
Overview

We propose to expand access to private health insur-

a n ce among the non - el derly pop u l a ti on inel i gi bl e

for Medicare. Our plan will accomplish this goal by

making priva te plans more afford a ble for low- and

middle-income households and by promoting com-

petition to increase the value of insurance offerings.

The proposed approach will promote the collection

and dissemination of information on the quality of

health plans and their providers. The plan promotes

higher-value health insurance coverage by exposing

con su m ers to pri ce differen ces and bet ter inform a-

ti on abo ut plan qu a l i ty. Al t h o u gh the plan can

accom m od a te Med i c a re ben ef i c i a ries with little

s tru ctu ral mod i f i c a ti on , we do not propose to

rep l ace Med i c a re du ring the plan’s initial imple-

m en t a ti on . Ben ef i c i a ries curren t ly en ro ll ed in

Med i c a i d , S t a te Ch i l d ren’s Health In su ra n ce

Programs (S-CHIPs ) , or other govern m ent pro-

grams could remain in these progra m s , but co u l d

ch oose inste ad to en ro ll in priva te plans. The plan

also provi des new funding and incen tives for state s

to improve access to basic health servi ces for the

uninsured,and to improve insurance coverage rates.

The plan does not impose new mandates on

employers to pay for coverage.

The proposed plan has these key elements:

• In su ra n ce exch a n ges a re public or priva te en ti-

ti e s , i n cluding certi f i ed em p l oyers , that serve as the

veh i cle thro u gh wh i ch most indivi duals acqu i re

health insu ra n ce . Th ey of fer indivi dual ch oi ce of a

minimum of two different health plans on a guaran-

teed - i s sue and com mu n i ty - ra ted basis, with incen-

tives to ch oose high - va lue plans. At least on e

i n su ra n ce exch a n ge gen era lly is ava i l a ble in each

geogra phic regi on . Exch a n ges help make covera ge

a f ford a ble by being large en o u gh to ach i eve

econ omies of scale in bro kering plans and in pro-

viding information to enable people to make choic-

es among plans. The principal incentives to support

e s t a bl i s h m ent of i n su ra n ce exch a n ges are () new

tax credits for low- and middle-income households

that could be used on ly for covera ge purch a s ed

t h ro u gh a qu a l i f i ed insu ra n ce exch a n ge , () pre-

em pti on from state insu ra n ce mandates (that is,

E m p l oyee Reti rem ent In come Sec u ri ty Act of  

[ERISA] pro tecti on ) , and () pro tecti on from the

effects of adverse selection for exchanges and partic-

ipating health plans.

• U. S . In su ra n ce Exch a n ge (USIX), a nati o n a l

pro gram pa ra ll el to the Fed eral Em pl oyees He a l t h

Ben efits Pro gram (FEHBP), wi ll serve as an insu r-

a n ce exch a n ge for indivi duals and firms with fewer

than  em p l oyee s , in areas in wh i ch no priva te

health insurance exchange has emerged.

• Subsidies in the form of refundable tax credits for

health insu ra n ce wi ll be ava i l a ble for low- and mid-

dl e - i n come Am ericans who purchase qu a l i f yi n g

health insu ra n ce plans. In con trast to families in

h i gh er tax bracket s , su ch households tod ay have

l i m i ted financial incen tives to purchase priva te

health insurance plans.

• New financing for “d efault pl a n s” and ba s i c

health care services will be provided for low-income

i n d ivi duals who are el i gi ble for the ref u n d a ble tax

c red i t , but who do not ch oose to en ro ll in a health

plan. Each state will receive new grants to provide a

default plan in each geographic area within its juris-

diction; people who do not choose their own health

Near-Universal Coverage Through 
Health Plan Competition 
An Insurance Exchange Appro a c h

by Sara J. Singer, Alan M. Garber, and Alain C. Enthoven



plan wi ll be en ro ll ed autom a ti c a lly in the def a u l t

p l a n . Ma ny states wi ll provi de new financing for

p u blic hospitals, cl i n i c s , and other provi ders that

meet open-access standards, as part of their default

plan.Each state would receive a payment equal to 

percent of the new tax credits for indivi duals wh o

a re el i gi ble for su ch credits but who remain unin-

sured.States will receive incentive bonuses or reduc-

ti ons based on the ex tent to wh i ch they improve

perform a n ce of a set of preven tive care measu re s

( for ex a m p l e , ch i l d h ood vacc i n a ti on s , f i rs t -

tri m e s ter pregnancy vi s i t s , hyperten s i on con tro l )

and redu ce the percen t a ge of the pop u l a ti on that

remains uninsured. The goal is to ensure that every

eligible individual is enrolled in a health plan.

• There would be a phased-in cap on the currently

u n l i m i ted health insu ra n ce exclusion f rom taxabl e

i n come for health insu ra n ce ben efits paid by

em p l oyers or indivi du a l s . In d ivi duals el i gi ble for

both the exclu s i on and the su b s i dy could ch oo s e

which of the two tax benefits to use.The dollar value

of the cap would be set high en o u gh to repre s ent a

su b s t a n tial su b s i dy, yet low en o u gh to provi de su b-

s t a n tial new financing for expanding health insu r-

ance coverage and other uses.

• A new, i n depen dent In su ra n ce Exch a n ge Co m-

mission (IEC) with narrow, s pecific powers would be

c re a ted to acc redit insu ra n ce exch a n ge s , con du ct ri s k

adjustment across insurance exchanges, and serve as

a clearinghouse for public information on the quali-

ty of health plans. This agency would have an

a ppoi n tm ent procedu re and or ga n i z a ti onal stru c-

tu re similar to that of the Sec u ri ties and Exch a n ge

Com m i s s i on (SEC), and would have a similar func-

ti on — to en co u ra ge smooth inform a ti on flow and

functioning of insurance exchange markets.

No single component of this proposal is likely to

ach i eve near- u n iversal health insu ra n ce by itsel f .

E f fective cost con t a i n m ent is essen tial to the ex p a n-

s i on of health insu ra n ce in the long term , wh i ch oth-

erwise would requ i re pro h i bi tively co s t ly su b s i d i e s .

Moreover, tax credits wi ll be inef fective if ben ef i c i a r-

ies cannot use the credits to obtain covera ge . Thu s

t h ey need access to com peti tive ,h i gh - va lue health

i n su ra n ce plans with guara n teed issue (that is, t h e

requ i rem ent to of fer health insu ra n ce , rega rdless of

the app l i c a n t’s medical history ) . For these re a s on s ,

we propose to implem ent a coord i n a ted policy of

t a r geted su b s i d i e s , con su m er ch oi ce , and incen tive s

to offer and choose high-value health care coverage.

A summary of the proposed subsidies and asso-

ciated requirements follows (see next page).

Coverage/Eligibility: Establishing
Insurance Exchanges to Expand Plan
Choice 

Central to the proposal is individual choice of subsi-

d i zed plans thro u gh insu ra n ce exch a n ge s . Ide a lly,

almost everyone would be covered thro u gh insu r-

a n ce exch a n ges large en o u gh to ach i eve econ om i e s

of scale in brokering plans and capable of providing

i n form a ti on abo ut plans to indivi duals and bu s i-

n e s s e s . L i ke the FEHBP, the Ca l i fornia Pu bl i c

E m p l oyees Reti rem ent Sys tem (Ca l PE R S ) , and a

nu m ber of recen t ly form ed priva te purch a s i n g

groups that serve em p l oyers , the insu ra n ce

exch a n ges would of fer a ch oi ce among mu l ti p l e

p l a n s , with incen tives for indivi duals to ch oose high -

value ones.

Adva n t a ges of su ch insu ra n ce exch a n ge s

include:

• The exch a n ges would provi de re a s on a bly

pri ced covera ge for the sel f - em p l oyed , n on - poor

u n em p l oyed , people bet ween job s , and em p l oyee s

who currently lack access to affordable,high-quality

health insurance.

• In su ra n ce exch a n ges would fac i l i t a te con ti nu-

i ty of plan covera ge . Exch a n ges are likely to of fer

m a ny of the health plans opera ting in an are a , s o

that most people could keep their health plan mem-

bership when they change jobs.

• The exch a n ges would serve as an en try poi n t

for low - i n com e , u n i n su red indivi du a l s , who wo u l d

become el i gi ble for su b s t a n tial new subsidies to

purchase coverage.

• The exch a n ges would miti ga te many of t h e

m a rket imperfecti ons that plague the small - gro u p

market (for example,through risk pooling, commu-

n i ty ra ti n g, g u a ra n teed issu e , and com peti ti on ) ,

making it easier for small em p l oyers to of fer a

choice of plans.



Federa l , s t a te , and priva te gro u p - p u rch a s i n g

a rra n gem ents opera te in many markets tod ay, wi t h

va rying su cce s s . In su ra n ce exch a n ges wi ll share

s ome fe a tu res with these or ga n i z a ti on s , but wi ll

improve on existing arrangements in several impor-

tant ways. The most important problems associated

with ex i s ting gro u p - p u rchasing arra n gem en t s

i n clu de the inabi l i ty to gain market share and

ach i eve ad m i n i s tra tive savi n gs ; adverse sel ecti on ,

either as a natural feature of plan competition or as

a re sult of reg u l a tory and legal con s tra i n t s ; a n d

re s i s t a n ce to or oppo s i ti on from health plans and

insurance brokers.1

From the individual’s perspective,the exchanges

offer far more choice than typically would be avail-

a ble tod ay. In con trast to the current sys tem , wh en

individuals enroll in an HMO through an exchange,

it would be because they chose to enroll voluntarily,

rather than because they lacked an alternative insur-

a n ce opti on . Fu rt h erm ore , ch oi ces would be deter-

mined by value as perceived by the consumer, since

the consumer who chooses a plan with a higher pre-

m ium than the low - pri ced plan wi ll pay for the

added cost of the choice.Good information, such as

our proposal would generate, is critical to the oper-

ation of the exchanges; people are more likely to be

s a ti s f i ed with their ch oi ces if t h ey know what they

are getting.

A key ch a ll en ge wi ll be the form a ti on and

growth of the exch a n ge s . Our proposal inclu de s

su b s t a n tial incen tives to prom o te priva te insu ra n ce

exchanges.

• People are el i gi ble for the su b s t a n tial new

ref u n d a ble tax credits for low - i n come indivi du a l s

only if they purchase health insurance through cer-

tified insurance exchanges.

• Health plans offered through an insurance

exchange are exempt from state small-group market

S U M M A RY OF PROPOSED SUBSIDIES AND REQUIREMENTS

Eligibility Category Proposed Subsidy Requirements

Medicare beneficiaries Medicare No alternative proposed 

Medicaid and S-CHIP eligibles Medicaid and S-CHIP, respectively, If refundable tax credit is chosen,
or full refundable tax credit forgo Medicaid and S-CHIP 

benefits and must purchase 
through an insurance exchange

Low-income individuals up to Full refundable tax credit equal to  Must choose between the tax credit 
, and families up to  percent of median-cost plan and the capped exclusion; if tax 
, credit is chosen, must purchase 

through an insurance exchange

Low-income individuals up  percent of the full refundable Automatic enrollment in default 
to , and families up to tax credit, paid to state plan
, who do not enroll

Middle-income individuals Partial refundable tax credit, Must choose between the partial
up to , and families phased out to  tax credit and the capped
up to , exclusion; if tax credit is chosen,

must purchase through an 
insurance exchange

Individuals not eligible for Capped exclusion NA
the refundable tax credit

1 Elliot Wicks, Mark Hall, and Jack Meyer. “Barriers to Small-Group
Purchasing Cooperatives.” Washington: Economic and Social Research
Institute, March 2000.



reforms and laws mandating health plan benefits

for enrollees (that is, ERISA preemptions). These

preemptions are necessary to allow insurance

exchanges to form and operate across state lines, to

enable insurance exchanges to become a competi-

tive option for employers who now self-insure, and

to give employees of small firms and the self-

employed access to flexible insurance plans that are

currently available to employees of many large

firms.

• Exch a n ges and health plans parti c i p a ting in

i n su ra n ce exch a n ges are pro tected from advers e

s el ecti on (see “ In su ra n ce , Risk Sel ecti on , and Ri s k

Adjustment” below).

In su ra n ce exch a n ges could be priva te or publ i c ,

for-profit or non-profit organizations, electronic or

trad i ti on a l . L a r ge and mid-size em p l oyers also

could be designated as insurance exchanges serving

em p l oyees of the firm . The IEC wi ll certify that

i n su ra n ce exch a n ges meet minimum standards for

el i gi bi l i ty for tax credits and ERISA preem pti on .

Exchanges would be certified through annual filings

with the IEC, wh i ch would be em powered to deny

or wi t h d raw certi f i c a ti on for exch a n ges that failed

to meet these requ i rem en t s . Certi f i ed insu ra n ce

exch a n ges wi ll be requ i red to meet the fo ll owi n g

basic requirements:

• Non - em p l oyer exch a n ges must accept all indi-

viduals not eligible for Medicare and groups in their

s ervi ce area (guara n teed issue) at a flat prem ium ra te

(community rating), with adjustments only for cov-

ering additional people, such as a spouse or depend-

en t s . Beyond these requ i rem en t s , n on - em p l oyer

exch a n ges would have flex i bi l i ty in formu l a ting el i-

gi bi l i ty rules (that is, em p l oyer size maximum) and

u n derwri ting policies (for ex a m p l e ,w a i ting peri od s

and open en ro ll m ent practi ces for indivi du a l s ) .

E m p l oyers can also qualify as exch a n ges if t h ey

accept all em p l oyee s , except part - time workers , at a

flat premium rate.

• Exchanges must offer a “meaningful choice” of

p l a n s , def i n ed as the of fer of a minimum of t wo

produ cts from a minimum of t wo indepen den t

com p a n i e s ,2 t h o u gh con s i dera bly more ch oi ce s

would be de s i ra bl e , i n cluding poi n t - of - s ervi ce

(POS) or preferred provi der or ga n i z a ti on (PPO)

products as well as closed-panel health maintenance

or ga n i z a ti ons (HMOs) and newer altern a tives su ch

as def i n ed - con tri buti on “c a re gro u p s .” Su ch of fers

must inclu de at least one produ ct that provi de s

some coverage for treatment by most providers in a

regi on (for ex a m p l e , a POS-type plan), and a low -

pri ced altern a tive (perhaps with more re s tri ctive

choices or catastrophic coverage).

• Exch a n ges must requ i re parti c i p a ting plans to

of fer some standard i zed basic ben efits to fac i l i t a te

plan com p a ri s on and disco u ra ge plans from seg-

m en ting markets by health ri s k . However, p l a n s

would be allowed to offer enhancements to the basic

features.

• Exch a n ges must perform at least minimal ri s k

ad ju s tm ent (initial risk ad ju s tm ent would be based

on age) and/or rely on other mechanisms to limit

the financial rewards to plans for engaging in prac-

ti ces that en co u ra ge risk sel ecti on , to pre s erve

ch oi ce among plan types and cre a te incen tives for

plans to en ro ll and care for high - cost pati en t s .

Exch a n ges also must parti c i p a te in risk ad ju s tm en t

between insurance exchanges in a region or state.

• Exch a n ges must requ i re parti c i p a ting plans

and provi ders to meet minimum standards for

measuring quality.

• Exch a n ges must make ava i l a ble com p a ra tive

information on plan benefits, pricing, quality meas-

urement, quality improvement initiatives,and other

a s pects of plan perform a n ce in an ef fort to hel p

members make informed, high-value choices.

E m p l oyers that would prefer not to fulfill these

m i n i mum requ i rem ents can ch oose not to becom e

an insu ra n ce exch a n ge . If t h ey chose this opti on ,

they would continue to be regulated by ERISA, and

they could not participate in the tax credit program.

States would continue to regulate the non-insurance

exchange market; most states have guaranteed issue

and some ra ting requ i rem ents in the small - gro u p

market.

2 For purposes of defining “companies” and “products,” exchanges that
contract directly with provider groups would be counted as contracting
with multiple companies, as long as a sufficiently large number of differ-
ent risk-bearing provider groups in an area could be chosen. For exam-
ple, Buyers Health Care Action Group’s (BHCAG’s) “care groups” would
meet this definition.



Gro u p - p u rchasing arra n gem ents and many

employers that provide health insurance today meet

most of these requ i rem en t s . Most of fer a ch oi ce of

plans and produ cts and provi de guara n teed issue to

a ll parti c i p a ting em p l oyee s . Ma ny indepen den t

i n su ra n ce bro kers and/or con s ortiums of bro kers

could meet this requ i rem en t , as well . Pac Adva n t a ge ,

a small gro u p - p u rchasing or ga n i z a ti on in Ca l i for-

n i a , performs risk ad ju s tm en t , using dem ogra ph i c

and ad m i n i s tra tive health data, to pro tect produ ct s

and plans that attract high-risk individuals. Benefits

All i a n ce , a gro u p - p u rchasing or ga n i z a ti on for mid-

s i ze em p l oyers in Ca l i forn i a , h elps to en su re that

health risks are spre ad even ly among parti c i p a ti n g

plans by requ i ring that each plan of fer both an HMO

and an open - n et work produ ct . Ma ny su ch gro u p s

of fer com p a ra tive inform a ti on that is becom i n g

m ore soph i s ti c a ted as it migra tes tow a rd el ectron i c

form s . For ex a m p l e , Ca l i fornia Con su m er He a l t h-

S cope , a web site by Pacific Business Group on

He a l t h , provi des con su m ers with com p a ra tive qu a l-

i ty inform a ti on and the abi l i ty to search for inform a-

ti on abo ut physicians and the health plans thro u gh

which they are accessible. HealthScope also provides

com p a ra tive inform a ti on abo ut dru gs ava i l a bl e

through health plan formularies.

Our proposal inclu des incen tives to en co u ra ge

the growth of el ectronic insu ra n ce exch a n ge s . Tod ay,

su ch exch a n ges of fer el ectronic proc u rem en t , en ro ll-

ment, administration (for example, eligibility verifi-

c a ti on and bi ll paym en t ) , and inform a ti on abo ut

health insu ra n ce opti on s . For instance , E h e a l t h i n-

surance. com claims to offer products from about 

c a rri ers and sells insu ra n ce to indivi duals and small

em p l oyers in   s t a te s .3 E benX and Sa geo, t wo ad d i-

ti onal el ectronic insu ra n ce exch a n ge com p a n i e s ,

f ac i l i t a te tra n s acti ons for em p l oyees on beh a l f of

em p l oyers and health plans. According to indu s try

a n a lys t s , online indivi dual and small - group sales

c u rren t ly repre s ent approx i m a tely  percent of to t a l

policy sales.4 Ad d i ti onal e-com m erce com p a n i e s ,

such as TriZetto and HealthAxis,provide traditional

insurers,insurance exchanges, brokers,and employ-

ers with el ectronic capabi l i ties to purchase health

i n su ra n ce . Six of the nati on’s largest insu rers have

form ed Med Un i te to devel op online en ro ll m en t ,

physician sel ecti on , claims approval and proce s s i n g,

and pre s c ri pti on servi ce s . In d ivi dual insu rers are

developing similar capabilities.

Even in the absen ce of n ew subsidies to hel p

t h em increase en ro ll m ent and, t hu s , s pre ad fixed

co s t s , el ectronic insu ra n ce exch a n ges and e-com-

merce companies may be able to achieve the admin-

i s tra tive savi n gs that many gro u p - p u rch a s i n g

a rra n gem ents have failed to ach i eve thus far.

Proj ected lon g - term ad m i n i s tra tive savi n gs from

el ectronic insu ra n ce exch a n ges ra n ge from   per-

cent to  percent of administrative costs.5 In a sur-

vey of l a r ge em p l oyers ,   percent of re s pon den t s

i n d i c a ted interest in using the In tern et to hel p

employees enroll in a health plan or choose a physi-

cian gro u p.6 According to indu s try re s e a rch , m a ny

con su m ers also stron gly prefer to purchase health

insurance online.7

The advantages to enrollees of joining insurance

exch a n ges (that is, su b s i d i e s , ch oi ce , and lower- co s t

coverage) likely will drive demand for such services;

this dem a n d , in tu rn , wi ll en co u ra ge en trepren eu rs

and em p l oyers to seek certi f i c a ti on as insu ra n ce

exch a n ge s . Bro kers , who have trad i ti on a lly served

the small and mid-size market , but who have of ten

been den i ed the abi l i ty to form purchasing gro u p s ,

m ay find this a parti c u l a rly attractive opportu n i ty.

We would not prohibit insurers from sponsoring an

i n su ra n ce exch a n ge , n or would we pro h i bi t

exch a n ges from becoming insu rers them s elve s .

However, the IEC would mon i tor exch a n ge spon-

s orship and report con cern abo ut abuses to the

3 Frank Cerne. “Reaching Out on the Web.” Insurance Networking
(April 2000).

4 Ibid.

5 Tara Ashish et al. “Opportunity for Health Care Savings through
Internet Technology.” Stanford, CA: Graduate School of Business.
Independent student research, May 24, 2000; Jason Gertzen. “Blue
Cross Steps into Internet Territory to Sell Health Insurance.” Milwaukee

Journal Sentinel (October 4, 2000).

6 “Despite Costs, Employers Stick with Health Benefits.” Reuters Health
(October 13, 2000).

7 Cybercitizen Health. “Internet Users Want to Manage Health Insurance
Benefits Online.” Press release, New York: CyberDialogue, www.cyber-
dialogue.com/resource/press/releases/1999/08-25-cch-insurance.html,
August 25, 1999.



Dep a rtm ent of Ju s ti ce and the Federal Trade

Com m i s s i on , and could establish firew a lls aga i n s t

a n ti - com peti tive practi ces if n ece s s a ry. G iven the

high degree of flexibility in sponsorship and benefit

de s i gn , we ex pect that many indivi duals and

em p l oyees wi ll use an insu ra n ce exch a n ge to en ro ll

in a health plan.

Our proposal requires that at least one insurance

exch a n ge serve every geogra phic regi on in the

Un i ted State s . With new subsidies and flex i bi l i ty in

s pon s orship and ben efit of feri n gs , we ex pect ex i s t-

ing priva te purchasing group arra n gem ents to

expand to meet this requ i rem en t . The ben efits of

p u rchasing thro u gh the exch a n ges likely wi ll make

t h em the predominant mode of health insu ra n ce

p u rch a s e , e s pec i a lly for em p l oyees of s m a ll and

mid-size firms and for individuals. Most employees

of large employers will purchase through exchanges,

as well , because their em p l oyers are likely to see k

qu a l i f i c a ti on as exch a n ges to make it po s s i ble for

low- and middle-income employees to obtain subsi-

dies (in the form of ref u n d a ble tax cred i t s ) . If ,

de s p i te these adva n t a ge s , i n su ra n ce exch a n ges do

not materialize in parts or all of a state within sever-

al years, that state can work with the IEC to develop

a l tern a tive s . The IEC can waive the insu ra n ce

exch a n ge requ i rem ent and aut h ori ze one or more

a l tern a tive s . For ex a m p l e , exch a n ges may devel op

m ore slowly in ru ral are a s . To serve re s i dents in

these are a s , the IEC could work with states to pro-

mote expansion of insurance exchanges specializing

in plans for rural areas to cover multiple states.

Al tern a tively, i f no priva te insu ra n ce exch a n ge s

are available in particular regions of a state by three

ye a rs after en actm ent of the propo s a l , a state can

request authorization from the IEC to implement a

n a ti onal program para ll el to the FEHBP, c a ll ed the

U. S . In su ra n ce Exch a n ge (USIX), in these are a s .

Individuals and employers with up to  employees

would be el i gi ble to parti c i p a te in USIX; at the dis-

c reti on of the states (and with aut h ori z a ti on from

the IEC), the maximum size of p a rti c i p a ti n g

em p l oyers could be incre a s ed . Mu ch like FEHBP,

USIX would be requ i red to of fer all plans in the

regi on that meet spec i f i ed , re a s on a ble standard s

(negotiated with USIX), and each plan would set its

own pri ce . S t a rt-up ad m i n i s tra tive costs in each

state for USIX would be financed primarily by each

state, but states also could receive some limited fed-

eral funding. After a start-up period of,at most,sev-

eral ye a rs , ad m i n i s tra tive costs would be

i n corpora ted into the prem iums ch a r ged by USIX

in the state.

Coverage/Eligibility: Coverage of
Unaffiliated Individuals through 
Default Plans 

Low - i n come indivi duals who are el i gi ble for full

subsidies (see below), but who are ineligible to pur-

chase thro u gh an insu ra n ce exch a n ge , or who are

el i gi ble but fail to purchase a health insu ra n ce plan

du ring a def i n ed en ro ll m ent peri od , would be

enrolled automatically in a “default plan” developed

by the state .8 In d ivi duals who are el i gi ble for bo t h

the subsidies and Medicaid or S-CHIP, and who fail

to en ro ll in any program or plan, also would be

en ro ll ed in the default plan. S t a tes would iden ti f y

the default plan provi ders and distri bute paym en t s

to them . We ex pect that default provi ders in most

s t a tes wi ll be public hospitals, com mu n i ty cl i n i c s ,

and other “s a fety net” provi ders . Because state s

would have con s i dera ble flex i bi l i ty in targeti n g

default plan paym ents to provi ders , t h ey migh t

The benefits of purchasing through the exchanges likely will make them 

the predominant mode of health insurance purchase, especially for 

employees of small and mid-size firms and for individuals.

8 B. Madrian and D. Shea. “The Power of Suggestion: Inertia in 401(k)
Participation and Savings Behavior.” NBER Working Paper 7682, May
2000. This research found that an automatic enrollment approach
raised pension participation rates from 37 percent to 86 percent. For
lower-wage ($20,000-$29,000) and younger (age 20–29) workers, 
participation increased from 25 percent to 83 percent.



make other choices, such as low-cost private plans.

Default plans would be expected to meet certain

minimum standards in order to receive federal pay-

m en t s . For ex a m p l e , default plans would be

required to conduct outreach to default plan mem-

bers, encourage and provide primary and preventive

s ervi ce s , and en co u ra ge el i gi ble indivi duals and

families to en ro ll in priva te plans of fered thro u gh

i n su ra n ce exch a n ges or em p l oyers . Our plan pro-

vi des for con s i dera ble state flex i bi l i ty and financial

incentives to achieve these goals.

New federal paym ents to states for the def a u l t

plan would be set equal to  percent of the value of

the ref u n d a ble tax credit (see bel ow) mu l ti p l i ed by

the number of individuals presumed eligible for the

full tax credit who do not actively enroll in a health

insurance plan. A  percent subsidy for these indi-

viduals is generous compared with current payment

l evels for the uninsu red and their ex pected use of

s ervi ce s . A  percent su b s i dy also pre s erves incen-

tives for indivi duals to join conven ti onal health

insurance plans.States that increase this group’s rate

of active enrollment in insurance plans would retain

a portion of the affected default plan payments (for

example,the payments would be reduced by  per-

cent mu l ti p l i ed by the improvem ent in covera ge ,

rather than  percent).

The default paym ents to states also wo u l d

i n clu de incen tive com pon ents rel a ted to a state’s

perform a n ce in providing cl e a rly ef fective health

c a re to its pop u l a ti on , p a rti c u l a rly high er- risk pop-

u l a ti on groups (for ex a m p l e , l ow - i n come ch i l d ren

and adu l t s ) . S t a tes that improved perform a n ce

( a f ter acco u n ting for trends in income and state

econ omic perform a n ce) would receive ad d i ti on a l

i n c rem ental paym en t s ; s t a tes with wors ening per-

form a n ce would face increm ental paym ent redu c-

ti on s . In i ti a lly, m e a su res could be sel ected from

health measu res alre ady being co ll ected to track

He a l t hy People    perform a n ce goa l s , wh i ch are

l i kely to be parti c u l a rly sen s i tive to uninsu ra n ce

ra tes and/or the qu a l i ty of p u blic outre ach pro-

grams. Such measures include rates of pre-natal care

( co ll ected from bi rth record s ) , vacc i n a ti on ra te s

( obt a i n ed from state public health record s ) , a n d

avoi d a ble hospitalizati on ra tes (co ll ected from hos-

pital discharge data). Additional measures might be

ad ded from the Na ti onal Health Ca re Quality

Report Ca rd , wh i ch prob a bly wi ll be publ i s h ed

a n nu a lly beginning in several ye a rs . As a con d i ti on

for receiving default plan paym en t s , s t a tes also

m i ght be requ i red to co ll ect some measu res of t h e

services they are providing to uninsured patients.

Changes in Tax Incentives to Improve
Equity and Affordability in Health
Insurance Purchasing

Cu rrent federal tax law does not count em p l oyer-

paid health prem iums as taxable income for

employees. This unlimited tax exclusion has helped

to prom o te the purchase and ava i l a bi l i ty of h e a l t h

i n su ra n ce , p a rti c u l a rly em p l oym en t - b a s ed insu r-

ance, but it also weakens incentives to control health

plan co s t s , because the ad ded costs are in pre - t a x

do ll a rs . Over ti m e , our proposal would tra n s form

the unlimited exclu s i on into a capped exclu s i on .

In d ivi duals could take ei t h er the capped exclu s i on

or, if they are eligible, the new refundable tax credit

(described below).

In year on e , the exclu s i on would be capped at

do u ble the pri ce of the med i a n - cost plan prem iu m

in the previous year. (Depending on data availabili-

ty, the med i a n - cost plan prem ium of a repre s en t a-

tive sample of plans analy zed by actu a ries work i n g

with the IEC, or the med i a n - cost plan of F E H B P

prem iu m s , would be used for this calculati on.) For

the next eight years, the exclusion would be capped

at whichever is lower: the level of the cap in the pre-

vious year or    percen t ,    percen t ,    percen t ,

etc . , of the pri ce of the med i a n - cost plan prem iu m

in the previous year (adjusted for any demographic

ch a n ge s ) . In the  th and su b s equ ent ye a rs , the cap

would be equal to the median-cost plan premium in

the previous year, plus  percent.

Im p l em en t a ti on wi ll requ i re em p l oyers to

impute employer premium payments (which would

be su bj ect to In ternal Revenue Servi ce [IRS] and

Dep a rtm ent of L a bor [DOL] audits) and to report

em p l oyer-paid prem iums that they have exclu ded

from taxable business income (up to the cap) on the

em p l oyee’s W-. E m p l oyees then could exclu de any



ad d i ti onal prem ium paym en t , up to the cap on the

exclusion.

We would ex pect the IEC, with the tech n i c a l

a s s i s t a n ce and advi ce of acco u n t a n t s , to devel op

s t a n d a rds for imput a ti on of em p l oyer health care

ex penses to em p l oyee s . A qu e s ti on of regi onal co s t

va ri a ti ons would ari s e .G en era lly, the tax laws do not

provi de for regi onal va ri a ti on s , but they co u l d . As is

the case for other things (for ex a m p l e , sales taxe s ,

wh en they were dedu cti bl e , or business meals), t h e

Tre a su ry could publish tables with app l i c a ble caps by

ZIP code . Th ere are arguments on both sides of t h i s

i s su e . We would favor all owing regi onal va ri a ti on s

b a s ed on factor pri ce s , a n a l ogous to those used in

the Medicare Prospective Payment System.

The cap on the exclu s i on wi ll be ad ju s ted geo-

gra ph i c a lly, using a formula determ i n ed by

Con gress and ad m i n i s tered by the IEC. A formu l a

b a s ed on insu ra n ce prem ium va ri a ti ons by metro-

politan statistical area (MSA) and non-MSA regions

is a po ten tial starting poi n t . These geogra ph i c

ad ju s tm ents could be based on actual prem iu m

costs in the area (for ex a m p l e , dem ogra ph i c a lly

ad ju s ted FEHBP prem iums) or on geogra phic co s t

ad ju s ters , su ch as those used in the Health Ca re

Financing Ad m i n i s tra ti on (HCFA) Pro s pective

Paym ent Sys tem (PPS). If the ad ju s tm ent is to be

b a s ed on ly or pri m a ri ly on geogra phic cost differ-

ences, and not on health plan cost differences across

areas after accounting for differences in input costs,

then a long transition period would be required.

The tra n s form a ti on of the unlimited em p l oyer

exclu s i on into a capped exclu s i on is attractive for

several reasons. First, the capped exclusion discour-

ages employer contribution policies that inhibit cost

con s c i o u s n e s s . Secon d , s i n ce the va lue of the tax

exclu s i on rises with the marginal tax ra te , c a pp i n g

the exclusion makes it less regressive. Third, the cap

provi des a significant source of financing for the

propo s ed health insu ra n ce tax cred i t s , wh i ch also

will contribute to greater equity in government sub-

sidies for priva te health insu ra n ce purch a s e s .

Wi t h o ut this provi s i on , our proposal sti ll could be

enacted. However, the new budget costs of the pro-

posal would be significantly higher, and/or the new

tax credits would be significantly smaller or restrict-

ed to a lower income range.

Subsidies

Low- and Middle-Income Individuals and Families

Our proposal would cre a te a new ref u n d a ble tax

c redit for low- and middl e - i n come indivi duals and

f a m i l i e s . The base credit amount would be equal to

  percent of the med i a n - cost plan prem ium for sin-

gle covera ge (ad ju s ted to the dem ogra phic ch a rac-

SCHEDULE FOR THE HEALTH INSURANCE EXCLUSION CAP PHASE-IN 

Year Percent of median plan premium in the previous year

  percent

 Lesser of  percent, or level of cap in Year 

 Lesser of  percent, or level of cap in Year 

 Lesser of  percent, or level of cap in Year 

 Lesser of  percent, or level of cap in Year 

 Lesser of  percent, or level of cap in Year 

 Lesser of  percent, or level of cap in Year 

 Lesser of  percent, or level of cap in Year 

 Lesser of  percent, or level of cap in Year 

 and following  percent



teri s tics of the el i gi ble pop u l a ti on) in the previ o u s

ye a r. Tax credits could be taken on a singl e , du a l , or

f a m i ly basis. We envi s i on a credit equal to twi ce the

single credit for dual coverage,and . times the sin-

gle credit for family covera ge (that is, equ iva l ent to

the rel a tive singl e , du a l , and family prem iums of

m a ny large em p l oyers ) . Subsidies would va ry by

regi on , and they would be ad ju s ted geogra ph i c a lly in

the same manner as the tax exclu s i on cap de s c ri bed

above. Tax credits would not vary by age (see follow-

ing discussion of risk adjustment of premiums).

In d ivi duals el i gi ble for Med i c a re would not be

el i gi ble for the new tax cred i t . In d ivi duals el i gi ble for

Medicaid or S-CHIP could take the credit and enroll

in a certi f i ed exch a n ge plan or an em p l oyer- covered

p l a n , t h o u gh this would requ i re that they rel i n qu i s h

t h eir Medicaid or S-CHIP ben ef i t s . Thu s ,i n d ivi du a l s

or families curren t ly el i gi ble for Medicaid or S-CHIP

could con ti nue to parti c i p a te in these programs if

t h ey ch o s e , and they would have an incen tive to con-

ti nu e , because the avera ge su b s i dy is con s i dera bly

gre a ter. However, financial disincen tives to en ro ll in

a priva te plan provi ded by an exch a n ge or em p l oyer

would be redu ced su b s t a n ti a lly. If m a ny Med i c a i d -

or S-CHIP-eligible individuals and families chose to

en ro ll in su ch a priva te plan, the state and federa l

govern m ent likely would re a l i ze significant net co s t

redu cti on s . G iven the differen ce in the level of su b-

s i dy bet ween the avera ge Medicaid and S-CHIP ben-

efit and the propo s ed tax cred i t , this would be tru e

even if relatively healthy individuals switched out,as

is likely to be the case. S t a tes would be requ i red to

maintain su pport for Medicaid and S-CHIP ben ef i-

c i a ries who en ro ll in a priva te plan, con tri buting  

percent of the median-cost plan.Eligible individuals

in em p l oyer- provi ded plans could ch oose ei t h er the

tax credit or the capped exclusion.

The tax credits would begin to be phased out at

i n comes of    ,    ( s i n gle) and   ,    ( co u p l e s

and families). Th ey would be ph a s ed out fully at

i n come levels of   ,    ( s i n gle) and    ,    ( co u-

ples and families). These amounts would be indexed

in the same way as tax bracket s . The ph a s e - o ut is

s tru ctu red to begin at income levels above the

ph a s e - o ut of e a rn ed income tax credits and most

o t h er means-te s ted ben ef i t s , so that the implicit

m a r ginal tax ra te app l i ed to an incre a s ed incom e

does not rise steeply.

Setting the subsidy equal to  percent of the

median-cost plan premium, rather than an alterna-

tive, such as the full price of the low-priced plan,

maintains an incentive to limit the prices of low-

priced plans. In many markets today, several health

insurance plans are available at  percent of the

median-cost plan. We assume that health plans will

offer products priced to meet the needs of this new,

large population of potential enrollees, even if this

means adjusting benefits or changing cost-sharing

provisions to reduce premiums. Insurance ex-

changes and USIX could encourage insurers to offer

such plans. Because we propose only limited stan-

dardization of health plan benefits, setting the tax

credit as a percentage of the median-cost plan pro-

vides some assurance that the reference benefits

package provides a reasonable level of coverage.

E m p l oyed indivi duals would claim the cred i t

t h ro u gh an ad d i ti onal few lines of p a perwork for

their current W- filing, which determines their tax

wi t h h o l d i n g. In d ivi duals who do not receive the

c redit thro u gh their em p l oyer (that is, i n d ivi du a l s

who purchase thro u gh an insu ra n ce exch a n ge that

t h ey ch oose indivi du a lly and, t hu s , to wh i ch they

p ay prem iums direct ly) would attach proof of cov-

erage through a certified exchange to a W- to claim

the cred i t . S t a tes would be all owed to use some of

t h eir uninsu red funds to devel op capac i ty to assist

unemployed individuals with the credit. And, along

with Con s o l i d a ted Omnibus Bu d get Recon c i l i a ti on

Act (COBRA) notification, those terminated from a

job would be notified of potential eligibility for this

assistance. All individuals also would be required to

provide similar documentation of coverage on their

tax return. In the absence of a presumption of eligi-

bi l i ty, i n su f f i c i ent income tax withholding due to

improper credit claims would be subject to the usual

IRS interest and penalties.

To increase take-up rates,simple prospective cri-

teria would be used to create a presumption of eligi-

bi l i ty, b a s ed on wages and hours worked (for

ex a m p l e , f u ll - time workers earning less than    a n

hour who purchase a family policy would be pre-

su m ed el i gi bl e ) , and based on last ye a r ’s family tax



retu rns (for ex a m p l e , workers el i gi ble in the previ-

ous year who have not indicated new em p l oym en t

or earni n gs on their current W- form — wh i ch

t h ey would need to fill out to claim the credit in

adva n ce — also would be pre su m ed el i gi bl e ) . In-

dividuals who meet the eligibility presumption, but

who turn out to be ineligible in their end-of-year tax

f i l i n gs , would not be su bj ect to pen a l ti e s ; t h ey sim-

ply would be required to repay the amount credited

on a re a s on a ble rep aym ent sch edu l e . Precedent for

this policy comes from the IRS, wh i ch for gives tax

pen a l ties for insu f f i c i ent withholding for those

whose tax liabilities are much higher than they were

the year before . Some state health insu ra n ce pro-

grams for lower- i n come families, for ex a m p l e ,

Wi s con s i n , also have implem en ted steps similar in

spirit to this presumption.

For employed individuals, credits would be

transferred directly to employers. The credit would

be made ava i l a ble to em p l oyers in adva n ce for

individuals with insufficient tax liability. Making

these payments to firms rather than individuals (as

in Earned Income Tax Credit [EITC] payments)

would improve accuracy and simplify administra-

tion for the IRS. Also, relatively few employers

would owe negative taxes as a result of any incorrect

payments.

Certi f i ed insu ra n ce exch a n ges also could co ll ect

c red i t - b a s ed paym ents mon t h ly or qu a rterly on

beh a l f of the indivi duals en ro ll ed thro u gh thei r

exch a n ges via the IEC. We ex pect this opti on to be

u s ed most of ten by indivi duals (along with thei r

families) who do not receive coverage through their

employers. The IEC would receive an annual appro-

pri a ti on from Con gress for this purpo s e . In this

case,the certified insurance exchange would submit

proof of covera ge on beh a l f of the el i gi ble indivi d-

u a l . Thu s , these indivi duals would have to pay on ly

the porti on of t h eir prem ium not covered by the

c red i t . Su ch indivi duals would not be all owed to

receive the credit thro u gh their em p l oyer also. Th e

IEC would forw a rd the tax iden ti f i c a ti on nu m bers

of all individuals receiving subsidies through insur-

a n ce exch a n ges to the IRS for audit purpo s e s , a n d

would assist the IRS in detecting other types of

fraud. The IEC and the IRS would have the authori-

ty to impose sancti ons on exch a n ges that use tax

credits fraudulently.

Although recent studies have suggested a signifi-

cant fraud ra te with the EITC , it seems unlikely that

fraud will occur at a similar rate here. First, to be eli-

gi bl e , an indivi dual must doc u m ent covera ge in

a certi f i ed exch a n ge . The nu m ber of certi f i ed

exch a n ges is likely to be small com p a red with the

number of individuals and businesses filing tax doc-

u m ents rel a ted to the EITC , t hus cre a ting simpler

overs i gh t . Secon d , s a n cti ons against exch a n ges —

i n cluding losing certi f i c a ti on and criminal pen a l-

ti es— pre su m a bly would deter their parti c i p a ti on in

f ra u d . Th i rd , in con trast to do ll a rs , i n d ivi duals are

not likely to want more than one health insu ra n ce

plan.

Ad m i n i s tra ti on of the tax credits wi ll requ i re

em p l oyers to co ll ect some ad d i ti onal inform a ti on

f rom their em p l oyee s . However, the process repre-

s ents a rel a tively minor ad d i ti on to the inform a ti on

on wages and other ben efits em p l oyers curren t ly

provi de to the federal govern m en t , so this should

c re a te a rel a tively minimal bu rden . No other priva te

en ti ty is as well situ a ted to provi de this needed infor-

m a ti on abo ut em p l oyee s , and any ad d i ti onal prep a-

ra ti on costs could be dedu cted as a business ex pen s e .

Payments to Default Plans

Paym ents to states for indivi duals en ro ll ed in thei r

default plan wi ll be ad m i n i s tered by the IEC. Th e

default plan paym ent wi ll be equal to  percent of

the value of the tax credit for eligible individuals in

the state who do not actively enroll in an insurance

p l a n . These paym en t s , and the assoc i a ted incen tive

payments, were described earlier.

Insurance, Risk Selection, and Risk
Adjustment

Our proposal attem pts to stri ke a balance bet ween

pro tecting health plans and insu ra n ce exch a n ge s

f rom adverse risk sel ecti on and stifling innova-

ti on , va ri a ti on , and flex i bi l i ty.

Because we have attem pted to minimize com-

p l ex i ty by maintaining tax credits that do not va ry

with risk statu s , and by fixing prem iums that indi-



vi duals pay wh en they purchase insu ra n ce thro u gh

an exch a n ge , t h ere is su b s t a n tial po ten tial for

adverse sel ecti on . Some aspects of our propo s a l ,

su ch as the large subsidies ava i l a ble up to rel a tively

h i gh - i n come level s , wi ll miti ga te adverse sel ecti on

by attracting large numbers of average and low-risk

enrollees. However, additional efforts are likely to be

necessary. Consequently, the IEC will develop mini-

mum standards for risk ad ju s tm ent of plan prem i-

ums wi t h i n i n su ra n ce exch a n ge s , and the IEC wi ll

provide risk adjustment among insurance exchanges

in a particular region or state.

Among Plans within Insurance Exchanges

A key ch a ll en ge is to en su re that plans do not face

financial pen a l ties for attracting en ro ll ees who are

likely to have above-average health expenditures, or,

convers ely, a re not rew a rded for attracting low - co s t

en ro ll ee s . An ideal ri s k - ad ju s tm ent procedu re wo u l d

rem ove the disincen tives to attract high - co s t

en ro ll ees wi t h o ut rew a rding health plans wh o s e

costs are high because they are inef f i c i ent or unabl e

to limit use appropri a tely. Obvi o u s ly, su ch an ide a l

system does not exist;thus considerable flexibility in

dealing with ri s k - s el ecti on probl ems within ex-

changes is desirable.

Because of va ri a ti on in plan fe a tu re s , su ch as the

groups of p a rti c i p a ting provi ders , s ervi ces rei m-

bu rs ed , and bre adth of ch oi ce of pre s c ri pti on dru gs ,

d i f ferent plans within an exch a n ge are likely to attract

en ro ll ees who would be ex pected to gen era te differen t

l evels of ex pen d i tu re s . In su ra n ce exch a n ges would be

requ i red to meet minimum standards for risk ad ju s t-

m ent of p aym ents to their parti c i p a ting plans, b a s ed

on differen ces in the ex pected use of pop u l a ti ons of

en ro ll ees that they attract . The IEC would spec i f y

m i n i mum standard s . In d ivi dual exch a n ges and state s

would be free to use ad d i ti onal met h od s , su ch as par-

tial rei n su ra n ce . In i ti a lly, the risk ad ju s tm ent is likely

to be based on age alon e . As ri s k - ad ju s tm ent tech n o l-

ogy improve s , and as ex peri en ce with other met h od s

acc u mu l a te s , the IEC may implem ent altern a tive

s t a n d a rd s . No te that wi t h i n - exch a n ge risk ad ju s t-

m ent wi ll red i s tri bute paym ents within the exch a n ge

f rom lower- risk to high er- risk plans; it does not

i n clu de any cro s s - exch a n ge su b s i d i e s .

Among Insurance Exchanges in a Region or State

The IEC would overs ee risk ad ju s tm ent ac ross insu r-

a n ce exch a n ges in each regi on or state . The IEC

would devel op met h ods for measu ring sel ecti on

ef fect s ,b a s ed on data provi ded by health plans and

exch a n ge s . If n ece s s a ry, the IEC would con du ct

dem ogra phic risk ad ju s tm ent and, po s s i bly, m ore

sophisticated risk adjustment, to redistribute premi-

ums among insu ra n ce exch a n ge s . In ef fect , p l a n s

with high er- risk dem ogra phics would be su b s i d i zed

by lower-risk plans in the same region. The IEC also

would have some aut h ori ty to work with states to

ad a pt high - risk pools and other state initi a tives to

the insu ra n ce exch a n ge progra m . Adverse sel ecti on

could affect exch a n ge s , de s p i te these measu re s ,i f , for

example,non-exchange employers encouraged sick-

er em p l oyees to seek covera ge thro u gh exch a n ges as

i n d ivi du a l s . Exch a n ges also could attract high - ri s k

en ro ll ee s , who are more likely to be sick , s i m p ly

because they are open to indivi du a l s . Con s equ en t ly,

the IEC would mon i tor adverse sel ecti on bet ween

i n su ra n ce exch a n ges and the non - exch a n ge market

a n d ,i f n ece s s a ry, would recom m end the inclu s i on of

the non - exch a n ge market in the ri s k - ad ju s tm ent cal-

c u l a ti on s . An altern a tive soluti on could be to pro-

vi de stop-loss pro tecti on for em p l oyers functi on i n g

as exch a n ges that had very high - cost em p l oyee s .

No te that for these purpo s e s , a ll em p l oyers that

qualify as insurance exchanges would be included in

the ri s k - ad ju s tm ent calculati ons and prem iu m

redistribution.

Critical to this proposal is an ongoing quality measurement 

and public reporting program, including risk-adjusted 

outcome studies and comparison of actual care patterns 

with recommended guidelines. 



Oversight of Insurance Exchanges: The
Insurance Exchange Commission 

The federal In su ra n ce Exch a n ge Com m i s s i on (IEC)

wi ll be cre a ted to overs ee the propo s ed new su b s i d i e s

and the insurance exchanges eligible to benefit from

t h em . Its broad mission is to help the market provi de

access to high - qu a l i ty health care ; h owever, its pow-

ers for ach i eving this goal would be rel a tively narrow

and tailored to en su ring that insu ra n ce exch a n ge s

and the com peti ti on they fo s ter functi on ef fectively

and with minimal interven ti on . The IEC would be

an independent agency structured like the Securities

and Exch a n ge Com m i s s i on . An appoi n ted boa rd of

d i rectors , whose mem bers would be sel ected for

t h eir profe s s i onal qu a l i f i c a ti on s , would serve for

f i xed , s t a ggered five - year term s . Boa rd mem bers

would be appoi n ted by the Pre s i den t , with the advi ce

and consent of the Senate.

A Steering Com m i t tee , m ade up of i n d ivi du a l s

with ex peri en ce and ex pertise in health care financ-

ing and or ga n i z a ti on , would direct the IEC’s activi-

ti e s . In ad d i ti on , the IEC would opera te four stand-

ing com m i t tee s : () Covera ge , () Ri s k - Ad ju s tm en t ,

() In su ra n ce Exch a n ge Opera ti ons and Com p l i-

a n ce , and () Quality Me a su rem ent and Im prove-

m en t . Com m i t tee mem bership would inclu de indi-

vi duals from the payer and provi der com mu n i ti e s ,

i n du s try (including ph a rm aceutical and devi ce

manufacturers), consumers,and health care experts.

Some of the IEC’s responsibilities could be contract-

ed out to other agen c i e s , su ch as the Agency for

He a l t h c a re Re s e a rch and Quality (AHRQ ) , or pri-

va te - s ector or ga n i z a ti on s , su ch as the Na ti onal Com-

m i t tee for Quality As su ra n ce (NCQA ) . Com m i t tee

m em bers would meet usual con f l i ct - of - i n terest stan-

dards for senior government officials.

Among the main functions of the IEC would be

d i s tri buting tax credit paym ents tow a rd prem iu m s

to insu ra n ce exch a n ges and distri buting def a u l t

plan payments to states.By assigning these responsi-

bilities to the IEC,our proposal minimizes new bur-

dens for the IRS.

The four standing committees of the IEC,

shown in the chart above, would have the following

responsibilities.

The Covera ge Co m m i t tee would issue recom-

m en d a ti ons and set minimum standards for ben e-

fits covered by health plans offered through certified

i n su ra n ce exch a n ge s . The minimum standards wi ll

be designed to ensure that par ticipating plans cover

m edical goods and servi ces that are known to be

ef fective and that are provi ded at re a s on a ble co s t ,

but they also will be sufficiently general and flexible

IEC Steering
Committee

Coverage
Committee

Risk-Adjustment
Committee

Insurance Exchange
Operations and

Compliance
Committee

Quality Management
and Improvement

Committee
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to all ow plans to cre a te a wi de ra n ge of covera ge

options.

The Ri s k - Ad j u s tm ent Co m m i t tee would be

re s pon s i ble for devel oping and implem en ting new

a pproaches to risk ad ju s tm en t . Th ey would be

ex pected to draw on a wi de ra n ge of ex pertise and

con sult broadly in devel oping and te s ting new met h-

od s . Al t h o u gh risk ad ju s tm ent wi ll be limited to sim-

ple age ad ju s tm ent initi a lly, the Ri s k - Ad ju s tm en t

Committee will review existing and developing risk-

ad ju s tm ent met h ods on an on going basis, test su ch

m et h od s , and implem ent the best on e s , b a s ed on

their feasibility and their ability to overcome adverse

selection within and among insurance exchanges.

The In su ra n ce Exch a n ge Opera tions and Co m pl i-

a n ce Co m m i t tee would en co u ra ge devel opm ent of

i n su ra n ce exch a n ge s , and would devel op and

ad m i n i s ter incen tives to cre a te and con ti nue the

exchanges. It also would establish and enforce mini-

mum standards for the form a ti on and opera ti on of

i n su ra n ce exch a n ges to en su re that they serve the

i n terests of m em bers . The new federal minimu m

s t a n d a rds would rep l ace state laws for plans of fered

by insurance exchanges.

This com m i t tee would certify priva te insu ra n ce

exch a n ges as el i gi ble to receive su b s i d i e s . Ba s ed on

proposals from affected state s , it also would be

responsible for ensuring the development of at least

one insu ra n ce exch a n ge to cover every geogra ph i c

regi on in the co u n try. In ad d i ti on , it would make

sure that residents of regions that failed to establish

exchanges within three years would be able to enroll

in health care plans through USIX.

The com m i t tee also would be re s pon s i ble for

m on i toring market con cen tra ti on and detecti n g

a buses of ei t h er mon opo ly or mon op s ony power

that an insu ra n ce exch a n ge might devel op. The com-

m i t tee also would have the abi l i ty to obtain pri ce

i n form a ti on from the exch a n ges to detect evi den ce

of a buse of m on op s ony power, su ch as con tract

pri ces with plans that fall well bel ow the pri ces paid

to plans in other market s . The com m i t tee wo u l d

m on i tor exch a n ges for abuses by spon s ors who also

of fer insu ra n ce thro u gh their exch a n ge . It wo u l d

provide information on such questionable competi-

tive conditions to the Department of Justice and the

Federal Trade Com m i s s i on . To date , gro u p - p u rch a s-

ing arra n gem ents and similar en ti ties have not

acco u n ted for a large share of i n su red lives in any

geogra phic are a , so con cern abo ut market power is

b a s ed on the po ten tial growth of the exch a n ge s ,

rather than on current problems.

We would not prohibit insurers from sponsoring

an insu ra n ce exch a n ge , n or would we pro h i bi t

exch a n ges from becoming insu rers them s elve s .

However, the IEC would mon i tor exch a n ge spon-

s orship and report con cern abo ut abuses to the

Dep a rtm ent of Ju s ti ce and the Federal Trade

Com m i s s i on , and could establish firew a lls aga i n s t

anti-competitive practices if necessary.

The Q u a l i ty Me a su rem ent and Im provem en t

Co m m i t tee would establish minimum qu a l i ty meas-

u rem ent and reporting standards for health plans

p a rti c i p a ting in insu ra n ce exch a n ges and for those

acting as default plans. Health plans would report

quality data directly to the IEC. Insurance exchanges

also might be requ i red to report some measu res of

qu a l i ty, for ex a m p l e , d i s en ro ll m en t , com p l a i n t ,a n d

s a ti s f acti on ra te s . The IEC would en su re that su ch

data could not be used to com promise indivi du a l

patient confidentiality and would provide these data

for use by govern m ent agen c i e s , con su m er gro u p s ,

con su l t a n t s , ben efit managers , and others in eva lu a t-

ing the qu a l i ty of i n su ra n ce produ cts and exch a n ge s .

The com m i t tee s’ opera ting bu d get would be

determ i n ed and appropri a ted by Con gre s s . S t a f f i n g

for the IEC would inclu de the IEC director and

s even mem bers of the steering com m i t tee , f u ll - ti m e

ch a i rs for the four standing com m i t tee s , and full -

time staff su pporting the steering com m i t tee and

e ach of the standing com m i t tee s . The bu d get also

would inclu de funds for opera ti on s , an annual bu d g-

et for devel opm ent activi ti e s , and incen tive funds for

exchanges. The operating budget,as shown below, is

approximately  million annually.

Financing the Proposal 

Costs of the proposal include the new tax credits for

l ow- and middl e - i n come Am eri c a n s , ad d i ti on a l

payments to the IRS to administer the tax aspects of

the plan (with assistance from the IEC), l i m i ted



start-up costs for USIX,and an operating budget for

the IEC. These costs will be financed by:

• capping the current unlimited exclu s i on of

employer-paid health insurance;

• savi n gs over time thro u gh beh avi oral ef fect s

a m ong con su m ers and health plans because of

i n c re a s ed co s t - consciousness and improved va lu e -

based competition among health plans; and

• general revenues.

Fit within Existing System and Transition
from Present to Future

This propo s ed plan for near- u n iversal health insu r-

a n ce relies pri m a ri ly on ex i s ting insti tuti on s , a n d

pre s erves the best fe a tu res of the ex i s ting health

i n su ra n ce sys tem while closing gaps in covera ge .O u r

proposal retains the em p l oyer- b a s ed sys tem and the

option for all those eligible for low-income state and

federal health care programs to con ti nue in them if

t h ey so de s i re . Our propo s ed default plan wo u l d

i m prove su pport for “s a fety net” provi ders and pro-

vi de new incen tives for preven tive servi ces that

m i ght help lower their co s t s . This proposal also

builds on what we know works best tod ay and is

most accept a ble to the Am erican publ i c , that is,

l a r ge-scale gro u p - p u rchasing arra n gem ents su ch as

FEHBP and Ca l PE R S , and indepen dent agen c i e s

with limited aut h ori ty to help com peti ti on work well

in com p l ex indu s tri e s , su ch as the SEC. Com peti ti on

a m ong priva te health plans and among priva te

i n su ra n ce exch a n ges with minimal federal overs i gh t

fits Am erican va lues be s t .E con omic theory also su g-

gests that this is the most ef fective way to ex p a n d

ch oi ce ,l ower pri ce s , and improve qu a l i ty of c a re and

s ervi ce . Wh ere su ch arra n gem ents fail to devel op,

our proposal of fers USIX as a backup program that

also would create competition and choice.

Wh ere we recom m end a significant dep a rtu re

from the current system, we propose a gradual tran-

s i ti on . In parti c u l a r, we recom m end a  - year tra n-

s i ti on peri od to ad just the tax exclu s i on of h e a l t h

i n su ra n ce prem iums fully. We also recom m end a

minimum of three years for development of private

i n su ra n ce exch a n ges before introducing USIX in a

market.

Political Feasibility

Oppo s i ti on to su ch a plan is likely to em er ge from

these major features:

. The cost of the plan is su b s t a n ti a l ; the bulk of

its costs come from the tax credits used to su b s i d i ze

i n su ra n ce covera ge . Fu rt h erm ore , s ome oppon en t s

would claim that a tax credit mechanism like the on e

propo s ed here is “ i n ef f i c i en t” because it provi de s

n ew subsidies for many low- and middl e - i n com e

families that are curren t ly purchasing priva te health

i n su ra n ce . The claim of i n ef f i c i ency is easily misu n-

ders tood , and applies on ly in the narrow sense of

govern m ent ex pen d i tu res for health insu ra n ce . Th e

s ys tem of tax credits propo s ed here gives tax cred i t s

to low- and middl e - i n come indivi du a l s , rega rdless of

wh et h er they alre ady have insu ra n ce indivi du a lly or

t h ro u gh their em p l oyer, as long as the em p l oyer is

certi f i ed as an insu ra n ce exch a n ge . Even non - el i gi bl e

ANNUAL BUDGET* OF THE INSURANCE

EXCHANGE COMMISSION 

Staffing (s)

Steering Committee
Director and  members
Salary + full benefits ,

Senior (professional) staff () ,

Standing Committees
Average . FTE per committee member
Director and  members of each ,

committee
Senior (professional) staff ,

( for each committee)
Administrative staff ( total) ,

Office expenses ,

Travel , 

Risk-adjustment development , 

Quality measurement and improvement , 

Exchange Incentives Fund* ,

 ,

*Initial-year budget; will be reduced in subsequent years.



em p l oyers may en co u ra ge low- and middl e - i n com e

individuals to seek coverage outside the firm to avail

t h em s elves of the tax cred i t . The purpose of givi n g

tax credits to all low- and middl e - i n come indivi du-

als is to com pen s a te those low- and middl e - i n com e

i n d ivi duals and families who purchase insu ra n ce (or

obtain it thro u gh an em p l oyer ) , giving up ei t h er pre-

mium payments or wages to do so. Offering the sub-

sidy only to those who lack insurance is,in our view,

s h ort - s i gh ted and inappropri a te po l i c y, s i n ce it

s tron gly en co u ra ges em p l oyers to drop covera ge ,

t hus “c rowding out” priva te insu ra n ce and distorti n g

i n cen tive s . Moreover, it is unfair to the many families

that con ti nue to stru ggle to make their mon t h ly

health insu ra n ce prem iu m s . Funds spent on low -

and middl e - i n come indivi duals under this plan are

tra n s fer paym en t s , and they provi de social ben ef i t s

even if the low - i n come indivi duals would have pur-

ch a s ed insu ra n ce in the absen ce of the su b s i dy. Th e

cost per additional insured individual may be higher

than under plans that crowd out priva te insu ra n ce ,

but the ad ded costs repre s ent soc i a lly de s i ra bl e

transfer payments (like the EITC) rather than waste.

This tax redu cti on also would ach i eve a secon d

goal—i m proving health insu ra n ce covera ge wh i l e

reducing incen tives to swi tch to even more heavi ly

su b s i d i zed govern m ent plans. E du c a ting the publ i c

and policy makers abo ut the re a s ons for the co s t s

and the advantages of the plan will be challenging.

. The plan limits the tax exclu s i on for health

insurance expenditures. The current tax exclusion is

pop u l a r, and parti c u l a rly ben efits high - i n com e

i n d ivi duals and families who purchase high - co s t

p l a n s . Su ch people wi ll not favor the cap on the

exclusion, which reduces the overall cost of the plan.

We believe that the gradual phase-in of the cap, and

pegging the cap to the cost of a reasonably represen-

tative and generous private health plan, will help to

overcome objections to it.

. The plan cre a tes an indepen dent federa l

agency to oversee health insurance. Some critics will

object to creation of the IEC, claiming that it will be

a n o t h er federal bu re a u c racy that imposes undu e

burdens on employers,health plans,and health care

provi ders and provi des poor servi ce to the publ i c .

Some also may object to what they perceive to be the

I E C ’s com p l ex i ty. However, the IEC’s aut h ori ty is

limited to a small set of specifically designated pow-

ers , and its main functi ons are to assist in imple-

m en ting the tax credits and devel oping bet ter data

on risk ad ju s tm ent and health plan qu a l i ty. In set-

ting minimum standards for use of the tax cred i t s ,

the IEC wi ll play a rel a tively hands-of f ro l e , s et ti n g

standards more like those used by the FEHBP, rather

t h a n , for ex a m p l e , the very det a i l ed recom m en d a-

ti ons of Pre s i dent Cl i n ton’s    health care task

force. At the same time, by extending the ERISA pre-

emption to insurance exchanges and plans that will

s erve many small em p l oyers and indivi du a l s , we

remove an inequitable set of regulatory burdens that

currently face small employers and individuals seek-

ing coverage.

. The plan wi ll not provi de covera ge for every

s i n gle Am eri c a n . Al t h o u gh our goal is univers a l

health insu ra n ce covera ge , this plan does not con-

tain a mandate to cover every American. Thus,those

who seek immed i a te universal covera ge wi ll obj ect

that this plan falls short . We bel i eve that plans that

propose    percent covera ge typ i c a lly do not

ach i eve access for all indivi du a l s , and that attem pt s

to do so requ i re some com bi n a ti on of h i gh co s t s ,

restrictions on choice of plans or providers, limited

coverage, and a constrained role for the private sec-

tor. We also bel i eve that our proposal to of fer new

funding to states to provi de “b a s i c” and preven tive

care to individuals who do not choose to enroll in a

su b s i d i zed plan (and so may be less likely to use

health care until they re a lly need it) wi ll improve

their access to care, as well. We believe that the polit-

ical obj ecti ons to a plan that would come cl o s er to

i m m ed i a te universal covera ge would be far gre a ter

than to our plan.

. Groups that favor either a single-payer system

or another form of com preh en s ive govern m en t

i n terven ti on in health care wi ll oppose the heav y

rel i a n ce on ex i s ting priva te insti tuti on s . Some of

t h em wi ll argue that ad m i n i s tra tive costs wi ll be

l ower with a govern m en t - run plan, and that equ i ty

in access to health care wi ll be put at risk by a plan

that promotes choice among private health insurers.

We believe that many of those groups, however, will

s ee the appeal of our plan, wh i ch ach i eves mu ch



broader health insu ra n ce covera ge , de s p i te thei r

objections to specific features,and that this propos-

al wi ll en j oy far broader po l i tical su pport than the

alternatives they favor.

. The plan wi ll ch a n ge the mechanism thro u gh

wh i ch safety net provi ders receive paym en t . Un der

this propo s a l ,s a fety net provi ders would receive pay-

m ents for care for the uninsu red by parti c i p a ting in

default plans. In ad d i ti on , to receive paym en t s ,s t a te s

wi ll be requ i red to meet minimum requ i rem ents and

wi ll have financial incen tives to con du ct outre ach to

f ac i l i t a te en ro ll m ent of u n a f f i l i a ted indivi duals in

priva te plans. The paym ents out l i n ed are more gen-

erous than safety net provi ders receive tod ay, a n d

t h ey prom o te high - qu a l i ty care and ex p a n ded cover-

a ge . However, m a ny safety net provi ders like the cur-

rent sys tem and may resist ch a n ge .

Overall, the plan represents little threat to exist-

ing interests and little change in familiar institutions

and stru ctu re s . Its key fe a tu re s — pre s erva ti on of

priva te health insu ra n ce , ex p a n s i on of ch oi ces and

f l ex i bi l i ty, use of t a r geted tax cred i t s , i m provem en t

of markets for individual insurance, and protection

of s a fety net provi ders like public hospitals—are

also features of plans that already have demonstrat-

ed bi p a rtisan su pport . L i ke those plans, it does not

attempt to solve every problem in the current health

insurance system. Because our proposal represents a

fine balance between the achievable and the ideal, it

has the potential to attract broad political support.

Quality, Cost, and Efficiency

Critical to this proposal is an ongoing quality meas-

u rem ent and public reporting progra m , i n clu d i n g

ri s k - ad ju s ted outcome studies and com p a ri s on of

actual care patterns with recom m en ded guidel i n e s .

Much of this effort would be conducted or promot-

ed by the IEC, which would set standards for infor-

mation collection and dissemination. It would build

on ex i s ting best practi ces in qu a l i ty measu rem en t ,

whether public- (for example, Medicare) or private-

s ector (for ex a m p l e , the Con su m er As s e s s m ents of

Health Plans Stu dy [CAHPS] and the Fo u n d a ti on

for Acco u n t a bi l i ty [FAC C T ] ) , and would spon s or

devel opm ent of n ew measu re s . It also wo u l d

en co u ra ge standard i z a ti on of data co ll ecti on ac ro s s

exch a n ges and other public or priva te purch a s ers .

These ef forts would help plans and provi ders to

devel op improved measu res of processes and out-

comes of c a re by plans and provi ders . F i n a lly, t h e

IEC would devel op and en force standards for data

security and confidentiality.

Also critical to this proposal is effective cost con-

t a i n m en t , requ i ring con d i ti ons in wh i ch all

Am ericans have a pers onal re a s on to care abo ut

health care costs, support serious cost-containment

ef fort s , and econ om i ze . This is part ly a matter of

cultural attitudes, but it is also a function of the eco-

nomic structure of health plan choice. Our strategy

for containing costs and increasing va lue rests on

com peti ti on among health care or ga n i z a ti ons to

serve price-sensitive consumers.

Recognizing wi de va ri a ti ons in qu a l i ty and econ-

omy of health care del ivery sys tem s , the propo s ed

econ omic stru ctu re of health plan ch oi ce wo u l d

en co u ra ge gre a ter cost con s c i o u s n e s s , and the pro-

po s ed qu a l i ty measu rem ent program would incre a s e

con su m ers’ con f i den ce in their ch oi ce s . We anti c i-

p a te that inform ed and co s t - conscious con su m ers

wi ll migra te , gradu a lly and vo lu n t a ri ly, to model s

that of fer the gre a test va lu e , as they have done in

exchange models such as FEHBP and CalPERS.

Equity

Use of the tax credit to su b s i d i ze low - i n come indi-

vi duals and families prom o tes equ i ty by direct

i n come tra n s fer. Q u a l i f i c a ti on for the tax credit is

broad,and it is available to low- and middle-income

i n d ivi duals who are not en ro ll ed in Med i c a re ,

Med i c a i d , or S-CHIP. In d ivi duals with qu a l i f yi n g

income who are now adequately insured,along with

those who are uninsu red or underi n su red , wo u l d

qualify for the tax cred i t s . In ad d i ti on , the middl e -

i n come indivi duals who would purchase insu ra n ce

if they could do so at costs similar to those available

to groups would now be able to obtain insurance at

m ore favora ble ra tes via the insu ra n ce exch a n ge .

Making the tax exclu s i on for health insu ra n ce uni-

versal wi ll lower the after-tax cost to those lower-

i n come indivi duals who curren t ly must pay health



insurance premiums with after-tax dollars. The cap

on the tax exclu s i on wi ll affect pri m a ri ly high -

i n come indivi duals who purchase very gen ero u s

health insurance policies.

An additional protection for at-risk populations,

most of which are lower-income,is explicit designa-

tion of the default plan. We believe that most default

plans will provide access to county and other public

h o s p i t a l s , wh i ch wi ll then have a rel i a ble source of

revenue that can be used to su b s i d i ze the costs of

u n com pen s a ted care . Su ch insti tuti ons ro uti n ely

provi de care to indivi duals who are uninsu red and

unable to pay for medical services,and undoubtedly

h ave miti ga ted the adverse con s equ en ces of l ack of

i n su ra n ce . The con ti nu ed vi a bi l i ty of su ch insti tu-

ti ons is cri tical unless and until it is po s s i ble to

en su re that all Am ericans can receive care at other

institutions.

An ad d i ti onal source of equ i ty con cerns is the

treatment of persons with chronic illnesses and oth-

ers who are ex pected to have disproporti on a tely

h i gh health ex pen s e s . Ma ny su ch indivi duals now

face exceedingly high health insurance premiums or

m ay not be able to purchase insu ra n ce at all . Th e

propo s ed sys tem em ph a s i zes devel opm ent of ri s k -

ad ju s tm ent mechanisms for health insu ra n ce pre-

miums that would make community rating feasible

and thus en a ble su ch high - risk indivi duals to pur-

chase insu ra n ce at the same ra tes as other peop l e .

Overall,the proposed plan provides substantial pro-

tections to those who are unable to obtain insurance

at reasonable rates, either because their incomes are

too low or their expected medical costs are too high.
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Sara J. Singer, Alan M. Garber, and Alain C. Enthoven have designed a compre-

hensive, new approach for expanding access to health insurance. The proposal 

is built on the following key elements:

       near-universal coverage by making private 

plans more affordable and helping low- and middle-income people buy

coverage. This would be accomplished though tax credits and by creating

“insurance exchanges” that would provide health insurance choices and

promote competition among health plans.

         by public or private entities

or employers (for their own employees). Exchanges would offer individuals

a choice of at least two health plans in every geographic region at commu-

nity-rated premiums. The “U.S. Insurance Exchange” would be established

to serve individuals and companies with fewer than  employees in areas

where private exchanges do not emerge. Coverage purchased through

exchanges would be exempt from state small-group reform laws and 

insurance mandates.

 -  -  who purchase insurance through 

an exchange would receive refundable tax credits valued at  percent of

the median-cost plan. The credits would apply only for coverage purchased

through the exchanges. Eligible low-income individuals who did not enroll

in a health plan would be automatically enrolled in a federally funded

default plan organized by the state. Other individuals would continue to

exclude from taxable income their individual or employer-paid health

insurance contributions, but a phased-in cap would limit this exclusion.

  “          ” would be created. It would be

similar to the Securities and Exchange Commission—having authority to

distribute tax credits and default payments, accredit insurance exchanges,

risk-adjust premiums across insurance exchanges, and serve as an infor-

mation clearinghouse for consumers.

Singer, Garber, and Enthoven Proposal

Key Elements
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