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The Supreme Court has ruled on 
the Affordable Care Act and, al-
though it upheld its constitution-
ality, it opened the door to giving 
states more flexibility on the ex-
pansion of Medicaid. Consequent-
ly, a large number of states appear 
to be opting out of the expansion 
program, potentially leaving an 
estimated three million people un-
insured who would have been cov-
ered before the ruling, according to 
the Congressional Budget Office. 
Participation is no longer a require-
ment, and states no longer risk 

losing all their federal funding for 
Medicaid if they don’t participate.

States are now turning their focus 
to exchanges—health insurance 
marketplaces in which people who 
lack affordable coverage through 
an employer will be able to shop 
for policies. Anyone can use the 
exchanges to gain the benefits of 
comparative insurance shopping, 
but most customers are expected 
to be individuals and families with 
incomes between 133 and 400 per-
cent of the federal poverty level. 

This segment will be eligible for 
federal tax subsidies to make in-
surance affordable.

The Affordable Care Act states that 
individuals must be able to buy in-
surance through the new state ex-
changes by January 1, 2014. But 
the states must demonstrate to the 
Department of Health and Human 
Services by January 1, 2013, that 
the exchanges will be operational 
in 2014. If this can’t be demon-
strated by the deadline, the federal 
government will establish and op-



-2-

erate the exchanges for the states.

So far 10 states and the District of 
Columbia have enacted legislation 
to establish state-based exchanges, 
and three states have established 
an exchange by executive order. 
Massachusetts and Utah passed 
laws in favor of exchanges prior 
to the enactment of the Affordable 
Care Act in March 2010. That’s a 
total of 15 states in the “yes” col-
umn right now.

To round out the field, three ad-
ditional states are planning for 
the establishment of exchanges, a 
host of others are studying their 
options, two have decided not to 
create state-run exchanges, and 15 
have exhibited no significant activ-
ity or engagement in this area.

The federal government has given 
the states approximately $1 billion 
in research, planning, and technol-
ogy grants to help establish ex-
changes. Though many are using 
the funds for that purpose, some 
have chosen to return them. None-
theless, the Obama administration 
is eager to see well-designed and 
well-run exchanges created around 
the country, so it’s willing to pro-
vide additional financing sources 
that can be used even after the 
original start-up deadline. 

With or without federal funds, 
establishing a state exchange is 
complex and challenging—and 
challenges exist even for those 
states and insurers that have al-
ready invested significant time and 
money in this endeavor. Among 
other things, governance and cer-
tification procedures must be es-
tablished; standards for competing 
plans must be set; new information 
technologies must be put in place; 

and small-business health options 
must be developed and agreed on. 

States establishing exchanges also 
have a number of important ques-
tions to ask as well as decisions to 
make. For instance:

• Will they require health plans 
to compete on price, list insur-
ance options on an exchange 
Web site, or ask insurers to 
place bids?

• Will they have consumer rep-
resentation on their boards? 
Who will sit on the boards?

• Will the state allocate funds for 
the exchange? What if there 
aren’t enough fees collected 
from participating health plans?

• Will insurance brokers be in-
cluded in the exchanges?

• Will there be “navigators” who 
will help educate consumers 
about the exchanges?

One of the central issues for states 
is determining how selective an 
exchange should be. One that in-
volves a limited number of en-
rollees may have a harder time 
bargaining with insurers. And an 
exchange that accepts virtually ev-
erybody may help provide reason-
able choice for customers.

That said, exchanges must be pre-
pared to confront the consequenc-
es of adverse selection, which take 
hold when there is a disproportion-
ate enrollment of high-risk, high-
cost individuals. Indeed, adverse 
selection can lead to rising premi-
ums and an exodus of lower-risk 
people and employers, who can 
take advantage of more affordable 

options elsewhere. This, in turn, 
creates a high-risk pool—and even 
higher premiums.

Despite the challenges of estab-
lishing an effective and efficient 
exchange, the states have been 
granted a good deal of flexibility 
by the federal government in this 
process. For example, they can run 
an exchange through an existing 
agency or through a newly created 
not-for-profit entity. They have 
the option to open an exchange to 
all insurers or limit the number of 
health plans available. They can 
decide what kind of role agents 
and brokers can have in selling 
health plans through an exchange. 
And they can allow larger employ-
ers to participate in an exchange if 
that makes sense.

Of course, the biggest choice for 
states is whether their exchange 
is established and operated by the 
state itself or by the federal govern-
ment. In a state-based exchange, 
the state operates all activities, but 
it may use the federal government 
for determining premium tax cred-
its and cost-sharing reductions, ex-
emptions, and risk adjustment and 
reinsurance programs.

It’s unclear, on the other hand, 
what an exchange that’s facili-
tated by the federal government 
will really look like. The law says 
the federal government can oper-
ate an exchange either directly or 
through an agreement with a not-
for-profit entity. And the state can 
decide if it wants to offer a rein-
surance program or Medicaid and 
CHIP eligibility assessment or de-
termination. Another wrinkle here 
is that an exchange facilitated by 
the federal government will re-
main unfunded until people begin 
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purchasing insurance through it. 

There are other downsides to hav-
ing the federal government operate 
a state exchange:

• There would most likely be 
fewer health plan offerings 
for consumers

• Insurers would have to deal 
with two levels of government

• The federal government would 
have to get involved with Med-
icaid eligibility determinations

• The state would have limited 
influence over policy and the 
consumer experience

There is a third option, though. In 
August 2011 HHS proposed an ex-
change model that would revolve 
around a partnership between the 
federal government and states. 
This state partnership approach 
would tailor the exchanges to local 
needs and market conditions, and 
it would allow a transition to take 
place so that the states could even-
tually run their own exchanges. 
The state would operate the plan 
management and provide con-
sumer assistance under this model, 

but it could use the federal govern-
ment for a reinsurance program 
and Medicaid and CHIP eligibility 
assessment or determination. 

States aren’t the only ones with 
questions about exchanges right 
now. Consumers, for example, 
may know that exchanges will pro-
vide a range of health plans with 
varying levels of benefits, but they 
don’t know how much plans will 
actually cost through the exchang-
es. Another consumer uncertainty: 
What happens if employers buy 
health care through the exchanges?

Obviously, many critical details 
and fundamental specifics still 
need to be worked out before the 
exchanges become a reality for our 
nation. As a result, the next year 
promises to be intense and fast 
changing for the entire health care 
industry. But, in the end, this in-
tricate and sweeping effort should 
prove worthwhile and beneficial.
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