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e were reminded of the importance of Actuarial Val-

ues in the Chairperson’s Corner of this publication’s

January 2013 edition. I am talking about the virtuous
kind, not the calculated results from a pesky spreadsheet. Steven
Schoonveld clarified our professional obligation to objectively
speak to the sustainability of the financing systems that we man-
age and to recommend necessary changes. Efficient use of funds,
aligned incentives, long-term consumer affordability and equity
among participants are fundamental concepts that we require
for sustainable programs.!

The Patient Protection and Affordable Care Act (ACA) has been
with us for a few years now. As we are approaching the end of an
initial three-year discovery period with temporary risk mitiga-
tors,” there have been an increasing number of questions raised
by some health actuaries regarding the long-term sustainability
of the individual market platform. An instructive article from a
landmark Health Section publication analyzes the risks (from
a health insurer’s perspective) of participation in the new ACA
markets compared to pre-ACA markets and other major lines of
business.* Some major carriers have already caused concern by
publicly suggesting a potential individual market exit in 2017
(in particular, United Healthcare has exited most ACA markets)
due to predictive difficulty, high claim costs and financial loss-
es.* Market exits have been accelerated by a significant shortfall
in risk corridor funds available’ due to government decisions to
fund only those losses covered by risk corridor gains.

This article discusses the nature of the ACA sustainability chal-
lenges and illustrates the uniqueness of the ACA program in the
American entitlement system.®

ACA BACKGROUND

The ACA, enacted by Congress in 2010, has brought numerous
changes to health care markets, but the most notable impact is
the transformation of a lower-risk, medically underwritten, in-
dividual market to a higher-risk, 2014-and-later, guaranteed-is-
sue market without pre-existing condition exclusions or health
status as an allowable rating factor. Federal subsidies of varying

amounts are available to some enrollees to offset the high cost of
premiums and cost sharing. These subsidies represent the first
major health entitlement spending intended to benefit Americans
not eligible for the 1960s-era Medicare and Medicaid programs.

Due to the federal subsidies targeted at middle-income” indi-
viduals and families, the size of the individual market has grown
significantly among the middle-income population. In addition
to the subsidy benefits, another enrollment incentive is the ap-
plication of a tax penalty (individual mandate) to individuals
without qualified health coverage. Surprisingly at odds with leg-
islative intent to attract young, healthy enrollees and the noted
sustainability requirements, the mathematical mechanics of the
premium subsidy calculations are designed in such a way that
federal provisions are more generous to older enrollees.?

The next two sections provide a background of the American
entitlement framework and explore the unique elements of the
ACA subsidies relative to other government programs.

HISTORY OF AMERICAN ENTITLEMENTS

While not necessarily comprehensive, the table below illustrates
a history of major entitlement legislation in the United States.
As suggested in the table, American public assistance and social
insurance programs have focused on serving vulnerable popula-
tions and can be grouped into two broad areas, Financial Secu-
rity and Health Care.

Entitlement spending has grown each year due to population
growth, general inflation, increased health care inflation, lon-
gevity increases, the Baby Boom generation, and the addition
and expansion of major government programs. Budget pressures
are significant at the federal and state levels; significant growth
of federal entitlements (50-year average annual growth of 9.5
percent from 1960 to 2010?) continues to challenge our fiscal
systems, and there are legitimate concerns regarding the long-
term viability of current programs. In particular, since 1960, the
advent of Medicare, Medicaid, Medicare Part D, Earned Income

Population | Financial Security Health Care

Elderly Social Security (1935) Medicare (1965)**

Low Subsidized Shelter & Food . e
Income (1930s)" Medicaid (1965)
Disabled Social Security (1956) Medicare (1965)

Middle Earned Income Tax Credit - P
Income (1975) ACA Subsidies (2010)

* Various programs
** Prescription Drug Benefits (Part D) added in 2006
“** Funding shared with states; eligibility rules vary greatly across states; ACA
(2010) provided additional federal funding to Medicaid for a newly eligible
population (in states that chose to expand)
Only available to individuals who do not have access to “affordable”
employer-based coverage, either by themselves or through a family member
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Tax Credits, and significant Social Security enhancements in
the 1970s, have all contributed to the explosive growth in en-
titlement spending. It was in this challenging environment in
2010 that a current program (Medicaid) was expanded to cov-
er a previously ineligible population (low income, able-bodied,
non-custodial adults) and a new entitlement program was devel-
oped to partially subsidize health care premiums and costs in an
attempt to make health insurance affordable and an attractive
value across the income spectrum.

In spite of the significant cost challenges, the recognition that
access to affordable health insurance is good for society, coupled
with the number of uninsured Americans and the high cost of
health insurance, prompted a divided Congress, with direction
from the Obama administration, to inject federal funding into
the individual health market and overhaul the market rules and
pricing structures in the process.

THE ACAENTITLEMENT

The new entitlement program, offering premium and cost-shar-
ing subsidies to middle income Americans, is a 21st century
American experiment unlike any financing mechanism that has
been tried before. All prior entitlement legislation has mostly
offered cash assistance or benefits that were of inconsequential
direct cost to beneficiaries. There have been some notable par-
ticipation fees, Medicare Part B premiums, for example, but they
have generally paled in comparison to the expected benefits.
The ACA subsidies formula does not follow this pattern. Due to
a contentious debate on the legislation and a political require-
ment for deficit neutrality (as scored by the Congressional Bud-

The new entitlement program,
offering premium and
cost-sharing subsidies to
middle income Americans,

Is a 21st century American
experiment unlike any

financing mechanism that
has been tried before. ... The
premium assistance formula
is complicated and certainly
unusual, relative to traditional
government and employer
provisions for health benefits.
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get Office, before dynamic scoring was in play), available federal
funds to provide the desired assistance were limited. Congress
decided to provide partial premium assistance to individuals and
families with incomes up to 400 percent of the Federal Policy
Level (FPL). Material cost sharing assistance was also provided
up to 200 percent of the FPL."

The premium assistance formula is complicated and certainly
unusual, relative to traditional government and employer pro-
visions for health benefits. Rather than provide a fixed dollar
amount (defined contribution or premium support), contribute
a percentage of the premium (an employer-subsidized example)
or simply fund the cost of benefits (traditional fee-for-service),
government outlays are determined by an indirect calculation
that requires a collection of market rates and personal income
as inputs. The methodology works like this: health plans partici-
pating in a given market submit benefit options (falling into four
value tiers, though health plans are not required to offer benefits
in each tier) and rates for state review. The state reviews the fil-
ings and rates and either approves rates as proposed, rejects the
filing, or approves the filing at another rate level (usually lower).

The approved rates for all health plans are then aggregated and
the second-lowest-priced plan in the second-lowest value tier is
determined to be the benchmark plan. Affordable coverage for
each enrollee is determined based on a sliding scale percentage
of income. An enrollee can purchase the benchmark plan with an
enrollee contribution equal to the calculated “affordable” per-
centage of his/her income. The remaining premium (benchmark
plan premium rate minus enrollee contribution) is the federal
subsidy. Enrollees can carry the dollar amount of this subsidy
to other plans, either within the same value tier or not, and pur-
chase less expensive or more expensive coverage.

A brief illustrative example of the subsidy calculation methodol-
ogy is demonstrated below; more extensive calculations can be
found in the May 2014 edition of Health Watch and the Decem-
ber 2015/January 2016 edition of The Actuary.

Figure 1 illustrates the gross monthly premiums for two sample
companies, A and B, offering plans in the two lowest-value tiers
to sample individuals. Bronze is the lowest tier; Silver is the sec-
ond-lowest tier.

Figure 2 illustrates the subsidy calculation for a particular in-
come level and age. This is determined by calculating the maxi-
mum monthly contribution that an enrollee pays for the bench-
mark plan (the second-lowest-cost silver tier plan, or ‘B Silver’).
Assuming the maximum contribution percentage of 7.50 per-
cent for an individual with an income of $48,000 (reasonable
approximation but not representative of any year), the maxi-
mum monthly contribution for that individual is $300 [$48,000
*7.50% / 12]. The calculated subsidy is the gross monthly pre-



Figure 1

Gross Monthly Premium

A Bronze A Silver B Bronze B Silver
24 270 315 300 350
64 810 945 900 1050
Figure 2
Subsidy Calculation
Maximum
Contribution Maximum
Income Percentage | Contribution Subsidy
24 48,000 7.50% 300 50
64 48,000 7.50% 300 750
Figure 3
Net Monthly Premium
A Bronze A Silver B Bronze B Silver
24 220 265 250 300
64 60 195 150 300

mium of the benchmark plan minus the $300 maximum contri-
bution from the enrollee.

Figure 3 illustrates the net monthly premiums that enrollees pay
for each plan in the market after subtracting the subsidy from
the gross monthly premiums.

ACA IMPLICATIONS FOR BENEFICIARIES
AND HEALTH PLANS

The result of all of this is different subsidy levels, which vary
primarily by age, income, and geographic area, for all enrollees.
Significant leveraging of the premium subsidy produces unin-
tended results, where older enrollees pay less for certain bene-
fit plans (those with lower gross premium than the benchmark
plan) than younger enrollees at the same income level."" Conse-
quently, the varying relationships between the subsidy amounts
and the full premium create enrollment incentives for some and
disincentives for others.!

The high cost of health insurance for enrollees who are not
heavily subsidized has undoubtedly contributed to the lower
than expected enrollment.”” These disincentives trouble policy-
makers and insurance companies alike. In addition to premium
levels, consumer complaints have also been focused on high cost

sharing and inadequate networks, both of which have exacer-
bated enrollment concerns. Erosion of enrollment, especially
among younger and healthier people, could complicate risk pool
and pricing assumptions. Health plans need to be concerned
with not only their own plan enrollment, but also the overall
market enrollment for the state, due to the inter-company risk
adjustment transfer process.

It has been suggested by health actuaries and other commen-
tators that 2017 may be the telling year to evaluate the market
conditions based on carrier participation, as health plans eval-
uate two years of transitional experience before committing to
participate in a riskier market without the temporary risk miti-
gators. A conclusive understanding may take longer to develop
as markets do not change instantaneously. Health plan participa-
tion in this high profile market is more involved than an isolated
business decision based on a financial forecast. There have been
external pressures for health plans to participate in the ACA
marketplace since program inception, but the potential of major
players to exit may trigger more forceful coercion.!

From a beneficiary perspective, the significant contributions
(premiums and cost sharing) required of many enrollees to re-
ceive entitlement benefits is a new phenomenon. Reliance on
market prices and consumer behavior to determine inputs to
government outlay formulas is new as well. Unlike other enti-
tlement programs, proposed solutions to ACA concerns do not
fall in line with traditional thinking of Congressional spending
or program adjustments. Since the passage of the ACA, the focus
from Washington has been promotion of the program (some-
times targeted at younger ages) rather than increased spending
to shore up perceived gaps in the program.” This is unusual
relative to other programs; the government has not launched an
advertising campaign and the President has not solicited con-
tributions to convince people to sign up for Social Security or
Medicare (low enrollment is not considered a potential threat),
but the budget challenges are frequently discussed.'® Govern-
ment actuaries opine every year on the financial outlook of these
programs, but the major sustainability inputs are macroeconom-
ic in nature. Suggested changes almost always fall in the realm of
adjusting spending formulas or benefits.

In many respects, the uniqueness of the ACA subsidies as an en-
titlement is the reliance on market forces rather than legislative
commitments to meet demographic expectations and economic
realities. It is important to understand the current data, but more
important to understand the various incentives in effect that will
continue to shape the size and nature of the individual market.
In my opinion, this unprecedented experiment will require an
informed, ongoing actuarial viewpoint (or, preferably, multiple
viewpoints) focused on sustainability to preserve the individual
health market and the reputation of our profession.
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SUSTAINABILITY MEASURES

As discussed in the opening paragraph, our work requires ad-
herence to certain values. Reflecting on these values and our
obligations to stakeholders and the public, what are some of the
potential concerns with each value in our response to the ACA?
Let us revisit each point:

1. Efficient use of funds: Federal funds are allotted with the in-
tention of making health care affordable. The mechanics of
the ACA subsidy calculations create greater benefits for some
enrollees and little or no benefits for others. Could the funds
be reallocated in such a way as to be more “efficient”? That
is an interesting question, and one that individual states may
consider if they choose to take advantage of a new waiver
opportunity that will allow distribution of federal funds in a
more desirable way.!”

2. Aligned incentives: There are incentives that promote cov-
erage for some segments of the population. These incentives
vary by age, and may promote an older individual market and
a younger group market as employees have a new incentive to
retire early and younger individuals may be motivated (due to
higher cost of guaranteed issue market, restricted age bands,
and subsidy mechanics) to seek opportunities for employ-
er-sponsored coverage.'® Unfortunately, there are also in-
centives for individuals to reduce work due to “subsidy cliffs”
when earning additional income could significantly reduce
the subsidies available. The Congressional Budget Office an-
ticipates that employer and employee incentives embedded in
the ACA will reduce work hours by 1.5 to 2.0 percent from
2017 to0 2024.7

3. Consumer affordability: For some individuals, enrollee pre-
mium contributions are very low or even zero in extreme cas-
es. Due to the “family glitch” and the affordability measure,

The most challenging period
for the ACA is still ahead of
us, with a riskier market for
all participating health plans,

waning enthusiasm as the
initial promotional value wears
off, and a new president who is
not personally identifiable with
the program.
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“affordable coverage” may be available to the employee but
not to the family members of an employee who has affordable
employer-sponsored coverage.

4. Equity among participants: The nature of the subsidy cal-
culations results in greater subsidies and stronger coverage
incentives for older individuals. The resulting net premiums
fall short of the principle that “differences in rates reflect ma-
terial differences in expected cost for risk characteristics.” %
As mentioned above as an “efficient use,” federal funds could
be distributed more equitably through a state waiver.

The three-year discovery period allowed health plans to test
the new program with some risk protections that will soon ex-
pire. This provided an incentive to be more aggressive in a price
sensitive market. Clearly, health plans will assume more risk in
the future. There are also non-financial aspects to consider. It is
my (non-actuarial) opinion that enrollment results have bene-
fited from heavy promotion (partially offset due to operational
struggles and some negative commentary), general awareness,
and excitement related to a new program that has received tre-
mendous attention.

The most challenging period for the ACA is still ahead of us,
with a riskier market for all participating health plans, waning
enthusiasm as the initial promotional value wears off, and a new
president who is not personally identifiable with the program. In
my opinion, a long-term sustainability viewpoint will recognize
the financial implications and inherent incentives, acknowledge
the need of positive outcomes for both health plans and con-
sumers, and appropriately discount the early emotional activity
associated with this new marketplace.

ACTUARIAL CHALLENGES

I do not believe it is an overstatement to suggest that the new
challenges the ACA creates for health actuaries present greater
professional risk than any previous developments in the health
care market. Many of these challenges, including developing
pricing assumptions for an unknown population in a new mar-
ket environment with an unknown revenue component,”' have
been primary topics in health actuarial forums since the ACA
regulations were developed.

A different type of challenge is the subjective scrutiny of actu-
arial practice and attempted coercion to breach our objective
professional obligations to justify a particular policy or point of
view. If you have followed the career of actuary Richard Foster,
you recognize that this is not an entirely new occurrence.?? Pres-
sure from outside of our profession is not limited to policy-re-
lated issues. A 2012 survey of American Academy of Actuaries
members indicated that the overwhelming ethical concern from
a list of 18 choices was “responding to pressure from principals
and/or management to select inappropriate assumptions used



in pricing or reserving.”? This result was strikingly consistent
across all practice areas and employment types.

As health actuarial work has become more public and more
connected to policy, the criticism has heightened. The partisan
nature of the legislative development and the tendency of people
on both sides of the debate to misrepresent (perhaps uninten-
tionally) the law’s impact and twist every data point to their lik-
ing has complicated the public’s understanding of the legislation.
By and large, the actuarial response has been more measured and
actuaries have refrained from drawing premature conclusions.

The politically charged nature of the law has complicated our
practice since inception, and the attention and subjective view-
points have not dampened. Criticism of a 2013 Society of Ac-
tuaries-sponsored study on expected claim costs cited actuaries
as biased by virtue of being primarily employed by insurance
companies and, therefore, aligned with the insurance lobby. The
rate review process has brought more oversight and attention to
actuarial work and perhaps has made us better—or at least more
diligent—at our craft. Even state regulators, who have histori-
cally been viewed as the reviewers of actuarial rate development,
but not reviewees themselves, are now under a watchful eye as
“what used to be a purely analytical exercise is now peppered
with political overtones.”**

I believe that this new reality is not a temporary environment
that will settle as the ACA market matures and stabilizes.”® Fu-
ture legislation and regulations will demand our opinions and
analyses with the same degree of attention. It is interesting to
note that few voices proclaim the ACA to be a solution or a final
destination. It is either “a step in the right direction” or bad leg-
islation that should be “repealed and replaced.” As we have seen
with financial markets, government intervention drives market-
place changes, which, in turn, creates a recurring need for more
government intervention. The ACA is a major change in federal
health legislation; market reactions will necessitate legislative
adjustments, and actuaries will be asked to understand the im-
plications, measure the impact, and go about their daily duties
with a high-intensity, post-ACA-level, spotlight on their work.
The challenge of being asked to do more analysis with less in-
formation, while under a more intense and subjective oversight
microscope, is our present and will be our future.

CONCLUSION

20th century entitlement programs now comprise more than
two-thirds of the unified federal budget. As expressed by some
commentators, the growth of entitlements could potentially im-
pact other budgetary items and ultimately harm national security
and the overall economy.*® The sustainability of these programs
is consistently measured in a traditional way, projecting benefit
costs and allocating spending. If necessary, Congress will make

As sustainability is threatened
by market forces rather than

federal budget limitations, the
need for Actuarial Values is
more acute.

adjustments, sometimes crowding out other important items in

the federal budget.

The ACA subsidies need to be evaluated through a different
framework. As sustainability is threatened by market forces rath-
er than federal budget limitations, the need for Actuarial Values
is more acute. We must appreciate the various incentives for buy-
ers and sellers in the market to understand the long-term sus-
tainability equation. It is important to note that these incentives
reach beyond the individual health care market; they impact the
labor market and the overall economy. Employers now have new
considerations when hiring workers, setting work hours or pro-
viding health benefits, and employees have new incentives to seek
more work or different work, reduce their work hours, or retire
earlier. The high level of health care costs and the disparate sub-
sidies available through the ACA create various incentives that
may have long-term implications on the demographics of the la-
bor market,” which, consequently, will impact the demographics
and, potentially, the sustainability of the individual health market.

Actuaries have a strong history of identifying unsustainable mod-
els and offering their honest assessments. We do not have to look
far for a classic example; a part of the ACA known as the Commu-
nity Living Assistance Service and Supports Act created a volun-
tary long-term care program. Due to potential adverse selection
and little government support, the actuarial community quickly
deemed the program unworkable; it was repealed in 2013. The
initial ACA impact to the individual health market has been more
nuanced, although that did little to deter early strong conclusions.

We are now at a critical juncture on the ACA timeline, develop-
ing pricing assumptions (at the time this article was written) from
transitional experience for the 2017 rating period, the year after
which two of the initial risk buffers sunset. There is much at stake,
and it is imperative for actuaries to boldly offer our objective ap-
proach. Our technical skills, experience, and deep knowledge of
the regulatory details equip us to submit expert opinions.?®

The implications of this law are complicated and require a
comprehensive appreciation of incentives for health plans,
employers, employees and individuals. The majority of comments
that have reached a general audience are not from objective
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sources and have obfuscated public understanding; in fact, it was
the repeated misperceptions of the legislative impact that initially
piqued my interest in writing about the program details. More
than other entitlement programs, measuring the sustainability of
the ACA is within the actuarial domain. I will continue to advo-
cate for the objective voices of health actuaries to be recognized as
trusted experts. I hope you will join me in this endeavor. l

Author’s Note: The views expressed herein are those of the author alone
and reflect current information as of May 2016. They do not represent
the views of the Society of Actuaries, Axene Health Partners, LLC or its
consultants, or any other body.

A thorough examination of the technical components discussed in
this article, along with some suggestions on how actuaries can con-
tribute to the public good by correcting simplified explanations and
common misconceptions, was published in the May 2014 edition of
Health Watch.”

Greg Fann, FSA, MAAA, is a senior consulting
actuary with Axene Health Partners, LLC in
Murrieta, Calif. He can be reached at greg.fann@
axenehp.com.
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