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 Issue Brief     

 
Rising Costs in the Small-Group Market: 

Issues and Options
 
 

Introduction 
 
After a brief respite in the mid-1990s, health 
care costs again are on the upswing.  Accord-
ing to the U.S. Department of Health and 
Human Services, health care spending in-
creased by 8.7 percent in 2001, the largest 
increase since the recession of 1990-1991.  
The Centers for Medicare and Medicaid Ser-
vices (CMS) projects that health care spend-
ing will represent 17 percent of the nation’s 
Gross Domestic Product (GDP) by 2011, up 
from approximately 13 to 14 percent of GDP 
in 2002.1  Rising health care costs have re-
cently led to double-digit increases in the cost 
of health insurance premiums after several 
years of relatively flat or small increases, 
threatening access to affordable coverage for 
millions of individuals and families.   
 
A recent study conducted by Pricewater-
houseCoopers for the American Association 
of Health Plans (AAHP) found that health 
insurance premiums increased, on average, 
13.7 percent between 2001 and 2002.2  Major 
factors causing the rise in health care costs 
and health insurance premiums include: 
spending on prescription drugs and new 
medical technologies; rising provider ex-
penses (including hospital consolidations); 
government mandates and increased regula-
tion; increased consumer demand; and the 
costs of litigation and risk-management.3   
 
 
 

 
In the small-group health insurance market, 
these rising health care costs make it increas-
ingly difficult for some small employers to 
continue offering coverage.  A Henry J. Kai-
ser Family Foundation survey found that 
small employers on average experienced a 
13.2 percent increase in the cost of their pre-
miums, compared to an average 12.7 percent 
increase for large employers, from 2001 to 
2002.4 Very small employers – defined by the 
Henry J. Kaiser Family Foundation as firms 
with 3 to 9 employees – had some of the 
highest increases, with premiums rising on 
average 14.5 percent from 2001 to 2002.   
 
This paper explores and discusses issues 
unique to the small-group market that cause 
small-group premiums to be consistently 
higher than those in the large-group market.  
The paper intentionally does not include ex-
tensive discussion of the cost drivers dis-
cussed in the PricewaterhouseCoopers study 
described above.  The first section of this pa-
per describes factors contributing to problems 
of access and affordability in the small-group 
market.  The second section describes state 
and federal regulation of the small-group 
market.  The third section describes incre-
mental and comprehensive strategies that 
have been or could be implemented to ex-
pand access to affordable coverage for small 
employers and small business employees.  
Key terms are written in bold font and are 
defined in the shaded box on page ten.
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I.  Access and Affordability of 
 Coverage in the Small-Group 
 Market 
 
Relatively Low Offer Rates Among 
Small Employers 
 
Small businesses with fewer than 50 employ-
ees -- which represent more than three-
fourths of all U.S. private establishments and 
employ nearly one-third of the private sector 
workforce5 -- are much less likely than large 
firms to provide health coverage for their 
employees.  While 96 percent of firms with 
more than 50 employees provide health cov-
erage to their employees, 71 percent of em-
ployers with 10 to 49 employees sponsor 
coverage, and only about 36 percent of em-
ployers with fewer than 10 employees spon-
sor coverage.6 
 
Small employers not offering coverage indi-
cate that the primary barriers preventing them 
from doing so are rising health care costs and 
the administrative burden of making cover-
age available. 7  According to a recent survey, 
almost three-quarters of small business ex-
ecutives whose firms do not provide health 
insurance coverage cited the cost of coverage 
as “a very important reason”8 for their deci-
sion not to do so.   
 
Low Rates of Participation Among 
Small Business Employees 
 
Just as small firms are less likely than large 
firms to offer employer-sponsored coverage, 
small business employees are less likely to 
enroll in coverage offered by their employ-
ers.9  In 1997, 14.9 percent of workers em-
ployed by small firms (with fewer than 10 
employees) declined offers of employer-
sponsored coverage and were uninsured, 
whereas 8.7 percent of workers employed by 
larger firms (with 100 to 249 employees) de-
clined offers of employer-sponsored coverage 
and were uninsured.10  It is notable that par-
ticipation in the health insurance market is 
decreasing among both large and small 

groups.  From 1987 to 1996, employee ac-
ceptance of employer-sponsored coverage 
decreased from 88.3 percent to 80.1 per-
cent.11  While individuals who decline offers 
of employer-sponsored insurance may re-
ceive coverage though other options, such as 
spousal coverage, research indicates that ac-
ceptance rates for employer-sponsored cover-
age fell from 1987 to 1996, even after ac-
counting for this possibility.12 
 
Due to the size of the small-group market and 
the disproportionately low rates of participa-
tion, it is not possible to spread risk across a 
large population to keep costs down.  There-
fore, extensive use of services by a few indi-
viduals in this market can drive up the cost of 
coverage substantially for the entire group.   
 
Adverse Selection 
 
Related to the problems of low employer of-
fer rates and low employee acceptance of 
small business coverage is the phenomenon 
of adverse selection: The relatively small 
number of employees who do accept small 
employer offers of coverage are those most 
likely to use a high volume of health services.  
Younger and healthier workers may be more 
likely to forego small-group coverage, and 
those who do choose it may drop it if premi-
ums rise.  Because individuals remaining in 
the market as costs increase will tend to be 
older and in comparatively poor health, the 
cost of premiums will be driven even higher.  
The cycle of rising costs and potential dete-
rioration of the health insurance risk pool 
caused by adverse selection is commonly 
known as a “death spiral.” 
 
Critical to the health and viability of the 
small-group market is adequate participation, 
especially among young people who, on av-
erage, are in relatively good health and re-
quire less medical care than those who are 
older.  Broad participation among relatively 
young and healthy individuals in the small-
group market would provide for a broad shar-
ing of risk to offset the claims costs of less 
healthy individuals and thus would help keep  
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premiums affordable for the entire group.  
Any policy designed to improve the access 
and affordability of coverage in the small-
group market needs not only to encourage 
small firms to offer coverage, but also to en-
courage young employees of small firms to 
purchase coverage.  
 
 
II. Efforts to Regulate the Small-
 Group Market 
 
During the 1990s, in an effort to address the 
varied cost and access issues associated with 
the small-group market, many states enacted 
rating rules governing the small-group mar-
ket.  Many of these laws were based on one 
of the three NAIC small-group model acts.13  
They included guaranteed issue and guaran-
teed renewability requirements, limits on pre-
existing condition exclusions, portability re-
quirements, and rating restrictions through 
community rating or rate bands. 
 
In 1996, the Health Insurance Portability and 
Accountability Act (HIPAA) was enacted.  
HIPAA established federal minimum stan-
dards for access to coverage in the individual 
and group markets.  In general, HIPAA es-
tablished portability, pre-existing condition, 
nondiscrimination, and guaranteed renewal 
rules for both the small- and large-group mar-
kets.  It also established guaranteed-issue 
rules for the small-group market (defined as 
employers with two to 50 eligible employ-
ees).  Finally, it established guaranteed issue, 
portability, and renewability rules for the in-
dividual market.  HIPAA’s requirements rep-
resent a federal “floor,” which states are al-
lowed to exceed with more stringent re-
quirements.  Some states have exceeded these 
federal requirements, and others have ad-
dressed areas not covered by the federal law, 
such as rate restrictions.  HIPAA does not 
address the price of coverage in the individ-
ual or small-group markets.  
 
 
 
 

Rating Restrictions 
 
States have taken a variety of approaches to 
rate regulation.  Most states have enacted 
laws that restrict the extent to which premi-
ums in the small-group market can be in-
creased.  Thirty-five states have implemented 
rate bands in an attempt to limit the variation 
in rates in this market, while 12 states use 
community or modified community rating.   
 
A “pure” community rating system in the 
small-group market requires health insurers 
to charge the same rate to all small employers 
within the community, with no variations.  
By contrast, an “adjusted” or “modified” 
community rating system will specify certain 
variables that may be used to justify rate 
variations between small employers in a 
community.  Typical examples of permissible 
adjustments, within a modified community 
rating system, are geography, family compo-
sition, age, and gender.  However, in order 
for particular adjustments to be permitted, 
they must be expressly delineated in the 
state’s statutes or rating regulations. 
 
Only two states – New York and Vermont – 
require insurers to charge a pure community 
rate.14  By requiring insurers to charge all 
small businesses the same rate for coverage, 
small firms employing individuals with high 
health care costs theoretically will have ac-
cess to more affordable coverage options.  At 
the same time, however, these rating restric-
tions will, in all likelihood, increase costs for 
younger and healthier individuals in groups. 
 
A recent study found that as a result of New 
York’s small-group and individual market 
reform laws, which require guaranteed issue 
of all products and community rating, the 
typical 25 year-old male pays 60 percent 
more for coverage than he did before the laws 
were enacted, while a 55 year-old male pays 
30 percent less for coverage than he had pre-
viously.15  According to the U.S. General Ac-
counting Office (GAO), small-group premi-
ums in states that prohibit insurers from using 
health status to rate premiums were six per-
cent higher than were small-group premiums 
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in states that allowed limited variation based 
on health status or had no restrictions on 
premium rates.16  The GAO analysis con-
trolled for geographic differences in the cost 
of physician services.  
 
Ten states have instituted adjusted commu-
nity rating laws that allow for limited varia-
tion of premiums, based on non-health char-
acteristics, such as age.17   While age is corre-
lated with health, age rating does not elimi-
nate the inherent cross-subsidization that oc-
curs between low- and high-risk individuals 
of the same age.18  Allowing insurers to ad-
just premiums on the basis of age allows sub-
stantial reductions in the price of premiums 
charged to younger groups.   
 
To the extent that increasing participation in 
the health insurance market is desirable, al-
lowing insurers to consider age when pricing 
small-group products tends to provide incen-
tives for younger and healthier individuals – 
who also tend to be relatively low wage earn-
ers -- to opt for coverage, thereby increasing 
the ability to spread risk (and keep prices 
lower) across the entire market.  However, in 
response to the spiraling costs that occurred 
throughout the small-group market after the 
enactment of modified community rating 
laws, two states -- Kentucky and Florida – 
repealed these laws and restored limited  
experience rating. 
 
Rate bands, which restrict the range of pre-
miums that can be charged to different 
groups for the same plan, can be used either 
alone or in conjunction with other rating re-
strictions, such as modified community rat-
ing.  Many states follow the framework de-
veloped by the NAIC in the 1992 Small Em-
ployer Health Insurance Availability Model 
Act which permits premium variation on the 
basis of certain “case characteristics” – such 
as age, gender, geographic area, and group 
size – as well as limited premium variation 
based on claims experience, health status, or 
duration of coverage.  Most states that use 
rate bands use a band that is plus or minus 25 
percent, or 1.66 to 1.  The District of Colum-

bia, Hawaii, Michigan, and Pennsylvania 
have no statewide restrictions on premiums.19 
 
Groups of One 
 
In an attempt to provide more affordable 
coverage to the self-employed and sole pro-
prietors, 13 states have enacted laws defining 
small groups to include “groups of one.”20  
The theory behind these laws is that small-
group premiums will be lower, and therefore 
more attractive, to individuals than are pre-
miums in the underwritten individual market, 
thereby making coverage more attainable for 
these “groups of one.”  Experience has 
shown, however, that including groups of one 
in the small-group market, which is subject to 
guaranteed issue requirements, tends to drive 
up the cost of coverage for all small groups.  
The resulting cost increase is due largely to 
adverse selection among the groups of one 
who choose to purchase this coverage.  In-
deed, some carriers report that the cost of 
claims for self-employed individuals can be 
as much as 59 percent higher than the cost of 
claims in the 2-50 market.  
 
Mandates 
 
The proliferation of mandated benefit laws 
has helped fuel the rise in health insurance 
costs across all markets.  Approximately 
1,500 mandates have been enacted in the 
states and at the federal level.  When com-
bined with the costs of increased government 
regulation, mandates accounted for, on aver-
age, 15 percent of the increase in health in-
surance premium costs in 2002.21  By signifi-
cantly increasing the cost of coverage, man-
dates lead to an increased number of unin-
sured individuals and families.   
 
Duke University researchers found that 20 to 
25 percent of uninsured individuals and fami-
lies lack coverage because of state mandated 
benefits.22  State and federal mandates are 
particularly problematic in the small-group 
market.  Small groups – because of their in-
ability to spread risk and therefore spread 
cost across a large pool of covered individu-
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als – often are less able than large firms to 
absorb the additional costs associated with 
mandated benefits.  Large groups have the 
option to self-fund and, consequently, are 
exempted from coverage mandates and from 
state insurance regulation.  However, gener-
ally it is not appropriate or feasible for small 
firms to self-fund. 
 
 
III. Additional Strategies to  
 Address Problems in the 

Small-Group Market 
 
State and federal efforts to address access to 
and affordability of coverage in the small-
group market have had mixed results.  To 
provide for adequate risk-spreading and 
therefore lower coverage costs for small 
businesses, reforms should focus on increas-
ing the number of small businesses sponsor-
ing health coverage and on the number of 
employees opting for coverage.  
 
This section examines incremental as well as 
broader strategies that have been discussed 
and in some cases implemented to address 
small-group market issues.  These strategies 
include: limited enrollment periods; rating 
flexibility; use of high-risk pools; pooled 
purchasing arrangements; association health 
plans; medical savings accounts (MSAs); 
premium subsidies for small businesses and 
their employees; mandate review commis-
sions; and laws allowing the development 
and sale of basic coverage policies.  
 
Limited Enrollment Periods 
 
As discussed above, in the 13 states allowing 
groups of one to buy into the guaranteed-
issue small-group market, adverse selection 
has proven to be a major concern.  To miti-
gate adverse selection and the cost increases 
associated with it, one policy option that has 
been discussed is to establish limited  
enrollment periods (e.g., one month out of a 
calendar year) within which groups of one 
may purchase coverage.  Such a system could 
limit the potential for individual “groups of 

one” to purchase coverage only when they 
get sick and to drop coverage after their 
health improves.   
 
Rating Flexibility 
 
Rating restrictions in the small-group market 
are intended to prevent wide variations in 
premiums among small groups and to protect 
small groups from disproportionately steep 
premium increases from year to year.  Rating 
restrictions also are intended to provide high-
risk groups with access to more affordable 
coverage options.  However, in the past sev-
eral years, some states have narrowed or 
tightened their rate band requirements sig-
nificantly.  This narrowing of established rate 
bands has undermined health insurers’ flexi-
bility to provide affordable coverage options 
that meet the varied and diverse needs of the 
small-group population.  Allowing health 
plans increased flexibility in rate-setting by 
refraining from rate band compression can 
help keep coverage affordable and thus main-
tain or even increase participation in the 
small-group market. 
 
High-Risk Pools 
 
One option under consideration to expand 
coverage in the small-group market is to 
make high-risk pools available to small 
groups.  Twenty-nine states offer some form 
of high-risk pool for consumers who are un-
able to obtain coverage.23  Generally, high-
risk pools cap the cost of premiums and sub-
sidize coverage, either through general state 
revenues, an assessment on insurance carri-
ers, provider taxes, or other sources.  A study 
by the Urban Institute concluded that “ade-
quately funded high-risk pools, without en-
rollment caps and without statutory defini-
tions of high-risk, can be useful components 
of a coverage-enhancing policy mix.”24  An-
other recent study by the Center for Studying 
Health System Change suggested that high-
risk pools could make insurance coverage 
more affordable in the individual market.  
The study found that a high-risk pool which 
removed the highest one percent of the riski-
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est individuals from the individual market 
reduced premiums for the remainder by 14 
percent.25 
 
Despite the potential of state high-risk pools, 
their ability to reduce the number of unin-
sured has been limited.  Participation in high-
risk pools is relatively low.  Of the 11 to 16 
million people estimated to purchase cover-
age in the individual market, just 101,000 
participated in high-risk pools in 1999.26  The 
cost of premiums in high-risk pools remains 
high, due to the inherent costs of insuring a 
population with significant health problems.  
State funding has not been sufficient to cover 
costs in many instances, and enrollment has 
been capped to limit losses.  Some states 
have abandoned their high-risk pools entirely, 
and Florida’s high-risk pool has been closed 
to new enrollment since 1991.27 
 
Some states, such as Texas, have considered 
allowing small employer groups access to 
coverage through these state-administered 
high-risk pools.  The rationale behind this 
proposal is that removing the subset of small 
groups likely to have the highest claims from 
the risk pool should lower premiums for the 
remainder of the small-group market.  This 
change may have the effect of reducing pre-
miums for the small-group market while at-
tempting to ensure access to comprehensive 
coverage for very small groups at a capped, 
albeit higher, rate.   
 
Similarly, states that define small groups to 
include groups of one could require that these 
individuals be moved to a high-risk pool.  
Such an effort, which has been proposed but 
not formally considered by state legislatures, 
could help ameliorate adverse selection in the 
small-group market, while at the same time 
allowing access to coverage for the self-
employed.   
 
Ensuring adequate funding for high-risk 
pools is critical if these mechanisms are to be 
viable.  Federal grants to states may help sta-
bilize and strengthen high-risk pools so that 
they can provide coverage for the uninsur-
able.  Legislation recently passed by Con-

gress – the Trade Act of 2002, which in-
cludes reauthorization of the Trade Adjust-
ment Assistance Act – will provide grants to 
states through fiscal year 2004 to help them 
establish high-risk pools and will provide 
federal funding during that time period to 
support the operation of high-risk pools in 
states that already have them.   
 
Another potential approach that has been dis-
cussed as an option to stabilize the costs of 
high-risk pools is to modify the benefit struc-
ture and delivery system used in policies of-
fered in conjunction with high-risk pools so 
that these policies more closely resemble 
those available in the commercial insurance 
market.  The majority of private health insur-
ance plans today contract with a network of 
providers; in contrast, many high-risk pools 
continue to operate like indemnity plans and 
do not.  It has been suggested that by con-
tracting with networks of providers, high-risk 
pools could leverage significant discounts 
and price reductions, and thus could provide 
more affordable coverage.  Additionally, 
some have suggested that introducing some 
cost-sharing strategies and managed care 
techniques comparable to those used by pri-
vate and many other public health insurance 
plans also could promote the financial stabil-
ity of high-risk pools. 

 
Pooled Purchasing Arrangements 
 
Pooled purchasing arrangements, in which 
businesses band together to offer more af-
fordable coverage to employees, also have 
been discussed as an option for expanding 
coverage.  The rationale is that the consolida-
tion of administrative functions and risk-
sharing will provide the economy-of-scale 
advantages often associated with large-group 
coverage.   
 
State-sponsored pooling arrangements, how-
ever, have had a mixed record.  While pooled 
purchasing arrangements have provided addi-
tional health plan options, they have not suc-
ceeded in reducing costs or increasing access 
to coverage.28  Enrollment in pooled purchas-
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ing arrangements remains very low.  It has 
been estimated that there are fewer than 20 
state and local purchasing cooperatives pro-
viding coverage to no more than a total of 
one million employees and dependents,29 and 
a 2001 study found that they represented less 
than five percent of the small-group market.30  
Because of their low enrollment, these ar-
rangements have been unable to leverage 
premium reductions.  Many pooled purchas-
ing arrangements, such as those in Kentucky, 
Florida, and Texas, failed because their rates 
were not competitive with the non-pooled 
market and they experienced the same ad-
verse selection pressures which generally 
occur in small-group market.  
 
Association Health Plans 
 
Proposals to facilitate group-purchasing ar-
rangements for health coverage also have 
been considered at the federal level.  In 2001, 
the U.S. House of Representatives passed 
legislation, as part of H.R. 2563, the Biparti-
san Patient Protection Act, to allow for the 
formation of association health plans (AHPs). 
 
Similar to pooled purchasing arrangements at 
the state and local levels, AHPs would seek 
to reduce the cost of health insurance by con-
solidating administrative functions and by 
pooling the risks of small firms.  But, in con-
trast to state and locally sponsored pooled 
purchasing arrangements, AHPs, as currently 
designed, would be exempt from most state 
regulation, including rate regulation and sol-
vency standards, and from all state mandates.  
Exempting AHPs from state regulation and 
mandates would have the potential to seg-
ment and destabilize the small-group market.  
Relatively young and healthy individuals 
would be most likely to purchase such cover-
age, leaving a relatively older, less healthy 
population in the fully regulated market and 
thus leading to a cycle of spiraling premiums 
that could threaten the viability of the regu-
lated market.  
 
While AHPs have been promoted as an effort 
to significantly reduce the number of unin-

sured Americans, recent studies suggest that 
they may not achieve that goal and in fact 
could have the opposite effect.  The Congres-
sional Budget Office estimated that AHP 
proposals could provide coverage only to an 
additional 330,000 individuals nationwide.31  
A study by the Urban Institute suggests that 
AHP proposals could cause small employer 
coverage to decline by approximately one 
percent, causing 250,000 workers to lose 
health coverage.32  
 
Concerns also have been raised about current 
proposals to exempt AHPs from state sol-
vency standards.  Exempting AHPs from 
state solvency standards could bring back the 
multiple employer welfare arrangement 
(MEWA) bankruptcy problems that left hun-
dreds of thousands of individuals and fami-
lies with unpaid medical bills.  Many organi-
zations, most notably the NAIC, have testi-
fied that the solvency standards of current 
AHP proposals are inadequate to protect con-
sumers and have the potential to leave con-
sumers exposed to unpaid medical bills if an 
AHP becomes insolvent.33 
 
Medical Savings Accounts  
 
HIPAA authorized establishment of medical 
savings accounts to provide an additional 
coverage option for small business employ-
ees.  MSAs are tax-advantaged savings ac-
counts that small business employees and 
self-employed individuals can use to pay for 
current or future medical expenses.  HIPAA 
requires MSAs to be accompanied by a high-
deductible insurance policy (defined as be-
tween $1,500 and $2,250 for individuals and 
$3,000 and $4,500 for families).  Pursuant to 
HIPAA, MSA enrollment is capped at 
750,000 lives.  As of 2000, only 62,000 indi-
viduals had chosen this option.  According to 
the Internal Revenue Service, 42 percent of 
individuals participating in MSAs were unin-
sured in the previous year.34  Despite the rela-
tively low enrollment in MSAs, many bills 
have been introduced in Congress to expand 
eligibility for MSAs and remove some of the 
statutory restrictions on their use. 
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MSAs have relatively low premiums, and 
proponents have described them as a low-cost 
alternative to more comprehensive health 
coverage.  However, because MSAs require 
enrollees to pay out-of-pocket expenses up to 
a high deductible, some have expressed con-
cern about the potential for MSAs to attract 
primarily young and healthy individuals.  
Because participation in MSAs has remained 
low, it is difficult to determine what, if any, 
effects they have had on the small-group 
market.  Some have expressed concern that if 
MSA enrollment increased substantially to 
account for a larger share of the insurance 
market, they could cause a major disruption 
in the risk-spreading that is essential to keep 
coverage affordable.   
 
Premium Assistance Programs 
 
Providing premium subsidies to small busi-
nesses and their employees is another option 
for promoting increased participation in the 
small-group market.  The Commonwealth 
Fund identified 15 state-sponsored premium 
assistance programs and eight locally spon-
sored programs designed to assist low- and 
moderate-income uninsured individuals and 
families in purchasing health insurance cov-
erage.35  Some state programs subsidize the 
premiums of small businesses, while others 
subsidize the premiums of small business 
employees.  Some of the programs target the 
low-income uninsured, while others have 
broader eligibility requirements.  Funding for 
premium assistance programs also comes 
from a variety of sources, including general 
revenues, taxes on alcohol and tobacco, and 
assessments on hospital services.36  States 
also have the flexibility of using Medicaid 
and S-CHIP funds to subsidize employer-
sponsored coverage for individuals and fami-
lies.  Subsidies for premium assistance pro-
grams vary, with at least one state offering 
assistance through tax credits and others util-
izing various public and private funding 
sources to subsidize and promote employer-
sponsored coverage for small firms and their 
employees.37  Some programs offer subsidies 

to encourage firms not sponsoring coverage 
to employees to begin providing it, while 
others subsidize coverage for all small firms 
and their workers, as well as individuals who 
are self-employed.38 
 
Overall, premium assistance programs have 
been only modestly successful, with 15 state-
initiated efforts subsidizing coverage for ap-
proximately 380,000 small business employ-
ees who were previously uninsured.39  Ac-
cording to a study by the Center for Studying 
Health System Change, a broad-based 30 
percent subsidy for employer-premium assis-
tance programs (which represents the average 
subsidy for these programs) would result in 
only 500,000 people nationally gaining ac-
cess to coverage.40  To facilitate increased 
coverage for small businesses and their em-
ployees, premium subsidies would need to be 
quite generous. 
 
One innovative approach implemented re-
cently is a two-year pilot program to provide 
health insurance coverage for uninsured indi-
viduals who work for small firms in Sacra-
mento County, California.  This program 
provides subsidies to both employers and 
employees, ranging from 40 to 65 percent of 
the cost of the premium.  Small businesses, 
defined as those with two to 50 employees, 
that have not offered coverage to their em-
ployees in the previous year are eligible for 
the subsidy.  To be eligible for this program, 
individuals must be full-time employees with 
family incomes less than 300 percent of the 
federal poverty level.  Small business em-
ployees also must have been uninsured for 
the previous six months and must not be eli-
gible for public programs or employer-
sponsored spousal coverage.  The Sacra-
mento program is funded through tobacco 
litigation settlement funds.  While data on 
enrollment in the program are not yet avail-
able, the county projects that it will provide 
coverage to approximately 500 uninsured 
individuals and their dependents.   
 
Start-up firms represent a substantial portion 
of businesses that do not sponsor health in-
surance coverage.  Targeting subsidies at the 
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employer level to start-up firms and phasing 
those subsidies out over time could help close 
the coverage gap while limiting the fiscal 
impact of such assistance programs on state 
budgets. 
 
Mandate Review Commissions 
 
Another strategy that some states have used 
to address the affordability of health coverage 
in both the large and small-group markets is 
to establish mandate review commissions.  
Overall, a dozen states have enacted laws that 
require the review of proposed health benefit 
mandates, with some states requiring fiscal 
impact statements and others requiring for-
mal review panels or commissions to exam-
ine the medical efficacy and costs of the 
mandates under consideration.41  Nine states, 
including most recently California, Massa-
chusetts and South Carolina, have enacted 
laws that require formal panels or independ-
ent commissions to review proposed benefit 
mandates. 
 
Mandate review commissions in Pennsyl-
vania and Washington have been particularly 
effective in providing a systematic and inde-
pendent review of the benefits and costs of 
proposed benefit mandates.42  In Pennsyl-
vania, for example, the review commission 
requests data from both proponents and op-
ponents of a proposed benefit mandate when 
examining the financial, social, and medical 
impact of the proposed mandate.43 
 
While mandate review commissions’ recom-
mendations typically are not binding on state 
legislatures, there is some evidence to sug-
gest that mandate review commissions can 
lead to a more thoughtful process of evaluat-
ing the impact of proposed mandates.  The 
majority of proposed mandates reviewed by 
Pennsylvania’s review commission have not 
been adopted and, in Washington, of the four 
mandates that the commission did not rec-
ommend to enact, none has been enacted.44 
 
 
 

Basic Coverage Policies 
 
During the late 1980s and early 1990s, in re-
sponse to small firms’ concerns that state 
benefit mandates were driving up the cost of 
health coverage,  42 states enacted laws al-
lowing the sale of basic coverage policies.  
Basic coverage policies are free from many 
state-mandated benefits and/or permit in-
creased enrollee cost-sharing.  Their premi-
ums also are significantly lower than those 
associated with other health insurance poli-
cies.45  Despite their relatively low cost, en-
rollment in basic coverage policies remains 
low, typically ranging from a few hundred to 
a few thousand individuals in each state 
where they are offered.46  Due to the low en-
rollment, some states have repealed the laws 
authorizing the development and sale of these 
policies.  As health care costs continue to 
rise, basic coverage policies are again being 
discussed among the range of options avail-
able to cover the uninsured. 
 
   
Conclusion 
 
The problems facing the small-group market 
for health insurance coverage are complex, 
and no one initiative can solve all of the ac-
cess and affordability problems facing small 
businesses and their employees.  The single 
largest threat to access in the small-group 
market is not unique to this market: rapidly 
rising health care costs.  In addressing access 
and affordability specifically in the small-
group market, the key challenge is to ensure 
adequate participation, particularly among 
the young and the healthy.  Efforts to encour-
age more small businesses and their employ-
ees to purchase coverage will strengthen the 
risk pool in the small-group market, which 
has been beset by adverse selection, access 
problems, and spiraling increases in the cost 
of coverage.  Small businesses and their em-
ployees are diverse and have a wide range of 
health care needs and preferences.  Requiring 
all health insurers to adopt a one-size-fits-all 
approach to coverage undermines flexibility 
and precludes health plans from developing 
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innovative products that meet the specific 
health care needs of small employers.  En-
actment of additional mandates increases the 
cost of health insurance, which can lead some 
small businesses to stop providing coverage 
to their employees.  To move closer to the 
goal of providing all Americans with access 

to quality, affordable coverage, public policy 
should seek to create a flexible health insur-
ance environment in which employers and 
consumers can choose from a variety of 
health insurance options that meet their spe-
cific health care needs. 

 
 

 
 

 
 

Small-Group Reform Paper 
Glossary 

 
Community rating: A rating method under which the same premium is charged to everyone in the 
same plan.  In a community rating system, insurers and health plans are prohibited from varying premium 
rates based on the health status or claims experience of the group, and from establishing or adjusting pre-
mium rates based on the demographic characteristics of the group.  Premiums may, however, differ by geo-
graphic area and family size. 
 
Experience rating: A rating method under which premiums may reflect health status and claims ex-
perience. 
 
Modified community rating: A rating method that prohibits insurers and health plans from consid-
ering health status or experience in developing or adjusting premium rates, but allows for limited premium 
rate variation on the basis of certain demographic characteristics of the group, such as age, gender, industry 
type, geography, and group size.  Also known as adjusted community rating. 
 
Rate bands: A rating methodology that limits the range of premiums that can be charged to different 
groups for the same plan. 
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