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In recent years we’ve seen health insurance costs continue to increase, while the commercial 
health insurance options available to consumers have shrunken. More health plans are 
adopting narrow provider networks and closed drug formularies as a way to hold down 
costs, while aspects of the health plan market have become less competitive on the whole. 
 
The elephant in the room is how much the Affordable Care Act is to blame for these trends. 
The truth is that prior to implementation of the ACA, American healthcare was hardly a low 
cost, high-quality, free market utopia. So however one decides to parse blame for our current 
challenges -- and I have admittedly been a critic of the ACA since its inception -- my goal 
today is not to revisit that legislation’s pros or cons. Instead I want to briefly consider some 
of the current trends that we are observing, and offer market based reforms that I believe are 
universal. They could make the market for coverage more competitive and affordable, 
whether the ACA remains in force, or we adopt a different framework for healthcare reform. 
 
Toward these ends, today I want to do two things. First, I want to make some brief 
observations about trends in the insurance market that are occurring both inside and outside 
the exchanges. These are developments that I believe impede the common goals we seek of 
fostering a market of high quality and more affordable coverage options. Second, I want to 
offer some ideas for reforms that I believe can help reverse some of these trends, and make 
the market for health insurance more robust, competitive, and high value. 
 
The Current Market 
 
Looking at today’s market, we’re seeing a number of simultaneous trends that I believe are 
inconsistent with the outcome that we collectively seek. These relate to the breadth and 
quality of coverage, the cost of healthcare services, and the increasingly narrow economic 
demographic of consumers who are able to affordably access the existing market.  
 
First, it’s now widely recognized that health plans are narrowing provider networksi ii and 
drug formularies as a way to reduce the cost of their benefits.iii Insurers are faced with an 
increasing number of mandated costs and more limited tools to price and manage their 
actuarial risk. So the principal tools they retain as a means to reduce costs is to lower the cost 
of the underlying benefit. While the narrowing provider networks are well documented, 
there’s been far less attention paid to the narrowing of coverage for drugs. By my analysis, 
almost all of the silver plans have adopted closed formularies.iv Many of these closed 
formularies are coupled to narrow formulary lists. The combination of these two approaches 
means consumers are increasingly responsible for the full cost of a rising number of drugs, 
and this consumer spending doesn’t count against deductibles or out of pocket limits. 
 
At the same time, the cost of medical care continues to rise at a faster rate than overall 
inflation. I know a lot of the focus on rising healthcare costs has turned on the price of 
technology, especially drugs. But the fact is that the real price of drugs, after discounts are 
applied, is growing, but not at a historically rapid pace.v A much bigger factor in rising drug 
spending overall is not prices, but population-related factors. More people are taking more 
medicines, especially higher-cost specialty medicines, and in large part, because today’s 
medicines are delivering much more benefit than older drugs, and replacing other healthcare 
inputs. According to a recent analysis conducted by the Assistant Secretary for Planning and 



	
   3	
  

Evaluation, population growth account for 10% of the increase drug spending between 2010 
and 2014. Increased number of prescriptions being written per patient accounted for 30% of 
this growth. In other words, fully 40% of the increased spending was related to population 
factors.vi Other analysis, for example from Caremark CVSvii, has found similar results. 
 
Why is this relevant to our discussion today? Because on the issue of healthcare costs, I 
would submit to you that an equal if not greater concern should be the consolidation that’s 
underway on the provider side of the market, where local institutions are monopolizing local 
healthcare providers. This is leaving the delivery side of the market less competitive, in ways 
that could ultimately limit patient choice and plan innovation. In some instances, deliberate 
policy steps – some taken by this body -- have encouraged, or at least enabled, this 
consolidation, often as a vehicle for trying to achieve other goals. The consolidation raises 
two immediate concerns related to healthcare costs. First, there’s a direct concern that as 
local institutions monopolize the local provision of care, they’re able to subvert market 
based pricing of services and force payers to absorb above market rate increases.viii ix The 
Federal Trade Commission repeatedly expressed misgivings around these possibilities.x xi xii  
 
A lot of the data on these outcomes is backward looking. It may understate the scope of the 
consolidation, which has accelerated in the last few years. A 2012 survey by American 
Hospital Association showed that between 2000 and 2010, hospital employment of 
physicians increased by 32%. As of 2012, the majority of physicians were employees instead 
of owners, according to a survey conducted by the American Medical Association. Nearly 
58% of family physicians and 50% of internists identified themselves as employees.xiii Similar 
trends are observed with certain medical specialties, especially cardiology and oncology, 
where we have seen accelerating consolidation and hospital ownership of medical services. 
Across these specialties, there’s convincing data on the impact consolidation has on costs.xiv 
 
The second concern relates to the efficiency of medical care. There’s evidence to show that 
healthcare productivity often declines as providers enter these arrangements where they 
become employees, typically of large hospital systems.xv If we believe that the only way to 
solve our long term fiscal challenges as they relate to healthcare is to get more and better 
healthcare for every dollar of GDP that we spend on it, the last thing we should contemplate 
are policies that will lead to a deliberate reduction in the productivity of healthcare delivery.  
 
There’s no reason to assume that the opportunities that many believe are offered by 
consolidation, whether it’s a view that there will be better integration of care or more rapid 
adoption of healthcare IT, will offset these productivity declines. On the contrary, there’s 
evidence that economic integration between providers and hospitals does not automatically 
lead to functioning clinical integration. Even after combinations, a lack of alignment between 
physicians and hospitals can threaten the success of these models.xvi Moreover, I believe that 
many of the sought after goals -- for better integration of care -- could be achieved through a 
multitude of new arrangements, and not solely by consolidating doctors around hospitals. 
 
Pricing More People Into The Market 
 
The third issue relates to the economic accessibility of coverage purchased outside of 
employer relationships. It’s generally agreed that the state-based exchanges were intended to 
fully replace the individual market and most of the small group market that existed prior to 
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the implementation of the ACA. But the data on enrollment suggests that the exchanges are 
increasingly accessible to a narrowing income demographic. In one part, this is as a result of 
the rising premium and out-of-pocket costs and in other parts, the way existing subsidies are 
structured to help offset those costs. As premiums rise, and as more plans adopt very high 
deductibles and cost sharing as a way to offset mandates and a risk pool that’s increasingly 
costlier than that was anticipated, the benefit itself is becoming less economically accessible 
to all but those who fall inside a narrowing income range. Typically, it’s where special cost 
sharing subsidies attach.xvii xviii xix These are individuals who earn less than 250% of the 
Federal Poverty Level, but don’t qualify for Medicaid. Because of the way the cost sharing 
subsidies are structured, the zone of affordability may increasingly fall below 200% of FPL. 
 
It’s my belief that the continuing rise in premium costs, coupled to the narrowing of 
coverage and the rising cost sharing, are combining to gradually confine the opportunity to 
purchase coverage to those who qualify for these cost sharing subsidies. As a consequence, 
rising portions of the overall pool of people enrolling in the exchanges are those who fall in 
this income demographic. The end result, if these trends continue, will be a program that is 
largely an income-based program. To the extent that the ACA intentionally supplanted the 
individual and small group markets, and largely foreclosed the opportunity to buy other 
kinds of coverage outside of the new exchanges, if the opportunity to enter the exchanges 
becomes one that is increasingly narrowed to a very specific income range, it could leave 
other middle and working class consumers strained to afford coverage outside of ESI.  
 
I am sure that none of these trends are what the law’s architects intended. I believe there are 
ways to structure insurance market reforms that would enable more access to a wider choice 
of lower cost and high value insurance options, whether it’s under the structure of the ACA 
or under a new model of healthcare reform that creates different pooling mechanisms. 
 
More Rating and Regulatory Flexibility When it comes to Insurance Products, to 
Enable More Competition Between More Innovative Insurance Plan Designs 
 
I believe that regulatory standards – and how the Centers for Medicare and Medicaid 
Services is interpreting its own rules – limit the ability of plans to offer innovative designs. 
This gets to a universal policy issue that’s not particular to the ACA. It’s something that I 
believe we should consider within any policy context that aims to reform the insurance 
marketplace to enable a wider selection of affordable, high value options for consumers.  
 
Because health plans must adhere to a narrow formula in order to fall within the discrete 
metal tiers stipulated by current law, it limits the ability to offer novel plan designs that may 
fall outside of these narrow boundaries. In other words, insurers must back their plan 
designs into the discrete actuarial levels stipulated by law. This leads to an environment 
where plans are designed from the top down, off actuarial targets, rather than based on a 
bottom up approach to build off principles that may lead to more innovation in coverage.  
 
I know that the metal tiers and the actuarial values that they represent were meant as a way 
to simplify the selection of coverage for consumers. And I know there’s been some 
discussion of adopting a new, lower actuarial tier as a way to provide a more affordable 
option for younger consumers. Instead, I believe that a viable market that encourages 
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innovation should enable more rating and regulatory flexibility when it comes to health 
plans, to enable more competition between different approaches to designing health plans. 
 
To these ends, insurers can be required to simply report the actuarial value of their plans, so 
long as they meet a minimum level of coverage. Instead of making decisions based on rigid 
targets that are tied to metals, consumers can make choices based on the actual actuarial 
value of the plan. We should solicit objective research to find ways to express these variables 
in ways that will reduce confusion and leave consumers more, not less informed. 
 
I trust consumers could be properly educated on the meaningfulness of the actuarial targets 
and incorporate these variables into their selection process. The metals were meant to 
simplify these considerations. But in our effort to streamline choices, we also limited them. 
Tools that allow consumers to estimate how the actuarial value of a plan correlates with 
practical descriptions of the scope of coverage they’ll have for different scenarios have 
become much more sophisticated. This includes modules already incorporated into the 
healthcare.gov website. These kinds of tools can help consumers understand the relative 
value of different actuarial targets, and make comparisons between different actuarial levels. 
 
I believe allowing for more regulatory flexibility around rating and plan design would enable 
a wider selection of higher value options such as value-based insurance designs, or designs 
that reduce premium and other costs for consumers that stay with an insurer over time. This 
can enable health plans to invest in care and build the kind of informational relationship that 
can lead to better targeting of services. This concept of a vanishing premium would not be 
able to fit under the existing rating approach, and would be viewed as discriminatory under 
the current rules. These are just some of the examples where regulatory flexibility enables 
more innovation. Instead, CMS appears to be moving forward a standardized benefit design 
that’s optional now, but some fear could become mandatory at a future date.xx xxi In other 
words, CMS seems to be moving in the opposite direction, requiring more uniformity 
between different plan options, and reducing the opportunity to create more genuine choice. 
 
Clear Rules on Open Enrollment Periods to Enable a Viable Risk Pool, While Using 
Incentives Rather than Mandates to Get and Keep People in the Insurance Market 
 
I know CMS has taken steps in recent months to tighten rules around when consumers must 
enroll in coverage and close exemptions that let many people enroll “off cycle”.xxii Clear 
enrollment periods, with reasonable penalties for those who pursue coverage outside these 
windows (coupled to effective verification for those who request a special enrollment 
period) are an essential part of a well functioning risk pool. We need to maintain some 
exemptions for people who confront some discrete challenges obtaining coverage during 
open enrollment periods. But carefully defined enrollment windows can also form a key 
element of rules that use incentives to encourage people to enter the insurance market, and 
stay continuously insured, rather than relying on penalties to enable these same outcomes.  
 
As I outlined with colleagues in a report published through the American Enterprise 
Institute, as part of a comprehensive proposal to reform American healthcare, I believe that 
protections for people with preexisting conditions could therefore involve rewarding 
continuous coverage rather than punishing lack of insurance. As we noted, one way to do 
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this is for the federal government to extend the reach of a long-standing provision of law to 
ensure that people with preexisting conditions have access to coverage wherever they seek it.  
 
Under this approach, people who maintain continuous insurance coverage (under our plan, 
measured as three or fewer months without coverage over the preceding three-year period) 
would be guaranteed access to coverage and protected against higher premiums because of a 
preexisting condition. Under such an approach, insurers would also be prevented from 
charging higher premiums to customers with continuous coverage who subsequently 
develop serious health conditions and from imposing coverage restrictions tied to changes in 
a person’s health status. In other words, people couldn’t be dropped from coverage or re-
rated, so long as they met the requirement for maintaining continuous coverage. Some 
consumers would need to receive help to maintain coverage, especially through hardships 
that might impact their ability to meet premium costs. People would also need to receive 
waivers from the continuous coverage requirements if they hit certain definable hardships. 
 
The requirement for continuous coverage, as a way to avoid restrictions on the coverage of 
preexisting conditions, serves as a powerful incentive for people to obtain and maintain 
coverage. It can form the basis of an effective alternative to using penalties to force people 
to purchase insurance. Such an approach should be coupled to some mechanism to help 
offset the cost of those with significant preexisting conditions who haven’t already secured 
continuous coverage, to help them get into the market and maintain that coverage.xxiii 
 
Right now, the lack of tightly defined enrollment periods, verification requirementsxxiv, and 
fluid exemptions, largely forecloses the ability to use a requirement for continuous coverage 
as a way to create incentives for people to get into, and stay in, the insurance market. I 
believe that some of our current cost challenges show the shortcomings that come from not 
having defined enrollment periods as a way to also help maintain a stable risk pool.  
 
One recent analysis, undertaken to evaluate the impact that special enrollment periods have 
on the non-group market, confirmed that these constructs serve to skew the overall risk 
pool, ultimately leading to a higher cost, and a less stable market. In the analysis, which 
evaluated data from the 2014 insurance enrollment season, claim costs for individuals that 
enrolled in SEPs were 10% higher than those that enrolled during the standard open 
enrollment period, and per-month per-member (PMPM) claim costs for SEP enrollees were 
24% higher on average during the first three months of enrollment than for OEP enrollees.  
 
In the same analysis, in 2015, the difference in PMPM claim costs increased to 41% for the 
first three months of enrollment. Moreover, SEP enrollees were found to be 40% more 
likely, on average, to lapse coverage than those that enroll during the OEP. The scope of the 
SEPs in the current exchanges (over 30 unique occurrences) far exceeds what’s available 
under ESI, Medicare,xxv and presumably what’s required to address special circumstances.xxvi  
 
Subsidies for Risk, not only Need, Including Risk Adjustment that Provides Plans 
with Incentives to Enroll and Improve Health of People with Serious Conditions 
 
Any plan to enable more universal access to basic health coverage will have some people 
who are priced out of the market because they simply don’t earn enough to afford qualified 
health coverage. For these individuals, there must be some mechanism to provide a subsidy 
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that can help them get into, and stay in, the insurance market. In the plan that I helped co-
author that was released by the American Enterprise Institute, my colleagues and I advocate 
a system of tax credits. These are set initially as fixed-dollar amounts based on age. Under 
our framework, older individuals would get larger subsidies, reflecting their tendency to use 
more health services. These subsidies would be sufficiently generous to ensure that people 
can afford, at a minimum, a basic health plan that provides insurance against serious illness. 
 
Another option is to match the magnitude of the tax credits more closely to the varying 
costs of care and insurance costs that real purchasers will face in a less-regulated market. 
This second option would make the tax credit amounts more open-ended initially and 
responsive to premiums that may vary by age, geography, and perhaps some form of pre-
existing risk (through a risk adjustment mechanism). We outline this approach in the plan 
that we released through AEI. Structuring the tax credits as a uniform fixed percentage of 
premium costs would provide all purchasers with the same subsidized discount rate in 
choosing insurance plans. This initial floating cost-based subsidy structure then could be 
adjusted in later years to set a ceiling on maximum tax benefits (to curb overspending) and 
add additional subsidies for more economically or medically vulnerable populations. 
 
Under this approach, to qualify for the tax credit, individuals would need to purchase 
qualified health insurance that would be defined in advance.xxvii Among other things, there 
would need to be a federal requirement that insurance plans purchased with the credit must 
provide coverage for medical care above an out-of-pocket limit of consumer spending. 
 
Any approach to providing subsidies should be coupled to proper risk adjustment, so that 
plans have an incentive to enroll individuals with certain pre-existing conditions, and 
improve their health. Risk adjustment provides an inducement for health plans to seek out 
people with costlier conditions, and get them better.  
 
CMS took some recent steps to adjust the agency’s mechanism for risk adjustment under the 
Affordable Care Act, by incorporating data on drug utilization as a way to account for the 
higher cost of caring for patients with certain chronic conditions. It remains unanswered 
whether these limited steps will have a meaningful impact.xxviii It is my belief that in a 
properly functioning market, plans should be able to profit from the arbitrage that exists 
between the implicit subsidies that are provided through the risk adjustment, and the actual 
costs that accrue if health plans are able to meaningfully improve peoples’ outcomes. 
 
Insurance is expected to pay for unexpected, random “bad things,” like accidents. But, for 
chronic conditions like diabetes (relatively low but regular costs) or cystic fibrosis (very high 
and regular costs), actuaries know that there may be a lifetime of extra expenses. To address 
these costs, risk adjustment chooses a limited number of discrete, ongoing, costly conditions 
and pay insurers extra for them, in addition to regular premiums from individuals or 
employers. Proper risk adjustment systems choose a limited number of discrete, ongoing, 
costly conditions and pay insurers extra for them, in addition to regular premiums from 
individuals or employers. The approach was used effectively in Medicare Part D.xxix Under 
the ACA, risk adjustment is budget neutral, where insurers who have a large share of 
chronically ill people receive payments, and other insurers who have fewer than average ill 
people pay into a “risk adjustment pot” to make the payments.xxx  
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Typically, risk adjustment provides assistance directly to insurers, based on measuring their 
pool. It’s conceivable that risk adjustment could be enabled through a scheme that 
prospectively bakes some of this assistance into the tax credits provided to consumers to 
help them buy coverage. One can perhaps eventually envision a system where consumers in 
a large, well-functioning pool, who suffer from certain costlier conditions, could have their 
subsidies adjusted automatically (at the time of enrollment) to reflect their higher costs. This 
can even provide incentive for health plans to recruit such individuals, and actively manage 
their health and reduce the cost of care. There are plenty of practical challenges and 
concerns that would arise from such an approach. The designations that follow individuals 
in such a hypothetical insurance pool, that would indicate the existence of their adjusted 
subsidies and thus their underlying medical condition, would need to be completely de-
identified in advance of enrollment and impenetrable to disclosures. But there are other 
economic constructs that trade contractual information along with units of value, and that 
allow these exchanges to be made anonymously. Block chain, for example, incorporates 
some of these features. In the end, ideally, we want to make risk adjustment prospective. 
 
Unlike the risk adjustment model that’s used under the ACA, the scheme adopted by 
Medicare is prospective. This means it’s used to predict costs for the upcoming year based 
on the mix of conditions an insurer enrolls each year. A prospective model is thought to 
improve incentives to manage care more efficiently, when this prior data are available. Under 
such a general framework that incorporates the concept of state-based exchanges for 
pooling, insurers could agree to a risk adjustment system as a condition of participating in a 
state exchange. The credit that the health plans receive can be adjusted prospectively, based 
on a defined set of healthcare conditions and a methodology that the insurers agree to in 
advance, since they’re the ones who know best where the economic sensitivities are. 
 
Policies aimed at Creating Additional Opportunities and Incentives for New Plan 
Formation and Alternative Arrangements to the Consolidation of Providers	
  
 
Finally, all health care is local. Once local market competition is made less robust, through 
the consolidation of providers around single health systems, or the elimination of plan 
options, the opportunity to rely on competition as a way to improve options and lower costs 
is reduced. We should take steps to foster more competition in local markets between health 
plans and providers. This should start by reconsidering some of the policy steps that I 
believe have fueled the consolidation that’s now underway among providers, and policies 
that have made it more difficult for new health plans to enter the market. At the same time, 
we can take steps to encourage the formation of new health plans and alternatives to the 
consolidated health systems that have been the primary purchasers of physician practices. 
Alternatives would allow doctors to maintain ownership of their practices while forming the 
larger practice units that can accommodate the new pay reforms that have gained political 
fashion, most of which favor forms of capitation that transfer actuarial risk to providers. 
 
With respect to health plans, there has been no new net health plan formation since 2008. I 
believe that a big culprit are the caps on operating margins, that make it hard for new plans 
to enter the market, even with some of the concessions that are made available to start up 
plans. New health plans have much higher start up costs over an extended period of time. 
They must continue to spend a higher proportion of their premium revenue on those costs. 
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Moreover, caps on operating margins create disincentives to investment capital that might 
enter these markets to help underwrite the formation of new health plans.  
 
On the provider side, there’s incomplete data on the scope of the consolidation that’s 
underway, but we know it is rampant. We need to consider policies to create alternatives to 
the consolidation of physicians around local hospitals, which in an increasing number of 
markets is giving single health systems the sort of monopoly position that’s going to lead to 
less competition and higher costs. This starts by eliminating some existing Medicare payment 
rules that are biased in favor of the hospital-based delivery of outpatient care.  
 
At the same time, new policies can enable virtual entities like practice management firms to 
negotiate and report on behalf of doctors for purposes of Medicare reporting requirements. 
Right now, regulation is an obstacle to these arrangements. Government guarantees can also 
be used to help offset the cost of capital reserves for provider-based integrated delivery 
vehicles. This would enable provider-led organizations to more easily compete to form the 
integrated systems that are favored under current law and take capitated risk. 
 
Our health care reforms should be aimed at increasing choice and competition as a way to 
give consumers more options, and more opportunities to access affordable coverage. We all 
agree that access to continuous health coverage and good primary care is a basic element of 
good health care. It’s an opportunity that should be available to every American regardless of 
their economic means. Whether we are aiming to reform our existing framework, or craft an 
entirely new policy approach to how we encourage consumers to pool risk and shop for 
coverage, there are some universal principles that should govern any policy prescription. I 
hope that the concepts that I outlined here today can represent a starting point to some of 
these concepts, and I’m grateful for the opportunity to present them to the committee today.   
	
  
	
  
Dr. Gottlieb is a physician and Resident Fellow at the American Enterprise Institute. He consults with 
healthcare companies and firms that invest in them. He previously served on the Board of Directors to a 
Medicare Advantage plan, Bravo Health, which was acquired by Healthspring. 
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