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Overview

by Elliot K. Wicks and Jack A. Meyer

This volume is the third, and last, in a series
that presents comprehensive proposals to ex-
tend health insurance to uninsured Americans
and to move the country toward universal cov-
erage. The objective of publishing these pro-
posals—and the commentaries that are in-
cluded in this volume—is to maintain interest
in comprehensive health reform and to provide
a forum where new innovative approaches can
be developed, debated, and exposed to a large
audience. When this project commenced, the
political prospects for comprehensive reform
were dim. Today, the worsening crisis of esca-
lating health care costs and employer cuts in
benefits, along with the upcoming Presidential
campaign, seem to have revived interest in
finding major solutions to the problems of the
uninsured. Thus the proposals presented in
this series are especially relevant. We think the
proposals and the other products of the Cover-
ing America effort can be valuable resources as
the nation struggles to solve this long-present
but inadequately addressed problem.

Proposals to Extend Coverage

As was true for the 13 previously published
proposals, the reform ideas presented here rep-
resent the work of authors with widely differ-
ent philosophical perspectives and contrasting
views about how to cover the uninsured. Al-
though the ideas and opinions expressed in
this document are entirely the authors, each
proposal was reviewed and critiqued by our
advisory panel of expert health researchers and
analysts, as well as the staff of the Economic
and Social Research Institute, before the final
version of the proposal was prepared. (Panel
members were not asked for endorsements of

any proposal; none was given, and none
should be inferred.)

The proposals are summarized briefly in the
following paragraphs and in a feature-by-
feature comparison in the table that immedi-
ately follows this introduction, which also
summarizes the proposals included in the pre-
vious two volumes of this series.

Michael Calabrese would put in place a
mandate that all individuals maintain a mini-
mum level of health coverage, with employers
contributing to the cost through a limited pay-
roll tax or an employer-sponsored plan and the
federal government making tax credits avail-
able that would limit premium contribution to
no more than 10 percent of household income.

Helen Halpin envisions a reform that would
result in most people getting coverage through
a new, state-administered CHOICE entity that
would contract with all willing licensed health
providers and group practice and staff model
HMOs. No one would have to enroll, but pre-
mium subsidies would be available only to
those who chose this form of coverage. Em-
ployers could offer their own health plans, as
many do now, but for any employees not in the
employer plan, the employer would pay a pay-
roll tax not to exceed 6.5 percent of payroll.

Paul Seltman proposes an employer-based
approach that would ultimately require all
employers to offer and pay for coverage, but he
develops an elaborate mechanism to give em-
ployers flexibility in deciding when to meet
that requirement. Adopting ideas from the
Clean Air Act, the approach would have the
federal government issue “allowances” that
employers could use to postpone the time
when they had to cover all employees. The
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number of allowances issued nationally would
decline as the deadline approached for 100 per-
cent coverage, but employers seeking to extend
their individual deadlines could buy allow-
ances in a market that would promote trading
between employers with excess allowances and
those needing them.

system of subsidizing health coverage and
many of the proposed approaches for new sub-
sidies. Steuerle argues that the present sys-
tem—especially the tax provision which does
not count employer-paid health premiums as
taxable income for employees—is very expen-
sive to government and very inefficient be-
cause it encourages excess purchase of insur-
ance and because little of the subsidy goes to
people who need it most. In addition, neither
providers nor consumers have financial incen-
tives to economize in using health services. He
proposes an alternative that would allow peo-
ple to choose between a tax credit or the tax ex-
clusion, but with a fixed “cap” on the amount
of employer premiums that could be excluded.
He also would mandate that households buy
coverage, with the penalty for non-compliance
being disqualification for certain tax relief pro-
visions such as the personal exemption.

Commentaries on Coverage Expansion Issues

This document also includes two essays that
are commentaries on proposals and issues re-
lated to comprehensive reform.

The first essay, by Michael Chernew, com-
pares, analyzes, and assesses three of the pro-

posals published in the first volume of this se-
ries, specifically those he characterizes as “vol-
untary insurance pool proposals” that rely on
managed competition. The three are: A Pri-
vate/Public Partnership for National Health
Insurance, by Jonathan Gruber; Expanding
Health Insurance Coverage: A New Fed-
eral/State Approach, by John Holahan, Len
Nichols, and Linda Blumberg; and Near-
Universal Coverage Through Health Plan
Competition: An Insurance Exchange Ap-
proach, by Sara Singer, Alan Garber, and Alain
Enthoven. Chernew finishes by suggesting
how he would select from and combine ele-
ments of these proposals to create an optimal
managed competition approach to coverage re-
form.

The second essay is by Katie Merrell. It re-
views characteristics of public policy and pri-
vate health insurance markets to understand
how they affect the cost of insurance at differ-
ent income levels. She argues that policy mak-
ers typically do not acknowledge that the re-
gressive way employment-based health insur-
ance is taxed, combined with its enhanced
value, effectively make private market health
insurance most expensive for lowest-income
purchasers. Merrell’s essay illustrates the net
effect of public and private factors on the after-
tax price per actuarial value of insurance, cre-
ating a framework that can be used to assess
proposals for expanding insurance coverage in
the United States. n

Eugene Steuerle criticizes both the present
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Section 1

Proposals
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A Comparison of Reform Plan Features

The first two pages of the following material provide a side-by-side comparison of the features of the
reform plans summarized in the preceding narrative. The subsequent pages summarize features of
the plans included in Volume I and Volume II. The plans are identified by the names of the authors.

Calabrese Halpin

General approach Individual mandate, federal tax credits to
limit medical expense, employer pay or play,
insurance pools.

Incentives to encourage people to enroll in
a public plan that would ultimately be a
single payer. Employers offer coverage or
pay 6.5% payroll tax. Subsidies to limit pre-
miums to 2.5% of income.

 Target population All the uninsured. The entire population.

 Form of public programs Refundable, advanceable, income-related
tax credits; medical expenses limited to 10
percent of income except 0 percent when
income below 150 percent of federal pov-
erty level.

Premiums reduced on a graduated basis for
those choosing coverage through new pub-
lic plan; no family would pay more than
2.5% of income; those below 150% of pov-
erty would pay nothing.

 Mandates for coverage Individuals must buy; employers must pay
6% of payroll.

None.

 Sources of funding 6% employer payroll tax and 4% employee
tax, cap on tax exclusion.

Employer payroll taxes, new federal “sin“
taxes, state savings from public program re-
ductions, tax on cross-border transactions
between U.S. and Mexico.

 Major tax changes Tax exclusion remains for premiums (paid by
employer and employee) for minimum
benefit package, but premiums for addi-
tional benefits are taxable as income.

Employers not offering coverage would pay
6.5% payroll tax (5.5% for small employers).

 Level of benefits Adequate but not “luxury“ coverage, de-
termined by a commission.

Initially equal to benefits of Kaiser Perma-
nente with reduced co-payments for low-
income people.

 Role of federal government Fund tax credits, some grants to states. Fund subsidies, update benefit package,
collect payroll tax, monitor state administra-
tion, develop risk-adjustment system.

 Role of state government With grant from federal government, must
establish Community Insurance Pools (CIP)
to facilitate purchase of coverage.

Pay subsidies for Medicaid and SCHIP en-
rollees who switch to new public program;
administer new program; contract with
HMOs.

Effects on existing public programs Medicaid (except long-term care and the
disabled) and S-CHIP eliminated.

Would continue to be available, but many
eligible people would choose to enroll in
new public plan instead.

Role of insurers/ health plans Largely as now, but would also sell through
CIPs.

Could continue to offer coverage, but
strong incentives encourage people to en-
roll in new public plan, which would offer
only HMOs or new HMO-like plans.

Role of employers Pay 80 of premium for minimum benefit
package or pay tax equal to 6% of payroll.
Withhold employee premium and transfer
to health plan.

Required to pay 6.5% payroll tax or offer
and pay for coverage. Many would find it
less costly to pay tax rather than offer em-
ployer-paid coverage.

Risk share/ purchasing pools/ insur-
ance regulation

Community rating required. Federal government bears risk for those
choosing fee-for-service providers, and
HMOs bear risk for their enrollees. In es-
sence, community rating.
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Seltman Steuerle

General approach All employers required to offer coverage, but
can postpone deadline by buying govern-
ment-issued “allowances“ to not cover. Cov-
erage “floors“ rise each year.

Modest, but gradually increasing, tax credit
available as an alternative to a capped tax
exclusion. Modest tax penalties for those
not buying coverage. Employers required
to offer but not pay for coverage.

 Target population Workers in firms not offering coverage. The entire non-Medicare population.

 Form of public programs State subsidies cover 100% of employee pre-
mium share for workers below 100% of the
federal poverty level (FPL) and 80% for those
under 200% of FPL. Federal government pro-
vides much of financing for subsidies.

Modest federal tax credits available to all,
growing over time. The present unlimited
tax exclusion for employer-paid premiums
would be reduced and capped at a fixed
level.

 Mandates for coverage All employers must provide coverage, but
some firms might take 20 years by acquiring
allowances.

Individuals failing to acquire coverage
would be denied certain tax benefits oth-
erwise available.

 Sources of funding Employers, state, and federal governments. Revenues generated from a reduction in
tax exclusion and tax penalties on persons
not buying coverage.

 Major tax changes  None. The present tax exclusion is capped at a
fixed level.

 Level of benefits Actuarially equivalent to the most popular
FEHBP plan. Employer must pay at least 50%
of premium.

 Not specified.

 Role of federal government Set yearly coverage floors; issue allowances;
collect user fees per allowance; fund state
subsidies; monitor and enforce compliance
with coverage requirements.

Fund tax credits; administer tax penalties.

 Role of state government Provide subsidies to low-income workers; es-
tablish mandatory purchasing
pools/cooperatives for smaller firms.

Unchanged.

Effects on existing public programs Essentially unchanged. Essentially unchanged.

Role of insurers/ health plans Essentially unchanged. Essentially unchanged.

Role of employers Required to offer coverage, pay at least 50%
of premium, or acquire allowances to post-
pone the time when full coverage is required.

Required to offer at least one state-
approved plan but would not have to pay
any of the premium. Adjust employee in-
come withholds in accordance with tax
credits. Enroll employees in health plan
unless they opt out.

Risk share/ purchasing pools/ insur-
ance regulation

Community-rated mandatory purchasing
pools for firms with fewer than 25 employ-
ees.

Unchanged.
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 The table on this page and the next summarize the features of the proposals in Volume II.

Kendall/Levine/Lemeiux Miller

General approach Tax credits to low- and middle-income indi-
viduals and families to be used in either in-
dividual or group market. States receive
performance-based grants to improve cov-
erage rates, access, quality, and outcomes.

Tax credits available to all to provide 30%
subsidy for high-deductible coverage.
Strengthen safety net and establish high-
risk pools for the uninsurable. Strong incen-
tives for consumers to economize.

 Target population Low- and middle-income individuals and
families.

Working uninsured, including individuals,
and people who decline public coverage.

 Form of public programs Advanceable and refundable tax credits for
low- and middle-income people. Medicaid,
S-CHIP, and Medicare would continue. Fed-
eral government provides grants to states to
improve coverage, access, quality, and out-
comes. States subsidize costs of coverage
when credits are not large enough to make
coverage affordable; may use purchasing
pools or high-risk pools.

Medicaid, S-CHIP, and Medicare would con-
tinue for the time being. Better-funded
high-risk pools.

 Mandates for coverage After five years, a commission would decide
whether to establish an individual mandate.

None.

 Sources of funding Not specified; presumably general revenue,
but alcohol and tobacco tax mentioned.

Reductions and other federal health and
non-health spending.

 Major tax changes None apart from tax credit for coverage. Advanceable tax credits as an option to ex-
clusion of employer premium. More flexible
tax treatment of MSAs and IRA-type health
savings accounts to encourage growth.

 Level of benefits Not regulated, but states have responsibility
to prevent underinsurance; after five years,
a commission would assess adequacy of
benefits.

Minimum equal to services covered in
minimum-cost FEHBP plan but with signifi-
cant front-end deductible (e.g., 5% of in-
come) and maximum out-of-pocket obliga-
tion; thus catastrophic coverage.

 Role of federal government Finances and oversees tax credits. Provides
performance-based grants to states. Estab-
lishes commission to study health benefits
and technology and a federal information
exchange/clearinghouse to report and dis-
seminate information on quality and out-
comes.

Fund tax credits, help fund high-risk pools,
and additional funding for safety net. Re-
quire guaranteed renewable options for
coverage eligible for tax credits.

 Role of state government Uses federal grants to supplement tax cred-
its, strengthens safety net, assures health
plan choices (e.g., through pools), and
measures quality and outcomes. Continues
operating Medicaid and S-CHIP.

Would compete for insurers by adopting an
attractive insurance regulation.

Effects on existing public programs Continue largely unchanged. Medicaid, S-CHIP, and Medicare continue
for the time being.

Role of insurers/ health plans Essentially unchanged. Similar to present but with greater flexibil-
ity to sell MSAs and other new insurance
products.

Role of employers Required to offer (but not pay for) a menu
of health plans, facilitate an annual enroll-
ment for employees, withhold premiums,
and administer tax credits.

Essentially unchanged.

Risk share/ purchasing pools/ insurance
regulation

Purchasing pools are an option to meet the
requirement that states assure that every-
one has a choice of plans available at rea-
sonable cost. States could use federal grants
to subsidize high-risk people in the pool. Al-
ternatively, states could impose community
rating to spread risk.

Purchasing pools could accept all employers
and individuals and risk-rate new entrants
for two years. To further offset adverse se-
lection, pools could require multi-year con-
tracts of customers and impose penalties for
early exit from pool. States would compete
to be the single legal domicile for insurers
bypassing favorable insurance regulations.
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Morone

General approach “Single-payer” approach. All legal residents
covered by Medicare, with expanded and
rationalized benefits package and no co-
payments. Particular emphasis on commu-
nity medicine. States could choose to opt
out for residents under age 65 by designing
their own system under federal guidelines.

 Target population All legal residents.

 Form of public programs Medicare covers all legal residents, but
Medicaid remains as a source of long-term
care, disability coverage, and wraparound
coverage for Medicare. Many other pro-
grams (maternal and child benefits, for ex-
ample) would be subsumed under new
program.

 Mandates for coverage All legal residents covered by Medicare or
state alternative.

 Sources of funding Earmarked value added tax (VAT).

 Major tax changes Medicare payroll taxes and premiums abol-
ished and replaced with VAT. Medicare’s
claim on general revenues (Part B) ends.
Tax relief for state Medicaid programs.

 Level of benefits Similar to Medicare but with addition of
prescription drugs, maternal and child
health services, mental health services, em-
phasis on primary care, including neighbor-
hood health centers and extensive new
home health benefits.

 Role of federal government New Department of Health organizes and
runs expanded Medicare program. Oversees
optional state waiver programs. IRS designs
and implements a value-added tax. The
earned income-tax credit expanded to off-
set regressive effects of VAT.

 Role of state government Long-term care portion of Medicaid re-
mains. Have the option of designing and
paying for 25% of costs to operate feder-
ally approved and modern alternative to
federal Medicare.

Effects on existing public programs Medicare vastly expanded to all legal resi-
dents with expanded benefits. Medicaid
continues for long-term care. Many other
programs replaced by new Medicare.

Role of insurers/ health plans Can offer supplementary coverage to ex-
pand benefits beyond Medicare level.

Role of employers Do not contribute toward Medicare cover-
age but could pay for supplemental bene-
fits (with continued tax exclusion for em-
ployees).

Risk share/ purchasing pools/ insur-
ance regulation

Medicare is the single pool and the only in-
surer for all citizens for the standard bene-
fits package, so there are no risk-sharing is-
sues.



Working uninsured individ-

uals and families; the plan

would achieve near-universal

coverage for all working

households of legal U.S. 

residents.

People below 150% of poverty

level covered at no cost; those

between 150% and 200% of

poverty would pay some 

premiums and cost sharing.

Higher-income people could

buy-in to public coverage and

pay a sliding-scale premium.

Employees of small, low-wage

firms benefit from tax credit.

Individuals and households

under 300% of the federal

poverty level would receive

subsidies. Households with

incomes below 150% of

poverty level would be eligi-

ble for no-cost coverage.

All Americans not covered 

by Medicare or employer-

sponsored insurance.

Individuals with incomes

under 250% of the federal

poverty level and those at

high health risk. Subsidies

available only to those who

enroll through the state 

purchasing pool.

Refundable tax credit, funded

via repeal of federal income

tax provision that makes

employer contributions to

employees’ health insurance

non-taxable income; federal

tax revenues would fund

grants to states to help low-

income families buy coverage.

S-CHIP expansion, federally

subsidized, with some state

match, for those with limited

incomes, and a federal tax

credit subsidy for small

employers to help cover 

workers.

Household income deter-

mines eligibility for no-premi-

um plans (for households

under 150% of poverty level)

or reduced-premium plans

(for households under 300%

of the federal poverty level 

on a sliding-scale basis but

premium not more than 10%

of income). 

Premiums for those buying

into Medicare Plus would be

scaled to income, with lower-

income citizens paying only a

small percent of income.

Employers would be eligible

for transitional subsidies and

for reductions in their contri-

bution rate based on firm

income.

Increased federal-funding

match to participating states;

full subsidies to people below

150% of poverty; cost-sharing

up to 7% of income for people

between 150% and 200% of

poverty and to 12% for people

between 200% and 250% of

poverty. Higher-risk individu-

als, regardless of income, pay

no more than a statewide

community rate. 

None, but to receive tax cred-

it, individual or family would

have to buy a health plan that

included a minimum set of

benefits. High-level of volun-

tary compliance expected

among most workers since

employees required to tell

employers which health plan

they wished to join.

None. None. None initially but individual

mandate would apply even-

tually if a nontrivial share 

of Americans remained 

uninsured.

After five years, states could

mandate that everyone be

covered.

Would make refundable tax

credits available to working

households. States would 

get grants to expand health

coverage to more residents

and make insurance more

affordable. Coverage obtained

at work or from a range of

other organizations such 

as churches or unions.

Expand Medicaid and the

State Children’s Health

Insurance Program for low-

income people. Possible 

combination with tax credit 

to small, low-wage firms to

expand employer offerings.

Establishment of purchasing

pools in every state through

which households with

incomes up to 300% of the

federal poverty level would be

eligible for no-cost or

reduced-cost coverage on a

sliding-scale basis; automatic

plan enrollment for lowest-

income households. 

A modified “play or pay”

approach that creates incen-

tives for workers and employ-

ers to buy into “Medicare

Plus,” a national program

based on Medicare.

Extend the type of subsidized

coverage that is currently

available under S-CHIP to all

lower-income people and 

subsidize insurance for the

highest risk.

Butler Feder/Levitt /O’Brien/
Rowland

Gruber Hacker Holahan/Nichols /
Blumberg

Savings from elimination of

existing tax exclusion, and

federal general tax revenues.

Federal general revenues, with

state matching payments.

Federal general revenues,

savings from replacement of

Medicaid and S-CHIP health

programs, and limits on tax

exclusion for employer-pro-

vided insurance.

Payroll contributions and pre-

miums, general revenues, and

other smaller sources.

Federal general revenues, and

cuts in existing programs

since the need would be

reduced as health reform is

implemented.

General
Approach

Target
Population

Form of
Public 
Programs

Mandates
for
Coverage

Sources of
Funding
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All non-elderly legal residents. Principal target group is

lower-middle income families

and individuals with incomes

above the federal poverty

line, or about half of the 

uninsured. Very low-income

families covered publicly, at

least initially.

Low and moderate-income

people who are not eligible

for Medicare.

All legal U.S. residents under

age 65.

All of the uninsured.

Federal subsidies to states 

to finance availability of no-

cost coverage to all legal 

residents.

A voucher or tax credit large

enough to cover one-half to

two-thirds of the premium for

moderately comprehensive

coverage. The credits would

be in the form of coupons

worth $1,500 for individual

coverage and $3,500 for 

family coverage. No-cost 

publicly financed coverage for

very low income households.

Continuation of Medicaid/

S-CHIP for eligible individuals

and families who choose to

stay in these programs;

refundable tax credits equal

to 70% of median-cost health

plan; federal payments to

states equal to 50% of the tax

credit to cover the costs of

running “default plans” for

people who do not enroll. 

Payroll tax, Medicaid, and 

S-CHIP funds.

Refundable tax credits for all

households but varying

according to income—mini-

mum credit approximately

$700 a year for an individual

and $1,200 a year for a family.

People below 100% of poverty

would get credit sufficient to

buy coverage comparable to

Medicaid. Those above that

level up to median income

would get gradually reduced

subsidies. 

All legal residents under age

65 automatically covered by

comprehensive benefits.

Everyone would have at least

one health insurance option

that would not require pay-

ment of premiums. There

would be a mandatory payroll

tax. 

None. None. All employers and employees

would pay a new payroll tax.

All people would have to

enroll or be enrolled by

default.

Every individual and family

would have to have health

coverage at least as compre-

hensive as Medicare’s, plus

prescription drugs and well-

child care. Those who fail to

show proof of purchase would

pay a premium plus a penalty

for Medicare backup coverage

for every month without other

coverage. 

Kronick/Rice Pauly Singer/Garber/
Enthoven

Weil Wicks/Meyer/
Silow-Carroll

Primary revenue source would

be a payroll tax levied on

employers and employees,

supplemented by federal gen-

eral revenues, state revenues,

and, in some states, premium

payments from individuals. 

Federal budget revenues;

those who buy more expen-

sive coverage would pay out-

of-pocket. Full coverage for

those with incomes below

125% of the federal poverty

level would be financed

through a combination of

state and federal revenues.

Phased-in cap on current fed-

eral tax exclusion; general

revenues; and savings over

time from changing consumer

behavior and increasing

health plan competition.

Payroll tax, premiums, and

federal subsidies.

Federal general revenues, but

partially offsetting savings

would be realized from the

elimination of Medicaid and

S-CHIP and from making

employer-paid health premi-

ums taxable income for

employees. 

All non-elderly legal residents

would be guaranteed compre-

hensive health insurance as a

“right” (at no direct cost)

through a public insurance

approach designed by each

state and monitored by the

federal government. 

A refundable tax

credit/voucher system would

make some level of coverage

affordable to lower-middle-

income people who currently

have no health insurance.

Very-low-income households

would initially be eligible for

publicly financed zero-premi-

um comprehensive insurance.

Combines refundable tax

credits and insurance

exchanges to promote lower-

cost, higher-value health 

coverage while allowing

employers and individuals 

to continue current arrange-

ments if they desire. 

A new Medical Security

System would be created to

provide universal coverage,

making coverage a “right.”

Tax credits for all households,

varying by income. Universal

coverage achieved by mandat-

ing that everyone have or buy

health coverage and having

Medicare automatically 

cover anyone temporarily

uninsured. Builds on present

system of private health 

plans and employer-based

coverage.
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To qualify for the tax credit,

families would have to enroll

in a health plan that included

at least the minimum insur-

ance package, which would

be primarily catastrophic 

coverage.

Comprehensive but not

specifically delineated.

Physician services, inpatient

and outpatient hospital, pre-

scription drugs, nominal 

payments for well-child care,

prenatal care, and immuni-

zations.

A defined benefit package

similar to Medicare plus out-

patient prescription drugs,

preventive services, mental

health benefits, and maternal

and child health care. 

States determine a new stan-

dard benefit package—within

federal guidelines—for every-

one under 250% of poverty

and those at high health risk.

Would establish a default 

system of health insurance

regulation to encourage avail-

ability of affordable insurance;

would establish a benchmark

health plan with basic fea-

tures and catastrophic 

protection. Would monitor

state compliance and work 

with states on a plan to

eliminate uninsurance.

Would make federal funds

available at enhanced

Medicaid matching rates 

to states willing to cover 

targeted uninsured.

Funds subsidies, sets 

minimal rules, provides 

oversight of purchasing 

pool administration.

The Health Care Financing

Administration would have

primary responsibility for

administering Medicare Plus.

In addition to offering stan-

dard fee-for-service coverage,

Medicare Plus would also

allow beneficiaries to enroll 

in private health plans that

contracted with the program.

Financial support, monitor

state compliance of minimum

rules, oversee state spending

and enforcement.

Would develop a mechanism

to supplement federal tax

credit for eligible workers and

help cover those who did not

purchase minimum insurance.

Would have to use additional

federal funds to expand exist-

ing or develop new programs

to achieve target levels of cov-

erage. Would work with

health insurers on insurance

reform that keeps benefits

affordable.

Would provide coverage to

low-income uninsured resi-

dents, consistent with federal

rules affecting eligibility, ben-

efits, administration, and

other program aspects.

Not addressed, except for

continued responsibility for

remaining parts of Medicaid.

Would transform from

provider of insurance to a por-

tal for coverage under the

new Medicare Plus system.

States would continue to

finance care for the eligible

aged, blind and disabled. In

addition, they would have to

reach out to and enroll non-

workers, provide wraparound

coverage for those who would

have been in Medicaid, and

subsidize premiums for

unemployed people. 

Increases role of states signif-

icantly while granting more

flexibility.

Repeal of the federal income

tax provision that makes

employer contributions to

employees’ health insurance

a non-taxable form of income.

Explores tax credits to individ-

uals or employers, the latter

to subsidize the offering of

coverage to uninsured work-

ers with modest incomes.

Limits the tax exclusion for

employer-provided insurance

equal to no more than the

cost of the median-cost plan

in each purchasing pool.

Cap on tax exclusion of

employer-provided health

insurance at level of twice the

average premium of Medicare

Plus coverage.

Federal taxes would be

increased if surplus not 

available.

Major Tax
Changes

Level of
Benefits

Role of
Federal
Govern-
ment

Role of 
State
Govern-
ment

Butler Feder/Levitt /O’Brien/
Rowland

Gruber Hacker Holahan/Nichols /
Blumberg
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A federally-defined standard

benefit package. Benefits

would include prescription

drug coverage; dental and

long-term care would not be

required. 

To qualify for the credit, the

plan would have to cover

effective medical and surgical

services, prescription drugs,

and medical devices based on

a standard definition. Patient

cost sharing would be permit-

ted, as would managed care. 

Generally determined by the

market, with minimum stan-

dards set by the Insurance

Exchange Commission,

including goods and services

known to be medically effec-

tive and provided at reason-

able cost.

Guarantee is for basic cover-

age, but individual may 

supplement with own funds

to buy more comprehensive.

A package of benefits com-

parable to Medicare’s plus a

prescription drug benefit and

well-child care coverage. 

Would impose payroll taxes

on employers and employees,

calculate money needed and

provide funds to each state

health care system, monitor

state implementation of

expansions, measure quality

and health outcomes, deter-

mine and update standard

benefit package, monitor and

regulate quality of care in

states.

Would make information

about insurance purchasing

and plans available, including

price and quality and could

subsidize the production 

and distribution of such infor-

mation. It also would be (or 

contract with) an insurer of

last resort. 

Establish the Insurance

Exchange Commission to

oversee insurance exchanges,

distribute tax credits and

make default plan payments.

Establishes U.S. Insurance

Exchange as backup in 

markets without private

exchanges.

Would set up and regulate

insurance exchanges, forward

tax revenues, and determine

size of payroll tax. 

Would fund all tax credits.

Would establish general

guidelines for states setting

up the aggregate purchasing

arrangements (APA). Would

continue to operate Medicare,

for the elderly and as a 

temporary back-up plan for

people who do not have proof

of private coverage.

States would have much flexi-

bility in designing a system—

how to pay health care

providers (e.g., single payer

vs. competing health plans),

be responsible for raising rev-

enue to supplement federal

financing, meet federal

requirements, and enroll resi-

dents in health plans. Would

provide information on enroll-

ment options and procedures,

negotiate with health plans

and providers, regulate health

plans, and collect data to

evaluate the system. 

Would have primary role of

selecting or managing the

public plan for poor people

not currently covered by

Medicaid. Could continue to

regulate individual insurance

and regulate risk-rating. In

addition, states could choose

to provide payments for peo-

ple with high medical expens-

es, possibly allowing smaller

deductibles or less-constrain-

ing upper limits in low-cost

plans.

Continue to provide Medicaid

and S-CHIP; use new federal

funds to pay for care under

default plans by reimbursing

safety-net providers.

States would continue to pay

some Medicaid costs to keep

coverage at current levels;

would subsidize copayments

under basic plan for low-

income residents.

Each state would be required

to establish an aggregate pur-

chasing arrangement through

which small employers and

individuals would purchase

coverage. In exchange for no

longer financing the acute

portion of Medicaid or S-CHIP,

states would assume greater

responsibility for long-term

care services under Medicaid. 

Payroll tax substitutes for 

employer and employee 

premiums, which has impli-

cations for tax exclusion 

provision of employer 

premium contributions.

No major tax code changes,

but tax credits in the form of

coupons would help people

purchase qualified health

insurance. The new vouchers

would be viewed and treated

as tax reductions for those

who use them.

Phased-in cap on current 

federal tax exclusion for

employer-paid premiums.

New payroll tax would be

established for employers

and employees.

The tax exclusion for 

employer-paid health 

premiums would be 

eliminated.

Kronick/Rice Pauly Singer/Garber/
Enthoven

Weil Wicks/Meyer/
Silow-Carroll
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Would continue to be a major

source of coverage. Would

have to bring premium rates

into line with federal or state

underwriting and benefit

requirements, but would 

benefit from administrative

savings associated with the

automatic enrollment system.

Would stay the same as

today, although some market

reforms might be necessary.

Could participate in state-

established purchasing pool

or continue to operate out-

side of such arrangements.

Would stay the same as

today; would compete for

business from Medicare Plus

system.

Health plans participating in

the new state plan would be

required to accept all appli-

cants, with premiums set at 

a statewide community rate.

Payments to plans would be

risk adjusted. Insurers would

not be subject to any new 

federal market regulations

outside the state purchasing

pool.

Similar to present but would

have to inform employees

about the tax credit program

and deliver the tax credit.

Would serve as a clearing-

house, creating automatic

enrollment mechanisms for

insurance, setting up payroll

deduction and payment 

systems for employees and

providing proof of insurance

for each worker.

Similar to present. If tax credit

were pursued, small low-

wage employers would be

encouraged to offer insurance

to their employees; em-

ployers would receive the 

tax credit if they provided

insurance.

Would continue to offer

health coverage to workers,

but could do so within the

purchasing pool or outside 

of it. 

Employers would enroll work-

ers at workplace. They could

choose to sponsor coverage

at least as generous as the

new program’s or pay a mod-

est payroll-based contribution

to fund public coverage. 

Would continue to have

choice to offer health cover-

age to their workers. If they

offer, they must make state

plans available, but they can

also offer plans outside the

state pool.

Insurance industry and states

would have to work together

to develop a means for

adjusting risk among plans.

Possible reforms in the indi-

vidual insurance market

unless tax credits could be

applied to a publicly managed

insurance product.

Purchasing pools are founda-

tion of proposal: subsidies

are available only for cover-

age purchased through the

pools. 

To avoid adverse selection,

measures are imposed to

make it more difficult for

employers to shift between

public and private coverage.

50% to 70% of the population

might eventually enroll in

Medicare Plus, providing

strong bargaining leverage

and broad pooling of risk. No

new regulations are imposed

on private insurance, and

there are no insurance pools. 

State-established purchasing

pools are foundation of pro-

posal. Medicaid (except the

disabled and elderly) and 

S-CHIP enrollees and state

employees would be included

in the pool. The pool would 

be open to individuals and

employers, and insurers 

could offer standard benefit

package at a statewide com-

munity rate, plus add-on

products priced separately. 

Medicaid and S-CHIP would

continue as now.

Medicaid and S-CHIP would

continue and be expanded.

Gradual phase out of

Medicaid and S-CHIP (and

accompanying federal subsi-

dies) for those families who

qualify on income alone.

Medicaid remains in place for

the elderly and disabled.

Would eventually replace

existing public programs for

the uninsured with a single

national program based 

on Medicare. Medicaid and 

S-CHIP would be phased out

with eligibles automatically

enrolled in the new Medicare

program or employer-spon-

sored plans.

Participating states would

receive enhanced federal 

S-CHIP matching rate for all

current Medicaid and S-CHIP

beneficiaries under 250% 

of poverty; all states must

continue smaller, residual

Medicaid program for children

and adults with special needs

as well as all long term care

services; would eliminate 

federal payments to states

covering individuals with

incomes above 250% of

poverty. No change in 

non-participating states.

Effects on
Existing
Public
Programs

Role of
Insurers/
Health
Plans

Role of
Employers

Risk Share/
Purchasing
Pools/
Insurance
Regulation

Butler Feder/Levitt /O’Brien/
Rowland

Gruber Hacker Holahan/Nichols /
Blumberg
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In some states, plans would

compete for business from

states and would have to

include services specified in a

federally-defined benefits

package. Some states might

choose to pay providers

directly and eliminate the role

of insurers/health plans. 

Would continue to be major

source of coverage. Would be

required to guarantee

renewability in the individual

market and to set premiums

on modified community-rating

basis in the small-group mar-

ket. Insurers would redeem

vouchers or certificates.  

Would compete to provide

low-cost, high-quality care;

collect and report quality of

care and health outcomes

data.

Plans would contract with

health insurance exchanges

to offer range of plans, in-

cluding a “no-cost” plan (that

is, no enrollee contribution);

would market plans and 

monitor quality of care.

Would continue to be major

source of coverage but would

be required to offer a policy

that covers the services 

comparable to Medicare plus

prescription drugs and well-

child care, to participate in

purchasing pools, and to 

community rate in individual

and small-group markets. 

Employers would no longer

provide or buy health 

coverage for their workers.

Although employer role 

would be eliminated, both

employers and employees

would have to contribute to

financing coverage. 

Similar to current role. May become their own insur-

ance exchange; continue to

offer benefits to employees;

or purchase coverage from

exchanges.

Employers would collect 

payroll tax but could opt out

by offering own generous

plans to employees.

Employers would be required

to offer (but not necessarily

pay for) coverage for employ-

ees and dependents. Benefits

must be at least comparable

to Medicare plus a prescrip-

tion drug benefit and well-

child care. Employers with 10

or fewer employees would

have to offer coverage

through the purchasing pool.

Since coverage in no-cost

plan is automatic, everyone is

pooled together, though

states would have latitude to

decide specifics. 

Few restrictions would be

placed on qualifying cover-

age. But all policies must

have a guaranteed renew-

ability clause, and low-cost

policies must be sold under

modified community rating.

Plans with more generous

coverage could charge higher

premiums to high-risk people.

Insurers could impose modest

waiting periods for people

who did not enroll during

open season. 

The Federal Insurance

Exchange Commission would

develop risk- adjustment

strategies. Payments would

be risk-adjusted both

between health plans within

an exchange and across

exchanges. 

Insurers selling through 

insurance exchanges would

be required to offer guaran-

teed-issue, community rated

standard benefit packages. 

All health plans would have 

to accept all individual and

small-group applicants and

provide immediate and full

coverage for all covered 

benefits with no waiting 

periods or exclusions for prior

conditions. Insurers selling

individual and small-group

coverage would have to price

premiums on a community-

rated basis. Purchasing pools

(APAs) open to all individuals

and groups.

Would vary by state, but new

state program could replace

S-CHIP and portions of

Medicaid.

Medicaid and S-CHIP would

continue, and more low-

income people would be 

subsidized to enroll in these

programs or some other 

public program.

Medicare remains intact; 

people enrolled in Medicaid

and S-CHIP may stay in these

programs or opt instead for

tax credits to be used in the

private market.

S-CHIP would be subsumed;

Medicaid would be mostly

subsumed.

S-CHIP and Medicaid largely

replaced, except for disabled

and elderly.

Kronick/Rice Pauly Singer/Garber/
Enthoven

Weil Wicks/Meyer/
Silow-Carroll
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Calabrese

Key Elements

Michael Calabrese has proposed a tax-credit based plan with the following key features:

AN INDIVIDUAL INSURANCE MANDATE provision would require every American to maintain a
minimum level of coverage.

FEDERAL TAX CREDITS would be available to ensure that coverage is affordable—accounting for no
more than 10 percent of household income.

EMPLOYERS WOULD BE REQUIRED either to offer and pay for qualifying coverage or to pay a 6 per-
cent payroll tax.

STATES WOULD ESTABLISH COMMUNITY INSURANCE POOLS (CIPs) to offer every American a choice
among competing private insurance plans.

INSURERS PARTICIPATING IN THE CIP would be required to offer the minimum required benefits
package on a guaranteed-issue and community-rated basis.

THE CURRENT TAX EXCLUSION FOR EMPLOYER-PAID HEALTH PREMIUMS WOULD BE CAPPED at the na-
tional median cost of the basic benefits plan sold through the CIP.

MEDICAID, S-CHIP, AND OTHER PUBLIC PROGRAMS for basic coverage would be eliminated (except
for the disabled or chronically ill).
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Universal Coverage, Universal Responsibility:
A Plan to Make Coverage Mandatory and
Affordable for Individuals

by Michael Calabrese

America’s voluntary and increasingly frag-
mented health insurance system fails to de-
liver essential, continuous, or affordable
health care coverage to all citizens. There is a
growing realization that the current system’s
problems are systemic; that they burden eve-
ryone, not only the uninsured; and that they
are increasingly harmful to our economy as
well as to our health. As a result, momentum
for fundamental reform to achieve universal
coverage has been building, fueled by support
from the general public as well as from a sur-
prisingly diverse range of stakeholders, in-
cluding politicians and interest groups on op-
posite sides of the battle over the aborted
Clinton administration proposal in 1994.1 Yet,
while the public and these powerful
stakeholders largely agree on the problem,
they remain widely divided over a reform
path to solve it.

The most promising and politically feasible
way forward, we believe, is to make a mini-
mum level of insurance both mandatory and
affordable for individuals. The grand bargain
underlying compulsory health insurance is
universal coverage in exchange for universal re-
sponsibility. By making both the insurance
mandate and subsidy citizen-based,2 the nation

                                                            
 1 The AFL-CIO, U.S. Chamber of Commerce, American
Medical Association, Health Insurance Association of Amer-
ica, AARP, and Business Roundtable are among the many
groups participating in the bipartisan Alliance for Health Re-
form; see http://www.coveringtheuninsured.org.
 2 “Citizen” is used here in a generic sense; we assume that
all permanent legal residents would be covered under the
new system. Emergency medical costs imposed by uninsured
foreign visitors and illegal residents would be reimbursed

can achieve universal coverage, expanded
choice among private plans, and continuity of
coverage and care regardless of employment
status. Every legal resident should be able to
choose his or her own insurance provider and
level of coverage from among competing pri-
vate plans—and receive a refundable tax
credit, if needed, to make a basic level of cov-
erage affordable. Households above the pov-
erty line should be required to contribute a
manageable share of their income, on a slid-
ing-scale basis, but in no case exceeding 10
percent of household income. Although em-
ployer-sponsored coverage should remain
voluntary, it is most practical to require em-
ployers to choose between providing at least
the minimum level of coverage, as most do
now, or to contribute to its cost (based on a
modest and fixed percentage of payroll). Em-
ployers could administer health plans, but
most would find it more efficient to facilitate
enrollment in plans through regional Com-
munity Insurance Pools. In addition, most
Medicaid participants and the unemployed
would join the medical mainstream.

The major goals and advantages of the ap-
proach proposed here include:
•  Universal coverage. Like state auto insur-
ance requirements, every American would
maintain basic insurance coverage and con-
tribute to its cost based on ability to pay.
•  Affordability regardless of job status.

                                                                                       
through a Default Payment Fund maintained by each state’s
insurance purchasing pools (described further below).
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Whether or not a worker or family is covered
under an employer-sponsored plan, every in-
dividual would have guaranteed access to ba-
sic coverage at a cost that does not exceed a
fixed share of household income.
•  Expanded consumer choice. Each state
would establish one or more insurance pur-
chasing markets where every individual and
employer could choose from among a variety
of competing private insurance plans.
•  Complete portability and continuity of cover-
age. Insurance purchased through the Com-
munity Insurance Pools would be fully port-
able and renewable, allowing workers to
change jobs or reduce hours without worrying
about either losing coverage or being forced to
change insurers or doctors.
•  Improved incentives for cost containment. In-
stead of today’s costly policy churn, continuity
of coverage creates incentives for insurers to
invest in preventive care, improves the quality
of care, and reduces administrative costs for
both employers and insurers. Minimizing cost
shifting and uncompensated care, while
bringing millions of relatively young and
healthy individuals into the insurance risk
pool, would reduce average premium costs for
everyone.
•  Reducing the social benefit burden on busi-
ness. The burden of administering plans and
subsidizing low-wage workers and their
families would shift from responsible employ-
ers to society as a whole.

The key features of the proposal described
in more detail below include:
•  An individual insurance mandate requir-
ing every American to maintain a minimum
level of coverage and contribute to its cost
based on ability to pay.
•  Contributions and subsidies would flow
from a combination of three sources: a man-
datory employer contribution; individual
payments not to exceed a modest percentage
of family income; and a refundable federal tax
credit, payable directly to health plans (in-
cluding to employer plans), to make up the

difference.
•  States would establish Community Insur-
ance Pools (CIP) to offer every American a
choice among competing private insurance
plans, much as federal employees do through
the Federal Employees Health Benefits Pro-
gram (FEHBP).
•  Insurers participating in the CIP would be
required to offer the minimum required bene-
fits package on a guaranteed-issue basis and at
community-rated premiums, with individuals
free to purchase more comprehensive cover-
age or supplemental services with their own
funds (or with additional employer contribu-
tions). Employers would have access to plans
in the pool, and insurers would be free to
manage care and set premiums and reim-
bursement rates based on market forces.
•  Tax credit subsidies would be based on
the median national cost of the minimum re-
quired benefits package purchased through
the CIPs; the current tax exclusion for health
benefits compensation would be similarly
capped at the median cost of a basic benefits
plan sold through the CIP.
•  Medicaid, S-CHIP, and other public pro-
grams for basic coverage would be eliminated,
and participants (except for the disabled or
chronically ill) would be enrolled in private
plans through the CIP.

Reform Goals and Background

Universal Coverage and Responsibility

This proposal springs from the premise that
the best way to ensure that every individual
and family has a minimum level of coverage is
to require it. A recent report from the Robert
Wood Johnson Foundation estimates that 75
million Americans, or nearly one-third of the
non-elderly population, were uninsured dur-
ing some portion of the last two years. Eight of
each 10 uninsured Americans are in working
families, and an estimated 60 percent of unin-
sured adults own or work for small busi-
nesses. These coverage gaps among even
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middle-class workers suggest that the inability
to sustain adequate and continuous coverage
afflicts a much larger segment of the popula-
tion than was previously thought. Double-
digit premium increases since 2001 are push-
ing firms to drop coverage or shift costs to
employees, who, in turn, decline offered cov-
erage at increasing rates. And even when
workers maintain coverage, they typically
must change health plans and doctors when
they change jobs, at an average turnover rate
of less than five years.3

Just as most states require drivers to self-
insure, every American should be required to
maintain coverage and contribute to its cost
based on ability to pay. The responsibility to
avoid imposing uncompensated health costs
on society must be elevated from a voluntary
to a mandatory duty of citizenship. Just as the
nation requires workers and employers to
share a payroll tax deduction to anticipate the
basic health and living expenses guaranteed
through Medicare and Social Security, respec-
tively, every working American should con-
tribute a reasonable portion of his or her in-
come to pay for health care. Moreover, the
outbreak and spread of deadly viruses in re-
cent years (for example, AIDS) has increased
awareness of the public health risks of having
large segments of the population without
regular access to health care.

Affordability Regardless of Job Status

A second key reform goal is to make access to
a choice of affordable health plans available
regardless of job status—that is, to make basic
coverage fundamentally citizen-based rather
than job-based. America’s uniquely hybrid
public-private benefits system relies on a
combination of tax “carrots” (excluding health

                                                            
 3 Job stability has declined sharply among all age groups
since 1987. In 2000, workers aged 25–34 had a median 2.6
years of job tenure, while workers aged 35–44 and 45–54
stayed in the same job an average 4.8 years and 8.2 years,
respectively; see L. Mishel, J. Bernstein, and H. Boushey. The
State of Working America: 2002-03. Ithaca, NY: Cornell
University Press, 2002, pp. 264-66.

benefit compensation from taxable income)
and regulatory “sticks” (eligibility and anti-
discrimination rules) to prod employers to
cover most of the full-time rank-and-file. In
the current fiscal year, the federal government
alone will provide at least $130 billion in tax
subsidies for employment-based health insur-
ance.4 Despite these costly subsidies for em-
ployer-sponsored coverage, 25 percent of
working-age adults lack work-based health
insurance. Some of these adults have no con-
nection to the workforce and, thus, lack access
to the tax-subsidized health insurance avail-
able only through employers or to the self-
employed. Others are part of the growing
numbers of Americans with non-traditional
work arrangements—part-time, contingent, or
contract workers, who are rarely offered bene-
fits. Others, as mentioned above, opt out of
coverage because of rising costs. While the
government operates public programs like
Medicaid for the poor and disabled, signifi-
cant and persistent gaps between the public
and private systems remain. As a result, our
health insurance system is far more frag-
mented, costly, unfair, and inefficient than it
needs to be.

The current voluntary, employer-based
system also creates significant labor market
distortions, burdening families and decreasing
the efficiency of the economy. In the family
setting, it is necessary for one parent to have a
top-tier job with benefits—but the inflexibility
of that job often forces the other parent into a
second-tier job or out of the workforce alto-

                                                            
 4 Employer-paid health insurance premiums are excluded
from compensation for both income tax and payroll tax
purposes, resulting in a revenue loss to the federal Treasury
that is estimated (for fiscal 2003) to be at least $120 billion
(using the income tax expenditure estimate done for Con-
gress by the Joint Tax Committee) or as much as $160 bil-
lion (using the estimate done by the Treasury’s Office of Tax
Analysis). Roughly one-third of these totals represent payroll
tax expenditures. An additional $9 billion in tax expenditures
subsidize various other health benefits, including premiums
paid by the self-employed, continuing coverage for termi-
nated employees (COBRA), Flexible Spending Accounts, and
Medical Savings Accounts; see L. Burman, C. Uccello, et al.
“Tax Incentives for Health Insurance.” Discussion Paper No.
12. Washington: Urban Institute, 2003.
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gether. A growing share of workers relies on
coverage offered by a family member’s em-
ployer—a form of cost shifting that encour-
ages yet more firms to drop coverage or in-
crease co-premiums.5

In the larger economy, the current volun-
tary system distorts labor market signals to
both employers and employees. On the de-
mand side, the all-or-nothing nature of eligi-
bility rules imposes a high fixed cost on em-
ployers for each eligible employee on their
payroll. This creates financial disincentives for
firms to cover non-standard, part-time, or low-
wage workers and, in some cases, deters em-
ployers from taking on new full-time employ-
ees. As health costs rise faster than wages, of-
fering health benefits to lower-wage workers
becomes increasingly untenable to employers.
On the supply side, employees who risk losing
health insurance are deterred from reducing
their hours or switching jobs. Job lock, labor
market sorting, and a two-tier workforce are
among the economic distortions that result,
reducing labor market flexibility and eco-
nomic efficiency.

This proposal for mandatory insurance de-
links coverage from employment by giving
every individual and adult access to a choice
of competing private plans through a Com-
munity Insurance Pool. Every individual
would have guaranteed access to basic cover-
age at a cost that does not exceed a fixed share
of household income, and all but the poor
would have a responsibility to contribute to
the cost of coverage, but based on ability to
pay.

                                                            
 5 Between 1979 and 1998, the share of private-sector em-
ployees receiving health coverage from their own employer
fell from 66 percent to 54 percent, a drop of 12 percentage
points. Most of this decline occurred after 1988, when 64.6
percent of all employees received coverage as a benefit at
work; J. Medoff, M. Calabrese, et al. “The Impact of Labor
Market Trends on Health Coverage and Inequality.” New
York: The Commonwealth Fund, 2001.

Expanded Choice, Portability, and Continuity of
Coverage

A third general goal is to achieve a more port-
able and coherent system of coverage, one
characterized by consumer choice and conti-
nuity of coverage and care. Today’s coverage
gaps and disruptions in the continuity of care
adversely affect quality of care and, conse-
quently, health outcomes for the insured and
uninsured alike. In contrast, a system of port-
able and continuous coverage is likely to re-
sult in substantial improvements in health
outcomes and cost containment. First, it will
end the widespread gaps in coverage that re-
sult in preventable sickness, death, and lost
productivity. The uninsured often lack access
to quality primary and preventive care. With-
out regular checkups, routine medical
screening, and lifestyle counseling, minor
health problems become major ones. When the
uninsured do access the health care system,
they do so disproportionately through hospi-
tals and emergency rooms that are far more
expensive alternatives to ongoing primary and
preventive care.

Second, by enabling individuals to stay
with a single insurer for life, a system of port-
able and continuous coverage would increase
insurers’ incentives to invest in disease pre-
vention and long-term preventive care.

While the system proposed here would
most obviously benefit the uninsured and
families struggling to afford coverage, it
would also be a major improvement for those
who currently purchase health insurance
through their employer. Most important,
workers would no longer need to worry that
losing a job means losing coverage. They
would always have access to a choice of plans
best suited to their needs through the CIP
—and at a premium tied to their current in-
come. In addition, even workers at firms with
employer-sponsored plans would have the
option to select their own policy and level of
coverage from among health plans competing
through the CIP, instead of being limited to
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the plan selected by their employer. Individu-
als choosing to enroll through the CIP would
then be assured the option of keeping the plan
and medical professionals of their choice as
they move from job to job, as Americans do
with increasing frequency.

Improved Incentives for Cost Containment

A fourth goal of the system of universal cov-
erage proposed here is to reduce the rate of in-
crease in health insurance premiums, particu-
larly by reducing unproductive administrative
costs and by realigning financial incentives
that influence both individual consumers and
insurers. Health insurance premiums have
risen at double-digit rates over the past three
years, a trend that further undermines the
ability and willingness of employers to offer
and pay for coverage. One contributor to ris-
ing premiums is cost shifting. Companies of-
fering good family coverage subsidize family
members who work at other firms, but who
are not offered or decline coverage from their
own employer. In addition, uncompensated
care, to a large degree, is passed along in
higher prices to private payers. The inefficient
use of hospital emergency room services as a
means of primary care among the uninsured
further inflates costs. Requiring everyone to
maintain and contribute to the cost of cover-
age will minimize cost shifting and lower the
average cost of coverage, particularly for indi-
viduals and small employers.

Another costly side effect of America’s
fragmented health coverage policy is related
to high turnover because individuals typically
switch plans and providers when they change
(or lose) their job. As noted above, insurers
would have a greater incentive to encourage
preventive care and disease prevention if pol-
icy holders could stay with the same plan
provider indefinitely. Policy churning is also a
major contributor to the more than $110 bil-
lion the United States spent on private insur-
ance and government administrative costs last
year. This does not even include administra-

tive costs absorbed by employers or the cost of
lost productivity due to preventable illness
and job lock. More generally, creating a large
CIP clearinghouse offers the potential for par-
ticipating private insurers to streamline and
reduce the cost of administering enrollment,
premium collection, and claims payment
processes.

Individual consumer choice among com-
peting private health plans could also better
align supply with demand. Because workers
typically have little choice over the scope or
price of their health insurance benefits at
work, individuals often end up with more or
less coverage than they need or are will-
ing—or able—to pay for. These choices are
further distorted by excluding employer-paid
health benefits from taxable income, since the
tax subsidy encourages discretionary health
care consumption in excess of what individu-
als might choose to purchase with after-tax
dollars. By subsidizing only basic coverage
and requiring that supplemental coverage and
services be offered and priced separately, we
expect individuals to make more economically
rational choices about health care utilization.

Reducing the Social Benefit Burden on Business

Another important objective of the self-
insurance mandate proposed here is to shift
the burden of subsidizing basic benefits for
low-wage workers from employers to society
as a whole. Because health insurance can rep-
resent 25 percent or more of a low-wage
worker’s total compensation—and because
below-median-wage workers receive little if
any tax benefit from the exclusion—firms with
a predominantly low-wage workforce have a
strong disincentive to pay for health coverage.
The approach proposed here reverses this
disincentive. Any required employer contri-
bution would be a modest and fixed share of
the worker’s wage (for example, 6 percent).
And since employer-sponsored plans would
be eligible to receive the tax credit subsidy,
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low-wage workers would become relatively
less expensive to cover rather than more.

By extending tax credit vouchers and a
choice among competing plans through a
Community Insurance Pool to all workers as
individuals, the plan proposed here would en-
able employers to get out of the business of
administering complex health plans without
reducing their employees’ after-tax compen-
sation. Purchasing pools and refundable tax
credits would allow companies to decide
purely for business reasons whether to spon-
sor a benefits plan for coverage above the re-
quired minimum—while still providing in-
centives for employer contributions to the
cost.

In addition to the tax credit subsidy for
low-wage workers, a mandatory system
would lower health insurance costs faced by
employers that choose to continue adminis-
tering a company plan by ending cost shifting.
Employers providing health benefits already
are paying a substantial share of the cost of
treating the uninsured as well as the poor.
These costs are disguised—shifted onto un-
witting private purchasers and taxpay-
ers—and considerably larger than they would
be in a system of mandatory coverage and
universal responsibility. These hidden costs
include the cost of uncompensated care: Doc-
tors and hospitals charge higher rates to cover
unpaid bills and inadequate payments by
Medicaid and other public programs. Another
category of avoidable cost results from “policy
churning” among the insured. A third hidden
cost is related to the shrinking number of
workers who receive health coverage from
their own employer: Roughly 20 million
workers are covered by an employer other
than their own, typically their spouse’s, a form
of cost shifting that exacerbates “job lock” and
encourages other firms to drop or not adopt
health benefits. While the first two types of
hidden costs artificially increase the price of
insurance, the third creates a “free-rider”
problem among employers.

Features of the System

Individual Insurance Mandate

The essential starting point for this proposal is
a new social bargain: guaranteed access to af-
fordable basic coverage in exchange for per-
sonal responsibility. Just as most states require
drivers to self-insure, every American should
be required to maintain coverage and contrib-
ute to its cost based on ability to pay. There
are several reasons to make an individual
mandate the centerpiece of a universal cover-
age system. First, it avoids the politically un-
tenable alternatives of a single-payer public
program or of an employer plan mandate.
Even the option of offering employers a large
enough subsidy to increase voluntary compli-
ance would leave at least 25 percent of the
population—particularly the unemployed,
part-time, and contingent workforce—ex-
posed to the problems of the individual insur-
ance market or dependent on medical welfare
programs. In an increasingly global, competi-
tive, and volatile economy, companies should
focus on their business, not on managing
health benefits. Employer-based approaches
also typically leave the poor segregated from
the medical mainstream, in stigmatized public
“welfare” programs. Universal access to a
regulated market of competing private health
plans best optimizes the objectives outlined
above.

Second, it is critical that the public perceive
the subsidies necessary to achieve universal
coverage as part of a reciprocal obligation, not
as welfare for the uninsured. It is critical to
emphasize that a central purpose of the new
system is to ensure individual choice and to
protect workers who currently have coverage
from losing it. Decoupling coverage from em-
ployment guarantees continuity of coverage
for everyone, while also greatly reducing the
cost to employers of covering low-wage work-
ers.

Third, making the purchase of private in-
surance mandatory will minimize cost shifting
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and lower the average cost of coverage, par-
ticularly for individuals and small employers.
More than one-third of the uninsured live in
households earning over $40,000 per year, and
6.6 million live in households with incomes
exceeding $75,000. Since the uninsured are
also disproportionately young, requiring them
to contribute premium dollars to the insurance
risk pool would reduce the average cost of ba-
sic coverage and lower the total public cost of
universal coverage.

Finally, bringing everyone into the social
risk pool is necessary to ensure that non-
employer purchasing groups could avoid
problems of adverse selection. The Commu-
nity Insurance Pool proposed below—based
on guaranteed issue and community-rated
premiums—can provide a cost-effective alter-
native comparable to a large employer group
precisely because risks are widely distributed
and because individuals cannot opt to buy
coverage only when they need expensive care.

Limit the Mandate to Basic Coverage

Considering the enormous public expenditure
associated with an entitlement to health insur-
ance, we believe it is most practical to require
(and subsidize) an adequate but minimal level
of coverage. If the required benefits package is
too inclusive, then either the share of house-
hold income or the share of the already
strained federal budget devoted to this goal
will be viewed as prohibitive. Indeed, an im-
portant part of the overall logic of cost con-
tainment relies on creating a clear distinction
between medically necessary (and hence re-
quired) coverage and discretionary health care
“consumption.” All available public subsidies
should be targeted to make the former (basic
coverage) as affordable as possible—and to
make discretionary purchase of the latter
(“luxury” coverage) compete equally with
other consumer demands. While most em-
ployers and individuals are likely to purchase
a supplemental package of services above the
required minimum, these offerings should be

priced separately and should remain largely
unregulated with respect to deductibles, co-
payments, and other restrictions.

Presumably the required basic benefits
package would be defined with an emphasis
on preventive care, acute care, catastrophic
coverage, and at least a partial prescription
drug benefit. Beyond such very general cover-
age categories, we recommend that Congress
establish either an independent regulatory
body or a commission of medical profession-
als—with input from consumer, business, and
labor representatives—to determine the spe-
cific scope of a basic benefits package and to
monitor the program’s ongoing costs and
quality. The expert agency or commission
should also determine the range of allowable
deductibles and copayments for various serv-
ices. Although copayments for most non-
preventive services would be important to
discourage overutilization, copayments for
services in the basic tier should not be set at a
level that would deter lower-wage families
from seeking appropriate treatment. For ex-
ample, although federal premium subsidies
could extend well into the middle class, re-
quired copayments might be minimal for
families below a certain income threshold. We
assume the expert panel also would allow
substantial variations with respect to the de-
livery of services and the degree of managed
care, but that participating plans would offer a
basic benefits package that is roughly compa-
rable, meets the social goal of minimally ade-
quate coverage, and competes primarily on
price, quality, and convenience.

Congress could either give the expert
agency or commission a global budget to work
within or, preferably, authorize it to report its
recommendations for an up-or-down vote
along the lines of the congressional military
base-closing commission. The body should
remain in business and meet periodically as an
expert oversight and advisory adjunct to the
responsible executive branch department and
congressional oversight committees. It would
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be particularly important for the agency or
commission to independently assess and re-
port back annually on the health outcomes of
the system, recommending appropriate
changes in the mandatory tier of medical
services.

Enforcement

Every adult would be required to maintain,
individually and on behalf of his or her de-
pendents, health insurance coverage at least as
comprehensive as the required minimum
benefits package. Verification of coverage
could efficiently piggyback the annual income
tax filing process. Indeed, because the recon-
ciliation of eligibility for the tax credit subsidy
is based on income, proof of coverage by a
qualified plan is almost necessarily tied to the
annual tax reporting process. If a worker re-
ceives qualified coverage through an em-
ployer, this could be indicated on the IRS
Form W-2 with no extra burden to employers.6

The self-employed and other individuals who
purchase coverage directly through the Com-
munity Insurance Pool (described below)
would receive each January a simple form
(similar to an IRS Form 1099 used by firms to
report payments of non-wage income) certi-
fying the number of months they were cov-
ered by that plan during the previous year. To
prove coverage, individuals would simply en-
close the coverage form along with their W-2,
which they already are required to attach to
their tax return.

Since the IRS receives its own copies of
both forms, it would be reasonably straight-
forward for the government to identify and
contact individuals who fail to file proof of
coverage. Anyone who fails to certify coverage

                                                            
 6 Employers that offer and pay for a level of coverage at
least as comprehensive as the minimum required package
would receive the tax credit due to employees qualifying for
a credit and would apply that amount to the cost of cover-
age. Information necessary to monitor the qualification of
employer plans could be collected and audited at little cost
by using the annual Form 5500 filing required by most em-
ployer-sponsored plans to remain qualified for tax-exempt
status.

would be randomly assigned to a private plan
offered through the Community Insurance
Pool that is priced at or below the median for
that region. Although Medicare, or what re-
mains of Medicaid, could be used as the de-
fault assignment for individuals who fail to
enroll or who default on their portion of the
premium, we prefer to keep the largest possi-
ble share of the population within the com-
munity-rated pool of competing private plan
offerings. This would avoid the possibility
that competition from the government pro-
gram would distort the CIP risk pool or re-
duce the incentives for private plans to com-
pete for the most price-sensitive (and low-
wage) consumers.

Individuals not required to file an income
tax form, who virtually by definition are very
low income, would be required to submit the
proof-of-insurance form (or equivalent) each
year to maintain their qualification for subsi-
dies. Although the tax credit vouchers would
be paid directly to qualified plans, all indi-
viduals (including non-filers) would need to
annually report their total household income
to maintain eligibility. Any health plan that
suspends an individual’s coverage due to non-
payment would be required to report this to
the local CIP administrator.

The appropriate penalty for failing to ob-
tain qualified coverage would likely be a con-
tentious issue. Since an individual with lapsed
coverage would be randomly assigned to a
plan in the local CIP that is priced at or below
the median, the IRS would assess the individ-
ual that amount (which is the median price
figure used to calculate the tax credit) for each
unpaid month. The individual’s assessment
would be reduced by the amount of the pay-
roll contribution made by the individual’s
employer during that year (since, presumably,
the employer did not provide qualifying cov-
erage, or the worker was not eligible for it).
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Contributions and Subsidies

With insurance mandatory, there is a strong
rationale for means-tested subsidies to make
coverage affordable for everyone. All but the
poor would have a responsibility to contribute
to the cost of coverage based on ability to pay.
Contributions and subsidies should ideally be
divided among the three current sources of
today’s private employer-based health insur-
ance system: federal tax subsidies, an em-
ployer contribution (based on a fixed percent-
age of payroll), and individual payments that
would never exceed a modest share of a fam-
ily’s adjusted gross income. Although this
proposal could be implemented without a
mandatory employer contribution, for reasons
outlined below, it would be more practical to
divide this responsibility between employers
and employees. Thus, as we conclude that the
maximum personal responsibility should be
10 percent of household income, we propose
below that employers contribute up to 6 per-
cent of workers’ wages, and that individuals
contribute up to 4 percent of adjusted gross
income.

Tax Credits

If the median cost of a basic plan exceeds the
individual’s required contribution, the differ-
ence would be made up by a federal tax credit
(in the form of a voucher) paid directly on be-
half of the subsidized household to the house-
hold’s health plan or self-insured employer.
The tax credits would be refundable (eligibil-
ity does not depend on having an income tax
liability to offset), advanceable (estimated
credits are advanced quarterly to health
plans), and calculated on a sliding-scale basis
according to income. The tax credit bridges
the gap between the personal responsibility
requirement and the cost of an essential bene-
fits plan. There would be no income limit on
eligibility, although to the extent that health
costs continue to escalate faster than incomes,
Congress would need to revisit the personal
contribution limit from time to time.

The maximum tax credit amount would be
equal to the national median cost of the re-
quired minimum benefits plan offered
through CIPs. However, the amount of the
credit due any particular individual initially
would be reduced by his or her employer’s
required contribution.7 The employer’s contri-
bution would be forwarded to the CIP for
payment to the plan the employee has se-
lected, although it would be retained by em-
ployers that provide the required minimum
coverage through the company’s own plan. To
the extent that the remaining cost exceeds 4
percent of a household’s adjusted gross in-
come, a refundable credit would close the gap
and would be advanced quarterly by the gov-
ernment to whatever qualifying insurance
provider is indicated on the employee’s Form
W-4.8 The final credit for each year (which
might be greater or less than the estimated
credit, depending on other non-wage income)
could be reconciled subsequently through the
annual income tax process.

The premium contributions for the basic
level of coverage, whether paid by employers
or individuals, would be excluded from tax-
able income, as employer-paid health benefits
are today, but any additional health benefits
compensation would be reported as income
on the IRS Form W-2. This has the overall ef-
fect of preserving the current tax exclusion for
employer-paid health benefits, but capping its
cost. Today’s unlimited exclusion of health
benefits compensation from both the payroll

                                                            
 7 Because individuals receive credit for the employer’s con-
tribution (6 percent of compensation), high-income indi-
viduals would be unlikely to owe any additional payment for
the required level of coverage, but they could choose to
purchase additional coverage at their option through or
even outside of the CIP.
 8 The IRS Form W-4, which is already in use to calculate in-
come tax withholding, could be used with little extra burden
to estimate the credit. Employers sponsoring plans could
simply subtract the credit from other tax withholdings and
transfer it to their qualified plan. Similarly, the self-employed
could estimate and subtract the credit using the current
quarterly income tax withholding process. The state’s CIP
clearinghouse would receive a copy of the W-4 for all other
workers and bill the Treasury directly for each participant’s
estimated credit, which would be transferred quarterly (or
monthly) as a single premium subsidy payment to health
plans.
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and income tax subsidizes basic and discre-
tionary medical consumption and is a major
contributor to rising health care costs. Al-
though high earners disproportionately bene-
fit from any exclusion, we believe that adding
the entire employer contribution to taxable in-
come would be too abrupt a change, and that
there would be less political resistance if every
taxpayer continued to receive a significant
(but capped) tax subsidy for health coverage.

Households earning less than 150 percent
of the federal poverty level (FPL) would be
eligible for a credit equal to 100 percent of the
median cost of the minimum benefits plan of-
fered through their Community Insurance
Pool. They would not actually receive the
credit, however, since it would be paid di-
rectly to the plan in which they choose to en-
roll (or to which they were randomly assigned
if they failed to enroll). The federal govern-
ment’s cost for this credit, though, would be
offset by the 6 percent payroll tax contribution
contributed on any wage income during the
year—an amount the CIP clearinghouse
(which collects and routes all payments on
behalf of participating insurers) would refund
to the government. For households earning
between 150 percent and 250 percent of the
FPL, the personal contribution should incre-
mentally increase from zero to a maximum of
4 percent.9 Thus, a family at 200 percent of the
FPL (roughly $35,000) would be required to
contribute up to $700 (2 percent of income) if
the employer contributed only the 6 percent
minimum.

Another important feature of the tax credit
proposed here is that it is citizen-based— b y
which we mean that the tax credit is attached
to the individual, regardless of whether cover-
age is obtained through the employer’s health

                                                            
 9 For example, for each additional 10 percent increment of
income, the required level of contribution would increase by
0.4 percent. Such a gradual phase-in would be unlikely to
deter additional work effort. Jonathan Gruber adopts a
similar approach in his proposal; see J. Meyer and E. Wicks.
Covering America: Real Remedies for the Uninsured. Wash-
ington: Economic and Social Research Institute, 2001, p. 62.

plan or purchased directly through the CIP.
The subsidy is therefore neutral with respect
to the choice of coverage and promotes hori-
zontal equity among households with similar
ability to pay. It also substantially reduces the
implicit “tax” imposed by the current anti-
discrimination requirements in ERISA, which
generally mandate firms to make the same
dollar expenditure on health coverage for low-
and high-wage employees (rather than re-
quiring parity as a percentage of income, as
ERISA does for pension contributions). Cur-
rently, if a firm wants to fully pay for family
coverage on behalf of high-wage employees, it
must do so for low-wage employees as well.
Because health insurance can represent 25
percent or more of a low-wage worker’s total
compensation—and because workers below
median wage receive little if any tax benefit
from the exclusion—firms with a predomi-
nantly low-wage workforce have a strong
disincentive to pay for health coverage.

The approach proposed here reverses this
disincentive. The employer would be required
to contribute no more than 6 percent of a low-
to middle-income worker’s wage. Moreover,
since employer-sponsored plans would be eli-
gible to receive the tax credit subsidy, low-
wage workers would become relatively less,
rather than more, expensive to cover. For this
reason, even if Congress decided that only in-
dividuals (and not employers) should be re-
quired to contribute to the cost of basic cover-
age, we believe that employers would have no
additional incentive to stop offering insurance
coverage as an employee benefit. Indeed,
whereas employers with a very highly skilled
workforce would continue to feel the need to
offer coverage for purposes of labor market
recruitment and retention, employers with
predominantly low-wage or older workforces
would receive far larger tax subsidies for pro-
viding basic coverage than they do today.
Whether or not this mitigates small-business
opposition to any mandated health benefits
cost, it does allow a large number of firms not
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currently offering coverage to level the labor
market playing field by facilitating health care
coverage for a modest and fixed share payroll.

Employer Contribution

Although employer provision of health bene-
fits should remain voluntary, because the cur-
rent financing of health insurance flows pri-
marily through employers and payroll deduc-
tion, it appears to be most practical to main-
tain (and universalize) the employer’s role as a
source of and conduit for premium payments.
We would require employers either to main-
tain coverage at least as comprehensive as the
required basic level of coverage (and pay at
least 80 percent of the premium for those basic
benefits), or to contribute a premium payment
equal to a flat percentage of payroll. If the
maximum personal contribution is 10 percent,
then employers should contribute 6 percent
and individuals 4 percent. Like current contri-
butions for Medicare and Social Security, the
contribution would apply to all wages, in-
cluding wages paid to part-time and contin-
gent workers not otherwise eligible for cover-
age under the employer’s own benefits plans.
It is essential that these non-standard workers,
who disproportionately number among to-
day’s uninsured, accumulate automatic con-
tributions to offset the cost of their coverage in
proportion to their work effort and earnings.

When the individual does not receive basic
coverage at work, the employer contribution
would be submitted to the Internal Revenue
Service, along with other tax withholdings, as
now, and forwarded to the state CIP clearing-
house for payment to the insurance plan. Em-
ployees would receive credit for this payment
up to the median cost of the required benefits
package offered through their state CIP; any
excess contribution would be retained by the
CIP to offset the cost of the tax subsidy and to
reimburse local providers for the cost of any
remaining uncompensated care. ERISA non-
discrimination requirements could be re-
pealed with respect to essential benefits cov-

erage, since employers meet their entire re-
sponsibility with the 6 percent contribution.
Consolidated Omnibus Budget Reconciliation
Act (COBRA) continuation requirements
would be repealed as well, since workers
would maintain their access to guaranteed
coverage, based on income, through the CIP.

The contribution requirement would have
no practical effect on the vast majority of
firms. Most employers already sponsor cover-
age, for which the average employer spends
between 7 percent and 10 percent of payroll.10

Only employers that currently do not offer
coverage would see an increase in their out-
lays for health benefits. With our approach,
employers that now pay for health benefits
should find it very attractive to simply enroll
their workforce through a menu of plans ad-
ministered by the CIP. Health benefits costs
would become fixed and predictable, and
there would be no burden of administering a
plan. And, as noted above, the availability of
the tax credit subsidy for qualified employer
plans would reduce current benefits costs in
proportion to the share of low-wage workers
who participate in the company plan. Even
today, many firms that do not offer coverage
might do so if their low-wage workers were
subsidized.

Most economists maintain that the ultimate
cost of any payroll tax (or fringe benefit) is
borne by the employee, since firms make their
personnel decisions based on total compensa-
tion and the marginal productivity of labor.
Therefore, we would expect this requirement
to have virtually no impact on aggregate em-
ployment since it can be offset far more easily
than a 6 percent increase in the minimum

                                                            
 10 The typical employer’s contribution varies by firm size and
industry or occupation group. Firms with more than 500
employees spend, on average, 7 percent of total employee
compensation on health insurance benefits. State and local
government employers spend closer to 10 percent of em-
ployee compensation on health insurance.; U.S. Department
of Labor. Bureau of Labor Statistics. “Employee Costs for
Employee Compensation Summary.” USDL 03-297. Wash-
ington, DC. June 11, 2003. .
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wage.11 This does not mean that the increase
in fringe benefits costs will not be disruptive
for many employers that do not currently
provide health coverage. Firms are likely, over
time, to adjust wages and expenditures on
other fringe benefits to compensate. For ex-
ample, firms that simply cannot afford a real
increase in compensation might choose to re-
duce nominal wage growth over a period of
years to offset the health benefits increase. Be-
cause this adjustment could take some time,
Congress may want to phase the employer
contribution in over at least three years for
firms not currently providing health benefits.
Congress also might decide initially to exempt
the smallest employers (for example, fewer
than 15 employees).

Although there is a strong political ration-
ale for relying solely on the individual insur-
ance mandate—and, therefore, avoiding knee-
jerk opposition to an “employer man-
date”—there also are practical reasons to re-
quire employers to pay in a large share of the
personal contribution requirement. While a 6
percent contribution is unlikely to have any
long-term economic impact on firms, it has the
virtue of being an automatic payment that re-
duces the amount individuals would have to
pay in on their own. It reduces the perceived
out-of-pocket burden of the individual man-
date and makes collection of a majority of pri-
vate premium payments certain, predictable,
and automatic (thereby also reducing the
budgetary cost to the government). It is also a
less radical departure from the current system,
where the vast majority of workers are accus-
tomed to their employers paying for the ma-
jority of premium costs.

More critical, to the extent that employers
choose to help workers enroll in plans offered

                                                            
 11 Indeed, recent studies suggest that moderate increases in
the minimum wage have little impact on employment levels
in low-wage, low-benefit industries such as food services;
see D. Card and A. Krueger. “Minimum Wage and Employ-
ment: A Case Study of the Fast Food Industry in New Jersey
and Pennsylvania: Reply,” The American Economic Review
(December 2000).

through the CIP—and stop administering a
company health plan—there is no guarantee
firms would continue contributing to the cost
or, as an alternative, adjust wages upward to
compensate. We believe most employers will
conclude that writing a check to the CIP is
more attractive than administering their own
health plan. Because the tax subsidies in the
new system would be limited for higher-paid
workers and available to workers below the
median wage, whether or not the employer
sponsors a plan, we would expect employers
to reduce the share of compensation dedicated
to health benefits, if not immediately, then
over time. Yet, there is great uncertainty con-
cerning the extent to which employers would
fail to adjust wages to compensate for the re-
duction in health benefits compensation. This
would most adversely affect the wages of low-
skill workers, who also have the least bar-
gaining power, a risk that would be greatly
mitigated by an automatic 6 percent employer
contribution.

Finally, a flat-rate contribution puts all
employers on a level playing field. All em-
ployers would contribute on behalf of their
own workers, ending the inefficient premium
shifting onto firms that cover all family mem-
bers. This cuts both ways. Although many
small and low-wage employers would need to
adjust their compensation mix to absorb this
cost, they would face no competitive disad-
vantage, since every employer would contrib-
ute at the same rate. And by making a flat
dollar contribution and facilitating enrollment
via the W-4 process, employers could effec-
tively avoid the onus of not providing health
benefits.

Community Insurance Pools

It is well known that individuals and small
groups face special problems in finding af-
fordable, high-quality health insurance. Small
employers cannot adequately spread the risks
of high medical claims, achieve economies of
scale in administration, offer choices among
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health plans to their employees, or manage
competition among accountable health plans.
They typically face substantially higher pre-
mium charges than large firms. Individuals
seeking coverage are, of course, in an even
more vulnerable position and more so if they
have a potentially costly pre-existing condi-
tion. Not surprising, the uninsured rate
among wage earners who are self-employed
or work in firms employing fewer than 25
employees is roughly double the uninsured
rate for wage earners in medium and large
firms.12

It is likewise well accepted that one poten-
tial remedy to the dysfunction of the small
group and individual insurance market would
be to facilitate health insurance purchasing
cooperatives that duplicate, or even improve
on, the advantages of a very large and sophis-
ticated employer group. By pooling small
groups into larger ones, it was thought that
health insurance purchasing cooperatives
(HIPCs) could bargain for lower premiums,
increase access to coverage, and offer choice to
employees of small firms, since fewer than one
in 10 employer plans at firms with fewer than
200 employees offers choice.

Two key barriers have stymied the growth
and success of purchasing pools in the small-
employer market: the inability to reach a criti-
cal mass (which creates greater purchasing
power and lowers administrative costs) and
the presence of adverse selection (where there
is no requirement or strong incentive for rela-
tively low-risk groups to join or remain in the
pool).13 The approach proposed here takes di-
rect aim at these barriers by:

                                                            
 12 Among uninsured wage earners, nearly half (46 percent)
are self-employed or work for private-sector firms with
fewer than 25 employees. The uninsured rate among this
group is 28 percent, while the uninsured rate for wage
earners employed at medium and large firms ranges from
12 percent to 16 percent. See Fronstin, Paul. “Sources of
Health Insurance and Characteristics of the Uninsured:
Analysis of the March 2000 Current Population Survey.” Is-
sue Brief No. 228. Washington, DC: Employee Benefits Re-
search Institute. 2000.
 13 For a summary of lessons learned from the experience of
small-group purchasing cooperatives, see Elliot Wicks.

•  requiring and subsidizing every unin-
sured adult to acquire and maintain coverage;
•  funding states to create one or more pub-
licly subsidized, large-scale CIPs;
•  restricting tax credit subsidies to mini-
mum benefits plans purchased through the
CIP, or to employer plans that pay for
equivalent coverage;
•  providing employers of any size with in-
centives to purchase at least the minimum
benefits coverage through the CIP at the
community rate; and
•  standardizing and separately pricing the
minimum benefits package, which would be
exempt from state coverage mandates or other
regulations that apply to plans sold outside
the CIP.

Establishing State Purchasing Pools

Perhaps the biggest challenge for a mandatory
insurance system would be to create a market
mechanism to replicate the benefits of large
employer-based risk pools for individual citi-
zens. Making basic coverage mandatory for
individuals necessitates making such coverage
available and affordable to all. If an individual
mandate delivers and subsidizes coverage of
the young and relatively healthy uninsured,
then at a minimum a guaranteed-issue re-
quirement is necessary to force insurers to
cover the sick. However, without mechanisms
(such as community rating) to spread the cost
of higher risks among the broadest possible
group of purchasers, those costs would de-
fault to the government, making an already
expensive program prohibitive. And for
community rating to work, it would be neces-
sary to limit the eligibility for tax credit subsi-
dies primarily to consumers and insurers
within the pool.

To achieve this, we propose that each state
receive a federal grant, allocated roughly on
the basis of population, to establish and oper-

                                                                                       
“Health Insurance Purchasing Cooperatives.” Issue Brief.
New York: The Commonwealth Fund, November 2002.
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ate one or more Community Insurance Pools.
States should be given considerable flexibility
with respect to whether local CIPs are public
agencies or contracted to private sector op-
erators. The pools could be statewide or based
on metropolitan areas that might even cross
state lines. Pools could even compete within
the same state, although this is likely to in-
crease administrative costs considerably. After
an initial period, the federal operating subsidy
could be phased out or reduced by assessing
an administrative fee on plans in proportion to
premiums earned through the pool.

Plans made available through CIPs would
be subject to minimal insurance regulation.
Participating insurers would be required to of-
fer and separately price the nationally man-
dated minimum benefits package on the basis
of guaranteed issue and guaranteed re-
newability. Insurers could offer more compre-
hensive options, or supplemental coverage,
but these add-ons could not be tied to sales;
they would have to be offered and priced
separately on an actuarially fair basis. If par-
ticipating insurers could offer only very com-
prehensive (and expensive) options, they
would likely attract consumers who did not
reflect the risk profile of the pool as a whole.
Requiring plans to offer and price the stan-
dardized minimum package separately fo-
cuses competition on price and quality. Al-
though health plans must provide and sepa-
rately price the minimum benefits package to
be eligible for federal subsidies, they should
be free to manage and deliver care based on
consumer demand. This means that health
maintenance organizations (HMOs), preferred
provide organizations (PPOs), and indemnity
plans would offer the same scope of tier-one
coverage, but would compete on price, qual-
ity, and service to attract individual (and
group) subscribers.

The other critical category of regulation
relates to pricing and risk adjustment. Partici-
pating plans would have to price the manda-
tory benefits package on a community-rated

basis by family type (single, married without
children, single with children, and married
with children) and possibly by broad age
category. Community rating would make the
average cost of coverage as low as possible,
reduce public subsidy expenditures, and
avoid the costly administrative process of risk
rating. Younger and healthier individuals
would typically prefer risk rating because, if
the market is segmented by risk, their premi-
ums would be lower. However, that concern is
mitigated in this context, since the sliding-
scale tax credits ensure that nobody pays more
than a modest share of income for the man-
datory level of coverage.

One problem with community rating is
that it increases the incentive for insurers to
avoid high-risk populations. It also can pe-
nalize insurers that offer supplemental cover-
age or ancillary services that attract individu-
als with more expensive health needs. There-
fore, to deter risk selection strategies and to
compensate for inadvertent risk sorting
among plans, some degree of retrospective
risk adjustment (or additional public subsidy)
is likely to be necessary. Since participating in-
surers, as a group, cannot avoid bad risks in a
mandatory system, efforts to market or shape
benefits packages to do so are wasteful and
undermine the goals of the system. We there-
fore suggest that the same commission of
medical experts and business, consumer, la-
bor, and insurance industry representatives
established by Congress to define the manda-
tory minimum benefits package, also study
and recommend to the state CIPs one or more
risk-adjustment methods.

Enrollment

Whether or not they are eligible for an em-
ployer-sponsored plan, all legal residents
could purchase the plan of their choice
through the local CIP—and have both the em-
ployer’s contribution and any tax credit paid
directly to the plan (including to their em-
ployer’s own plan, if they do not opt out). En-
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rollment would occur in one of three ways:
through an employer (by filing or amending a
Form W-4), directly through the CIP or indi-
vidual plan, or by default assignment.

Workplace enrollment. Because employers al-
ready are required to have employees com-
plete a Form W-4 to calculate income tax
withholding, it would be fairly easy to extend
this process to include designation of the em-
ployee’s health plan. The form should be
completed at the time of initial employment,
as now, but updated each year as well during
the CIP’s open enrollment period. The annual
update would be important, since the form (or
an attachment) could extend the income tax
withholding calculation to estimate the em-
ployee’s tax credit eligibility and estimated
monthly payment for whatever coverage is
indicated (whether through the employer or
through the Community Insurance Pool). The
form would authorize payroll withholding
and the transfer of the worker’s estimated
credit voucher to the plan. Employers could
be required to make CIP enrollment material
available, which would include descriptions
and comparisons of plans available through
the pool.

Direct enrollment. Although employers
could offer “one-stop shopping” (and fre-
quently valuable advice), individuals less at-
tached to a well-organized workplace (for ex-
ample, the unemployed and self-employed)
should have an easy opportunity to enroll di-
rectly in plans offered through the CIP. Just
before the annual open enrollment period, the
state CIP administrator should mail plan de-
scriptions and enrollment material to every
household within its jurisdiction. Enrollment
(or switching from one plan to another) could
occur by mail, by Internet, or by telephone
through the CIP clearinghouse. In addition,
individual insurers should be allowed to ad-
vertise or market their plans directly to con-
sumers, or through sponsorship arrangements
with non-profit constituency organizations
(for example, religious groups, consumer

groups, unions). However the individual or
family enrolls, the information submitted (and
updated each year) would be essentially the
same as on the Form W-4 extension described
above. The CIP (or enrolling insurer) would
need an estimate of current year income to
calculate the anticipated tax credit and pay-
ment due. With this, and authorization for
payroll deduction, the CIP could notify the
employer of the enrollment and the amount
that would need to be forwarded by payroll
deduction to the CIP clearinghouse.

Default enrollment. Of course, some indi-
viduals would fail to enroll, particularly those
who were not attached to a stable job or resi-
dence (for example, the homeless, indigent,
itinerant), but also others seeking to shirk the
personal payment obligation. Individuals who
failed to certify enrollment on their Form W-4
and/or income tax form would be randomly
assigned to a plan offered through the
CIP—one priced at the median or below. Cur-
rent Medicaid enrollees who did not affirma-
tively select a plan, after a transition period,
would be similarly assigned. An additional
channel for identifying the remaining unin-
sured would be medical providers, particu-
larly emergency rooms, when they provide
uncompensated care for persons unable to
show coverage.14 Individuals assigned to
plans presumably would be billed for the en-
tire premium, which they would owe until
such time as they provided information suffi-
cient to collect contributions from any em-
ployers (through the CIP) and the government
(for any tax credit or additional state-paid
subsidies).

                                                            
 14 As noted above, each state CIP would establish a Default
Reimbursement Fund to compensate health care providers
for uncompensated care. Providers would have access to an
online database that could immediately determine if the pa-
tient is enrolled in a health plan in that state, or through the
CIP in some other state. If not, and if the patient cannot
pay, the provider could fall back on the Fund. To be eligible
for reimbursement, a doctor, emergency room, or other
provider could be required to collect and supply information
about the patient (for example, name, address, driver’s li-
cense number, place of employment) to facilitate ongoing
CIP outreach and enrollment efforts.
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Role of Employers

The system proposed here is fundamentally
citizen-based, as it de-links both affordable
group plan coverage and tax subsidies from
the employment relationship. As noted, every
American should be able to choose from
among plans competing through the CIP,
whether or not his or her employer sponsors a
plan. Both the tax credit subsidy and employer
contribution, if there is one, could be applied
to any qualified plan.

This leaves two roles for employers, one
mandatory and one voluntary. The required
role is to facilitate enrollment and the payroll
deduction of premium payments; the volun-
tary role, as it is today, is to administer a com-
pany-sponsored health plan.

Employers as intermediaries. As described
above, the employer’s current responsibility to
remit payroll and income tax withholding,
based on IRS Form W-4, would be expanded
to include withholding health premium pay-
ments for workers who enroll in plans
through the CIP. When workers are first hired,
and once annually during the CIP open en-
rollment period, employers would be required
to collect plan enrollment and expanded W-4
information from all employees. They could
also be required to make a package of infor-
mation from the local CIP, describing the
menu of available plan options, available on
request. Based on this information, the em-
ployer would transfer automatic payroll de-
ductions to the plan provider selected by the
employee. If the worker remains in the com-
pany plan, all payments—the employer’s
contribution, the tax credit, and any premium
payment due from the employee—would be
retained by the firm (and transferred to its
qualified plan). Indeed, eligible employees
should be automatically enrolled in the com-
pany plan unless they affirmatively enroll in
another qualified plan through the CIP.

If a worker chooses to enroll (or remain in)
a plan offered through the CIP, or to enroll in
a family member’s employer-sponsored plan,

the worker’s employer would deduct and
transfer both the employer’s contribution and
the employee’s premium payment to the CIP
clearinghouse (for payment to the particular
plan the employee indicated on the W-4). Al-
though employers sponsoring plans could
immediately receive a worker’s estimated tax
credit—by subtracting it from the employee’s
income tax withholding—if the worker were
enrolled through the CIP, it would be less
burdensome on firms if the CIP itself calcu-
lated and advanced the tax credit to insurance
plans with funds from the federal govern-
ment.

Employers as plan sponsors. Employers can
limit their role to facilitating enrollment
through the CIP, as described above, or they
can maintain a company plan. However, to be
eligible for the tax credit voucher, an em-
ployer-sponsored plan should conform to a
number of the basic principles in line with the
overall goals of a system of universal and af-
fordable coverage. The plan must be at least as
comprehensive as the minimum benefits
package offered by plans competing through
the CIP. If the employer pays the entire pre-
mium, then no additional regulation should
be required. For coverage or services above
the minimum benefits level, any plan would
be free to charge any actuarially fair premium
and to decide what deductibles or copayments
are appropriate.

However, if any copremium is imposed on
employees (or their dependents) for the re-
quired minimum coverage, then an employer-
sponsored plan (whether or not it is self-
insured) must: (a) define, price, and offer the
minimum level of coverage separately, as
plans are required to do within the CIP; (b)
charge copremiums only to the extent that the
cost is greater than 6 percent of the employee’s
covered wages (since employers are required
to make this minimum contribution); and (c)
remit both employer and employee contribu-
tions to the CIP if, during the annual enroll-
ment window, an employee opts to enroll in a
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plan through the CIP or through a family
member’s qualified plan, rather than in the
company plan. This final requirement would
be critical in the context of a system premised
on mandatory self-insurance, since it ensures
that individuals have the ultimate choice over
what arrangement and cost best suits their
family’s medical needs and economic situa-
tion.

Integrating Medicaid into the Mainstream

One particularly important design issue con-
cerns the extent to which the Medicaid and S-
CHIP populations should be integrated into
the mandatory system of choice among com-
peting private insurers. Medicaid spending
has surged over the past two dec-
ades—driven, among other factors, by the 20
percent increase since 1988 in the share of the
non-elderly population without health insur-
ance. The federal share alone exceeds $150 bil-
lion—more than 10 percent of the federal
budget. Medicaid recipients among the non-
elderly fall into two broad pools: the finan-
cially needy (namely, low-income women
with dependent children) and the medically
needy (namely, low-income people with long-
term physical and mental disabilities). The fi-
nancially needy comprise three-quarters of
Medicaid’s 51 million recipients, but account
for less than one-third of program expendi-
tures.

We propose that the financially needy now
covered by Medicaid should be enrolled in
private plans through the CIP. Once each
state’s CIP becomes well established, Medi-
caid enrollees could be assigned randomly to a
basic benefits plan at or below the median
cost. Like other individuals, former Medicaid
recipients would then be free to switch to an-
other plan during the open enrollment period,
to upgrade their coverage with their own re-
sources, or to drop coverage if they gain em-
ployment at a firm that provides qualified
coverage. In essence, once the financially
needy population is enrolled through the CIP,

they are treated like everyone else. To the ex-
tent that their household income remains be-
low 150 percent of the poverty line, the state
CIP would collect the full premium amount
from the federal government (reduced by any
employer contributions for earnings) and pay
it out to the private insurance provider.

While the majority of adults and children
now eligible for Medicaid or S-CHIP would be
mainstreamed, Medicaid would continue to
enroll and fund care for those persons eligible
for the long-term care portion of the program.
Medicaid covers more than 12 million dis-
abled and elderly people at a cost that exceeds
$12,000 per enrollee—more than six times the
average cost of the program’s 39 million non-
disabled participants.15 Because the federal
government would be assuming the total cost
of covering the financially needy, we assume
the states should take greater responsibility
for financing the medically needy, particularly
the elderly and others requiring long-term
nursing care services.

While there are many advantages to
bringing nearly all Americans into a single,
seamless system, because Medicaid itself
serves very divergent populations under state-
determined eligibility and benefits criteria, it
is important to examine the degree to which
integration would be desirable as well as its
costs and tradeoffs. For example, although the
basic benefits package guaranteed under a
mandatory system is likely to be somewhat
less comprehensive than the current entitle-
ment, research suggests that the more gener-
ous fee schedules and lack of stigma associ-
ated with enrollment in mainstream health
plans can lead to improved participation and
access to quality physicians—and, ultimately,
to better health outcomes.

At the same time, federal assistance should
continue to be available for state programs
addressing special needs of this population

                                                            
 15 The Kaiser Commission on Medicaid and the Uninsured.
“Medicaid: Fiscal Challenges to Coverage” The Henry J. Kai-
ser Foundation, May 2003.
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that would not normally be included under
the basic health benefits package. Today,
Medicaid coverage and eligibility varies sig-
nificantly from state to state. Services such as
in-school immunizations, eyeglasses, and
speech therapy are provided through Medi-
caid by some states—and should, at the option
of the states, continue as “wraparound” serv-
ices for those who would now be eligible for
Medicaid. Similarly, Medicaid enrollees today
pay extremely low copayments for basic serv-
ices, with children paying none at all, so as not
to unduly deter routine and preventive care.
We assume that the cost-sharing requirements
that would apply to very low-income indi-
viduals enrolled through the CIP (for example,
persons below 200 percent of poverty) would
be considerably lower than for other partici-
pants.

Moreover, automatic enrollment of the
Medicaid population into mainstream plans
through the CIP would reduce the problems
created when low-income people churn be-
tween the public and private systems as well
as the “crowd-out” effects that occur if the
continued expansion of Medicaid eligibility
remains the nation’s primary means to expand
coverage. The continuity of coverage and care
accessible through the CIP might even be
more important to a very low-income, at-risk
population.

Finally, because the system makes means-
tested coverage affordable to all Americans, it
would create an even greater level of stigma to
disenrolling individuals and families from pri-
vate coverage because their income (and
hence ability to contribute) fell below a certain
threshold. Forcing the low-income population
to shift back and forth between the main-
stream system and Medicaid as their ability to
pay fluctuates would be wasteful and unfair
and would undermine other reform goals.

Financing

Under the proposal here for mandatory cover-
age, the cost of health insurance would con-

tinue to be shared in roughly the same pro-
portion among individuals, employers, and
government. However, there would be several
significant changes in the distribution of the
financial burden, primarily because all em-
ployers and all but the lowest-income indi-
viduals and families would be expected to
contribute to the cost of the required mini-
mum level of coverage.

Although census data show that two-thirds
of the uninsured earn less than $10 per
hour—and would have all or most of their in-
surance premium subsidized—as many as
one-third of the uninsured would be required
to contribute a modest share of household in-
come (for example, up to 4 percent), unless
their employer provides basic coverage. Other
low-income workers who may be paying a
larger portion of their income today for cover-
age would likely pay less, at least for basic
coverage. Similarly, employers that currently
buy comprehensive coverage for a large num-
ber of relatively low-wage workers would see
a substantial reduction in their health costs,
since we assume the maximum employer
contribution to the cost of basic coverage is a
flat 6 percent of the individual worker’s wage.
Conversely, employers currently making no
contribution would begin paying 6 percent of
payroll, phased in over three years or more.
The federal government would completely
fund the premiums of the vast majority of
non-disabled adults and children currently
eligible for Medicaid and S-CHIP because they
are poor, although presumably the states
would then assume a larger share of the cost
of long-term care for the medically indigent
remaining in the public program.

While overall health spending by the fed-
eral government would increase substan-
tially,16 the net cost would be reduced by at

                                                            
 16 Two comparable proposals released during 2003 by The
Commonwealth Fund and by Blue Shield of California esti-
mated the net additional cost to the federal government at
$70 billion and $75 billion, respectively. Both would insure
virtually all Americans on a mandatory basis and rely on a
combination of individual, employer, and federal tax credit
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least three changes: first, by capping the tax
exclusion for employer-paid premium at the
median cost of the minimum benefits package;
second, by eliminating Medicaid, S-CHIP,
FEHBP, and other separately administered
public programs providing basic health cover-
age through private providers; and third, by
requiring all employers not providing cover-
age to deduct and submit a premium contri-
bution equal to approximately 6 percent of
covered payrolls. Fourth, by eliminating dis-
proportionate hospital share (DSH) and re-
lated federal payments, the insurance man-
date would minimize uncompensated care,
and any remaining reimbursements would
come from a Default Payment Fund financed
by excess employer payments for very high-
wage workers. Finally, although making basic
coverage affordable should increase the de-
mand somewhat for primary and preventive
health care, the mandatory nature of the sys-
tem would help to reduce the average cost (and
subsidy) for a basic plan by bringing in pre-
mium dollars from the uninsured who are
able to pay. For example, the nearly 7 million
uninsured adults living in households earning
more than $75,000 should add $15 billion or
more to the private insurance premium pool.

Incentives for Cost Containment

The system of mandatory self-insurance pro-
posed here does not anticipate any form of ra-
tioning, premium caps, or other mechanisms
that would force cost control directly. The
proposal is, in part, premised on a belief that
our society is affluent enough to ensure the af-
fordability of an essential level of quality care
for all, and that the consumption of health
services above that level should be a matter of
competing consumer preferences—neither

                                                                                       
contributions for financing; see K. Davis and C. Schoen.
“Creating Consensus on Coverage Choices.” Health Affairs
Web Exclusive (April 23, 2003); Kenneth E. Thorpe. “An
Analysis of the Costs and Coverage Associated with Blue
Shield of California’s Universal Health Insurance Plan for All
Americans” (mimeo). Atlanta: Emory University, June 11,
2003.

subsidized nor constrained. While cost con-
tainment will be an increasingly important
health policy issue, we believe that achieving
universal coverage is a more pressing—and
sufficiently daunting—policy challenge that
can provide the foundation for subsequent re-
forms focused on both the supply and de-
mand sides of the market. Nevertheless, the
system proposed here is structured to include
a number of features that should help to re-
duce administrative costs, make consumers
more cost conscious, and encourage insurers
to place more emphasis on preventive care.

Most important, a truly citizen-based model
of universal coverage enables continuity of
coverage and care. Unlike today’s system,
distinguished by the enormous waste and dis-
continuity of policy churning, individuals
would be able to remain with the plan and
doctors of their choice as they move from job
to job. This should reduce administrative costs
and increase the incentive for insurers to invest
in disease prevention and long-term preven-
tive care. Insurers and health care providers
spent $112 billion on administrative costs in
2002, a large portion of which is attributable to
individuals moving in and out of plans and
changing their medical providers frequently.17

While continuity of coverage and the econo-
mies of scale inherent in a large Community
Insurance Pool would reduce administrative
costs, over the longer term enabling individu-
als to remain with a single plan for life should
increase insurers’ incentives to focus more on
preventive care.

Second, the incentives to purchase cover-
age through the Community Insurance Pool
would greatly increase competition in the
small-group and individual insurance market.
There would be more choice among more
plans offering a standardized basic benefits
package that would be easier for consumers to

                                                            
 17 See Karen Davis. “American Health Care: Why So
Costly?” Testimony before Senate Appropriations Subcom-
mittee on Labor, Health and Human Services, June 11,
2003.



42

compare. The plans competing through the
CIP would, in turn, put competitive pressure
on employer-sponsored plans, since workers
could opt out of employer coverage and trans-
fer their subsidies to offset the cost of outside
plans. In addition, we anticipate that the na-
tional agency or commission proposed above,
when it recommends the scope of the required
minimum level of coverage, would bring the
best research to bear on such issues as how to
set copayments not primarily to reduce short-
term costs for a plan, but to improve health
outcomes and reduce long-term costs to soci-
ety as a whole.

Third, more consumer choice would better
align demand with supply. Since the essential
tier must be defined, offered, and priced sepa-
rately, consumers could more readily select
the coverage they need and are willing to pay
for. Comparative information on the costs and
performance of these plans would be made
widely available through the local CIP clear-
inghouse.

Fourth, the open-ended tax subsidy for
health care consumption would be capped at
the median cost of the minimum benefits
package. Although guaranteeing the afforda-
bility of coverage for all Americans would, by
itself, increase utilization, removal of today’s
sizable tax subsidies for non-essential services
would place health benefits on a level playing
field with other types of compensation and
consumption preferences. As a result, indi-
viduals and firms would likely move toward
less comprehensive plans, with more services
consumed on an à la carte basis. With no tax
subsidy for “luxury” coverage, employers
should be more inclined to increase wages or
pension benefits (which have fallen steadily as
a share of compensation as health care has
risen).

Finally, the approach here anticipates sub-
stantial administrative savings for both insur-
ers and employers. In addition to the signifi-
cant reduction in policy “churning” men-
tioned above, institutionalization of a CIP

clearinghouse to route enrollment information
and forward routine premium payments
(nearly all by automatic payroll deduction),
suggests significant savings in overhead. Em-
ployers opting to simply enroll their
workforce through the CIP would save con-
siderable sums on internal benefits manage-
ment and consulting services. In addition,
creation of state CIP clearinghouses and stan-
dardization of the essential benefits package
would be likely to lead to a standardized,
electronic claims payment system, at least for
tier one services. The CIPs could use this sys-
tem to compile data to measure service utili-
zation and determine risk adjustment. A more
standardized, electronic claims payment sys-
tem also would reduce overhead costs not
only for insurers, but for medical providers
who today must navigate a frustrating variety
of rules and forms to receive reimbursements
from insurers.

Political Feasibility

The current system, with its persistent cover-
age gaps, cost shifting and other problems, is
convincing policy makers and a broad array of
constituencies of the urgent need for an alter-
native means to make basic health coverage
universally accessible and affordable. Yet
none of the standard policy remedies rises to
this challenge or meets the test of political fea-
sibility. Requiring every American to obtain at
least a basic level of health insurance from a
private provider is a policy that defies the
usual political spectrum. The coverage guar-
antee and means-tested tax credit subsidy
should appeal to liberals, while the reliance on
private insurance markets and consumer
choice and the easing of the social benefits
burden on employers should appeal to con-
servatives.

Most employers should support the indi-
vidual mandate approach described here: it
reduces the health benefits costs of most firms
and allows employers to get out of the busi-
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ness of administering health benefits. Employ-
ers would not be required to offer or admin-
ister a health plan, only to contribute a modest
and flat percentage of payroll and to facilitate
enrollment through an annual Form W-4
process. For those firms that continue to offer
a plan, or to pay the premium for employees
enrolling through the CIP, the burden of sub-
sidizing low-wage workers would shift from
employers to society as a whole. Employers
could provide very comprehensive coverage
as a fringe benefit to their highly paid em-
ployees without bearing the full cost of cov-
ering low-wage employees, as is currently re-
quired. Although some small or low-wage
employers may object to any required contri-
bution, we believe that on balance the vast
majority of firms would find the division of
payment and responsibility to be very favor-
able compared to the current system and
compared to any other proposal capable of en-
suring universal coverage.

Similarly, insurance companies that chafed
at the premium growth caps and regulatory
role of the purchasing Alliances proposed
during the Clinton administration appear to
be, a decade later, considerably less resistant
to the healthmart approach assumed here,
which is more akin to the way millions of fed-
eral employees choose among competing pri-
vate health plans today. Participation in the
CIPs would be voluntary, and, although many
for-profit insurers could well oppose insur-
ance regulation (such as community rating
and guaranteed renewability), they would
also benefit immediately from a huge expan-
sion of the private insurance market as 40 mil-
lion Medicaid enrollees, and an additional 40
million uninsured Americans, would become

customers for private coverage. Medical pro-
fessionals should likewise support a system
where every patient would arrive with insur-
ance coverage, where the Medicaid population
would be treated at standard insurance rates,
and where any otherwise uncompensated care
would be reimbursed through the state CIP.

In some respects the greatest unknown
may be the perception of individual Ameri-
cans, particularly those who currently receive
health benefits through their employer. In
1994 the perception that those with good cov-
erage had little to gain and, in fact, might lose
their choice of doctors helped to turn public
opinion against the risk of reform. A decade
later, however, the public is reconciled to a
degree of managed care and appears far more
worried about losing coverage—either be-
cause of a change in employment or because
rising premiums and employer cost shifting
makes it unaffordable. Although there is no
obvious remedy to medical cost inflation, the
proposal here may be appealing to the extent
it addresses three sources of public anxiety:
first, individuals and families would be able to
keep their coverage even if they lose their job;
second, the worker’s premium cost would
never exceed a modest share of family income;
and third, every individual would always
have a choice of among a variety of competing
plans whether or not his or her employer pro-
vides coverage.

In short, the principle of universal cover-
age in exchange for universal responsibility
within the existing market system may well be
the most feasible and politically centrist foun-
dation on which to build a political consensus
around comprehensive health reform. n
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Helen Ann Halpin

Helen Ann Halpin has proposed a program that emphasizes voluntary choice but which in-
cludes incentives that are likely to produce a state-based, single-payer system over time. It has
the following elements:

A CHOICE PLAN THAT WOULD CONTRACT with all willing (presumably most) licensed providers
and group model or staff model HMOs and offer comprehensive coverage to most of the
population should they choose to enroll.

CONTINUATION OF MEDICAID, S-CHIP, MEDICARE, EMPLOYER-BASED PLANS, and private insurer
plans as alternatives to CHOICE for those who prefer to stay with current forms of cov-
erage.

A REQUIREMENT THAT EMPLOYERS EITHER OFFER COVERAGE (though neither the type of plan nor the
amount of premium contribution would be regulated) or pay a payroll tax of no more
than 6.5 percent for each employee not covered under the employer’s health plan.

SUBSIDIES AVAILABLE ONLY TO PEOPLE ENROLLING IN CHOICE that would limit premium payments
to a maximum of 2.5 percent of annual income, depending on income and family size.

FINANCING FOR CHOICE from individuals (premiums), states (replacing some current public
program subsidies), the federal government (some new “sin” taxes), employers (payroll
taxes), and a new assessment on cross border transactions between Mexico and the
United States.
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Getting to a Single-Payer System Using
Market Forces: The CHOICE Program

by Helen Ann Halpin

Overview

The CHOICE program is a new approach to
health care reform that very quickly achieves
nearly universal access to a single-payer
health insurance system for all U.S. residents
without any individual mandates or new
regulations for employers or health insurers. It
accomplishes this goal by offering all U.S.
residents a new choice for their health insur-
ance coverage that better meets their prefer-
ences as health care consumers, providers and
employers. CHOICE offers Americans the op-
tion of unrestricted access to nearly all li-
censed health care professionals and facilities
in their state for comprehensive, affordable,
high-quality health care without eliminating
any of their current health insurance options.
The simple beauty of the CHOICE program is
that it achieves these goals through economic
incentives, competition with the existing sys-
tem, and ultimately transitioning the entire
system as a result of the voluntary choices of
individuals, businesses, and health care pro-
viders. The result is increased access, equity,
efficiency, choice, and security for all.

CHOICE is a shared responsibility between
the federal and state governments, with states
having flexibility in how they design and ad-
minister their programs. CHOICE recognizes
the differences in the public programs and de-
livery systems operating within each state, as
well as the varying needs of their populations,
and gives states the opportunity to tailor their
programs within federal guidelines. Financing

is a mix of public and private, and each state
contracts directly with private and public
health care providers and organized delivery
systems in the state to provide covered health
care services. All U.S. residents who enroll in
CHOICE will have two major options for af-
fordable, comprehensive health insurance
coverage:
•  The CHOICE Single-Payer Network:
CHOICE enrollees may receive their medical
care from any licensed health care profes-
sional or facility that contracts with the state-
wide CHOICE fee-for-service network to pro-
vide covered services. It is anticipated that
nearly 100 percent of all health care providers
(except those who practice in group- or staff-
model HMOs) will elect to contract with their
statewide CHOICE Network. All providers in
the network will be paid Medicare payment
rates for all enrollees, regardless of their
sources of financing (for example, employer,
Medicaid, Medicare).
•  Organized Delivery Systems: CHOICE en-
rollees may select among all state licensed or-
ganized delivery systems (ODSs), which in-
clude both group- and staff-model HMOs, that
elect to contract with the CHOICE program in
their state. ODS will be paid an age-, sex-, and
risk-adjusted capitation payment for each
CHOICE enrollee. In addition, health insur-
ance carriers and health plans will be offered
federal tax incentives to develop new partner-
ships with large multi-specialty groups in ex-
clusive arrangements, creating more ODS op-
tions that will compete with each other and

I
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with the CHOICE Network for enrollees.
CHOICE makes coverage affordable by

basing the amount that enrollees pay toward
CHOICE coverage on their annual wages and
family size. Employers contribute by paying a
payroll tax of 5.5 percent or 6.5 percent, de-
pending on firm size, which is substantially
less than many now pay for coverage. An em-
ployer that continues to offer workers health
coverage will be credited for the full amount
of the tax for each worker enrolled in the em-
ployer’s plan. States and the federal govern-
ment will contribute to CHOICE financing
when people move from existing state or fed-
erally subsidized programs to CHOICE.

Objectives of the CHOICE program

The CHOICE program has five major objec-
tives:

1. To Increase Coverage

The primary objective of the CHOICE pro-
gram is to guarantee access to affordable,
comprehensive health insurance coverage for
all non-elderly adult workers (regardless of
their immigration status) and their non-
working dependents as well as all Americans
who are currently eligible for Medicaid, the
State Children’s Health Insurance Program (S-
CHIP), or Medicare. A “worker” is broadly
defined to include full-time, part-time, sea-
sonal, contractual, and temporary workers as
well as the self-employed.

It is expected that the CHOICE program
will increase coverage to at least 95 percent of
all U.S. residents within one year of adoption.
The CHOICE program will extend eligibility
for coverage to nearly all currently uninsured
U.S. residents and their families. It also will
increase coverage, through mass media cam-
paigns and extensive community outreach, for
U.S. residents who are eligible for S-CHIP and
Medicaid but are not enrolled, and it will pro-
vide for more comprehensive and affordable
coverage for elderly Medicare beneficiaries

who elect to enroll in the CHOICE program
through a federal Medicare Demonstration
Program.

2. To Increase Choice

All working, non-elderly U.S. residents and
their non-working dependents, as well as
Medicaid, S-CHIP, and Medicare beneficiaries,
will retain all of their current health insurance
coverage options, but they will be offered a
new option in the form of the CHOICE pro-
gram. For example:
•  Workers and their families will retain the
option of getting their coverage through their
employer (if offered), public programs (if eli-
gible), the individual market (if affordable), or
the new CHOICE program.
•  Elderly Medicare beneficiaries will have
the option of getting their coverage through
the traditional Medicare program, Medi-
care+Choice plans, or the new CHOICE pro-
gram.
•  Individuals eligible for Medicaid, S-CHIP,
and other state-administered and -financed
health insurance programs will have the op-
tion of continuing their coverage in these
public programs or enrolling in the new
CHOICE program.
•  Employers will have the option of decid-
ing whether to offer employer-sponsored cov-
erage and will remain free to decide what
shape and form that coverage will take with-
out any regulation of the benefits they offer.
•  CHOICE enrollees will have the option of
choosing from their statewide CHOICE Net-
work of health care providers or enrolling in
an organized delivery system (ODS) for their
medical care.
•  CHOICE enrollees will have the option of
choosing their own doctors and hospitals from
among all health care providers who contract
with the statewide CHOICE Network.
•  Health insurance brokers will have the
option of offering the CHOICE program to in-
dividuals and small firms.
•  Health insurance companies and health
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plans will have the option of continuing to sell
coverage in the group and individual markets
and will be offered incentives to partner in
new exclusive arrangements with multi-
specialty medical groups to form new ODSs.
•  Health insurance companies and health
plans will also have the option of developing
and selling supplemental products that cover
services not included in the CHOICE benefits
package as well as contracting with the
CHOICE program to perform administrative
functions.

3. To Increase Equity

An objective of the CHOICE program is to en-
sure that everyone pays a fair share of the cost to
support access to comprehensive, affordable
coverage for all U.S. residents and their fami-
lies. The CHOICE program achieves financial
equity by requiring all parties (individuals,
employers, and state, county, and federal gov-
ernments) that currently support the health
care system financially to continue to do so at
a level that is affordable and necessary to pro-
vide comprehensive, high-quality health care
services. The CHOICE program also increases
equity by:
•  Making premium contributions affordable
for individuals and families by tying them to
wage levels up to a maximum annual wage.
There is no out-of-pocket premium for indi-
viduals and families with annual incomes be-
low 150 percent of poverty. On average, U.S.
residents with incomes above 150 percent of
poverty will pay 2 percent of their annual in-
come applied up to the maximum wage sub-
ject to the Social Security tax (approximately
$87,000 per year in 2003) to enroll in the
CHOICE program.
•  Setting employer contributions to help fi-
nance health insurance coverage so that all
employers operating in the United States pay
into the CHOICE program for any employees
who do not take up employer-sponsored cov-
erage. The payroll tax under the CHOICE
program is considerably less than what em-

ployers now pay to buy coverage in the small-
and large-employer group health insurance
markets.
•  Providing a reasonably comprehensive
standard set of benefits to all CHOICE enrol-
lees.
•  Providing fair payment to all health care
providers in the CHOICE Network through
100 percent Medicare payments, regardless of
patients’ source of financing.
•  Providing each participating ODS with an
age-, sex-, and risk-adjusted capitation pay-
ment for all covered services for its CHOICE
enrollees.

4. To Increase Efficiency

Another objective of the CHOICE program is
to increase efficiency in administering health
insurance coverage and to purchase greater
value with U.S. health care dollars. This means
maintaining and improving the quality of
health care, while at the same time keeping
costs reasonable. This objective will be
achieved by:
•  Taking advantage of electronic processing
capabilities for all administrative functions,
including claims processing, auditing, and
quality review and improvement.
•  Bulk purchasing of pharmaceuticals and
medical equipment through the Federal Sup-
ply Schedule (FSS).
•  Coordinating administration of the
CHOICE program with other state-
administered health insurance programs.
•  Permitting any requirements for enroll-
ment, including residency, work status, family
status, and income, to be determined by a self-
certification process with random paperless
verification.18

•  Permitting automated enrollment of pa-
tients in CHOICE by health care professionals
at the site of care.
•  Contracting directly with licensed health

                                                            
 18 Ana Montes. Latino Issues Forum. Memo to Norma Garcia
of Consumers Union re: Self-Certification (April 20, 1999).
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care professionals and facilities in the state-
wide CHOICE Network, whose performance
will be assessed on quality and value.
•  Restricting contracts with ODS to only
state-licensed group- and staff-model HMOs,
whose performance will be assessed on qual-
ity and value.19

5. To Increase Security

Ultimately, the goal of the U.S. health care
system under the CHOICE program will be to
maintain and improve the health of all people
living in the United States and to meet their
medical care needs. This means preventing
disease and disability, promoting health,
managing chronic conditions, treating illness
and injury, and giving priority coverage to
those services that have been demonstrated to
be effective in improving health outcomes.
This objective will be achieved by:
•  Providing coverage for those services and
treatments that have been demonstrated to be
effective and relatively cost-effective in the
prevention, diagnosis, treatment, and man-
agement of a medical condition.
•  Returning medical care decision making
to health care providers and their patients
with no preauthorization requirements.
•  Holding health care providers accountable
for the quality and cost of the care they de-
liver.
•  Increasing the number of insured indi-
viduals, thereby providing a reliable source of
new revenue for safety net providers and, at
the same time, increasing per capita state
funding for indigent medical care for persons
who remain uninsured.20

Coverage/Eligibility

1. Eligibility Criteria

U.S. residents who meet the following criteria
are eligible to enroll in the CHOICE program,

                                                            
 19 UC Berkeley Annual Survey of Health Plans (1997).
 20 California LAO analysis (2001).

regardless of their race, age, gender, religion,
ethnicity, sexual orientation, legal status,
health status, family status, or income.

Non-elderly (0–64 years) U.S. residents
who meet all three criteria below are eligible to
enroll in the CHOICE program:
•  Currently reside in the United States with
the intent to remain.21

•  Are not covered by Medicare.
•  Meet one of the following criteria:

—Worked in the United States (or is the
non-working dependent[s] of an eligible
worker) for at least three months out of the
last 12. A “worker” is defined to include
full-time, part-time, seasonal, temporary,
and contractual workers and the self-
employed.
—Are eligible for Consolidated Omnibus
Budget Reconciliation Act (COBRA) health
benefits.
—Are receiving state unemployment bene-
fits.
—Are eligible for S-CHIP.
Elderly U.S. residents are eligible if they

meet the following conditions:
•  Are 65 years of age or older.
•  Currently reside in the United States with
the intent to remain.
•  Are eligible for Medicare.

Non-working, non-elderly U.S. residents
and uninsured elderly U.S. residents can buy
into the CHOICE program by paying the full
premium. However, persons enrolled in mili-
tary/CHAMPUS/Veterans Administration
(VA) programs are not eligible for the
CHOICE program. In addition, non-working
adult (18 and older) U.S. residents who are
eligible for or enrolled in the Medicaid pro-
gram will not be eligible in the first phase of
implementation to enroll in the CHOICE pro-
gram, but they will remain covered under
Medicaid. Non-elderly Medicare enrollees also
will not be eligible to enroll in CHOICE ini-

                                                            
 21 The language of “present with intent to remain” is used
to determine Medicaid eligibility.
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tially. Once the CHOICE program is up and
running and covering the majority of the U.S.
population, the non-working Medicaid and
non-elderly Medicare populations will become
eligible to enroll in the program. This phased
approach avoids adverse selection of these
high-risk, high-cost populations into the risk
pool too early in the program’s development.
By first establishing a very large and relatively
healthy risk pool, it will be easier to absorb a
relatively small but higher-risk population
later without substantially changing the aver-
age costs of offering coverage to the entire
population.

2. Guaranteed Annual Renewal

Individuals and families who elect to enroll in
the CHOICE program will have coverage for
one full year. Once an individual or family has
enrolled, annual renewal is guaranteed, con-
ditional on continued payment of the income-
based share of the premium (if any is re-
quired).

Subsidies

The CHOICE program offers subsidies to in-
dividuals, based on their annual income and
their family size, and to firms, based on the
number of employees (size of firm). No subsi-
dies are offered to anyone who purchases cov-
erage outside the CHOICE program, with the
exception of subsidies offered as part of ex-
isting public insurance programs, including
Medicaid, S-CHIP, and Medicare.

1. Subsidies for Individuals and Families

For those who enroll in CHOICE, the subsidy
for individuals and families is based on both
annual wages and family size, gradually in-
creasing as income decreases and family size
increases, with limits on out-of-pocket costs
capped along both dimensions. Individuals
and families who enroll in the CHOICE pro-
gram pay, at a minimum, nothing toward the
monthly premium (for those in families with

an annual income below 150 percent of the
federal poverty guideline) and, at a maximum,
2.5 percent of their annual income up to the
annual wage cap for Social Security taxes
(about $87,000 in 2003), or a maximum of $181
per month for a family of any size.

Individuals with incomes between 151 per-
cent and 250 percent of the poverty guideline
pay 0.5 percent of their monthly wage toward
the premium; those with incomes between 251
percent and 350 percent of the federal poverty
guideline pay 1.5 percent; and those with an-
nual incomes above 350 percent pay 2 percent
(applied up to the annual wage cap for Social
Security taxes). For each non-working de-
pendent who is also covered under CHOICE,
an additional 0.5 percent of monthly wages is
paid toward the premium, up to a maximum
of 2 percent of monthly wages for families
with an income between 151 percent and 350
percent of poverty, and up to a maximum of
2.5 percent of monthly wages for families with
an income above 350 percent of poverty, again
applied only up to the annual wage cap for
Social Security taxes. The subsidies are only
offered to individuals and families who enroll
in the CHOICE program and are not available
for any other source of coverage.

2. Subsidies for Employers

Firms are also subsidized relative to their cur-
rent costs in the group market or as self-
insured employers. The subsidy, however, is
greater for small firms (1 to 50 employees)
than it is for larger firms (more than 50 em-
ployees). Under CHOICE, small firms will pay
a quarterly tax of 5.5 percent of total payroll,
with large firms paying at a marginal rate of
6.5 percent for the 51st employee and beyond.
Firms with employees who elect to get their
coverage through the firm’s plan will receive a
tax refund equal to the amount of the payroll
tax paid on the wages of those employees.
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Financing

The CHOICE program is financed by existing
private and public (state and federal) funding
for health insurance and new sources of
funding.

1. Existing Funds

State Funding

The state will pay its share of cost for:
•  workers and their dependents eligible for
Medicaid who enroll in the CHOICE pro-
gram;22

•  persons eligible for S-CHIP who enroll in
the CHOICE program;23

•  workers eligible for other state-subsidized
health insurance programs who enroll in the
CHOICE program.

Federal Funding

The federal government will pay its share of
cost (federal match) for persons eligible for S-
CHIP and Medicaid who enroll in the
CHOICE program as well as the Medi-
care+Choice premium for elderly Medicare
beneficiaries who elect to enroll in their state’s
CHOICE program.

2. New Sources of Funding

Worker’s Share of Premium

The CHOICE program does not require work-
ers to take coverage under either their em-
ployer’s plan (if offered) or the CHOICE pro-
gram. Thus, workers retain the option of not
taking health coverage and not paying a pre-
mium, with no individual mandate to buy
coverage. All workers and their families, re-
gardless of whether their employer offers
health insurance coverage, will have the op-
tion of enrolling in the CHOICE program. Per-
sons who take employer-sponsored coverage

                                                            
 22 HCFA Final Management Report for FY 2000. Available at
hcfa.gov/meidcaid/fmr00.zip.
 23 “State Children’s Health Insurance Program Allotments
for Federal Fiscal Year.” Federal Register 65, no. 101 (24
May 2001).

are responsible for their share of the premium
as determined by their employer; it is not sub-
sidized. Workers who take coverage under the
CHOICE program pay only the subsidized,
wage-based share of the CHOICE premium (if
any); they do not pay the premium for the
employer’s plan.

Table 1 presents the share of the monthly
premium each worker who elects to enroll in
the CHOICE program will be required to pay
as a function of his or her monthly wage rela-
tive to the federal poverty guideline and the
number of non-working dependents in the
family.

Thus, a worker with annual wages of less
than $13,000 will be fully subsidized under the
CHOICE program and will not be required to
contribute anything toward the premium. The
same is true for a family of four with an an-
nual income below $26,000. At the other ex-
treme, individual workers who earn more
than $87,000 per year will pay $145 per month
for themselves, while a family of two or more
with an annual income greater than $87,000
will pay a maximum of $181 per month under
CHOICE.

Rationale. One of the biggest barriers to
health insurance coverage for most uninsured
Americans is affordability. Thus, one mecha-
nism for expanding coverage is to tie individ-
ual and family premium contribution levels to
workers’ wages (up to the maximum annual
wage subject to Social Security tax), making
health insurance affordable for all U.S. resi-
dents and their dependents.

Workers who elect to enroll in the CHOICE
program will pay a fair share of the cost of the
monthly premium, which varies as a function
of their monthly wage and the number of non-
working dependents in their family. The pre-
mium is structured so that those who can af-
ford to pay more are asked to pay a larger
share of the premium than those with lower
incomes. No individual or family enrolled in
the CHOICE program will be asked to pay
more toward the annual premium than 2.5
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percent of total wages, applied up to the
maximum annual wage per worker subject to
the Social Security payroll tax. Workers with
wages below 150 percent of the federal pov-
erty guideline will not be required to pay any
out-of-pocket monthly premium.24 Workers
who are eligible for Medicaid or S-CHIP will
not be required to pay a premium that exceeds
the requirements of those programs in their
state. The self-employed pay the worker’s
share of premium for themselves and their
non-working dependents.

 Employer Payroll Tax and Tax Refund

All firms operating in the United States will
pay a quarterly payroll tax to help finance the
CHOICE program based on firm size and total
payroll. The self-employed are treated as
small firms of one employee for the purposes
of the payroll tax. The tax, levied on all wages,
tips, and salaries, applies to the total quarterly
payroll across all workers. Firms are catego-

                                                            
 24 Individuals/families with incomes below 150 percent of
the federal poverty guideline will pay no out-of-pocket share
of premium to enroll in the CHOICE program and no co-
payment for services or pharmaceuticals. Enrollees in the
CHOICE program through no-cost Medicaid will also face no
premium cost or copayments if enrolled in the CHOICE pro-
gram. Premiums and copayments for persons enrolled in the
CHOICE program through S-CHIP or share-of-cost Medicaid
will not exceed the requirements under these programs.

rized by size, with smaller firms (those with 1
to 50 workers) paying at a lower rate than
larger firms, as shown in Table 2.

State government will pay the payroll tax
to cover state employees under CHOICE, and
all municipal and county governments will
pay the payroll tax for their employees. The
federal government will continue to offer Fed-
eral Employees Health Benefits Program
(FEHBP) plans to federal employees; however,
we expect federal workers will do whatever
minimizes their costs and meets their needs
(either remain in FEHBP or move to
CHOICE).25

All U.S. employers who hire foreign work-
ers residing in the United States, both docu-
mented and undocumented, will participate in
financing their health care coverage by in-

                                                            
 

TABLE 1

Worker Out-of-Pocket Monthly CHOICE Premium

WORKER ANNUAL WAGE AS A
PRECENT OF THE FEDERAL POVERTY

GUIDELINE 1, 2,3

PERCENT OF MONTHLY
WAGE PER WORKER

ADDITIONAL PERCENT OF
MONTHLY WAGE FOR EACH
NON-WORKING DEPENDENT

MAXIMUM PERCENT OF
MONTHLY WAGE PER

WORKER

Up to 150% of poverty 0% 0% 0%

151%-250% of poverty 0.5% 0.5% 2%

251-350% of poverty 1.5% 0.5% 2%

Above 350% of poverty 2% 0.5% 2.5%
1 Individuals enrolled in the CHOICE program who are eligible for Medicaid or S-CHIP will be required to pay only the premium that is
required under these programs, if any.
2 Based on the worker’s monthly wage up to the annual wage cap for Social Security payroll taxes (approximately $87,000 annual wage
in 2003).
3 The same rates and restrictions would apply to income of elderly Medicare beneficiaries who voluntarily enroll in CHOICE through the
demonstration program of the Centers for Medicare and Medicaid Services (CMS).

TABLE 2

Employer Quarterly Payroll Taxes under the
CHOICE Program

FIRM SIZE MARGINAL TAX RATE

1st to 50th worker 5.5%

51st worker and beyond 6.5%
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cluding the wages of these workers in their
total payroll, which is subject to the CHOICE
employer payroll tax.

While all employers are required to pay the
tax, an employer that continues to offer its
workers health insurance benefits will be
credited with the full amount of the tax for
each worker who accepts coverage under the
employer-sponsored plan. The tax is also
credited for workers with qualified coverage
under CHAMPUS or Medicare (for those eld-
erly beneficiaries who do not enroll in
CHOICE). However, there will be no recovery
of tax payments for other persons not covered
under the employer’s plan, including workers
who are covered under a spouse’s employer’s
health plan.

Rationale. While firms are not required to
offer employer-sponsored coverage under the
CHOICE program, nor is such coverage regu-
lated by the state, employers are required to
pay a modest payroll tax that is significantly
less than the average cost of coverage in the
group market—on average a 15 percent sav-
ings for firms that now offer coverage.26 Thus,
all workers and their non-working depend-
ents in all firms will have the option of en-
rolling in the CHOICE program when the
payroll tax goes into effect or getting their
coverage through their employer, if it is of-
fered. This differs significantly from tradi-
tional “play or pay” programs, as there are no
rules or restrictions on what firms may offer
and even if an employer offers coverage, their
employees always retain the option of enroll-
ing in the CHOICE program—thus is it not an
either/or proposition to the employer.

Most non-elderly Americans with health
insurance receive their coverage through their
employer (67 percent); yet, in 2002, only 61
percent of smaller firms (with 3 to 199 work-
ers) offered their workers health insurance
coverage.27 In addition, approximately 76 per-

                                                            
 26 Ibid.
 27 Kaiser/HRET Survey of Employer-Sponsored Health Bene-
fits: 2002

cent of non-elderly adults who were unin-
sured in 2000 were employed either full- or
part-time. While employment is the most im-
portant route to coverage, with employers
subsidizing on average 84 percent of the pre-
mium cost for single coverage and 73 percent
of the premium cost for family coverage, em-
ployment in the United States certainly does
not guarantee coverage.28 The probability of
being offered employer-sponsored insurance
varies significantly as a function of firm size,
industry, and employment status (full- or
part-time, contractual, temporary, seasonal).
The CHOICE program seeks to eliminate all of
these inequities by guaranteeing all U.S.
workers and their families access to compre-
hensive and affordable health insurance cov-
erage, regardless of their work status or their
employers’ characteristics.

Recent estimates suggest that, among firms
that offer coverage, the employer share of
premium is the equivalent of about a 7 percent
to 8 percent payroll tax. The payroll tax under
the CHOICE program is considerably less
costly for nearly all U.S. firms that currently
offer coverage (5.5 percent tax for small firms;
6.5 percent tax for large firms). Thus, it is ex-
pected that most firms will stop offering their
own coverage, pay the tax and encourage their
workers to enroll in CHOICE rather than con-
tinuing to steer them into employer-sponsored
health plans.29 The firms least likely to pursue
this strategy are very-high-wage firms, for
whom the payroll tax might represent an in-
crease over their costs of self-insuring or pur-
chasing coverage in the group market.

Lower payroll taxes for small firms recog-
nize the difficulty these firms have in afford-
ing coverage in the group market as well as
                                                            
 28 Kaiser/HRET Survey of Employer-Sponsored Health Bene-
fits: 2002
 29 A similar idea of a payroll tax low enough to encourage
many employers to choose a public coverage option rather
than continuing to offer coverage themselves was devel-
oped independently in another paper in this series. See
Jacob S. Hacker. “Medicare Plus: Increasing Health Cover-
age by Expanding Medicare.” Covering America: Real
Remedies for the Uninsured, Vol. 1. Economic and Social
Research Institute, 2001.
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their reported desire to be able to offer health
benefits to their workers. Using a marginal
payroll tax rate lessens the impact of firm ex-
pansions on employer health care costs and
reduces the likelihood of negative responses to
the payroll tax among firms.

The CHOICE program is also structured to
reduce employers’ potential to “game” the
system. For example, an employer could offer
coverage but not contribute toward the cost of
it, thus avoiding all costs. Similarly, employers
could choose to offer coverage with only
minimal benefits to reduce costs (there are no
minimum benefits requirements for employer-
sponsored coverage under CHOICE). How-
ever, if employers make coverage look less at-
tractive than that available under the CHOICE
program, and their employees elect not to take
that coverage and enroll in CHOICE instead,
the employer will still be responsible for the
payroll tax for these workers. As a result, the
health plans that employers continue to offer
to their employees are expected to be similar
to those they currently sponsor and to be
competitive with the CHOICE program.

Because the payroll tax rates that help fi-
nance the CHOICE program are so reasonable,
it is expected that most firms will find the cost
of the payroll tax to be considerably less than
the cost of paying for health insurance for
their workers and will encourage their work-
ers to enroll in CHOICE.

Financing for Medicare Beneficiaries

In addition to the federal Medicare+Choice
capitation payment from CMS, the premium
for elderly Medicare beneficiaries who volun-
tarily elect to enroll in the CHOICE program
will be funded in two ways:
•  An income-based share of premium (see
worker share of premium above for rates), not
to exceed 2.5 percent for a couple in the high-
est income brackets and applied to an annual
income capped at the Social Security tax
maximum annual wage.
•  For those who have retiree health benefits,

the amount the employer pays to purchase re-
tiree health benefits will be paid to the
CHOICE program for each eligible Medicare
beneficiary who voluntarily enrolls in
CHOICE.

Public Health Taxes

Three public health taxes also will be used to
help finance the cost of providing health in-
surance coverage to U.S. residents. They in-
clude:
•  A federal tobacco tax of $1 per pack of
cigarettes, with a proportionate increase on
other tobacco products, which will be ear-
marked exclusively as revenue for the
CHOICE program.
•  A new federal tax on alcoholic beverages
earmarked exclusively as revenue for the
CHOICE program.
•  A new federal tax of ten cents per 12
ounces of sweetened soda/soft drinks ear-
marked exclusively as revenue for the
CHOICE program.30

Rationale. The specific items to be taxed
were selected based on analysis of the leading
causes of disease and years of life lost in the
United States, which include use of tobacco
products, alcohol consumption, and obesity.31

Safety Net Savings

Under the CHOICE program, 80 percent of
per capita state safety net spending on medi-
cal care for the indigent and uninsured will be
redirected to the CHOICE program for each
previously uninsured person who enrolls in
the program. The safety net will retain 100
percent of federal disproportionate share hos-
pital (DSH) funds, 100 percent of current per
capita safety net spending on medical care for
persons who remain uninsured, plus the 20
percent of current per capita spending for

                                                            
 30 Jacobson MF, Brownell KD. Small Taxes on Soft Drinks
and Snack Food to Promote Health. American Journal of
public Health. 2000 90(6):854-857.
 31 McGuiness JM, Foege WH. Actual Causes of Death in the
US. JAMA 1993;270(18):2007-12.
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each previously uninsured person who enrolls
in CHOICE.

Rationale. Federal and state governments
spend billions of dollars on the safety net each
year; however, not all of this funding will be
available to help finance the CHOICE pro-
gram for the previously uninsured. It is critical
that funding to DSH facilities be maintained,
and that funding is not only maintained but
increased as well to pay for health care for the
4 percent to 5 percent of the population who
remain uninsured after CHOICE is fully im-
plemented.

The CHOICE program will quickly reduce
the number of uninsured people in the United
States, and, commensurately, fewer people
will need indigent medical care. Under the
CHOICE program, Medicare payments will
replace indigent care funding for previously
uninsured people. This approach will provide
the safety net with a much more stable source
of financing in the long run by offering higher
payments for covered services, and it will en-
able all safety net providers to deliver more
comprehensive, high-quality health care to all
of their clients. In addition, the amount the
state spends to fund the safety net per unin-
sured person will be increased under CHOICE
by increasing the per capita funding for those
who will remain without coverage.

NAFTA Social Integration Fund

Under a new provision of the North America
Free Trade Agreement (NAFTA), health in-
surance for Mexican workers who live and
work in the United States will be financed in
part by a social contribution from bilateral
trade between the United States and Mexico.
A bilateral side agreement will be negotiated
to create a NAFTA Social Integration Fund
that will require a 2 percent contribution on all
cross-border transactions. In the United States,
the NAFTA Social Integration Fund will sub-
sidize the cost of coverage in the CHOICE
program for Mexicans living and working
here. The amount of bilateral trade between

the United States and Mexico in 2000 was es-
timated to be $174 billion.32 Two percent of
this would yield $3.5 billion toward financing
comprehensive health insurance coverage un-
der CHOICE for all Mexican workers and
their families who reside in the United States.

Rationale. NAFTA is the free trade agree-
ment among the United States, Mexico, and
Canada to eliminate all tariff and non-tariff
barriers to trade by 2005. Under NAFTA,
United States-Mexico bilateral trade has more
than doubled, growing from $82 billion in
1993, to $130 billion in 1996, to $174 billion in
2000. Before NAFTA was enacted, duty on
products and services averaged 10 percent in
Mexico; by 1996, this had decreased to less
than 6 percent. In the United States, average
tariffs fell from 4 percent to about 2.5 percent
over this same period.

The reduction in trade barriers and tariffs
has allowed many smaller U.S. firms to export
their goods. Both the Bush administration and
President Fox of Mexico favor “regularizing”
Mexicans who are in the United States ille-
gally—that is, taking the steps necessary to
make it legal for them to live and work in the
United States as citizens of Mexico. Mexico
recognizes that its citizens who work in the
United States are not only important political
constituents, but also that the remittances they
send to Mexico constitute the second- or third-
largest source of Mexican income.
NAFTA has already negotiated two bilateral
side agreements on the environment and
safety and labor issues. As part of adoption of
the CHOICE program, another side agreement
will be negotiated to address social invest-
ments, including public health and health
care. Adoption of a Social Integration Fund
with Mexico will greatly reduce the burden on
the United States to subsidize the cost of
emergency, maternity, and indigent care for

                                                            
 32 Personal communication with Joe Kafchinski, U.S. Census
Bureau, Foreign Trade Division (Feb. 6, 2002).
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Mexicans and their families who live and
work here.

This expansion will be modeled on the
European Union’s Maastricht Treaty devel-
oped in 1993.33 The participating countries de-
veloped a strategy that pursues “a high level
of human health protection by encouraging
co-operation between the member countries”
and, if necessary, by lending financial support
to their action. In terms of health insurance
coverage under European Union regulation, a
cross-border worker is entitled to medical care
benefits in both the member country in which
the worker is employed and the member
country in which he or she lives.

Insurance Risk

The federal government will bear the insur-
ance risk for enrollees in the CHOICE Net-
work in each state. State-licensed group- and
staff-model HMOs that contract with the
CHOICE program in each state will bear the
insurance risk for their enrollees.

Administration and Regulation

1. Administration by a Designated State Agency

A state agency designated by each state’s gov-
ernor will administer the CHOICE program
and will coordinate with other state agencies
to streamline and simplify enrollment in S-
CHIP and Medicaid, regulate providers, as-
sess quality, collect and report data, and reach
out to the community. The designated state
agency will provide or arrange for a central-
ized electronic clearinghouse for claims proc-
essing, benefits coordination, payments to
providers, utilization review, quality man-
agement, and other administrative functions.
Administrative costs for the ODS contracting
with the CHOICE program are expected to be
about 5 percent, similar to costs for large-

                                                            
 33 The European Commission. Communication on the De-
velopment of Public Health Policy. Available at
http://europa.eu.int/comm/health/ph/grneral/phpolicy2.htm.

group health plans. Program administration
for CHOICE is estimated to be 3 percent.

2. Enrollment

Workers will enroll in the CHOICE program
through their employer. The wage-based em-
ployee share of the monthly premium for
workers enrolled in the CHOICE program will
be collected through automatic payroll de-
ductions and sent by electronic funds transfer
to the designated state agency. The quarterly
employer payroll tax will also be collected by
the CHOICE program by electronic transfer of
funds. Medicare beneficiaries will enroll in
CHOICE through the CMS demonstration
program or through the employer that ad-
ministers their retiree health benefits.

3. Self-Certification and Automated Verification

To further reduce barriers to enrollment, all
requirements for residency, work, and income
will be determined through a self-certification
process, whereby individuals verify their in-
formation by signature, with a random pa-
perless online verification process. Self-
certification with periodic auditing has been
found to be cost effective and results in very
little fraud. The cost of more extensive verifi-
cation does not produce enough savings in
decreased fraud to make it cost-effective.34

Implementation of an automated eligibility
determination system has the potential to re-
duce Medicaid and S-CHIP administrative
costs by at least 20 percent.35

4. Electronic Claims Submissions

All providers in the statewide CHOICE Net-
work will be required to submit all claims
electronically. We assume the CHOICE pro-
gram will not be fully operational until 2005,
at which time it is expected that more than 90
percent of health care providers and medical
facilities and organizations will have elec-

                                                            
 34 Ana Montes, op. cit.
 35 The Lewin Group (March 2002), op. cit.
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tronic claims processing capability. Additional
federal funding to facilitate adoption of elec-
tronic claims processing should be appropri-
ated for the remaining 10 percent of health
care professionals and facilities without this
capability. Electronic review of claims submis-
sion will be ongoing to prevent fraud and
identify providers in the CHOICE network
with utilization profiles that are statistical
outliers. Claims will be reviewed to assess
quality and costs as well.

5. Bulk Purchasing

Costs of prescription drugs and durable medi-
cal equipment will be significantly lower un-
der the CHOICE program, because they will
be purchased using the Federal Supply
Schedule (FSS). It is estimated that the savings
generated from bulk purchasing using the FSS
will amount to about 40 percent for prescrip-
tion drugs now purchased in the private sec-
tor and about 30 percent for drugs now pur-
chased through Medicaid.36 Similar savings
will be realized from bulk purchasing of
medical equipment under the FSS.

6. Statewide CHOICE Network

All state-licensed health care providers and
health care facilities will be eligible to partici-
pate in the statewide CHOICE Network to
provide covered services, but as part of their
contracts they will be required to provide data
on quality and costs and to participate in
quality studies. The designated state agency
will coordinate regulation of health care pro-
viders participating in the CHOICE Network
with regulation of providers participating in
other state-administered health insurance
programs. Enrollees will be covered only
when services are received from providers in
the CHOICE Network, with the exception of
coverage for emergency care by non-network
providers.

                                                            
 36 Ibid.

Rationale. We anticipate that nearly all phy-
sicians, other health care providers, medical
groups, hospitals, and other health care facili-
ties will elect to contract with the CHOICE
Network because of higher payment rates,
lower administrative costs, less uncompen-
sated care, and the millions of U.S. residents
enrolled in the CHOICE program. We also
anticipate that providers will actively encour-
age their patients to enroll in CHOICE, so
providers can receive higher payments than
have been available from HMOs and Medi-
caid. Under CHOICE, providers will be less
burdened with paperwork and administra-
tion, and they will have the freedom to refer
patients to specialists and other ancillary and
rehabilitative services as they deem necessary,
without any requirements for pre-
authorization, approvals, or referrals.

7. Provider Payments

All health care providers and facilities will be
paid at rates equal to 100 percent of Medicare
payment rates (for example, RBRVS for physi-
cians and DRGs for hospitals). No physicians,
medical groups, or hospitals contracting with
the CHOICE Network will be paid capitation
payments.

Rationale. Providing all providers with 100
percent Medicare payments will result in in-
creased payments to providers for patients
now covered under Medicaid and S-CHIP.
Uncompensated care for health care providers
and facilities will decline, and payments to
physicians and hospitals for CHOICE enrol-
lees who are eligible for Medicaid will in-
crease substantially. This approach achieves
equity in payment to providers, regardless of
patient’s source of financing. It will also help
to ensure an adequate supply of providers to
serve all CHOICE enrollees, regardless of their
source of financing, which has been a signifi-
cant problem under Medicaid.
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8. PCP Selection

The CHOICE Network allows enrollees to se-
lect any participating provider at any time.
Enrollees will be required to select a primary
care physician (PCP) who will be held ac-
countable for provision of recommended pre-
ventive care and chronic disease management.
Enrollees will not be required to obtain a re-
ferral/authorization from their PCP to visit a
specialist or receive any other covered serv-
ices. Enrollees may change their PCP at the
beginning of each calendar year, and the new
PCP must notify the CHOICE program of the
change.

9. Contracts with Organized Delivery Systems
(ODSs)

Under the CHOICE program, the only ODSs
with which a state may contract are group-
and staff-model HMOs. Participating ODSs
will be required to offer the CHOICE program
standard benefits package to CHOICE enrol-
lees, but they may offer additional coverage as
well. States also may elect to contract with
Medicaid managed care plans operating in
their state.

While the CHOICE program will not con-
tract with any independent practice associa-
tions (IPAs)/network-model HMOs, point-of-
service (POS) plans, or preferred provider or-
ganizations (PPOs), all state-licensed U.S. dis-
ability insurers or health plans will be encour-
aged, through federal tax incentives, to create
new group- or staff-model HMOs that may
contract with the CHOICE program in each
state. For purposes of this proposal, a group-
model HMO is any health services plan that
offers an exclusive multi-specialty network of
physicians (who provide services only to that
one carrier’s enrollees). ODSs will be paid an
age-, sex-, and risk-adjusted capitation pay-
ment to address any adverse selection in the
market. Self-funded employer plans will be
exempt under the Employee Retirement In-
come Security Act (ERISA) from the risk-
adjustment process.

Formation of these new partnerships will
require time to implement. Carriers and multi-
specialty groups that partner to form new
group-model HMOs will be required in year
one to have at least 30 percent of the multi-
specialty group’s enrollment be through the
partner carrier’s plan, increasing to 50 percent
at the end of two years, 70 percent at the end
of four years, and 100 percent at the end of
five years, thereby achieving exclusivity.37

We also assume that disability insurers and
health care services plans will develop sup-
plemental products to offer additional cover-
age beyond what is provided in the CHOICE
standard benefits package and will try to de-
velop and market low-cost products to com-
pete with the options available under
CHOICE. In addition, it is expected that many
states will contract with private health insur-
ers to perform administrative functions under
CHOICE, including claims processing, bene-
fits coordination, and payments to providers.

Rationale. The ultimate goal of these provi-
sions is to retain the option of organized de-
livery systems under the CHOICE program
and to establish competing exclusive multi-
specialty groups of physicians who practice in
ODSs and who see only patients who are en-
rolled in the partner carrier’s plan. It is
through their ability to increase benefits be-
yond those offered through the CHOICE
Network that ODSs will best be able to com-
pete against each other and the CHOICE Net-
work in the reformed market. To the extent
that Medicaid recipients would like to con-
tinue to receive their medical care through
Medicaid managed care plans, and other indi-
viduals and families living in their service ar-
eas would like to be able to enroll in them, the
CHOICE program will give states this option
in designing their programs.

                                                            
 37 S. J. Singer and A. C. Enthoven. “Structural Problems in
Managed Care in the U.S. and Some Options for Amelio-
rating Them.” The U.S. Management Review 43 (1) (Fall
2000): 50–65.
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The CHOICE program will not contract
with IPA and network-model HMOs and
other forms of managed care because they
have been shown to be associated with a
number of problems with respect to the effi-
cient delivery of high-quality care.38 Major ef-
ficiency problems with IPA/network-model
HMOs include their inability to negotiate with
or select high-quality, efficient medical
groups; their lack of physician loyalty, cohe-
sion, and leadership; their redundant and of-
ten contradictory rules and processes; their
lack of investment in the health care delivery
system; and the insulation of medical groups
from efficiency-enhancing market competi-
tion.39

A random sample survey of consumer ex-
periences in managed care in California found
that individuals enrolled in IPA/network-
model HMOs reported significantly more
problems in getting needed care than those
enrolled in group-model HMOs or PPOs.40 In
another survey of callers to California’s Om-
budsman Service, consumers in IPA/network
HMOs reported problems at a rate three times
higher than that for consumers enrolled in
group-model HMOs or PPOs. 41 As a result of
the problems inherent in IPA/network-model
HMOs, there is also substantial dissatisfaction
among physicians contracting with these
plans.42

Under CHOICE, the federal government
will use tax incentives to encourage formation
of new group- and staff-model HMOs, giving
Americans more options for getting their

                                                            
 38 Ibid.
 39 Ibid
 40 H. H. Schauffler et al. “Differences in the Kinds of Prob-
lems Consumers Report in Staff/Group Health Maintenance
Organizations, Independent Practice Association/Network
Health Maintenance Organizations, and Preferred Provider
Organizations in the U.S.” Medical Care 39         (1) (2000):
15–25.
 41 “Real Problems and Real Solutions: Making the Voices of
Health Care Consumers Count.” Health Rights Hotline
(1999).
 42 Chebab et al. “The Impact of Practice Setting on Physician
Perceptions of the Quality of Practice and Patient Care in the
Managed Care Era.” Archives of Internal Medicine 161 (2):
202–211.

health insurance and medical care through
ODSs. These new partnerships between carri-
ers and exclusive multi-specialty groups will
relate to one another in a way similar to that of
the Kaiser Foundation Health Plan and the
Permanente Medical Groups. In this type of
arrangement, insurer and the physician incen-
tives are better aligned, so they work in part-
nership to match resources to the needs of the
population served; to offer comprehensive
services in the most appropriate setting; to
integrate and share information systems; to
improve care processes; to conduct evidence-
based utilization management, formulary de-
velopment, and continuous quality improve-
ment; and to manage cost-benefits trade-offs.43

The goal of the CHOICE program is not to
put insurance companies and health plans out
of business but, rather, to try to redesign the
system so the products they offer provide ac-
cessible, comprehensive, coordinated care as
well as to take advantage of the expertise of
health insurers in performing specific admin-
istrative functions. Both the group and indi-
vidual health insurance markets will continue
to operate and sell their products under the
CHOICE program, but they will have to com-
pete with options under CHOICE that will be
available to all U.S. residents.

10. Community Outreach

The federal government will develop materi-
als and buy media time for a national mass
media campaign on the CHOICE program. In
addition, states will conduct extensive com-
munity outreach through schools, health care
providers, and facilities to enroll eligible per-
sons in Medicaid, S-CHIP, or the CHOICE
program. As stated earlier, any uninsured in-
dividual may be enrolled in CHOICE at the
site of care through an automated verification
system; and health care providers will be paid
100 percent Medicare payments for the care
they provide. The CHOICE program in each

                                                            
 43 Singer and Enthoven op cit
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state will coordinate with other state-
administered health insurance programs in
implementing their outreach programs to en-
roll all U.S. residents in eligible programs. To
this end, the CHOICE program will work with
employers as well to inform all workers about
their eligibility.

The CHOICE program will work with
other state-administered health insurance
agencies in the state in contracting with hos-
pitals, physician offices, medical groups, and
clinics, as well as pre-schools and elementary
and secondary schools, to ensure that persons
seeking medical care who are eligible for state
programs enroll and receive health insurance
benefits. All licensed hospitals, clinics, and
other health facilities will be prepared to in-
struct any uninsured patient to apply for the
CHOICE program as well as Medicaid and S-
CHIP. The individual can self-certify his or her
eligibility and may allow an application for
enrollment to be submitted while he or she is
in the hospital, clinic, or facility. Women who
give birth at a hospital, clinic, or facility will
be similarly informed and provided an op-
portunity to submit an application for them-
selves and their child.

Additionally, pre-schools and public ele-
mentary and secondary schools will inform
the parent or primary caretaker living with
each child at least once each year about the
CHOICE program, Medicaid, and S-CHIP. In-
formation will include eligibility require-
ments, and an application may be submitted
at the education facility. There will be a sim-
ple, uniform mail-in application and enroll-
ment process as well as an electronic enroll-
ment option for CHOICE, Medicaid, and S-
CHIP.

Rationale. The CHOICE program will per-
mit health care providers to make eligibility
determinations for a patient using an auto-
mated eligibility system. Providers will re-
ceive payment for all services provided to pa-
tients enrolled in this way, even if the patients
are later deemed to be ineligible. Since about

55 percent of uninsured persons seek medical
care each year, it is conservatively estimated
that half of them will acquire coverage
through this process.44 This would result in a
28 percent reduction in the number of unin-
sured adults and children in non-working
families who are eligible for Medicaid and S-
CHIP but are not enrolled.

11. Regulation of Employers and Health Insurers

Regulation of employer-offered coverage will
not be affected by adoption of the CHOICE
program. Existing state agencies charged with
this responsibility will continue to regulate
HMOs and disability insurers.

Benefits

1. Initial Standard Benefit Package

The Kaiser Foundation Health Plan standard
benefits package in the large-group market in
California will be the benchmark for health
benefits under the CHOICE program. These
benefits include, but are not limited to, cover-
age of hospital care, outpatient care, prescrip-
tion drugs, preventive care, chronic disease
management, maternity care, mental health
care, supplies and supplements, ambulance
services, dialysis care, alcohol, tobacco and/or
drug dependency treatment, durable medical
equipment, emergency care and out-of-area
urgent care, family planning, hospice care, vi-
sion care, health education, hearing care,
home health care, imaging, lab tests and spe-
cial procedures, ostomy and urological sup-
plies, physical, occupational and speech ther-
apy, multidisciplinary rehabilitation, pros-
thetic and orthotic devices, reconstructive sur-
gery, skilled nursing facility care, and trans-
plants.

2. Wrap-Around Coverage

To ensure that no one will lose any benefits for
which he or she is eligible under current pub-

                                                            
 44 The Lewin Group, Inc. Analysis of 1998 MEPS data.
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lic programs (for example, long-term care un-
der Medicaid and dental care for children un-
der S-CHIP), supplemental or wrap around
coverage is provided for anyone who is eligi-
ble for a state or federal insurance program
with benefits beyond those covered under
CHOICE.

3. Payments for Covered Services

Payments for covered services will only be
made to health care providers that contract
with the Statewide CHOICE Network and to
ODSs that contract with the CHOICE pro-
gram. Payments for out-of-network providers
will be made for CHOICE enrollees only for
emergency and out-of-area urgent care.

4. Experimental Treatments

The CHOICE program seeks to encourage the
development of new treatments and therapies
that advance the practice of medicine. As
such, it will cover experimental treatments, as
long as the treatments are being provided
within the context of an Institutional Review
Board -approved randomized controlled clini-
cal trial.

5. Pharmacy Benefits

Pharmacy management is a critical aspect of
both cost and quality of care. A federal phar-
macy and therapeutics committee, comprising
independent physicians, pharmacists, con-
sumers, and others, will oversee the CHOICE
formulary process. Prescription drugs under
the CHOICE program will be purchased
through the FSS, which will make them much
more affordable compared to current market
prices.

6. Copayments

No copayments will be required for receipt of
covered clinical preventive services (screen-
ing, immunization, or counseling services) in
the CHOICE program. There will also be no
copayment requirements for enrollees who
select the CHOICE Network and whose an-

nual wages are less than 150 percent of the
federal poverty guideline. For enrollees in the
CHOICE Network whose coverage is financed
in part through Medicaid or S-CHIP, copay-
ments will not exceed the requirements under
these programs.

Copayments for enrollees who select the
CHOICE Network and whose annual wages
are above 150 percent of the federal poverty
guideline (and whose coverage is not financed
by Medicaid or S-CHIP) will be set initially at
$10 per outpatient visit.45 Emergency room
copayments will be $35 per visit. There is no
copayment, deductible or coinsurance for in-
patient care.

Drug copayments for enrollees who select
the CHOICE Network and whose annual
wages are above 150 percent of the federal
poverty guideline (and whose coverage is not
financed by Medicaid or S-CHIP) will be $10
per prescription per month. Copayments for
those enrolled in CHOICE Network with in-
comes below 150 percent of the federal pov-
erty guideline will be waived. Participating
ODSs may design their own copayment re-
quirements for prescription drugs.

7. Updating Benefits over Time

An independent federal panel of experts com-
posed of physicians representing the major
specialties will be established to advise the
CHOICE program on coverage for specific
interventions, treatments, or drugs that should
be added to or removed from the standard
benefits package. The panel will meet at least
annually to consider new drugs and treat-
ments and to review scientific evidence on
their efficacy, effectiveness, relative cost-
effectiveness, and impact on the public’s
health. Only those drugs and devices that
have received U.S. Food and Drug Admini-
stration (FDA) approval will be eligible for
consideration.

                                                            
 45 Fifty percent of covered workers in HMOs in 2001 had a
copayment requirement of $10; see KFF/HRET Employer
Health Benefits 2001 Annual Survey.
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Rationale. A comprehensive standard set of
benefits is one of the keys to the CHOICE pro-
gram. Health benefit design sits at the center
of the debate over trade-offs among access,
choice, quality, and costs. Health benefit de-
sign is the determination of what is covered
by insurance and what is not. The Kaiser Per-
manente Health Plan group-market benefits
package was selected as the initial benchmark
because it is relatively comprehensive, was
determined through a clinical review process,
and was designed to promote the health and
meet the medical care needs of the covered
population.

One of the primary drivers of improve-
ments in health care quality and growing
health care costs is the increasing availability
of new technology and pharmaceuticals, in-
cluding diagnostic and therapeutic interven-
tions. For example, direct-to-consumer adver-
tising has increased patient demand for spe-
cific drugs and treatments, as have the actions
of political advocates who have pressured
state governments to mandate coverage of
specific services or prescription drugs for
groups with particular conditions.46 The result
is often an irrational process for determining
which services and treatments are covered.

CHOICE offers a more rational framework
for determining what new technologies and
pharmaceuticals will be covered. To preserve
affordability and prevent erosion of compre-
hensive benefits, selection of benefits will be
based on evidence that establishes the likeli-
hood that a given procedure, intervention, or
drug will produce genuine health benefits.
CHOICE also must enable coverage of inter-
ventions based on the cost-effectiveness of the
procedure, intervention, or drug compared to
other comparably effective therapies for the
same condition or symptom complex. The de-
cision-making process also needs to exclude
from coverage treatments deemed to be inap-

                                                            
 46 H. H. Schauffler. “Politics Trumps Science: Rethinking
State-Mandated Benefits. American Journal of Preventive
Medicine 19 (2) ( 2000): 136–137.

propriate for insurance coverage because the
benefit of including them is limited or is far
outweighed by the cost and the effect on the
affordability of the benefit package.

The CHOICE program would achieve
nearly universal coverage (95 percent) while
ensuring stable aggregate risk pools and an
evidence-based approach to covered benefits.
Under these circumstances, it is feasible to
provide broad access to a comprehensive
benefits package that is likely to produce de-
sired health outcomes in a cost-effective man-
ner. Such a benefits package would minimize
obstacles to receiving effective treatments and
would promote access to appropriate health-
value-added care, including primary preven-
tion, early disease identification and treat-
ment, and management of chronic conditions.

This approach is highly preferable to using
the blunt policy tools of higher and higher de-
ductibles, coinsurance, and copayments. The
research shows that these tools do reduce
utilization, but they are indiscrimi-
nate—reducing the use of both appropriate
services and marginal, low-value services to
the same degree. The CHOICE program
would enable ODSs and health care providers
to compete based on effectiveness and effi-
ciency of care delivery and health status im-
provement, rather than on underwriting, risk
avoidance, cost shifting and risk pool ma-
nipulation, all of which the current system en-
courages.

Quality and Data Incentives

1. Patient Care Management

Disease Prevention

The CHOICE program covers all evidence-
based clinical preventive services.47 CHOICE
Network providers will agree to implement
patient education efforts and reminders to ap-

                                                            
 47 US Preventive Services Task Force. Guide to Clinical Pre-
ventive Services. Second Edition. (Baltimore, MD: Williams
and Wilkins). 1996.
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propriate segments of the population (for ex-
ample, women 18 and older for Pap smears
every three years). PCPs in the CHOICE Net-
work, and ODSs that contract with the
CHOICE program, will be encouraged to en-
sure their patients receive all recommended
preventive services at recommended intervals
and, at a minimum, record that the services
were provided. Physicians in the CHOICE
Network will be required to submit claims
electronically for each preventive service pro-
vided, which will enable analysis of claims
data for quality assessment. In addition, pre-
ventive services utilization will be included in
quality performance measures that are linked
to provider incentives.

Management of Chronic Conditions

The CHOICE program will notify its enrollees
and network providers of those provider or-
ganizations that sponsor approved disease
management and self-care programs. Patients
will be encouraged to participate in disease
management programs through reductions in
or waivers of copayments. The CHOICE pro-
gram also will evaluate the option of carve-out
disease management programs that have a
proven record of success (for example, care for
patients with AIDS). The CHOICE program
will encourage patient participation in these
programs by using similar incentives as those
for provider-sponsored disease management
programs. Additional incentives may be of-
fered for patients who continue in a given
program for a specified period. For example, a
patient with cardiac disease who continues to
follow a provider group’s approved protocol
for three years may receive a premium dis-
count.
Centers of Excellence. All enrollment materials
will highlight hospital centers of excellence for
high-volume, high-cost procedures for which
the literature indicates a correlation to quality.
The CHOICE program will contract in-
network only with those facilities that meet or
exceed evidence-based standards for these se-

lect services. Where outcomes are not yet
available, volume data will be used when ap-
propriate, and network hospitals will be re-
quired to participate in any scientific outcome
studies. Examples of conditions for which
there are existing data for Centers of Excel-
lence include transplants, coronary artery by-
pass graft surgeries, and neonatal care. Ap-
proved trauma centers (for example, burn
units) and centers of excellence will also be
used for catastrophic care.

2. Provider Performance Measurement and
Improvement

 Quality Performance and Improvement

High-value providers will be recognized dur-
ing enrollment, at annual renewal, and
throughout the year for their performance on
quality performance measures (see below for
provision of such information and bonus in-
centives). In areas for which several years of
comparative data are available, high-value
providers will be recognized. In the interim,
providers will be recognized for improve-
ments as well as for participating in quality
measurement programs.

Data and Information

There is a paucity of comparative provider
performance information. Such studies often
take several years to produce meaningful re-
sults and require substantial resources. As a
requirement for in-network selection for the
CHOICE program, providers will submit rele-
vant electronic data to participate in a study or
studies related to their practice.

3. Patient Incentives

Financial Incentives

Plan design is one of the most effective means
of influencing patient behavior. Certainly,
limiting coverage to in-network providers (ex-
cept in emergencies) will encourage enrollees
to see providers who are willing to provide
cost and quality data. As mentioned above,
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copayments can be waived or reduced for pa-
tients who elect to participate in disease man-
agement or self-care programs. Copayments
will be waived for all preventive services.

Other Incentives

Additional patient incentives related to qual-
ity will include aggressive promotion of edu-
cational opportunities. All media, including
print, the Internet, phone, and in-person dis-
cussions, will be used as appropriate. The pa-
tient’s condition, language, cultural perspec-
tive, health literacy, disabilities, and prefer-
ences will be taken into consideration. For ex-
ample, rather than require a newly diabetic
teenager to modify his or her eating habits
dramatically, the teen can learn how to count
the number of carbohydrates in whatever he
or she wants to eat and adjust the level of self-
injected insulin accordingly.

Several off-the-shelf, highly regarded edu-
cational products will provide patients with
evidence-based treatment option comparisons
and structured clinical decision support. These
include consumer videotapes from the Dart-
mouth Outcomes Project, condition-specific
disease management materials, and commer-
cial software from Healthwise. This type of in-
formation can be made available through a
nurse advice line, in addition to print and In-
ternet materials.

4. Provider Incentives

 Financial Incentives

After the first year of participation, bonus in-
centives will be paid to providers based on (1)
their performance on quality and performance
measures, (2) improvement on quality and
performance measures, and (3) participation
in quality-of-care studies. A bonus scheme
will be developed with advice from the pro-
vider community and will be paid on top of
the Medicare payment rates. It is anticipated
that the bonus will reach 10 percent over a
three-year period.

Other Incentives

Other incentives include year-round recogni-
tion through press releases, an annual recog-
nition event, and publicity during enrollment.
This recognition, in conjunction with financial
incentives, will strive to provide enrollees
with information on “best of class” providers
when they need to make decisions about care.

Rationale. Measurement of quality at the
physician group, individual physician, and
hospital levels is still in its infancy. The quality
measurement tools available today across all
levels focus on patient satisfaction with care
and perceived quality. Physician group meas-
ures in the United States include population
health status and measures across select dis-
eases/conditions as well as utilization of pre-
ventive care. Hospital measures include C-
section and perinatal mortality rates, coronary
artery bypass graft (CABG) mortality rates,
and several Medicare quality indicators. The
CHOICE program will work with organiza-
tions across the country that provide com-
parative provider performance information to
make such information interactive and avail-
able in a variety of media for enrollees all
across the country.

The above approach differs from tradi-
tional fee-for-service care because of the way
cost and quality are factored into the CHOICE
program. First, physicians participating in the
statewide CHOICE Network will be required
to report on both quality and cost measures
and to participate in quality studies. Second,
the CHOICE Network will include incentives
for patients to migrate to relatively high-
quality providers and to actively manage their
own health. Creation of consumer and pro-
vider incentives for both cost and qual-
ity—that is, value—as part of the CHOICE
Network distinguishes delivery of care in this
model from others available in today’s U.S.
marketplace. In addition, all health plans of-
fered by the CHOICE program will be re-
quired to meet any applicable standards is-
sued by the National Committee on Quality
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Assurance, to provide quality data, and to
participate in quality studies.

Implementation and Transition to the
Future

No federal waivers are required to implement
the CHOICE program, no ERISA waiver is re-
quired to adopt a new federal payroll tax, and
there is no individual or employer mandate to
have health insurance coverage.

1. Implementation Steps for States

Implementation of the CHOICE program will
require each state to:
•  Designate a state agency to administer the
CHOICE program.
•  Contract with licensed health care provid-
ers and facilities that elect to participate in the
statewide CHOICE Network.
•  Contract with ODSs (licensed staff- and
group-model HMOs) and develop an age-,
gender-, risk-adjusted capitation payment.
•  Simplify and coordinate an administrative
process for enrollment and eligibility, includ-
ing self-certification with paperless verifica-
tion and electronic application.
•  Institute a system for collecting the
monthly worker share of premium.
•  Develop and implement a community
outreach strategy to inform residents about
CHOICE and how to enroll and to increase
enrollment in Medicaid and S-CHIP for those
who are eligible.
•  Develop an electronic application that will
enable providers to enroll patients at the site
of care.
•  Implement an electronic claims processing
and review system.
•  Develop a process for review of claims
with respect to quality and costs.
•  Institute a system for processing claims
electronically and a payment system for health
care providers in the CHOICE Network.
•  Develop a fee structure for licensed insur-
ance brokers who enroll those who are self-

employed and small firms (fewer than 50
workers) in the CHOICE program.
•  Submit a proposal for review and ap-
proval by the U.S. Department of Health and
Human Services that demonstrates all of the
above conditions have been met.

2. Implementation Steps for the U.S. Department
of Health and Human Services

•  Develop a national media campaign to in-
crease awareness, knowledge, and under-
standing of the CHOICE program and how to
enroll, including a national media buy over a
six-month period on all major network and
cable outlets.
•  Review and approve a CMS national
Medicare demonstration project to permit eld-
erly Medicare beneficiaries to enroll voluntar-
ily in CHOICE and pay their income-based
share of premium.
•  Appoint a CHOICE National Benefits
Panel to review, at least once a year, new
treatments, drugs, and technologies that have
been demonstrated to be effective and rela-
tively cost-effective in improving health and
maintaining and increasing quality of life.
Based on this review, update the CHOICE
benefit package to reflect the best and most
current evidence-based science.
•  Institute a system for collecting the quar-
terly employer payroll tax, distribute each
state’s revenue to the appropriate administra-
tive agency, and issue tax refunds to eligible
firms.
•  Collect and distribute the federal taxes
from tobacco, alcohol products and soft drinks
to the states.
•  Develop an age-, sex-, risk-adjusted capi-
tation payment for ODSs.
•  Arrange for bulk purchasing of prescrip-
tion drugs and medical devices through the
FSS.
•  Review and approve each state’s pro-
gram’s regarding its compliance with the pro-
visions of the CHOICE program prior to be-
fore releasing federal money to the states, and
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monitor state compliance with program rules
over time.

Changes to the Existing System

1. Impact on Existing Coverage and the Health
Care Market

Adoption of the CHOICE program does not
automatically replace any existing coverage.
However, it does provide all non-elderly U.S.
workers and their non-working dependents,
including those who are eligible for S-CHIP
and Medicaid, as well as elderly Medicare
beneficiaries with the option of replacing their
current coverage with the CHOICE program,
if they choose.

The CHOICE program leaves in place
Medicare, Medicaid, S-CHIP, employer-
sponsored coverage, and the private group
and individual health insurance markets.
However, through the voluntary actions of
workers and their families and health care
providers, and as a result of outreach to indi-
viduals eligible for but not enrolled in S-CHIP
and Medicaid, the CHOICE program is likely
to increase overall coverage rates to approxi-
mately 95% percent of all U.S. residents, re-
gardless of their legal status, within one year
of implementation. At the same time, the
CHOICE program offers employers strong
economic incentives to move much of their
covered population into the CHOICE pro-
gram.

We anticipate that following the imple-
mentation of the CHOICE program, the num-
ber of persons covered by commercial PPOs
and IPA/network -model HMOs will decline,
and the number of employers who offer health
benefits will decline. Within a year of imple-
mentation, it is estimated that the number of
persons receiving their health insurance
through their employer in the group market
will decline dramatically. In addition, the
number of U.S. residents purchasing private
health insurance in the individual market will
also decline, as individuals understand that

coverage under CHOICE is both more afford-
able and more comprehensive, with a much
broader choice of providers. The individual
health insurance market will try to compete
with the CHOICE program, but it may not be
able to do so effectively unless the health
plans can develop and sell a product that is
less expensive than and competitive with the
benefits, out-of pocket monthly premium
costs, and co-payments under the CHOICE
program. It is estimated that enrollment in
Medicaid and S-CHIP will also drop as well
(although financing through these programs
will continue), as individuals eligible for these
programs move into the CHOICE program.

In addition, the CHOICE program offers
federal tax incentives to health insurance car-
riers and health plans to partner with multi-
specialty groups in exclusive arrangements to
create new group-model HMOs in the United
States. It is likely that the group-model HMO
market will grow through the formation of
new ODSs to compete with the existing
group- and staff-model HMOs in each state.
Commercial health plans will also have the
opportunity to develop and market supple-
mental products for coverage that exceeds the
standard CHOICE benefits package.

2. Impact on the Safety Net

Safety net providers will be less dependent on
direct state subsidies for indigent care, be-
cause they will be providing services to a pre-
dominantly insured population. They will also
be paid at a higher rate for indigent care for
the remaining uninsured population. Each
state will maintain its commitment to safety
net providers through continued state and
federal funding for indigent care programs for
those who remain uninsured. In addition,
safety net providers will be strongly encour-
aged to participate in the CHOICE Network in
their state. Those who do so will be reim-
bursed at Medicare payment rates, which are
more than 50 percent higher than rates cur-
rently paid by Medicaid and considerably
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higher than is currently available through in-
digent care funding.48 In addition, states have
the option of permitting Medicaid managed
care plans to contract with the CHOICE pro-
gram. Thus Medicaid recipients now enrolled
in managed care plans could stay in them, and
the plans would be newly accessible to others
in the areas they serve. In addition, they
would receive risk-adjusted capitation pay-
ments that are significantly higher than Medi-
caid payment rates.

Political Feasibility

Like any proposal that seeks to accomplish
major reform of the U.S. health care system,
there will be winners and losers. Though the
potential losers can be expected to oppose the
CHOICE proposal, it may be unique in that it
is likely to find much broader support than
previous proposals because of its voluntary
approach and the absence of restrictions on
individuals, employers, health insurers, and
health care providers. However, it will face
strong opposition from at least two very pow-
erful interests—the private health insurance
industry and the pharmaceutical and medical
device industries, whose profit margins are
likely to be negatively affected once the
CHOICE program is fully implemented.

There is probably nothing that can be done
about opposition by the health insurance in-
dustry in particular because, even though it
will still be able to sell its products in both the
individual and group markets, it will lose sub-
stantial market share to the CHOICE program
in both markets. However, there will be new
opportunities for industry members to partner
with large multi-specialty groups to form new
ODSs as well as opportunities to develop and
market supplemental products that offer cov-
erage beyond that included in the CHOICE
standard benefits package. In addition, health
insurers will have the opportunity to contract

                                                            
 48 The Lewin Group (March 2002), op. cit.

with states to serve as third-party adminis-
trators in processing claims and payments, co-
ordinating benefits, and performing other
administrative functions. However, none of
this is likely to temper the industry’s opposi-
tion to the CHOICE program. In defending
CHOICE against attacks, proponents need to
stress that it offers Americans much broader
access to choose any doctor or hospital they
want, with much more comprehensive bene-
fits, at a cost that is affordable and reasonable,
and their health care providers will be com-
pensated at a fair rate and will be able to
practice medicine without interference by
managed care administrators. It is a win-win
situation for them and their doctors.

However, health care providers may be
split in their support of CHOICE. While many
may welcome a single administrative struc-
ture and single set of rules for providing
services and receiving payments, as well as
the freedom to make their own medical deci-
sions about what is in the best interests of
their patients, others may be concerned that a
single payer may reduce their payments over
time. Instead, most health care professionals,
particularly physicians who serve Medicaid
patients and currently serve a substantial pro-
portion of managed care enrollees, will be
much better off, not only financially, but also
in terms of reduced administrative burden, as
a result of returning medical decision making
to their hands and eliminating prior approval,
authorizations, or appeals of denied services.
In addition, reporting requirements, particu-
larly for quality measures, will be simplified
enormously as a result of fee-for-service pay-
ments and electronic claims processing. Not
only are Medicare payments likely to be much
higher for many of their patients, but bad debt
and uncompensated care will be virtually
eliminated.

There is likely to be some opposition
among health care providers who fear the fed-
eral government will have too much power in
determining Medicare payment schedules.
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However, historically, Medicare has been a
much more generous payer than the state-run
Medicaid programs. In addition, the political
coalition of consumers likely to develop as a
result of adopting the CHOICE program is
expected to be even more powerful than
AARP, which developed following enactment
of Medicare, and should be able to exert a
tremendous amount of political pressure,
along with the health care provider interest
groups, to keep Medicare payment rates rea-
sonable and equitable.

Most hospitals are also likely to look fa-
vorably on the CHOICE program because
they will receive higher payments for Medi-
caid-eligible patients, will not receive any
capitation payments, will have nearly all bad
debt and uncompensated care eliminated,
should see drastic reductions in the use of
emergency rooms for non-emergency condi-
tions, will be able to finance operation of their
trauma centers, and will be recognized for the
acute care areas where they excel. In addition,
hospitals will face less of an administrative
burden because they will be working primar-
ily with a single payer in submitting claims
and receiving payment, and quality assurance
and assessment will be easier as a result of
electronic submission of claims data, facilitat-
ing review of quality and costs. In addition,
public hospitals will greatly benefit because
the vast majority of their clients will be in-
sured under CHOICE, and they will have a
stable source of revenue to meet their patients’
medical care needs.

Academic medical centers are likely to fa-
vor the CHOICE program because it will
cover experimental treatments, as long as they
are conducted within the context of an IRB-
approved randomized controlled clinical trial.
Thus, a substantial new source of revenue to
support research and innovation in medical
care will be available following adoption of
the CHOICE program.

Opposition by the pharmaceutical and
medical device industries is likely to be strong

because all covered prescription drugs and
medical devices will be purchased through the
FSS. However, it may be possible to soften
some of this opposition if the prices paid un-
der CHOICE still enable these industries to
make a reasonable profit. Since the quantity of
products purchased under the CHOICE pro-
gram is likely to increase substantially given
nearly universal coverage, it does not seem
unreasonable that their margins should de-
cline commensurately. The key to gaining
their support will be to set prices in such a
way that they will continue to deliver a return
on investment to their shareholders.

The vast majority of the business commu-
nity is also likely to favor the CHOICE pro-
gram. Those who currently offer coverage
may continue to do so, but the CHOICE pro-
gram gives them the opportunity to get out of
the business of administering health benefits
and bearing the associated financial risks. In
most cases, the CHOICE program will offer a
firm’s employees an option for comprehensive
health insurance coverage with much greater
choice, with coverage as rich as, if not richer
than, that they currently have, and with much
lower patient cost sharing, at a reasonable
price. The coverage is also a bargain for the
employer.

However, there may be substantial oppo-
sition from the Chamber of Commerce and the
National Federation of Independent Busi-
nesses with respect to imposition of a payroll
tax on small firms. Even though the majority
of U.S. firms, including small firms, offer their
workers health benefits, and the CHOICE
program will enable these firms to provide
more comprehensive benefits for their work-
ers at a lower cost than they pay now, organi-
zations representing small-business interests
are likely to view any scheme that imposes
new taxes on firms as unacceptable. Under the
CHOICE program, small firms will be subject
to a 5.5 percent tax on total payroll, but it is
not clear how this will play out. Many small
employers would like to offer their workers
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health insurance coverage but cannot afford
the prices. The payroll tax is substantially less
than the cost of coverage in the small- and
large-group markets. In addition, as previ-
ously mentioned, high-wage firms are likely to
continue to offer their workers health benefits
that are more attractive than the CHOICE
program to avoid paying more through the
payroll tax for health care than they do now
through self-insurance or purchasing group
products. Firms also may worry that as costs
increase, the payroll tax will creep up, but
their costs are likely to increase regardless of
how they participate in employer-sponsored
health benefits. Their premiums in the group-
health insurance market are increasing now at
double-digit rates. In addition, any increased
costs imposed on employers under CHOICE
will be tempered by the ability to spread them
across the many different sources of revenue
for the CHOICE program, including the em-
ployee share of the premium and the state and
federal sources of revenue as well as new
sources of revenue, including new public
health taxes. Under the current system, when
health insurers increase group premiums,
there is no way for employers to share the
burden of increased costs except to shift them
onto employees.

Compared to a uniform federal program, a
federal-state model of shared responsibility in
achieving universal coverage is much more
likely to be politically acceptable both to state
legislators and to Congress. The success of S-
CHIP suggests that the federal government
can play an important role in defining the
framework and options for broad expansions
and reform of the health care system, includ-
ing eligibility determination, outreach, and
enrollment, leaving the details regarding ad-
ministration, interagency coordination, regu-
lation, and quality assessment and assurance
to each state. In fact, individual state programs
might look quite different under CHOICE. In
some states, the CHOICE program, once fully
implemented, may resemble a single-payer

plan, where the state contracts with all private
and public providers in the state as part of the
CHOICE Network with no ODS options. This
scenario is particularly likely to occur in states
where there are no staff- or group-model
HMOs and no large multi-specialty groups fa-
cilitating their creation. In other states, once
fully implemented, the CHOICE program may
resemble Alain Enthoven’s original vision of
managed competition49, with many organized
delivery systems made up of exclusive groups
of providers in partnership with an insurer
competing against each other for enrollment
of the population living and working in their
service area, with the majority of providers in
the state participating in one ODS. Most state
programs probably will fall somewhere in
between these extremes, with a choice of sev-
eral ODSs, but with the majority of the health
care providers contracting with the CHOICE
Network.

Many states are likely to welcome the pro-
gram because it enables them to solve an
enormous problem without requiring that
they raise any new state revenue, and to
streamline administration and reduce costs as-
sociated with existing public insurance pro-
grams. In addition, states will be eligible for
considerable amounts of federal revenue gen-
erated from the payroll tax, public health
taxes, and the NAFTA Social Integration Fund
to solve what has been an intractable prob-
lem—reaching near-universal health insur-
ance coverage and offering comprehensive
and affordable coverage to all residents in
their state. However, states also will face a
number of new administrative challenges,
which some states will be able to meet better
than others.

It is unlikely that any comprehensive na-
tional health care reform proposal will be en-
acted in the foreseeable future, despite the fact
that the number of uninsured is growing,

                                                            
 49 Enthoven, AC. Health plan : the only practical solution to
the soaring cost of medical care. (Reading, Mass: Addison-
Wesley Pub. Co.) 1980.
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health care is becoming more expensive, and
the issue is increasingly on the public agenda.
However, given the current revenue shortfalls
at the federal and state level and the attention
being given to fighting terrorism at home and
abroad, Congress is unlikely to tackle the
problem of the uninsured and underinsured,
with perhaps the exception of working to pass
some kind of pharmacy benefit under Medi-
care. While it is likely that comprehensive na-
tional health care reform will become a more
dominant issue in the 2004 presidential elec-
tion, until the U.S. economy improves and
there is a change in leadership at the national
level, the problem of the uninsured is likely to
continue to worsen and to be excluded from
the formal policy agenda. However, this po-
litical reality does not mean that we should

stop working on new proposals to solve this
ongoing problem. One of the important les-
sons from the failed Clinton health care re-
form effort was that there was not a viable and
acceptable policy solution ready to go with a
broad base of support when the policy win-
dow opened.50 In addition, strategies for re-
sponding to opposing interests and framing
the debate were not well developed, and the
battle to win public opinion was ultimately
lost. Understanding where is the most likely a
strong base of support on which to build a
broad-based coalition and anticipating the
sources of opposition and how they will try to
reframe the debate will be key in winning this
war.
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Seltman

Key Elements

Paul A. Seltman proposes to build on the current employer-based system to expand insurance
coverage to all private sector workers. The proposal includes the following elements:

ESTABLISH ANNUALLY INCREASING, NATIONAL COVERAGE FLOORS specifying the percentages of work-
ers that employers must insure.

ESTABLISH AN ALLOCATION AND TRADING SYSTEM IN “ALLOWANCES,” which permit employers not to
insure limited percentages of their workforces, consistent with the national coverage
floors.

MINIMIZE EMPLOYERS’ COMPLIANCE COSTS by giving them flexibility in meeting coverage deadlines
and designing health benefits packages.

PROVIDE PREMIUM SUBSIDIES for employees up to 200 percent of the federal poverty level.

ESTABLISH STATE-BASED, MANDATORY PURCHASING POOLS for firms with fewer than 25 employees.

ENFORCE COMPLIANCE THROUGH MONITORING AND PENALTIES implemented by the Department of
Health and Human Services.

FINANCE THE POLICY WITH FEDERAL GENERAL REVENUES, “SIN” TAXES, USER FEES, AND PENALTIES, dis-
tributed to the states with matching requirements.
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From Clean Air to a Clean Bill of Health: Using
Allowance Trading under the Clean Air Act as a
Model for Covering All Private-Sector Employees

by Paul A. Seltman   

Across the political spectrum, there remains
widespread agreement that the failure to in-
sure tens of millions of Americans is one of the
largest problems facing the U.S. health care
system. Unfortunately, the health policy uni-
verse of solutions to this problem is predomi-
nantly divided into two camps. One relies
heavily on direct government intervention in
the form of public insurance and regulation of
the private insurance market, and the other
relies on financial incentives and a reduction
in government regulation to stimulate private
market forces to “fix” the market. These
camps have been dug into their positions for
quite some time; this paper seeks to show both
sides a way out.

Bridging the Gap between Two
Paradigms

In the U.S. health care system, private em-
ployers finance most individuals’ health in-
surance policies. Employers, however, are un-
der no obligation to provide health insurance
for their employees. In fact, more than 80 per-
cent of uninsured Americans are either work-
ers or live with workers, and among unin-
sured workers, 40 percent are employed by
businesses with fewer than 25 employees.51

                                                            
 51 Garrett, Bowen, Len M. Nichols, and Emily K. Greenman.
Workers Without Health Insurance: Who Are They and How
Can Policy Reach Them? Washington: The Urban Institute,
September 1, 2001, pp. 2, 5. All of the data compiled in this
study are based on an examination of “non-self-employed
workers ages 18–64 from a combined sample of the Febru-
ary and March 1999 Current Population Survey (CPS). Like

While the lack of insurance coverage is not ex-
clusively a small-firm problem, small busi-
nesses generally have fewer resources on
which to draw to pay for such coverage.
Therefore, a major policy question for our
health care system is how to encourage and
enable more employers—and small employers
in particular—to offer health care coverage to
their employees.

Some policy makers believe that if so many
employers truly wanted or were able to cover
more employees, workers would not comprise
such a large portion of the uninsured popula-
tion. Therefore, they favor an expanded Medi-
care- or single payer-type solution. But I
strongly prefer an approach that would build
on the good that so many employers in this
country are already doing. Over time, through
working with insurers and employee benefits
managers, many employers have developed
health insurance packages that are both at-
tractive to their employees and reasonable in
cost for themselves. Employers also have been
a driving force behind health care quality im-
provement. Retaining innovative employers as
key players in the health care system likely
would be crucial to the success or failure of
any large-scale effort to increase the number
of insured workers.

Of course, building on the employer-based
model to cover all private-sector employees
would require some level of compulsory cov-

                                                                                       
the study, this proposal would apply only to non-self-
employed workers (see footnote 12).
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erage by employers, which would likely be
met with the now customary blend of skepti-
cism, protest, and threats of wage and job
losses. Nonetheless, I believe this resistance
could be overcome with the right policy.

To bridge the gap between the two para-
digms of universal coverage and move from
voluntary employer-provided insurance to-
ward mandatory employer-provided insur-
ance, a market-based framework should be
created, with flexible rules that pay homage to
the differences among employers as well as a
long implementation period. This solution
would not only reverse the current trend of
static or shrinking employer-based coverage
and cost shifting to employees; it also would
expand insurance coverage more broadly to
all private-sector employees and possibly
further. It would give some employers, whose
business sectors historically do not offer
health benefits to their employees, the oppor-
tunity to do the right thing for their workers
without leaving themselves at a competitive
disadvantage.

To find this potential solution, one need
only look to the Clean Air Act for guidance
and precedent, transferring (with appropriate
adaptations) its logic and lessons learned to
the health care sector for the benefit of all
working Americans.

The Clean Air Act’s Acid Rain Control
Program and Allowance Trading

The Clean Air Act, codified as 42 U.S.C. 7401
et seq., was enacted to protect the environment
and human health from emissions that pollute
the air. Amendments to the Act in 1990 in-
cluded establishment of an acid rain control
program (title IV), which sets national goals
for reducing annual sulfur dioxide emissions
from power plants, by far the largest con-
tributors to such emissions.

These emissions reductions have been im-
posed in two steps, with facilities generating
larger amounts of sulfur dioxide having to

meet specific emissions caps beginning in 1995
and all facilities having to meet a more strin-
gent cap by 2000. As of the beginning of 2001,
compliance had been close to 100 percent.52

The acid rain control program adopted a
unique approach to emissions reduction.53

First, it established an overall emissions cap
that sets a nationwide limit on pollutant emis-
sions. Second, it allocated those emissions to
individual sources and allowed trading be-
tween them. As described by the General Ac-
counting Office (GAO): 54

Unlike the traditional command-and-control
approach, in which the regulator specifies how
to reduce pollution or what pollution control
technology to use, title IV gives utilities flexi-
bility in choosing how to achieve these reduc-
tions…. Title IV also allows trading in emis-
sion allowances. Based on formulas in the law,
each utility receives a fixed number of allow-
ances. Specifically, an allowance is an authori-
zation to emit 1 ton of SO2. Once the allow-
ances are allocated, the act requires that annual
SO2 emissions not exceed the number of al-
lowances held by each utility plant. To meet
this requirement, a utility can buy allowances,
in effect paying other utilities to reduce SO2

emissions below their allowed levels. For some
utilities, buying allowances costs less than
other approaches.

Utilities also can “bank” extra allowances
for future sale or use.

Sound Theory Behind Cap-and-Trade
Programs Underlies Success

Emissions cap and allowance trading pro-
grams achieve social goals while providing
businesses with flexibility that traditional
forms of regulation do not. The mandatory
emissions cap achieves the social benefits by
requiring firms to reduce pollution. The trad-

                                                            
 52 Acid Rain Program: Annual Progress Report, 2000. Envi-
ronmental Protection Agency, Document EPA-430-R-01-
008, 2001.
 53 A similar approach has been adopted for greenhouse gas
emissions in legislation authored by U.S. Senator Joseph Lie-
berman (D-CT) and John McCain (R-AZ). See S. 139, “Cli-
mate Stewardship Act of 2003”.
 54 General Accounting Office. Allowance Trading Offers an
Opportunity to Reduce Emissions at Less Cost. Washington:
GAO, December 1994, p. 2.
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ing provisions allow firms to minimize their
compliance costs.

More direct regulation results in higher
compliance costs because it imposes identical
or similar requirements on businesses without
regard to their varying sizes, economic sectors,
geographic areas of operation, or financial po-
sitions.55 In contrast, cap-and-trade ap-
proaches respect these differences among
firms by providing an environment in which
national goals are set, but allowing firms to
achieve these reductions in a variety of ways
and by different timetables.

Cap-and-trade programs generally work as
follows: First, an overall cap is established to
set a national goal. In the context of this pro-
posal, the goal is to increase the number of
privately employed workers who have health
insurance. That goal is expressed here as a de-
creasing cap on the number of uninsured
workers and a corresponding increasing floor
in the percentage of covered workers.56

Second, allowances are allocated to busi-
nesses. Each firm is allotted a certain number
of allowances per year, according to a statu-
tory formula and a firm’s individual experi-
ence. An allowance is defined as an authori-
zation not to do something—in this proposal,
an authorization not to provide health insur-
ance for one employee for one year. Once al-
lowances are allocated, the annual number of
uninsured, private-sector employees nation-
wide cannot exceed the number of allowances
distributed to private-sector employers. If an
employer is not able to insure a sufficient
number of its employees to comply with its
allowance allocation, the employer can buy
allowances from other employers, effectively

                                                            
 55 Overview and Issues on Emissions Allowance Trading Pro-
grams. Statement of Peter F. Guerrero, Director, Environ-
mental Protection Issues, Resources, Community, and Eco-
nomic Development Division, General Accounting Office,
July 9, 1997, p. 2.
 56 I have chosen a “negative” approach to constructing the
cap—that is, the number of uninsured workers—because
the traditional concept of allocating allowances to busi-
nesses is inherently “negative.” Allowances are given to
businesses to permit them to continue certain behavior that
the government is otherwise attempting to moderate.

paying other firms for the right to insure
fewer employees than the employer is re-
quired to by law.

The intended effect of allowance trading is
to minimize compliance costs for employers.
Trading allows firms whose financial position
is relatively weak to literally buy time through
the purchase of allowances and delay their
compliance with statutory targets when the
cost of an allowance is cheaper than insuring
an employee. This flexibility for employers in
allowance holdings and timing is the linchpin
of this proposal.

Under this proposal, employers also would
have the freedom to design health benefits
packages. However, these benefits packages
would be required to equal a specified mini-
mum actuarial value, and employers would be
required to cover at least 50 percent of em-
ployees’ premiums. Furthermore, to help
small firms pool their risk and increase their
purchasing power in the private insurance
market, state-based mandatory purchasing
pools would be established for firms with
fewer than 25 employees.

Of course, employees would be the real
beneficiaries of this proposal. Workers earning
up to 200 percent of the federal poverty level
(FPL) would receive premium subsidies on a
sliding-scale basis to cover some or all of their
employee share of premiums, and, ultimately,
all private-sector employees would be in-
sured. Moreover, if employer compliance costs
were lower than expected, more employees
likely would receive benefits more quickly.

Translating Allowance Trading for the
Private Health Insurance Market

Obviously, utility emissions are not the same
as uninsured employees, and the strategies
that utilities and other types of businesses
may use to abate these problems also are very
different. Moreover, emissions are acts of
commission, not omission, as is the case with
an employer that does not provide health in-
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surance for its employees. Nonetheless, trans-
lated appropriately for the health care arena, a
national allowance trading system has the
potential to give private employers the finan-
cial and design flexibility to ultimately cover
100 percent of their employees with compre-
hensive health insurance.

Such a system would have multiple bene-
fits. First, it would help employers to pay for
the costs of insuring their workers. Second, it
would help level the national health care
playing field by reducing regional and eco-
nomic sector differences in health care cover-
age. Third, the system could trigger behav-
ioral responses that result in insurance cover-
age progressing faster than expected under
this proposal. Fourth, the market’s incentives
should stimulate innovations in how employ-
ers finance and design employee health plans.

This proposal offers more hope to unin-
sured employees than many of the alternatives
do. The status quo is not sustainable. In to-
day’s uncertain economic climate, with rising
health insurance premiums, many employers
are either dropping health coverage or shifting
more health care costs to their employees. But
an immediate employer mandate with little
flexibility for employers on financing and
benefits also would be unworkable and dis-
ruptive. This proposal attempts to find a mar-
ket-based middle ground that would attract
supporters across the political spectrum.

The proposal’s major features are de-
scribed below. In writing this proposal, I have
attempted to confront a number of major
questions that likely would be raised during
the course of implementation. However, I
have by no means covered all of them. In ad-
dition, because this is the first time that such a
model has been presented in the health care
context (to my knowledge), significant quan-
titative work must be done to determine the
exact levels of funding needed to reach the
proposal’s stated objectives.

While I believe the allowance-trading
model has the potential to provide the nation

with a unique solution to the health care co-
nundrum, I do not intend to present this pro-
posal as the only way in which one might use
allowance trading successfully. For example,
this proposal’s approach could be merged
with so-called play or pay proposals, in which
employers are required either to purchase
health insurance for their employees or to pay
into a public fund that would finance “fall-
back” health plans for uninsured workers.57

Adding the additional option for employers to
purchase allowances not to insure their em-
ployees would create a new “play, pay, or
buy” approach. Allowance trading also could
be used in proposals that would make states
responsible for designing and administering
health care financing systems that provide
universal health insurance.58 Under that type
of model, allowances could be distributed to
states instead of employers, and states would
use and trade allowances during a long im-
plementation period until they ultimately
were required to cover 100 percent of their le-
gal residents. As a final example, proponents
of an individual mandate approach to pro-
viding universal health insurance could fold
the allowance-trading concept into their
model as well. Individuals could be permitted
a transition period before they were required
to insure themselves, and, in the meantime,
they could purchase allowances through a
government-sponsored auction instead. The
proceeds from this auction would be used to
pay for uncompensated care in the health care
system. Thus, my true aim in writing this pro-
posal is to introduce the allowance-trading
concept into the mainstream of political and
policy debate over health care reform.

                                                            
 57 For instance, one could use the State Children’s Health In-
surance Program (S-CHIP) as the basis for a fallback plan.
 58 See Kronick, Richard, and Thomas Rice. “A State-Based
Proposal for Achieving Universal Coverage.” In Covering
America: Real Remedies for the Uninsured. Washington:
Economic and Social Research Institute, June 2001, pp.
121–34.
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Building on Employer-Provided
Coverage

This proposal to cover all private-sector work-
ers builds on employer-based coverage by
enabling all private employers to eventually
afford health insurance for their employees
after a long implementation period. During
the implementation period, firms would be
required to gradually lower their numbers of
uninsured workers, according to declining
capped levels, to meet minimum employee
coverage rate targets. These minimum targets,
or “floors,” would increase every year. To
help firms meet the floors, each year the U.S.
Department of Health and Human Services
(HHS) would distribute a declining number of
“allowances” to firms not to insure specific
percentages of their workforces. To the extent
that a firm still could not meet such a floor, it
could purchase more allowances from other
firms or buy them at auction to avoid en-
forcement penalties. (The allowance allocation
and trading system is described in the next
section.)

Under this proposal, businesses would not
be expected to provide health insurance for
their employees any sooner than other firms
with similar profiles. However, they would be
required to put together health insurance
benefits packages that are affordable and at-
tractive to their workers.

While private employer participation
would be mandatory, this proposal would
give businesses far more flexibility and lower
compliance costs than other employer-based
proposals would. It would create a market-
based mechanism for phasing in universal
coverage for private-sector workers. While it
may not silence all critics of employer man-
dates, the proposal would be far less disrup-
tive to the economy than an immediate man-
date or other comprehensive reforms would
be.

National Coverage Floors

All private employers would be subject to na-
tional coverage floors, which would be effec-
tive beginning two years following the date of
enactment. In the first year of program im-
plementation, the national coverage floor
would equal the average number of insured,
privately employed individuals over the pe-
riod 1996–2000 (using the Current Population
Survey [CPS]59). The national coverage floor
for the year also would equal the coverage
floor for “average-coverage” employers, and
corresponding coverage floors for “low-
coverage” and “high-coverage” employers
would be calculated based on averages in
these two groups over the same period. (These
three categories of employers are defined and
explained below.) HHS would calculate all
floors, both as numbers of insured, privately
employed individuals and as percentages of
the private workforce.

After the first year of implementation, all
coverage floors would increase every year by
1.5 percentage points. They would continue
increasing until they reached 100 percent, at
which point all private employers in a 100
percent coverage category would be required
to cover all of their employees without excep-
tion.

Using a recent five-year period as a start-
ing point for national coverage floors accom-
plishes two important policy goals. First, by
using past years as a base, it prevents firms
from gaming the system through purposely
lowering their coverage levels as preparations
are made to implement the new program. Sec-
ond, by using a five-year average, it accom-
modates for the normal up-and-down swings

                                                            
 59 While the Current Population Survey (CPS) is not the only
source of federal data on the uninsured, it is widely used
because it has the largest household sample size and pro-
vides credible state-level estimates. Also, among competing
federal surveys, the CPS is most often criticized for over-
counting the uninsured. Therefore, in the context of this
proposal, using the CPS results in greater flexibility for em-
ployers: higher numbers of allocated allowances and a
longer time frame in which to achieve 100 percent coverage
of their employees.
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of the business cycle that can affect employer-
based coverage.

Based on CPS analyses, one could antici-
pate that employers would have somewhere
between seven (“high-coverage” firms) and 20
(“low-coverage” firms) years to cover all of
their employees.60 For example, looking at na-
tional patterns, small firms likely would have
a longer transition period than large firms,
retail businesses a longer period than manu-
facturers, and Texas firms a longer period
than Pennsylvania firms. All firms also would
have the flexibility not to comply with annual
coverage floors by buying the right to insure
fewer employees, either from other firms or at
an annual auction.

Under this proposal, provisions of the
Health Insurance Portability and Account-
ability Act (HIPAA), Employee Retirement In-
come Security Act (ERISA), and state laws re-
lated to employer-provided health insurance
would continue to apply. As an important ex-
ample with particular relevance here,
HIPAA’s employee non-discrimination rules
would remain in effect. Therefore, in deciding
which employees to cover each time its floor
increases and requires it to cover more em-
ployees, an employer would not be permitted
to deny an employee eligibility for health in-
surance due to health factors such as health
status and medical history. However, as cur-
rent law allows, an employer could, in the
short term, exclude from coverage part-time
workers or workers with fewer than six
months on the job. Ultimately, when its cover-
age floor reached 100 percent (or possibly
sooner, since non-discrimination rules likely
would not permit the employer to cover some
part-time workers and not others), the em-
ployer would have to cover these workers,
too. But in the short run, the employer could
make the same eligibility distinctions allowed
today. While these inequities are not ideal,
they would be temporary, and they offer a

                                                            
 60 See, generally, Garrett, Nichols, and Greenman.

distinct improvement over freezing current
inequities in place.

Leveling the Playing Field for Businesses

One important barrier to employers offering
health insurance coverage to their employees
is that their direct business competitors might
not do so. Lowering profit margins for the
sake of employee benefits may not be wise if
such an action places a business at a competi-
tive disadvantage. Therefore, any employer-
based plan to expand health insurance cover-
age must find a way to level the playing field
for businesses of similar size that compete
against each other in the same economic sec-
tors or in similar geographic regions.

To achieve this goal, the proposal would
group businesses into one of the following
categories of employee health insurance cov-
erage: “low-coverage,” “average-coverage,” or
“high-coverage.” By definition, “average-
coverage” firms would be those groups of
firms that provided health insurance for a per-
centage of their employees that was close (that
is, within a certain range higher and lower) to
the national average of coverage among all
private employers in the years 1996–2000 (us-
ing the CPS61). “Low-coverage” and “high-
coverage” firms would be those groups of
firms that provided insurance for either a sig-
nificantly lower or higher percentage of their
employees relative to the national average of
coverage among all private employers over
the same period. In the future, all three of
these categories of employers would be re-
quired to cover higher and higher percentages
of their employees until they achieve 100 per-
cent coverage. However, firms in the “low-
coverage” category, by having a lower level of
coverage as a starting point, would have a
significantly longer transition period to 100
percent coverage than would firms in the
“high-coverage” category.

                                                            
 61 See footnote 9.
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Firms would be grouped for placement in
these categories based on their common sizes,
industries, and geography. For size, busi-
nesses would be divided into those with 100
or more employees, 25 to 99 employees, 10 to
24 employees, and fewer than 10 employees.
For industry type, businesses would be di-
vided based on the classifications of the Cur-
rent Population Survey Annual Demographic
Supplement (excluding “Government”): agri-
culture, forestry, and fishing; construction;
trade; services; mining; transportation and
public utilities; manufacturing; and finance,
insurance, and real estate. For geography,
businesses would be divided by either their
state of incorporation or the primary state in
which firms conduct their business.

For example, one might find that all con-
struction firms with fewer than 25 employees
operating in southern states fall into the “low-
coverage” category. In that case, all of these
similarly situated businesses would be subject
to the same, initial employee health insurance
coverage floor (expressed as a percentage of a
firm’s total number of employees) and the
same year-by-year increases in that floor. They
would not be disadvantaged relative to each
other.

While one could create narrower categories
than the three I have chosen, maintaining
eight, 16, 32, or more categories with coverage
targets increasing into the future could prove
to be an undue administrative burden. Three
categories should provide adequate flexibility,
even to “low-coverage” employers. Also, the
progress three categories of employers make
in covering their employees over time not only
would be easier for regulators to watch but
also easier for the public to observe and un-
derstand, which would be crucial for engen-
dering popular support for the program.
Moreover, establishing where different types
and sizes of firms fall among these three cate-
gories at the outset is vital for proper categori-
zation of new firms established after the first
year of program implementation. Adding

more categories would further complicate this
process.

Defining “Coverage”

To allow employers to comply with the em-
ployee coverage floors and to clarify the pro-
gram’s goals, the meaning of “coverage”
should be defined as clearly as possible.

“Employee” for purposes of “coverage”
means a full-time, part-time, or contingent
(temporary or contract) employee.62 “Em-
ployee,” however, does not include depend-
ents of employees. But employers could
choose to cover dependents and, in some cir-
cumstances, as described below, would be re-
quired to cover dependents at the option of
the employee.

Covering full-time workers is a major goal
of this proposal, since they comprise 71 per-
cent of uninsured workers.63 But the impor-
tance of also requiring businesses to cover
their part-time and contingent workers should
not be underestimated. Only 73 percent of
part-time workers are insured, compared to 88
percent of their full-time counterparts.64 De-
spite the fact that their take-up rates are simi-
lar to those of regular workers, contingent
workers with less than six months of experi-
ence are less likely to be eligible for their em-
ployers’ insurance than recently hired regular
workers (41 percent, compared to 70 per-
cent).65 Moreover, requiring employers to

                                                            
 62 Under this proposal, the term, “employee,” does not in-
clude the self-employed, defined as “[s]omeone who is
working in a small family business as the owner, or who is
working in the family business without pay….” (Garrett,
Nichols, and Greenman, p. 4, fn 1). However, self-employed
workers would have a one-time option to join the health in-
surance purchasing pools described in the section on fi-
nancing.
 63 Garrett, Nichols, and Greenman, p. 6.
 64 Garrett, Nichols, and Greenman, p. 15. The authors also
note, “Sponsorship [by employers] is lower for those work-
ing less than full-time, but the reason for low coverage is
less tied to sponsorship than to eligibility and take-up.” Un-
der this proposal, employers could continue to use eligibility
rules as a means to determine which employees are covered
during program implementation years. However, employers
would be judged as being in or out of compliance with cov-
erage floors on the basis of employee take-up rates, not
employer sponsorship rates.
 65 Garrett, Nichols, and Greenman, p. 16.



81
C

O
V

E
R

IN
G

 A
M

E
R

IC
A

 |
 R

E
A

L
 R

E
M

E
D

IE
S

 F
O

R
 T

H
E

 U
N

IN
S

U
R

E
D

 |
 V

O
L

U
M

E
 III

cover full-time employees but not part-time or
contingent employees could result in a signifi-
cant shift in preference among employers
from full-time to part-time or contingent
workers, with a likely corresponding negative
impact on family incomes and benefits.

In this proposal, “coverage” is defined in
terms of employee take-up rates, not employer
sponsorship, because employer sponsorship
only solves about half of the problem. Fifty-
nine percent of uninsured employees work for
employers that do not offer health coverage.66

However, roughly 21 percent of uninsured
employees are ineligible for their employers’
health plans (for example, waiting periods for
new employees, no coverage for temporary
workers), and 20 percent are offered coverage
but decline it.67 Therefore, this proposal deals
with both sides of this equation: Employers
would be required to sponsor health insurance
for their employees but would not have to of-
fer it to all of them at once, and, over time, in-
creasing numbers of employees would have to
take up their employers on their offers.68

Data from the CPS point to affordability as
being the most significant factor in determin-
ing employee take-up rates. Take-up rates
among employees rise steadily with increases
in both income and wages.69 Moreover, it is
difficult to argue that most workers do not
want health insurance. As Garrett, Nichols,
and Greenman note in their report for the Ur-
ban Institute, “The fact that 70 percent of poor
workers who are offered coverage take it up
would seem to indicate substantial demand
for health insurance, since an average em-
ployee premium would be a considerable
share of their income.”70

For those employees working less than
full-time (fewer than 35 hours per week), em-

                                                            
 66 Ibid., p. 7.
 67Ibid.
 68 As discussed earlier, however, employers would be pro-
hibited from “cherry-picking” among employees on the ba-
sis of health factors when deciding which employees to in-
sure.
 69 Garrett, Nichols, and Greenman, pp. 11–15.
 70 Ibid., p. 14.

ployer sponsorship is lower, “but the reason
for low coverage is less tied to sponsorship
than to eligibility and take-up.”71 According to
Garrett, Nichols, and Greenman, “Only 63
percent of those working 20 to 34 hours per
week were eligible for coverage, and only 58
percent of those who were offered coverage
took it.”72

This proposal would enable take-up rates
to rise over time in two ways. First, since em-
ployer compliance with coverage floors would
be judged on the basis of employee take-up
rates, employers would have a strong incen-
tive to structure health benefits packages with
their employees’ needs and pocketbooks in
mind. Second, employees earning up to 200
percent of the FPL would receive subsidies on
a sliding-scale basis to cover some or all of
their employee share of premiums. These sub-
sidies would be publicly financed as described
in the section on financing.

Employee Coverage from Other Sources

Employees with health insurance from other
sources would be deemed to be “covered” by
their employers (but not those employees who
decline coverage without having other cover-
age). If an employee were offered coverage
through a spouse or partner, the employee
could choose whether to receive coverage
through the spouse or partner or through his
or her employer. Employers would be prohib-
ited from discriminating on the basis of an
employee’s coverage status when making
hiring and firing decisions.

As under current law, employers could not
deny eligibility for employer-sponsored insur-
ance based on an employee’s eligibility for
Medicaid or the State Children’s Health Insur-
ance Program (S-CHIP). If an employee’s im-
mediate family members were enrolled in dif-
ferent health insurance plans, including Medi-
caid or S-CHIP, the family could elect to re-

                                                            
 71Ibid., p. 15.
 72 Ibid.
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ceive its coverage through either the public
program or employer-sponsored insurance.
Financial responsibility would be apportioned
between the public program and the em-
ployer. For example, if the employee chose
employer-sponsored insurance for his family,
he and his family would receive the same fi-
nancial contribution from the public program
toward health coverage that they otherwise
would have received. However, if this contri-
bution fell short of the amount necessary to
pay the employee’s share of the family’s pre-
mium, the employee would be responsible for
the shortfall. This would encourage employees
to pay attention to the price and value of their
health insurance options. If the employee were
due to receive more funds than necessary to
pay the family’s premium, the excess amount
would flow to HHS for redistribution among
the states in accordance with the distribution
formula specified in the section on financing.

Employee Benefits and Contributions

Employers would have the freedom to struc-
ture employee health benefits packages. How-
ever, this freedom would be limited by two
important constraints. First, for an employee
to be deemed as “covered” by an employer,
the employee must take up a health plan with
an actuarial value at least as high as the most
popular Federal Employees Health Benefits
Program (FEHBP) plan among federal work-
ers, inflation-adjusted annually.73 Second, the
employer’s share of the health insurance pre-
mium must equal at least 50 percent. These
requirements aside, employers still would
have a strong incentive to craft health benefits

                                                            
 73 After the first year of implementation, the actuarial value
would be inflation-adjusted annually to the Consumer Price
Index (CPI) plus two-thirds of the differential between the
CPI and Health-CPI over the most recent five years. Doing so
would impose greater cost discipline on the health care sys-
tem than simply using the Health-CPI and would better ac-
commodate the costs of new technologies and scientific
breakthroughs than simply using the CPI. In addition, every
five years, there would be a new determination of which
FEHBP plan is the most popular among federal workers,
thereby resetting the base actuarial value from which infla-
tion adjustments would be made.

that meet employees’ reasonable expectations,
since employers’ compliance with coverage
floors would be judged on the basis of em-
ployee take-up rates.

To further encourage employers to offer
high-quality, reasonable-cost plans, employers
would receive allowance “bonuses” for every
employee who took up a health plan with the
following additional characteristics: the em-
ployer’s share of the premium equals at least
70 percent; employees’ annual out-of-pocket
costs are limited to $1,500 for employees
earning up to 200 percent of the FPL and
$3,000 for employees earning 200 percent of
the FPL or more, inflation-adjusted annually74;
and the benefits package includes a list of
certain minimum benefits, such as preventive
and developmental screening and treatment
services (as determined by a bipartisan, con-
gressionally appointed commission, with this
minimum benefits list submitted to Congress
under a fast-track procedure requiring an up
or down vote without amendment). Two and
a half percent of annual allowance allocations
would be withheld from employers for the
purpose of distributing these bonus allow-
ances. Any of these allowances not distributed
as bonuses would be returned on a pro rata
basis to the employers from which the allow-
ances were withheld.

Coverage Rules after Full Implementation

After this proposal has been implemented
fully, and all private-sector employees have
health insurance, the basic coverage rules
would continue to apply to preserve the bene-
fits—for employees and the nation’s health
care system—of reducing the number of unin-
sured Americans by roughly 80 percent. Em-
ployers would have to ensure that all of their
employees were covered with health insur-
ance plans with actuarial values at least as

                                                            
 74 After the first year of implementation, these caps would
be inflation-adjusted annually to the CPI plus two-thirds of
the differential between the CPI and Health-CPI over the
most recent five years.
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high as the most popular FEHBP plan among
federal workers. Employers also would be re-
quired to cover at least 50 percent of each em-
ployee’s health insurance premium. In addi-
tion, the coverage rules related to coverage
from other sources still would apply.

Allowance Allocation and Trading
System

At a minimum, an allowance allocation and
trading system would, over time, enable busi-
nesses to afford the cost of health insurance
coverage for their employees. More than
likely, it also would help to equalize regional
health care differences by providing a national
market in trading; trigger behavioral re-
sponses that lead to higher rates of insurance
coverage sooner than expected under this
proposal; and encourage employers to be in-
novative in the financing and design of em-
ployee health plans.

Allowance Allocation

Under this proposal, an “allowance” would be
defined as a limited authorization for a private
employer not to insure one employee for one

year.75,76 HHS would distribute allowances to
private employers annually based on the sys-
tem described here.

Allowances would not expire until they
were used. If not used by the employer to
which the allowance was distributed in the
year in which it was distributed, the employer

                                                            
 75 No value distinction between allowances for full- and
part-time employees would be made since the cost of in-
suring an employee does not vary based on his or her full-
or part-time status. Also, for accounting and trading pur-
poses, allowances would be divisible into twelfths since
health insurance premiums (and thus changes in the status
of employees’ coverage) are generally paid monthly.
 76 The statute would state clearly that allowances are not
property rights to avoid any takings issue if the government
were to decide to change the coverage floors in the future.
According to the Environmental Law Institute, this provision
under the Clean Air Act’s acid rain program did not have a
dampening effect on the allowance market. Environmental
Law Institute. Implementing an Emissions Cap and Allow-
ance Trading System for Greenhouse Gases: Lessons from
the Acid Rain Program. Washington: Environmental Law In-
stitute, September 1997, p. 60.

could save or “bank” the allowance for future
use or sale.

Allowances would be distributed to pri-
vate employers every year until the coverage
floor for their category reached 100 percent.
After that point, employers would have to in-
sure 100 percent of their employees without
exception. However, any remaining banked
allowances these employers had could still be
traded until the coverage floors for all catego-
ries of businesses reached 100 percent; but
once that occurred, all allowances would cease
to be valid and marketable. In addition, al-
lowances would be valid only as long as an
employer remained in business. When a busi-
ness is acquired by another entity, thereby
forming a new firm, both the market value
and obligations attached to the allowances
held by the original business would be passed
on to the acquiring entity. But HHS would
keep a watchful eye for those businesses at-
tempting to structure sham deals for the sole
purpose of gaining an advantage under the
new system. For instance, the creative shuf-
fling of employees and business operations
among subsidiaries to enable a particular sub-
sidiary to be re-classified as a “new” firm in a
more favorable category (that is, with a longer
implementation period) would be prohibited.

In the first year of program implementa-
tion (two years after the date of enactment), all
private firms in the same category (that is,
“low-,” “average-,” or “high-coverage”)
would be allocated the same number of allow-
ances, based on the 1996 to 2000 average
numbers of uninsured, privately employed
individuals in their categories.77 Firms would
receive allowances irrespective of whether
they have sponsored insurance in the past.
The total number of allowances available to be
allocated would be equal to the average num-
ber of uninsured, privately employed indi-
viduals over the period 1996 to 2000, likely re-
quiring a pro rata adjustment of allowances

                                                            
 77 See Environmental Law Institute, pp. 37—40.
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across the three categories. As mentioned ear-
lier, using a recent five-year period as a start-
ing point would prevent firms from gaming
the system in advance, while accommodating
for swings in the business cycle that can affect
employer-based coverage.

This initial allowance-distribution scheme,
operating in conjunction with the coverage
floors, also would serve two other important
purposes. First, it would function as a quasi
maintenance of effort provision. The starting
benchmarks for all future, annual increases in
the numbers of covered employees would be
derived from recent, average coverage levels
in the three different categories of firms. Sec-
ond, by allocating allowances to all employers,
the initial distribution scheme would not just
help employers offering coverage to their em-
ployees for the first time. It also would award
allowances to employers that were good cor-
porate citizens in the past by providing health
insurance to their employees when they were
not required to do so.78

After the first year of program implemen-
tation, each employer would be allocated a
fixed number of allowances at the beginning
of every calendar year based on that em-
ployer’s average number of uninsured em-
ployees over the previous five years, that is,
on the basis of a five-year moving average.79

Allowance allocations would be reset every

                                                            
 78 One could make an argument for eliminating the catego-
ries of businesses created in this proposal, favoring instead a
simpler distribution of allowances to firms based on their in-
dividual historical coverage rates alone. One could contend
that, in the context of such a market incentives system, all
firms would face a uniform “cost” of compliance in the
form of the allowance price. Therefore, regardless of their
variations in size, industry, and geography, and regardless of
variations in coverage history, firms would be similarly situ-
ated competitively because the cost of insuring one more
employee would be the same for all of them—that is, the
cost of buying an allowance on the market. But there are
two problems with this argument. First, in the long run, all
employers must buy insurance policies for all of their em-
ployees, and the costs of those policies will vary widely from
business to business, depending on a business’s size, indus-
try, geography, and other factors. Second, an approach
based solely on individual firms’ coverage histories would ef-
fectively penalize those firms that have been good corporate
citizens and provided health insurance to their employees
when the law did not require them to do so.
 79 See Environmental Law Institute, pp. 41–4.

year on this basis and adjusted according to a
pro rata share system that matches the total
number of newly available allowances in the
system in a given year with the national cov-
erage floor and the corresponding categorical
coverage floors to be reached. Until they have
five years of history under the new program,
existing employers would be allocated allow-
ances based on a modified, five-year moving
average: one year of actual experience plus a
four-year average based on 1997 to 2000 expe-
rience of employers in the same category, two
years of actual experience plus a three-year
average based on 1998 to 2000 experience of
employers in the same category, and so forth.
New firms entering the system after the first
five years of implementation would be allo-
cated allowances in their first year based on
the five-year moving average of the number of
uninsured employees among firms in the
same category during the most recent five
years. After their first year, they would be al-
located allowances based on a modified, five-
year moving average (until they have five
years of history under the program): one year
of actual experience plus a four-year average
based on the most recent experience of firms
in the same category, two years of actual expe-
rience plus a three-year average based on the
most recent experience of firms in the same
category, and so forth.

The moving average approach has the ad-
vantage of avoiding the political struggles that
tend to accompany any attempt to write per-
manent allocations into law.80 This approach
also would treat new businesses more fairly
by allowing them to transition into the system
on an equal footing with similarly situated
business competitors, receive an allowance
allocation, and not be forced to purchase all of
their allowances from existing employers to
comply with the national coverage floors. A
more static model in this context of expanded
health care responsibilities for employ-

                                                            
 80Ibid., p. 42.
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ers—with a precise formula written into law
that allocates allowances to existing firms, as
was the case with the acid rain pro-
gram—could create economic barriers to
starting new businesses and negatively affect
job creation.

One could argue that a moving average
system nonetheless has possible disadvan-
tages. For example, it could reduce the incen-
tive for employers to increase the number of
insured workers and bank extra allowances
for the future. In theory, that could happen,
since allowance surpluses created by employ-
ers insuring more workers than required
“would be progressively reduced as the al-
lowance allocation is gradually lowered under

the moving average system.”81 However, such
a result is highly unlikely. The primary factor
motivating an employer to insure more em-
ployees would be the steadily increasing na-
tional coverage floors, not the opportunity to
trade surplus allowances, and that has been
the experience under the acid rain program.82

Another possible disadvantage of a mov-
ing average system is the potential to “dis-
courage the trading of…allowances by re-
ducing the predictability of future alloca-
tions.”83 However, a five-year averaging pe-
riod would create “reasonable certainty,”
since 80 percent of the allowances would be

                                                            
 81Ibid., p. 43.
 82Ibid.
 83 Ibid., p. 44.

Allowance Allocation and Trading: How the System Would Work in Practice

Jake Jones owns a small business, “Just Jake’s,” which employs nine workers but does not provide health
insurance for any of them. Just Jake’s is a small delicatessen located in Athens, Georgia. As a restaurant
with fewer than 10 employees located in a state with lower levels of insured workers than the U.S. national
average, Just Jake’s (and similarly situated restaurants) likely would fall into the “low-coverage” category of
businesses under this proposal. Assume that the national coverage floor for that category in the first year of
implementation would be 70 percent of employees—the lowest coverage floor and corresponding to the
most generous percentage distribution of allowances, relative to the “average-” and “high-coverage” cate-
gories. Just Jake’s would receive sufficient allowances in the first year of implementation to avoid purchas-
ing insurance for three of its nine workers (33 percent, not 30 percent, since one would round up to whole
numbers because one could not insure a portion of an employee). Just Jake’s would then have a series of
options: the restaurant could buy health insurance for all of its workers and save (“bank”) its three employ-
ees’ worth of allowances for future use or sale; buy health insurance for just six of its workers, for whom it
does not have allowances; or purchase six more employees’ worth of allowances from other firms or at auc-
tion, at a significantly lower cost than purchasing health insurance for six employees. Since the 70 percent
floor would rise by only 1.5 percentage points per year, it would be six years before Just Jake’s health insur-
ance coverage responsibility increased by one more employee to seven employees, giving the delicatessen
ample time to implement business strategies to meet the rising challenge.

Jack Beyer owns a medium-size business, “Hard Sell,” which employs 20 workers and provides health
insurance for all of them. Hard Sell is a lobbying firm located in Bethesda, Maryland. As a medium-size lob-
bying firm located in a state with higher levels of insured workers than the U.S. national average, Hard Sell
(and similarly situated lobbying firms) likely would fall into the “high-coverage” category of businesses un-
der this proposal. Assume that the national coverage floor for that category in the first year of implementa-
tion would be 90 percent of employees—the highest coverage floor and corresponding to the least gener-
ous percentage distribution of allowances, relative to the “average-” and “low-coverage” categories. De-
spite its history of 100 percent employee coverage, Hard Sell still would receive sufficient allowances in the
first year of implementation to avoid purchasing insurance for two of its 20 workers (10 percent). Like Just
Jake’s, Hard Sell would have numerous options. Hard Sell could continue to purchase health insurance for
all of its employees and bank its two employees’ worth of allowances for future use or sale. It also could
lower its employee coverage percentage to 90 percent and use its allowances (or lower its coverage per-
centage below 90 percent and purchase additional allowances) if Hard Sell unexpectedly lost some clients
and decided to save money by dropping some or all of its employees’ health insurance as a short-term
measure. Nonetheless, Hard Sell would have to plan ahead and be prepared to cover 100 percent of its
employees on a permanent basis within seven years.
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guaranteed in the next year, followed by 60
percent, and so forth.84

Allowance Trading and Auctions

If unable to reach a statutory coverage floor
with its distributed allowances, an employer
would be required to either acquire allow-
ances from another employer (or broker or
advocacy organization) or purchase allow-
ances at auction. An employer would be in
violation of the law and subject to penalty if it
did not take either of these remedial actions
under such circumstances.

A vigorous market in allowance trading is
key to the success of this proposal. Trading
would allow firms to literally buy extra time
for compliance by purchasing allowances
from other firms. Trading also would make
compliance cheaper, since buying additional
allowances to cover more employees likely
would be significantly cheaper than buying
more insurance policies. That is because busi-
nesses with excess allowances would have a
strong financial incentive to sell most of
them—allowances would be marketable only
as long as the program was in effect, and these
businesses would not need more than small
numbers of allowances in reserve to protect
themselves from potential economic down-
turns. These businesses would have to sell
their allowances at levels low enough below
market prices for employee insurance policies
to attract buyers. Otherwise, potential buyers,
facing annually climbing employee coverage
floors, would choose to purchase health insur-
ance for their uninsured employees. Busi-
nesses also would need to sell their allowances
at levels low enough to compete with sales
prices offered by other firms. For example, if
the private health insurance premium for a
firm to cover one of its employees for one
month were $250, the firm might be able to
buy an allowance on the market instead for
$70.

                                                            
 84 Ibid.

For an active market in allowance trading
to develop, it should operate on a national and
not a state-by-state basis for the following rea-
sons: First, national trading would ensure the
presence of an active market in allowance
trading due to lower transaction costs and the
predictability of having one regulator. If each
state were allowed to set up its own coverage
floors, regulations, and allowance-trading
systems, companies would have far greater
difficulty assessing the value of allowances,
since that value would vary from state to state,
depending on the regulatory environment.

Second, national trading eventually would
help to even out pre-existing disparities in
coverage levels among the various states and
regions of the country. For example, Texas
firms that have traditionally not covered their
employees could buy excess allowances from
Pennsylvania firms that have. These Texas
firms would still have to move in the direction
of higher coverage levels, but they could buy
time and flexibility along the way from the
Pennsylvania firms. If instead states had their
own programs, and trading occurred exclu-
sively within state boundaries, states with
relatively low levels of covered employees
would likely have weak trading markets with
insufficient numbers of firms with excess al-
lowances to trade. That would make it far
more difficult for firms in these states to take
advantage of the flexibility offered by this
proposal to increase coverage for the unin-
sured at a pace of implementation that is com-
fortable for them.

Third, national trading would avoid a
“race to the bottom” in which firms could rush
to relocate to states with the least stringent
regulations and most generous implementa-
tion periods. Such a result either would exac-
erbate pre-existing disparities in coverage lev-
els among states or create new ones.

While at first glance this proposal for a na-
tional market in allowance trading would
seem to leave state governments out of the
regulatory scheme entirely, that is not the



87
C

O
V

E
R

IN
G

 A
M

E
R

IC
A

 |
 R

E
A

L
 R

E
M

E
D

IE
S

 F
O

R
 T

H
E

 U
N

IN
S

U
R

E
D

 |
 V

O
L

U
M

E
 III

case. States would have significant roles to
play and a real stake in the program’s success.
With a combination of federal and state funds,
states would have primary responsibility for
providing health insurance premium subsi-
dies for privately employed workers earning
up to 200 percent of the FPL. They also would
establish mandatory purchasing pools for
small businesses with fewer than 25 employ-
ees.85 In addition, state governments would
have the opportunity to use excess funds to
purchase allowances from employers in their
state and retire them to reduce their state’s
number of uninsured workers ahead of
schedule. These roles are discussed briefly in
the section on financing.

This national market in tradable allow-
ances would be largely unencumbered. Since
coverage floors would apply to all categories
of employers from the beginning of imple-
mentation, all employers could begin trading
immediately, which would help foster early
trading. Starting some categories (for example,
“low-coverage”) later would otherwise leave
fewer buyers in the market, since employers in
those categories would lack the same urgency
of other employers to cover their workers.86

Moreover, anyone could trade in allowances,
including states, health care advocacy organi-
zations, and brokers. Such a wide variety of
players would enhance the market’s dyna-
mism and effectiveness in achieving this pro-
posal’s goal of increasing coverage for the
uninsured. For instance, over time, health care
advocacy groups could purchase allowances
from employers and bank them indefinitely
(that is, “retire” them), thereby quickening the
pace of achieving universal coverage. Em-
ployers donating excess allowances to non-
profit health care groups and taking a tax de-

                                                            
 85 Firms of this size employ 40 percent of all uninsured
workers and have the lowest rates of employer-sponsored
insurance; see Garrett, Nichols, and Greenman, pp. 5, 8.
 86 General Accounting Office. Allowance Trading Offers an
Opportunity to Reduce Emissions at Less Cost. Washington:
General Accounting Office,, December 1994, pp. 63–4.

duction for the contribution could achieve the
same effect.

At the beginning of each calendar year,
there would be a 90-day reconciliation period
during which firms could buy allowances to
cover any shortfalls in coverage below their
coverage floors in the preceding year. Trading
among firms and other entities could occur
throughout the year but would be expected to
be more intense during the reconciliation pe-
riod.

In addition, an annual auction would be
held in March—before the end of the 90-day
period—to help ensure the availability of al-
lowances for small businesses and new
firms.87 The annual auction, planned and co-
ordinated by an organization designated by
HHS, would help to provide price signals to
the market and stimulate trading in the early
years of the new program. Five percent of all
allowances would be withheld from employ-
ers each year for sale at this auction, and pro-
ceeds from the auction would be returned on a
pro rata basis to the employers from which the
allowances were withheld. Entities holding
excess allowances also could sell them
through this auction, and any other employer,
individual, advocacy organization, or state
could buy these allowances.

At auction, private sellers could specify the
minimum sales price for their allowances, but
the HHS designee would set a minimum ask-
ing price for the rest of the allowances. (Under
the acid rain program, for example, the Chi-
cago Board of Trade was the Environmental
Protection Agency’s designee for the first cou-
ple of years.) That would enable HHS to “de-
termine the price at which it offers its allow-

                                                            
 87 In the acid rain program, auctions are now virtually irrele-
vant. Private allowance markets are very active with year-
round trading, and prices have never reflected market
power by large businesses. Concerns at the time of the pro-
gram’s inception that big firms would “horde” most of the
allowances proved to be unwarranted; see Swift, Byron.
“How Environmental Laws Work: An Analysis of the Utility
Sector’s Response to Regulation of Nitrogen Oxides and Sul-
fur Dioxide Under the Clean Air Act.” Tulane Environmental
Law Journal (Summer 2001): 342–43.
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ances with the assistance of market experts, in
much the same way that a privately held
company arranges the price for its initial of-
fering of stock with a ‘market maker’ or ex-
pert.”88 HHS thus could ensure that its “ask-
ing prices were not so low as to encourage
potential buyers to bid less than they would in
a competitive market.”89,90,91

Allowance-Tracking System

HHS would establish an automated allow-
ance-tracking system to conduct or track all
allowance issuances, deductions, and trans-
fers. The system would track allowances held
by all employers, individuals (for example,
brokers), organizations, and states. It would
give HHS the ability to monitor compliance
with coverage floors and thus ensure that ac-
tual uninsurance levels do not exceed avail-
able allowances.

                                                            
 88 GAO, p. 64.
 89 Ibid.; see also Environmental Law Institute, p. 48.
 90 Under the acid rain program’s auction, the EPA was not
allowed to set a minimum price, creating a situation in
which winning bidders paid amounts they actually had bid,
generating a range of winning prices. (In contrast, for ex-
ample, securities auctions “have a single, market-clearing
price paid by all winning bidders and received by all sellers”
[GAO, p. 53]).) The resulting behaviors of buyers and sellers
led to lower prices for allowances than expected. According
to the GAO, “Sellers [had] an incentive to place offers as
low as possible in order to obtain the highest price. Mean-
while, buyers bid lower, knowing that most allowances of-
fered [would] be very cheap, particularly EPA’s zero-priced
allowances… .According to utilities active in the market, the
prices paid at the auction discourage[d] potential trades or
unnecessarily delay[ed] allowance transactions because buy-
ers want[ed] to obtain allowances at the low prices reflected
in the auction, while sellers [found] those prices unrealistic
and below their costs of reducing emissions” [GAO, p. 54].
 Thus, the lesson learned from the early years of the acid
rain allowance auction was that without one winning auc-
tion price, there is market uncertainty, lower trade volume,
and less potential to reduce the costs of compliance with
the law. That is why different auction rules are proposed
here.
 91 Some lawmakers now view auctions as the best allowance
allocation approach in the context of some of the environ-
ment’s most stubborn pollutants. U.S. Senator James Jef-
fords (I-VT) has introduced the “Clean Power Act of 2003”
(S. 366), which would auction 100 percent of the available
allowances. This approach is popular with economists and
environmentalists, because it avoids any need for allocation
formulas and creates revenue that can be used for other
purposes. However, the approach has not gained broad
support, since businesses dislike the idea of needing to buy
all of their allowances instead of having some distributed to
them for free. For the same reason, businesses also likely
would reject this approach in the health care context.

To help HHS accurately track coverage
levels, employers would be required to report
additional, standardized information as part
of their quarterly federal tax returns.92 Em-
ployers would report all trades and the prices
at which allowances were traded so that mar-
ket participants could operate in an informed
market. They also would report employee
hires, terminations, and resignations, since the
number of employees would have a direct im-
pact on employer compliance with required
employee coverage levels. The Internal Reve-
nue Service (IRS) would be required to share
this additional information from the returns
with HHS.

In addition, individuals (for example, bro-
kers), organizations, and states would be re-
quired to report all allowance trades and
prices directly to HHS. They would submit
this information quarterly in a standardized,
electronic format developed by HHS.

Allowance-trading information gleaned
from individuals, organizations, states, and
employers (but not information about hires,
terminations, and resignations) through the
allowance-tracking system would be made
public. In combination with the penalty provi-
sions (discussed below in the section on en-
forcement), this public information would aid
in creating a compliance system that is trans-
parent and virtually self-enforcing.93 Making
the trade prices of allowances public also
would help to ensure an active market.

HHS would use the allowance-tracking
system as the basis for action at the end of the
annual 90-day reconciliation period. At that
time, HHS would deduct allowances from an
employer’s allowance holdings in an amount
equal to its recorded level of uninsurance.
HHS would take enforcement action when
employers do not meet their coverage floors.

                                                            
 92 Most employers would include this information on Inter-
nal Revenue Service Form 941 (Form 943 for agricultural
employers).
 93 See Environmental Law Institute, pp. 53–5.
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HHS would establish user fees to help the
agency cover the costs of operating this
tracking system and to further support
achievement of this proposal’s coverage goals.
Employers would pay a set fee to HHS for
each allowance distributed to them by the
agency. The user fees would be sufficient to
handle the heavy trade volume at the end of
the year. Efficient and accurate tracking not
only would improve compliance monitoring
but also would reassure market participants.94

The fact that allowance tracking and trad-
ing would occur on a national level does not
mean the program would become an undue
administrative burden. The allowance-
tracking system for the acid rain program, af-
ter which this proposal is modeled, has been
implemented by fewer than 10 EPA employ-
ees, and the entire program by fewer than
100.95

Tax Treatment and Allowance Trading

During the 1990s, the IRS ruled that EPA’s al-
locations of allowances under the acid rain
program were not taxable.96 That meant that
an allocated allowance had a zero cost basis,
leading to a large capital gains tax liability for
firms when that allowance was later sold. The
zero-cost-basis ruling might have been a con-
tributing factor to low trading volume in the
early years of the acid rain program, though
the General Accounting Office (GAO) believes
it was a minor one.97

This proposal would permit the market to
assign a cost basis to the allocations. Doing so
would provide sources with a tax deduction
on the fair market value of their allowances
when they donate the allowances to non-
profit, health care advocacy organizations.98

Many of these organizations would be inter-

                                                            
 94 GAO, p. 65.
 95 Environmental Law Institute, p. 55.
 96 Ibid., p. 60.
 97 GAO, pp.57–8; according to the GAO and the Environ-
mental Law Institute, the major cause of low market activity
in the early years of the program was the lack of market
transparency and information.
 98 Environmental Law Institute, p. 61.

ested in collecting donated allowances for the
purpose of retiring them. This policy thus
would encourage allowance donations and
almost certainly help to buy down uninsur-
ance levels ahead of schedule. Five years after
enactment of the acid rain program, for exam-
ple, 35,000 allowances already had been do-
nated—without the encouragement of tax de-
ductions.99

If this approach were adopted, there would
be a downside: On distribution, allowances
would become federal tax expenditures. 100

Nonetheless, this approach should be consid-
ered seriously due to its potential benefits of
fostering early, active trading and encourag-
ing early buy-down of uninsurance levels.

Regulatory and Enforcement Authority

HHS would promulgate nearly all regulations
necessary to implement this proposal.101 It also
would have the authority to monitor and cer-
tify compliance with the new law and conduct
on-site visits in an investigative capacity.
Moreover, it would have the authority to issue
orders requiring compliance and to impose
penalties for violations of the law’s require-
ments.

As mentioned earlier, there would be a 90-
day reconciliation period at the beginning of
each calendar year, during which firms could
buy allowances (directly from other firms or at
auction) to compensate for any shortfalls in
coverage below their coverage floors in the
preceding year. If there were insufficient al-
lowances to cover a floor shortfall at the end
of the reconciliation period, an employer
would be subject to an automatic penalty per
employee not insured below the coverage
floor. This penalty would equal three times
the average annual cost (during the calendar

                                                            
 99 Ibid.
 100 To address this concern, it would be possible to draft the
law so that no cost basis attaches to an allowance until after
the federal government has distributed it.
 101 The IRS would design new forms to accommodate the in-
formation requirements of this proposal and would be re-
quired to consult with HHS in doing so.
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year in question) of insuring an employee in
the state in which the firm is located with in-
surance that meets the requirements of the
new law. In addition, employers not meeting
their coverage floors would have their allow-
ance holdings reduced in the next year by one-
twelfth of one allowance for each employee
per month not insured below the coverage
floor. Similar penalties under the acid rain
program have been very effective in promot-
ing compliance. Even in the first two years of
the program (1995 to 1996), when the trading
market was not particularly active, all utilities
complied with the emissions cap.102

HHS also would impose penalties on firms
that try to game the system with methods that
cause “leakage.” For example, when firms
permanently shut down all or some of their
operations, or lay off employees, a corre-
sponding number of allowances would be
confiscated and retired. This provision would
remove any incentive firms otherwise would
have to behave badly and then reap a wind-
fall. Larger firms also would be penalized for
breaking up into smaller firms for the primary
purpose of enjoying a lower coverage floor
and a longer phase-in period. Additionally,
HHS would have the authority to assess pen-
alties on employers that discriminate on the
basis of an employee’s coverage status when
making hiring and firing decisions.

In addition to HHS action, citizen suits
would be permitted, against both employers
alleged to have violated the coverage floors
and HHS when the agency is alleged to have
failed to perform an action that is not discre-
tionary under the new law (for example, to
promulgate required regulations).

Financing

To make states true partners in this national
effort and give them a stake in a positive pro-
gram outcome, a portion of federal user fees

                                                            
 102 Environmental Law Institute, p. 59.

(the portion remaining after covering the costs
of establishing, implementing, and maintain-
ing the allowance-tracking system, but not
covering the costs of any new full-time HHS
employees), all revenues from penalties and
increased or new federal “sin” taxes, and an
amount from general revenues specified by
statute would be distributed annually to the
states on the basis of their relative numbers of
uninsured, private-sector workers. In accept-
ing these funds, states would agree to match
them at their Federal Medical Assistance Per-
centage rates.

States would be required to use as much of
these funds as necessary to subsidize the em-
ployee share of health insurance premiums on
a sliding-scale basis for low-income workers
earning up to 200 percent of the FPL. States
would use remaining funds to establish state-
based, mandatory purchasing cooperatives for
small businesses with fewer than 25 employ-
ees. If there were still funds available, states
could develop ways to insure non-working
adults and children who are ineligible for
Medicaid or S-CHIP. They also could buy ex-
cess allowances from firms in their state and
retire them to reduce their state’s number of
uninsured workers ahead of schedule.

Since 59 percent of uninsured workers
have incomes below 200 percent of the FPL,103

revenues from user fees and penalties would
not be sufficient to fully fund this proposal. In
the first year of implementation, when only
small numbers of employees likely would be
added to the rolls of the insured, user fee and
penalty revenues might be adequate. But as
employers were slowly required to cover
higher and higher percentages of their work-
ers, additional sources of funding would be
necessary to help employees below 200 per-
cent of the FPL afford coverage, perhaps $40
billion to $55 billion a year for these employ-
ees’ shares of premiums.104 That is why a core

                                                            
 103 Garrett, Nichols, and Greenman, p. 6.
 104 The high end of the $40 to $55 billion range is a rough
estimate based on employers covering only 50 percent of
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amount from general revenues would provide
the majority of financing for this proposal—to
ensure the existence of a stable and sustain-
able funding stream.

However, significantly increasing or cre-
ating new federal “sin” taxes could reduce the
amount from general revenues required to
fund this proposal. For example, a $2 per pack
increase in the federal cigarette tax (from $0.39
to $2.39), as recommended in February of 2003
by the HHS Interagency Committee on
Smoking and Health, would generate $28 bil-
lion a year. Such a tax would have the added
potential benefit of improving public health.

User Fees

HHS would charge user fees on a per allow-
ance basis upon distribution to each employer
receiving allowances. While either Congress
or HHS could determine the exact amount of
the fee per allowance, the fee should be low
enough to ensure that “low-coverage” firms
could afford it without undue hardship.

Low-Income Subsidies

States would have to ensure the availability of
sufficient funds to help low-income workers
earning up to 200 percent of the FPL pay for
their employee share of health insurance pre-
miums on a sliding-scale basis before spend-
ing resources from this program on small-
business purchasing pools or other activities.
States would subsidize 100 percent of the em-
ployee share of premiums for workers with

                                                                                       
employees’ premiums. The low end is a rough estimate
based on employers covering 70 percent. Given current em-
ployer premium contribution data and incentives provided
under this proposal (that is, bonus allowances), the lower
end of the cost range may be more realistic. Moreover, cov-
ering the full 30 percent share of employee premium costs
(in the case of employees earning less than 100 percent of
the FPL)—or even the 50 percent maximum allowable em-
ployee share—would not be a bad deal for the federal and
state governments. Currently, when individuals with similar
incomes are enrolled in low-income programs for the unin-
sured, federal and state governments pay 80 percent to 100
percent of their premium costs. (For current employer cov-
erage data related to premium contributions, see Gabel, Jon
et al. “Job-Based Health Benefits in 2002: Some Important
Trends.” Health Affairs [September/October 2002]”
143–51].)

earnings below 100 percent of the FPL, 90 per-
cent for workers with earnings 100 percent to
149 percent of the FPL, and 80 percent for
workers with earnings 150 percent to 199 per-
cent of the FPL.

Low-income subsidies are established as a
priority in this proposal because, as discussed
earlier, employer eligibility rules and em-
ployee take-up rates contribute to employees’
lack of insurance as much as employer spon-
sorship does, particularly among lower-
income workers. Moreover, as Garrett, Nich-
ols, and Greenman conclude in their study for
the Urban Institute, the most efficient health
insurance subsidies in the employment con-
text are targeted to low-income workers, not
their employers. The authors found that to be
the case for two reasons: one, employer bene-
fits are spread over all firm employees, re-
gardless of need, and, two, giving the lion’s
share of workers “stronger demand for health
insurance and the wherewithal to trade wages
for tax-preferred employer contributions” en-
courages more firms to sponsor health insur-
ance.105

Numerous states already have experience
providing subsidies to low-income workers to
help them afford the costs of their employer-
sponsored insurance. For example, Iowa, Mas-
sachusetts, Mississippi, Pennsylvania, Texas,
and Wisconsin operate federally authorized
Health Insurance Premium Payment pro-
grams, which subsidize enrollment in em-
ployer-sponsored health insurance for Medi-
caid-eligible employees and their families.106

Health Insurance Purchasing Cooperatives

After ensuring the availability of sufficient
funds to subsidize low-income, privately em-
ployed workers, states would use remaining
funds to establish state-based, mandatory pur-
chasing pools for firms with fewer than 25

                                                            
 105 Garrett, Nichols, and Greenman, p. 27.
 106 Silow-Carroll, Sharon, Emily K. Waldman, and Jack A.
Meyer. Expanding Employment-Based Health Coverage: Les-
sons from Six State and Local Programs. The Common-
wealth Fund, February 2001.



92

employees. Firms of this size employ 40 per-
cent of all uninsured workers and have the
lowest rates of employer-sponsored insur-
ance.107 Purchasing pools would help these
firms to gain purchasing clout and potentially
leverage a choice of health plans for their em-
ployees. Making the purchasing cooperatives
mandatory for these businesses also would
enable them to spread their risk without the
opportunity for firms with the healthiest em-
ployees to abandon the pool in favor of testing
market waters on their own.

In addition, self-employed individuals,
who are not otherwise covered by this pro-
posal, would be given a one-time option to
join these purchasing cooperatives.108 This op-
tion would allow the self-employed to take
advantage of the purchasing power and risk
pooling inherent in the mandatory coopera-
tives in exchange for agreeing not to disrupt
the cooperatives’ stability by cycling in and
out to their individual benefit.

Conclusion

This proposal represents a novel approach to
achieving health insurance coverage for all
privately employed workers. While all em-
ployers would be required to participate in
this new program, the proposal would give
them the tools, flexibility, and long imple-
mentation period needed to meet the target
goals.

This is a realistic proposal, but like any
policy model, it has potential weaknesses.
First, while the public could easily understand
the program’s ends (that is, coverage floors),
the means (marketable allowances) would be
more difficult to explain. Relative to the Clean
Air Act’s program to reduce acid rain, this
program to increase health insurance coverage

                                                            
 107 See Garrett, Nichols, and Greenman, p. 5.
 108 Individuals who are self-employed on the effective date
of this proposal would be required to make this election
within 30 days following the effective date. Those who be-
come self-employed after the effective date would be re-
quired to make the election within 30 days of their change
in employment status.

would affect individuals more directly, par-
ticularly their pocketbooks. Therefore, most
Americans would want to understand the de-
tails and what impact those details would
have on them and their employers. Policy
makers would need to make a concerted effort
to engage and educate the public about the
new mechanisms that could deliver on the
promise of health coverage for every private-
sector worker.

Second, the public would need to be will-
ing to live with disparities in equity in the
short term. All workers would end up in the
same place. But along the way, just like today
in America, whether one would have health
coverage, and how good or expensive that
coverage would be, would depend on for
whom one worked and where one lived.
Again, a strong public information campaign,
to ensure that Americans understood the pro-
gram and to counter political opposition that
could develop during the long implementa-
tion period, would be of the utmost impor-
tance.

Third, as mentioned at the outset, the exact
levels of funding needed to reach the pro-
posal’s objectives are unknown. This is a fresh
proposal in the health care context, requiring
significant quantitative work to achieve a
proper cost estimate.

With these possible drawbacks in mind,
Congress and the President could consider
piloting the proposal in a limited number of
states that wished to participate. However,
such a pilot program would need to involve a
representative sample of states from all geo-
graphic regions to give policy makers an accu-
rate glimpse of the real potential of a national,
allowance-trading program.

As stated earlier, the promise of allowance
trading does not rest on the specific design of
this proposal. Under a “play, pay, or buy” ap-
proach, small firms could decide to pay into a
public fund to finance “fallback” health plans
for their uninsured workers instead of shop-
ping for additional allowances from other em-
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ployers or brokers. Under a state-based ap-
proach, states, not employers, would receive
allowances, using and trading them until
reaching universal coverage for their resi-
dents. Under an individual mandate ap-
proach, individuals would have the option of
purchasing allowances through a government-
sponsored auction as a transitional measure
until they were required to buy insurance.
Proceeds from the auction would pay for the
uncompensated care in the health care system
that would exist until universal coverage is
achieved. No matter which of these ap-
proaches a policy maker might favor, allow-
ance trading has the potential to deliver on the
promise of significantly increasing coverage
for the uninsured.

Allowance trading would offer more hope
to uninsured workers than many of the alter-
natives would. Neither our current system nor

an immediate mandate of any kind is an eco-
nomically or politically sustainable method of
providing employees with health insurance.
This plan thus seeks to find a market-based
middle ground that would generate support
across the political spectrum.
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Steuerle

Key Elements

C. Eugene Steuerle has developed an incremental coverage expansion proposal that is designed
to mitigate perverse incentives in the present system that discourage cost consciousness and en-
courage ever-larger private and public spending for health coverage—spending that is often not
directed to areas of greatest need or to improving quality of care. The proposal includes the fol-
lowing elements:

THE PROVISION OF THE TAX CODE that allows employees to not pay tax on employer-paid health in-
surance premiums would be changed: the exclusion would be capped at a fixed-dollar
amount, which would not change over time as health insurance premiums increase.

PEOPLE AT ALL INCOME LEVELS could choose to take advantage of a modest tax credit as an alter-
native to the tax exclusion; the size of tax credit would increase over time.

EMPLOYERS WOULD BE REQUIRED TO OFFER, but not necessarily pay for, at least one state-approved
health insurance plan for employees.

AN “INDIRECT” MANDATE WOULD BE ESTABLISHED and enforced through the federal tax system: in-
dividuals who failed to get coverage would lose some tax benefit, such as the personal
exemption, credits to help pay higher education expenses, etc.

THE INITIAL SOURCES OF FINANCING for the tax credit would be tax revenues from the portion of
employer-paid premiums that are newly taxable and the tax penalties imposed on people
who fail to arrange coverage.

EMPLOYERS WHO OFFER COVERAGE would be encouraged to adopt the practice of automatically en-
rolling employees in the employer’s health plan unless they specifically chose to opt out.
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A Workable Social Insurance Approach to
Expanding Health Insurance Coverage

by C. Eugene Steuerle

Introduction

The federal government’s health budget is ex-
panding by leaps and bounds even as the
number of uninsured increases and average
out-of-pocket costs for Americans rise faster
than income. Does this seem incongruous? It
shouldn’t. Federal policy toward health care
operates like a man running with a blindfold
on: that he trips, falls over cliffs, and generally
fails to reach his objective shouldn’t be sur-
prising. What is questionable is the federal
government’s continual exhortation to run
faster under these circumstances. If the blind-
fold comes off, then policy can be “run” at a
more sustainable and efficient pace.

The task here, to identify ways to expand
health insurance coverage and reduce the
number of uninsured, cannot be achieved
without squarely facing the constraints and
dilemmas of health policy. Here, the non-
health side of the wider market and the fi-
nancing side of government must be given
their due. That is, government expenditures
on health care are one part of a broader bal-
ance sheet; the other parts of that sheet change
simultaneously when health policy is re-
formed. Ignoring them will not make them go
away.

The growth in federal expenditures on
health care is so large today that it claims a
major share of all new revenues to the gov-
ernment and has led, over time, to a decline in
the share of almost all non-health functions,
other than retirement, relative to both total
expenditures and gross domestic product
(GDP). Spending more on new health pro-

grams on top of the automatic growth in ex-
isting programs does mean less to spend on
education, homeland security, community de-
velopment, and everything else—in the ag-
gregate and, often, separately. The high level
of current expenditures helps to make reform
very difficult, because change can be very ex-
pensive and affects a wide range of interest
groups.

Even if one wants to argue that tax in-
creases can meet demands for new public in-
terventions (that is, that privately paid-for
goods and services, rather than other public
goods and services, are what should decrease),
this scenario still gives health care priority to
use those government revenues and weakens
the ability of other functions to maintain their
current resource shares, much less capture
some higher future share.109

This situation is not as bleak as it might
first appear. Although the high, automatic,
growth rate in existing health care entitlement
programs—a growth requiring no new legis-
lation—greatly constrains achieving legislative
reforms, those constraints are more political
than economic. Indeed, the political problem
is how to move off a path of unsustainable
promises, but the economic problem is how to

                                                            
 109 Higher tax rates raise the efficiency cost, even for the
same level of expenditure on other functions. That is, eco-
nomic theory suggests that at the margin, the efficiency cost
of taxes rises with the tax rate. Hence, if education pro-
grams require tax rates to rise from 35 to 36 percent, they
are more costly in terms of efficiency than if they require tax
rates to rise from 25 to 26 percent. Even if one does not ac-
cept the economic logic, it is fairly clear that taxpayers re-
duce their support for government functions at higher tax
rates. Either way, large amounts spent on health care
weaken legislators’ ability to tap taxpayers yet again for
non-health purposes. Trade-offs are real.
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capture some of the sustainable portion of
public health expenditure growth and steer it
toward more optimal use. Here, much can be
achieved.

While some components of the reform
package set out here are similar to those in
other proposals, this paper approaches the
task by recognizing up-front all parts of the
health care balance sheet. Thus, many health
care proposals start from a health needs as-
sessment that includes inadequate health in-
surance coverage. Then they blithely ignore all
the dilemmas and constraints embedded in
current health policy, ranging from large
budgetary cost to high implicit and hidden tax
rates. The approach here is, first, to identify
the constraints and dilemmas and then see
how a reform plan might be developed that
recognizes and addresses them.

The Dilemmas and Constraints

The Budget

In the United States, government at all levels
now spends a percentage of GDP on health
care that is similar to that spent by govern-
ment in other developed countries, although
private costs are much higher in the United
States. For the government simply to take over
the costs of the private portion of the health
care system would soon require a tax increase
of about 8 percent of GDP (and more over
time without a strict set of cost controls). This
could translate into either 16 additional per-
centage points in a tax rate on earnings similar
to Social Security or close to a doubling of the
individual income tax. In addition, the growth
rate in public health expenditures, including
tax subsidies, is inexorable: projected costs of
public health care subsidies and systems indi-
cate that they will continually absorb larger
shares of GDP.110

                                                            
 110 See for instance Budget of the United States Govern-
ment, FY 2004, Historical Tables, Table 16.1—Outlays for
Health Programs, 1962-2008, p. 299; and 2003 Annual Re-
port of the Boards of Trustees of the Federal Hospital Insur-

This growth in existing health programs is
so great that it cannot be absorbed easily: fac-
ing their own budget crunch, for instance,
state governments today are wary of Medicaid
expansions even when a significant share of
the additional cost is paid out of federal funds.
Education, national defense, homeland secu-
rity, and a variety of other needs create budg-
etary pressures that inevitably are going to
force the federal government to constrain
health cost growth, one way or the other. Any
simple expansion in government health expendi-
tures sooner or later will only add to the require-
ment to constrain the growth of total government
health care expenditures.

Average Health Care Spending

For 2003 average health care spending per
U.S. household was approximately $15,600, of
which less than $4,000 was paid directly out-
of-pocket or as personal contributions to
health insurance (see figure 1). Approximately
$8,800 per household is paid through federal,
state, and local taxes to fund government
health programs and to compensate for reve-
nues lost due to the special tax treatment of
certain health-related income. More than
$2,500 per household was paid indirectly
through lower wages in return for employer-
provided insurance, and around $500 was
paid for through such non-patient revenue as
charitable donations, hospital parking, and
gift shops. It is simply not possible to continue the
myth that $1,000 or $2,000 will purchase mean-
ingful catastrophic health coverage for a household
when $15,600 is the average household health
spending.111

                                                                                       
ance and Federal Supplementary Medical Insurance Trust
Funds, p. 7.
 111 These calculations were first made for 1992 in C. Eugene
Steuerle, “The Search for Adaptable Health Policy through
Finance-based Reform,” in Robert. B. Helms (ed.). American
Health Policy: Critical Issues for Reform. Washington: AEI
Press, 1993, and for 1996 in C. Eugene Steuerle and
Gordon B. T. Mermin. “A Better Subsidy for Health Insur-
ance.” In Grace Marie Arnett (ed.). Empowering Health Care
Consumers through Tax Reform (Washington, DC: the Ga-
len Institute, Alexandria, VA: 1999). During that period, av-
erage costs rose from about $8,000 in 1992 to $11,000 in
1996 to more than $15,000 for 2003. The notion that there
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Crucial to the design of health insurance has
been a feature that has plagued health costs,
both private and public, to this day: most in-
dividuals receive, and most health care pro-
fessionals provide, services without either
having to pay more than limited attention to
cost. Essentially, the patient and doctor nego-
tiate over what is paid for by other members of
the insurance plan—in the case of Medicare,
the taxpayer. In effect, public benefits have
expanded without any real cap on cost except
as laws and regulations (public and private)
attempt to limit the services eligible for reim-
bursement or the reimbursement rate. Efforts
to limit payments through managed care,
managed competition, and capitation pay-
ments have not yet succeeded in breaking
through this incentive system. Meanwhile, the

                                                                                       
is no money available for reform is belied by the costs im-
posed simply by staying on the current path.

higher costs lead to more people and employ-
ers opting out of insurance. The budget burden
of existing government health subsidies grows at
an unsustainable rate largely because the design of
health insurance often leaves decision-makers in-
different to added costs for society and discourages
ratcheting down the price of existing services in
ways that are common to other growth industries.

Bang per Buck on Incremental Expansion

A variety of incremental expansions of the ex-
isting health care system are often proposed.
Economists put these expansions into their
various economic models, and then typically
conclude they have limited bang per buck:
•  Patched onto an existing labyrinth, the in-
cremental expansion typically tries to target a
harder-to-engage population.
•  A new government subsidy often reduces
incentives to engage in other private coverage
arrangements, such as existing employer-
provided health insurance. This crowd-out ef-

FIGURE 1

Average Health Care Costs per Household by Source, 2003 (Total = $15,590)

Federal supplemental 
medical insurance 

premiums
$250 (2%)

Federal hospital 
insurance payroll tax

$1,420 (9%)

Personal contributions 
to private health

 Insurance
$1,460 (9%)

Other
$470 (3%)

Reduced wages
$2,550 (16%)

Taxes: other federal, 
state, and local

$7,390 (47%)

Out-of-pocket payments
$2,050 (13%)

Source: C. Eugene Steuerle, Urban Institute, 2003. Based on data from the Centers on 
Medicare and Medicaid and the Budget of the U.S. Government, FY 2004.
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fect leads to a further shift from private fund-
ing to public, thus weakening the net impact
of any additional public funding on provision
of additional health care.

Because they are typically accompanied by
shifts from the private to the public sector, most in-
cremental expansions in government programs
cost government much more than the cost of any
net additional health insurance or health care re-
ceived.

Who Should Be Subsidized? Who Should Pay?

If a new government subsidy system is de-
signed so that all households with moderate
incomes are to be heavily subsidized, then the
cost of the program will be quite high, and a
large share of that cost will go to subsidize
those already insured. If, on the other hand, all
moderate-income people are to be only mod-
estly subsidized, then the complaint is that
those in this income group who are currently
uninsured still cannot afford to buy insurance.
To complicate matters more, most moderate-
income insured individuals already spend
amounts that many reformers consider too
high to impose on those who are not insured.
Those paying already usually pay through a
reduction in cash wages (at least according to
most economic theory) when receiving em-
ployer-provided health insurance. To save on
costs, many proposals opt to heavily subsidize
moderate-income individuals without insurance,
but then they deny some or all benefits to equally
deserving moderate-income taxpayers who already
buy their own insurance, usually through their
employers.

Growth and Productivity within the Health Sector

Investments in health ideally should be tar-
geted to meet the greatest need per dollar
spent. Over time, constantly readjusting to
new needs and new opportunities requires
attention to health sector productivity. Alone
among major growth sectors, the U.S. health
sector maintains significant increases in quan-
tity of production not matched by declines in

relative prices.112 (Consider, for instance, how
prices drop for existing products in other
growth industries, such as computers and
telecommunications.) The result is very high-
cost growth, which leads to more demand for
public cost controls. In turn, these cost con-
trols threaten new technologies, partly be-
cause vested interests fight to maintain higher
prices for existing goods and services, thereby
reducing directly or indirectly what regulators
might make available to spend on newer
items. Even today, we under-invest in some
services that may significantly improve health
and over-invest in some services with mini-
mal, if any, positive impact on health. For in-
stance, many forms of unsubsidized preven-
tive health are known to yield higher returns
than many forms of subsidized acute care that
have little if any positive impact on health.

Within one or two decades, half of all
spending on health care will be for products
and services not available today. A gigantic
bargaining session with government bureau-
crats or elected officials, however, simply is
not going to be able to determine easily what
those new products and services should be in
that doubly large market. The decision over
what new items to produce must be deter-
mined in part by a private sector that tries to
balance the costs against the benefits of the
goods and services they will receive.

Put another way, if an economy is to grow
optimally, resources have to be allocated to
areas of production where they yield the high-
est net return. Under ideal conditions, freely
operating markets tend to produce that result,
because prices adjust so that resources com-
mand the highest price where they are most
valued. But when government makes resource
allocation decisions, or when buyers pay
prices that are different from market-
determined prices—both of which are true for
many health care services—resources do not

                                                            
 112 See Figure 3 in Rudolph Penner and C. Eugene Steuerle,
“Budget Crisis at the Door,” (Washington, DC: The Urban
Institute), forthcoming.
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necessarily flow to areas of greatest value. We
should therefore strive, where practical, to
create a structure where consumers are aware
of the true resource cost and bear the burden
of deciding to consume additional health re-
sources. Of course, this is easier said than
done, and we have to combine such a strategy
with policies that ensure people can afford to
have adequate access to high-value health
services. Health reform proposals cannot ignore
the difficult requirement to choose the best health
goods and services in the future—a requirement
that forces individuals to face directly some of the
costs of their decisions, particularly the costs of the
insurance they buy.

Engaging the Market and Adverse Selection

If direct cost controls cannot be used fully to
restrain cost, then the only other real option is
somehow to let individuals—or intermediaries
acting on behalf of individuals—make more
choices within an incentive structure that en-
courages economizing. However, when peo-
ple are allowed choices among benefits pack-
ages, delivery systems, levels of cost sharing,
and so forth, some risk segmentation almost
inevitably arises. The healthy always have an
incentive to pursue other healthy individuals
to join with them in common risk pools, leav-
ing the less healthy behind with much higher
insurance costs or the inability to buy insur-
ance at all. By allowing individuals to recog-
nize cost and match benefits to prices, how-
ever, more output can be produced at a
smaller cost, and market production can better
match consumer preferences about how the
same amount of money should be spent. Thus,
productivity/efficiency and risk selection go
hand in hand, a conclusion that neither pro-
ponents nor opponents of market-based re-
form like to admit. Greater market efficiency
through private decision making leads to some ad-
verse selection, thus requiring a delicate balancing
act.

 The Welfare Dilemma

Often what appears to be the simplest solution
to expanding health insurance coverage is to
adopt a welfare model and put all the money
at the bottom of the income distribution,
where people are least likely to have insurance
on their own or to be able to afford it. Actu-
ally, to get the most at the bottom and achieve
maximum progressivity means continual ex-
pansion of a system like Medicaid, with fixed
income points for determining eligibility. Any
alternative scheme of phasing out benefits
means that a larger share of the money is
spent at income levels above, and a smaller
share below, some notch point where benefits
are suddenly taken away. This classic welfare
dilemma arises from the tax systems implicit
in transfer programs. Substantial means testing
in health programs, whether through notches or
phase-outs of benefits, entails many of the problems
associated with welfare systems: large penalties for
additional work (often one more dollar means the
loss of thousands of dollars of benefits) and huge
marriage penalties for groups of people for whom
marriage is a route out of poverty.

What to Do?

In sum, any proposal must operate in a world
with:
•  government health care costs that must be
constrained;
•  average health care spending well in ex-
cess of what most people (and members of
Congress) think is average;
•  infinite demand when health insurance of-
fers services at zero or close-to-zero prices;
•  poor bang per buck for most incremental
expansions;
•  subsidies for the uninsured often not
granted to or proposed for other equally de-
serving taxpayers who get insurance from
their employers or buy it on their own;
•  beneficial long-term effects when people
face choices and are engaged in recognizing
costs along with benefits and differentiating
services that make them healthy and produc-
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tive versus those of lesser value;
•  adverse selection and market efficiency
that go hand in hand; and
•  the classic welfare dilemma that: any sys-
tem of phasing out benefits creates a tax sys-
tem unto itself with its own set of distortions
that must be addressed.

Health care proposals often ignore or fail to
deal with one or more of these dilemmas or
constraints. No proposal is fully developed if
it ignores the existing health care budget or
what people spend now, creates large adverse
selection, or implicitly builds a new, large,
crazy quilt tax system.

Facing up to a dilemma, however, does not
mean finding an easy way around it. It simply
means that one has a better chance of choosing
feasible policies. Here is one example:

Research on the incremental value of any
modest legislative expansion in publicly pro-
vided health coverage often shows little bang
per buck. This research is not consistent, how-
ever. It is not the analysis that fails, but what
is analyzed. In particular, there appear to be
no studies of the marginal impact on coverage
of expansions that take place automatically.
Consider the increasing amount of tax reve-
nue spent to cover the existing, uncapped,
employee tax exclusion for employer-
provided insurance. Here is an expansion that
reduces the number of insured and costs tax-
payers more each year. That is, the uncapped
tax exclusion helps promote higher costs for
health insurance, which in turn causes fewer
people to buy insurance. If the incremental tax
dollars foregone because of the employee ex-
clusion were transferred to a more universal
credit that was capped, there could be a net
reduction in the number of uninsured at no
additional cost. Put another way, the “bang
per buck” analysis can be used to guide rela-
tive shifts in priorities even if most absolute
increases in health care spending can be
shown to yield very modest net gains per
dollar of additional cost.

In simplest terms, I believe one must en-
gage the dilemmas, recognize the validity of
concerns that drive each side of each dilemma,
and then tackle the trade-offs that are re-
quired.
In a world of trade-offs:
•  expenditure-neutral and revenue-neutral
options are considered;
•  the marginal impact of automatic growth
is not ignored but juxtaposed with policy al-
ternatives;
•  carrots and sticks are considered simulta-
neously, taking into account various inequities
(those who pay more than others who are in
equal circumstances);
•  the constraints of limited resources and
limited ability to create perfect equality or
avoid all adverse selection are recognized; and
•  the regulatory nature of any insurance
scheme, private or public—its effects on the
demand for health insurance, market growth,
adverse selection, and tax systems—is en-
gaged, not disdained.

A Reform Package

The package of reforms offered below is di-
rected at taxpayers at all income levels but is
not meant to be an all-encompassing solution
to providing universal health care. Nor is it
meant to be a replacement for a Medicaid or a
welfare-type system for those with low in-
comes, although one could build on the basic
package to develop a replacement. Moreover,
it extends its reach to many low- and moder-
ate-income people who fall through the cracks
of all systems. For instance, Medicaid leaves
out large numbers of single people and
households that, although eligible, simply do
not apply for Medicaid (either directly or by
way of cash assistance programs like Tempo-
rary Assistance to Needy Families (TANF),
whose administrators often tie beneficiaries
into the Medicaid system).

What this proposal seeks to do is gradually
replace the principal existing system of sup-
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port now provided largely to moderate- to
high-income people in a way that increases in-
surance coverage, leads to greater cost con-
straints, and otherwise creates market incen-
tives for a more efficient, yet growing, health
market. This approach also recognizes the
need to engage people in the broad middle
class in the ways they receive most health care
and pay for most health insurance, whether
through taxes, reduced wages, or direct pur-
chase. It seeks to engage them more actively in
making decisions, especially about purchasing
insurance, in ways that would improve the ef-
ficiency of the health market for everyone.
Improvements in the base system that applies
to most taxpayers make it easier to integrate a
reformed Medicaid system with the type of
credit-based system suggested here.

Finally, this proposal is perhaps unique in
showing that it is possible to improve the effi-
ciency and equity of the system without add-
ing to cost, although it may be desirable to in-
cur some additional costs under the reformed
model to increase the size of subsidies.

Social Insurance and Mandates

The crux of this reform package is its attempt
to move health insurance subsidies into a
system of social insurance in a consistent and
coherent way. Unlike a welfare approach, so-
cial insurance deals directly with the obliga-
tion to pay, not just the need to receive. There
is not enough room here to engage fully this
important distinction.113 Nonetheless, some
brief comments are in order.

Although health reformers often advocate
subsidizing health insurance, especially for
low-income individuals, such a policy really
involves two separate goals. The first is help-
ing individuals have enough income to pur-
chase health insurance, and the second is re-
quiring individuals to purchase health insur-
ance (since the subsidy cannot be used to pur-

                                                            
 113 See, for instance, Eugene Steuerle and Jon Bakija. Re-
tooling Social Security for the 21st Century. Washington: The
Urban Institute, 1996.

chase any other good or service). Each
goal—greater progressivity (achieved by sub-
sidies) and mandated health insurance cover-
age—must be justified in its own right. Even
in the case of an insured Medicaid enrollee, it
is not automatic that the amount spent on
health insurance has greater societal value
than other uses of the funds, such as a better
education or more clothing.

Similarly, subsidizing health insurance at
moderate- to high-income levels mixes two
goals, the subsidy and the mandate that it be
spent on health insurance. When these goals
are separated, it becomes obvious that the
employee exclusion for employer-provided
health care is not progressive at all, since it
distributes much more to the rich than the
poor. Moreover, a little-known but telling fact
is that it is becoming more regressive over
time as more moderate-income individuals
fall out of the employer-provided insurance
market. Yet, one may still want to coax,
through subsidies or mandates, insurance
coverage at middle- and high-income levels.
In effect, income redistribution as a goal of
policy can be separated from requiring or en-
couraging people to buy health insurance.

The ability of some individuals to ride free
on others’ tax and insurance payments is a
problem that applies to all income levels.
Those who are not insured, even if they have
average incomes, bear some risk that they will
be unable to pay a large or catastrophic ex-
pense. This expense may then be met out of
public funds (for instance, if the expense
makes them eligible for Medicaid) or private
funds (if private insurance helps cover the cost
of uncompensated emergency care in hospi-
tals). Hence, not all the “uninsured” are en-
tirely uninsured: many effectively have a
backup insurance policy that is paid for either
by the insured or other taxpayers. For people
with low to moderate income levels, the cost
of buying insurance is high relative to income,
while their lack of private resources means
that the value of the backup insurance policy
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(the chance that they will become eligible for
assistance) is greater. Hence, while mandates
common to social insurance may be harder to
enforce at lower income levels, it is at those
income levels that the greatest inequity exists
between those with equal financial resources
who purchase and do not purchase insurance.

As an example, economists would assert
that employees with $20,000 in wage income
and $5,000 in a health insurance policy from
an employer essentially earn $25,000 in in-
come, 20 percent of which goes to buy health
insurance. If other employees earning $25,000
a year do not purchase health insurance, they
may have a backup policy with an expected
value of, say, $2,000, and they ride free on the
contributions of those who do purchase insur-
ance or pay taxes. This creates an equity
problem known formally as “horizontal ineq-
uity,” “unequal treatment of equals,” or “une-
qual justice before the law.”

Social insurance solutions recognize that
these inequities must be tackled; at the same
time, they may approach the progressivity is-
sue separately by providing greater subsidies
for those having less income.114 Here, unlike
the current health insurance system, concerns
over horizontal equity are met through a sys-
tem of mandates. The requirement that indi-
viduals buy automobile insurance or pay into
a Social Security system are examples of how
social insurance is used to deal with similar
considerations of equity. Thus, motorists ca-
pable of buying insurance are not allowed to
remain uninsured, thereby shifting costs onto
others; nor are those with the ability to make
contributions to a retirement system allowed
simply to fall back on public support in old
age without making contributions along the
way.

                                                            
 114 Social Security, for instance, was intended to be progres-
sive. Even though annual benefits are higher for higher-
income taxpayers, their annual taxes are higher still.
Whether Social Security has achieved that goal (largely due
to different mortality rates) is another matter.

With this social insurance setting, here then
is the package of reform elements that might
be put into a reform plan:

Summary of the Reform Package

•  A simplified, moderate subsidy to pur-
chase insurance, available for use in either the
employer-provided or the individual market.
•  The subsidy would be a flat dollar credit
amount offered in lieu of the employee exclu-
sion for employer-provided insurance, avail-
able to people at all income levels, whether
taxable or not.
•  The subsidy would not be meant simply
to be a low-income subsidy but to replace ex-
isting middle-class and upper-income subsi-
dies.
•  An indirect mandate on individuals: if
they do not obtain health insurance coverage,
they would be denied the benefit of some sub-
set of federal tax preferences such as the child
credit, personal exemption, higher education
subsidy, or itemizing deductions.
•  Note that the poor generally would not be
subject to the mandate since they do not pay
federal income taxes; moreover, many are eli-
gible for Medicaid.
•  A fixed (but unindexed) cap on the value
of employer-provided health insurance that
can be excluded from taxation enforced
through some liberal or simplified “safe har-
bor” rules for calculating whether the cap has
been exceeded.
•  As the cap becomes more restrictive (as
health care costs escalate), more individuals
and employers would move to the credit-
based system; eventually the cap would be-
come low enough that the exclusion of em-
ployer-provided health benefits would effec-
tively be replaced by the credit.
•  A requirement that employers (perhaps
with some additional, front-end modest sub-
sidy) at least offer health plans that employees
could buy, and that the purchase cost of such
plans be deducted from wages to the extent
costs are paid directly by employees.
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•  A parallel requirement that any individual
subsidy offered by the government would be
reflected in wage withholding.
•  An option for employers who provide in-
surance: insurance can be automatically pro-
vided and charged to the employee unless the
employee formally opts out of coverage.

The Credit

Until more revenues can be raised, the size of
the subsidy might need to start out small, say,
an average of $1,000 per household (more for
larger households, less for smaller ones, based
on household size). To simplify and encourage
coverage of children, I suggest not varying
size of the credit by age. However, determin-
ing the credit on a per capita basis need not be
a crucial element. I have suggested in the past
that a credit-based system might first apply
only to children, and then be expanded later
to cover adults. If this were the case, then the
mandates discussed below (removal of some
tax preferences) would have to apply only to
child-related preferences.115

While the cap on employer-provided in-
surance might raise only modest amounts of
revenue at first, these added revenues would
grow considerably over time, because the cap
forestalls automatic growth in the annual cost
of this exclusion, which, as currently struc-
tured, is estimated to grow by more than $50
billion after only five years. Extrapolating
further shows yields over $100 billion annu-
ally after eight to 10 years. This proposal sug-
gests taking a significant share of that growth and
converting it to a credit offered equally to all those
insured.116

                                                            
 115 See, for instance, C. Eugene Steuerle and Jason Juffras.
“A $1,000 Tax Credit for Every Child: A Base of Reform for
the Nation’s Tax, Welfare, and Health Systems.” Working
paper prepared for the National Commission on Children,
Changing Domestic Priorities Project, Urban Institute, April
1991, and C. Eugene Steuerle. “Beyond Paralysis in Health
Policy: A Proposal to Focus on Children.” National Tax Jour-
nal (September 1992): 357-68.
 116 Note that the increase in costs will not equal the reve-
nues made available by a cap, since some share of the in-
creased cost is caused by those policies whose costs grow,
but which are still below the cap. Also note, however, that
the tax expenditure budget ignores the tax subsidies pro-

The credit would be available for privately
purchased health insurance, or insurance pur-
chased through an employer with either em-
ployer or employee money.

The Mandate

Mandates on individuals to buy health cover-
age are not a new idea. The version I prefer is
not a complete mandate, but one that relies on
penalties that can reasonably be assessed.
During the early 1990s, when President
Clinton proposed health reform, mandates on
employers were considered. This is the wrong
locus for imposing a mandate, however; the
logic of social insurance requires that the
mandate be imposed on individuals. When
placed on employers, the mandate does not
apply to large segments of the population and
operates more like a minimum wage require-
ment that could adversely affect employ-
ment.117

But this raises an additional set of issues.
How can an individual mandate be enforced?
I do not believe that a complete mandate to buy
insurance can be enforced—the Achilles heel
of many proposed reforms. After all, what
would one do with scofflaws? Throw them in
jail? In addition, the mandate must apply at
many moderate-to-middle-income levels
where some people buy insurance and others
do not. At those income levels, there are often
inadequate resources available to pay any
large penalty, even if it were desirable to im-
pose and possible for the Internal Revenue
Service (IRS) to hire enough enforcement per-
sonnel. I am led to believe that the proper
form of a mandate should be a simple pen-
alty—eliminating the ability to benefit from
some items of tax relief, such as a child credit,
personal exemption, itemization of deduc-
tions, or educational tax benefits. (Indeed, re-

                                                                                       
vided through both Social Security taxes and state individual
income taxes.
 117 See C. Eugene Steuerle. “Implementing Employer and
Individual Mandates.” Health Affairs (Spring 1994): 54-68,
and Mark V. Pauly. “A Case for Employer-Enforced Individ-
ual Mandates.” Health Affairs (Spring 1994): 21-33.
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cent child credit expansions could have been
designed in such a way as to lead to substan-
tially increased health insurance coverage. An
enhanced child credit might still be used for
this purpose.)

Reduced public costs for covering the un-
insured could be used to offset the loss of tax
subsidies (such as the child credit). Moreover,
the money raised by the mandate could be
spent in the same income classes from which it
came. In that way, any overall progressivity
goal could be maintained. Or it could be spent
on further subsidies to states to help low-
income households obtain health care, in
which case progressivity would be enhanced.
The point, again, is that distributional (pro-
gressivity) issues could be resolved in ways
that still recognize the importance of hori-
zontal equity issues in social insurance (that
people at equal levels of income or well-being
have equal obligations).

The Cap

To help pay for this package of benefits, as
well as to help reduce health care costs over
time, there would be a cap on the value of
employer-provided health insurance that
would be tax-excluded.

One objection to this cap has often been
that it is difficult to calculate the amount of
benefits provided in excess of a cap. Accord-
ingly, this cap would operate with some fairly
liberal safe-harbor rules, such as a monthly
limit of, say, $500 per employee with family
coverage and $250 per employee with some
form of individual coverage. The safe harbor
might not require separate calculations even if
employees choose from among different plans
that in the end have different values (for ex-
ample, if an employer provides $400 for half
of employees’ families and $550 for the other
half, it would still comply with the $500 on
average safe harbor). Employers operating
within the spirit of the rule could also propose
other safe harbors to those regulating the sys-
tem. It is important to remember that the cap

becomes tighter as health costs rise relative to
its fixed nominal amount, while the value of
the credit rises as the revenues from the
tighter cap are shifted toward the credit-based
subsidy. Slight inequities in the value of tax
subsidies around the cap value are small com-
pared to the current inequities between those
who are subsidized for expensive insurance
and those who get no subsidy at all.

To ease their own administrative responsi-
bilities, employers likely would gravitate to-
ward the type of plan operated for decades by
the federal government. Under this plan, em-
ployees paid out of after-tax income for any
cost of insurance above some limit. For in-
stance, if they wanted the Blue Cross high-cost
option, they might pay $100 extra a month,
whereas if they accepted the Blue Cross low-
cost option, they paid only $10. The $100 or
$10 in this example was essentially taxable.
The calculation was clean, straightforward,
and easy to administer. No one complained
about the administration or possible difference
in value of insurance, which generally would
be far more important than any small differ-
ence in the value of the tax break surrounding
the insurance.

Flexible payment, cafeteria, and other
plans offering individuals options to put aside
money tax-free also would be restricted to en-
sure that the cap is not exceeded.

After a period of time, I expect employers
would generally adopt a defined contribution
approach to the purchase of health insurance
since that fits in easily with a credit-based
system. They might make employer contribu-
tions or rely on employee contributions or
both, but the design and administration of
contributions would resemble that of 401(k)
retirement plans.

As the credit grows in value and the exclu-
sion remains fixed, more employers would
switch to the credit-based subsidy option.
Thus, the cap would provide increased reve-
nues that would be used for the credit (which
might also be indexed at a minimum to grow
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with inflation or, for awhile, with wages).
Also, I expect that Congress might even peri-
odically decide to bump up the value of the
credit. As the credit grows, and the cap does
not even keep up with inflation, more em-
ployees and employers will opt for the credit
rather than the exclusion. Eventually, the ex-
clusion itself might be eliminated.

As employees see more directly the net ef-
fect of health insurance purchases on their to-
tal compensation, they would also likely begin
to push employers to offer lower-cost health
plans. Many employers would likely see some
advantage to making costs more explicit when
the time comes to bargain with labor over total
compensation packages. Retirement plans
have been moving in this direction for some
time, for similar reasons.

Engaging the Employer

A system with individually based credits that
is badly designed could disrupt the market in
which employees purchase insurance directly
or indirectly from employers. Employer in-
volvement eases administration and decision
making for individuals, so it should continue
to be encouraged—although not at the cost of
discriminating against those who are not of-
fered employer-based plans. Some advocates
of individual credits have discounted or dep-
recated the value of employer participation. I
do not. Indeed, I suggest that there are ways
to build on and expand employer participa-
tion.

Accordingly, employers would be involved
in this package of benefits in three different
ways: (1) through a requirement to offer plans;
(2) through tax withholding adjusted for both
size of credit subsidy and withdrawal of some
tax benefits for those who do not declare
themselves insured; and (3) through an option
whereby employees can be placed into a
health insurance plan unless they opt out.

The Requirement to Offer Plans. All employ-
ers would be required to offer (but not neces-
sarily pay for) coverage. Thus all employers,

large or small, would eventually be involved
directly or indirectly in encouraging their em-
ployees to purchase health insurance. An em-
ployer that is contributing to the coverage
premium would have to decide between using
the employee exclusion tax benefit and con-
verting to the credit-based system. An em-
ployer that does not contribute to health cov-
erage would still have to offer coverage, for
which employees could claim the tax credits.

This health reform package avoids both
mandating that employers buy insurance for
their employees and limiting the credit to only
employer-provided insurance. The proposal
envisions an individually based system in
terms of both mandates and subsidies. At the
same time, it seeks to engage employers in
implementing this system, taking advantage
of their natural ability to organize, communi-
cate with employees, and, if the employer is
large enough, create a natural insurance pool.

There is substantial evidence in the field of
retirement plans that individuals save much
more when offerings are made through em-
ployers. For instance, although individual re-
tirement accounts (IRAs) are freely available
to most individuals, less than 10 percent of
eligible individuals invest money into such ac-
counts each year. Yet, when employers offer
retirement plans, participation rates by indi-
viduals making their own deposits are much
higher, often ranging from 30 percent to 80
percent (even when there is no employer
match). Merely offering plans, I believe, will
substantially reduce the numbers of unin-
sured. This requirement dovetails nicely with
the requirement to reflect various individual
subsidies and mandates in wage withholding,
discussed next.

Withholding. The employer would admin-
ister both the credit subsidy and the mandate
(a penalty for those who do not declare them-
selves insured) in the same way other taxes or
contributions for United Way are adminis-
tered. Note that this combined effect on in-
centives could be significant, even though the
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subsidy and the mandate, each by itself, might
only be modest.

Suppose, for instance, that the subsidy (the
carrot) would reach $1,000 over time, and that
the loss of other tax benefits for those who re-
main uninsured (the stick) would also be
$1,000. Together, that provides a net incentive
of $2,000 for an individual to buy an insurance
policy for his or her family, a sum not obtain-
able if the reform were to use only carrots or
only sticks. Approximately $170 a month
would not be enough to purchase a good pol-
icy outright, but for many households it might
cover more than half the cost of a policy with
some basic protections, including catastrophic
care and normal checkups.

Opting Out Rather than Opting In. The final
point of employer involvement takes advan-
tage of yet another facet of the employee bene-
fit world. It turns out that participation in re-
tirement plans appears to be much higher
when employees are automatically enrolled
unless they opt out, rather than requiring
them to opt in. The same should be true in
health care.

This reform package would not require em-
ployers to offer participation on an ”opting
out” basis, but I suspect that many might de-
cide to do so. In addition to encouraging bet-
ter insurance coverage for employees, the
“opting out” strategy might make it easier to
increase tax withholding on employees, be-
cause these employees could be asked to de-
clare at the same time that they opt out
whether they have coverage elsewhere for
their families.

Minimizing the Administrative Burden on
Employers

How can these requirements and options be
designed to minimize administrative burdens
placed on employers, especially small em-
ployers? To start, each employer could offer as
many plans as it desired, but the requirement
to offer any plan at all would apply only if at
least one plan was available to the community

and approved by the state. (States would have
to face some trade-offs in deciding how com-
prehensive the plan must be, but some cata-
strophic element probably would be required
in all cases.) The availability of a credit almost
guarantees that over time different insurers
would try to offer plans and would lobby the
state to approve the plans. Meanwhile, the
state would want to get the best health care
value for its citizens and, thereby, would have
an incentive to make sure some plan was of-
fered, so as to garner federal money into the
state. As with many elements of this package,
it would take time for these developments to
take place, and the small employer might not
be able to offer a plan until the state made sure
at least one was available. But the incentives
of this reform structure likely would result in
most employers of all sizes eventually offering
plans.

Any changes in tax withholding would
also be very simple. For proof of insurance,
the employer could rely on evidence that an
employee had accepted some health insurance
plan the employer offered. For other health in-
surance, the employer could be allowed to
rely on a statement by the employee that the
employee and his or her family were insured.
This means that compliance would depend on
self-reporting by the individual, but the for-
mal requirement to make a statement, with its
perjury implications, often goes a long way
toward minimizing cheating. The employer’s
primary burden would be to approach those
not insured through an employer-provided
plan periodically—say, twice a year—perhaps
at the same time that employees are ap-
proached with the option to buy into an em-
ployer-offered plan. This periodic questioning
of employees would reinforce the need to buy
insurance and the personal cost of not doing
so—as much as it would help to make with-
holding more accurate.

Since the credit amount would not phase
out with income, its exact value each month
would be known in advance. The withholding
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would be easy and exact. As for the penalty, it
would use the same formulas that already are
implicit in tax withholding schedules for
number of dependents and so forth. The IRS
would provide the same type of alternative
look-up schedules already used by employers.
Depending on the exact nature of the mandate
adopted, the change in withholding might
entail nothing more than changing to zero the
number of personal exemptions and child
credits that could be claimed.

The final point of employer involvement
entails an option to enroll employees auto-
matically unless they specifically ask to be ex-
cluded (and indicate that they have insurance
elsewhere to ensure correct withholding).
There would be no additional requirement on
employers at all, and the administration of this
option likely would not be any more difficult
than the opposite approach, whereby employ-
ees elect into (rather than out of) an employer-
based health insurance system. In any case,
there is no extra administrative burden unless
the employer chooses to use this particular
system.

Back to First Base: How the Package
Approaches the Dilemmas and
Constraints

With this package, I would take money that
actually contributes to a decline over time in
health insurance coverage (because of its ef-
fects on rising costs) and redirect it in a way
that should expand coverage. Moreover, this
plan reallocates the money in a more progres-
sive manner. At the same time, I have tried to
make costs and benefits explicit to improve
the decisions about future health care. Thus, I
believe that as the credit and mandate system
takes hold, and employers move toward a de-
fined-contribution approach, often combined
with a fixed-dollar premium contribution per
employee, the costs of insurance would be
made much more explicit. And as those costs
are made explicit, workers would grasp more

completely how much they are willing to pay
for insurance, or get in employer benefits,
relative to the cash wages they receive.
Moreover, with a capped subsidy and recog-
nized costs above the subsidy, individuals
would have a significant incentive to bargain
to add features to plans that limit costs over
time. The improved market for health insur-
ance, in turn, would reduce health costs for
everyone over time, thus leading to increased
insurance coverage (or lower rates of drop-out
from private coverage). In a sense, this part of
the plan is a variation on the “managed com-
petition” approach to health reform, but one
that recognizes that the main goal is to get the
incentives lined up correctly, not to pick some
one-size-fits-all approach such as managed
care, preferred provider organizations, or
system with larger co-payment rates.

At this point, it is worth stepping back and
asking how well this package addresses the
dilemmas posed at the beginning of this essay.
In my view, all reform plans—as well as cur-
rent law—should be forced to run this gaunt-
let to see how they stack up against each
other. Let me be clear. There are costs associ-
ated in any approach to resolving a dilemma;
that is why it is a dilemma. This package ex-
pands health insurance coverage at zero cost
(or modest cost, depending on size of the sub-
sidy) to the government, but it does not solve
the problem of providing universal health
care, nor does it avoid all adverse selection.
Along with expanded coverage, therefore, the
package seeks to provide a viable way of im-
proving significantly the existing market at a
reasonable cost.

The Budget. A share of the existing re-
sources spent on health care would be frozen
and then re-spent on a gradually improving
set of options for individual purchase of
health care. Over time, Congress could add to
the subsidy side of the ledger, but by discre-
tionarily increasing the value of the credit as
opposed to automatically increasing the value
of an inefficient exclusion that is becoming
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more regressive over time. Here, I have con-
centrated on restrictions on the employee ex-
clusion of employer-provided health care, but
I believe this type of budgetary model can also
be extended to areas like Medicare in ways
that induce more cost consciousness and help
to increase insurance coverage. But that is an-
other subject. Paying for some or most
changes, as well as improving the incentive
structure to reduce costs over time, would go
a long way toward resolving the budget di-
lemma.

Average Health Care Spending. In applying
restrictions on the existing subsidy, employers
would calculate under various alternatives the
cost of the health insurance they provide.
More and more these costs would be stated
explicitly on the health policy itself, and pur-
chases of insurance above some cap would be
recognized explicitly as coming from after-tax
income. Eventually the system would convert
to one for which accounting is done on a con-
tribution basis where employees see fairly ex-
plicitly the value of the government subsidy,
the value of the employer payment, and the
total cost of the insurance. They would gradu-
ally come to recognize their costs, both in out-
of-pocket payments for insurance and in re-
duced cash wages. They would start making
decisions that could lead to a health insurance
system that provides both lower growth in av-
erage health care costs and better health care
per dollar spent on insurance.

Infinite Demand at Zero Price. The credit
amount offered to most middle-income tax-
payers would not be sufficient to cover the
cost of health insurance. However, since it ap-
plies only to the first dollars of insurance pur-
chased, at least the price of additional insur-
ance becomes more explicitly recognized. To
cover costs not met by the subsidy, I would
expect that plans would make even greater ef-
forts to offer better coverage at lower cost
through a variety of techniques. These include
the use of co-payments that force the pur-
chaser to bear some of the cost of various deci-

sions, such as whether to purchase generic
drugs, and still newer approaches to pre-
ferred-provider and health-maintenance types
of options. Such options, I believe, would ex-
pand simply as a matter of economics, despite
their disagreeable aspects that relate directly
to making costs explicit. Nonetheless, the re-
form package suggested here does not entail
specifying how they will evolve; new market
experiments are continually required.118 At the
same time, the reform plan does not anticipate
stopping individuals from buying wrap-
around policies, nor does it attempt to regu-
late such efforts.

Bang per Buck per Incremental Expansion. The
expansion in health insurance coverage is
done in a way that entails little or no net in-
crease in government health costs. That is,
much or all of the expansion would be paid
for through a cap on the existing exclusion,
through a credit to many who do not now re-
ceive any subsidy, through some redistribu-
tion of subsidies from higher- to moderate-
and middle-income households, and through
the tax penalties imposed on those who fail to
comply with the mandate. Moreover, the
growth rate in costs likely would fall over
time with greater consumer awareness of
those costs. Even if the subsidy or credit
amount is greater than what can be financed
through other cutbacks—that is, if some new
budget outlays would be required—I still ex-
pect a remarkable improvement over current
law and most other reform options. One rea-
son is that a variety of cost-improvement
mechanisms are built into the policies, in-
cluding the cap on tax-free employer-
provided benefits and the movement toward a
defined contribution system where people see

                                                            
 118 Uwe Reinhardt recently demonstrated that chronic activ-
ity is inherent in health reform since payers and providers
view each other with permanent suspicion. One implication,
I believe, is that reform has to be developed in a way that
channels this activity, rather than seeks some permanent
solution to an ever-evolving health marketplace. See Uwe E.
Reinhardt, “Churchill’s Dictum and the Next New Thing in
American Health Care,” Business Economics (July 2003): pp.
38-52.
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and bear more fully the full cost of health in-
surance expansions. Over time these not only
should lower the cost of insurance from what
it would otherwise be, but in the process, help
to expand the numbers of those who can af-
ford to buy health insurance. Of course, the
tax penalty imposed on middle-income tax-
payers who do not purchase health insurance
also would raise revenues that could be used
for health insurance expansion at no budget-
ary costs.

Who Should Be Subsidized? Who Should Pay?
This proposal produces parity among taxpay-
ers with roughly equal incomes. No one
would be penalized with denial of a credit
simply because he or she had already pur-
chased health insurance. Of course, adherence
to the equal justice principle also meant that
no attempt was made to allow the government
to offer some new subsidy only to those who
don’t have health insurance. At the same time,
the penalty for not purchasing health insur-
ance would improve horizontal equity over
current law.

Economic Growth and Productivity of the
Health Sector. The proposal leaves a wide
range of decisions to individuals or to inter-
mediaries such as firms operating on their be-
half. This decision-making is especially im-
portant for growth to occur in an evolving
market where the basket of goods and services
offered over time is going to change rapidly in
ways that cannot be foreseen or controlled by
some government bureaucracy.

Engaging the Market and Adverse Selection.
Again, the proposal relies heavily on individ-
ual decision making and recognition of the
cost of insurance as a way of improving the
market for health care. That does not mean
that adverse selection cannot become an issue.
I believe, however, that it is a mistake to try to
write some one-size-and-time-fits-all regula-
tion to try to limit such selection. States would
retain some flexibility in what they offer in the
way of assistance, and the credit could be re-
stricted to plans covering some minimum

number of individuals (thus, effectively cre-
ating some minimal amount of ”community
rating”). However, many employers operate
in many states, and individuals cross state
lines all the time. Therefore, I do not want to
impose multiple levels of state regulation that
may be difficult to administer and enforce
across state boundaries.

The Welfare Dilemma. Partly for administra-
tive reasons, the credit suggested here does
not phase out with income. Thus, there is no
new implicit tax system created and no
notches where one suddenly loses all benefits.
Moreover, to the extent that people now face a
notch in Medicaid, it will be smaller, as they
will immediately be eligible for the credit
when they earn one more dollar and lose their
Medicaid. As noted, Medicaid itself could be
reformed to take advantage of this credit base,
although I have not dealt with that issue here.

Conclusion

Through careful design, it is possible to ex-
pand health insurance coverage at little net
cost to government. A social insurance ap-
proach to health insurance reform is superior
in many ways to a welfare approach, because
the former explicitly de-couples the issues of
who should be subsidized with who has some
obligation to pay for benefits received. Thus,
the social insurance approach works sepa-
rately but simultaneously on both the subsidy
issue and the mandate or requirement to buy
insurance. The credit-based subsidy proposed
here creates better incentives to buy insurance
and is more progressive than the employee
exclusion that grows increasingly regressive
over time. At the same time, any mandates
arising out of a social insurance scheme
should be imposed on individuals, not em-
ployers, and they should be practical and easy
to administer. The proposal suggested here
adopts a partial mandate because of practical-
ity constraints, but it will also expand insur-
ance coverage and improve equity between
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those who do and do not purchase insurance.
Finally, health insurance coverage can be ex-
panded by taking advantage of employer in-
volvement in offering employee benefits, in-
cluding what we have learned about how to
increase participation in employer-sponsored,
defined contribution, retirement plans.
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Chernew

Commentary Abstract

Michael Chernew examines three of the proposals prepared for Volume I of this
project. The proposals—by Jonathan Gruber; John Holahan, Len Nichols, and

categorized as “voluntary insurance pool proposals.“ After summarizing the three
proposals, the author evaluates their effectiveness in terms of how they would af-
fect the number of insured, their costs, and their effect on the distribution of finan-
cial benefits and burdens across income classes. He also assesses how they imple-
ment the theory of managed competition. The paper concludes with the author’s
views about some of the key design decisions that must be made in devising a cov-
erage expansion plan of this sort.

Linda Blumberg; and Sara Singer, Alan Garber, and Alain Enthoven— can be
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Covering America: A Commentary on
Three Approaches

by Michael Chernew

Introduction

In 2000, 15.8 percent of non-elderly Americans
were not covered by health insurance, up from
13.7 percent in 1987.119 This rise in the share of
individuals without health insurance coverage
occurred during a period of strong economic
growth and expansions in public programs
designed to cover the uninsured. For example,
gross domestic product (GDP) per capita, ad-
justed for inflation, rose on average 2.1 percent
per year over this period, and the share of
non-elderly covered by public coverage rose
from 13.4 percent to 14.1 percent. Moreover,
forecasts suggest further declines in coverage
if health care costs grow as predicted.120

There is a large body of literature examin-
ing the health consequences associated with
being without coverage. Recent literature re-
views conclude that despite serious short-
comings with that literature, the preponder-
ance of evidence suggests serious health con-
sequences associated with not having cover-
age.121 In particular, Hadley122 suggests ex-
tending coverage to all Americans would re-
duce mortality rates by between 10 percent

                                                            
 119 P. Fronstin. “Sources of Health Insurance and Character-
istics of the Uninsured: Analysis of the March 2001 Current
Population Survey.” EBRI Issue Brief (2001): 1–31.
 120 M. Chernew, D. M. Cutler, and P. S. Keenan. “Increasing
Health Insurance Costs and the Decline in Insurance Cover-
age,” working paper; R. Kronick and T. Gilmer. “Explaining
the Decline in Health Insurance Coverage.” Health Affairs
18 (2) (1999): 30–47.
 121 J. Hadley. “Sicker and Poorer: The Consequences of Be-
ing Uninsured.” The Kaiser Commission on Medicaid and
the Ininsured, May 2002; Institute of Medicine. “Care With-
out Coverage: Too Little, Too Late. Washington: May 2002;
H. Levy and D. Meltzer. “What Do We Really Know About
Whether Health Insurance Affects Health?” ERIU Working
Paper 6 (2001).
 122 Hadley, 2002, op. cit.

and 15 percent among the uninsured. We
would also expect significant impacts on mor-
bidity and, perhaps, productivity.

The discouraging trends regarding cover-
age and the growing evidence of adverse
health consequences of not having coverage
have generated substantial interest in policy
options that might increase coverage rates. In
this spirit, The Robert Wood Johnson Founda-
tion (RWJF) has funded a number of initiatives
to promote increasing coverage of the unin-
sured. One of those is the Covering America
project, directed by the Economic and Social
Research Institute (ESRI). As part of that pro-
ject, ESRI commissioned 13 individuals (or
teams) to design policy initiatives that would
increase coverage rates. This commentary ex-
amines three of those proposals. They are:
•  A Private/Public Partnership for National
Health Insurance by Jonathan Gruber
•  Expanding Health Insurance Coverage: A
New Federal/State Approach by John Hola-
han, Len Nichols, and Linda Blumberg
•  Near-Universal Coverage Through Health
Plan Competition: An Insurance Exchange
Approach by Sara Singer, Alan Garber, and
Alain Enthoven

These three proposals share many basic
similarities. All are based on voluntary pur-
chase of coverage without government man-
dates that individuals or employers purchase
coverage. Each is built on a system of insur-
ance purchasing “pools” that govern, with
varying degrees of specificity, the market in
which health plans compete. The regulations
governing the purchasing pools are designed
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to create a managed competition setting and
remove barriers to coverage through provi-
sions such as guaranteed issue and commu-
nity rating. Because each proposal relies on
voluntary participation, each proposes a sys-
tem of incentives, largely subsidies, to encour-
age the uninsured to purchase coverage. The
managed competition/purchasing pool por-
tion of these proposals can largely be thought
of as independent of the subsidy/regulatory
schemes. Subsidies and community rating
could be implemented without these pur-
chasing pools.

Because of the common features, these
three plans can be categorized as “voluntary
insurance pool proposals.” The other 10
RWJF-funded proposals fall outside of this
category and are not discussed here. Section 2
of this commentary outlines the key features
of these proposals. Because of space con-
straints, the proposals are not described in
great detail. More complete specifics of these
proposals can be found in Covering America:
Real Remedies for the Uninsured published by
ESRI, June 2001. Shorter summaries and com-
parisons can be found in Covering America:
Real Remedies for the Uninsured, Volume 2,
published by ESRI, November 2002.

Section 3 reports estimates of the impact of
the proposals on coverage and costs. These
estimates are largely derived from a mi-
crosimulation model constructed by the Lewin
Group.123 Section 4 provides an overview of
the managed competition system all three of
these proposals rely on, examining imple-
mentation issues and what we might expect in
a managed competition environment, includ-
ing challenges that may arise in such a system.
The final section concludes with an assess-
ment of how proposal attributes might be
most advantageously combined.

                                                            
 123 John Sheils and Randall Haught. Cost and Coverage
Analysis of Ten Proposals to Expand Health Insurance Cover-
age. Washington, D.C.: Economic and Social Research Insti-
tute, October 2003.

Proposal Summaries

Gruber

In the Gruber proposal the federal govern-
ment oversees 51 mutually exclusive pur-
chasing pools, one for each state and the Dis-
trict of Columbia. After a transition period,
Medicaid and S-CHIP are folded into the pur-
chasing pool. Any health plan may partici-
pate, provided it meets criteria specified by
the federal government. Prices for enrollees
are set on a community-rated basis within the
pool, adjusted by family type, where the
community rate reflects the set of enrollees in
the pool. Any individual on his or her own, or
acting through his or her employer, may pur-
chase coverage through the pool and is eligi-
ble for a range of subsidies, discussed below.
Employers choosing to enroll their employees
through the pool must have all employees
participate in the pool.

The incentives to join the pool vary by in-
come level. Lower-income individuals are
provided a plan “near” the median premium
free of charge. The subsidy phases out at 300
percent of the poverty line. Employers are not
explicitly subsidized, but their employees can
qualify for the subsidy if the employer offers
coverage through the pool. Consolidated Om-
nibus Budget Reconciliation Act (COBRA) re-
quirements are also eliminated for employers
purchasing coverage for their employees
through the pool. All individuals face 100 per-
cent of the marginal cost of plans with premi-
ums above the median, though their employ-
ers can offset this contribution. Individuals in
families above 300 percent of the poverty line
save the full marginal cost if they choose a
plan with a premium below the median. Indi-
viduals with family incomes between 150 per-
cent and 300 percent of the poverty line re-
ceive only half of the marginal savings, and
individuals in families below 150 percent of
the poverty line have no incentive to choose
plans with below-median premiums. Healthy,
high-income individuals have the lowest in-
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centive to join the pool, which suggests the
pool is likely to attract a less healthy
workforce on average.

Like the other two proposals, Gruber’s re-
quires risk adjustment. It specifies that risk
adjustment between plans serving the pool
will be based on prospective and retrospective
factors. The prospective factors are based on
survey data of enrollees to ascertain traits such
as age, gender, and major illnesses. The risk-
adjustment factor is a weighted average of ex-
penditures predicted from these traits and
actual expenditures.

The proposal creates a new federal agency
to oversee pool operation (Private/Public
Partnership Health Insurance Agency
[PPPHIA]), which agency sets minimum bene-
fit requirements. Plans may vary in terms of
benefits offered above the core set of benefits
(for example, inpatient, outpatient, and physi-
cian services). They may also vary in their
cost-sharing provisions, network composition,
and the set of managerial tools designed to
manage care (for example, utilization man-
agement and provider reimbursement rules).
Individuals report income every six months,
but there is no “reconciliation” process. For
individuals participating through their em-
ployers, the employers are responsible for in-
come verification and other administrative ac-
tivities for individuals who qualify for subsi-
dies. Individuals can enroll during an annual
open enrollment period. The PPPHIA (or,
perhaps, the local pools or an independent
commission) decides what information will be
distributed at open enrollment.

The proposal is financed in part by placing
some restrictions on the ability of individuals
to exclude the costs of insurance premiums
(above a threshold) from taxable income. Any
costs above that are financed through state
and federal general revenue.

Holahan, Nichols, and Blumberg

Like the Gruber proposal, Holahan et al. pro-
pose a system of state-based purchasing pools

that would be open to all non-elderly in the
state. There are several distinctions between
this system of purchasing pools and the
Gruber proposal. First, state participation is
voluntary, and states are given greater flexi-
bility regarding how the pools will operate,
though, as in the Gruber proposal, the pools
are designed to replace Medicaid and S-CHIP.
Pools can also be more active purchasers than
envisioned in the Gruber proposal. For exam-
ple, they can negotiate with plans and opt to
exclude some from participation in the pool.
Second, enrollees are charged a state commu-
nity rate, which is set independent of the set of
individuals who select into the pool. Third,
the state pools are required to offer a managed
fee-for-service (FFS) plan. Fourth, employers
may purchase coverage for some of their em-
ployees through the purchasing pool and may
purchase coverage for others from insurers
outside the pool. Fifth, while each area of a
state will be covered by one (and only one)
pool, there can be multiple pools, each serving
different areas in the state. For example, there
could be an insurance pool in Northern Cali-
fornia and another in Southern California.

In the Holahan et al. proposal, states are
given a higher Medicaid match if they partici-
pate in the program. Subsidies to households
vary by income. Individuals in families below
150 percent of poverty are fully subsidized.
Partial subsidies are given to individuals be-
tween 150 percent and 200 percent of poverty
such that total copremium and cost sharing
cannot exceed 7 percent of income. The maxi-
mum out of pocket rises to 12 percent of in-
come for individuals between 200 percent and
250 percent of poverty. States select the
“benchmark” plan, and individuals choosing a
more expensive plan pay the excess premium.
Employers are charged the state community
average rate.

Like the Gruber proposal, Holahan et al.
require risk adjustment for plans within the
pools (exchanges). In this case states choose
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the risk-adjustment method from a menu of
federally approved approaches.

The Holahan et al. proposal does not ex-
plicitly set up an administrative structure to
manage the pools, but the states will each
need to do so in some fashion. Moreover, the
federal government will be required to un-
dertake certain activities, such as determining
the state community rates. States will decide
on the benefits package (above a federally set
minimum). Individuals can enroll during an
open enrollment period, or afterward with a
25 percent penalty, and, like the Gruber pro-
posal, eligibility for subsidies follows the wel-
fare model that checks eligibility periodically,
but does not require transfer of funds to indi-
viduals or reconciliation at a later date as a
system that relied on tax model might. The
proposal is financed through state and federal
general revenues. The pool incorporates S-
CHIP matching rates, which are higher than
Medicaid matching rates.

Singer, Garber, and Enthoven

Singer et al. propose a system of purchasing
pools, labeled “exchanges.” Exchanges can be
operated by employers or other private enti-
ties. Each area (maybe a state or locality), will
have at least one pool open to low-income in-
dividuals and firms with fewer than 50 em-
ployees. If, after a period of time, no other ex-
change emerges in an area, a default pool run
by the federal government will serve the area.
Unlike the other two proposals, the pools in
the Singer et al. proposal may compete against
one another. Non-employer exchanges must
accept all individuals, at a community rate,
but can set criteria for accepting employers
who wish to purchase coverage for their em-
ployees through the exchange. Waiting peri-
ods are allowed, and exchanges can dictate
when open enrollment is permitted. Ex-
changes must offer at least two plans. Public
programs are not folded into the exchanges
system, though beneficiaries of those pro-

grams qualify for a tax credit if they opt to
purchase coverage through an exchange.

Individuals with less than $31,000 annual
income and families with less than $51,000
annual income receive a tax credit equal to 70
percent of the cost of a median-cost plan. For
individuals who do not choose a plan, states
are paid half of the subsidy to enroll the indi-
vidual in a default plan. A reduced subsidy is
available for individuals with incomes be-
tween $31,000 and $41,000 and for families
with incomes between $51,000 and $61,000.
These subsidies, only available through the
exchanges, are administered through the tax
system. The income thresholds are indexed for
inflation.

 As is the case with the other two propos-
als, risk adjustment is required among plans
within an exchange to prevent them from
profiting by risk selection. Because this man-
aged competition system has multiple ex-
changes within geographic areas, there is also
risk adjustment between exchanges. For ex-
ample, exchanges that attract healthier indi-
viduals must transfer funds to those that at-
tract less-healthy individuals. Because em-
ployers may qualify to be exchanges, this will
entail some employers paying subsidies to
other employers with less-healthy workers.
The Singer et al. proposal does not specify
how risk adjustment will be conducted; it re-
quires only minimal risk adjustment initially.
However, the proposal also requires ex-
changes to use “other methods to limit risk
selection among plans.”

The Singer et al. proposal sets up a federal
organization, the Insurance Exchange Com-
mission (IEC), to monitor exchanges. Ex-
changes have considerable discretion in how
they operate. They perform key functions such
as determining the benefits package, and ex-
changes must provide participants with in-
formation about plan performance. Incentive
payments are provided for states meeting
clinical performance goals (for example,
achieving high rates of childhood immuniza-
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tion). The Singer et al. plan also creates the
U.S. Insurance Exchange (USIX) to serve as a
purchasing pool where no private exchanges
exist. Like the Gruber proposal, the Singer et
al. proposal requires, after a transition, that
employees consider the portion of their health
care benefits above a fixed threshold (105 per-
cent of the median plan premium) as taxable
income. The system of subsidies is financed
through state and federal general revenue.

Evaluating the Effects

These proposals are evaluated based on three
criteria:
•  Effectiveness at improving access to
health care services, measured largely by the
effectiveness at decreasing the number of un-
insured.
•  Costs, measured by changes in aggregate
expenditures.
•  Equity, represented by the distribution of
financial burden and benefits across income
classes.

Much of the evaluation is based on analysis
performed for RWJF by the Lewin Group,
which was commissioned to provide a mi-
crosimulation of the cost and coverage im-
pacts of these proposals.124 The Lewin analysis
estimated aggregate costs and coverage im-
pacts, the key summary statistics. It also esti-
mated the impact of each proposal on a vari-
ety of subgroups, including households of dif-
ferent types; federal, state, and local govern-
ments; employers; and health care providers.
These estimates were made under a common
set of assumptions, but the task was daunting
for a variety of reasons. Specifically, the fore-
casting model had to estimate how individu-
als, employers, insurers, states, and health
care providers would respond to different in-
centives and changing market environments.

There are many gaps in the existing re-
search on a variety of relevant parameters,

                                                            
 124 Sheils and Haught.

suggesting that estimates will be imprecise
Although in general it is unclear whether this
will bias estimates in favor of or against any
specific proposal, it is unlikely that changes in
modeling assumptions would affect all pro-
posals equally. For example, one of the crucial
parameters is the impact of managed care
penetration on health care costs and cost
growth. The proposals that encourage greater
participation in managed care will be favored
by assumptions of greater impact of managed
care penetration on health care cost inflation.
Despite these issues, and ongoing sensitivity
analysis, the following preliminary estimates
from the Lewin model are the best available
common basis for comparing the proposals.

Coverage and Access to Services

The primary benefit associated with these
proposals is increased coverage. When con-
sidering this, it is important to remember that
insurance is an intermediate good. Some of its
value is in providing financial protection
against the costs of illness; however, policy
interest in this topic is largely motivated by
the relationship between coverage and health.
The impact of insurance on health likely varies
across individuals, although evidence re-
garding the nature of this relationship is scant.
One might believe that less-healthy, higher-
risk individuals will benefit more from cover-
age than will healthy, low-risk individuals. If
so, any proposal that insures large numbers of
high-risk individuals will have a greater
health effect than will a program with compa-
rable coverage effects but which enrolls rela-
tively low-risk individuals. Of course, such a
proposal may also be more costly if premiums
accurately reflect expected expenditures. Al-
ternatively, if screening and preventive serv-
ices are important contributors to health, in-
suring individuals who perceive themselves to
be healthy and low risk may yield large bene-
fits. In any case, more research on the health
consequences of covering different subpopu-
lations is important. Despite strong suspicion
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that the benefits of coverage vary with health
status, without such research, we cannot know
which patterns of coverage will lead to the
greatest, and most cost-effective, health bene-
fit. Moreover, if the health benefits are con-
centrated in particular clinical areas (such as
hypertension) or if they accrue largely to spe-
cific populations (such as the near elderly),
then reforms targeted to these diseases or
populations may be preferable to reforms
which achieve broad coverage. Research can
inform such targeting.

The Lewin model estimates that the Hola-
han et al. proposal generates the greatest
amount of increased coverage, with an esti-
mated 15.2 million people gaining coverage.
As one might expect, the impact on coverage
is greatest in the lower-income groups: about
50 percent of the uninsured with family in-
comes below $20,000 obtain coverage, whereas
only about 20 percent of the uninsured with
incomes between $50,000 and $75,000 receive
coverage. The pattern of coverage gains for
adults by age is somewhat U-shaped, ranging
from a 30 percent to a 45 percent reduction in
coverage. Children (those younger than age
19) have about a one-third decline in the num-
ber of uninsured.

The Gruber proposal is estimated to in-
crease the number of insured by 14.5 million.
Again, the effects are greatest on the lowest
income groups (though slightly below the ef-
fects in the Holahan et al. proposal). The ef-
fects diverge mildly at higher incomes, but the
patterns are very similar. The effects by age
category are also very similar to those in Ho-
lahan et al. They are almost identical at the
extremes of age distribution, but the effects are
smaller in the Gruber proposal for the middle
age categories.

The Singer et al. proposal is estimated to
increase coverage by 11.8 million individuals.
It is important to recognize that the Lewin
tabulation of uninsured for the Singer et al.
plan considers individuals enrolled in the de-
fault plan as “uninsured.” This is done to be

consistent with the treatment of Medicaid-
eligible individuals not enrolled in Medicaid,
who are also considered to be uninsured. The
central question is whether individuals in this
“uninsured” group appear to consume health
care services as if they were uninsured or in-
sured. For certain acute services, such as
treatment for heart attacks, they may behave
as if they are insured. Their use of preventive
services may be more like the uninsured,
however. For example, relative to Medicaid
recipients, uninsured but Medicaid-eligible
children are twice as likely to report unmet
medical need, not having seen a doctor, and
having spent more than $500 on medical care
in the past year.125 It is important to note that
the gap in coverage improvements between
the Singer et al. proposal and the other two is
driven almost entirely by lower coverage rates
in the low-income groups that would largely
fall into the default plan. The age profile of ef-
fects in the Singer et al. proposal is similar to
that of the other two, with considerably fewer
effects in the lower age ranges. However, it is
unclear how inclusion of individuals in the de-
fault plan would affect this distribution.

The Lewin model is not constructed to
measure health status effects, which would
entail a large expansion in the model and as-
sociated assumptions. In each proposal com-
munity rating encourages high-risk individu-
als to purchase coverage. If the health effects
of coverage are greater for high-risk individu-
als, this will lead to greater health gains than if
coverage were distributed randomly (though
at a greater cost).

Financially, community rating creates a
subsidy that flows from relatively healthy,
low-risk individuals to relatively less-healthy,
high-risk individuals. This type of subsidy en-
courages those most likely to use health care
services to purchase coverage, while simulta-
neously encouraging the relatively healthy in-

                                                            
 125Kaiser Commission on Medicaid and the Uninsured. ‘En-
rolling Uninsured Low Income Children In Medicaid and
CHIP.’ The Henry J Kaiser Family Foundation. March 2001.
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dividuals to try to opt out of the financing
system. Holahan et al. take a unique approach
to this latter aspect of community rating. In
contrast to setting the community rate as a
function of participants in the public pool, the
rate is set as a function of the health status of
all state residents. The system is financed by
general revenues, so healthy individuals must
pay this subsidy through their taxes regardless
of whether they participate in the public pool.

Singer et al. add another set of provisions
to augment the “health effects” associated
with their proposal. Specifically, they include
a variety of provisions to improve health out-
comes, even for individuals who remain “un-
insured.” In particular they encourage pro-
viding funds to public hospitals and clinics
with open access policies. This direct subsidi-
zation of care may increase access to care even
in the absence of coverage. It gives health care
providers some control over allocating and
rationing services in a way that might mini-
mize some of the overconsumption associated
with insurance coverage.

Under the Singer et al. plan, states are also
given financial incentives to improve their
performance on various quality indicators re-
lated to health outcomes. This feature of the
proposal should not be overlooked. The
RAND Health Insurance Experiment demon-
strated that much of the health benefit associ-
ated with insurance coverage might be trace-
able to a relatively small set of services, for ex-
ample, screening for and treating hyperten-
sion.126 Though insurance may improve
health, it tends to bring with it overconsump-
tion of care. Directly providing certain types
of care may allow the system to achieve a sig-
nificant portion of the health benefit with less
of the associated overconsumption.

                                                            
 126 W. Manning et al. “Health Insurance and the Demand
for Medical Care: Evidence from a Randomized Experi-
ment.” American Economic Review 77 (3) (June 1987): 251.

Costs/Efficiency

Although each of these proposals relies on a
system of subsidies, the subsidies are not a
cost from a societal perspective, though policy
makers focused on federal budgets may view
them as such. The cost of the subsidy would
be related to any economic inefficiencies
stemming from the taxes used to finance them.
More important, the subsidies provide a
mechanism to transfer money from some
population groups to others and are probably
best thought of in the context of equity.

The societal “costs” of each proposal reflect
several factors. The first is the costs associated
with increased utilization of health care serv-
ices arising because individuals gain coverage
or shift to more comprehensive coverage. It is
important to recognize that, although treated
as a cost, this increased utilization is the moti-
vation for the entire endeavor. Insuring indi-
viduals without altering their care-seeking be-
havior would not produce the benefits advo-
cates are seeking. Setting aside the important
distributional issues, the portion of this in-
creased use that we should be concerned
about is only the portion of use that would not
be justified by the marginal benefit of care.
The RAND Health Insurance Experiment,
based on linear demand curves, estimated that
about 20 percent of total medical spending,
and a considerably higher share of incre-
mental spending, could be considered to be
welfare loss.127 Nyman128 alters some of the as-
sumptions used in Manning to compute wel-
fare loss and suggests the figure is signifi-
cantly smaller. Moreover, in the case of each of
these proposals, the welfare loss would be re-
duced by any cost sharing or managed care
features of insurance. Because of the managed
competition nature of the markets envisioned
under these proposals, one would expect
health plans to be relatively more efficient at

                                                            
 127 Manning et al., 1987, op. cit.
 128 J. A. Nyman. “The Value of Health Insurance: The Access
Motive.” Journal of Health Economics 18 (2) (April 1999):
141–52.
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reducing welfare loss than plans operating in
many environments common today would be.
The Lewin model loosely builds cost savings
into the model as “managed competition sav-
ings” but cannot directly examine welfare loss.

The second cost factor arises because pay-
ment rates to providers rise when individuals
shift from Medicaid to private coverage. From
a financing prospective, this is a cost. From a
welfare economics perspective, it is a transfer
from consumers to providers. As Pauly129

notes, higher spending on a good or service
only represents an “opportunity cost” if it re-
quires more resources devoted to production
of that good or service. Higher reimbursement
for the same service should be thought of as a
transfer, assuming the quality of care associ-
ated with the service does not change. More
than a third of the costs of these plans re-
corded in the Lewin model reflect this “trans-
fer cost.”

A third cost incorporated into the model is
the administrative costs associated with set-
ting up the various purchasing pools and
regulatory bodies. These costs are difficult to
estimate, but the Lewin model does a reason-
able job based on applying various ratios of
administrative costs to benefits observed in
practice. Costs for managing the subsidy pro-
gram are also included, but they are based
only on best-guess estimates.

A fourth cost issue, common to each of
these proposals, relates to the impact of com-
petition on cost growth induced by the forma-
tion of purchasing pools. Evidence suggests
that insurers’ competition and selective con-
tracting for health care services can reduce
health care costs or cost inflation.130 There

                                                            
 129 M. V. Pauly. “U.S. Health Care Costs: The Untold True
Story.” Health Affairs 12 (3) (1993): 152–59.
 130 G. A. Melnick, J. Zwanziger, and A. Verity-Guerra. “The
Growth of Hospital selective Contracting.” Health Care
Management Review 14 (3) (1989): 57–64; M. A. Morrisey.
“Competition in Hospital and Health Insurance Markets: A
Review and Research Agenda.” Health Services Research 36
(1) (2001): 191–222; J. C. Robinson and H. S. Luft. “Compe-
tition, Regulation, and Hospital Costs, 1982 to 1986. Jour-
nal of the American Medical Association 260 (18) (1988):
2676–81; J. Zwanziger and G. A. Melnick. “The Effects of

have been few direct evaluations of purchas-
ing cooperatives. An Enthoven and Singer131

study of several purchasing cooperative ini-
tiatives for brief periods in the early 1990s re-
ports that managed competition was associ-
ated with reduced health care cost growth.
The Lewin model builds a reduced rate of cost
growth into its model to reflect this.

The Holahan et al. proposal was estimated
to cost $34 billion per year. Given that the
number of uninsured is reduced by of 15.2
million, this corresponds to $2,237 per newly
insured person. Financing this $34 billion re-
quires $127.4 billion in federal expenditures,
because a lot of such expenditures represent
subsidies (which are largely transfers, as op-
posed to costs) to households or employers
that would have purchased insurance without
the subsidies. States save $12.5 billion in ag-
gregate, before any changes in state tax law.

The comparable estimates for the Gruber
proposal suggest it is a bit more expensive
($36.7 billion) and has a somewhat higher cost
per newly insured person ($2,548). Federal
expenditures ($190.5 billion) are again much
higher than the net cost, and the states save
$10 billion. Unlike the Holahan et al. proposal,
which had very small costs for employers, the
Gruber proposal is estimated to generate a
windfall for employers of $1.6 billion because
of reduced payments for retirees’ health care.

Scoring of the Singer et al. proposal is
again complicated by treatment of eligible in-
dividuals who are not enrolled; the model
does not assume increased utilization for these
individuals. The aggregate costs of the pro-
posal were estimated to be $23.0 billion. Given
the reduction of 11.8 million uninsured, this
corresponds to $1,949 per newly insured per-
                                                                                       
Hospital Competition and the Medicare PPS Program on
Hospital Cost Behavior in California.” Journal of Health Eco-
nomics 7 (1988): 301–30; J. Zwanziger, G. A. Melknick, J.
Mann, and L. Simonson. “How Hospitals Practice Cost Con-
tainment with Selective Contracting and the Medicare Pro-
spective Payment System.” Medical Care 32 (11) (1994):
1153–62.
 131 A. C. Enthoven and S. J. Singer. “Managed Competition
and California’s Health Care Economy.” Health Affairs
(Millwood) 15 (1) (Spring 1996): 39–57.



125
C

O
V

E
R

IN
G

 A
M

E
R

IC
A

 |
 R

E
A

L
 R

E
M

E
D

IE
S

 F
O

R
 T

H
E

 U
N

IN
S

U
R

E
D

 |
 V

O
L

U
M

E
 III

son. Before taxes, this is financed with $102.8
billion in federal expenditures. States save a
bit more than they do in the other plans ($14.6
billion), and the windfall to employers is
comparable to that of the Gruber plan ($1.3
billion, compared with $1.6 billion).

Equity

Equity is a complex concept to put into prac-
tice. As in all three proposals, there are com-
plex sets of cross-subsidies with regard to
costs and benefits that do not accrue equally to
all individuals. Equity regarding financing is
discussed in the context of the progressive
nature of the financing system, though one
should note it is not clear how “progressive”
the financing system should be to be consid-
ered equitable. Specifically, is it equitable if
wealthier individuals pay a disproportionate
share? How disproportionate should the share
of financing be? This commentary does not
take a position on that question.

Yet, these distribution issues are important,
regardless of one’s views on the “equity” of
the distribution of benefits and financial bur-
dens. They are crucial in assessing the political
support for these initiatives. Ultimately, citi-
zens as a whole pay for extra costs, but some
groups may pay more than others. The larger
the cross-subsidization, the more likely that
the individuals paying the cross-subsidy will
oppose the plan.

To compute distribution effects, the Lewin
model assigns costs to households with two
exceptions. First, costs to state government are
not assumed to be financed through increased
taxation (or, if states save money, the model
does not assume savings are passed back to
citizens in the form of lower taxes). Second,
savings for retirees’ health insurance are as-
sumed to be windfalls for employers and not
allocated back to individuals who own the
firm (for example, stockholders or private
owners). All federal costs are passed along to
households via income tax, and wages are as-
sumed to adjust to reflect changes in pri-

vate/public financing. Similarly, households
assume all costs of coverage and care.

Equity in distribution of benefits is related
to the relationship between coverage and
health status. Ignoring financing, the greatest
beneficiaries will be high-risk individuals in
poor health who are currently uninsured, or
even low-risk individuals who would other-
wise have been uninsured and happen to suf-
fer a serious adverse health event. These may
not be low-income individuals, though such
individuals are more likely to be uninsured.
Because the Lewin model does not relate
health status to coverage or access, the distri-
bution discussion focuses on financing. Cov-
erage changes by income class are discussed
above.

The distribution consequences of each of
these proposals is largely a function of the
system of subsidies, specifically, who gets the
subsidies and how they are financed. They are
all targeted to individuals based on income
and funded largely through the income tax
system. Thus, the financing scheme for each
proposal is progressive. However, it should be
recognized that the current system has com-
plex cross-subsidies that result in transfers
across income categories. Existing cross-
subsidies arise from public programs such as
Medicaid and S-CHIP, which the Holahan et
al. and Gruber proposals replace, and in the
care delivery process, in which care for the
uninsured is financed from payments from the
insured (and some transfers to providers
through various programs to support such
care). Ultimately, the progressive nature of the
subsidy system depends on the proposed sub-
sidy schedule, the limits placed on the ability
of employees to exclude the value of insurance
benefits from taxable income, and how re-
structuring the health care market place alters
the current set of cross-subsidies.

The Lewin model strives to capture all of
this, and from that analysis we should con-
clude that this system of subsidies entails
higher-income individuals financing the extra
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care delivered to largely lower-income indi-
viduals currently uninsured. Moreover, higher
provider payments are needed in the Gruber
and Holahan et al. proposals because the
power that exists in public programs such as
Medicaid to pay reduced fees is lost. Increas-
ing the subsidies, either by raising the share of
coverage provided by the subsidy or by rais-
ing income thresholds below which the subsi-
dies are provided, would increase participa-
tion and increase the progressive nature of the
financing system.

The Lewin model indicates that all propos-
als are very progressive in their financing. In
the Holahan et al. proposal, on average,
households with annual incomes below
$50,000 receive savings. The cost is borne
largely by households with annual incomes
over $150,000, which are estimated to pay
$4,236 each per year. Households with in-
comes between $100,000 and $150,000 are es-
timated to pay $1,786 on average. These num-
bers would be a bit lower if one assumes sav-
ings to the states are passed on as lower state
taxes.

Like the Holahan et al. proposal, Gruber
estimates savings for households with annual
incomes below $50,000. Households with an-
nual incomes over $150,000 are estimated to
pay $5,705 each per year (before state tax law
changes, but after predicted wage offsets), and
average payments for households with in-
comes between $100,000 and $150,000 are es-
timated to be $2,452.

The progressive nature of the Singer et al.
proposal is more similar to the Holahan et al.
proposal than it is to the Gruber proposal.
Specifically, households with annual incomes
below $50,000 receive savings. Households
with annual incomes over $150,000 are esti-
mated to pay $4,186 each per year, and house-
holds in the next lowest income category are
estimated to pay an average of $1,861 before
state taxes are taken into account.

Managed Competition: Theory and
Implementation

One’s opinion of these proposals, as a group,
will depend largely on one’s opinion of man-
aged competition. The managed competition
model is predicated on the recognition that
individuals have different tastes and needs for
coverage, cost-containment provisions, and
medical care. The idea is to allow individuals
to choose the coverage option that best suits
their preference. Competition among insurers
is intended to drive competition among health
care providers (for example, physicians and
hospitals). Insurers should have incentives to
seek advantageous prices from health care
providers and adopt care-management tech-
niques that encourage provision of only val-
ued care. Thus, even though there may not be
competition at the time of service delivery,
fundamental aspects of service delivery, such
as price, reflect a competitive process.

Despite their common reliance on this
model, each proposal implements the various
components in slightly different ways. There
are several key features in the functioning of a
managed competition model. The first is com-
petition among insurers. This competition
may occur either directly, for enrollees from
the purchasing pool, or indirectly, for the op-
portunity to be offered by the purchasing
pool. All of the proposals strive to ensure such
competition exists, though they do so in
slightly different ways. The Gruber proposal
does this by mandating that the pool offer all
plans meeting a pre-defined set of criteria, if
the plan wishes to be offered. Purchasing pool
administrators have very little discretion
about which plans are offered. This type of
guaranteed free entry into the exchange may
be the strongest way to promote competition.
However, the Gruber proposal does not de-
vote much attention to what happens in geo-
graphic areas where an insufficient number of
plans exists. Moreover, certain details of the
Gruber proposal would likely have to be clari-
fied because of the reliance on state pools.
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Specifically, individuals eligible for free cov-
erage are provided with a plan near the state-
wide median premium. In certain areas there
may not be a plan near the median, so it is
likely that modification would be needed to
account for geographic variation.

The Singer et al. and Holahan et al. pro-
posals allow pools to operate over areas
smaller than the state and would allow more
discretion by purchasing pool administrators
with regard to which plans to offer. Health
plans may face real or perceived barriers to
entry if gaining access to the purchasing pools
is costly. However, in both of these cases, the
authors examine contingencies related to an
insufficient number of competitors emerging.
In the case of Holahan et al., pools are re-
quired to offer a default managed FFS plan,
which could compete with existing insurers
but may be the only plan offered by the pool.
It is run by the state essentially as a backup
plan, so one need not be overly concerned that
such a plan would charge enrollees monopoly
prices in non-competitive regions. However,
the state plan could exercise monopsony
power against health care providers. This is no
different from existing situations when com-
petition is scarce (of course, the absence of
competition among insurers likely correlates
with a lack of competition among health care
providers, so it is not clear whether insurers or
providers wield excessive power). The Singer
et al. proposal requires that exchanges offer at
least two plans and proposes a backup system
for geographic areas where such competition
does not emerge. Again, this backup system is
publicly managed.

The second key managed competition
feature is that individuals should be charged
the incremental costs associated with higher-
cost health plans. Individuals facing the in-
cremental costs of coverage would purchase
higher-cost coverage only if they sufficiently
valued the benefits. The Gruber proposal re-
quires individuals (including those with low
incomes) to pay the incremental costs of more

expensive plans. However, it does allow em-
ployers to subsidize this incremental payment
if they desire. By providing low-income indi-
viduals with free access to median-price plans,
the Gruber proposal limits concerns that low-
income individuals will be forced into exces-
sively low-quality plans. By limiting refunds if
low-income people choose lower-than-
median-premium plans, however, Gruber
limits to some extent their incentive to choose
what may be the most appropriate health plan
once benefits and premiums are considered.

The Holahan et al. proposal is very similar
in that individuals pay the increment between
the premium for the plan they choose and the
premium for a state-designated benchmark
plan. Employers can decide to pay some of the
incremental costs of more expensive plans.
Moreover, relative to the Gruber plan, there is
more flexibility for refunds if less-expensive
plans are chosen, and more flexibility for how
the benchmark plan is chosen, but conceptu-
ally these approaches are very similar. The
Singer et al. proposal does not mandate such
pricing policies, allowing exchanges to decide
for themselves how to set individual contri-
butions. One might anticipate that competi-
tion among exchanges would encourage effi-
cient design of contribution policies in the
public exchanges. Employer-sponsored ex-
changes may behave differently (as employers
now do) in part because, unlike public ex-
changes, they have labor market reasons to
attract certain types of employees. But the
authors envision that, by capping the ability of
employees to exclude the value of health in-
surance from taxable income, there will be a
trend toward all exchanges requiring incre-
mental payments.

The third key feature of the managed com-
petition model is information. All of the pro-
posals would promote provision of perform-
ance information to potential enrollees. The
proposals vary in the attention they devote to
this endeavor, however. For example, the
Singer et al. proposal has a formal committee



128

devoted to quality improvement and moni-
toring and explicitly charges one of the new
administrative structures with disseminating
information. The Gruber plan envisions such
information being disseminated during open
enrollment. Yet, we should note that the per-
formance measures used currently are limited
at best and generally do not include measures
of caregivers’ technical competency. Never-
theless, as performance measurement im-
proves—which each proposal should encour-
age—information dissemination could become
more valuable, and markets would become
even more effective.

The fourth feature of these managed com-
petition models is general reform of the insur-
ance market, including mandates for guaran-
teed issue and risk-adjustment provisions to
minimize the adverse consequences of adverse
selection. Requirements such as guaranteed is-
sue and community rating will fill an impor-
tant existing gap in insurance markets: cover-
age against the risk of becoming high risk. As
more diseases become treatable, the number of
diseases thought of as chronic conditions, as
opposed to acute illnesses, will grow. Cover-
age for the longer-term costs of these illnesses
is important and is facilitated by community
rating and guaranteed issue.

Related to this reform of the insurance
market is the creation of a more efficient
channel for insurance purchase outside the
employer-based system. Specifically, another
aspect of efficiency that arises from the avail-
ability of common purchasing pools is the re-
moval of various barriers to the efficient op-
eration of labor markets. The current health
care financing system relies heavily on em-
ployer-provided coverage. This has a variety
of labor market effects, including potential re-
ductions in the mobility of workers, labor
supply, and labor demand. Because insurance
costs vary by firm size, the current system
may put small firms at a competitive disad-
vantage, thereby affecting job creation and
growth. By changing the role of employers, or

the constraints they face, in the health care fi-
nancing system, the proposals have the po-
tential to affect economic outcomes.

Allowing individuals to purchase coverage
directly through the pools, at reasonable
prices, increases job mobility more than a
system in which insurance is tied to employ-
ment. Scale economies can be exploited so
small firms can participate without paying all
of the additional loading fee commonly
charged in the small-group market.

The Lewin model does not quantify the
gains from this efficiency, but two implemen-
tation details are important in this regard. The
first is free entry of plans into the pool. If all
plans in an area are offered through the pool,
individuals will not find themselves in a
situation where the plan they desire is not of-
fered. The Gruber plan mandates that pools
allow all qualified plans to be offered through
the pool. Thus, it may be reasonable to expect
all plans would be available in the public pool.
The Holahan et al. plan allows the states more
flexibility in this regard, but mandates that, at
a minimum, a managed FFS plan be available
through the pool. The Singer et al. plan relies
on employers the most and allows competing
exchanges in a single geographic area. One
could still envision, therefore, the greatest
potential for continued labor market ineffi-
ciencies because some plans may not be of-
fered by all exchanges, but one would expect
most large plans to be offered by at least one
public exchange.

The second feature that might impede la-
bor market flexibility would be differential
prices charged within the pools. Each proposal
tries to minimize this by mandating commu-
nity rating and risk adjustment. The Holahan
et al. proposal is the strongest in this regard,
mandating that the benchmark premium be
based on state risk profiles, so any adverse
selection into the pool by health risk or em-
ployer size will not affect premiums. The
Singer et al. proposal would be most subject to
this concern if public exchanges attracted



129
C

O
V

E
R

IN
G

 A
M

E
R

IC
A

 |
 R

E
A

L
 R

E
M

E
D

IE
S

 F
O

R
 T

H
E

 U
N

IN
S

U
R

E
D

 |
 V

O
L

U
M

E
 III

mostly small firms and they were more costly
to serve. Under that proposal, insurers are not
constrained to offer the same premium rate to
different exchanges. Nevertheless, in practice,
given competition and risk adjustment, one
would expect the system of public exchanges,
even in the Singer et al. proposal, to enhance
job mobility.

Existing research provides some insight
regarding the effects of the managed competi-
tion model. Despite inertia in health plan
choice, empirical evidence indicates that indi-
viduals are responsive to copremiums, sug-
gesting the market will tend to reward rela-
tively inexpensive plans, all else being
equal.132 There is also empirical evidence con-
sistent with the notion that individuals will
gravitate toward plans with better scores on
performance measures.133

The response to relative prices and per-
formance measures supports arguments for
managed competition. We have no basis to as-
sess whether the empirically observed respon-
siveness to price and quality is “optimal” or
whether various informational or market bar-
riers distort optimal switching. But, given the
market reforms inherent in these proposals, it
is reasonable to expect that individuals will be
better able to make health plan choices suit-

                                                            
 132 T. C. Buchmueller and P. J. Feldstein. “The Effect of Price
on Switching Among Health Plans.” Journal of Health Eco-
nomics 16 (2) (1997): 231–47; D. M. Cutler and S. Reber.
“Paying for Health Insurance: The Tradeoff Between Com-
petition and Adverse Selection.” Working paper 5796.
Cambridge, MA: National Bureau of Economic Research,
1996; B. Dowd and R. Feldman. “Premium Elasticities of
Health Plan Choice.” Inquiry 31 (1994/95): 438–44; A. Roy-
alty Beeson and N. Solomon. “Health Plan Choice. Price
Elasticities in a Managed Competition Setting.” Journal of
Human Resources 34 (1) (1999): 1–41; D. P. Scanlon, M.
Chernew, C. McLaughlin, and G. Solon. “The Impact of
Health Plan Report Cards on Managed Care Enrollment.”
Journal of Health Economics 21 (2002): 19–41; B. A. Strom-
born, T. C. Buchmueller, and P. J. Feldstein. “Switching
Costs, Price Sensitivity and Health Plan Choice.” Journal of
Health Economics 21 (1) (January 2002): 89–116.
 133 N. D. Beaulieu. “Quality Information and Consumer
Health Plan Choices.” Journal of Health Economics 21 (1)
(January 2002): 43–-63; Scanlon et al., 2002, op. cit.; G. J.
Wedig and M. Tai-Seale. “The Effect of Report Cards on
Consumer Choice in the Health Insurance Market.” Journal
of Health Economics 21 (2002): 1032–48.

able to their preferences and economic condi-
tions.

 However, several challenges might arise in
a system of managed competition. First, de-
spite the responsiveness of individuals to
relative prices, the system of subsidies may
encourage an increase in average premiums.
In models of perfect competition, prices are
driven by costs in the long run, not by de-
mand, because competition constrains prices,
even in the face of growing demand. How-
ever, in markets with imperfect competition,
subsidizing premiums could lead to higher
ones. There is little empirical evidence about
this point, and the changes in the system re-
lated to encouraging individuals to pay the in-
cremental costs may offset any inflationary
impact of the subsidies. Nevertheless, the ef-
fects of subsidies on premium equilibrium is
an important area for research.

Second, though competitive markets will
likely reduce the rate of premium cost growth,
we should not expect a system of managed
competition to constrain cost growth to a rate
below the rate of inflation, or even below the
rate of real income growth. Historically, the
development and adoption of new medical
technologies has driven health care cost
growth.134 On average, individuals have de-
sired access to these technologies135, and de-
spite the interconnection between coverage
and technology development, it seems un-
likely that a system of competing health plans
will change those relationships. A review of
the evidence examining managed care and
health care cost growth concluded that while
markets with more managed care experienced
lower cost growth, the reduction in cost

                                                            
 134 M. E. Chernew, R. A. Hirth, S. S. Sonnad, R. Ermann, and
A. M. Fendrick. “Managed Care, Medical Technology, and
Health Care Cost Growth: A Review of the Evidence.”
Medical Care Research and Review 55 (3) (1998): 259–88;
D. M. Cutler. “The Incidence of Adverse Medical Outcomes
Under Prospective Payment.” Econometrica 63 (1) (1995):
29–50; J. P. Newhouse. “Medical Care Costs: How Much
Welfare Loss?” Journal of Economic Perspectives 6 (3)
(1992): 3–21.
 135 Newhouse, 1999, op. cit.
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growth was not sufficient to halt the rise in in-
come devoted to health care.136

Of course, technology-driven cost growth
is not necessarily a bad thing. Cost growth
arising from a system in which individuals
make informed choices may be preferable to a
system with cost growth administratively con-
strained. Yet, in a system of subsidies to indi-
viduals financed through a progressive tax
system, we must recognize that, over time,
subsidies will need to increase as health care
costs increase. Political support for this system
may become strained (as it might for any sys-
tem aiming to cover the uninsured). Moreo-
ver, if it functions as envisioned, this system
will result in multiple tiers of coverage. Some
of the variation in coverage generosity will be
driven by variation in preferences and will
likely be viewed as positive. Some of the
variation in coverage generosity will also
likely reflect income heterogeneity. The rela-
tionship between coverage generosity and in-
come is nothing new, and all proposals may
lead to more equity in coverage. However,
variation in coverage by income class may be
problematic in a public-sponsored program.
Some observers may be troubled if lower-
income individuals are subject to more narrow
benefit offerings, tighter physician networks,
or stricter utilization review. From an eco-
nomic standpoint, such variation is probably a
good thing, although admittedly it will force
policy makers to ponder which benefit/plan
attributes should be non-negotiable. Each
proposal has administrative mechanisms for
examining such issues.

A Composite Proposal

The three plans discussed above illustrate
some of the trade-offs encountered when de-
signing a proposal to reduce the number of
uninsured. One might think the most basic
decision is whether the proposal relies on vol-

                                                            
 136Chernew et al., 1998, op. cit.

untary participation or mandates coverage.
While there are important policy ramifications
associated with whether a reform proposal re-
lies on mandatory or voluntary action, design
features may reduce this distinction. For ex-
ample, by increasing eligibility income thresh-
olds and subsidies and, perhaps, by specifying
a default plan, as in Singer et al., voluntary
plans could achieve coverage akin to manda-
tory plans. Similarly, though systems of pur-
chasing pools are typically associated with
voluntary participation proposals, proposals
that mandate coverage could also rely on
pools. In fact, the Holahan et al. proposal al-
lows states, after a period of time, to mandate
coverage. The choice about the mandatory or
voluntary feature will have distribution con-
sequences. Voluntary proposals generally re-
quire incentives for participation that tend to
lead to progressive financing. Mandates could
be much less progressive, depending on how
they were financed, because they could be
used to force individuals to purchase coverage
even when they otherwise would not.

Perhaps the more central questions that
distinguish proposals is the extent to which
they allow/encourage heterogeneity in insur-
ance products and how they reform the mar-
ket for choice of health plans. The system of
purchasing pools allows substantial heteroge-
neity; individuals can purchase what they are
willing to pay for.

Purchasing pools have several other ad-
vantages as well. Relative to models with in-
centives or mandates, but no pools, the “pool”
approach facilitates market regulation. It also
facilitates a system in which incentives for ef-
ficient purchase of coverage could occur as
well a structure in which search costs and
transactions costs associated with switching
plans are reduced. Ultimately, what matters is
whether these advantages are worth the ad-
ministrative costs and any inefficiencies at-
tributable to pool management.

The proposals discussed illustrate a variety
of ways the pools could be structured. One of
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the key questions is whether pools should of-
fer all plans meeting pre-specified criteria, as
in the Gruber proposal, or whether pools
should have the freedom to refuse to offer
certain plans, as in the Singer et al. and Hola-
han et al. proposals. In either case, competi-
tion could occur among all plans, and the op-
tion to refuse access to the pool might
strengthen the bargaining power of the pur-
chasing pool administrators and reduce pre-
miums. Yet, restricted plan choice is likely to
create entry barriers, which could reduce the
effectiveness of competition in constraining
premiums. Restricted plan choice may also in-
crease costs associated with joining or leaving
purchasing pools. Thus, it is probably better to
have free entry into the pools and allow com-
petition within the pool among plans offered.

A second question about the pools is
whether they should be local monopolies, as
in the Gruber and Holahan et al. proposals, or
there should be competing pools, as in the
Singer et al. proposal. The advantages of com-
petition are well known. Organizations have
incentives to find the administrative structures
and rules that most appeal to consumers, and
they can exploit administrative efficiencies to
the fullest.

Nevertheless, it is likely that in this case
the monopoly approach is preferable, at least
for “public” pools. The monopoly approach,
when combined with mandates that pools of-
fer all eligible plans, will simplify the search
process because there will not be multiple or-
ganizations offering the same plans, perhaps
at different premiums and perhaps with dif-
ferent benefits. In a world with well-informed
consumers this mass of information and het-
erogeneity may well be ideal. But in the exist-
ing insurance market, some limits are likely
useful. A large, publicly run pool might be
able to better undertake outreach and,
thereby, facilitate take-up among populations
unlikely to search among multiple pools.
Moreover, all proposals emphasize the value
of plan performance information. Monopoly

pools will promote a common message about
plan performance that may be more salient
than conflicting messages or presentations
that might otherwise exist. Essentially, the size
associated with a monopoly pool may add
needed credibility. Moreover, until risk ad-
justment is refined, allowing competing pur-
chasing pools may lead to various types of ac-
tivities aimed at managing selection as op-
posed to setting the foundation of a well-
functioning market. Finally, if a proposal does
not allow free entry of plans into each pool, a
system of competing pools will likely not take
full advantage of the ability of pools to en-
hance labor market mobility and facilitate
bridging coverage as individuals move within
the labor market.

Each of the proposals discussed implants a
system of community rating and guaranteed
issue as well as risk adjustment. These fea-
tures, though separate from the pool structure,
are important aspects of insurance market re-
form. They help healthy individuals insure
against the financial risk associated with con-
tracting a chronic disease, and they provide
added incentives for less-healthy individuals
to purchase coverage. This added incentive is
important because many of the benefits of
coverage will accrue to the less healthy. The
Holahan et al. proposal adds a novel provision
in this regard, basing the community rate on
statewide health risks. Assuming this is ad-
ministratively feasible to compute, the system
provides a stronger cross-subsidy to the less
healthy than do community rating systems,
which base the community rate only on pool
participants. In general, this is a good feature
of the Holahan et al. proposal, though one
might worry that if risk adjustment were in-
sufficient and the public pool becomes too
heavily skewed toward less-healthy individu-
als, health plans might alter their offerings to
pool participants or decline to participate in
the pool altogether. This might prevent indi-
viduals from having access to the plan that
best suits them.



132

The emphasis in each of the proposals is
generally on increasing coverage, and evalua-
tions of the proposals focus on their effect on
coverage. However, the Singer et al. proposal
reminds us of the fundamental motivation for
these proposals, to improve access to care for
the purpose of improving health. By provid-
ing financial support for safety net providers,
and by providing access to a default plan,
Singer et al. try to diminish the costs associ-
ated with not taking up insurance. The focus
on health is further enhanced by giving states
incentives to meet certain clinical targets. The
advantage of focusing on direct provision of
care is that insurance tends to encourage over-
consumption of health care services. Direct
provision of care and focus on high-value
services may help the system realize many of
the gains in health status while minimizing in-
surance-induced inefficiency (which would
also be reduced by competition within the
pools).

There are several drawbacks to proposals
such as these, which rely on a heterogeneous
model of competing plans, compared to a
system with stronger governmental manage-
ment. First, government-run systems could
exploit their buying power to set lower prices
for health care services in a way that these
plans might not be able to achieve. For exam-
ple, the Lewin model assumes that prices paid
by plans participating in the purchasing pool
will be higher than those paid by Medicaid. Of
course, these savings are really transfers from
health care providers to consumers. Moreover,
low prices may not be sustainable over the
long term and may result in some rationing of
care to beneficiaries. Additionally, if a large
share of the public were enrolled in such
plans, political pressure to maintain access to
care and fairness for providers might diminish
the ability of government systems to obtain
lower prices than the market might generate.

A second cost of this heterogeneous com-
petitive model is that, inevitably, the frag-
mentation leads to administrative costs. These

costs are not valueless; individuals appreciate
the diverse choices with regard to plan traits
and provider networks. However, the admin-
istrative costs associated with such a system
might be reduced in a system with less plan
choice and less reliance on competing private
plans.

More important, regardless of which pro-
posal is adopted to reform the health care
system, pressure for health care costs to rise
will likely continue well into the future as
medical technology advances. Improved clini-
cal outcomes are valuable, but financing sys-
tems must be evaluated in part on how they
will adapt to this increasing pressure. The
fundamental issue is the extent to which they
allow heterogeneous coverage and access. The
proposals discussed above have the virtue of
allowing markets to regulate cost growth.
Market imperfections may constrain the abil-
ity of these market systems to generate opti-
mal cost growth, but these systems share a
philosophy of value combined with trust in
markets that makes them appealing in an era
of cost growth. To economists, part of that ap-
peal reflects the likely heterogeneity in plan
choices that will occur and, very likely a
“tiering” of access to care. However, these
systems will generate fundamental questions
about the equity of coverage and access. Such
a debate is sorely needed, because, regardless
of the financing systems chosen, society will
be faced with the sometimes challenging
blessing of how to manage access to the ever-
increasing array of medical services at physi-
cians’ disposal.
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Merrell

Commentary Abstract

Katie Merrell reviews characteristics of public policy and private markets for
personal health insurance to understand how they affect the cost of insurance
at different income levels. While policy makers worry that expanding public
insurance programs will “crowd out” private insurance, they typically do not
acknowledge the reality of the private insurance market faced by low-wage
workers nor the public subsidy enjoyed by higher-wage workers who pur-
chase insurance through their employers. The regressive tax treatment of em-
ployment-based health insurance, combined with its enhanced value, make
private market health insurance most expensive for lowest-income purchas-
ers. This paper illustrates the net effect of public and private factors on the
after-tax price per actuarial value of insurance, creating a framework that can
be used to assess proposals for expanding insurance coverage in the United
States.
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When Worlds Collide: Public Policy, Private
Markets, and the Price of Health Insurance

by Katie Merrell

The health insurance market in the United
States is shaped by a number of public policies
and private market characteristics that create
the insurance choices faced by those under age
65. Proposals to expand health insurance cov-
erage differ in the degree to which they take
account of the public and private aspects of
the market and the likely effects of changes in
one arena on the other. Indeed, the notions of
public versus private insurance and insured
versus uninsured oversimplify the U.S. health
insurance market.

One of the challenges in understanding
how public policy and private markets inter-
act is that the concept of “health insurance” is
poorly defined. As the growing body of lit-
erature on “underinsurance” suggests, there
are people covered by health insurance who
nonetheless have to pay for more of their per-
sonal health expenditures than they expect to.
Insurance policies vary in both price and
comprehensiveness of benefits. As a result,
analyses based on reported premiums paid,
whether for the employee share of group
benefits or for individually purchased non-
group policies, are not like price analyses in
markets where the good studied has essen-
tially the same function across the product
models available; for example, all cars provide
transportation, albeit with different amenities
and fuel efficiency. Without detailed informa-
tion about what benefits are included in an in-
surance policy, premium data are difficult to
interpret. Being insured is not associated with
a specified level of coverage in every case,
limiting the meaning of discussions of “the in-

sured” versus “the uninsured” and challeng-
ing analysts to account for differences in bene-
fits when comparing premium data.

The U.S. health insurance market offers an
array of products that vary in price and value,
which suggests that this market functions
much like other goods and service markets,
where one can buy Yugos or Mercedes-Benzes
and can spend the night at a Motel 6 or at the
Ritz-Carlton. As the result of public policy,
private market characteristics, and the inter-
action of the two, however, there are impor-
tant differences between health insurance and
other markets. Anyone with enough money to
buy a Mercedes-Benz can walk into a dealer-
ship, hand over the cash, and drive away in a
new car. Conversely, someone with enough
money to pay the premiums of a comprehen-
sive policy provided by a firm at which the
potential purchaser does not work cannot nec-
essarily buy that level of coverage at that
price. As a result of the U.S. employment-
based insurance system, publicly provided in-
surance, the tax treatment of health insurance
premiums, and the price difference between
individual and group-sponsored policies,
people face different price and value combi-
nations depending on whether and where
they work, factors highly associated with both
their health status and income level.

This paper explores the effect of key public
policy and private market characteristics on
the price of insurance, standardized for the
actuarial value of benefits, across income lev-
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els137 and discusses the factors that drive the
price per value available to consumers. The
analysis builds directly on conventional wis-
dom, data, and analyses of the U.S. insurance
system presented by others. The first section
explores the notions of price, value, and con-
sumer choice in the health insurance market.
The second section explores key aspects of
public policy—publicly provided insurance
and tax-subsidized private insurance—and is
followed by a section reviewing the price and
value of private insurance in the individual
and group markets. The fourth section exam-
ines the combined effect of public and private
features on the effective price of health insur-
ance across the income levels, and the final
section explores the relationship between af-
ter-tax price and income as a means for com-
paring alternative proposals to expand insur-
ance.

This analysis focuses on the price of health
insurance and the actuarial value of different
insurance products in an effort to create a
policy analysis tool that integrates public and
private effects on the net price of insurance to
consumers. The closely related, and arguably
more important, questions of the relationships
among insurance status, health service use,
service prices, health status, and individuals’
total health expenditures are not addressed.

The Price and Value of Health Insurance

An individual facing the choice of whether to
buy health insurance and which policy to
choose presumably weighs the cost of what-
ever policies are available, the probability of
needing health care services, the cost of ex-
pected care under each policy, and what
health care would cost without any insur-

                                                            
 137 Income distribution, rather than health status, is used as
the organizing principle because it has a tradition as the ba-
sis for public policy making in the United States. With few
exceptions, such as pregnancy and end-stage renal disease,
health status has not been used to identify people as eligible
for public programs.

ance.138 Balancing the cost and value of alter-
natives in this market is not inherently differ-
ent from making the same calculation in other
markets. Whether the added safety features of
a Volvo, for example, are worth the higher
price raises similar issues: what are the odds
that my family will really ever benefit from
those features, and does that benefit justify the
additional cost?

The price (premium) of a particular insur-
ance product is inversely related to the likely
out-of-pocket costs of care: comprehensive
policies that ensure low out-of-pocket costs
even when high levels of care are used are
more expensive than those that absorb less of
the financial burden of illness. At the same
time, some service needs such as routine pre-
ventive office visits, are predictable and rela-
tively inexpensive, while the use of other po-
tentially life-saving services, such as live-
donor liver transplantation, are rare but very
costly. As a result, the insurance consumer is
faced with a broad array of options that differ
in both price and value, depending on the
specific services covered.

In the traditional context of fee-for-service
care, plan value is inversely related to how
much a policy holder expects to pay out of
pocket when services are used—people in
high-value plans expect to pay little beyond
their premiums for health-related services, but
for those in low-value plans, premiums ac-
count for relatively less of total health spend-
ing. Plan value is determined largely by cost-
sharing requirements, including annual out-
of-pocket caps, and by benefits package de-
sign, including lifetime benefits caps. There
are more subtle factors that increase plan
value, however, such as whether the insurer
has negotiated rates with providers, which

                                                            
 138 The insurance value of insurance (that is, insulation from
risk) is more important to risk-averse consumers than it is to
risk-neutral or risk-taking consumers. It can be thought of as
either an additional aspect of this decision or as included by
individuals in their assessment of the probability they will
need care, the cost of care, and the proportion of these
costs covered by different policies.
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lower not only the insurer’s cost but also the
dollar cost of a percentage-based copayment.
Ironically, as a result of the prevalence of such
negotiated rates, those without insurance
typically face the highest provider prices. In
general, the notion of plan value becomes
more complicated in the case of managed care,
where this traditional insurance concept must
be applied to the combination of insurance
and service value represented by different
plans. Ease of access to specific services and
providers may be a better indicator of plan
value than out-of-pocket costs, although they
may be highly correlated if those individuals
in plans with tight access control end up pay-
ing directly for out-of-plan services to circum-
vent plan limits.

The actuarial value of insurance policies
provides, at least theoretically, a summary of
the value of all aspects of a policy, allowing
for comparison of different insurance policies
through a single measure rather than having
to assess the relative importance of, for exam-
ple, prescription drug coverage compared to a
specified annual out-of-pocket cap. Analysts
have used the actuarial value of plans to as-
sess whether policy holders are “underin-
sured” compared with some benchmark,139 as
a tool for modeling consumer choice of plans
in Medicare managed care,140 and as a way to
think about defining a minimum benefits
package.141 Health plan actuarial value can be
thought of as a scale from 0 to 100, where 100
equals first-dollar coverage for all conceivable
health services with no limits. Lack of (or lim-
ited) coverage for particular services, lifetime
caps, limited provider panels, and cost-

                                                            
 139 P. F. Short. ”Hitting a Moving Target: Income-Related
Health Insurance Subsidies for the Uninsured.” Journal of
Policy Analysis and Management 19 (3) (Summer 2000):
383–405.
 140 K. Merrell. “Medicare+Choice Benefits and Premiums:
How Do They relate to One Another and to Enrollment?”
Office of the Assistant Secretary for Planning and Evalua-
tion, Office of Health Policy, December 2001.
 141 S. Glied, C. Callahan, J. Mays et al. “How Comprehen-
sive are Standard Private Health Insurance Plans?” Prepared
for the Commonwealth Fund, February 2003.

sharing provisions all reduce the actuarial
value from this maximum value.

Economists argue that a limitation of using
the actuarial value of insurance products as an
indicator of their value to consumers is that it
does not measure insurance value. In other
words, risk-averse individuals derive more
value from a particular insurance product
than do risk-taking individuals, regardless of
the product’s actuarial value. Risk-averse in-
dividuals are more likely to buy even a high-
price, low-value plan if it is the only one avail-
able to them, while risk-neutral or risk-taking
individuals may be more likely to go without
insurance in this instance. This is not a critical
problem, however, to the extent that it is re-
lated to the heterogeneous personal prefer-
ences that underlie consumer choice—not eve-
ryone who can afford the high-end Mercedes-
Benz in fact buys one.

The analysis below uses the concept of the
price per actuarial value unit to explore how
public policy and private market characteris-
tics affect individuals at different income lev-
els. The measure can be thought of as a sum-
mary of the price of insurance plans faced by
consumers grouped by income level, where
the actual premiums have been adjusted for
differences in benefits. The main advantage of
the price per value is that it avoids defining
some package of benefits as appropriate for
everyone or more desirable than other pack-
ages. The increasing concern that people are
underinsured is not proved with information
about lower premiums (suggesting less exten-
sive coverage) but rather with data showing
continued high or increasing premiums de-
spite eroding benefit packages. For example,
the Center for Studying Health System
Change reports that small employers in 12
studied communities have both high premium
increases (14.5 percent for those with 3 to 49
employees, compared to 10.2 percent for those
with 200+ employees) and are reducing the
value of offered plans to employees through
increased cost sharing and reductions in serv-
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ices covered, among other measures.142 There-
fore, data on premiums without information
about value are difficult to understand. When
consumers and advocates claim that certain
forms of coverage “aren’t even available” in
the individual market, economists conclude
that they really mean “for an amount within
anyone’s budget,” based on the assumption
that for enough money, an insurer would is-
sue any policy. Actually analyzing price per
actuarial value unit of insurance, however, is
difficult because data about actual insurance
coverage held by individuals typically do not
include sufficient benefit details to calculate
plan value. Consensus that there is less value
in the individual, non-group market suggests
that reported premium differences understate
the difference in price per unit value across
different parts of the insurance market. As a
result, simulations of alternative proposals to
expand insurance based only on premiums
may misstate the potential costs of improving
the nation’s insurance status as well as the in-
teractions between public policy and private
market characteristics.

The price per unit of actuarial value pro-
vides a helpful tool for exploring public policy
and private health insurance markets. By
normalizing for variation in the value of bene-
fits, it provides a single measure for thinking
about supply in the U.S. health insurance
market from the consumer’s perspective.

Health Insurance: Public Policy

Publicly financed insurance is the most
prominent health insurance-related public
policy in the United States. Through Medicaid
and the State Children’s Health Insurance
Program (S-CHIP), federal and state govern-
ments provide insurance to nearly one-fifth of

                                                            
 142 Center for Studying Health System Change. “Cutting
Back But Not Cutting Out: Small Employers Respond to
Premium Increases.” Issue Brief No. 56, October 2002.

the nation’s non-elderly population.143 Re-
flecting the typical private-public dichotomy
of insurance provision, policymakers consid-
ering Medicaid expansions during the late
1980s and S-CHIP in the late 1990s were con-
cerned that raising the income cutoff for
Medicaid eligibility would cause large num-
bers of people just above the then-current in-
come eligibility levels to switch from the pri-
vate market into publicly provided insurance.
An extensive body of literature has evolved
assessing the potential magnitude of this
“crowding-out” effect.144

In its simplest form (shown in figure 1),
this notion suggests that raising the income
level for public insurance eligibility will move
everyone with incomes between the old and
new eligible income levels out of the private
market, where insurance costs $PP, into the
public program, where insurance costs $0. The
final version of S-CHIP allows states to estab-
lish sliding-scale premiums for those at higher
eligible income levels, so the price of public
insurance increases gradually with income
among those eligible (see figure 2). For exam-
ple, there were three premium levels for Cali-
fornia families of four in 2000: those at the
poverty level paid $8 monthly; at 150 percent
to 185 percent of poverty, they paid $14; and
at twice the poverty level, they paid $27 a
month. The actual slope of this sliding-scale
premium for expanded public coverage is
state-specific, as are the income levels at which
the price of coverage jumps to the market
price and the actual size of the insurance price
difference for those whose incomes are just
above the maximum eligibility level.

                                                            
 143 Institute of Medicine. Leadership by Example: Coordinat-
ing Government Roles in Improving Health Care Policy.
Washington: National Academies Press, 2002.
 144 D. M. Cutler and J. Gruber. “Medicaid and Private Insur-
ance: Evidence and Implications.” Health Affairs 16 (1)
(Jan.–Feb. 1997): 194–200; L. Dubay. “Expansions in Private
Health Insurance and Crowd-out: What the Evidence says.”
Kaiser Family Foundation, October 1999,
http://www.kff.org/content/1999/19991112m/dubay.pdf; L.
Shore-Sheppard, T. C. Buchmueller, and G. A. Jensen.
“Medicaid and Crowding Out of Private Insurance: A Reex-
amination Using Firm-Level Data.” Journal of Health Eco-
nomics 19 (1) (January 2000): 61–91.



141
C

O
V

E
R

IN
G

 A
M

E
R

IC
A

 |
 R

E
A

L
 R

E
M

E
D

IE
S

 F
O

R
 T

H
E

 U
N

IN
S

U
R

E
D

 |
 V

O
L

U
M

E
 III

FIGURE 1

Effect of Raising the Eligibility Limit of Income-tested Public Insurance Program on the Price of
Insurance by Income

Income

Price of
Actuarial
Value Unit
($)

IM

PP

The price drops from $P to $0 for those between the traditional eligibility level and the new level.

IE

PP – Price of Private
Insurance

IM – Traditional Medicaid
Eligibility Income Cut-off

IE – Expanded Medicaid
Eligibility Income Cut-off

FIGURE 2

Effect of a Sliding-Scale Premium Public Insurance Program on the Price of Health Insurance by
Income

Income

Price of
Actuarial
Value Unit
($)

PP

IM IE

PP – Price of Private
Insurance

IM – Traditional Medicaid
Eligibility Income Cut-off

IE – Expanded Medicaid
Eligibility Income Cut-off
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In addition to providing insurance to low-
income people, the income tax code encour-
ages certain forms of insurance. In particular,
employer-based insurance is tax advantaged
for the firm and its employees, who can also
use pre-tax dollars to pay their share of pre-
miums. According to Sheils and Hogan,145

federal tax collections were $111.2 billion
lower than they would have been in the ab-
sence of the tax advantage given to employer-
based health insurance.146 As a result of the tax
treatment of health insurance premiums, the
effective after-tax cost of a particular health
insurance policy drops as the marginal tax
rate increases with income.

                                                            
 145 J. Sheils and P. Hogan. “Cost of Tax-Exempt Health
Benefits in 1998.” Health Affairs 18 (2) (March–April 1999):
176–81.
 146 Historically, self-employed individuals who buy them-
selves insurance enjoyed half the tax advantage of those in
group plans, but current policy now provides 100 percent
deductibility for these taxpayers. Others who buy policies in
the non-group market receive no tax break, paying after-tax
dollars for their entire premium.

From a public policy perspective only,
therefore, the effective after-tax price of a par-
ticular amount of health insurance coverage is
zero for those below the income eligibility
level for public insurance (assuming they meet
other program criteria); it peaks for those just
above the maximum income level for publicly
provided insurance; and it drops at income
levels where the marginal tax rate increases
(see figure 3). This simple view ignores the
fact that many people below the income eligi-
bility level are not eligible for public insurance
because they fail to meet non-income criteria.
As a result, low-income people face one of two
prices—the private insurance price (PP) or
$0—depending on the non-income eligibility
requirements of public insurance. Tax subsidy
proposals aim to use federal tax policy to re-
duce the after-tax price from PP for low earn-
ers, presumably those with incomes below or
possibly slightly above IE.

FIGURE 3

Combined Effect of Public Policy on the Price of Health Insurance by Income

Income

After-Tax
Price of
Actuarial
Value Unit
($)

PP

PT1

PT2

PT3

IM IE IT1 IT2 IT3

PP – Price of Private Insurance

PT1-T3 – After-Tax Price of
Private Insurance

IM – Traditional Medicaid
Eligibility Income Cut-off

IE – Expanded Medicaid
Eligibility Income Cut-off

IT1-T3 – Income Cut-off level
for different tax brackets
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In summary, the key public policies that af-
fect the consumer’s price of insurance are the
income (and non-income) eligibility require-
ments for public insurance and the tax-
advantaged treatment of spending on health
insurance. The primary effect of these policies
is directly on after-tax prices, rather than on
the value of insurance products. These factors
have a secondary effect, through the incen-
tives they create in the private market, that af-
fects both premiums and value.

Health Insurance: Private Markets

The price/value relationship in the private
market is driven primarily by whether prod-
ucts are purchased individually or through
groups such as unions and employers. The
price per actuarial value (or, similarly, product
value for a given price) differs widely between
these two, with prices substantially higher in
the individual, non-group market. Glied et
al.147 document the difference in actuarial
value between individual and employer-
sponsored plans held by individuals to be
about 5 percent at the median. This observed
difference understates the difference in value
faced by people in the two groups, since the
probability of being insured differs between
those with access to employment-based cover-
age and those without such access. Among
group-sponsored plans, there appear to be dif-
ferences in price and value by group size, with
smaller groups facing higher price per actu-
arial value than larger groups. The small-
market reforms implemented by most states in
the mid-1990s were designed to reduce the
price-value differences between the small- and
large-group markets, largely by reducing the
variation in premiums across groups.148

Lower-income people are less likely to
have access to group coverage. For example,

                                                            
 147 Glied at al., 2003, op. cit.
 148 Physician Payment Review Commission. Annual Report to
Congress, 1995. Washington: Author, 1995.

Pauly149 estimates that among the uninsured,
only 12 percent with incomes below the pov-
erty level have access to group insurance (di-
rectly or through a family member); in con-
trast, 36 percent of those with incomes at
100–200 percent of poverty have such access.
As a result, low-income individuals not eligi-
ble for public insurance are more likely to face
the non-group market’s high prices than are
high-income people (see figure 4). The share
of people with access to lower-price group
products increases with income, so the mean
income-specific price per value unit falls as in-
come rises. Among those with private insur-
ance of any type for the entire year, low-
income people are more likely to report they
face financial or insurance-related barriers to
care, again suggesting that the actuarial value
of insurance that people buy increases with
income.150

Relative to the non-group market, the price
per unit value is lower for employer-
sponsored coverage for three reasons: em-
ployer subsidy of premiums, risk selection,
and administrative costs. The size of the em-
ployer subsidy has dropped steadily since the
postwar period, when employers typically
paid the entire premium, but it still represents
an important reduction in the price actually
paid by the insured in most group-sponsored
products. The size of the price difference due
to risk selection has been studied widely but
remains difficult to quantify. Strategies such
as excluding coverage for pre-existing condi-
tions and limiting certain types of benefits ex-
ist largely as risk-selection tools for insurers,
since the value reduction they represent is of
more importance to high-risk individuals than

                                                            
 149 Pauly M. Herring B. “Expanding Coverage via Tax Cred-
its: Trade-offs and Outcomes.” Health Affairs. 20 (1):9-26,
2001 Jan-Feb
 150 Based on analysis of individual data from the Medical Ex-
penditure Panel Survey (MEPS) 1999 household survey data,
where the financial and insurance-related reasons respon-
dents did not receive care included “could not afford care,”
“insurance company would not approve/cover/pay,” “pre-
existing condition,” “insurance company required refer-
ral—could not get,” and “doctor refused family insurance
plan.”
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to those at low risk. As discussed at length
when many states instituted insurance market
reforms in the mid-1990s, legislative efforts to
lower premiums for high-risk individuals and
small groups through fewer opportunities for
risk selection must be weighed against the
likelihood that higher premiums will cause
low-risk individuals and groups to drop cov-
erage. Essentially, this means that efforts to
improve the value of these products comes
with a price tag that will chase away low risks,
thereby raising premiums further for those
who remain in the insurance market.

Finally, non-group insurers argue that their
administrative costs are higher because they
incur marketing and application processing
costs that are borne by the human resource
departments of firms offering group products.
Pauly151 argues that these costs in the non-
group market may be unnecessarily high, cit-
                                                            
 151 M. Pauly, A. Percey, and B. Herring. “Individual versus
Job-Based Insurance: Weighing the Pros and Cons.” Health
Affairs 18 (6) (Nov.–Dec. 1999): 28–44.

ing the drop in administrative costs of auto-
mobile insurance that occurred when national
firms began bypassing insurance agents and
offering direct-to-consumer products.

In addition to these direct effects on the
price per unit value, employment-based in-
surance likely has a number of secondary ef-
fects on the insurance market. First, when total
compensation includes a mix of wages and
benefits such as health insurance, nominal
wages act as an imperfect price signal in the
labor market. This creates the potential for se-
lection effects that lead to inefficient labor al-
location and health risk pooling. Second, this
system makes employers become health in-
surance agencies, a role for which they may be
poorly suited.

The mean price per unit value as a function
of income (figure 4) reflects the mix of people
buying in each of the three markets at a par-
ticular income level and the actual levels of PI,
PS, and PG. The fact that these different prices

FIGURE 4

Effect of Correlation between Income and Source of Private Insurance on Mean Price of Available
Insurance by Income

Income

Before-Tax
Price of
Actuarial
Value Unit
($)

Individual
Market

Group
Market

At incomes below II, few people have access to group-sponsored insurance, so the average price they face is PI.
Access to group products grows with income and is virtually universal for incomes greater than IG, where the
price levels off at  PG.

PI

PS

PG

II IG

PI – Mean Price of Individual
Private Insurance

PS – Mean Price of Small Group
Insurance

PG – Mean Price of Large Group
Private Insurance

II – Income Level of Individuals
Not Offered Group Insurance

IG – Income Level of Individuals
Offered Group Insurance
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reflect at least in part the risk selection that has
occurred into each of the three suggests there
is a complicated relationship among the three.
To understand the price per unit value across
the income distribution, how it has been
changing over time, and how policy affects it,
the key question is to understand the effect on
price per unit value of risk selection into and
out of the individual and small-group markets
relative not only to uninsurance but also to
group products. As discussed below, some re-
form proposals express the direction and
magnitude of these selection effects; others do
not.

Within the private market, then, the key
factors that affect the price per value borne by
the consumer are the share of the premium
paid by the employer, risk selection, and ad-
ministrative costs. The first and third factors
appear to affect premiums directly, while the
second may affect the value of offered prod-

ucts more directly in different segments of the
private market.

After-Tax Price as a Function of Income
and Its Role in Insurance Purchase

This individual-versus-group private market
exists within the public policy regimes de-
scribed earlier. As a result, some low-income
consumers who do not have access to group
products are able to choose the free or sliding-
scale public program while others are not (see
figure 5). Those with incomes above the public
program’s eligibility level operate exclusively
in the private market. Those closest to the eli-
gibility level are those people in the private
market least likely to have access to a group
product. As a result, within the lowest income
tax brackets, the mean after-tax price per actu-
arial value unit falls as the share of people at
each income level with access to group prod-
ucts increases. This within-tax-bracket effect

FIGURE 5

Combined Effect on Public Policy and Private Markets on Mean Price of Insurance by Income

After-Tax
Price of
Actuarial
Value Unit
($)

IM IE IT1 IT2 IT3

Income

PT2

PT3

II IG

PI

PI – Mean Price of Individual Private Insurance

PT2-T3 – After-Tax Price of Private Insurance

IM – Traditional Medicaid Eligibility Income Cut-off

IE – Expanded Medicaid Eligibility Income Cut-off

II – Income Level of Individuals Not Offered Group
Insurance

IG – Income Level of Individuals Offered Group Insurance

IT1-T3 – Income Cut-off level for different tax brackets

Note: Dotted lines indicated two standard deviations around the mean.
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likely disappears in higher tax brackets, where
access to group products is widespread. At
these higher income levels, consumers benefit
from the tax treatment of their spending on
health insurance, the explicit subsidy pro-
vided by their employers, and the risk selec-
tion and administrative cost savings associ-
ated with group products.

The actual shape of the after-tax price per
value unit function depends on several public
policy and private market characteristics. The
after-tax price as a function of income as rep-
resented in figure 5 is based on several as-
sumptions about the relationship between key
publicly determined income levels, such as the
maximum eligibility for expanded public pro-
grams (IE) and income-tax bracket cutoffs (IT1-

T3), and market-determined levels, such as the
income levels at which individual and group
products are relatively more prevalent (II and
IG). In particular, as drawn, key income levels
are assumed to ascend from expanded eligi-
bility for public insurance, individual-
dominant private market, tax bracket change,
and, finally, the group-dominated private
market, after which only tax bracket changes
continue to occur. If, instead, the expanded
eligibility level (IE) equals (or exceeds) the
level at which individual policies dominate
the private market (II), then the after-tax price
would begin to decline from PI (or some P
between PI and PG) immediately at IE. The
variance around the mean is driven primarily
by the shares of people in the non-group,
small-group, and large-group markets at each
income level. For those with incomes below
the public insurance eligibility level, the vari-
ance shown is only for those not eligible for
public coverage; the price and variance for
those eligible is zero.

To reflect public and private policy accu-
rately, it would be necessary to construct fig-
ure 5 separately by state and by population
subgroups explicitly recognized by policy,
such as eligibility levels for children compared
to those for adults. In fact, other dimensions

besides income might yield an even more no-
ticeable price differential among groups, such
as age and health status. For example, the ra-
tio of the non-group price per value for some-
one with a costly chronic condition and that of
a healthy person is likely to be larger than the
ratio of the price for low-income people to
high-income people as represented here.

The price function is also affected by how
the actuarial value of plans is conceived. As
described above, the maximum value was
based on the notion of first-dollar coverage for
all health services.152 This avoids making any
assessment of appropriate levels of coverage,
or picking those dimensions in which cover-
age characteristics are more important to con-
sumers. However, this definition may lead to
a biased measure of price per value across in-
come for analyses of policies that do make
such choices, to the extent that there are par-
ticular benefits whose marginal price differs in
different parts of the private market. For ex-
ample, the price per value in the individual
market (PI in figure 4) may be higher than that
in the small-group market (PS) because, say,
coverage for infertility treatment is extraordi-
narily expensive in the individual market,
while the price for coverage for all other serv-
ices is not that different. In this case, the dif-
ference between PI and PS is larger than it
would be if the definition had been “price per
actuarial value unit for all but infertility serv-
ices.” As a result, using the price per value
measure as defined here might be misleading
when analyzing a policy aimed at promoting
access to a particular benefits package. Again,
such distortions exist only if the marginal cost
of coverage for particular services differs
across the income distribution. If this is an im-
portant issue, then it may be appropriate to
define alternative price-per-value measures
for particular analyses. This issue should not

                                                            
 152 In fact, as represented here, the benefits offered through
Medicaid effectively constitute the maximum value, since
those eligible for Medicaid are shown as facing an after-tax
per value price of $0.
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change the overall shape of the price function,
but it will affect the distances between key
prices, such as PI and PG in figure 4.

Unfortunately, the difficulty in putting
actual values on the different income levels at
which the price changes, and the actual prices
at these cut points, prohibits us from making a
precise comparison of price per value by in-
come directly with uninsurance rates by in-
come. Nonetheless, national guidelines and
summaries can be used to draw the relation-
ship among price, uninsurance, and income.
Medicaid’s income eligibility level differs
among eligibility groups, but for these pur-
poses, 133 percent of the poverty level was
used. Similarly, states differ in how much they
have expanded eligibility under S-CHIP, but
most have approved plans for covering those
up to 200 percent of the poverty level.153 This

                                                            
 153 These estimates are for a family of four that includes two
children and files jointly. Standard deductions and exemp-

simple set of key income level estimates al-
lows for a direct comparison between price
per value and uninsurance rates across the in-
come distribution (see figure 6). As expected,
uninsurance rates drop with price per value
along the income distribution.

Policies for Expanding (or
Redistributing) Insurance

The after-tax price per actuarial value as a
function of income provides a tool for com-
paring alternative strategies for expanding in-
surance coverage. As evidenced by the grow-
ing crowd-out literature, such analyses typi-
cally lead to particular concern for under-

                                                                                       
tions were added to the taxable income level at which tax
rates change to convert to gross income. The resulting sum
was then converted to a share of the federal poverty level
for a family of four. These estimates are imprecise because
they ignore the effect of the earned income tax credit,
itemized deductions, and other aspects of the tax code that
affect the relationship between gross and taxable income.

FIGURE 6

Mean Price of Insurance and Uninsurance Rates by Income

After-Tax
Price of
Actuarial
Value Unit
($)

133% 200% 370% 740% 1,000%

Income as Share of Federal Poverty Level

PT2

PT3

II IG

PI

     %
Uninsured

    2000*

36

26

16

6

          Uninsurance Rate   (right axis)

          Price  (left axis)

*Uninsurance rate is reported for income ranges (Kaiser Commission, 2002)
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standing market alternatives for those below
through just above the eligibility level for
public programs.

Before focusing on that part of the income
distribution, however, the fact that after-tax
price declines with income above this point
merits comment in terms of equity and effi-
ciency. The regressive nature of the way our
current employment-based system is taxed is
likely inefficient, leading those at high income
levels to be “overinsured,” which, in turn,
may be an important contributor to medical
cost growth.154 Similarly, the falling price as
income increases due to public policy alone is
arguably inequitable by some simple, intuitive
notions of equity (figure 3). As a result, the
tendency to focus on policies aimed at indi-
viduals with income levels around IE may lead
us to ignore the larger question of whether
public policy is directing resources in this
market as appropriately as possible through
the implicit public spending on tax-
advantaged employer-based insurance. In
other words, discussions of covering the unin-
sured are often couched as expanding public
spending, which begets the crowding-out con-
cerns described above. A quick glance at fig-
ures 3 and 5 suggests that it may be just as ap-
propriate to ask if rather than expanding the
amount of government spending on insur-
ance, public policy’s effect on the price of in-
surance could be redirected to reallocate public
spending, both explicit and implicit, on insur-
ance. It may be appropriate to ask whether the
downward-sloping part of figure 3 should be
eliminated, and whether the additional tax
revenues generated could be used to subsidize
insurance for those with low incomes. In other
words, at a minimum, eliminating the publicly
generated downward-sloping part of the price
function could be both efficient and equitable;
at the same time, additional tax revenues
would be generated that could be used to
modify the steep ascending part of the curve

                                                            
 154 Sheils and Hogan, 1999, op. cit.

at IE (and the high price for those in private
market earning less than IE).

Currently, modifying the steep gradient at
the maximum public insurance eligibility in-
come limit is at the heart of efforts to reduce
uninsurance (and the high price to those be-
low this income cutoff who are ineligible for
public insurance), since this is the part of the
income distribution where uninsurance rates
are highest and premiums appear to be most
“unaffordable.” The analysis presented here
suggests that working through taxes alone,
such as with refundable tax credits, may be an
expensive way to provide everyone with some
minimal value of coverage, since people at this
income level are more likely to shop in the ex-
pensive non-group market. Some discussions
of this type of solution, like the graph in figure
3, fall into the trap of considering a “private
price” (PP in figure 3) as the operand for tax
arithmetic, when in fact multiple private
prices (simplistically PI, PS, and PG in figure 4)
are not uniformly distributed across income
levels. If the intent of tax-based reforms is to
lower the effective price of insurance, this
could be achieved through tax credits directly
or through some combination of tax credits
and insurance market reform (or subsidy). In
other words, tax credits alone affect only the
tax treatment of whatever premium is paid
(figure 3), and market reform affects the be-
fore-tax market prices faced (figure 4), while
some combination might be the most cost-
effective way to produce the after-tax price
that will expand insurance coverage.

It may be that changes in one sphere lead
naturally to desired changes in the other. For
example, Pauly155 asserts that refundable tax
credits for low earners will, in essence, level
the public-policy playing field across income
levels and revitalize the individual non-group
market. In the framework presented here, he
argues that balancing the tax treatment of em-
ployment-based insurance with refundable

                                                            
 155 Pauly, Percy, and Herring, 1999, op. cit.
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credits for low-income people will level P
across incomes in figure 3 and, subsequently,
in figure 4. If he is correct with regard to the
effect of public policy and private markets, the
resulting after-tax price per value would no
longer vary with income, except for those eli-
gible for public insurance (with incomes be-
low IE). Presumably, the effect would be the
same if the tax advantage to employment-
based coverage were eliminated, since it
would greatly reduce the incentive for em-
ployed people to restrict themselves to the
group market. If Pauly is overly optimistic
about the nature and magnitude of this effect,
then the size of the tax credit would have to be
larger than he estimates if it is to be large
enough to enable those with low incomes to
buy insurance.

The market reforms passed by most states
in the 1990s were largely aimed at changing
the price/income gradient in the private mar-
ket, moving PI, PS, and PG in figure 4 toward
one another, mostly by reducing the role of
risk selection in inflating and creating variance
in PI and PS. To the extent that states focused
on the small-group market rather than the in-
dividual market, the fact that small firms
could opt out created the possibility that PI

could decline as the result of declines in PS, if
relatively high-risk small groups dropped out
but lowered the risk of those subsequently in
the individual market.156 (The opposite could
happen as well, with PI increasing if the new
risks in the individual market exceed the pre-
vious level of risk and price continues to re-
flect risk.) There seems to be consensus at this
point, however, that these reforms have not
had important effects.157

                                                            
 156 This would happen if the average risk in the small-group
market was lower than the average risk in the non-group
market. If small firms withdrew coverage, and their employ-
ees reverted to the non-group market, then the average risk
in this market would fall, possibly lowering PI.
 157 Marquis, MS and SH Long. “Effects of ‘Second Genera-
tion’ Small Group Health Insurance Market Reforms, 1993-
1997.” Inquiry 38(4):365-380, 2001/2002 Winter; Jensen,
GA and MA Morrisey, “Small Group Reform and Insurance
Provision by Small Firms, 1989-1995.” Inquiry 36(2): 176-
187, 1999 Summer.

Proposals to expand insurance through
mandated purchase of a minimum benefits
package or other approaches that do not ex-
plicitly involve tax policy, public program eli-
gibility, or market reform are amenable to
analysis through the after-tax price per value.
To analyze such a proposal, the after-tax price
per value would first be estimated based on a
maximum actuarial value equal to that of the
required benefits package. Within this some-
what constrained benefits universe, the curve
in figure 4 is presumably flatter (as are the
within-tax bracket slopes of figure 5), but
without other policy changes, those at low-
income levels would still face the highest af-
ter-tax price per value. Multiplied by the re-
quired package value, these individuals
would pay the highest dollar value to satisfy
the new insurance mandate.

The after-tax price per value by income
level is a fairly simple measure for considering
alternative proposals for reforming the U.S.
health insurance system. It is the product of all
the key factors in the system—publicly fi-
nanced insurance, the tax code, employer sub-
sidies, risk fragmentation, and administrative
costs—and can help us understand how
changes in one area may or may not have sig-
nificant net effects from consumers’ perspec-
tive.
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