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Community Rating And Sustainable Individual
Health Insurance Markets In New Jersey

Trends in New Jersey’s Individual Health Coverage Program reveal

troubled times for the program.

by Alan C. Monheit, Joel C. Cantor, Margaret Koller, and Kimberley S.

Fox

ABSTRACT: The New Jersey Individual Health Coverage Program (IHCP) was implemented
in 1993; key provisions included pure community rating and guaranteed issue/renewal of
coverage. Despite positive early evaluations, the IHCP appears to be heading for collapse.
Using unique administrative and survey data, we examined trends in IHCP enrollment and
premiums. We found the stability of the IHCP to be fragile in light of improving opportunities
for job-related health insurance. We also found that it is retaining high-risk enrollees. Insti-
tutional realities and the difficulty of identifying a control group preclude attributing causal-
ity to the plan’s pure community rating and open enrollment provisions.

precarious individual health insurance

market, assure access to affordable cover-
age regardless of health risk, and stimulate
premium competition among insurers, New
Jersey implemented the Individual Health
Coverage Program (IHCP) in August 1993.!
The THCP adopted a number of sweeping reg-
ulatory provisions, most prominently guaran-
teed issue and renewal of health plans, pure
community rating within specific plans, re-
strictions on waiting periods for preexisting
health conditions, and the requirement that
carriers maintain a minimum loss ratio of 75
percent. In addition, all carriers selling health
insurance in New Jersey were required to par-
ticipate in the THCP, either by selling policies
to meet an enrollment target or by not selling
and paying a share of the losses incurred by

IN AN EFFORT to stabilize a financially

other carriers.? Finally, THCP enrollees were
given a broad choice of health plans with
standardized benefits, including traditional
indemnity plans with varying deductible and
coinsurance provisions and health mainte-
nance organization (HMO) coverage with
differing copayments.

B Previous research and the current
context. In 1999/2000 evaluations, Katherine
Swartz and Deborah Garnick concluded that
initially the THCP achieved its stated goals,
and they found no evidence of adverse selec-
tion by enrollees.> While they noted that a de-
cline in THCP enrollment began in 1996 and
was accompanied by rising premiums, they at-
tributed the latter to perverse incentives in-
herent in the THCP loss assessment system
rather than adverse selection.

In contrast, the IHCP’s current situation

Alan Monheit (monheiac@umdnj.eduy) is a professor in the Health Systems and Policy Division, School of Public
Health, University of Medicine and Dentistry of New Jersey, in Piscataway. Joel Cantor directs the Center for
State Health Policy, Rutgers University, in New Brunswick, where Margaret Koller is associate director for
planning and program initiatives and Kimberley Fox, a senior policy analyst.

HEALTH AFFAIRS - Volume 23, Number 4

167

DOI 10.1377/hlthaff.23.4.167 ©2004 Project HOPE-The People-to-People Health Foundation, Inc.

Downloaded from HealthAffairs.org on April 15, 2025.
Copyright Project HOPE—T he People-to-People Health Foundation, Inc.
For personal use only. All rights reserved. Reuse permissions at HedlthAffairs.org.



HeEarLTH TRACKING

points to a market that is heading for collapse.
Enrollment has declined from a peak of 186,130
lives at the end of 1995 to 84,968 at the end of
2001. In addition, premiums have increased
two- to threefold above their early levels.
These changes have raised concerns as to
whether a comprehensive regulatory effort
such as the THCP can yield a sustainable health
insurance market.

In this paper we examine trends in THCP
enrollment and premiums and consider
whether the THCP regulatory provisions may
be associated with some unintended conse-
quences for insurance market stability and ac-
cess to coverage. We also consider whether the
institutional and economic realities that con-
fronted the THCP contributed to these trends.
We find evidence suggesting that the stability
of the THCP market may be sensitive to chang-
ing economic circumstances and opportuni-
ties to obtain employment-related health in-
surance. The trends that we observe also
suggest that the THCP may be retaining ad-
verse health risks.

Bl Community rating, adverse selection,
and market stability. IHCP provisions such
as pure community rating and guaranteed is-
sue were intended to expand access to cover-
age by limiting insurers’ risk selection and
medical underwriting practices. However,
such requirements can also have a de-
stabilizing effect on specific health plans
within an insurance market and, ultimately,
upon the entire market.

Since pure community rating imposes the
same premium on low- and high-risk people,
the premiums of low risks exceed their
actuarially fair level, while those of high risks
are lower than their fair level. A sustainable
market equilibrium may be tenuous under
such a requirement.* In a market with choice
among community-rated health plans, low
risks will seek entry to cheaper, more restric-
tive health plans that are unattractive to high
risks, leaving the latter in the more generous
and expensive plans. As low-risk people leave
the more generous health plans, higher risks
will dominate such plans, and their premiums
will rise.

Such a “separating market equilibrium” can
be sustained only if low risks find the more re-
strictive plans to be of value and remain in the
market. Should low-risk people defect from
the market, total plan enrollment will decline.
The market risk profile will become increas-
ingly dominated by high risks, and a market-
wide adverse-selection death spiral may ensue
as cycles of rising premiums spur further de-
fections of lower-risk enrollees. As we discuss
below, the decline in [HCP enrollment and rise
in premiums has been accompanied by reten-
tion of potentially adverse health risks. How-
ever, establishing a causal link to the presence
of pure community rating remains difficult.

Data And Methods

Data on THCP aggregate enrollment, plan-
specific enrollment, and premiums were ob-
tained from administrative records of the
IHCP board.> For our analysis, we use premi-
ums for single coverage, the predominant form
of IHCP contracts.

Our tabulations are based on enrollment
data from the first quarter of 1994 to the fourth
quarter of 2001 for representative IHCP plans:
Plans B, C, and D (all indemnity) and all HMO
plans. Trends in IHCP plan premiums are
based upon data from March 1996 to Decem-
ber 2001. For each of the following plan
types—Plans B and C (40 percent and 30 per-
cent coinsurance, respectively, and both with
$1,000 deductibles); Plan D (20 percent co-
insurance and $500 deductible, the most gen-
erous plan offered based on these provisions);
and an HMO plan ($15 copayment)—we con-
structed a plan-specific composite premium.
This measure is based upon premiums for each
plan from the top four carriers (based on en-
rollment) weighted by their enrollment
shares.® We also compare trends in the com-
posite premiums to those for selected small
carriers.

We supplement these tabulations with
household data from the Current Population
Survey (CPS) on the health insurance status of
New Jersey residents, published data on resi-
dents’ employment, data on premiums for em-
ployment-based coverage in New Jersey from
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the Medical Expenditure Panel Survey—In-
surance Component (MEPS-IC), and data on
premiums in the New Jersey small-employer
group market. Finally, we include data from
the 2001 New Jersey Family Household Survey
(NJFHS), a statewide probability sample of
2,265 families conducted by the Center for
State Health Policy, Rutgers University, and its
2002 supplement of 601 families with THCP
subscribers.

Findings

M Trends in IHCP enroliment and premi-
ums. The THCP initially experienced a sharp
increase in enrollment, from 51,648 lives in the
first quarter of 1994 to 186,130 lives in the
fourth quarter of 1995. However, since then
IHCP enrollment has declined dramatically
(Exhibit 1).

Enrollment declined among all three in-
demnity plans that we track, with the sharpest
decline in Plan D, the most generous indem-
nity plan (Exhibit 2). In contrast, after an ini-
tial increase and subsequent decline, enroll-
ment in more restrictive HMO coverage
remained relatively stable for much of 2000

and 20017 HMO enrollment also increased
from roughly a third to more than ten times
Plan D enrollment over our study period.

The shift in enrollment was also accompa-
nied by rising premiums for all THCP plans
sampled (Exhibit 3). Plan D displayed the
most pronounced increase in composite
monthly premiums, rising by more than 3.5
times its initial level. Although at any point in
our series, composite premiums for the other
indemnity plans were considerably lower than
those for Plan D, the other plans displayed sim-
ilar growth. In contrast, the growth in
monthly premiums for the representative
HMO plan ($15 copay) was comparatively
smaller. In fact, HMO premiums fell from 70
percent to 38 percent of Plan D premiums.

These trends appear consistent with a
marketwide adverse-selection death spiral
spurred by open enrollment and pure commu-
nity rating, However, such causality is difficult
to identify, because of the presence of a num-
ber of additional factors, including pricing in-
centives inherent in the THCP regulatory
structure, institutional changes in New Jer-
sey’s regulated health insurance products, and

EXHIBIT 1

Enroliment In The New Jersey Individual Health Coverage Program (IHCP), First

Quarter 1994 Through Fourth Quarter 2001
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EXHIBIT 2

Enroliment In The New Jersey Individual Health Coverage Program (IHCP), By Plan
Type, First Quarter 1994 Through Fourth Quarter 2001
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SOURCE: Individual Health Coverage Program (IHCP) Board, New Jersey Department of Banking and Insurance.
NOTE: Data are plotted by quarter, but labels show years only (year label corresponds with first quarter of that year).

improved economic circumstances.

M Potential factors contributing to IHCP
market instability. Carrier loss assessment mecha-
nism. As Swartz and Garnick noted, the loss as-
sessment mechanism (which allowed reim-
bursement for payouts in excess of 75 percent

of net premium income) encouraged small car-
riers to sell coverage in the THCP and to charge
very low premiums during their initial years,
to expand their market share.® However, this
strategy was not successful. By charging low
premiums, these small carriers incurred larger-

EXHIBIT 3

Trends In Premiums For Selected New Jersey Individual Health Coverage Program
(IHCP) Plans, By Plan Type, First Quarter 1996 Through Fourth Quarter 2001
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than-expected losses, which led them to raise
premiums and, later, led several small carriers
to defect from the market. This contributed a
certain degree of “market chaos,” as many en-
rollees shifted carriers or dropped coverage.
Swartz and Garnick have argued that the rise
in THCP premiums between 1995 and early
1998 reflected the behavior of these small car-
riers rather than adverse selection against cer-
tain carriers or the THCP.?

We find evidence that is consistent with
this assertion. Compared with the trend in the
composite premium over this period, the pre-
miums of such small carriers increased mark-
edly. For example, between the first quarters
of 1996 and 1998, Plan B premiums for Man-
hattan National Life Insurance increased by
415 percent; for Metropolitan Life Insurance,
86 percent; and for Time Insurance Company,
110 percent. In contrast, the composite pre-
mium for Plan B increased by only 20 percent.
As small carriers raised premiums, their mar-
ket shares declined precipitously from 27 per-
cent of insured lives in 1996 to less than 1 per-
cent by 1998. Fight small carriers accounted
for roughly half of enrollment losses over this
period. By 2000 only one of the carriers (Met-
ropolitan) remained in the market.

Subsequently, the state legislature changed
the loss assessment mechanism to a two-year
retrospective period effective 1 January 1998
and required reimbursable losses to exceed 115
percent of carriers’ income. State officials be-
lieve that the latter provision greatly reduced
incentives for carriers to “game” the system.
Small carriers continued to raise premiums and
lose enrollment; after 1998 several additional
small carriers withdrew from the market.

Access to employer-sponsored health insurance.
Over our study period, a lower-cost substitute
for THCP coverage—employer-sponsored in-
surance—bhecame more widely available. This
was the result of two factors. First, New Jersey
experienced sizable increases in economic ac-
tivity and employment opportunities, which
provided increased access to employer cover-
age. For example, between January 1994 and
January 2000 seasonally adjusted resident em-
ployment increased from 3.702 million to

4.035 million." Correspondingly, CPS data for
New Jersey reveal that enrollment in employer
coverage increased from 4.7 million in 1996 to
5.3 million in 2000.1

Next, coincident with the implementation
of the THCP, New Jersey created the Small Em-
ployer Health Benefits Program (SEHBP) in
January 1994, which provided small employers
(those with 2-50 full-time employees) with
open enrollment into standardized health
plans at modified community rates (adjusted
for employees’ age, sex, and family status and
for business location). The SEHBP experi-
enced a rapid increase in enrollment, from
694,312 in the fourth quarter of 1994 to a peak
of 937,784 in the third quarter of 1999 (declin-
ing to 884,104 in the third quarter of 2001).
Finally, THCP data also indicate a decline in
contracts issued to employed relative to non-
employed subscribers, from just over 2:1 in
June 1994 to just over 1:1 in January 2001, con-
sistent with the shift to employer-sponsored
coverage.

Exhibit 4 suggests that differential premi-
ums provided ample incentives for THCP en-
rollees to obtain employer-sponsored cover-
age. The data indicate that by 2000, THCP
premiums for our sampled individual coverage
plans exceeded and (with the exception of
HMO coverage) rose faster than employer cov-
erage premiums. Moreover, if people perceive
the cost of employer coverage as their own
contribution rather than the full premium,
then the differential in out-of-pocket premium
costs between employer and THCP plans is
substantial. As well, modified community rat-
ing in the SEHBP may have exacerbated the
impact of growing availability of employer
coverage on ITHCP enrollment and premiums,
as the cost advantage of employer coverage
would be greatest for lower-risk (that is, youn-
ger) workers.”

Finally, to the extent that insurers were un-
able to vigorously enforce the requirement
that self-employed “groups of one” obtain cov-
erage from the THCP rather than the SEHBP,
the premium differentials between these
sources of coverage provided such people with
clear incentives to defect from the THCP.
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EXHIBIT 4

Annual Premiums For Single Coverage, Employer-Sponsored Insurance And New

Jersey IHCP Plans, 1996 And 2000

Plan 1996 ($) 2000 ($) Percent change
Employer-sponsored insurance

Total premium 2,354 2,911 23.7

Employee contribution 263 486 84.8
IHCP plans

Indemnity Plan B 1,792 3,797 111.9

Indemnity Plan C 2,063 5,254 154.7

Indemnity Plan D 4,245 10,231 141.0

HMO plan 2,702 4,001 48.1

SOURCES: Premiums for employer-sponsored insurance were obtained from the Medical Expenditure Panel Survey—Insurance
Component (MEPS-IC); premiums for Individual Health Coverage Program (IHCP) plans were obtained from administrative
records of the New Jersey IHCP Board. See text for descriptions of payment provisions of the specific IHCP plans used in the

comparisions.
NOTE: HMO is health maintenance organization.

Elimination of the Health Access subsidy program.
After the beginning of 1996, New Jersey elimi-
nated Health Access, the state’s subsidy pro-
gram for IHCP enrollees with incomes below
250 percent of the federal poverty level. The
program began in May 1995; by March 1996 it
subsidized as many as 20,000 enrollees. Fiscal
constraints ended new enrollments in the pro-
gram after 31 December 1995. This precluded
replacement of low-income enrollees whose
circumstances no longer warranted use of the
access program.

Implementation of the New Jersey SCHIP program.
As part of the State Childrens Health Insur-
ance Program (SCHIP), the state enacted NJ
KidCare in December 1997 for children under
age nineteen in families earning less than 350
percent of poverty. The program was ex-
panded to adults with incomes less than 200
percent of poverty through NJ FamilyCare in
July 2000. It is unlikely that these programs re-
sulted in sizable crowding out of THCP en-
rollees. Enrollment in KidCare lagged initially,
and much of the subsequent enrollment
growth was in plans for children with family
incomes below 150 percent of poverty (who
were very unlikely to have enrolled in THCP
coverage). In addition, FamilyCare was imple-
mented toward the very end of our study pe-
riod and was not a factor for most of the period

of declining THCP enrollment.

B Further considerations. Carrier loss
assessment, growth in employer coverage, and
elimination of the Health Access program may
explain a substantial part of the decline in
[HCP enrollment and rise in premiums before
1998. Although the robustness of the employer
coverage market through 2000 may have con-
tinued to fuel IHCP trends, its effect was di-
minishing as economic activity slowed down.
Indeed, since 1998 IHCP enrollment has con-
tinued to decline at a rate of about 3 percent
per quarter, and premiums have continued to
rise. Thus, it is reasonable to ask whether these
continuing trends are unique to the THCP, re-
flecting an adverse-selection death spiral, or
simply consistent with national trends in en-
rollment and premiums.

Changing age composition of the IHCP. Compari-
sons between data from the NJFHS and pub-
lished 1996 tabulations provide evidence that
the THCP has shifted markedly toward older
and thus potentially higher-cost enrollees.® In
1996, 44.6 percent of new adult enrollees to
the THCP (those ages 18-64 enrolled less than
a year) were ages 45-64, with a mean age of
41.9 years; by contrast, in 2002, 66.3 percent of
new adult enrollees were between those ages,
and their average age rose to 48.4 years (both
figures significantly different from 1996, p <
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.01). As noted below, the change in these data
for THCP enrollees during this period also ex-
ceeded that for people with employer cover-
age. Finally, we also find some evidence that
the percentage of new adult enrollees report-
ing fair or poor health rose between 1996 and
2002 (4.3 percent compared with 8.1 percent, p
<.10), although this increase was not statisti-
cally different from that for people with em-
ployer coverage.

Following Swartz and Garnick, we also

tional trends.

A caveat regarding interpretation. While the
trends in THCP enrollment and age composi-
tion may reflect necessary conditions for an
adverse-selection death spiral in a community-
rated insurance market, we cannot establish
that they are sufficient. This reflects at least
two important limitations. First, the unique
nature of our administrative and household
data on THCP enrollment limits comparisons
with potential control states that lack the

compared the age composi-
tion of new adult THCP en-
rollees with all New Jersey
adults having employer cov-
erage. We found that the for-
mer were older (48.4 years
compared with 40.7 years, p <
.01) and more likely to be ages
45-64 years (66.3 percent

A

“Trends for New
Jersey may reflect
the unique
circumstances of the
IHCP rather than
national trends.”

SEE——_ EEE—

THCP regulatory provisions.
Thus, we cannot infer
whether community rating in
the THCP played a causal role
in the trends we observe.
Next, while household data
suggest that the age composi-
tion of new THCP enrollees
may have changed over time,

compared with 39.5 percent, p
<.01). These differences have widened consid-
erably compared with those reported for 1996
(data not shown). When we compare all adult
THCP enrollees with adults having employer
coverage, we observe that the former are older,
more likely to be female, and more likely to be
in fair/poor health (data not shown). Thus, the
THCP may be attracting and retaining more
potentially costly enrollees.

Comparison with national trends. The decline in
THCP enrollment appears to be far more severe
than national declines in individual coverage.
While THCP enrollment declined by 41 per-
cent between 1996 and 2000, national CPS es-
timates of individual coverage indicate only a 4
percent decline.” MEPS data between 1996
and 1999 reveal an 18 percent decline in non-
group coverage—well below the 34 percent
decline in THCP enrollment during this period.
Comparisons with national survey data on
employer-sponsored coverage also suggest
that the THCP sustained a more pronounced
shift in enrollment from indemnity to HMO
coverage.!® Correspondingly, THCP premiums
rose more than employer coverage premiums
did. These comparisons suggest that the
trends for New Jersey may reflect the unique
circumstances of the THCP rather than na-

further analysis is required to
discern whether such health-related charac-
teristics have also changed across THCP plan
types. Thus, while the THCP trends that we
observe may be consistent with adverse selec-
tion and the retention of poor health risks, we
cannot definitively assign causality to pure
community rating,

Conclusions

Our analysis strongly suggests that the
[HCP is in the midst of an enrollment crisis
that threatens its market stability and ability
to fulfill its stated goals. In assessing the New
Jersey experience, it is important to note that
enrollment in individual health insurance is
fragile to begin with, representing a small mi-
nority of all nonelderly, privately insured peo-
ple. A certain amount of churning and disen-
rollment is also expected in this market, since
enrollment spells are typically short and fre-
quently serve to bridge spells without em-
ployer coverage.® One must further recognize
that the THCP is a voluntary and unsubsidized
insurance market.

Critics will be quick to attribute problems
in the IHCP to community rating and open en-
rollment. However, other factors we have iden-
tified may have played a key role in the decline
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in covered lives and rise in premiums. These
trends exceed those observed nationally and
have been accompanied by a deterioration in
the THCP’s risk composition. While the
THCP’s market rules may have contributed to
an adverse-selection death spiral, we cannot
definitively identify this market dynamic.
More importantly, it is not clear whether the
decline of this market would have continued
absent the buoyant employer coverage market.
In this regard, the New Jersey experience
raises the critical policy issue of whether the
individual market can serve as “private insurer
of last resort” when it is inherently unstable
and encounters alternative private coverage
with considerably lower out-of-pocket pre-
mium costs. Market stability may be further
threatened should pure community rating ex-
acerbate disparities in coverage costs between
these markets for low-risk enrollees.

In this context, existing research points to
the difficulty of sustaining the individual mar-
ket, especially when small-group market re-
form is present and robust economic circum-
stances provide better access to lower-cost
employer coverage.” The interrelationship be-
tween the individual and employment-based
markets, therefore, is an unavoidable reality
confronting policymakers in the design of in-
dividual market reform.

Finally, the behavior of the individual insur-
ance market in New Jersey raises some hard
choices for policymakers. Given the state’s
current fiscal difficulties and empirical evi-
dence suggesting that large subsidies would be
required in the face of low demand responsive-
ness, efforts to stabilize the THCP through
subsidized premiums would seem prohibi
tive.! Alternatives such as moving to modified
community rating might make individual cov-
erage more attractive to low-risk enrollees.
However, such a strategy might further seg-
ment the market to the disadvantage of higher
risks, the very group whose access to coverage
the THCP is seeking to ensure. While pooling
of THCP together with the SEHBP was earlier
evaluated and dismissed because of the poten-
tial for a sizable increase in SEHBP premiums,
such pooling may have less of an impact now,

as THCP enrollees now represent less than a
tenth of total enrollment in the SEHBP market
(compared with nearly a quarter when blend-
ing was first evaluated).?

In sum, should THCP enrollment continue
to decline and premiums continue to increase,
New Jersey policymakers may face the di-
lemma of seeing the goals of the THCP vitiated,
plan choice diminished, and the market seg-
mented between plans enrolling high- and
low-risk people. Should this be the case, his-
tory may repeat itself as insurers experience
unsustainable losses and the availability of
even high-cost individual coverage diminishes.
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