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Abstract

The regulated insurance exchanges set up in the Affordable Care Act
(ACA) were designed to deliver affordable, efficient health coverage through
private insurers. It is crucial to study the complex industrial organization
(I0) of these exchanges in order to assess their impacts to date, during the
first decade of the ACA, and in order to project their impacts going for-
ward. We revisit the inherent market failures in health care markets that
necessitate key ACA exchange regulations and investigate whether they
have succeeded in their goals of expanding coverage, creating robust mar-
ketplaces, providing product variety, and generating innovation in health
care delivery. We discuss empirical 10 research to date and also highlight
shortcomings in the existing research that can be addressed moving for-
ward. We conclude with a discussion of IO research-based policy lessons
for the ACA exchanges and, more generally, for managed competition of

private insurance in health care.

1 Introduction

The Affordable Care Act (ACA) was a generational change in health policy as
well as one of the most politically divisive issues in recent U.S. history. At its

heart, the ACA leverages the development of insurance markets to achieve the
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goals of expanding insurance coverage to near-universal levels and facilitating
cost-reducing and quality-enhancing innovation in health care delivery. Accom-
plishing these twin aims depends critically on creating appropriate incentives,
regulatory structures and market designs. Accordingly, industrial organization
(I0) questions lie at the heart of both evaluating the ACA over its first 10 years
and identifying avenues for improving upon it going forward.

In this piece we analyze and interpret some of the central research findings
that relate to IO and the ACA. A comprehensive assessment of the implica-
tions of the ACA, even limiting ourselves to one corner of economics, is beyond
the scope of this article. Instead, we focus our attention on a subset of is-
sues where we believe critical questions that have captured the attention of 10
economists have an important role to play in understanding the experience of
the ACA to date and ways to improve upon it in the future. While the ACA is
a wide-ranging, multi-faceted law, we concentrate our attention on one partic-
ular aspect: the operation of the ACA exchanges, and the non-group insurance
market more generally.

The exchanges are a centerpiece of the ACA and represent a valuable case
study for considering the application of IO tools to manage competition in
health insurance markets. Appropriately designing and supporting competition
is the central issue facing any market-based health care system, making insights
from evaluating the ACA exchanges valuable beyond the ACA context itself
(Arrow| (1963)), Enthoven| (1993)). Some of the specific IO topics we emphasize
include (i) facilitating price competition in insurance markets through subsidy
and product regulation (ii) contending with adverse selection without exacer-
bating reclassification risk (iii) consumer choice frictions and market function
and (iv) insurer entry and product innovation.

In order to put these IO questions in the appropriate context, we begin by
asking why regulation in general, and the ACA specifically, was introduced to
facilitate market function in the health insurance market. For example, was the
individual mandate necessary? What role do subsidies play in market function?
How effective were risk sharing policies (e.g., risk adjustment)? These questions
are central to understanding the effectiveness of the exchanges and also have
broader implications for understanding selection markets where firm costs de-
pend directly on which type of consumers purchase a product. We present a
conceptual discussion of these issues and then investigate the burgeoning em-
pirical evidence on these key questions.

In addition to studying the ACA regulations that are tailor-made to en-



sure effective insurance market function, we discuss the potential benefits from
facilitating competitive insurance markets (as opposed, e.g., to a single-payer
system). These more traditional IO questions include, (i) how competitive have
the ACA exchanges been? (ii) did competition lower prices? (iii) did competi-
tion improve variety? and (iv) did the competitive landscape lead to innovation
in insurance or health care delivery? For the first three questions, we present
some motivating empirical cases and cover the evidence available to date. For
the latter question — one we argue is central to the rationale for relying on
market-based provision of insurance — we discuss the limited research to date
and highlight insurer product innovation as a key understudied area where there
is significant room for new impactful research going forward.

The remainder of this article proceeds as follows. Section [2| discusses the
IO underpinnings of ACA exchange market design. Section |3| discusses existing
conceptual and empirical 1O research on the ACA exchanges, with an emphasis
on the specific regulations that relate to selection markets. Section [] focuses
on the classical I0 questions of product entry and innovation with the goal of
assessing the benefits from competitively provided insurance. Section [5] con-
cludes with discussions of (i) how existing research informs ACA modifications
going forward and (ii) how new research can fill in our knowledge gaps on the

industrial organization of the ACA.

2 Health Insurance Market Design and the ACA

We begin by revisiting the features that make health care markets unique (Arrow
(1963). Typical textbook product markets require little regulation to efficiently
allocate products to consumers. Production costs and pricing strategies deter-
mine market supply and consumer willingness-to-pay determines demand. In a
free market, supply and demand equilibrate and consumers who value products
more than the cost of their production purchase them.

In contrast, there are at least three key ways that health insurance markets

differ from typical product markets:

1. Consumer Right to Health Care and Affordability: in a typical
product market, if consumers cannot afford to buy the product, then they
are not able to access it. Health care is almost universally viewed as an
intrinsic “right” for consumers to have access to. If consumers cannot

afford the price of health care services, in many cases, society wants to



find a way to fund those services. This motivates the existence, e.g., of
Medicaid for low-income consumers, subsidies in the ACA health insurance
exchanges, and policies that require hospitals to treat patients who show
up at the emergency department, regardless of their ability to pay. Thus,
while economists often neglect underlying moral arguments or imperatives,
market regulation and market function are inextricably linked to the need

to provide basic health care to all individuals in society.

. Adverse Selection: In a typical product market, firm production costs
are completely independent of the characteristics of consumers purchasing
the product. This is not true in health insurance, where the health status

of the person purchasing insurance directly determines insurer costs.

This issue manifests in a variety of ways in health insurance markets.
First, consumers purchasing insurance may have asymmetric information
and know more about their health risk than insurers (see e.g., |Arrow
(1963)). This can lead to market unravelling where high cost consumers
purchase more generous insurance, driving up prices and in turn making
the product attractive to only very high cost consumers. This further
increases prices again, potentially leading to an unravelling in the market
for generous insurance where healthier consumers who want greater risk
protection cannot obtain it because they do not want to pay the cost
to pool with sicker consumers (see, e.g., |Akerlof| (1970)), Rothschild and
Stiglitz (1976), |Cutler and Reber] (1998]), |Cutler and Zeckhauser| (2000)).

Second, in health insurance markets affordability and the desire to remove
long-run premium risk necessitates regulation prohibiting or severely lim-
iting price discrimination. If affordability were not a concern, market reg-
ulators could potentially remove issues related to adverse selection by al-
lowing price discrimination based on individual-level projected costs (see,
e.g., Handel et al.| (2015)). However, in practice, when health insurance
contracts are one year in duration, as is typical, it is generally better for

both efficiency and equity to limit price discrimination.

This, in turn, can generate adverse selection “on observables” where con-
sumers do not have asymmetric information about their health status but
they still generate adverse selection because insurers cannot tailor prices
to health status (Finkelstein and Poterbal (2008)). Even if the insurer and

consumer both know that the consumer is likely to spend a lot, if price



discrimination prohibits charging that person different prices, that per-
son’s plan choice can generate adverse selection and a negative externality
on healthy consumers interested in purchasing more generous coverage.
In practice, adverse selection based on “unpriced observables” is a much
more pressing concern in health insurance markets than adverse selection

based on asymmetric informationﬂ

As we will discuss in more depth below, in markets like the Affordable
Care Act exchanges, adverse selection can be a pressing concern both on
the intensive margin (selection of different plans within a market) and on
the extensive margin (whether or not a consumer purchases in the market
at all).

. Moral Hazard: In a typical product market, how consumers use the
product does not determine supplier costs. In health insurance, when con-
sumers typically pay only a small portion of care costs, over-consumption
or “moral hazard” is a significant concern. A large body of research shows
that, when consumers face lower copayments for health care, they con-
sume more health care (see, e.g., [Newhouse| (1993)) and Brot-Goldberg et
al| (2017)). This generates a tradeoff for insurance contract design be-
tween risk protection and moral hazard (Zeckhauser| (1970)): more cover-
age means greater financial risk protection for consumers but also means

greater moral hazard and more consumption of potentially unnecessary

careE

Given this trade-off, regulators and insurers have focused on the level of
cost-sharing in insurance contracts, with a goal of limiting over-consumption
and costs without severely eroding risk protection. In addition to navi-
gating this trade-off with cost-sharing, insurers and regulators can work
outside of this trade-off and ration care subject to a given level of cost-

sharing. These non-price mechanisms include:

LContrary to the theory of asymmetric information as implemented in many models, it is
plausible that an insurer knows more about an individual’s health status than they do, at
least on many dimensions. Insurers have huge volumes of data on health and increasingly use
this to understand risk.

2The welfare consequences of moral hazard are ambiguous since there is now a significant
body of work showing evidence for “behavioral hazard” whereby consumers forego needed /
valuable care when faced with higher costs on the margin (see, e.g., |[Baicker et al.| (2015a)).
Since the classic welfare trade-off between moral hazard and risk protection underlies much
of the discussion related to contract design and the Affordable Care Act, throughout this
article we primarily discuss the possibility of efficiency-reducing moral hazard, though these
efficiency consequences could be mitigated or reversed depending on the extent of behavioral
hazard.



e Provider Networks: in the ACA exchanges, most insurers form
provider networks that only pay for health care delivered at an in-
network provider, determined via ex ante insurer-provider contract-
ing. This restricted access allows insurers to secure lower prices from
providers and also to steer consumers towards more efficient providers
generally (see, e.g.,|Ho|(2009). Drug formulary design is an analogous

restriction used by health plans in the prescription drug space.

o Gatekeeping: many insurers restrict access via gatekeeping that
requires consumers to gain permission from the insurer to obtain
specific kinds of care. This can manifest, e.g., by insurers requiring
primary care provider authorization for specialty care, or, e.g., via
prior authorization that requires insurer review of a patient’s case
before care is obtained (Dunn et al.| (2021))).

e Queuing: some insurers also ration care via queuing or waitlists, a
form or rationing that is often paired with gatekeeping and/or net-
work restrictions. Systems with queuing deliver care at slower rates
and often prioritize more vs. less necessary care when determining
waiting times. Queuing also introduces hassle costs to consumers

that may screen out less-needed care.

Overall, while insurers in the Affordable Care Act exchanges have limited
flexibility to alter cost-sharing, they have significantly more flexibility to
alter non-price rationing strategies such as network / formulary design,
gatekeeping, prior authorization, and queuing. Consequently, these av-
enues are some of the primary potential avenues for private insurers to
deliver value in a competitive landscape, something that we discuss in

more depth below.

Clearly, health insurance markets face a number of impediments to function
effectively. Key alternatives to market-based health insurance provision include
single-payer systems where the government pays private providers to deliver care
(e.g., Canada) or nationalized health systems where the government pays and
provides for care (e.g., the UK). While it is not our purpose in this article to
cover these alternative health system designs, it is instructive to briefly discuss
the potential advantages of market-based provision in order to evaluate whether

these advantages have materialized in the Affordable Care Act exchanges.



Markets offer a number of potential key advantages in health insurance pro-
vision (Enthoven et al. (2001)). These include:

e Innovation: it is possible that many private insurers competing for mar-
ket share will enact efficiency-enhancing interventions at a faster rate than
government-funded care. The underlying premise draws from the classical
argument that the incentive to profit and the ability to pursue differ-
ent products will lead to the best products materializing and rising to
the top. Then, in a competitive market, insurers will lower premiums to
attract market share and pass through most of their cost-advantages to

consumers.

In health insurance, there are myriad potential opportunities to innovate.
Methods for rationing care are the most important area. Insurers in the
ACA exchanges have meaningful flexibility to ration care in the different
ways discussed above including, e.g., network design, formulary design,
prior authorization restrictions, and gatekeeping. Insurers could also de-
velop alternative organizational structures, such as vertical integration
into so-called Integrated Delivery Networks (IDNs). In addition, insur-
ers could innovate in terms of consumer non-health experience, through

simple, clear and effective plan administration.

e Matching: having many private insurers offering coverage also allows for
better potential matching of consumers to insurance products. Single-
payer health systems typically provide consumers with limited options
while markets can let consumers choose between high-cost less restrictive
and low-cost more restrictive options, according to their preferences. Since
consumers can freely choose products and insurers can freely offer them,
there are potentially meaningful efficiency gains to be had from effective

matching of consumers to differentiated products.

An important potential impediment to realizing these value propositions is
consumer choice frictions. Active and well-informed consumers are a key ingre-
dient into effective market function. As we discuss in depth in the next section,
there is now substantial evidence that consumers struggle to make choices in
insurance markets. With this impediment in mind, we also discuss the empiri-
cal evidence on whether private insurance markets such as the ACA exchanges

actually deliver significant value in terms of product innovation and matching.



2.1 ACA Exchange Regulations

The ACA exchanges were set up as a market-based system with significant reg-
ulation designed to avoid the pitfalls of market-based insurance provision with-
out removing its potential benefits (Kaiser Family Foundation| (2011)). This
“managed competition” model was proposed and advocated for by [Enthoven
et al.| (2001) and underpins many important health care markets in addition
to the ACA exchanges such as, e.g., Medicare Part D prescription drug insur-
ance, privatized Medicare health coverage (Medicare Advantage) and nationally
regulated exchanges in the Netherlands and Switzerland. The key regulations

underpinning the ACA include:

e Consumer Subsidies: In order to make coverage accessible and afford-
able for all, the Affordable Care Act set up subsidies for individuals pur-
chasing coverage with a sliding income-based scale. Subsidies are set so
that the lowest income consumers in the market (starting at 138% of the
Federal Poverty Line (FPL)) can obtain coverage at essentially no cost.
As consumer income increases (up to 400% of the FPL) their subsidies de-
crease. The subsidies are given as a lump sum payment designed to make
a certain class of care (Silver, 70% actuarial value) affordable (at most
8.5% of income). If consumers want to purchase additional coverage with
more financial generosity or greater provider access, they are responsible
for the full marginal contribution between their subsidy and the full plan

premium.

In addition to premium subsidies, lower income consumers (those below
250% of the FPL) receive cost-sharing subsidies so that when they pur-
chase a baseline Silver option they are responsible for a much lower portion

of cost-sharing than what is quoted in the plan design.

e Limits on Price Discrimination and Guaranteed Issue: In order to
ensure that coverage is affordable and accessible for sicker consumers, the
ACA prohibits price discrimination, except in a few cases such as limited
age-rating and extra charges for smokers (see [Kaiser Family Foundation
(2011)). This is paired with “guaranteed issue” regulation that requires
insurers to allow anyone who wants to buy coverage at the quoted premium
rate. Conditional on other market characteristics, these regulations help
ensure affordable coverage for sick consumers and protect consumers from

premium reclassification risk. However, limiting pricing on health status



can lead to market-crippling adverse selection if not paired with other
complementary regulations. Consequently, the ACA designers included

myriad provisions to protect against adverse selection.

Individual Mandate: To protect against extensive margin adverse se-
lection (selection into or out of the market based on health status) the
ACA contains an individual mandate that requires all individuals to hold
minimum coverage. Individuals can have creditable coverage through any
source including, e.g., employer markets, Medicare, Medicaid, an ACA
exchange or a non-ACA individual marketplace. The mandate has been
enforced as a tax penalty given to those who do not show evidence of
minimum coverage. The mandate is important because it requires both
healthy and sick people to have coverage at all times. Without it, the con-
cern is that the market could become severely adversely selected, driving
up premiums, limiting coverage options and, in the extreme, leading the
exchanges to unravel entirely (see e.g., |Cutler and Zeckhauser| (2000)). In

practice, the individual mandate was set to $0 in 2017.

Actuarial Design Regulation: the ACA sets up four permissible tiers
of coverage levels that insurers can offer Platinum (90% actuarial value),
Gold (80% AV), Silver (70% AV) and Bronze (60% AV). Actuarial value
is the proportion of total health spending a plan covers for an average
consumer in the market. There are several reasons to restrict the contract
space insurers can offer. First, it makes it very hard for insurers to offer
financial features with the goal of selecting primarily healthy consumers
(Layton et al. (2015)). This is a significant aid in preventing adverse
selection via contract design. Second, it makes consumer shopping expe-
riences much simpler: they can choose a level of financial protection first
and then choose which insurer they want without worrying that they are
missing an opportunity on the financial dimension (see, e.g., [Ericson and
Starc| (2016a))). This, potentially, helps unlock value creation in the mar-
ket by allowing shoppers to be more informed and more price sensitive to

efficiency-enhancing innovation and/or matches.

Risk-Adjustment Subsidies, Reinsurance and Risk Sharing: in
addition to consumer incentives to select certain plan based on their health
status, insurers have the incentive to “cream-skim,” i.e., select healthy

consumers. While the contract design regulation mentioned above helps



restrict insurers’ ability to do this, they still have a lot of leeway in product
design (which is potentially valuable) and they can still use these less

regulated dimensions to attract certain types of consumers.

Risk-adjustment subsidies and reinsurance subsidies limit insurer profits
from selecting consumers based on their health status. Risk-adjustment
subsidies are transfers between insurers that send money from insurers en-
rolling healthier consumers on average to those enrolling sicker consumers
on average. These transfers are arranged by the regulator and health sta-
tus is typically assessed on an ex ante basis in order to limit the impact
of insurer treatment effects on consumer risk scores. When implemented
effectively, these transfers can greatly limit intensive margin (within mar-
ket) adverse selection: insurers have dulled incentives to attract healthy
consumers vs. sick consumers and insurers enrolling sicker consumers
on average can pass through positive risk-adjustment transfers into lower
premiums. In this case, risk-adjustment transfers sever the link between
premiums and the average cost of enrollees, removing the key mechanism
causing adverse selection in insurance markets. Reinsurance subsidies in-
sure insurers against especially high ex post enrollee costs, limiting their
concerns about selecting consumers with the potential for especially high
ex post spending. Finally, risk sharing limited the potential losses facing
insurers with the government covering a portion of losses beyond specific
thresholds. Risk sharing is symmetric meaning profits are also limited for

insurers.

These are the core regulations for understanding the industrial organization
of the ACA exchangesﬂ We now turn to a discussion of the empirical evidence
on ACA exchange performance, drawing on the conceptual discussion in this

section.

3There are many other important ACA regulations that impact exchange function including
(i) the mandate for employers to offer coverage or pay a fine (employer mandate) (ii) whether
a state regulator provides additional curation for plans allowed to enter the market (regulator
curation) (iii) Medicaid expansion, which had an important impact on the types of consumers
likely to select into the ACA exchanges and (iv) website regulation designed to make plan
comparisons simple. We discuss these additional regulations further as needed in the next
section, in the context of existing empirical research.

10



3 Empirical Evidence

It is instructive to consider the evolution of ACA enrollment in the individ-
ual markets as a whole, before turning to particular regulations and market
design questions. Enrollment increased initially, growing from 10.6 million in-
sured through the individual market prior to the ACA in 2013 to 15.5 million
in 2014 and a peak of 17.4 million in 2015 across both ACA- and non-ACA-
marketplaces (Fehr et al|(2019)). Over the same period, premiums were also
relatively low. From 2014-2016 premiums were lower than Congressional Budget
Office forecasts (Adler and Ginsburg| (2016)), Layton et al| (2018)). The com-
plexion changed appreciably beginning in 2017, following a concerted effort by
the Republican Congress and the Trump Administration to remove key aspects
of ACA regulations and broader uncertainty about a full repeal. (Fehr et al.
(2019)) In 2017, 44 states saw a decline in enrollment, with the largest declines
among those above 400% of FPL who did not receive subsidies. Enrollment in
2017 fell to 15.2 million and declined further, to 13.8 million in 2018, after which
enrollment grew. Premiums on exchanges also grew significantly in 2017 but
subsequently leveled off in 2019 and have fallen since. The ACA, and individual
market coverage, has fluctuated since 2014 but, overall, coverage levels in the
U.S. remain dramatically higher than they were in 2013. In 2019 9.2% of the US
population was uninsured compared to 14.6% in 2013 prior to the introduction

of the ACA-marketplaces and regulations.

3.1 Subsidies

A central pillar of the ACA is the provision of subsidies to make coverage afford-
able for all and to encourage enrollment more generally. As of 2015, among the
uninsured approximately 22% (around 7 million people) qualified for some form
of premium tax credit (Garfield and Cox| (2021])). The decomposition of policy
impacts on the ACA by [Frean et al.| (2017)) finds that among those qualifying for
subsidies, the entirety of increased coverage can be attributed to subsidies. This
is approximately 40% of the entire coverage increase due to the ACA and the
entire coverage increase coming from ACA exchange enrollment, underscoring
the central role played by subsidiesﬁ

The important role played by subsidies is demonstrated by Tebaldi (2017

using data on California’s exchange and a rich model of insurance demand. He

4Frean et al. (2017) find that the Medicaid expansions account for the remaining 60% of
the coverage increase due to the ACA.
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shows that younger enrollees are both healthier and more price elastic. There-
fore, by reducing prices through subsidies adverse selection is reduced, further
lowering premiums (though savings largely accrue to the government because
they are paying subsidies). However, because subsidies are linked to affordabil-
ity criteria while premiums are age-rated, there is a countervailing effect noted
by |Graetz et al.| (2018). As premiums increase, subsidies rise more for older
enrollees potentially exacerbating adverse selection. In either case, these pa-
pers make clear that the existence of subsidies played a key role in enrollment,
selection and prices under the ACA.

One of the biggest pieces of evidence for the importance of subsidies is the
simple observation that by 2020 almost the universe of ACA exchange enroll-
ment occurred amongst those with some subsidy. From 2017 to 2020 the share
of exchange enrollees with a premium tax credit began at 84% and increased
to 87%, reflecting both the level and trend for the ACA exchanges to largely
cater to subsidized coverage. There are a number of plausible causes for these
patterns. Coverage through the non-ACA individual market may offer those
not receiving subsidies access to plans they prefer, though concerns exist about
the quality of those plans that are able to skirt product standardization and
coverage minimums on ACA exchanges. For federal exchanges not supported
by states it is also plausible that the outreach and marketing affected demand
or, worse, exacerbated partisan views of insurance marketplaces. |Bursztyn et
al.| (2021) demonstrate an important pattern of partisan selection out of ACA
exchanges towards private non-group coverage. Not only do they find that the
Republican’s differentially substitute away from ACA coverage towards non-
ACA marketplaces, but also that this occurs primarily amongst healthier Re-
publicans, leading to adverse selection on ACA exchanges that raises the price
of coverage and, thereby, the amount paid for subsidies.

The structure of subsidy design also presents important trade-offs for policy
makers. The premium tax credits adopted in the ACA are “price-linked sub-
sidies.” That is, they increase as the price of insurance rises. The use of price
linked subsidies, as |Jaffe and Shepard| (2020) show, has the advantage that en-
rollees are protected from the uncertainty associated with the cost of insurance
over time. However, this comes at a cost. By linking subsidies to price, price
competition on the exchanges is softened. Using data from the Massachusetts
insurance exchange |Jaffe and Shepard| (2020) estimate that the subsidies in-
creased prices by 1-6% due to softening price competition and more so in less

competitive markets.
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The tension present in subsidy design is one we find consistently in con-
sidering the IO of the ACA and its implementation. One needs to carefully
evaluate what might be gained from competition (e.g., lower prices, innovative
new products) and the degree to which policy decisions, particularly those that
insulate consumers from costs, facilitate or mitigate competition.

In addition to the positive impacts of subsidies on coverage and adverse
selection it is crucial to assess to normative impacts of subsidies, i.e., the overall
social value they deliver via these mechanisms. Doing so raises a critical issue
in assessing demand for insurance. In a standard market, we might simply
assess underlying willingness-to-pay for coverage and compare that to the cost
of subsidies. In fact, in a standard market without any market failures it must
be the case that subsidies distort demand and lower welfare. Health insurance,
however, differs substantially from standard markets.

As we have discussed, health insurance deviates for at least two important
reasons. First, policy makers and society have a number of reasons to increase
insurance coverage reflecting the externalities of uninsurance. These externali-
ties include the fact that, as a society, we generally want to provide care when
people are sick, regardless of insurance status. Thus, the cost of care for the
uninsured is born primarily through uncompensated care and through other re-
lated mechanisms. In addition to this inefficient ‘tax’, which makes care for the
insured more expensive and causes significant stress to the uninsured, there are
additional reasons to be concerned about insurance coverage being unaffordable
to low income populations. For example, insurance is a critical gateway to care
in the United States, particularly for preventive care. As a result, expanding
insurance coverage can reduce costs later and may also correct so called “in-
ternalities” in which consumers under-utilize valuable medical care (Baicker et
al.| (2015b)), Brot-Goldberg et al. (2017))). Second, insurance markets are sub-
ject to widespread information frictions and poor consumer choices making the
typical IO toolkit for welfare analysis that relies on revealed preference more
challenging (see, e.g., [Handel and Schwartzstein| (2018))).

Tebaldi et al.| (2019) develop a rich model of demand for ACA plans offered
in California and use it to consider the role of subsidies in demand on coverage
choices, consumer surplus, and government spending. They find that a $10
decrease in monthly premium subsidies would cause between a 1.6-7% decline
in the proportion of low-income adults with coverage. Based on their demand
estimates, this would generate a reduction in total annual consumer surplus

between $63 and $78 million, while the savings in yearly subsidy outlays would
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be between $238 and $604. million. The demand estimates used for welfare
depend on the assumption that plan choices reflect underlying utility.

The other important type of ACA subsidies is cost-sharing reduction (CSR)
payments that were available to those with incomes between 100 and 250% of
FPL. Before they were eliminated in 2017, CSRs made plans far more valuable
for those who qualified. |Lavetti et al| (2019) link all-payer claims data from
Utah to income data that determine CSRs. The authors demonstrate that cost
sharing subsidies were associated with higher spending for those who qualify.
Shil (2016]) also finds some evidence for income manipulation to qualify for CSRs.
Despite these potential distortions, there are arguments for CSRs, particularly
if policy makers and market designers believe that there are important liquidity
constraints or internalities that may mitigate effective demand for care when
facing high cost sharing. These effects have been shown to be important in high
deductible health plans offered to employee populations and the same effects
seem plausible in ACA exchanges (see Baicker et al.| (2015b)), [Brot-Goldberg
et al. (2017)). Despite the importance to policy and intrinsic interest to IO
economists, there is little work assessing the degree to which CSRs, either as
implemented or in some optimal form, improve plan design and welfare, for
low-income enrollees by balancing moral hazard and risk protection.

When CSR payments were eliminated by the Trump Administration in 2017,
insurers responded by “silver loading” in which they increased premiums on
silver (70% actuarial value) plans. Since those plans had more generous coverage
and are used to set subsidies, this increased the cost of premium subsidies, even
though CSR subsidies were reduced. Thus, it is not clear that reducing CSR
payments lowered the cost of the ACA nor improved the efficiency of plan design.
It does make clear that accounting for the strategic response of firms is critical

to policy design.

3.2 Individual Mandate

Subsidies are a crucial tool for making coverage affordable. This in turn makes
is possible to introduce an individual mandate to require that everyone hold
coverage, with the explicit goal of eliminating extensive margin adverse selection.
How well did the individual mandate accomplish this goal?

In practice evidence is mixed on the impact on mandate on enrollment.
Survey based approaches projected the mandate would reduce uninsurance by
8-23% (Fiedler| (2017))). Microsimulation models using pre-ACA data projected

14



much larger effects of the mandate ranging from 30 to 35%. These projections
proved to be substantially larger than the observed magnitude attributable to
the mandate. Updated CBO microsimulation estimates using post-ACA data
improved the predictive performance and project that the mandate reduced
uninsurance by 21% (Office| (2019)). [Frean et al.| (2017) find no effect of the
mandate itself on enrollment, with the entirety of coverage expansion due to
subsidies and Medicaid expansion. |Aizawa and Fang] (2020) also show that the
individual mandate was not critical to coverage expansions using a model of
the interactions between the labor market and the ACA. Additionally, survey
studies of the mandate’s impact show limited impacts of the mandate on en-
rollment. For example, only 19% of Californian’s enrolled through the exchange
say that the mandate/penalty influenced their decision to get coverage (Fung
et al.| (2019))).

We are also interested in the elasticity of enrollment with respect to the
mandate penalty level. [Lurie et al.| (2021) use detailed administrative tax data
to assess the impacts of the mandate penalty on demand. They find a relatively
small impact of penalty level on coverage with every $1 increase in monthly
penalty increasing coverage by .2-.3 percentage points.

A subset of papers have, however, find an important role for the mandate
penalty, particularly the existence of the penalty at the extensive margin. [Saltz-
man| (2019)) explores detailed data for Washington and California and finds that
the mandate had a large effect, though most of the effect is at the extensive
margin. |Jacobs| (2018) studies the response to the mandate for those above
400% of the FPL who, therefore, did not qualify for any subsidized coverage.
This population is of intrinsic interest and also allows further isolation of the
mandate alone because premium subsidies are not relevant (though all of the
other market reforms obviously apply). Using a variety of sources of variation
and data from the ACS|Jacobs| (2018)) estimate that mandate penalties account
for a 7-12 percentage point coverage increase (of 13 percentage points in total).

Taken together, the evidence points towards a limited mandate impact,
though there remains some disagreement that further research could help re-
solve. It is important to note that, to the extent that there is a gap between the
earliest microsimulation estimates and the empirical findings quoted above, this
likely demonstrates the important role played by perceptions of the mandate
and general “taste for compliance” in practice (Frean et al. (2017), [Saltzman
(2019)). That is, requiring insurance was important for increasing enrollment,

but the particular magnitude was less important in practice.

15



Most of the work on the individual mandate’s impact has focused on cover-
age. As discussed earlier the mandate was also specifically intended to play a
critical role in market function by encouraging healthier/lower cost enrollees to
join the market. Therefore, researchers have also studied the degree to which
the mandate reduced adverse selection.

Hackmann et al.| (2015) study this question in depth using data from the
Massachusetts reform, a direct predecessor to the ACA exchanges. They find
that, following the introduction of the individual mandate, coverage increased
substantially and that the average cost of those covered fell, suggesting that the
individual mandate was effective at reducing adverse selection in Massachusetts.
Because Massachusetts had guaranteed issue and community rating prior to
the introduction of the mandate, it is a useful setting to study the individual
mandate against the regulatory backdrop introduced by the ACA. Using their
model, [Hackmann et al.[|(2015)) compute the optimal individual mandate penalty
given observed selection and find that it is close to the magnitude of the ACA
penalty. It is worth noting, however, that this finding does not account for the
later empirical results suggesting that the precise magnitude of the mandate
penalty had less bearing on demand than a fully informed, rationale model

would suggest.

3.3 Contract Design Regulation

Contract design regulations and limitations are a key policy variable in the
ACA. In general, the ACA both increased standardization of plan designs and
increased regulation of included plan benefits. As discussed earlier, product
standardization has implications both for the ease of consumer choice in the
market and for the ability to insurers to cream skim the best consumers through
plan design.

There is now a meaningful body of work investigating the impacts of limiting
the contract space on consumer choice ease. This work encapsulates a key trade-
off: one the one hand, limiting contract designs reduces the variety available to
consumers and may also constrain tools insurers can use to innovate to lower
prices, raise quality or both (Ericson and Sydnor| (2017)). On the other hand,
plan standardization can have important benefits in facilitating choice among
plans. When plans are standardized shrouded attributes — aspects of plans
that are hard for consumers to observe — play a smaller role in choice and,

therefore, make choice easier for consumers and are less of a focus in product
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design by the supply side (Gabaix and Laibson| (2006)), Marzilli Ericson| (2014)),

[Ericson and Starc| (2016b)). Plan standardization also serves to increase price

competition, as has been shown in other markets relying on managed compe-
tition (Frank and Lamiraud| (2009), [Ericson and Sydnor| (2017)), [Handel et al.|
(2020))). More generally, the value of offering additional choice in terms of verti-

cal differentiation — varying levels of coverage generosity (e.g., Bronze, Silver,
Gold and Platinum) — depends on the degree to which preferences for risk

protection and the degree of potential moral hazard correlate with demand and

costs (Marone and Sabety| (2021)). Empirically, the value of offering substantial

vertical choice has been found to be limited though the studies in this space
typically study employer-insured populations, rather than ACA-insured popu-
lations (e.g., Marone and Sabety| (2021)), [Ericson and Sydnor| (2017)), Ho and|

Led (@021).

Standardization and regulation of the ACA markets also served to shift the

types of plans offered. The additional regulatory constraints — standardiza-
tion and underwriting requirement — led to exit by more traditional insurers
who focus on employer-sponsored markets. In contrast, Medicaid-focused plans
(e.g., Centene) entered ACA marketplaces, at least in part due to their experi-

ence in working in regulated environments and managing narrow networks and

managed care products (Miller and Moffitt| (2018)). Thus, constraining offer-

ings on the financial side and emphasizing other cost-reducing dimensions may
have naturally favored certain kinds of insurers over others. For example, ACA
plans have been characterized by the consistent use of narrow networks, likely
in part due to the standardization on the financial aspect of coverage. In 2019

72% of ACA plans had some form of narrow network, compared to 7% in the

employer-sponsored market in 2018 (Carpenter and Chris (2018)), [Miller and|

Nofif] (2018)).

In addition, as the ACA was implemented there were increasing demands

to allow certain types of plans that would not comply with minimum cover-
age requirements of the ACA to be “grandfathered” or “grandmothered” in.
The extent of such plans varied across states depending both on regulation and
coverage types before the ACA. Allowing grandfathered plans as well as al-
ternative benefit designs that relax ACA exchange requirements trades-off the
potential benefits of more choice with the potential costs of lower consumer

protection, worse decision-making and cream skimming of healthy patients by

insurers. For example, Sacks et al. (2020) demonstrate that allowing for more

non-compliant coverage resulted in adverse selection into, and undermined, the
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ACA-compliant market. This suggests that for the managed competition format
of the ACA exchanges to work well, preventing leakage to parallel products with
lower requirements is crucial, especially in preventing extensive margin adverse

selection.

3.4 Risk Adjustment, Risk Corridors and Reinsurance

One of the most important policy levers in ACA insurance markets — and more
generally in managing insurance competition — is the use of tools to mitigate
risk facing insurers by risk sharing. The need is somewhat counterintuitive if
we think of insurers as firms who are supposed to be in the business of pooling
and managing risk. In practice, however, these tools are critical to mitigating
price swings, reducing welfare loss from adverse selection and facilitating entry
and competition. Commonly referred to as ”premium stabilization” tools in the
ACA, they include risk adjustment, reinsurance and risk corridors. All were
instituted at the inception of the ACA-marketplaces. The latter two compo-
nents, however, were eliminated by the Trump Administration and Republican
Legislative Branch in 2016.

Risk adjustment was included as a permanent component of the ACA. The
approach relies on concurrent conditions to compute risk (i.e., expected cost).
Plans then receive or provide transfers based on their enrollees relative to that
market average such that are net zero. The ACA’s reinsurance program provided
payments to plans for particularly high cost enrollees. Plans received the incre-
mental cost of an enrollee whose annual cost exceeds the so-called ”attachment
point,” $45,000 in 2014 and 2015 and $90,000 in 2016. In this way, reinsurance
minimizes the incentives to avoid specifically high cost conditions and enrollees
as well as limits the potential for premium growth or variation over time based
on small numbers of very high cost individuals. The reinsurance program was
funded through a pool into which insurers from both the individual and group
insurance market contributed. Thus, the reinsurance program represents a net
inflow of funds to the individual market, a subsidy (Layton et al|(2018))). The
third leg of the “premium stabilization” stool was the risk corridor program.
The risk corridor program effectively limited the potential losses a plan could
make in a year as well as the possible profit. The ACA risk corridor program
covered 50% of losses(profits) above 103% medical loss ratio (MLR) (below 97%)
and 80% beyond 108% MLR (below 92% MLR) (Sacks et al.| (2021))).

Risk sharing design and implementation has received substantial attention
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from economists, due at least in part to the fact that it is a mainstay of nu-
merous managed competition models of insurance markets (e.g., Medicare, the
Netherlands). Risk sharing in general requires an important trade-off between
greater risk sharing that reduces selection, lowers premiums and facilitates en-
try versus incentives to innovate in reducing enrollee costs — a critical form
of innovation in insurance markets (Geruso and McGuire| (2016]), [Layton et al.
(2016)).

Risk sharing, in its different forms, also leads to strategic responses by the
supply side of the market, a central consideration in designing market poli-
cies, and even in deciding to rely on market-based provision. Brown et al.
(2014)), |Carey (2017) and |Geruso and Layton| (2020) provide evidence on how
risk adjustment alters plan design and innovation as well as coding practices
in Medicare, a setting with a mature and, arguably, successful risk adjustment
programs.

In the ACA, |Geruso et al.| (2019b)) find that the combined premium stabi-
lization tools largely mitigated incentives to select against unhealthy enrollees.
Despite the overall impact, though, they find distortions on the supply side
targeting high cost enrollees where feasible, conditional on risk sharing. These
individuals can be identified based on demand for specific drugs that make
them consistently unprofitable leading to distortions in formulary design con-
sistent with theories of adverse selection. The paper is particularly important
in considering the ACA insofar as they are able to show the distortions due to
adverse selection — both in supply and demand — but, more importantly, the
limited degree to which it occurs given the ”premium stabilization” tools in the
ACA.

Sacks et al.|(2021)) study the risk corridor program specifically, exploiting the
rapid removal of the program in 2016 empirically. Their model demonstrates the
role played by risk corridors in determining pricing by insurers. When insurers
are protected from losses they have greater incentive to bid lower. |Sacks et al.
(2021)) show that, consistent with their model, premiums increased following
the removal of risk corridors in 2016. They do, however, face the common
challenge that policy evaluation of the ACA must be done against the backdrop
of tremendous political uncertainty about the existence of the program and
marketplaces and large concurrent policy shifts. Nevertheless, their paper makes
an important point that risk sharing programs interact with competition and
supply side decisions in critical ways in the ACA, and in managed competition

in insurance markets more generally.
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An additional important source of adverse selection is the extensive mar-
gin decision to insure through an ACA exchange. As |Geruso et al (2019a))
demonstrate, the extensive margin and the intensive margin selection across
plan types of the kind targeted by premium stabilization tools are inextricably
linked. Subsidies and the individual mandate were the primary tools focused on
the extensive margin but the ACA did address this potential, at least partially,
by making premium rating rules, minimum benefit standards and cost sharing
rules cover both on-Marketplace and off-Marketplace plans. Furthermore, risk
adjustment transfers were for all individual plans and premiums had to be the
same on- and off-Marketplace. Insurers also had to offer off-Marketplace plans if
they chose to participate in the ACA Marketplaces, though the reverse was not
true. Whether, and how, off-exchange marketplaces functioned and interacted
with ACA-marketplaces in practice is not well studied empirically. Given the
important interaction, both through competition and as a result of regulation,

this is a fruitful area of research.

3.5 Exchange Structure and Market Design Lessons

In theory, the delegation of market design to the states represents an oppor-
tunity to empirically evaluate and learn from the ACA due to the variation in
state level market operations and decisions. Like many aspects of the ACA,
however, the practical realities deviated. Many states did not develop their own
exchanges and, instead, relied on federally operated Obamacare exchanges. As
with almost every aspect of the ACA, policy decisions and market outcomes
took place against a backdrop of significant political uncertainty at the Federal
level making identification difficult. Despite this, we can make some general
assessments about market design and exchange operations that seem to have
been effective, and vice versa. We can also learn from states that did develop
robust marketplaces (e.g., Covered California) (Enthoven and Baker| (2018)).
A critical goal for marketplace designers is facilitating entry to support price
competition. There is consistent evidence that price competition has been suc-
cessful in ACA marketplaces, particularly as insurers compete to be the lowest
or second lowest silver plan (Burke et al. (2014)), Jacobs et al.| (2015)), [Frank
(2019)). For example, Jacobs et al. (2015) estimate that an additional entrant
lowers average premiums by 1.2% and, perhaps more importantly, benchmark
premiums by an average of 3.5%. [Parys| (2018)) finds that monopoly insurers in-

crease silver premiums by an average of 50% in 2018, primarily due to increased
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costs for the lowest cost plans offered.

An important design decision facing state exchanges was how to define the
geographic rating areas in which insurers compete; essentially determining the
market. Different states took very different approaches to this with important
implications for entry, competition and price. States that defined markets (i.e.,
rating areas) based on population, usually by anchoring markets in an urban
area and tying surrounding suburbs and rural areas, were far more successful in
attracting entry and offering consistent choice of insurance options. Dickstein
et al.| (2015) estimate that this combination approach increased the number of
insurers in a market by 27-37% and resulted in annual premium reductions of
$200-300 (3.3-5.4% lower). Florida and Texas offer a notable contrast. Florida
defined markets as counties, regardless of population, whereas Texas defined
markets based on urban areas and included surrounding geographies. These
decisions resulted in the 254 counties in Texas consolidating into only 26 markets
while Florida allowed insurers to enter each of 67 different options at their
discretion (Frank| (2019)).

California also offers an instructive model for a successful exchange oper-
ation. [Enthoven and Baker| (2018) demonstrate key features that have made
managed competition successful in California. Notably, Covered California —
the State’s exchange — took on a role as an active purchaser, negotiating de-
tailed plan designs and standardizing aspects of the benefit even within cost
sharing tiers. Covered California also invested heavily in marketing outreach
and focused on consumer enrollment tools to facilitate search and simple plan
comparison. These efforts have resulted in a robust and relatively stable market
with 95% of state residents offered two or more insurers and 80% with three or
more (Enthoven and Baker| (2018)).

Future work that focuses on how states developed exchanges as a whole, not
just on one aspect of their policy decisions, would be valuable to policy makers
as well as contributing to broader questions of market design that concern 10

economists.

3.6 Interaction with Other Markets: Medicaid Expansion

and Employer-Sponsored Insurance

While our primary focus is on the individual-market ACA exchanges, because
these exchanges are typically the residual claimant for the uninsured, they have

important interactions with other parallel insurance products. Two key inter-
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actions to consider are with (i) Medicaid coverage for low income populations
and (ii) employer-sponsored markets, which insure the majority of Americans.

A central pillar of the ACA was the expansion of Medicaid to cover the
universe of individuals under 138% of the FPL. If this had been implemented
as initially envisioned, it would have dramatically increased coverage for low
income populations nationwide. In reality, the 2012 Supreme Court decision
that allowed states to opt out of Medicaid expansion led to a division where blue
states expanded Medicaid as intended and many red states did not. To date,
39 States have expanded Medicaid, 14 of which only did so after 2014. Given
the magnitude of fiscal support for Medicaid the lack of expansion represents a
remarkable role for political economy in determining outcomes and reflects the
partisan divide around the ACA.

While the ACA Medicaid expansion was a core part of the ACA, its impli-
cations for the IO of the ACA exchanges is mostly limited to its impact on indi-
vidual participation in the exchanges. In states where Medicaid was expanded,
generally, fewer lower income people entered the exchanges, with implications
for the market shares and costs of exchange insurers. Notably, recent work by
Holmes| (2021)) finds that the Medicaid expansions under the ACA dramatically
lowered prices on ACA individual insurance exchanges by reducing the risk of
those enrolling on the exchanges. In states that did not expand, those under
138% of FPL had the option to enroll through ACA exchanges. Because those
who were sickest were more likely to enroll, not expanding Medicaid served to
raise the average price of on exchange insurance, even for enrollees far above
the income threshold for Medicaid. The effects are large. Holmes| (2021]) esti-
mates that expanding Medicaid under the ACA lowered average premiums by
approximately 9%. This cross-market selection thus has a meaningful impact
on extensive margin adverse selection and underscores the important interac-
tions between firms operating in the ACA and regulation of parallel insurance
markets.

In addition to Medicaid, the ACA exchanges have potentially important in-
teractions with employer-sponsored coverage. The ACA designers understood
that generous ACA exchange subsidies and robust markets could lead to employ-
ers dropping coverage, moving employees towards the exchanges and subsidies,
and reducing their costs in the process. Consequently, the ACA included an em-
ployer mandate designed to ensure that employers either maintained coverage
or pay a large fee per employee substituting to an ACA exchange. In practice,

however, the implementation of the employer mandate was repeatedly delayed,
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first from 2014 to 2015, and then from 2015 to 2016, when it was introduced
with much less bite than originally intended.

Despite the potential dangers from a weak employer mandate, the broad pat-
terns of insurance coverage follow the ACA suggest employer-sponsored coverage
was largely unaffected (Abraham et al.| (2016]). A number of studies find a sig-
nificant increases in employer-sponsored coverage following the Massachusetts
Reform (Lyons| (2017)), Long et al.| (2012), Kolstad and Kowalski| (2016])) as well
as a decline in ESHI when the employer mandate was removed to comply with
the ACA rules in 2014 (Sommers et al.| (2018)).

Such “crowd-in” runs counter to the concerns expressed by policy makers
as well as the predictions based on existing models of the interaction of the
labor market with insurance markets. [Kolstad and Kowalski| (2016)) develop a
simple model demonstrating that crowd-in occurs when an individual mandate
makes demand for insurance as a part of the benefit package greater. Insofar
as an employer has a comparative advantage in offering benefits directly they
may prefer to offer ESHI rather than pay the incremental wages to purchase
insurance on the individual market. Kolstad and Kowalski| (2016)) estimate that
in Massachusetts, after including the individual mandate penalty the average
worker valued almost the entire compensating reduction in wages for jobs offer-
ing ESHI.

These results have also largely been born out, at least in aggregate, with the
ACA. Early microsimulation models predicted significant reductions in ESHI
given the weakened employer mandate. In practice, there has been little reduc-
tion in ESHI and, if anything, an increase in coverage through employers, even
with delayed and small penalties for employers for not offering insurance. There
are several possible hypotheses for why reductions in ESHI did not occur in-
cluding, notably, (i) the tax advantage for ESHI premiums relative to individual
market premiums (ii) individuals viewing exchange plans as a poor substitute
for ESHI (ii) higher exchange plan costs due to limited insurer participation.
As noted earlier, the exchange plans have primarily catered to the lower income
populations receiving federal subsidies, potentially leading to higher premiums
than would occur for an individual market with consumers without subsidies
who are likely to be more price sensitive.

Overall, because the ACA exchanges comprise a relatively small portion of
the insured population and are the residual claimant of parallel markets, cross-
market interactions are important for studying the 1O of these exchanges. While

current evidence suggestions meaningful interactions in practice with Medicaid
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and less meaningful interactions with ESHI, more evidence is needed to assess
the implications of these cross-market interactions, both as they have occurred
thus far and how they might occur in different potential environments going

forward.

3.7 Behavioral Economics of Demand and Market Design

The architects of the managed competition paradigm typically envision con-
sumers acting as rational agents, selecting the best coverage for themselves and,
in the process, disciplining the market, leading to lower premiums and insurer
innovation. In practice, there is now ample evidence that consumers have a hard
time effectively selecting among health plans, often leaving significant sums of
money and significant consumer surplus on the table (see, e.g., Domurat et al.
(2021), Handel and Kolstad (2015b), Handel and Schwartzstein| (2018)), |Spin-|
mnewijn| (2017)), Handel (2013), |Chandra et al. (2019)).

One example of an important documented decision making heuristic in health

insurance markets is the propensity of consumers to focus on premiums as op-

posed to other plan costs when making choices. Such behavior has been docu-

mented in many settings (see, e.g.,[Abaluck and Gruber| (2011)) in Medicare Part

D, |Gruber et al|(2020) in Medicare Advantage) including, importantly for the

ACA, choices on individual insurance exchanges (see, e.g., [Ericson and Starc|

(2012)). One consequence of consumer premium minimization is enrollment by
individuals in plans with lower premiums and higher cost-sharing (e.g., Bronze
plans). This gives insurers the incentive to compete on premiums but not as
much on product design otherwise, removing some of the intended benefits of
competition. Additionally, the focus on premiums may lead to poorer matches
of consumers with products, limiting a benefit of having a market with vari-
ety as opposed to a single-payer market. Research has shown that decisions in

general, and with respect to this specific bias, can be improved in a number of

ways including plan standardization (Ericson and Starc| (2016b))) and decision
aids (e.g., [Politi et al.| (2016]), |Gruber et al.| (2020)).

In addition to within-market choice frictions, consumer choice difficulties are

also present on the extensive margin when enrollees, particularly those who have
access to subsidies, do not enroll through ACA exchanges. Broadly, marketing
efforts have been shown to be essential in increasing enrollment.
present compelling experimental evidence on the role for informa-

tional interventions in overcoming frictions to enrollment on California’s ex-
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change. They also demonstrate an important relationship between underlying
health/cost and frictions. Those newly enrolled by the intervention were on
average 37% less expensive. This study shows that reducing consumer choice
frictions on the extensive margin may be especially important to facilitating
effective ACA exchange function, both by lowering average costs and premiums
and by increasing market share, allowing insurer fixed costs to be spread out
over a larger patient base.

In addition to the classical IO avenues through which choice frictions impact
market function, there is also an important potential interaction between choice
frictions and adverse selection. The Domurat et al.| (2021) study shows this
on the extensive margin for the ACA exchanges while there is a now a signif-
icant body of research in health insurance generally showing the potential for
complex interactions between choice frictions and risk selection. For example,
as discussed in depth in Handel et al.| (2019)) and Handel| (2013), if consumers
choice frictions lead to lessened connection between risk and coverage generos-
ity, choice frictions can actually mitigate adverse selection and improve market
function. Handel et al| (2019) characterize the market foundations that deter-
mine whether policies to improve consumer choices increase or decrease adverse
selection. The paper demonstrates that as heterogeneity in consumer surplus
increases relative to heterogeneity in costs, improving choices at the individual
level is more likely to be beneficial in aggregate as well, once the downstream
effects of selection on premiums are accounted for. The paper also highlights
the complementarity between friction reducing policies and the effectiveness of
risk-adjustment policies. One consequence is that the relative success of risk-
adjustment policies in the ACA exchanges makes policies to improve consumer
choices more effective and less likely to negatively impact markets through in-
creased adverse selection.

It is important to note that, in addition to the economic implications of
choice frictions, the presence of choice frictions can potentially bias measure-
ment of consumer surplus if a neoclassical revealed preference approach is used.
Handel and Kolstad (2015b) and [Handel and Schwartzstein| (2018) discuss this
potential bias and note ways that researchers can overcome these biases through

alternative empirical welfare criteria.
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4 Entry and Innovation in Insurance Markets

Section [3] focused on how specific ACA regulations, especially those set up to
deal with issues of affordability and adverse selection, impact the IO of the ACA
exchanges. We now turn to a discussion of whether the ACA exchanges deliver
on the potential benefits of competitive insurance markets, such as product
variety and innovation, in practice.

While the potential for competition to induce product entry and innovation
is clear conceptually, there is a relative paucity of research actually measuring
product variety and insurer innovation. A likely reason is that innovation can
be subtle and multi-faceted, making it hard to measure in practice, especially
without clear characterizations of how insurers can innovate.

In general, by innovation, we refer to changes to insurance product design
that lower cost and/or raise quality in a way that moves at least some individu-
als towards an ideal cost-quality frontier. The ACA exchanges were specifically
set up to encourage innovation on the non-financial aspects of coverage, e.g.,
network design, formulary design, prior authorization, gatekeeping, and other
dimensions discussed in Section If insurers innovate in this manner then,
depending on the extent of consumer choice frictions, consumers will gravitate
towards more attractive plans, hopefully leading to a more efficient health care
system than what could be achieved with a more centralized single-payer sys-
temEl

A key question is, therefore, whether ACA created conditions in which wel-
fare enhancing innovations by insurers were rewarded. Despite that, there is rel-
atively little evidence. Handel et al.| (2021). They study the employer-sponsored
insurance market using all-payer claims data from Utah. Using situations in
which entire employers switch from one plan to another they are able to decom-
pose the contributors to health care utilization, including total cost as well as
specific high and low value types of care. They find a limited role for specific
insurance brands in differences in care delivery and cost. E.g., moving from
AETNA to Select Health Care (an affiliate of Intermountain) has only small
impacts on the care received or cost overall. To the extent that there are differ-

ences, they decompose those differences into the impacts of bargaining, network

5While innovation is a key potential benefit of delivering health insurance through private
markets, there is meaningful evidence that, in the U.S., Medicare is another critical source
of innovation. Though beyond the scope of this paper, evidence suggests that Medicare has
played a more important role in pricing innovation than private plans, at least for the private
employer-sponsored market (Clemens and Gottlieb| (2017)
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design, consumer steering within network, and other factors that impact prices
and quantities. They argue that one impediment to innovation is that there is
little demand response to high value offerings. Employers do not seem to adopt
plans that offer their employees better options.

Another paper that makes progress on this topic outside of the ACA ex-
changes is |Abaluck et al| (2020), which studies differences in mortality effects
for Medicare Advantage plans. They use a design that leverages plan exits from
the market to show meaningful heterogeneity in plan mortality effects across
plans. They show that consumers place little weight on these differential mor-
tality effects in plan choices, potentially because these effects are not generally
known to consumers. They show that moving beneficiaries away from the bot-
tom 5% of plans by mortality effects could save tens of thousands of elderly lives
every year.

Perhaps most relevant for the ACA exchanges, |Geruso et al.| (2020]) show
that, holding cost-sharing equal, when beneficiaries are randomly assigned to
plans that the plans can impact overall spending by up to 30% relative to one
another. They show that the effects come through quantities rather than price
differences and that consumers lower quantities across the board, including likely
wasteful and likely valuable care. Since, as we discuss below, Medicaid managed
care plans have some similarities with ACA exchange plans, this study provides
some insight into the potential range of cost differences induced by non-price
insurer strategies. While the papers described here start to characterize how
insurers differ from one another in terms of product offerings, they are not really
able to assess the welfare implications of different plan designs. In a typical
product market, consumer choices would reveal those implications, but due to
choice frictions in insurance markets it is unlikely to be the case in the ACA
exchange context. In this vein, both the |[Abaluck et al. (2020) study and the
Geruso et al. (2020) study show meaningful insurer differentiation in terms of

effects on quantities but find limited consumer response to that differentiation.

4.1 Entry and Exit by Different Types of Insurer

As the discussion above shows, rigorous research on value creation in private
insurance markets is limited, despite the importance of measuring this for assess-
ing the success of the ACA exchanges and other managed competition markets.
Future work that unpacks the different potential domains for insurer innovation

and investigates the micro-foundations for why consumers seem not to respond
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to these differences will be quite valuable. The papers discussed in the prior
section are relevant for measuring private insurer differentiation but do so in
markets that are not the ACA exchanges. In this section, we present some sim-
ple cases from the ACA exchanges that are suggestive of competition generating
entry and innovation by insurers. We note, however, that these examples are,
just that, examples, but hopefully will help motivate research on these questions
going forward.

Prior to the ACA, individual insurance markets were highly concentrated. In
2011, the average HHI was 4,200 (Dafny et al.| (2015)). At inception, ACA Mar-
ketplaces were also relatively concentrated, more so than the outside individual
insurance market (Layton et al.| (2018)). In 2014, roughly a third of market-
places had one or two insurers and the average marketplace offered products
from approximately 4 insurers (Dafny et al.| (2015])). Subsequent entry, how-
ever, led many exchanges to offer a variety of products, by insurer brand, as
well as offer competitive exchanges. In 2016 the average state exchange offered
6 different insurers’ products (McDermot et al.| (2016])). As with many of the
policy tools in the ACA, competition declined from there through 2017 and
2018. At the low point in 2018, the average state only offered 3.6 insurers. En-
try then returned, from 2018 on, leading to a relatively broad set of offerings as
of 2021 with the average exchange offering 5 insurers’ products, 46% of states
offering more than 3 insurers and less than 10% with a monopolist (McDermot
et al.|(2016)).Given these broad patterns, what do we know about the underly-
ing differences in the plans that entered (and exited) the ACA exchanges over
time?

There is limited evidence on this topic but there is some evidence on use of
narrow networks, an important potential area for insurer innovation. Narrow
networks have the potential to facilitate a number of valuable new models for
insurers including the ability to negotiate lower prices, more effectively managed
care and improve quality by selecting higher quality providers and more easily
steering patients to those providers (Ghili| (2016)), [Ho and Leg| (2019))). Dafny et
al. (2017)) studies narrow networks in ACA exchange plans and finds that narrow
networks for ACA plans have been shown to lower cost by an estimated 16% and
have served to hold down benchmark premiums for Silver plans, lowering the
cost of federal subsidies by approximately 10.8%. Lower cost, however, is not
sufficient to demonstrate welfare gains. Lower cost could come from reductions
in quality or steering patients away from high value care (see e.g., |Cutler et

al.| (2000) for a discussion of prices and quantities in generating welfare gains
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in insurance and Brot-Goldberg et al.| (2017) for a discussion of demand for
high and low value care in response to insurer plan designs). Wallace| (2019)
study the function of narrow networks using random assignment to Medicaid
managed care plans, a setting relatively similar to ACA-marketplaces. He finds
that narrow networks reduce cost but due so in relatively blunt ways, largely
by creating hassle costs that lower quantities of both high and low value care
in equal measure without lowering prices substantially. He then considers an
alternative assignment mechanism that can improve welfare, underscoring the
linkage between exchange design, consumer choice and the gains from insurer
innovation. The research to date makes clear the need for more work determine
whether insurer innovation on this dimension has actually generated value in
ACA marketplaces, as opposed to reducing access to care for consumers with
high choice frictions.

Risk adjustment, reinsurance payments and risk sharing also played an im-
portant role in facilitating entry and determining the types of plans that entered.
These policy /market design tools limit the need for an insurer entering an ACA
exchange to manage large swings in risk due to small numbers of high cost en-
rollees as well as effort required to design benefits to mitigate adverse selection.
However, risk corridors and MLR restrictions can also have the effect of limiting
upside in high profit years, an effect which disproportionately impacts smaller
carriers that may smooth over years rather than across a large book of business.
Abraham et al|(2014) show that in the first year of exchange operation (2014)
these factors seemed to matter. Less than 10% of incumbent insurers offered
products on an ACA exchange and those that did were disproportionately larger
and had experience operating in the individual market in that state.

One additional interesting trend in entry following the ACA was the in-
troduction of plans by insurers who had previously only served the Medicaid
population (e.g., Centene). These entrants had relatively distinct operating
models with a greater focus on care management and networks that were better
set to serve lower income populations. Furthermore, churn between Medicaid
offerings and marketplace plan following changes in income meant that a Med-
icaid operator may be better positioned to internalize switching and minimize
switching costs to enrollees. The patterns of growth for traditional Medicaid
plans are interesting: in 2016 Medicaid insurer enrollment had approximately
15% market share. By 2017 that had grown to 26 percent and held at 27 percent
in 2018. This growth was concurrent with the decline in enrollment in national

and regional insurer plans not active in the Medicaid market. Their market
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share fell from roughly a third of the market in 2016 to 14% in 2018, suggesting
a pattern of substitution from traditional national insurers (including United
who exited the market in 2017) to Medicaid managed care plans (Holahan et
al.| (2020b)), Holahan et al.| (2020a))). This suggests that the non-price rationing
tools typically used by privatized Medicaid insurers naturally lent themselves to
the ACA exchanges, though whether these product differences lead to efficient
care is an open question (Wallace| (2019))).

It is also important to note that insurers also had to learn to adapt to the
ACA environment and that firm learning likely played an important role in
product offerings over the first several years of the exchanges. While evidence
on this point is limited, recent work by [Lucarelli and Saltzman! (2021)) suggests
that insurer pricing strategy improved over time in California from 2014 through
2016. While their study focuses on pricing, it is likely that similar learning

occurred on other product dimensions as well.

5 Going Forward: 10 and the ACA

The ACA exchanges have now been enrolling consumers for over 7 years. We
have learned a lot about the industrial organization of these markets, espe-
cially in regard to how the key regulations underlying the managed competition
paradigm impact insurance market outcomes. There is a significant body of
research studying the impacts of subsidies, the individual mandate, contract
design regulation, and the three Rs implemented to directly counteract adverse
selection (risk-adjustment, reinsurance, risk corridors). We also have some ev-
idence on the importance of cross-market interactions, e.g., how Medicaid ex-
pansion and employer-market policies impact the exchanges.

In addition, we have ample evidence that consumers generally have difficulty
making choices in the exchanges (and in insurance markets in general). This
calls into question the assumption that competition will generate value by hav-
ing consumers select the most innovative and efficient plans, directly leading to
success for those plans. While researchers have begun to investigate whether
and how private insurers innovate, we are still at the beginning of understanding
if and how insurers create value. Much of the related existing research occurs in
non-ACA managed competition markets (e.g., Medicaid managed care, Medi-
care Advantage, Medicare Part D) and even this research only looks at small

slices of the value creation problem.
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Given this, we feel that new research on the value generated by competition
via private insurers will be especially useful. There are a number of directions to
proceed. First, it is important to leverage tools from other research on product
innovation and productivity that may not be central to the IO literature. The
organizational economics literature may provide insights into how organizations
like insurers can/do innovate, allowing us to measure innovation from a differ-
ent perspective (see, e.g., (Cutler| (2011) and Bloom and Van Reenen| (2007)).
Additionally, the productivity literature, which spans multiple traditional fields
in economics, may help to more precisely determine the factors of production
for private insurance plans and, in turn, tell us how these factors vary across
insurers over time (see, e.g., [De Loecker and Syverson! (2021)) for a recent sur-
vey).

Related to this is the issue of whether modifications to the traditional man-
aged competition setup can help deliver additional value. In the ACA exchanges,
some states operate in this traditional setup, allowing free insurer entry and
having consumers be the main disciplining force. Alternatively, many states
have used a curated exchange setup where a state agency determines whether
or not each plan meets sufficient quality criteria before allowing them to enter
the market. The regulator acts as an intermediary for consumers and plans,
often bargaining down premiums with insurers and ensuring adequate network
quality before allowing an insurer to participate in the exchange. To date, there
is limited rigorous research that we are aware of that studies the impact of this
kind of market curation on market outcomes and, especially, on value creation
by private insurers (e.g., [Enthoven and Baker| (2018) point to the important role
of these tools in California). If the state regulator, acting as an intermediary,
can help step in for consumers with choice frictions, this is another avenue to
discipline the market and, potentially, lead to value creation via private insur-
ersf]

Overall, the ACA exchanges have been successful in navigating the difficul-
ties inherent to health insurance markets. Plans are affordable to consumers
and adverse selection has been limited due to the subsidies, mandate, contract
regulation, and risk-adjustment policies. We hope that the next decade of 10
research on the exchanges will help us understand whether this great effort to

set up a well-functioning market is worth the difficulty of doing so, relative

6 An alternative approach, which hasn’t been implemented in practice, is to set up more
aggressive consumer steering by regulators, via tools like smart defaults (e.g., [Handel and
Kolstad| (2015a))).
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to different common models of public or quasi-public insurance provision, and

point to ways to further improve markets to foster welfare enhancing innovation.
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