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June 13, 2014
[name and address redacted]
SUBJECT:
Legal Opinion Pursuant to Insurance Code Section 12921.9 Regarding Premium Cross-Subsidization Across Market Segments in Health Insurance
Dear [redacted]:

In recent meetings with the Department of Insurance regarding the Insurance Rates Justification and Public Accountability Act, [redacted] inquired as to whether state and local governments purchasing large group health insurance might be impacted by cross-subsidization of insurer  costs between market segments (individual, small group, large group) in health insurance.  This letter is my legal opinion regarding this inquiry.  The short answer is that shifting costs between market segments is inconsistent with the federal and state statutory scheme.
Single Risk Pool and Index Rate

Federal law requires insurers to create a single risk pool. (42 USC § 18032(c).)As a part of this requirement, each insurer is required to consider all its enrollees in all health policies in the individual market to be in a single risk pool and all its enrollees in all health policies in the small group market to be in a different single risk pool:

42 USC section18032(c) Single risk pool.

   (1) Individual market. A health insurance issuer shall consider all enrollees in all health plans (other than grandfathered health plans) offered by such issuer in the individual market, including those enrollees who do not enroll in such plans through the Exchange, to be members of a single risk pool.

 (2) Small group market. A health insurance issuer shall consider all enrollees in all health plans (other than grandfathered health plans) offered by such issuer in the small group market, including those enrollees who do not enroll in such plans through the Exchange, to be members of a single risk pool.
State law has the same requirements.  (Insurance Code §§ 10753.05(k)(1), 10965.3(k)(1).)  Section 10965.3(h)(1) applies the single risk pool requirement to the individual market:  


10965.3(h)(1) A health insurer shall consider as a single risk pool for rating purposes in the individual market the claims experience of all insureds and enrollees in all nongrandfathered individual health benefit plans offered by that insurer in this state, whether offered as health care service plan contracts or individual health insurance policies, including those insureds who enroll in individual coverage through the Exchange and insureds who enroll in individual coverage outside the Exchange. Student health insurance coverage, as such coverage is defined at Section 147.145(a) of Title 45 of the Code of Federal Regulations, shall not be included in a health insurer's single risk pool for individual coverage.
Similarly, section 10753.05(k)(1) applies the single risk pool requirement to the small group market:  

10753.05(k)(1) A carrier shall consider as a single risk pool for rating purposes in the small employer market the claims experience of all insureds in all nongrandfathered small employer health benefit plans offered by the carrier in this state, whether offered as health care service plan contracts or health insurance policies, including those insureds and enrollees who enroll in coverage through the Exchange and insureds and enrollees covered by the carrier outside of the Exchange.
Federal and state law set forth the same requirements; insurers are required to set a separate index rate for each pool.  The index rate, in turn, must be used to establish premium rates for each pool. 

The index rate must be based upon total combined claim costs for providing essential health benefits for that market, and be adjusted based upon market wide payments and charges under the risk adjustment and reinsurance programs. (45 CFR § 156.80; Insurance Code §§ 10753.05(k)(2) & 10965.3(k)(2).)  According to Insurance Code section 10753.05(k)(3) and 10965.3(k)(3) a health insurance policy can only vary from the index rate as follows (emphasis added):  

(3) A health insurer may vary premium rates for a particular health benefit plan from its index rate based only on the following actuarially justified plan-specific factors:

   (A) The actuarial value and cost-sharing design of the health benefit plan.

   (B) The health benefit plan's provider network, delivery system characteristics, and utilization management practices.

   (C) The benefits provided under the health benefit plan that are in addition to the essential health benefits, as defined pursuant to Section 1302 of PPACA and Section 10112.27. These additional benefits shall be pooled with similar benefits within the single risk pool required under paragraph (1) and the claims experience from those benefits shall be utilized to determine rate variations for plans that offer those benefits in addition to essential health benefits.

   (D) With respect to catastrophic plans, as described in subsection (e) of Section 1302 of PPACA, the expected impact of the specific eligibility categories for those plans.

   (E) Administrative costs, excluding any user fees required by the Exchange.
The same rules apply under federal law:  

45 CFR § 156.80(d)(2) Permitted plan-level adjustments to the index rate. For plan years or policy years beginning on or after January 1, 2014, a health insurance issuer may vary premium rates for a particular plan from its market-wide index rate for a relevant state market based only on the following actuarially justified plan-specific factors:

(i) The actuarial value and cost-sharing design of the plan.

(ii) The plan's provider network, delivery system characteristics, and utilization management practices.

(iii) The benefits provided under the plan that are in addition to the essential health benefits. These additional benefits must be pooled with similar benefits within the single risk pool and the claims experience from those benefits must be utilized to determine rate variations for plans that offer those benefits in addition to essential health benefits.

(iv) Administrative costs, excluding Exchange user fees.

(v) With respect to catastrophic plans, the expected impact of the specific eligibility categories for those plans.
Taken together, these provisions mean that the index rate for the small group market and the index rate for individual market must be related to the experience of each specific market.  In addition, the allowable adjustments must be based upon plan-specific factors.  Further, the rate charged to insureds can only vary based upon three factors:  geographic region, size of family and age.  (Insurance Code §§ 10753.14, 10965.9.)  Since the individual and small group markets must each be considered their own risk pool, policies in large group market insured cannot be a part of these distinct risk pools.  

Medical Loss Ratio

Federal and state laws require that insurance companies spend at least 80% of premiums on health care claims and quality improvement in the small group market and the individual market.  (42 USC § 300gg-18, 45 CFR part 158, see also Insurance Code § 10112.25.)  Insurance companies must spend at least 85% of premium on health care claims and quality improvement in the large group market.(Ibid.)  This loss ratio requirements are specific to each market segment.  Similarly, the health claims and experience used in the calculation of the medical loss ratio are specific to each market.  If an insurer fails to meet the medical loss ratio in a market segment, the obligation to issue rebates only applies to the insureds in that specific market segment.
Conclusion
The single risk pool requirements in the individual and small group markets contemplate rating based on the experience of each market segment, modified only by a limited number of factors whose scope is confined to the market segment in question.  Similarly, the medical loss ratio requirements for all markets are based on a relationship between claims costs and non-claims costs.  In both the single risk pool and medical loss ratio analysis, there is no provision for an uneven allocation of an insurer’s fixed costs across market segments.  The intent of the statutory constraints on health rating is that each the experience of each market segment is to be pooled, with the only modifying influences on that rate to arise from within the market segment itself.  Therefore, cross-subsidization of fixed costs across market segments is inconsistent with the new statutory scheme.
Very truly yours,

/s/
Adam M. Cole

General Counsel




Consumer Hotline (800) 927-HELP ( Producer Licensing (800) 967-9331


Protecting California Consumers


