by $25 billion in assessments on all
individual and group insurers as well as all third-party administrators (on behalf of self-funded plans).

8 Gender is eliminated as a rating factor; the ratio of highest age factor to lowest age factor is 3:1; 50% load for tobacco
use; appears to currently allow only single/family dependent tier options; area will be an allowable factor, but it appears
that each state will now have the authority to establish specific rating areas and the Health and Human Services (HHS)
Secretary has approval authority over the state’s recommendations; credits for wellness programs may be as high as

50%. Most notably absent from these reforms is variation attributable to morbidity.

® Definition of small employer must be self-employed up to 100 employees. However, states have the option to keep
definition of small group employer at 1-50 for 2014 and 2015. Beginning in 2017, states can permit employers with more
than 100 employees to join exchanges, but it appears that all insured large groups must then follow the same rating

limitations as small groups (in or out of the exchange).

19| anguage appears to limit the risk corridors only to insuring entities’ qualified health plans (QHPs) that are participating
in exchanges. The goal is to minimize the impact of selection that any particular QHP may incur as a result of participating
in the exchanges. QHPs whose allowable costs are less than a targeted amount will need to return part of the premium. If
a QHP shows that allowable costs are 92% to 97% of a target amount, the QHP would have to pay 50% of the excess of
97% of the target amount. If the allowable costs are less than 92% of the target amount, the QHP would pay 2.5% of the
target amount and 80% of the difference between the actual amount and 92% of the target amount. If the QHP allowable
costs are between 103% and 108% of a target amount, the QHP would be paid 50% of the amount in excess of 103% of
the target amount. If the allowable costs exceed 108%, the QHP would be paid 2.5% of the target amount plus 80% of the
excess over 108% of allowable costs. Allowable costs are defined as the total costs (other than administrative costs) of the
QHP in providing covered benefits. Allowable costs are reduced by any risk adjustment and reinsurance payments

received as provided in PPACA.

! Risk adjustment will apply only to non-grandfathered plans. Effective date is tied to the date the exchanges become
operational, if for some reason they would not be operational by January 1, 2014.
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Minimum Loss Ratio

In order to ensure value for consumers, PPACA reguhat a certain percentage of
premiums be returned to consumers in the formafrd. This is often referenced as the
PPACA minimum loss ratio (MLR). The PPACA MLR regment for the individual
market is 80%, meaning that for every dollar ofnpitem at least $0.80 must be spent by
the insuring entity on claims or services that ioyar health care quality. The PPACA
loss ratio (PLR) differs from the traditional losgio (TLR) often referenced in statutory
statements and/or other industry reports. The BLgenerated by dividing incurred
claims by earned premiums. The PLR provides ferlelusion of other services that
“improve health care quality” and fraud detectfoim addition to claims; premiums are
reduced by taxes, licenses, and assessments. LRhis Rurther adjusted to reflect
fluctuations attributable to smaller insurance pawid higher deductibles.

Because of these different definitions, a TLR a&léhan 80% may equal a PLR of 80%.
The amount of difference varies by company — dejgnaoin its expenditures for services
that qualify as improving health care quality;sts/zings from successful recoveries for
fraud and abuse; its taxes, fees, and assessntemigduct mix; and the size of its
insurance pools.

Essential Benefits

PPACA specifies that all health plans must coveeesal benefits. Until the Department
of Health and Human Services (HHS) finalizes thiend@ns of “essential benefits,” no
one will be able to estimate with any certainty ith@act of any changes in benefit levels
from those prevalent in the industry today.

Recommendations for determining the “essential titsh@ave been (and continue to be)
provided from a variety of sources. Helen DarliRggsident and CEO of National
Business Group on Health, discusses five key ptint®nsider when developing the
essential benefit package.

= Medical necessity

= Efficiency and affordability of benefits

= Importance of benefit limits to reduce unnecessarg

= Recognition of the importance of consumer-direc¢tedlth plans in providing
affordable coverage for those who would be unirgotberwise

= Not looking to state mandates as criteria for deiteing the essential benefit package

The last bullet is especially critical to a statelsas Maryland, which currently requires
insurers to provide many Maryland-specific statazdaed benefits. As currently

12 The amount of credit for fraud and abuse is limited to the dollar amount of direct dollars saved.

'3 Darling, Helen, “Recommendations on Critetia and Methods for Defining and Updating Individual Mandates and
Packages — Purchaser Perspectives.” Accessed March 29, 2011.
http://www.iom.edu/~/media/Files/Activity%20Files/HealthServices/EssentialHealthBenefits/2011-JAN-
12/1100%202%20Darling.pdf
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written, PPACA does not allow federal premium sdles for that portion of the

premium attributable to any state-specific mandaekefits that exceed those defined in
the federal essential benefit plan. Furthermdeges must make payments to individuals
enrolled in a qualified health plan (QHP) or torgas offering the QHP to "defray the
cost" of the additional required benefits assodiateh state-specific mandated benefits
that exceed those defined in the federal essdrdrafit plan. Furthermore, this payment
is not limited to only those individuals who receipremium subsidies, but &my

individual enrolled in a QHP in the Exchange. Qifgimg that portion of the premium
that reflects state-specific mandated benefitseékaeed the federal essential benefit plan
will be administratively challenging. Based on timasiderations outlined by Ms.
Darling, state-specific mandated benefits wouldandbmatically, by definition, be part
of any federal essential benefit plan. This wdlddddressed later in the paper.

In a presentation to the Institute of Medicine (IO entity charged with initially
recommending to HHS what constitutes essentialfligj)eAlan M. Garber expands on
the concept of medical necessity and distinguisietseen benefit “coverage” decisions
and “medical necessity” decisiofis:

= “A [benefit] coverage decision is a policy decis@imout categories of health
interventions provided to a population as parhef $tatutory mandate.”

= “A medical necessity decision is about the appadpriess of a specific treatment for
a specific patient.”

= “Not all [benefit] covered services are medicalcassary; not all medically
necessary treatments are covered.”

= “Unless the contrary is specified, the term “mebiecessity” must refer to what is
medically necessary for a particular patient, agce entails an individual
assessment rather than a general determinatiohafworks in the ordinary case.”

Garber makes an important distinction: providingeasential benefit package to address
the needs of covered persons may not always etisiteenefits that are medically
necessary for each specific person, and in sones ¢aay provide additional benefits that
are not medically necessary for a specific persimerefore, including medical necessity
criteria in the essential benefit package may bettdress these targeted issues.
However, that would appear to neutralize any iraklimits (such as number of visits)
that may be incorporated into any essential bepaftikage.

Including “medical necessity” in the essential feér@an that is interpreted as including
benefits exceeding a literal interpretation of scopthe benefits listed could introduce
two additional types of costs associated with pimg medically necessary benefits.
There are the additional direct costs of the claimas are identified as medically
necessary today that would not have been paidqushyi due to plan limitations. In
addition to these direct costs, there are alsaaéosgblved with managing a higher
volume of appeals due to inclusion of medicallyessary coverage. We found only one

* Garber, Alan M., “Medical Necessity, Coverage Policy, and Evidence Based Medicine.” January 13, 2011.
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study that attempted to quantify the impact ofuisedn of “medical necessity” that could
result in expansion of coverage. The S.6 Patiditsof Rights Act of 1999 was being
considered and included similar language regarmtiadical necessity. In its summary of
the S.6 Patients’ Bill of Rights Act of 1999, ther@ressional Budget Office estimated
that these costs contribute an additional 0.8%éooverall premium& In our opinion,
this may understate the ultimate impact since ptimay pressure physicians to
designate expansions of coverage as “medicallyssacg.”

In the 1990s there were multiple lawsuits conceayaw carriers administered “medical
necessity.” Carriers were accused of conspiringywroperly deny, delay, or reduce
payment to physicians by engaging in allegedly mppr conduct, including failing to
pay for “medically necessary” services in accor@anith member plan documents.
Under the terms of the settlements, each compameddo accept a definition of medical
necessity. The definition is generally the samesfich company, as follow8:

“Medically Necessary” or “Medical Necessity” shathean health care
services that a physician, exercising prudent cahjudgment, would provide
to a patient for the purpose of preventing, evah@tdiagnosing or treating
an illness, injury, disease or its symptoms, arad #ne: a) in accordance with
generally accepted standards of medical practigeglimically appropriate, in
terms of type, frequency, extent, site and duratou considered effective for
the patient's illness, injury or disease; and c) ppmarily for the
convenience of the patient, physician or other theedre provider, and not
more costly than an alternative service or sequaricervices at least as
likely to produce equivalent therapeutic or diagihosesults as to the
diagnosis or treatment of that patient's illnesguiy or disease. For these
purposes, “generally accepted standards of medicattice” means
standards that are based on credible scientifidernce published in peer-
reviewed medical literature generally recognizedlig relevant medical
community or otherwise consistent with the stangl@et forth in policy issues
involving clinical judgment.”

This definition appears to be more restrictive ttienone offered by Alan Garber.
Furthermore, any definition of “medical necessityat results in expanding benefits
beyond those in the insurance contract could saggmifly increase claims and, in turn,
premiums.

!5 Congressional Budget Office Cost Estimate, “S.6 Patients’ Bill of Rights Act of 1999.” June 16, 1999.

'® Thomas Litigation.

10
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State-Mandated Benefits

PPACA requires that any ultimate essential bempdi reflect the benefits typically
provided by employers. Employers purchasing fulured products will, by law, be
required to provide all mandated benefits in a $jgestate. Therefore, to estimate the
impact of state-mandated benefits, it is beneftaatudy the benefit plans of the self-
insured employers, because they are not requirptbiode mandated benefits prescribed
in any specific state.

MHCC conducts a comprehensive review of Marylastiige-mandated benefits every
four years. At the time this report is being venitt the most recent review was published
in January 2008 This study compares the fullrmadginal costs of Maryland-mandated
benefits in effect in 2007 with those of surrourdgtates. The marginal cost equals the
full cost of the services minus the value of thevises that would be covered without the
mandate’ To determine the services that would be coverigabwt the mandate, MHCC
conducted a survey of the types of benefits thgelstrcarriers administer for self-funded
clients. The study found that, while the full et Maryland-specific mandates
represent about 15% of total premiums for the sgrallip market (19% for the individual
market), the marginal costs were significantly lowenly a little over 2% of total
premiums. These statistics may be understatdtetextent that additional mandates
have been passed since December 31, 2007 thabttareflacted in the previous study.

However, if the ultimate “essential benefit” packatpes not include the Maryland
mandates in effect in 2007, the cost to the Sthkanyland for these mandates would be
almost $43 million (based on 2009 premium dolléws}he individual and small group
markets:® Costs for 2014 can be expected to be higheralueetical inflation between
2009 and 2014. Expanding the covered enrollmetitese two markets would also
increase costs to Maryland. If the ultimate esakhenefit package contains fewer
benefits than those represented in the MHCC stihey, the cost to the state of providing
the Maryland-specific mandated benefits would lghér than the marginal costs
reflected in the January 2008 MHCC study.

Costs

The comprehensiveness of the “essential benefitkgge is directly related to the
ultimate costs of the premiums, government subsjdied overall level of insurance
coverage. Very rich “essential benefits” will réésa high premiums. Jonathan Gruber
estimates that a 10% increase in costs resultorg & rich essential benefit package
translates into a 14.5% increase in governmentidylessts. Consequently, the higher
premium charges would enable an additional 4.5%safreds’ to drop coverage without
being subject to any penalties, since the requinésnegarding mandatory coverage with

Y MHCC, “Study of Mandated Health Insurance Services: A Comparative Evaluation.” January 1, 2008.

'8 Based on information from the Maryland Insurance Administration, earned premium for calendar year 2009 for the
individual and small group comprehensive major medical markets was just under $2 billion. The cost of the marginal
benefits from the MHCC 2008 study was about 2.2% of premiums.

19 Gruber, Jonathan, “Economic and Political Considerations in Setting Essential Benefits.” January 2011.
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penalty apply only when premiums (as a percentdgecome) are below a certain level.
Therefore, it is important to note that providirayerage for additional “essential
benefits” will improve the benefit plan, but wiltlaersely affect both the level of
premiums charged (i.e., drive up the costs) anchtimeber of people covered (i.e., reduce
the number of people insured as more will be exethpbm any financial penalties for
not carrying insurance because premiums, whichedaéively higher, will be deemed
unaffordable for a larger share of the populatlantwould have been with a “leaner” set
of essential benefits).

Dependent Tier Options

As currently written, PPACA provides for only twgpes of dependent tiers: single and
family. Most small group carriers employ eitheredrtier or four-tier dependent options.
(Three-tier: employee only, employee plus one, @mg@loyee plus two or more
dependents. Four-tier: employee only, employeespouse, single parent, and family.)
We know of some carriers that employ per-membéngab develop premiums, so that a
family of five would pay more than a family of fauMost individual carriers offer four-
tier dependent options. It is much more commathénindustry for individual carriers to
use a “per child” rate than in the small group neark

The limits on the number of tiers are further cacgiked by the fact that PPACA has
already mandated extending dependent coverageetd@agThe combination of a two-
tier dependent structure and extended coveragemstburage younger individuals to
continue coverage under their parents’ plan in ¢ieparticipating in their own

employer’s plan. In a two-tier rate structure,atlitional premium is charged — whether
only a spouse is covered or one or more childrercavered. Thus, even a married child
with his or her own employment can continue to tneeced under a parent’s plan for
“free,” whereas he or she may be required to doutei toward his or her own employer’s
insurance and/or fully fund any insurance purchaselde individual market. This could
result in significantly fewer younger people in bbd¢ie individual and small employer
pools. This is the population that is providing ffremium subsidies to the older
populations, whose premiums are artificially capged to the 3:1 age rating band.
Fewer people in this young insured segment willltaa higher gross premiums for
everyone in the pool, all other factors being edlal

Market-Specific Impacts
In this section, we identify the impacts that wiiffer by market segment.

20 This comment is based upon the existing market. Migration modeling to estimate that potential increase in the number
of insured and their relative morbidity was outside the scope of this study.
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Individual Market

Minimum Loss Ratio (MLR)

The 2009 traditional loss ratio (TLR) for the indival market as a whole in Maryland
was 83.4%! As previously noted, a TLR ratio of 83.4% wilbtdt in a higher PPACA
loss ratio (PLR) because PPACA allows for additiausts to be included in the claims
component compared to the TLR and PPACA allowgfemiums to be reduced for
certain expenses. Higher claims and lower premjiasisillowed under PPACA, will
result in the PLR being equal to or higher tharcasesponding TLR.

CareFirst covered 89% of Maryland’s individual netrin 2009 and had a TLR of
83.8%. Since the TLR for the individual marketwashole in Maryland and for CareFirst
were both above the PPACA MLR requirement of 80% would not expect premiums
in this market to decrease materially as a resull@PPACA MLR requirement.
However, even with CareFirst's majority market €haneoretically some of the smaller
insurers could be required to reduce their premianmovide rebates to meet the
requirement.

We reviewed the TLRs for the non-CareFirst insufer2009 and found the aggregate
TLRs for these companies to be 80.9% which is 8iigibove the PPACA MLR
requirement of 80%. Within this aggregation, fotithe carriers have TLRs below 80%.
These carriers make up $27 million of the total@8asllion of 2009 premium. The 2009
TLR for these carriers was 65.6%. However, PPAG#ws for credibility adjustments
based on the number of life years and average tibtijan addition to other adjustments
previously described.

Adjustingonly for the life-year credibilityas we do not have information regarding the
average deductible for each carrier, there is onby carrier whose loss ratio is still lower
than the PPACA MLR requirement of 86% It is very possible that the other
adjustments allowed under PPACA may enable thisecdao achieve the minimum level.
However, if this was not the case, this carrier daly $9 million in earned premiums for
2009, or only 2.6% of the total individual premiumMaryland. Even if this carrier
pulled out of the state entirely, this would natut in a major disruption. Nor would
material premium rebates be awarded if this cadhese to remain in the state and failed
to meet the PPACA MLR requirement. If 2009 is pi¢gl year for the Maryland
individual market, we would not expect the introtioic of PPACA MLR requirements to
substantially affect premium levels or access soiiance products.

2 |nformation provided by Maryland Insurance Administration.

2270 reflect the random fluctuation in claims associated with smaller insurance pools, NAIC recommended and HHS
adopted credibility adjustments as part of the calculation of the PLR, as well as adjustments for pools that reflect high
deductible amounts. The credibility adjustments are based upon the number of life years, which is calculated by taking the
total number of member months (i.e., a single member insured for twelve months is reflected as twelve member months)
and dividing by 12. The actual credibility factors can be found on Table 1, of Federal Register, Volume 75, Number 230,
Wednesday, December 1, 2010, Rules and Regulations.

http://edocket.access.gpo.gov/2010/pdf/2010-29596.pdf
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Essential Benefits

In the pre-PPACA individual market, it was not unoaon for people to minimize or
eliminate certain types of benefits that they badithey did not need, or to begin self-
funding totally or partially. Among these were eraity benefits, prescription drugs,
preventive services, and oral and vision care éprethdents.

In Maryland, carriers are only required to provélehours of inpatient hospital care for
maternity. Physician expenses associated withmmateind prenatal care are not
mandated benefits. CareFirst, which covers thentgjof the individual market, offers
expanded maternity coverage including physiciadices as an optional benefit. With
PPACA, all costs associated with maternity mustdneered. CareFirst is currently
charging an additional $126 per month for the aomlaonaternity benefit regardless of
age® This is roughly 60% to 150% of the base plansiaiepending on the plan chosen
and the insured’s age.

In order to estimate the overall impact of mandgatimaternity coverage, we have
assumed that only females under age 45 in famiigipe will require maternity benefits.
Using the age distribution and premium relativifiesn the HIAA surve§* and assuming
maternity costs are equal to the loads currenttygdd by CareFirst, we estimate the
overall impact of including maternity coverage ®3%6 to 8% of premiums. Two items
were not accounted for in the development of thisreate. First, the current CareFirst
maternity rates most likely include a portion favarse selection, since maternity
coverage is currently optional. This selectionrgkawill not be necessary with PPACA,
where maternity coverage will be provided for é&lecond, since CareFirst currently
offers maternity as an optional benefit, we antat&that maternity benefits are currently
being provided for some portion of the individuadnket. Therefore, we think that actual
maternity costs will be lower than our 5% to 8%reate. Selection costs alone could be
worth half of the current maternity charges. Thae we think that actual maternity
costs with PPACA will cause aggregate premiumsitogase in the range of 2% to 4%.

Mental health is currently a mandated benefit impWéand. Additionally, Maryland
already mandates coverage for preventative sersiogs as child wellness,
mammaograms, routine gynecological care, and pmstaicer screening. Therefore,
there should not be a significant premium impa& tuPPACA benefit requirements for
mental health and preventative services.

Unisex Rating

In Maryland’s current individual market, premiuntas may vary by gender. However,
CareFirst, which covers the majority of the indivadl market, uses unisex rating (adding
a charge for females who choose optional mateoaterage). With PPACA, premium
rates may not vary by gender. Since the largesecalready charges unisex premium

% Based on www.eHealthinsurance.com quotes for CareFirst plans (3/1/2011 effective date).

% Musco, Thomas D., “HIAA Survey: Individual Medical Expense Insurance Affordable, Serves Young and Old.” 2002.
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rates, we anticipate that the only major impact hsureds will experience under
PPACA is a spreading of the maternity charge adoofis males and females. In other
words, we think the “average” premium rate will wbange significantly due to unisex
rating, but the rates at various ages and genoeitd gary significantly.

As discussed in the prior section, the additionalemity charge is anticipated to be in
the range of 2% to 4%. However, based upon pyhdichilable CareFirst premium rates,
the additional maternity charge for a young malé aryoung female (currently without
maternity coverage) could be as high as 55% to ‘@%yming carriers allocate the
equivalent female load at that age equally to Inodihes and females. On the other hand,
the oldest ages may not see any change in themipne rates due to the unisex rating
requirement, depending on how carriers decide @&mgehfor mandatory maternity
coverage. Additionally, any females that currehyye maternity coverage should see a
premium rate reduction, as the premium rate chaigeithe maternity risk will be spread
across both males and females.

As previously discussed, 11% of the individual nedik covered by non-CareFirst plans.
A brief survey of current rates for plans availabhehealthinsurance.coindicated that
Coventry may be using a unisex rating structurglamyland. However Aetna, Kaiser,
and UnitedHealth all appear to use gender-speifiog in Maryland. Individuals on

any of these plans may see a rating impact in iatdio the maternity impact described
above, due to PPACA’s mandatory unisex rating sinec For instance, a 29-year-old
male could see an additional 15% increase attiiideisolely to changing from gender-
specific rates to unisex. These rates could iseremother 55% to 75% for young males
if the maternity load is allocated equally acrosden and females. This is before any
impact due to expansion of benefits.

Guarantee Issue

Under PPACA, individual policies must be issuedaaguaranteed basis. This is a
significant change from the current individual urvdéting environment, in which
applicants may be denied coverage on the basiesatfthconditions. We can use the
costs of the existing high-risk-pool insureds toneate the impact of guaranteed issue in
the individual market.

Inclusion of High-Risk-Pool Insureds in the Individual Market Effective 2014
Currently, Maryland has two high-risk pools. Thardyland Health Insurance Plan
(MHIP) was created in 2002. The MHIP rates aretkohito 150% of the standard risk
rate for individual insurance. An applicant maljfy for the MHIP if he or she has
been a Maryland resident for at least six montlisraeets any of the following criteria:

= The applicant has been denied coverage by an thdiVinsurance company.

= The applicant has health insurance, but coveragdéopre-existing condition(s) is
either limited or excluded.

= The applicant has been diagnosed with a conditiahis on the MHIP conditions list.
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=  The amount of the applicant’s current health inscegpremium is higher than the
MHIP premium or what a person with no pre-existiogdition would pay in the
individual market.

The Pre-existing Condition Insurance Plan (PCIRhésnew high-risk pool that is offered
under PPACA. Applicants may qualify for the PCifhey have been uninsured for at
least six months and have a pre-existing conduiomave been denied coverage or
excluded coverage for the pre-existing conditioralpyrivate insurance company. The
PCIP rates must be 100% of the standard risk ratee.MHIP Federal Plan has been
designated as the entity that would implement @&#Hor Maryland. The MHIP Federal
Plan took effect September 1, 2010.

Starting in 2014 under PPACA, all individual applits will have to be issued coverage
on a guaranteed basis. Therefore, we anticipatarit2014 there will be an inflow of
higher-cost customers to the individual market fidiaryland’s current high-risk pools.

Insureds in the high-risk pools have increasedscodthile the premium rates for the
MHIP are limited to 150% of the standard risk rfateindividual insurance, the actual
premium rates have varied over time as a percemiiile standard risk rate. From July
2008 to June 2009, the premiums ranged from 115%8%60 of the standard risk rate,
dep%lding on plan. The most current rates ramge 1r12% to 134% of the standard risk
rate:

We cannot calculate the average premium rate ascamtage of the standard risk rate
across all plans, as we do not have a distribidfanembers by plan. For the purposes of
analyzing impacts, we have assumed that the averagdaum rate is 120% of the
standard risk rate. The rates for the MHIP Fedelah are limited to 100% of the
standard risk rate. Since the MHIP Federal Playaben late 2010, we have been unable
to locate statistics on the plan’s current enrofibrend experience. However, if we
assume that when the high-risk pools are combin#dtive current individual market,

the 20% high-risk-pool rating load related to thelld will be spread among all
individuals in the new market, then the resultingrage load spread across all of the
insureds in the new individual market would be 298%.

It is important to note that the MHIP high-risk pa®currently running at a 242.5% loss
ratio?® It is reasonable to think that carriers wouleliloss ratio closer to the current
individual loss ratios (83.4%). If this loss ratias targeted for this segment, and if the
new individual market reflects only the memberstfiphe combined existing individual
market and the members in the high-risk pools, themresulting average increase to the
premiums of the resulting individual market woukeldoughly 26%. This demonstrates
the critical need to enroll many new, healthy meralyeto the individual market in order

% provided by Kent McKinney, Executive Director, Maryland Health Insurance Plan on March 4, 2011.

% Maryland Health Insurance Plan, “Statutory Financial Statements and Supplemental Information as of June 30, 2009
and 2008 and for the Years Then Ended.”
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to avoid a significant increase in premiums resglfrom the merging of the high-risk
pools with the existing medically underwritten ividiual market. PPACA has
recognized the potential for this upward pressuaceltes included reinsurance for high-
cost claimants for the first few years, risk coorislfor the first few years, and risk
adjusters ongoing.

Actuarial Value

In addition to changing underwriting, the individluaarket will have to meet the
minimum actuarial value requirements. All heallliys must have an actuarial value of
at least 60% for Bronze plans. A complete analybthe impact of this particular feature
of PPACA would entail obtaining information fromnd ahrriers currently participating in
Maryland’s individual market, which is outside th&pe of this particular study.
However, Oliver Wyman has estimated the impachefdactuarial value requirements
nationwide?’ Approximately 5.4 million people currently insdri the individual

market (approximately 32% of the total individuadnket) have policies that do not meet
the 60% threshold for the Bronze plans. Theser@usuwould have to purchase higher-
cost plans as a result of this requirement. ONVgman estimates that reaching a
minimum actuarial value of 60% for the Bronze plavuld raise premiums in the
individual market by 6% (excluding the cost of athenimum-benefit requirements).

Modified Community Rating

Under PPACA, the premium rate for a given age cahaanore than three times the
premium rate for any other age (i.e., 3:1 age hamMjryland’s individual market does
not currently restrict premium rates by age. Ttagamity, or roughly 89962 of the
individual market consists of CareFirst insured&erefore, we have used CareFirst
premium rates to determine the impact of the PPA&Gé&-rating restrictions. It appears
that CareFirst uses slightly different age-ratilogpss for the HSA and Saver products;
we have reviewed both. The impact of the age-gatstrictions is shown in the

following table. CareFirst currently has roughl$ 4o 1.0 rating, meaning that the
premium rates for the oldest age are 4.5 timestbbthe youngest age. This range will
need to be compressed under PPACA,; either the fatéise youngest ages will need to
be increased, the rates for the oldest ages walll e be decreased, or some combination
of both. We have assumed that carriers will filstrease the rates for the oldest ages and
then recover the shortfall in premium by increasigs across all ages evenly.

Given the age slopes shown in the following talpié tne Maryland distribution of
individual insureds by ag€ the HSA rates for a 59-year-old and a 64-yeanolidneed

to decrease by 13% and 31%, respectively, and 8% iidtes for individuals age 19 to 54
will need to increase by 4% to offset the premidmardall. Similarly, the Saver rates for

" Grau, Jason, and Kurt Giesa, “Impact of the Patient Protection and Affordable Care Act on Costs in the Individual and
Small-Employer Health Insurance Markets.” December 3, 2009.

% Based on insured information provided by Maryland Insurance Administration on 3/22/2010 for 2009.

% 2008 count of insureds in the Individual Maryland market by age, provided by the Maryland Health Care Commission.
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a 59-year-old and a 64-year-old will need to deseday 10% and 27%, respectively, and
the Saver rates for individuals age 19 to 54 weka to increase by 3% to offset the
premium shortfall.

We have assumed that the average impact of theatigg-restrictions will be revenue
neutral in the aggregate, or 0%. Please notehkae are gross rates. Some individuals
will be eligible for premium subsidies, which maytigate some of the increases
attributable to the PPACA changes.

CareFirst Rating I mpact Due to Age-Rating Restrictions Only
(Does NOT Include Adjustments for Benefits)
Example 1: Reduce Oldest Ages, I ncrease Youngest and Mid-Ages Evenly™

Premium Change Required Current Age Slope Revised Age Slope
BluePreferred BluePreferred BluePreferred BluePreferred | BluePreferred BluePreferred

Age HSA Saver HSA Saver HSA Saver
19 4% 3% 1.00 1.00 1.00 1.00
24 4% 3% 1.06 1.08 1.06 1.08
29 4% 3% 1.15 1.20 1.15 1.20
34 4% 3% 1.32 1.30 1.32 1.30
39 4% 3% 1.49 1.43 1.49 1.43
44 4% 3% 1.84 1.76 1.84 1.76
49 4% 3% 2.30 2.19 2.30 2.19
54 4% 3% 2.87 2.73 2.87 2.73
59 -13% -10% 3.61 3.43 3.00 3.00
64 -31% -27% 4.50 4.27 3.00 3.00

*Based on www.eHealth.com quotes as of 2/3/201th an effective date of 3/1/2011 for 21201 ZIP code

Carriers may hesitate to adopt this particular stdpent to rates because of the expansion
of coverage to dependents (even married dependdigthave access to their own
employer insurance, to age 26) that has already beacted as part of PPACA. There
may not be enough individuals under age 26 to bbelled to offset the loss of premiums
for the older ages. Also, no carrier will wanttave “the lowest highest rate,” as that
would result in a higher-than-anticipated enrolltneinolder individuals, whose

premiums are not self-supporting.

Another pricing option would be to lower the ratéshe oldest insureds, increase the
rates of the youngest insureds, and make no chartpe rates for insureds in the middle
age bands. The rating changes under this exanmgjdouk like those shown in the table
below.

% Revised Age Slope factors are anchored on the age 19 factor and cannot be directly compared with the Current Age
Slope factors to estimate the Premium Change Required.
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CareFirst Rating I mpact Due to Age-Rating Restrictions
Example 2: Reduce Oldest Ages, I ncrease Youngest Ages™

Premium Change Required Current Age Slope Revised Age Slope
BluePreferred BluePreferred BluePreferred BluePreferred | BluePreferred BluePreferred

Age HSA Saver HSA Saver HSA Saver
19 20% 21% 1.00 1.00 1.00 1.00
24 9% 7% 1.06 1.08 0.97 0.96
29 6% 3% 1.15 1.20 1.02 1.02
34 3% 1% 1.32 1.30 1.13 1.09
39 0% 0% 1.49 1.43 1.24 1.18
44 0% 0% 1.84 1.76 1.53 1.45
49 0% 0% 2.30 2.19 1.92 1.81
54 0% 0% 2.87 2.73 2.39 2.26
59 -8% -7% 3.61 3.43 2.77 2.64
64 -20% -15% 4.50 4.27 3.00 3.00

*Based on www.eHealth.com quotes as of 2/3/201th an effective date of 3/1/2011 for 21201 ZIP code

This example shows substantially higher increasethe youngest ages and significant
decreases for the older ages.

Both examples shown above result in the oldess ta¢éng three times the youngest rates
and an overall aggregate premium impact of 0%. @&l@w, the impact to individual
policyholders can vary significantly based on theured’s age and the rate compression
strategy chosen by the insurer.

Summary

The following table summarizes the average premmpacts of the PPACA
requirements discussed above for the individuaketarThe largest driver of the average
premium increase is the guarantee issue requirenmeigr the current environment,
followed by the actuarial value requirement of PPPAGNe anticipate that the average
aggregate premiums in the individual market widrgase by roughly 35% for the
requirements discussed above. However, dependimg ansured’s specific
characteristics, the rate increases experienceadnyidual policyholders could be
significantly higher (or lower) than those showrthe table on the following page. Some
rating cells may see no change in their rates.

% Revised Age Slope factors are anchored on the age 19 factor and cannot be directly compared with the Current Age
Slope factors to estimate the Premium Change Required.
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Individual Market Aggregate Premium I mpacts

Average Premium Impact
Minimum Loss Ratio Not Significant
Maternity Mandate 2% to 4%
Mental Health Mandate 0%
Unisex Rating 0%
Guarantee Issue 26%
Actuarial Value 6%
Age-Rating Restrictions 0%
Total 34% to 36%

Note, these impacts do not reflect any premiumigidssthat will be available to
individuals as a result of PPACA. The impact ofvheinsured individuals entering the
market has not been taken into consideration -hasrany migration attributable to
changes in dependent tier options. This table deinates the upward pressure on
premiums in the current market. It does show ithatrder for gross premiums (i.e.,
premiums before premium subsidies) to remain staidge would need to be a
substantial increase in lower-cost members entén@gndividual pool.

Small Group Market

Minimum Loss Ratio

The PPACA MLR requirement for the small group maike80%. The 2009 small group
traditional loss ratio (TLR) in Maryland was 80.5B&sed on data provided by the
Maryland Insurance Association (MIA). We note ttiad loss ratio calculation defined
by PPACA provides for a number of adjustments #natapplied to the premium and
claims to develop the resulting PPACA loss ratibRP We have assumed that if the
TLR, defined as claims divided by premium, is aiste80%, this loss ratio will definitely
meet the minimums required by PPACA. CareFirsictvisovered 77% of Maryland’s
small group market in 2009, had a TLR of 80.6%nc8ithe historical small group TLRs
for Maryland and CareFirst are both above the PPAMIAR requirement, we do not
expect premiums to change significantly acrosssthall group market to meet the
PPACA MLR requirement.

However, some of the smaller insurers may havedaae their premiums or provide
rebates to meet the requirement. The average dtRdn-CareFirst insurers is 80.1%,
which is slightly above the minimum requiremenB86f6. Based on the 2009 experience,
there are five carriers whose TLR does not meeMhbR requirement for the small

group market. These carriers make up $0.221 bjlibo 13.8%, of the total $1.596

billion of 2009 premium. The 2009 TLR for thesermas was 75.1%. However,

PPACA allows for credibility adjustments based @ humber of life years and average
deductible. Adjusting for only the life-year crbity, as we do not have information
regarding the average deductible for each cawidy, three carriers fail to meet the
PPACA MLR requirement.
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These carriers had $0.2 billion, or 11.1%, of titaltsmall group premium for 2009.
Since these carriers make up 11.1% of the matkete tmay be some disruption if they
pull out of the market due to the PPACA MLR regment. However, all three of these
carriers are relatively close to the requiremeredibility-adjusted loss ratios of 76.6% or
higher). Therefore, with the permitted PPACA losso calculation adjustments and
average deductible credibility adjustment that \&eehnot included, some of these
carriers may actually have met the PPACA MLR regmient. Therefore, the degree of
impact to the small group market may actually beelothan we have estimated.

Essential Benefits

PPACA requires all health plans to cover essehaakfits. Before PPACA, groups in
the small group market sometimes chose to minimizgiminate certain types of
benefits that they deemed unnecessary, or chasaftund, either totally or partially.
Among these are maternity benefits, prescriptiagsy preventive services, and oral and
vision care for dependents. This self-selectioccuex less in the small group market than
in the individual market because the employer cimgpsoverage may not be fully
cognizant of all the medical conditions of his eaygles and their dependents. This lack
of knowledge increases as the group size increls#s individual market, the person
purchasing insurance is very attuned to their nadieeds and will choose, if allowed, a
policy which best fit these needs and will not fiage policies that include features, such
as drugs, that they think they will not use.

Currently, mental health and maternity are mandbaegkfits in Maryland’s small group
market. It also appears that coverage in Marylaradready mandated for preventative
services such as child wellness, mammograms, mgftnecological care, and prostate
cancer screening. Therefore, premium impact feselservices should not be significant
due to PPACA benefit requirements.

Prescription drug coverage is also mandatory inyldad’s Comprehensive Standard
Health Benefit Plan (CSHBP). The mandatory curcewerage includes generic and
brand drug coverage with $2,500 individual/$5,08@ity deductibles and 25% plan
coinsurance. It is unclear at this time how prigsion drug coverage will be mandated
under PPACA. We note that Maryland’s current méedi@overage is not a rich drug
plan design but was constructed to allow plans mari flexibility in plan design and
pricing while ensuring that the Commission retaiitedegulatory oversight over the
pharmacy benefit. However, based on data thaecsuprovided during audits of the
small group information, less than one percenhefgroups choose the basic small group
health plans — meaning 99% of the groups eleceripharmacy benefits.

Guarantee Issue

Guarantee issue will have minimal impact in the lsgraup market because the passage
of HIPAA required guarantee issue in this markejitneing in 1996. HIPAA did not,
however, require employers to purchase insuraee the existing small group market
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reflects guaranteed issue in a voluntary markearyldnd’s small group market should
not be significantly affected by PPACA’s new gudegeal issue requirements.

Actuarial Value

Historically, small groups have purchased richerdbiés than those common in the
individual market. Therefore, we would not expiaet impact on premium due to
PPACA'’s required benefit levels to be as greathicg market as for the individual
market.

All health plans must have an actuarial value déast 60% for Bronze plans in the small
group market. We cannot quantify this requirenseimtipact in Maryland, but we can
discuss the impact on a nationwide basis. Base@liger Wyman analysi&’ the

actuarial value of products currently purchasethexsmall group market nationwide is
estimated to be 70%, with about 9% of small grdugsng products with actuarial
values below the Bronze plan minimum requiremer@G86. If we apply the individual
impacts discussed earlier to the small group mavkeestimate that the premiums in the
small group market would need to increase by rougfb to meet the actuarial value
threshold for Bronze plans. This is based on natide statistics. To generate
Maryland-specific data, we would need to surveydaiers to determine the existing
distribution of groups by actuarial value whicloigside the scope of this work order.

Modified Community Rating

Under PPACA, the premium rate for a given age cahaanore than three times the
premium rate of any other age (i.e., 3:1 age bald}h the exception of groups that
were uninsured for the previous 12 months, Marylamdcurrently requires a maximum
rating band of 3:1 for both age and area in thdlsggnaup market. Gender is not an
allowable rating factor in the small group markgtis unknown at this time how many
geographic rating areas, if any, will be allowedha exchange. PPACA does allow a 3:1
variation for age within each defined geographe&aarWe are assuming that Maryland
will not change its laws to eliminate area as adiafrom the 3:1 band. Therefore, with
the exception of the very small cohort of groupgilele for a wider rating band for a
limited period of time (i.e., those uninsured tmeyous 12 months), PPACA community
rating will not affect premium rates in the smaibgp market.

Summary

The following table summarizes the average premmpacts of the PPACA
requirements discussed above for the small grougehaWe do not expect significant
premium increases in the small group market, asyrohthe PPACA requirements are
already in effect in Maryland’s small group mark®¥e anticipate that the average
aggregate premiums in the small group market wiliease by roughly 2% for the
requirements discussed above. However, dependiaggooup’s specific characteristics

% Grau, Jason, and Kurt Giesa, “Impact of the Patient Protection and Affordable Care Act on Costs in the Individual and
Small-Employer Health Insurance Markets.” December 3, 2009.
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(benefits and dependent tier structure), the rateeases experienced by employers and
employees could be significantly higher (or lowign those shown in the following
table. Some rating cells may see no change in tatss.

Small Group Market Aggregate Premium | mpacts

Average Premium | mpact
Minimum Loss Ratio Not Significant
Maternity Mandate 0%
Mental Health Mandate 0%
Prescription Drug Coverage 0%
Guarantee Issue Not Significant
Actuarial Value 2%
Age-Rating Restrictions 0%
Total 2%

Note that these impacts reflect the current maaketdo not reflect any premium
subsidies that will be available to qualifying shgabups as a result of PPACA. No
estimate for any impact resulting from finalizatiointhe essential benefit package, which
is unknown at this time, has been included. Theaichpf newly insured groups entering
the market is not reflected, and no attempt haa besde to model small employers’
decisions regarding whether to continue offeringlayer-sponsored insurance.

Associations

We are including a brief discussion of associatginse Maryland does not have
regulatory oversight authority for associationd @ sited outside of Maryland, even
though they sell their products to Maryland restderit appears that the associations
marketed in Maryland are comprised of individuapposed to small employers,
although there are associations in other statésritlade small employers, as well.

Statistics from the Maryland Insurance Administat{(MIA) show there were nineteen
out of state association plans consisting of aBdy200 insureds and about $54 million in
earned premium in 2015. Two associations, one insured by Golden Rulelétuest)

and the other by Time Insurance, reflect 84% ofttha& association earned premiums in
the state. Their combined traditional loss rafibR) was 43%, significantly lower than
the loss ratios observed for the individual bussragerseen by the Maryland Insurance
Administration.

MIA has indicated that the largest association,déolRule, has wider rating bands and
does not include coverage for maternity or mengalth. We are assuming that rates

% The Maryland Insurance Administration provided these caveats to the association statistics: “This information is un-
audited, self reported information from each of the carriers. Note that we do not have jurisdiction over policies and
certificates issued through an out of state trust. There may be other out of state trusts that are covering Maryland residents
that we may not be aware of.”
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vary by gender as well. Both of these companieg heputations for being very
effective medical underwriters. The upward pressur rates that we described in the
section pertaining to individual coverage will beater for members of these two plans
because of the loss of this effective medical uwdéng and the expansion of benefits
that will be required as part of the essential Geptan. At least partially offsetting those
upward increases will be a reduction in premiumsatiisfy the MLR requirements.
However, it is important to note that the timing ¥eghen these two offsetting effects
occur is different.

Based upon the information we have, it would apppleair both of these carriers will need
to lower rates by almost 50% to meet the 80% ML&umements if this is their only
business at the company level in Maryland. Howgvés unclear at this time where
members of associations will be counted---in tlagesthat the association policy is issued
or in the state the members reside.

The low loss ratios for these two companies areZpng” in that the average premium
per member per year for these two plans is abai@0O®1 which is less than the $2,300
premium per member reflected by MIA’s statisticstite individual market for 2009, one
year earlier. It is very possible that the besa®present a significant portion of the
differences. The PLR provides for adjustmenthiodctual incurred loss ratio to reflect
claim fluctuations associated with high averageud@tles but these adjustments will not
negate the need for rebates if 2011 experiendeitas.

As indicated, there will be material increasesrenium resulting from the elimination
of medical underwriting, expansion of benefits amdimum actuarial values. There will
be downward pressure on rabegyinning in 201Tor the implementation of the MLR
requirements for these association pfEnsVithout additional information, we are unable
to quantify the aggregate, net impacts that thepesite forces will have. But if the
premium rates are lowered in 2011-2013 becauselét Mquirements that will mean
they will already be at a lower level when the irigaf the insurance reforms (other
than MLR requirements) and essential benefits édfeet in 2014. An example may be
easiest to illustrate this. Let’'s say the curratgs are $100. Because of MLR
requirements, this rate is lowered to say $60 i12@012 or 2013. The elimination of
underwriting, gender rating, increase in beneéts, will take effect in 2014. Let's say
insurers think the additional cost of these requents is similar to our estimate, or 35%
of premiums. [This increase could be greater $soaiation plans relative to Maryland
individual plans if the association benefit plans @ss rich than those of individual
policies currently overseen by MIA; it appears thsgociation plans do not have to

34|f MLRs for associations are calculated based upon the state where the association policy is issued, the loss ratio for
Maryland residents is irrelevant. The MLR will be based upon the aggregate experience in all the states for which that
particular association has members.

* This is true only if associations will be required to calculate MLRs based upon the state of membership versus the state
of issue. If associations are allowed to calculate MLRs based upon the state of issue, then we do not know if premium
reductions would be necessary because we do not know the aggregate MLR for these associations as a whole.
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include Maryland mandated benefits.] The resul26d4 rate would be about $81. ($60
x 1.35 = $81). While this is less than their catneremium of $100, it is still 35% greater
than what they are going to pay in 2013. So threiahincrease that consumers may see

in 2014, may still be significarit.

% As previously disclosed, all of these calculations use gross rates and do not consider the impacts of premium subsidies
or the various risk mitigation mechanisms in PPACA.
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2

Impact of Merging the Individual and Small Group
Markets

Merging Individual and Small Group Markets

States will be required to make a decision sometm#911 about whether to merge the
individual and small group markets. PPACA requaddLR of 80% for the individual
and small group markets. PPACA has allowed statekoose whether to merge these
two markets for the purpose of complying with theRArebates or to have the MLR
rebates calculated separately for each market.

States will also need to make a decision whethaobto have separate exchanges for the
individual and small group markets, which will begn 2014. Some of the decisions
regarding the design of the exchanges will affeetadvantages/disadvantages of
combining these markets.

Summary of Policy Issues Affecting the Individual and Small Group
Markets (In order of timing of decisions)

Should the individual and small group markets be merged for the
purpose of complying with the MLR and rebate requirements
effective 2011?

Pros of Keeping Them Separate

The individual and small group markets are verfedént in today’s environment. The
underwriting rules differ, the rating rules difféine risks differ, and the carriers differ in
each space. These differences need to be thogoagaluated before making a decision
to combine such dissimilar markets solely to convpityh the MLR requirements.

The MLR requirements have the potential to causehnmaiore disruption in the
individual market since existing Maryland rulesyade for a minimuniifetime loss ratio
of 60% in the individual market and an annual e of 75% in the small group
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market. A lifetime loss ratio requires an entirdliferent approach to rate development
than an annual loss ratio. The lifetime loss ratiows for lower annual loss ratios
during the early years of the policies and higbeslratios during the latter years. The
annual loss ratio requirement provides for a |év®$ ratio all years. If a company has
similar individual and small group blocks of relatiy early duration policies both priced
to the same lifetime (individual) or annual (snmalbup) loss ratio, the individual business
may have a significantly lower loss ratio at thise than the small group business.

The small group market (about 410,000 membersalmagst three times the number of
members as the individual market ( about 150,00@b&zs) and over four times as much
premium. Because of this, the results of the sgralip market will drive the results of
any individual/small group combined market for pages of determining rebates. Given
the historical difference in loss ratio requirenseand rating approaches (i.e., lifetime
loss ratio versus annual loss ratio rating appresyht would be more likely that a
company would not be required to provide rebatesdombined market than if the two
markets remained separate.

The rules for distributing rebates are differemttfee individual market and the small
group market. In the individual market the rebatesst be distributed to the individuals,
but in the small group market the rebates mustigtelzlited to the employer, including
verbiage that the employer needs to share thisemtployees, if the employees
contribute a portion to the cost of health insueatic

Merging the two markets to determine compliancéhe MLR in 2011 may be seen as
a precedent for merging the two markets in 2014nnthe exchange becomes
operational. Maryland may want to keep its optiopen and observe the disruptions that
occur in each of these markets between now antintieethe rules for the exchange need
to be finalized, recognizing that there will be didaal disruptions attributable to each of
these markets in 2014.

— Effective 2014, enrollees in the individual markethe exchange will have
guarantee issue (Gl) coverage and will no longesuixgect to medical
underwriting, will not be subject to rejections fosurance, and will not be
subject to waiting periods before pre-existing meabiconditions are eligible for
coverage. All of these are currently allowed ia turrent Maryland voluntary
individual market. In the previous chapter, wedastimated the upward
pressure on premiums that will occur on gross ratésis market, which is
material. The small employer group market, howgelras been subject to Gl
since the mid 1990’s with the passage of HIPAArtirmore, individual
employees (and their dependents) are not subjecaitong periods for pre-
existing conditions, except in very limited sitwais. As demonstrated in the
previous chapter, the anticipated impact on grossijums rates attributable to

%" The Interim Final Rules states that “regardless of whether an issuer provides rebates to enrollees directly or indirectly
through a group policyholder, an issuer must take steps to ensure that each enrollee receives a rebate that is proportional
to the amount of premium paid by that enrollee and that the group policyholder does not retain more of the rebate than is
proportional to the amount of premium it paid. Therefore, this interim final regulation allows an issuer to delegate its rebate
distribution functions to a group policyholder, but provides that the issuer remains liable for complying with all of its
obligations under the statute and maintains records received from the group policyholder demonstrating that rebates were
accurately distributed.” http://edocket.access.gpo.gov/2010/pdf/2010-29596.pdf
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PPACA for the small employer market is minimal. eTihaterial differences in the
impact on premiums between the two markets, woaltse expectations of more
disruption in the individual market than in the $ingagoup market in 2014.

— As referenced in the previous chapter, the MHC@ubh its oversight of the
CSHBP, has established a set of comprehensiveitsetieft must be included in
all small group policies (“floors”) as well as a xiraum level of cost sharing that
can be required (“ceilings”). There are no analmytloors” or “ceilings” in the
individual market. Therefore, material differeneesst in the “scope” of benefits
and cost sharing provisions between the two matketscreate very different risk
pools until 2014, where there will be mandateddfky for both markets.

— There are many reasons why it is difficult to conegaremiums in the individual
market to premiums in the small group market inclgdnaterially different
benefits. In addition, the small group market eam a full distribution of health
risks because insurers are required to acceptalpg, while the individual
market risk distribution leaves out many of thehaigt risk because insurers in the
this market are allowed to medically underwrite dedy coverage to high risk
individuals. However, if these two markets arengaio be merged, it is important
to be cognizant of the actual dollar differencethim premiums. For calendar year
2009, the annual premium per insured in the indiaidnarket was about $2,300;
the corresponding statistic for the small emplaperket was about $3,900, or
almost 70% highet®

— The federal definition of “small employer” appetodiffer from Maryland’s
current definition, although the final rules forfidéions have yet to be released.
The federal definition appears to inclualeemployeesincluding part time,
temporary and/or seasonal. Maryland’s currentddews employers to exclude
part time, temporary and/or seasonal employeegrenhill be a subset of
Maryland employers that are currently defined uridaryland law as small
employers that would be defined as large employeine current federal verbiage
is not modified. This may be a cause of disruptiothe small employer market
in 2014, which may further exacerbate the disruptiwt will occur in the
individual market, if the individual and small gfmmarkets are merged.

— By 2014, Maryland is going to have to decide whetheants to expand the
upper limit for its small employer group from fifgmployees to 100 employees.
We discuss the role that self-funding may playhie ¢xpanded market in the next
chapter. Suffice to say that there are real rifker@nces between the existing
individual market, 2-50 employee market and thelBQ-employee market. A
“go slow” approach would give policymakers moreitglity in assessing the
underlying disruptions in each market.

Cons of Keeping Separate

Even though there is a low lifetime loss ratiohe tndividual market pre-PPACA,
CareFirst (the dominant carrier in this market) alasost 90% of the premium in the
individual market and 80% of the premium in the Brggup market. CareFirst’'s annual

38 Information provided by the Maryland Insurance Administration
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loss ratio for 2009 was 84% for the individual nmetrand 81% for the small group
market. When the other adjustments are made, mecexareFirst’s loss ratios for both
segments to be well above the prescribed PPACAr&issof 80%. That makes the
differences in loss ratios between the two markests of an issue.

Only one calculation will be needed to determinmptiance if the markets are merged
for MLR purposes, as opposed to two calculations.

Some carriers may be able to comply with the MLiIRBa@ markets are merged but not if
they stay separate. Given CareFirst's dominan@yldnd would not want to do
anything that would cause more carriers to leatreeemarket. Based on the TLRs from
the 2009 MIA data, 4 of the 10 carriers in Marylamould meet MLR requirement under
the merged market scenario, but would not meelhie requirement for either the
individual or small group market separately. Pleaseember that TLRs are only
preliminary indicators of whether a rebate willimately be paid since PPACA provides
for other adjustments that result in PLRs thatgreater than the TLRs. Without
additional information that is not required to bed by the carriers until summer of
2011, the TLR is the only measure we have available

Pros and Cons of Merging the Individual and Small Group Markets
in the Exchanges Effective 2014

As indicated in the introduction to this sectidmere are major decisions pertaining to
how exchanges will operate that materially efféet pros and cons of merging the
individual and small group markets. These decsiarpact how much freedom
employees of a specific employer will have withie £xchange.

Model 1—Defined Contribution

In this model, the employer defines the dollar amai contribution he/she is going
to contribute to health coverage. This dollar antonay vary by dependent option.
Each employee has the freedom to purchase fromntye array of carriers and
benefit plans within the exchange. Because offteesdom, the premium for each
individual will be based upon their age and depahd&atus. There will be no
“average” rates for a group. This is similar tavhiie existing Utah exchange
operates.

Model 2—Single Source

In this model, the employer selects the benefih pllad the carrier for the group as a
whole, very similar to what occurs in the small éoypr market today. Because all
employees are insured by a single carrier, avenatgs (i.e., an average single rate for
all employees selecting single coverage regardibage and an average family rate
for all employees selecting family coverage regassllof age) can be created. This is
how the Massachusetts exchange operates for smplbgers.

There are variations to each of these models hHeugéneral concepts are the same. The
defined contribution model (Model 1) provides fooma freedom of choice by
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employees, but that type of freedom precludes aeryofl group-specific average rates.
Thus older employees will pay more under this mdolethe same benefit offered by the
same carrier than they would in the single sourodeh The defined contributions

model creates the potential for greater antiselactirThe single source model (Model 2)
limits choice by employees, but enables the userefage rates, which is very common
for the “larger” small group, but eliminates ankesion at the employee level. The
scope of this paper is not on the constructiorxohanges. We are discussing this issue
here only because the type of model affects tharstdges and disadvantages of merging
the markets.

Pros for Combining—Both Models

There seems to be confusion as to how self-emplayeaips” of one life are to be
defined for the purposes of determining whethey thil be included in the small group
market as of 2014. Guidance is expected regardimgdwners/partners/S and C
corporation owners will be counted. If the finaidance expands the lower limit to one
life for the self employed, this will create thetguatial for selection if there are separate
exchanges for individual versus small group. Téleamployed will be able to choose
the market that offers the lowest premium.

Merging the two markets or keeping them separgpentts largely on the ultimate rules
for choice among employees in the exchange fostal group market. If the
exchanges allow individual employees to choose falirthe carriers and plans available
(sometimes referred to as “individual choice”),rttselection may be minimized by
merging the two markets.

Theoretically, a single pool could prompt the higfrreumber of carriers participating,
since it could conceivably include carriers speziad) in the existing individual market
as well as carriers specializing in the existing@mgroup market, resulting in the most
competition and choice for consumers. The domiearfcCareFirst in each of these
markets currently may make this particular consitien for Maryland less important
than in some other states.

Issues associated with reinsurance and risk adgustay make a single exchange more
functional.

Some managed care entities that until now havesgmtonly on those markets that did
not require underwriting expertise (e.g., MedicaidMedicare Advantage markets) may
perceive a combined market as a greater businggstapity than separate markets, and
may be more willing to assume the risk of expandaiig the commercial sector.

Cons

For states such as Maryland, where the rating anésunderwriting rules have differed
greatly between the two markets, there will be wartigl rate disruptions as a result of
complying with the reforms for each market sepdyatelowever, even more rate
disruptions may occur if the markets are merged.

As indicated previously, the current premiums i@ tfvo markets are very different for a
multitude of reasons. Maryland allows medical unaditing and lets carriers reject
individuals entirely on the basis of medical cormdlis in the individual market. This
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results in lower premiums for those who can pasdtth@nderwriting. Federal law
requires carriers to guarantee-issue coverage sonall employers. According to
information provided by MIA, the annual premium peember for 2009 in the
individually underwritten market was $2,337. Tha@gous premium per member for
small group was $3,894. The difference is partlg tb richer benefits, as well as the
lack of medical underwriting and demographic difeces, in the small group market
compared to the individual market. However, a Giifferential in premiums is
substantial and will exert upward pressure on teenpums in the existing individual
market in 2014 if the markets are merged at tinag ti

Certain insureds in the individual market will sesy high increases in premiums due to
the elimination of gender as a rating factor, efiation of medical underwriting,
compression of rating factors attributable to agel increases in benefits. Merging these
individuals with the existing small group marketvhose average premium is already
substantially higher — would appear to only adth®increase in premiums and potential
disruption. For illustrative purposes, we “mergéa individual and small group market
based upon 2009 premium levels. The resultingameéepremium per member per year
(PMPY) reflected almost a 50% increase from theaye PMPY in the individual
market and about a 10% decrease from the averdjfeYmn the small group market.
This is a “crude” estimate in that it does not take consideration the differences in
benefits and demographics, but shows the very ldifigrences in premium levels that
currently exist.

A single pool may result in fewer total carriergldess competition if those carriers that
specialize in only one of the existing separateketarchoose not to participate in the new
combined market.

The markets can always be merged at a later diaddways seems easier to combine
markets than to split them.

Depending upon the final rules, there may be p@kfur selection for the self-employed
in the small group market versus the individual kear However, this anti-selection will
be minimal compared to the disruption of combirtimg two markets immediately. Also,
the final rules could eliminate this potential bef@014.

Another issue that Maryland needs to consideras tieginning in 2016, the definition of
small group will be expanded to include employeith wp to 100 employees. States will
have the option of retaining an upper limit of $0poyees for years 2014 and 2015.
Expanding the upper limit of the definition of singdoup will disrupt the markets even
further. Premiums for groups of 51 to 100 empleyaee generally a result of a blend of
group-specific experience and “manual ratés“Manual rates” often differ from
community rates for the small groups. It is ouderstanding that, when the definition of
small group expands to include employers with upG® employees, the rates outside the
exchange for these groups must also be based amweoity rates, using the same rates

¥ “Manual rates” are average rates developed from an aggregation of some or all of a carrier's claim experience. The
rates are then adjusted to reflect the specific group’s risk characteristics including such factors as age, gender, industry,
area, benefit, group size, etc. Because manual rates are used for group sizes that are not regulated, there are no limits to
the magnitude of the adjustments for each of the risk characteristics other than being able to be justified actuarially.
Manual rates do NOT reflect the emerging claim experience for the specific group. Manual rates are analogous to
community rates except that community rates limit the types and magnitude of the risk characteristics that can be used to
adjust the average rate.
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for the other small groups. This will be the seghmaost apt to choose to self-fund when
this occurs, especially groups whose current premaiare materially less than those
required by modified community rating. It wouldese that, at least initially, segregating
individual and group exchanges would minimize thaistortions as much as possible,
given the structures of reforms.

Issues associated with reinsurance and risk ad@mgtmay make separate markets more
functional.

PPACA contains three type of risk mitigation medkan

— Risk corridors (first three years only)
— Risk adjustors
— Temporary individual market reinsurance (first thyears only)

The goal of risk corridors is to minimize the losses well as the gains for the first three
years of the exchange to encourage carriers t@ipate. The purpose of risk adjusters is
to remove incentives for enrolling only healthyiwiduals in a market where medical
underwriting is prohibited and the range betwesk categories is artificially capped.
Risk adjusters are to be applied both within anide the exchange. Theoretically, the
only impact on aggregate average gross premiura pataining to the first two types of
risk mitigation would be the possibility of a slitghlower risk charge incorporated into
the rates. There are no new funds coming inteylseem from external sources.

The goal of the temporary individual market reirgue is to at least partially mitigate
some of the rate shock associated with the entrainicigih risk pool enrollees into the
individual market. Initial costs may be highetl individual market if more high risk
pool individuals enroll than individuals with avgeaor low risks that were previously
uninsured. Also, initial costs could be highethié average claim amount per member for
high risk pool enrollees is not fully offset by theerage claim amount per member for
the new enrollees that were previously uninsurBlis applies only to the individual
market. The source for providing this reinsuraisca $25 billion assessment on insurers
and self funded plans with $10 billion redistritadifer 2014, $8 billion redistributed for
2015 and $4 billion redistributed for 2016. Theadls as to how carriers in the individual
Exchange market will be reimbursed for high risttiuduals are as yet, undefined, as is
the amount available to each state.

The interaction of these three programs is unknatithis time. We do know that the
temporary individual market reinsurance applieydalthe individual market. It may be
prudent to defer merging of the individual and drgedup markets until the impacts of
these programs, as well as the impacts of premubsidies available in the individual
market, are better understood.
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Pros and Cons of Merging Unique to Each Exchange Model

Model 1 - Defined Contribution

Pros for Merging Individual and Small Employer Market

This model really transforms the small employerkeamto an environment that more
closely resembles the individual market.

Combining the markets would maximize the numbegrobllees in the pool which
should result in more stable and predictable reghlin in separate markets.
Individuals leaving groups and/or joining groupsultbbe able to retain their coverage
within the Exchange.

Cons for Merging Individual and Small Employer Market

The risks associated with individual coverage diffem those associated with group
coverage. If exchanges effectively convert grooyecage into individual coverage,
there will be more adverse selection as individahlsose benefit plans that maximize
their perceived, specific economic well-being.. eldmg the markets separate, at least
initially, may minimize this impact to the extehtt there may be different selection
patterns between the individual and small groupg.tis we mean if there is more
selection within the small group block resultingrfr this model, leading to higher rates
for comparable plans, the higher rates would netlrie be born by members in the
individual block.

May encourage small employers to drop supportdrance altogether because the
presence of premium subsidies for individuals mexighlighted more in a combined
market.

If more small employers drop coverage, the costaxpayers will increase because more
individuals will be eligible for subsidies.

Model 2 - Single Source

Pros for Merging Individual and Small Employer Market

Combining the markets would maximize the numbegrobllees in the pool which,
theoretically, should result in more stable andimtable results than in separate markets.

Cons for Merging Individual and Small Employer Market

Care must be taken to retain as much employer-spemsoverage (with the
corresponding employer contributions) as possin¢he costs of premium subsidies will
be far higher than anticipated. Currently, empiteyeith fewer than 51 employees are
not subject to any penalty for dropping health @areerage or for choosing not to
provide it. One way of retaining the “glue” to da@mployer groups together is to base
the premiums for an employer group in the exchamgthe average age for that
employer group, as opposed to assigning a diffestatto each individual employee.
Requiring all employees in the group to have theglsiplan selected by the employer (as
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Massachusetts has done) will further minimize selac Incorporating these rules would
seem to favor separate mark&ts.

40 Massachusetts currently allows group size as a rating factor in the state’s merged market. Thus, it is difficult to compare
the rates for any particular group to the analogous rates individuals could have purchased on an individual basis.
Massachusetts recently required that all employees within a single employer group purchase the single plan selected by
the employer, if purchased through the exchange. Outside of the exchange, each carrier can determine how much product
choice to allow within a single employer group.
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3

Erosion in the Small Group Market

In previous sections we have identified some offtioéors that may result in erosion in
the small group market. The purpose of this chrapt® consider factors that have not
been discussed in previous sections.

Self-Insurance

Before PPACA, self-insured plans were subject tusaterably less regulation than fully
insured plans. Major advantages to self-insutadspincluded greater flexibility in
designing benefit plans, reduced administrativeeasps, avoidance of state-mandated
benefits, and the ability to capture favorablernkiexperienc&: Many of these
advantages will disappear with the implementatibRRACA — most significantly,
flexibility in benefit design. However, there atdll several advantages for self-insured
plans.

One of the major advantages to self-insuring isatl@dance of the annual health
insurance plan fee. This fee will be assesse@adtlininsurers based on their market
share of net premiums written, but will not appyself-insured plans. The fee will begin
in 2014 and will be equal to $8 billion acrosshahlth insurance plans. The amount will
increase to $14.3 billion in 2018. After thatwitl increase based on the rate of premium
growth in the preceding calendar year. It is eigxdthat this fee will be a pass-through
to insureds in the form of additional premium. &irself-insured plans are not subject to
this fee, it will be advantageous for an organizato self-insuré?

A secondary advantage is that self-insured plamsiar subject to PPACA’s MLR
requirements. While most self-insured plans mawatua loss ratio that is greater than

“! International Foundation of Employee Benefit Plans, Inc., “Health Care Reform: What Employers Are Considering —
Survey Results May 2010.”

“2 Mulvey, Janemarie, “Health-Related Revenue Provisions in the Patient Protection and Affordable Care Act (P.L. 111-
148).”
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the minimum required, self-insured plans will ateap the administrative cost savings of
not having to report MLR experience and not neettingalculate and distribute rebates.

Additionally, while insured plans will not be akite discriminate in favor of highly
compensated individuals as of 2011, self-insuradgthat wish to be non-qualified plans
do not have this restriction. Non-qualified, seured plans may offer different benefit
plans to highly compensated individuals, but wilt receive favorable tax treatment.
Qualified, self-insured plans will continue to hégect to ERISA’s non-discrimination
rule if they wish to remain qualified and receie@drable tax treatment.

Self-insured plans enjoy the cash-flow advantagesly having to fund claims when
they are actually paid — compared with a fully ieglplan, where the employer must
“pre-fund” the claims by paying a premium. Thidlwbt change. Self-insured plans
also are exempted from state-specific mandatedfilenghich become very important
for employers operating in multiple states. Sones®f the reasons for becoming self-
insured will remain, and there may be more reafamsome larger groups to reconsider
self-insuring (to avoid some of the new fees).

Maryland has already adopted rating reforms (sjpatly, adjusted community rating)
for the small employer market. In Maryland, sngabup premiums cannot vary by
aggregate morbidity of the group. Therefore, bet®PACA, there was already a large
incentive for “healthy” small employer groups tdfsesure, rather than pay presumably
higher premiums for small group coverage. Begigmnin2014 under PPACA, premiums
may not vary by health status or gender, may vgrg maximum 3:1 ratio for age, and
may vary by a maximum 1.5:1.0 ratio for tobaccter® are provisions for credits
attributable to wellness programs. Other factodpding industry and group size, can
no longer be used (but are not currently allowellaryland anyway).

As currently written, PPACA provides for only twgpes of dependent tiers: single and
family. Most small group carriers use either thtiee or four-tier dependent options
(Three-tier: employee only, employee plus one,@ngloyee plus two or more
dependents. Four tier: employee only, employe&espouse, single parent, and family.)
We know of some carriers that use per-member rétintpvelop premiums, so that a
family of five would pay more than a family of fouThe PPACA premium restrictions
will cause cross-subsidization in most statesVe expect the impact of these changes to
be smaller for Maryland, since the state alreadyrkatrictions on morbidity rating.

43 By cross-subsidization we mean that the premiums for some “units” will be higher than required purely from an actuarial
perspective to subsidize the premiums for some “units” that will be lower than required from a purely actuarial perspective.
For example, if there is only a two tier dependent option, those “families” comprised of two adults will have the same
premiums as a families of two adults and three children; younger people (and groups) will be subsidizing the premiums of
older people (and groups) because of the 3:1 rating limitations attributable to age; and healthier individuals (and groups)
will be subsidizing sicker individuals (and groups) because of the elimination of underwriting and the inability to vary rates
based upon individual morbidity (or average group morbidity). Because Maryland’s existing rating and underwriting rules in
the small group market are similar to those required under PPACA, there will be less disruption in the small employer
market here than in other states. There will be disruption in the Maryland individual market which currently does not
require the cross-subsidization present in the existing small group market.
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Since Maryland’s existing rating rules are so samib PPACA’s 2014 rules for the small
group market, there are mewincentives driving groups with 50 or fewer emplege¢o
elect self-funding. The major difference may beager efforts among carriers to actively
market “self-funded” products to this group siZéhe target market would be groups with
younger, healthier individuals (“preferred groupa/ho are currently subsidizing older,
sicker groups. Retention of these “preferred gsdugcritical to the viability of

insurance pools over the long run.

Self-funding may be a viable option for some pneférgroups because what constitutes a
“self-funded” plan is rather ambiguous under ERIS3ince reinsurance is not covered
under PPACA, it may be possible to design a “satidied” product with ultimate costs
equal to or less than the fully insured premiunsghe self-funded carriers would be able
to base the rates for any reinsurance on factdrallmoved under PPACA (such as
gender, age, or medical status).

Maryland has tried to define what constitutes df“gmded” plan by defining what
constitutes stop-loss premiums. Section 15-12begfstop loss as insurance that has no
less than a $10,000 specific attachment point anléss than a 115% aggregate stop-loss
attachment poirit!

Any levels lower than these prescribed amounts avbaldefined as “insurance” under
Maryland law and not “reinsurance.” Several yeays, Maryland was sued over a
similar previous statute and lost the case. Theeafs Court ruled that ERISA pre-
empted the previous Maryland I&W.It is our understanding that Section 15-129 tais n
yet been tested in court.

The erosion of the small employer pool attributabléealthier groups electing self-
funding may be further exacerbated if a state cb®ts implement the PPACA premium
restrictions and change in small group definititsorq group size of 50 or less to group
size 100 or less) earlier than the 2016 date spddiy PPACA, currently the rates for
these large groups are often developed using aioatidn of emerging experience and
manual rates with no limitations on factor valu&ge would expect the groups in this
size category who have high claim costs to remathe fully insured market because
they will benefit financially from the limitationsn rating factors, while the groups who
have low claim costs will have financial incentitesself-insure.

* Code of Maryland, Section 15-129. “Specific attachment point” refers to the level of claims that must be incurred for
each member before the stop-loss insurance will start to reimburse claims. “Aggregate stop-loss attachment point” refers
to the percentage of expected claims for the group as a whole that must be incurred before the stop-loss insurance will
start to reimburse claims.

45 American Medical Security Incorporated vs. Bartlett IIl.
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Under the PPACA rating requirements, the low-cesugs subsidize the high-cost
groups. But if a substantial number of low-cogtugrs elect to self-insure, they will not
be in the insurance pool and there will not beisigifit premiums to subsidize the high-
cost groups. This will cause the average premiuthe insured pool to increase beyond
any normal trend increase. This could result iotla@r “slice” of the healthiest groups
electing to self-insure, driving the premiums fioe remaining groups in the insured pool
even higher.

HIPAA requires guarantee issue (Gl) for all smatipboyers, and we have not identified
anything in PPACA eliminating HIPAA’s GI provisioh. Therefore, it would seem
possible that a small employer could switch fronmgeself-insured to fully insured when
they recognize the existence of (or the potentigllarge claims. Once the large claims
were paid, the group could once again become sglired. There may be some
administrative complications to doing this, buaipipears that PPACA would not present
any regulatory barriers to prevent this.

Associations

To date, there has been little focus on how PPAG¥ affect associations. For the
purpose of complying with the MLR requirements, Netional Association of Insurance
Commissioners (NAIC) has recommended that assonmbe classified in the same
market segment (i.e., individual, small group,argk group) that they currently use for
these programs. Some associations may simply sdiffepent associations for each
member type (i.e., one association for individuaig for small employers and another
one for large employers). Many states classifp@asions as groups. However, whether
they are “large” groups or “small” groups can beeamebulous from a regulatory
perspective. Some states that classify assocgsa#isrgroups do not oversee any group
rates (for smalbr large groups). Before PPACA, the distinction wagsecessary. Some
states have a special classification for assoaiatiorecognizing that they are groups for
the purposes of rating, but that they are not lgrgeps in the traditional sense. Other
states require associations consisting of smallggdo follow their small group rating
laws, although there may be some flexibility in g@amsons with non-association plans.

States have generally asserted regulatory authmréy surplus requirements for self-
funded associations, known as MEWAs (multiple empetavelfare arrangements).We
are not aware of any PPACA provisions that woufddfthis process or impose
additional restrictions, although many of the psoas still need to be fully vetted.

6 Under HIPAA, carriers operating in the small employer market must issue policies to any small employer at any time. If
the employees can demonstrate continuous coverage, of which self-funding is recognized as coverage, then, with few
exceptions, there will be no waiting periods attributable to pre-existing conditions resulting for the new fully insured policy.
This creates an environment where small employers could self fund until they became aware of a large claim, purchase
insurance for the duration of the claim and return to self funding.

4" Kofman, Mila, Eliza Bangit and Kevin Lucia. “MEWAs: The Threat of Plan Insolvency and Other Challenges.” The
Commonwealth Fund. March 2004.
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Co-ops

PPACA provides for the creation of not-for-profd-ops through the creation of grant
funds. It is conceivable that some associationgdcamorph themselves into co-ops using
some of this seed money. It is unclear at thig twhether the capital requirements for
these co-ops will be similar to capital requirenseior HMOs and insurance carriers. If
the requirements are lower for co-ops, they wilbbgreater risk of insolvency.

Use of Section 125 Plans to Enable Employees to Purchase

Coverage

Section 125 plans are cafeteria plans in which eygals can choose between two or
more benefits. All contributions to Section 12&nd are excluded from taxable income.
This benefits both the employee and the emploifea.Section 125 plan is used, the
employee can deduct the employee contribution atrfooim taxable income, which
effectively allows him or her to realize tax sasrtgrough these “pre-tax” contributions.
In addition, since the taxable employee incomevgel, the employer realizes savings
from reduced FICA taxes, for employees whose wage®elow the Social Security
taxable wage base. Therefore, an employer maioaptrease an employee’s wage to
allow him or her to purchase medical coverage rdtian the employer purchasing the
medical coverage directly.

A Section 125 group health plan must be “non-dmstratory” per ERISA and IRS Code-
HIPAA Section 2702. Health status rating fact@sarmot be used. Rating factors that
would disqualify a plan as a non-discriminatoryrpiaclude health status, medical
conditions, claims experience, receipt of healtle canedical history, genetic information,
evidence of insurability, and disability factors.

Currently, the use of one or more of these headttus rating factors is permitted in the
individual market in most states. Because of thegtion 125 plans are not used as a
vehicle for small employers to purchase individnaurance, since the plans available for
purchase are likely discriminatory plans.

Beginning in 2014 under PPACA, health status rataagors will not be allowed for any
health plans, with the exception of tobacco useth\tiis change, we expect that in 2014
many health plans will meet the definition of “ndiscriminatory” under the Section 125
requirements. Since non-discriminatory plans balavailable in 2014, Section 125
plans may be a vehicle that small employers cariaisaable employees to purchase
individual coverage beginning in 2014.

Possible Use of Section 125 Plans Under PPACA

Although employers and employees may benefit firdlycfrom using a Section 125
plan, it remains unclear whether the use of Sedtkiplans will increase significantly
under PPACA. Individual coverage cannot be puretias a Section 125 plan through
an exchange. However, an employee will probablgtile to purchase coverage using a
Section 125 plan outside of an exchange. Thelibabf some employees and/or
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dependents to pass health underwriting is remosedkarrier under reforms. So,
employers may view the combination of a one tineedase in salary, with the possibility
of employees being able to pay for health premiusisg pre-tax dollars in some
instances, as additional incentives to drop spahgoof health plans.

Small-Employer Considerations in Funding Coverage through
Increased Salaries and a Section 125 Plan versus Employer-
Sponsored Coverage

Several considerations will affect whether a sraalployer chooses a Section 125 plan
or traditional employer-sponsored coverage to gteviealth insurance for their
employees. There are both financial and non-ecanoaomsiderations.

As discussed previously, employers should see RE&Aavings through the use of a
Section 125 plan for employees whose wages areabiettee Social Security taxable
wage base. In addition, the employer-paid premiunter employer-sponsored coverage
may need to be increased to meet the minimum kearedi out-of-pocket cost
requirements. Section 125 plans are favorablermoté of these considerations.
However, the costs of purchasing the same insunalacein the individual market (via a
Section 125 plan) and the small-employer market difhgr — and will likely be greater

in the individual market, as high-risk individuaidl be included in this market

beginning in 2014. Also, certain small, low wageptoyers may be able to take
advantage of the small employer health insuranceredit*®

Employers will also need to consider several noasicial impacts. First, there is the
employee marketing impact of providing employerfsgmed coverage versus a Section
125 plan. For example, the employer will needsseas whether a group health plan is
more effective in retaining current employees am@eting future employees. There are
also hidden costs associated with employees’ magdgeir own Section 125 individual
plans, such as employee time spent managing the pliso, with a Section 125 plan, it
may be desirable to contribute a lesser amount &ngployee who will receive a subsidy
in the exchange. However, this may raise issuessafiminatory compensation
practices and may reduce an employer’s flexibihtgmployee compensation levels.

“8To receive a tax credit, the employer’s average annual wage must be below $50,000 and the percentage of health
premiums paid by the employer must be at least 50%. For employers that meet these criteria, the credit is calculated as
follows.

. The base tax credit varies by year and organization status. The base tax credit for 2010 to 2013 is 35% of
premium for small employers and 25% of premium for tax-exempt organizations. These amounts increase
beginning in 2014 to 50% of premium for small employers and 35% of premium for tax-exempt organizations.

. The base credit is reduced by a factor times the base tax credit if the average annual wage is greater than
$25,000. The factor is equal to a fraction, the numerator of which is equal to the amount by which the average
annual wage exceeds $25,000 and the denominator of which is equal to $25,000.

. The base credit is also reduced by a factor times the base tax credit if the number of full-time employees (FTES)
exceeds 10. The factor is equal to a fraction, the numerator of which is equal to the number of FTEs in excess of
10 and the denominator of which is equal to 15.

The total reduction is equal to the sum of the reductions for the average annual wage and number of FTEs. This sum may
result in a credit that is equal to $0 for some employers with fewer than 25 FTEs and an average annual wage less than
$50,000.
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These non-financial impacts need to be weighedhagtie financial impacts when
choosing between a Section 125 plan and employarsgped coverage.

Oliver Wyman Actuarial Consulting, Inc.
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Actions to Consider

To maintain a viable market, it will be importantdstablish policies that minimize the
chances of people dropping coverage when they tantwipate the need for services
and then re-enrolling when they think they will debem (what we refer to as “just-in-
time insurance”). MHCC may want to consider thiéofeing public policies in order to
minimize this type of selection at both the indivadl and small-group levels. Due to the
many uncertainties associated with PPACA, MHCC daded to seek its own legal
advice to determine whether these public policiesld be permissible after reforms.

»= Maintain equal rating inside and outside the exgkan

= Maintain a single annual open enroliment period #mgplies to all carriers, both
inside and outside the exchange. Even if the exgdaets an annual open
enrollment, adverse selection could persist ifieesroutside the exchange allow open
enrollment at a different time. The more open Bment periods that exist in the
market, and the longer the open enrollment petiasts the more likely it will be that
relatively healthy people and groups will drop cage, knowing that they can secure
coverage just before they need’it.

= Do not allow benefit changes except at open engiin

= Limit new, initial coverage to Bronze-level coveeaginless the applicant (either
individual or small group) had prior coverage.

= Do not allow people or groups to increase benbfitenore than one coverage tier at a
time. For example, if someone initially purchagdnze coverage, they could move
to Silver coverage the following open enrollmentige, but not Gold or Platinum
coverage.

“9 1t is not known at this time whether carriers outside the exchange will still be required to continuously guarantee-issue to
small employers as a result of HIPAA. If that is the case, the potential for anti-selection will be greatly increased. It is
unclear at this time whether restricting enrollment only to the specified periods is consistent with PPACA, although a
precedent has been set regarding child-only policies.

42

Oliver Wyman Actuarial Consulting, Inc.



Potential Impact of the ACA on the Current Individual and Small Group Markets

= |f the defined contribution exchange model is addptimit the choices to a single
level, such as Bronze, or to adjacent levels, siscBronze and Silver, for each
employer.

= Consider not allowing large employers (more tha® édployees) to move their
entire group into the exchange beginning in 200nly those groups whose
premiums outside the exchange are higher than thibsie the exchange will elect to
enroll.

= Actively enforce the definitions of reinsurancelie small group market until they
are deemed pre-empted by ERISA.

The preceding list focuses on issues that can nueiselection. A study just released
by the Blue Cross Blue Shield of Massachusetts &ation identifies the following eight
lessons learned to date following Massachusettstme™°

1. Ongoing stakeholder engagemeirtvolve all health care stakeholders as quickly a
possible to identify common ground, and continukdep them involved.

2. Strong, centralized coordination among governmganaies. Create processes that
facilitate cooperation and accountability amongwhgous agencies.

3. Close coordination between Medicaid and the newipypibograms to maximize
enrollment and retentionldentify processes that will facilitate enrollmetigibility
determination for various programs and subsidiesmaaintain continuity of care and
coverage for all citizens as income levels chamgkedigibility changes.

4. Intense, statewide effort to enroll currently unired. Develop multiple approaches
of outreach, enrollment and retention activitie$ailitate enrollment of the
uninsured.

5. Awareness and understanding among individuals arsihesses of their
responsibilities as well as available subsidies aotential penaltiesDevelop a
comprehensive, ongoing communication program usoth public and private
sources.

6. Understand that there will still be some uninsuaed underinsured Safety-net
systems must still be maintained.

7. Continuous feedback from consumers, providers, &yep and other stakeholders.
Track impacts on reforms and adjust policies, pgses and operations as needed.

8. Cost control. Advocate for health system reforms that will reglthe cost of health
care while expanding coverage and care.

The final statement is probably the most criticalhie long term. Massachusetts has
discovered that expanding coverage does not rieslaiiver costs, as the state had
initially hoped. The very high costs have resultedutbacks for certain eligible classes.
Massachusetts Governor Deval Patrick has indidai@dcontrolling health care costs
will be a top priority for his second term in offic He has submitted legislation that
would expand the use of alternative provider reimbment methods (such as global

% Raymond, Alan G., “Lessons From Implementation of Massachusetts Health Reform.” Blue Cross Blue Shield of
Massachusetts Foundation. March 2011.
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payments and bundled payments); accelerate theafammof accountable care
organizations and other integrated models; exptatd sversight into premium increases
and underlying provider payment rates; “redirettté system of malpractice in favor of
“apology and prompt resolution” as a means to miménadefensive medicine; create a
new state office to encourage and test ways ta@ldmealth care costs; and create an
advisory council of stakeholders and consumersdoitor how payment reform is

implemented.
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