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INTRODUCTION

On October 1, 2013, the health insurance marketplaces established by the A!ordable Care Act 
will come online. 

ACA advocates argue the marketplaces will increase competition, o!er consumers more 
health care choices, and encourage job creation by making it easier for would-be 
entrepreneurs to start their own businesses.  If enough young and healthy Americans join the 
marketplaces, they could create what economists call a “virtuous cycle,” with strong 
participation driving prices down further, encouraging even more Americans to join, driving 
prices down again, and so on.   

Critics of the ACA argue Americans will balk at the marketplaces’ high fees and complicated 
enrollment, causing the would-be markets to “unravel,” with rising premiums turning o! 
younger and healthier Americans, causing premiums to rise further, causing even more 
Americans to drop out.

A number of factors will determine who’s right, from how many young and healthy individuals 
sign up, to how many insurers will participate.  This briefing examines a rich body of recent 
economic research that uses real-world health care datasets to infer what will happen when 
the new insurance marketplaces open. 
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WHY REFORM MATTERS

Health insurance costs are the fastest-growing part of the overall compensation package businesses o!er 
their employees. With little competition between commercial health insurers, businesses can do very little 
about rising health costs.

Small businesses are at a particular disadvantage:

Higher prices: Because they lack market power, small firms pay up to 18 percent more per worker than large 
firms for the same health coverage

Less choice: More than 80 percent of small firms with less than 200 employees are only able to o!er their 
employees 1 health plan choice. Less than 30 percent of large firms with over 5,000 employees are in the 
same position.
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Figure 2. For employers, costs of benefits growing faster 
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BACKGROUND & KEY FACTS

On October 1, Americans without 
employer-sponsored health 
insurance will be able to sign up for 
coverage through their state’s newly 
established health insurance 
marketplace. 

In each state marketplace, 
consumers will be able to choose 
health plans with varying levels of 
coverage (all meeting a minimum 
standard) o!ered by competing 
private insurance carriers. 

Two features of the marketplaces 
have the potential to bring down 
prices and increase quality. 

First, everyone, including healthy 
individuals who cost little to insure, 
is required to purchase coverage, 
which brings down prices for all 
consumers by broadening the risk 
pool. Second, the marketplaces 
create greater competition 
between private insurance carriers.  
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About one-quarter of employees work in 
markets where there is little competition 
between health insurance carriers, driving up 
costs.  After health reform in Massachusetts, 
premiums in the state’s marketplace fell more 
than 10 percent because of reduced insurer 
markups alone. 

Worst case – only sick and risk-averse 
individuals purchase insurance, increasing 
premiums 25% (over price level with 100% 
participation).

Best case – increased participation starts a 
virtuous cycle, bringing down prices, which 
encourages even more participation.

CONSOLIDATION 
AND COMPETITION

MARKETPLACE
PARTICIPATION

Currently, most Americans are o!ered one or 
two health plan choices through their 
employer. If given more choices, consumers 
would be willing to pay up to 30% more for 
access to their favorite health plans. 

CHOICE AND
DEMAND



DATA AND MODELS

Several studies by independent authors, using di!erent data and di!erent methodologies, to 
model the mechanics of these marketplaces suggest what participation and rates might look 
like for the typical market. All the economic analysis we cite uses detailed real-world data.

One study, by Ben Handel, Igal Hendel and Michael Whinston, uses health insurance choices 
and claim-level expense data collected by a firm with approximately 9,000 employees to simu-
late a working health insurance marketplace.

Leemore Dafney uses a dataset of premiums, plan design, and health care preferences of more 
than 10 million individuals working for 776 employers in nearly 140 geographic markets across 
the U.S. to study competition and consumer choice. The employers range from manufacturers 
to financial service providers, to consumer packaged goods companies.  The median employer 
in the dataset employs 9,670 workers and operates in 47 geographic markets.  

Martin Hackmann, Jonathan Kolstad and Amanda Kowalski examine the case of Massachusetts, 
which implemented health insurance exchanges beginning in 2006. They draw on enrollment, 
premiums, and cost data from before and after reform.
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COMPETITION & PRICES

The more competitive the market, the lower the price the buyer ultimately pays and the higher the quality of 
coverage.  With a market as big as health insurance (about 1,000 insurance companies earn about $500 billion 
in revenues annually), competition can save consumers billions of dollars each year.   

Unfortunately, the health care industry has consolidated dramatically over the past 15 years.  The American 
Medical Association estimates that, in 2001, half of our markets were highly concentrated.  By 2008, 94% were.  

In a competitive market, the cost of coverage 
should reflect the cost of providing 
insurance.  In less competitive markets, the 
cost of coverage rises, based, in part, on the 
buyer’s ability to pay.  (In concentrated mar-
kets, if a company’s profits rise 10 percent, 
their insurance premiums rise 1.2%.)  Dafny 
estimates that approximately 1 in 4 
Americans work in highly concentrated 
markets.

A health insurance marketplace can generate 
competition that forces providers to lower 
prices. Hackmann, Kolstad and Kowalski 
found that, after health reform in 
Massachusetts, premiums in the exchange fell 
more than 10 percent because of reduced 
insurer markups alone.
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MARKET LIQUIDITY, VIRTUOUS CYCLES, UNRAVELING

Each state will create its own marketplace, o!ering platinum, gold, silver and bronze options.  The number of 
firms competing in each marketplace will vary, and so will demand for each of the options.

Leading models show that a liquid and well-functioning health insurance marketplace can reduce prices by 
14-20 percent (keeping the quality of benefits fixed) by broadening the pool of health risks and creating 
competition between insurers. But this only occurs when participation creates a virtuous cycle where lower 
prices reflect the inclusion of young and healthy individuals.  And this, in turn, encourages them to participate. 
Adverse selection in the 25-30 age group could cause premiums to rise by up to 50 percent in that market 
according to the Handel, Hendel and Whinston simulation.
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IMPACT ON VARIOUS GROUPS
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Uninsured

INSURANCE STATUS

Individual

Medicare Medicaid

Other Public Employer

ALL INSURED AMERICANS SEE SYSTEM-WIDE BENEFITS:

- Insurers now required to cover people with pre-existing health conditions 
- Lifetime and annual limits on coverage of essential benefits are eliminated
- Young adults able to stay covered as dependents until age 26
 

ACCESS TO NEW MARKETPLACES:

- Gain access to insurance meeting 
minimum coverage standards
- Eligible for subsidies to purchase 
insurance, based on income
- Immediately see benefits of 
competition, choice

SOME ACCESS TO NEW 
MARKETPLACES, BENEFIT FROM 
INCREASED COMPETITIONS:

- Small firms able to access 
marketplaces to purchase coverage 
for their employees
- Marketplaces scheduled to open 
to large firms by 2017
- With access to marketplaces, benefits 
of added competitive pressure will be 
realized

NO ACCESS TO MARKETPLACES, 
BUT OTHER BENEFITS:

- Medicare beneficiaries receive free 
preventive care, ‘doughnut hole’ for 
prescription drugs eliminated, and 
other benefits
- Access to Medicaid expanded in 
participating states



In a well functioning market, employees are free to switch to the best job for which they 
qualify, maximizing their productivity and their paycheck.  A would-be entrepreneur working 
in a sub-optimal job can also measure the risk of starting a new business against the potential 
reward, and choose accordingly.  

While the personal benefits to the employee are obvious, the collective benefit to our 
economy is substantial.  Most new jobs are created when new companies are started.  The 
fewer new companies we start, the fewer jobs we create.  In the recession, job switching and 
business start-up rates plummeted, and they remain depressed despite the recovery. 

One important cause of ‘job lock’ is the fact that most Americans obtain their health insurance 
from their employer – and that a new employer and its plan will not cover “pre-existing 
conditions” covered by the previous one. Several recent studies demonstrate how much less 
likely someone is to switch from a job with health insurance to one without, or how much 
more likely someone is to switch to a job with health insurance (but less pay) when he or she 
plans to start a family.  One influential study (produced in 1994, when health care costs were 
lower) estimates that eliminating these health insurance barriers to labor mobility could 
reduce job lock on the order of 25%.

BOTTOM LINE:

A body of data, evidence and models that economists have used for several years, indicates 
that well-functioning health care marketplaces will bring much-needed competition and 
greater individual participation to market currently characterized by high prices and little 
choice. The right mix of enrollees is critical to success.
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