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ACA Left Intact the Existing Federal System
Many diverse insurers                                   % of people, 2010

• Employment-based insurance 55.3%  

• Medicare (elderly and disabled) 14.5%

• Medicaid/children (poor/children/high cost) 15.9%

• Military insurance 4.2%

• Direct insurance purchase (individual) 9.8%

• Uninsured 16.3%

Note: numbers sum to more than 100% since many people have multiple 
coverage.

Source: http://www.census.gov/hhes/www/hlthins/data/incpovhlth/2010/table10.pdf
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Three Legs of the ACA Reforms
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GovernmentConsumers

InsurersNo exclusions for 
pre-existing conditions

Consumers must 
buy insurance

Subsidies for those 
who cannot pay

(or pay tax penalty)

Jon Gruber, (2011)



Changes in Place in 2012
• Insurance companies can no longer drop people from coverage after getting 

sick

• Can’t exclude children age < 19 with pre-existing conditions

• Young adults can stay on parents plan until  age 26

• Creates high-risk pool for adults with pre-existing conditions without 
coverage (small take up so far)

• Temporary reinsurance program for early retirees aged 55-64

• $250 rebate given to seniors for high drug spending

• Tax credits for small businesses to offer insurance

• Insurers cannot pay out less than 80-85% of premium
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Changes planned 2014-2017
Expanded Medicaid programs for the poor.

Impose tax penalties on individuals not purchasing coverage, tax subsidies for 
those that do

Impose penalties on firms not offering insurance, offer subsidies for those that 
do IF they were not already offering insurance

Raise revenue elsewhere
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Medicaid expansion
Expands Medicaid (for poor) to cover all individuals up to 133% of the federal 
poverty level (FPL) in 2014

States receive large federal subsidies

Legislation in place but mandate that states must participate was ruled 
unconstitutional

Children’s Health Insurance Program: Increased federal funding and 
eligibility
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Individual “Mandate”
Requires all U.S. citizens to have health insurance or pay tax penalty

Exemptions granted for financial hardship, religious objections, American 
Indians, those without coverage for less than three months

Penalties take effect beginning in January 2014

7



Individual Mandate (federal)
Penalty for single coverage phased in:

• $95 in 2014 (or 1% taxable income)

• $325 in 2015 (or 2% taxable income)

• $695 in 2016 (or 2.5% taxable income)

Penalty up to three times this level for a family contract

Comparison: in Massachusetts, penalty for not having health insurance in 2012 
was up to $1260 per year (depending on income)
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Employer incentives in 2014
Penalties:

• 1-50 employees exempt from any penalty

• 50-199 employees must pay penalties of up to $3,000 per employee

• 200+ employees must enroll employees in a health insurance plan

Subsidies:

Premium credits and cost-sharing to legal US citizens purchasing through 
newly-created national exchange (not for existing insurance plans) for those 
between 100-400% FPL (about $88K for family of four)
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Small Business Tax Credits

Tax credits for businesses with fewer than 25 employees phased in 2014-2017

Even more generous subsidies for non-profit (tax-exempt) firms
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Revenue Provisions
Tax on “Cadillac Plans” with premiums that exceed $10,200 annually for an 
individual, $27,500 for families in 2018

Limits Flexible Spending Account contributions to $2,500 annually effective in 
2013

Excise taxes on pharmaceutical manufacturers beginning in 2011 on drugs 
whose revenue exceeds $2.5 billion annually.  

Excise tax on device manufacturers on devices with revenue exceeding $2 
billion from 2011 – 2017, and $3 billion annually thereafter.  A 2.3% sales tax on 
devices is also enacted effective in 2013
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Revenue Provisions
0.9% tax on earned income for households earning over $200K for individuals 
($250K for joint filers) starting 2013

3.8% Medicare tax on unearned income (interest, dividends, annuities, 
royalties, and rents) for households earning over $200K for individuals ($250K 
for joint filers) starting in 2013

10% tax on tanning services
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Limiting Out-of-Pocket Costs
(FPL = Federal Poverty Level)

Income level Singles Families

<100% FPL Medicaid?

100-200% FPL $1,983 $  3,967

200-300% FPL $2,975 $  5,950

300-400% FPL $3,967 $  7,933

> 400%  FPL $5,950 $11,900
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**Insurance Exchanges in 2014**
Encourages state-based insurance exchanges

States not setting up their own exchange can use a National Insurance 
Exchange

Exchanges only available to small businesses with fewer than 100 employees.  
Businesses with more than 100 employees are eligible after 2017

Only for legal U.S. citizens

Non-profit member-run insurance cooperatives also subsidized
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Benefits Within National Exchange
Some minimum benefits required but not standardized. 

Maximum deductibles of $2,000 for an individual and $4,000 for a family

Out-of-pocket maximums cannot exceed $5,950 for individual and $11,900 for 
family.
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Benefits Within National Exchange
Coverage offered at four levels with actuarial value values defining how much 
insurers pay

All levels cover “essential health benefits” which includes prevention

• Bronze plan covers > 60% of the benefit costs

• Silver:  > 70%

• Gold:  > 80%

• Platinum:    > 90%

• Called “Metal levels”
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ACA has Major Implications for Risk 
Adjustment and Selection incentives
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A flexible model of selection 
Dowd and Feldman (1984), Ellis and McGuire(1987), Shi (2013)
̅	= Highest expected cost, = lowest expected costs
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A flexible model of selection 
Dowd and Feldman (1984), Ellis and McGuire(1987), Shi (2013)
̅	= Highest expected cost, = lowest expected costs, WTP = Willingness to pay
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If everyone bought insurance, the average premium πwould be . 
Selection arises when the group with the lowest willingness to pay is allowed 
to make a different choice.
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If everyone bought insurance, the average premium πwould be . 
Selection arises when the group with the lowest willingness to pay is allowed 
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If everyone bought insurance, the average premium πwould be . 
Selection arises when the group with the lowest willingness to pay is allowed 
to make a different choice.
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Market will tend to react by offering different premiums on observables. For 
example, suppose that all Young are lower expected costs than the Old
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Can use integral of average cost to calculate whether there is an equilibrium
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Variety of plan strategies for risk selecting
Benefit design: Plans will design services to cover so as to attract the healthy

Premium discrimination:  Health plans will use observable information to 
charge different premiums: Young versus old, chronically ill exclusions 

Selective marketing to favorable enrollees

Plan churning: creating new plans to attract those most willing to switch, who 
are younger and healthier

Plan level service distortion: Plans design availability of services to select the 
healthy

Coding intensity changes: adding additional diagnoses to make your plan 
enrollees look sicker than otherwise  (Created when diagnoses are used to risk 
adjust.)
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Strategies to reduce risk selection

Regulations on the above strategies

Reinsurance: insure plans if they attract a sick pool.

Risk sharing: reduce benefit ex post of attracting the healthy

Mixed payment (capitation plus lower marginal payment for servies)

Risk adjustment – reduce ex ante profitability of attracting the healthy

29



ACA imposes many new regulations, but also creates 
three programs to reduce incentives for risk selection in 
exchanges
Risk Adjustment

Will be used in National Exchanges
States can use federal  RA formula, their own, or none for their own exchanges
Program designed to be deficit neutral
Required participation by all non-grandfathered individual and small 

group plans

Reinsurance
Transitional program for high cost enrollees only (2014-2016)
All plans required to contribute a fixed national per capita contribution
Traditional reinsurance once dollars exceed a certain level, up to a cap.  
States can choose to create their own pool

Risk Corridors
Transitional program to address uncertain rate setting at beginning
Plans with costs at least three percent below expected level share costs HHS
Plans with costs at least three percent above expected levels receive payments from HHS.

Healthcare.gov. “Standards Related to Reinsurance, Risk Corridors and Risk Adjustment, Final Rule.” Posted March 16, 2012. 
http://www.healthcare.gov/news/factsheets/2012/03/risk-adjustment03162012a.html

30



Risk Adjustment Proposed for Health 
Exchanges
“(ii) SPECIFIC REQUIREMENTS.—The Secretary shall 
make the determination under clause (i) on a per enrollee 
basis and shall take into account all relevant … (i), 
including the age and income of the enrollee, whether the 
enrollment is for self-only or family coverage, geographic 
differences in average spending for health care across 
rating areas, the health status of the enrollee for purposes 
of determining risk adjustment payments and reinsurance 
payments …through an Exchange, …” (ACA, p. 208)
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Risk adjustment proposed for high-risk 
conditions pool
“(i) a list of at least 50 but not more than 100 medical 
conditions that are identified as high-risk conditions and 
that may be based on the identification of diagnostic and 
procedure codes that are indicative of individuals with pre-
existing, high-risk conditions; or

(ii) any other comparable objective method of identification 
recommended by the American Academy of Actuaries.” 
(ACA, p 228)
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RA is important for Exchanges
RA not yet done in Mass., but is required by law for national exchanges. 

Exchanges offered by governments or nonprofit orgs, so less incentive to try to 
select.

Different plan generosity (bronze-silver-gold-platinum) increases importance of 
RA

Premium rate bands and create systematic profits and losses

Incentives within exchanges less serious than between exchanges and 
conventional insurers

RA intended to reduce incentives for  selection.

Two kinds of exchanges: 

Small Business Health Operations Program (SHOP) for companies with up

to (50 or) 100 employees to start coverage on Jan 1 2014

Individual exchange (American Health Benefits Exchanges)
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Risk Adjustment  Framework for Exchanges Came out 
Federal Register 77 FR 73118  Dec 7, 2012
Similar to methods used for Part C and D of Medicare, but customized for Exchange 
populations

Only calibrated for people under age 65
Calibrated using Privately insured sample (MarketScan)
Adjusted for concurrent diagnoses of enrollees
Separate models for adults, children, and infants (3)
Separate models for each tier or “metal levels”. (5) 
Health plans allowed to vary premiums based on:

Metal level
Age (up to 3:1)
Tobacco use 9up to 1.5:1)
Family Size
Geography

Premiums NOT allowed to vary by gender, conditions, prior use, or industry
Risk Adjustment can account for much of the risk that is typically priced into premiums, so 
it is unclear if the rate bands will be binding.
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Key Features of Exchange Risk Adjustment 
Model
Will use age, and diagnoses to calculate risk scores, which are a relative 
measure of how costly a person is anticipated to be

Calculates overall plan average actuarial risk while adjusting for risk scores, 
metal level, and overspending adjustment (from Moral Hazard)

Transfers money between plans will net to zero.

Is paid for by a modest per user fee (expected to be less than $1 per capita) on 
exchange enrollees

States can  choose to use the National exchange of run their own. Can develop 
their own risk adjustment formula if they wish.
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Conceptual Basis of Exchange Risk Adjustment
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Payment transfer formula includes the         A                    B
following premium adjustment terms: with RS without RS
• State average premium $5000 $5000
• Plan average risk score .80 1.0
• Actuarial value(e.g. gold) .80 .80
• Permissible rating variation 1.758 1.758
• Geographic cost differences 1.15 1.15
• Induced demand (e.g. gold) 1.08 1.08



How well does the HHS model predict 
spending?
TABLE 8—R-SQUARED STATISTIC FOR HHS RISK ADJUSTMENT MODELS

Risk adjustment model R-squared

statistic

Platinum Adult .......................... 0.360

Platinum Child .......................... 0.307

Platinum Infant .......................... 0.292

Gold Adult ................................. 0.355

Gold Child ................................. 0.302

Gold Infant ................................ 0.289

All of these are about half of what is achievable using a richer risk adjustment 
model
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Fraud and Upcoding
Continuing concerns about upcoding and fraud

Increasing prosecution

$22.6 million recovered from one Medicare Advantage plan in Florida in 2010

United States v. Janke, 09-CV-14044-Moore-Lynch (S.D. Fla. Feb. 10, 2009)
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Risk Adjustment and the False Claims Act (FCA)

2009 revisions to  the FCA now prohibit knowingly:

Submitting for payment or reimbursement a claim known to 
be false or fraudulent.

Making or using a false record or statement material to a 
false or fraudulent claim or to an ‘obligation’ to pay money 
to the government.

Engaging in a conspiracy to defraud by the improper 
submission of a false claim.

http://en.wikipedia.org/wiki/Fraud_Enforcement_and_Recovery_Act_of_2009

PHILLIPS & COHEN LLP
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Each Diagnosis Submitted to CMS is a Claim for 
Payment

With every diagnosis, HMOs submit information to 
CMS asserting the member has the diagnosed condition 
and received treatment for it:

 The member’s Health Insurance Claim (“HIC”) 
number;

 The ICD-9-CM diagnosis code
 The “service from” date and “service through” date
 The provider type

Source: Inman, Mary, and Tim McCormack. Does Your Plan’s Risk Adjustment  
Strategy Run Afoul of the False Claims. Phillips & Cohen LLP February 13, 2012 
http://www.phillipsandcohen.com/Risk-Adjustment-Presentation.pptx

PHILLIPS & COHEN LLP
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Causes of False Claims: 
Affirmative Upcoding

1. Simple fraud – “making it up”

2. Exaggerating severity of patient’s condition (e.g., 
depression, malnutrition)

3. Claiming current treatment of condition (e.g., stroke, 
cancer) instead of past history of treatment

4. Claims based on laboratory, radiology or other improper  
provider or service type

5. Improperly linking complications and conditions

Source: Inman, Mary, and Tim McCormack. Does Your Plan’s Risk Adjustment  Strategy Run 
Afoul of the False Claims. Phillips & Cohen LLP February 13, 2012 
http://www.phillipsandcohen.com/Risk-Adjustment-Presentation.pptx

PHILLIPS & COHEN LLP
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