
No Am ericans should be den i ed access to needed

m edical care because they lack health insu ra n ce cov-

era ge , and no health care provi ders should go unpaid

because they treat people who lack the means to pay

for care . This propo s i ti on is the guiding pri n c i p l e

u n derlying the proposal for universal health covera ge

that we devel op in this paper. We have de s i gn ed a sys-

tem that ach i eves universal covera ge by (a) provi d i n g

gen erous subsidies in the form of tax credits for

those with limited abi l i ty to pay, (b) mandating that

everyone buy covera ge from one source or another,

(c) establishing Med i c a re as a tem pora ry back u p

p ayer for those who fail to purchase covera ge , a n d

(d) establishing aggrega te purchasing arra n gem en t s .

The sys tem is built on the fo u n d a ti on of c u rrent pri-

va te health plans and em p l oym en t - b a s ed covera ge .

Our plan ad d resses on ly the non - el derly pop u l a ti on ;

the Med i c a re program for the el derly would rem a i n

as a sep a ra te progra m .

Objectives

Our approach is based on a vision of the way health

c a re financing should loo k . It seeks to ach i eve the

following objectives.

Universal Coverage

Large numbers of Americans are without health

coverage—about  million by the latest count—

and this nu m ber has been ri s i n g, even in the face

of the lon gest peri od of su s t a i n ed pro s peri ty in

U.S. history. Many other citizens have inadequate

coverage that does not protect them from incurring

unaffordable medical bills in the case of a serious

illness or injury or does not encourage use of cost-

effective preventive and primary care services.

Many people lose coverage when they lose or

change jobs. Although there are programs to cover

poor children and families, many low-income indi-

viduals and working families are not eligible for

public subsidy programs and cannot afford to buy

coverage privately.

We are proposing a plan to correct these prob-

l em s . We bel i eve that any plan to ach i eve univers a l

covera ge must inclu de two fe a tu re s : a federal man-

d a te that everyone have covera ge , and su b s t a n ti a l

subsidies to make coverage affordable for everyone.

Those fe a tu res are alre ady em bod i ed in Med i c a re ,

the plan that covers essentially everyone over the age

of . In enacting Medicare, we decided as a society

that en su ring access to needed medical care for the

el derly pop u l a ti on was so important that we were

willing to impose a degree of compulsion to achieve

u n iversal covera ge . Using the same ra ti on a l e , we

bel i eve that a mandate for covera ge can be ju s ti f i ed

as a way to ensure access for people of all ages and to

achieve fairness—by eliminating “free-riders,” those

who do not buy covera ge but use the medical sys-

tem’s re s o u rces in em er gen c i e s . Our plan wo u l d

en su re that no one is ever “bet ween” covera ge or

o t h erwise falls thro u gh the crack s . This obj ective is

achieved by establishing an individual mandate and

by making Medicare the default payer for those who

n evert h eless fail to get covera ge (with disincen tive s

for indivi duals to rely perm a n en t ly on Med i c a re

coverage).

Reduced Fragmentation, Duplication, and Inequities

of Public Subsidy Programs 

The current public financing system is highly frag-

mented and unduly complicated. There are many

different types of subsidy programs, each with dif-
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ferent el i gi bi l i ty cri teria and ben efit stru ctu re s .

As people’s circumstances change, they become

ineligible for one program but may not be eligible

for others, or they may be eligible but not know

they are. Some people are reluctant to enroll

because of the stigma associated with public pro-

grams. As a consequence, people fall through the

cracks. The subsidy system is far from seamless. Few

people can keep track of all the system’s features,

especially because of constant policy changes, and it

inevitably is bureaucratic, duplicative, and expen-

sive to administer.

Cu rrent subsidies are also unfair. Because the

m a j or public financing progra m s , e s pec i a lly Med i c-

aid, permit substantial local discretion in setting eli-

gi bi l i ty standard s ,i n equ i ties abo u n d . People in equ a l

c i rc u m s t a n ces are not tre a ted equ a lly. Needy peop l e

in some parts of the country have no coverage, while

s i m i l a rly situ a ted people in other parts of the co u n-

try have com preh en s ive covera ge . We have a mu l ti -

tiered system of care based in part on income and in

p a rt on wh ere people live and their state’s el i gi bi l i ty

and ben efits standard s . If the obj ective is to provi de

access to appropri a te care to all needy peop l e , it is

hard to defend the current system.

In ad d i ti on , the su b s i dy sys tem for the non -

poor—the income tax provi s i ons that all ow em p l oy-

er-paid health prem iums to be exclu ded from

em p l oyee s’ t a x a ble incom e — f avors high er- i n com e

people over lower- i n come peop l e . Hi gh er- i n com e

people of ten work for em p l oyers who pay more

tow a rd covera ge , so more income is tax-exem pt ;a n d

because they have high er marginal tax ra te s , the tax

exclu s i on is worth more to them .G overn m en t’s tax-

ex pen d i tu re cost is very high —   .  bi ll i on in feder-

al mon ey and    .  bi ll i on in state tax losses in    .1

The approach we propose el i m i n a tes the patch-

work of su b s i dy approaches and mu l tiple publ i c

progra m s , the bu rden s ome and ex pen s ive ad m i n i s-

tra tive procedu res for determining el i gi bi l i ty, a n d

the myri ad com p l i c a ted and con s t a n t ly ch a n gi n g

reg u l a ti on s . This obj ective is ach i eved by rep l ac i n g

most subsidy programs with a tax credit, basing eli-

gibility for the credit on income alone.

Simplified Administration 

The current ad m i n i s tra tive sys tem for priva te

health insu ra n ce is unnece s s a ri ly inef f i c i en t , w a s te-

f u l , and bu rden s ome for pati ents and provi ders .

Time and re s o u rces are wasted because there is

no cen tra l i zed sys tem for determining el i gi bi l i ty,

i den ti f ying ben efit limits, su bm i t ting claims for

p aym en t , and coord i n a ting ben ef i t s . Ma ny of t h e

costs are borne by pati ents as they try to wend thei r

w ay thro u gh the maze of claims su bm i s s i on and

ad m i n i s tra ti on , and su rely many costs that are lega l

obl i ga ti ons of i n su rers are actu a lly paid out of

pocket by pati ents because claims are never su b-

m i t ted or are not set t l ed acc u ra tely. The sys tem we

propose would su b s t a n ti a lly redu ce the bu rden s

and costs borne by provi ders and pati ents rel a ted

to determining the limits on ben ef i t s , filing cl a i m s ,

and coord i n a ting ben ef i t s . This obj ective is

ach i eved by establishing a nati onal cen tra l i zed

el ectronic mechanism for paying claims and coor-

d i n a ting ben ef i t s .

Maintaining the Role of Private Health Plans and

Insurers as Sellers of Health Insurance Coverage

The current sys tem of priva te health plans and

i n su rers works well for most Am eri c a n s . Com-

peti ti on among health plans and insu rers for bu s i-

ness helps to prom o te ef f i c i ency and bet ter servi ce .

In addition, recent changes in state and federal laws

governing the sale of i n su ra n ce to small em p l oyers

h ave improved some aspects of perform a n ce .

Th o u gh furt h er ch a n ges may be needed , t h ere

s eems to be little re a s on or po l i tical de s i re to aban-

don the basic stru ctu re of a priva te insu ra n ce sys-

tem , and there is no obvious altern a tive on the

horizon. The case for retaining the basics of the cur-

rent system is strong.

Continued Reliance on Employer-Sponsored

Coverage and the Role of Employers as Poolers of Risk 

Employers play a major role in pooling risk; that is,

t h ey bring toget h er people with different levels of

risk who all pay a similar prem iu m . Avoiding seg-

1 John Sheils, Paul Hogan, and Randall Haught. Health Insurance and
Taxes: The Impact of Proposed Changes in Current Federal Policy. Report
of The National Coalition on Health Care, October 18, 1999.



m en t a ti on of risk is a major ch a ll en ge for any sys-

tem , so it seems wise not to abandon a sys tem that

meets the need for risk pooling for a large portion of

the pop u l a ti on . In ad d i ti on , mu ch of the pre s su re

and many of the ideas for cost con trol and qu a l i ty

improvement have origins in the employer commu-

n i ty. The case is strong for con ti nuing to have

employers be advocates for employees in purchasing

coverage that offers good value.

Features of the System

Subsidies

 

Every (non - el derly) Am erican would be el i gi ble for

a health covera ge su b s i dy in the form of a “ref u n d-

a bl e” tax credit that could be used to of fs et costs of

covera ge , wh et h er the prem ium is paid by the

i n su red pers on (including those buying indivi du a l

covera ge) or by an em p l oyer on beh a l f of a n

em p l oyee . That is, a family ’s income tax liabi l i ty

would be redu ced by the amount of the cred i t , a s

long as the total of the employer and employee pre-

m ium was equal to or gre a ter than the cred i t .

However, a ny prem iums paid by the em p l oyer

would be considered taxable income to the employ-

ee. Although the size of the tax credit would be larg-

er for lower- i n come peop l e , everyone would be

el i gi ble for the minimum cred i t . That minimu m

c redit would be equal to the avera ge va lue of t h e

c u rrent federal income tax exclu s i on to those wh o

h ave em p l oyer- s pon s ored covera ge , or approx i-

mately  per year for an individual or , per

year for a family.2 L a r ger subsidies would be ava i l-

a ble to people bel ow the median family incom e

( c u rren t ly abo ut   ,    per ye a r ) . People wi t h

incomes at or below the federal poverty level would

get a total tax credit sufficient to pay the full premi-

um for covera ge com p a ra ble to the costs of ef f i-

c i en t ly provi ded Medicaid ben ef i t s .3 For those

bet ween the poverty level and the median incom e ,

subsidies would be redu ced gradu a lly as incom e

rises so that those at the median income wo u l d

receive the minimum subsidies indicated above.

The tax credit su b s i dy needs to be “ref u n d a bl e”

and paya ble in adva n ce . That is, people wh o s e

i n come tax liabi l i ty is less than their credit wo u l d

receive the difference in the form of a “refund.” And

because prem iums have to be paid mon t h ly begi n-

ning more than a year before tax time,a mechanism

is needed to make covera ge afford a ble du ring the

year as prem iums come du e . We propose that the

amount of the su b s i dy be based on the previ o u s

ye a r ’s report a ble incom e . People whose report a bl e

i n come is low en o u gh to qualify them for adva n ce

p aym ents would receive a federal vo u ch er every

month that could be applied to the cost of coverage.

Vo u ch ers could be tra n s ferred to and redeem ed by

either employers or insurers, depending on whether

the pers on has covera ge thro u gh an em p l oyer or in

the indivi dual market . (This vo u ch er process and

redem pti on gen era lly would be handl ed el ectron i-

cally through the centralized administration system

de s c ri bed later.) If a family that is not receivi n g

vo u ch ers ex peri en ces a decline in income that

would make it el i gi ble for adva n ced paym en t s , i t

could app ly for el i gi bi l i ty at that ti m e . Any govern-

ment overpayments would be reconciled at the next

tax filing, with minor amounts (for example, under

 per year) being forgiven.

An important issue is how to adjust the subsidies

over time as the cost of m edical servi ces incre a s e s .

For people bel ow the poverty level , the su b s i dy

should be ad ju s ted so that it is alw ays adequ a te to

p u rchase covera ge equ iva l ent to current Med i c a i d

ben ef i t s . We propose that the Office of the Actu a ry

in the Health Ca re Financing Ad m i n i s tra ti on be

a s s i gn ed the task of devel oping an appropri a te

2 In 2000 the average employer premium contribution was about $4,600
a year for family coverage and about $2,100 for single coverage.
(Computed from Jon Gabel et al. “Job-Based Health Insurance in 2000:
Premiums Rise Sharply While Coverage Grows.” Health Affairs 19 [5]
[September/October 2000]: 147). For someone in the 32 percent mar-
ginal tax bracket, the tax savings are about $1,500 for family coverage
and $700 for single coverage.

3 Because Medicaid-covered services vary from state to state, the federal
enabling legislation would define a uniform benefits package. But the
intent is that the covered services would be equivalent to what is now
typically available to Medicaid enrollees. Any changes in benefits over
time would be defined by changes in federal law or regulations.



i n dex to increase the su b s i dy over ti m e . For peop l e

e a rning above the median incom e , we would pro-

pose that the su b s i dy not be indexed to incre a s e

a utom a ti c a lly but could be incre a s ed at the discre-

ti on of Con gre s s . For those bet ween the poverty

l evel and median incom e , the su b s i dy wo u l d

i n c rease autom a ti c a lly wh en it was incre a s ed for

those below the poverty level.

 

The current tax policy that exclu des em p l oyer pre-

m ium con tri buti ons from em p l oyee s’ t a x a bl e

income is widely acknowledged to be an inequitable

and inef f i c i ent way to su b s i d i ze the purchase of

health insu ra n ce . It is inequ i t a ble because many

l ow - i n come people do not have em p l oyer- s pon-

s ored covera ge , so they get no ben ef i t ; h i gh er-

i n come people tend to have more com preh en s ive

covera ge and thus more exclu d a ble incom e ; a n d

h i gh er- i n come people have high er marginal tax

rates, so they benefit more from every dollar that is

exclu ded from tax. The su b s i dy is inef f i c i en t — t h a t

i s , its cost is high rel a tive to the obj ective — bec a u s e

mu ch of the for gone tax revenue pays for su b s i d i e s

to people who could afford to pay for covera ge out

of pocket. It is also inefficient because it encourages

people to consume more health care services relative

to other goods and servi ces than they would if

employer-paid premiums were not “tax sheltered.”

Substituting a tax credit for the tax exclusion

substantially reduces the inequity, especially

because the credit we propose is larger for lower-

income people but fixed for those with incomes

above the median. Though a case could be made for

entirely phasing out the credit for higher-income

people on equity and efficiency grounds,this would

produce a large tax increase for political ly influen-

tial middle- and high-income people. Retaining a

substantial subsidy for these income groups should

lessen political opposition to the change, although

high-income people whose employers contribute

generously to comprehensive coverage would still

have a higher tax liability with the tax credit than

with the tax exclusion.

The current Medicaid program provi des com-

prehensive medical coverage to families that qualify.

( It also inclu des covera ge of s ome non - m ed i c a l

services, about which more is said later.) We believe

that su ch com preh en s ive medical covera ge should

be subsidized fully for all families below the poverty

level,and that substantial though gradually decreas-

ing subsidies should be ava i l a ble to families up to

the median income level . Wi t h o ut su ch su b s i d i e s ,

m a ny wi ll find the cost of p aying for the now -

m a n d a tory covera ge to be bu rden s ome if n o t

i m po s s i bl e . The gradu a ted ph a s i n g - o ut of l ow -

income subsidies is justified on the grounds of abil-

i ty to pay and to en su re that the sys tem does not

i n clu de strong work disincen tive s . If the su b s i dy

were redu ced too qu i ck ly, s ome people would be

relu ctant to take high er- p aying jobs that wo u l d

m a ke them inel i gi ble for the low - i n come su b s i dy

because they actually might have lower net incomes

after paying more for health insurance.

The feature of the proposal that may need more

explanation is the provision that allows the credit to

be applied not only to premiums paid by employees

or indivi duals but also to those paid by em p l oyers .

This provision would appear to make the budgetary

cost of the subsidy higher, but that is not likely to be

the case in the long run. Since employer-paid premi-

ums would be taxable income to employees,there is

no reason for employees to prefer being compensat-

ed in the form of em p l oyer-paid prem iums ra t h er

than mon ey wage s . If the tax credit could not be

a pp l i ed to em p l oyer-paid prem iu m s , em p l oyee s

would urge em p l oyers to stop paying the prem iu m

and give them the equ iva l ent in mon ey wage s .

E m p l oyees then could pay for covera ge them s elve s

and use the tax credit to offset the cost,leaving them

The most compelling reason for mandating 

that everyone be covered is that this requirement 

is necessary to ensure universal coverage.



with more net incom e . Over time em p l oyers likely

would stop paying anything for prem iums bec a u s e

doing so would ben efit their em p l oyees wi t h o ut

adding to the em p l oyers’ co s t s . ( E con omists argue

that employers are largely indifferent to the form of

com pen s a ti on ; what counts is the cost of the to t a l

compensation package,including money wages plus

employee benefit costs.) At the point where employ-

ees pay all of the prem iu m , the credit could be

applied to the entire premium;so the budgetary cost

is the same as if the credit could be app l i ed tow a rd

both the em p l oyer and em p l oyee porti ons of t h e

premium. But if employers stopped paying for pre-

m iu m s , t h ey might be tem pted simply to abandon

en ti rely their role as purchasing agents acting on

behalf of their employees. For reasons noted earlier,

we think this would be a bad result. But if the credit

a pplies equ a lly to em p l oyer-paid or em p l oyee - p a i d

prem iu m s , em p l oyers may con ti nue to pay a por-

ti on of the prem ium and to pursue good va lue in

purchasing health coverage for their employees.

Rega rding ch a n ges in the su b s i dy over ti m e , t h e

ra ti onale for increasing the su b s i dy for impoveri s h ed

people as medical costs rise is stra i gh tforw a rd : We

want to en su re that they can afford the covera ge they

a re requ i red to buy. For the group bet ween the

poverty level and median incom e , the same ra ti on a l e

ju s tifies increasing their su b s i dy, wh i ch would hap-

pen more or less autom a ti c a lly, s i n ce it is ti ed to the

su b s i dy for those bel ow the poverty level , with a

ph a s e - o ut as income ri s e s . We do not propo s e ,h ow-

ever, to autom a ti c a lly increase the tax credit su b s i dy

for people above median incom e . The main re a s on

for cre a ting the credit for them in the first place was

not because the su b s i dy was needed to make cover-

a ge afford a bl e , but to avoid the po l i tical obj ecti on s

that would occur if this group had to give up its cur-

rent tax exclu s i on su b s i dy wi t h o ut having anyt h i n g

else in its place . On equ i ty gro u n d s , a case could be

m ade for having the real (after- i n f l a ti on) va lue of

the tax credit su b s i dy decline over ti m e . If the cred i t

is incre a s ed for this high er- i n come gro u p, we favor

h aving Con gress ex p l i c i t ly dec i de to raise it ra t h er

than having it increase autom a ti c a lly as med i c a l

costs ri s e .

Individual Mandate

 

Every indivi dual and family would be requ i red to

h ave health covera ge—that is, at a minimu m , a s

comprehensive as Medicare benefits (Parts A and B)

with the ad d i ti on of a drug ben efit and well - ch i l d

c a re .4 To en su re that su ch plans are ava i l a bl e , a ll

insurers offering health coverage would be required

to offer a policy that includes the services covered by

Med i c a re plus pre s c ri pti on dru gs and well - ch i l d

care and to price the policy on an actuarially defen-

sible basis.

A mandate without effective enforcement would

not ach i eve the de s i red re su l t . We propose that

everyone be requ i red to show proof of p u rchase of

coverage as part of his or her annual filing of federal

i n come tax form s . In the case of f a m i l i e s , proof of

coverage would be required for the person filing the

retu rn , his or her spo u s e , and all depen dents listed

on the tax retu rn . In su rers , health plans, and sel f -

i n su red em p l oyers would be requ i red to issue a

standard form to all policy holders that serves as the

proof of p u rchase and is attach ed to income tax

retu rns (com p a ra ble to W- forms now issu ed by

em p l oyers to show earn i n gs ) . The forms wo u l d

i n d i c a te the months du ring wh i ch each pers on is

i n su red . In d ivi duals who have no taxable incom e

a n d , t h erefore , do not now file a tax retu rn , s ti ll

would be requ i red to send in proof of covera ge

when federal tax returns are due.

Those who fail to show proof of covera ge incur

the fo ll owing pen a l ty: for every month they are

wi t h o ut covera ge , t h ey would be requ i red to pay a

fee , to be inclu ded with their tax retu rn , that is

equ iva l ent to the mon t h ly cost of covera ge for

Med i c a re ben efits plus a   percent su rch a r ge . Th e

fee would be levi ed wh et h er or not the indivi du a l s

use any medical servi ces du ring the time they are

uninsured. The fee would be based on the actuarial

cost of providing the augm en ted Med i c a re ben ef i t s

p ack a ge to a non - Med i c a re pop u l a ti on under age

4 In referring to Medicare benefits, we are referring only to the services
covered, not to the kind of system that delivers these services. An indi-
vidual could meet the mandate requirement by choosing an indemnity
plan, a preferred provider organization (PPO), a health maintenance
organization (HMO), etc., as long as the benefits were as extensive as
those covered under Medicare. 



. The prem ium assessment would be ad ju s ted to

reflect family size and composition and regional dif-

feren ces in medical co s t s , but not age of the adu l t s

( ex p l a i n ed under “ In su ra n ce Reg u l a ti on” bel ow ) .

The tax credit applicable to the family or individual

( d i s c u s s ed in the previous secti on) can be app l i ed

against this liability.

 

To ach i eve the obj ective of u n iversal covera ge

requ i res that one of t wo con d i ti ons be met : ei t h er

everyone must be required to purchase coverage, or

a mechanism must be in place that autom a ti c a lly

covers everyone (as is the case with social insurance

systems). In a sense, we have chosen to build in both

con d i ti on s . We would mandate that everyone buy

priva te covera ge , but , in ad d i ti on , we propose that

a nyone who is not priva tely covered , for wh a tever

re a s on , would default into Med i c a re covera ge and

p ay a prem ium for the time he or she is covered

u n der that sys tem . In a sen s e , this approach can be

t h o u ght of as an indivi dual (as con tra s ted with an

employer) “play or pay”mandate: one either “plays”

by purchasing priva te covera ge or “p ays” by bei n g

assessed for Medicare coverage. (The mechanism by

wh i ch this is accom p l i s h ed is discussed in the nex t

section.)

The most compelling reason for mandating that

everyone be covered is that this requirement is nec-

e s s a ry to en su re universal covera ge . But there are

other reasons,as well. Even if they have the means to

buy coverage, some people will choose not to do so

if there is no mandate;yet when they need expensive

c a re for life - t h re a tening or em er gent con d i ti on s ,

society is not willing to deny them access to essential

services. They then become “free-riders” who do not

bear their fair share of the costs. Our approach pre-

vents this.

In ad d i ti on , no one has been able to devise a

practical mechanism for making the indivi du a l

insurance market work well without mandating that

everyone have covera ge . The indivi dual market fal-

ters without a mandate because individuals can pre-

d i ct wh en they wi ll need certain ex pen s ive kinds of

m edical care — for ex a m p l e , el ective su r gery or

m a tern i ty ben ef i t s . Some people wi ll ch oose to buy

coverage only when they expect to need care, which

c re a tes severe probl ems of adverse sel ecti on . Th e

a bi l i ty to buy covera ge on ly wh en the insu red per-

son is likely to incur expenses negates the insurance

pri n c i p l e , wh i ch invo lves pooling of risk amon g

individuals who cannot predict when they will need

expensive services. Moreover, it is not fair to require

people who want to stay insured permanently to pay

for the costs of c a re provi ded to indivi duals wh o

become part of the insu ra n ce pool on ly wh en they

know they will be incurring major medical expens-

e s . In d ivi duals who go in and out of covera ge on

that basis are not paying their fair share.

Since our approach includes the “mandate” that

everyone who does not buy private coverage is auto-

m a ti c a lly covered by Med i c a re and must pay a pre-

m ium for that covera ge , why, t h en , do we also

propose to mandate the purchase of priva te cover-

age? Without such a mandate,the number of people

who default into Med i c a re covera ge would almost

surely be greater (even though they must pay a pre-

m ium plus a pen a l ty for the time they are covered

by Med i c a re ) . Because we seek to en co u ra ge cover-

age acquired in the private market rather than hav-

ing large nu m bers of people def a u l ting into

Medicare, we propose a mandate to buy private cov-

erage to promote that objective. On the other hand,

our proposal would still achieve universal coverage,

even without this requirement. The mandate to pur-

chase private coverage is desirable but not necessary.

We propose to use the federal income tax filing

m echanism to en force the mandate because it is a

relatively simple approach and would be an add-on

to a process that most people com p l ete ro uti n ely

e ach ye a r. O f co u rs e , s ome people who do not file

retu rns now would have to do so, but they also

would be requ i red to do so to verify the amount of

tax credit su b s i dy for wh i ch they are el i gi bl e

( ex p l a i n ed above ) . Because vi rtu a lly all of t h e s e

people would have very little incom e , the form

could be very short and easy to complete. Some peo-

ple would fail to comply, and they would be subject

to the same pen a l ties as people who do not file

retu rn s : i f t h ey owed an obl i ga ti on—in this case, i f

they failed to buy coverage, and the cost of coverage

exceeds their tax cred i t — t h ey would be su bj ect to



i n terest pen a l ties iden tical to those for unpaid or

overdue taxe s . Some peop l e — for ex a m p l e , t h e

h om el e ss— m i ght fail to file, but because of t h ei r

very low income,they normally would have no pre-

mium obligation anyway.

The   percent pen a l ty above and beyond the

actu a rial cost of covera ge for those who fail to get

covera ge on their own is impo s ed to cre a te incen-

tives to buy priva te covera ge . Because we want to

maintain the priva tely based insu ra n ce sys tem , we

want to make the default po s i ti on of h avi n g

Med i c a re pay the bi lls more ex pen s ive than get ti n g

covera ge thro u gh the priva te sys tem . The base pre-

mium amount is based on a community-rated pre-

m iu m , with ad ju s tm ents for family size and

d i f feren ces in regi onal co s t s . The ra ti onale is to

m a ke the ra te com p a ra ble (not co u n ting the su r-

charge) to what could be purchased privately in the

regi on . ( As we explain later, we propose that com-

mu n i ty ra ting be requ i red in the priva te insu ra n ce

market for individuals and small groups.)

A requirement that individuals be insured must

be co u p l ed with a def i n i ti on of a minimum ben ef i t

p ack a ge that fulfills the requ i rem en t . We have ch o-

s en Med i c a re covera ge (Pa rts A and B) plus a dru g

ben efit and well - child care . We add drug ben ef i t s

because we bel i eve that pre s c ri pti on dru gs should

be covered , and because there seems to be stron g

su pport for adding su ch a ben efit to Med i c a re . We

add well-child care because it is cost-effective cover-

age that is not applicable,and therefore not covered,

u n der Med i c a re . We favor this def i n i ti on of m i n i-

mum benefits for several reasons.First,this is a ben-

efit pack a ge that alre ady applies to the el derly

pop u l a ti on . If it is good en o u gh for the el derly, i t

should be good en o u gh for everyone el s e . It wo u l d

be inappropri a te to have a ben efits pack a ge mini-

mum for the non - el derly that was more com pre-

h en s ive than that ava i l a ble under Med i c a re for

s en i ors . Secon d , the Med i c a re ben efits pack a ge

ref l ects a po l i tical dec i s i on abo ut what con s ti tute s

an appropri a te level of s ervi ce s . Relying on that

decision avoids going through the very controversial

and po l i ti c a lly ch a r ged process of defining a new

ben efits pack a ge , with the inevi t a ble intense lobby-

ing from disease-specific advoc a tes and provi der

groups. Third, Medicare benefits are not so compre-

h en s ive as to make the cost of the minimum pack-

a ge very high , n or is the covera ge so gen erous as to

en co u ra ge “exce s s” con su m pti on of m edical servi c-

es. Fourth,having the minimum benefits package be

the same as Medicare benefits simplifies administra-

ti on of the “f a ll b ack” covera ge sys tem for peop l e

who fail to get priva te covera ge (ex p l a i n ed later ) .

Procedures related to claims review, reimbursement

of provi ders , co s t - con trol measu re s , etc . , would be

i den tical for the fall b ack sys tem as for the ex i s ti n g

Med i c a re sys tem . No new mechanisms or bu re a u-

cracies would be required.

Even though we favor using Medicare benefits as

the minimum standard for everyon e , our approach

would work well even if some other benefit standard

were adopted . The merits of our approach do not

depend on using Medicare coverage to define mini-

mum ben efits for the indivi dual mandate . If it is

decided that the peculiarities of the Medicare bene-

fits pack a ge , even with the ad d i ti ons we su gge s t ,

make it unsuitable for use as the standard,a number

of a l tern a tives could be su b s ti tuted . For ex a m p l e ,

the minimum covera ge pack a ge could be based on

the servi ces covered under the Federal Employee s

Health Ben efits Plan (FEHBP). Or Con gress co u l d

devise an en ti rely new set of ben efits just for this

progra m . If it is simply the assoc i a ti on wi t h

Med i c a re that carries nega tive po l i tical con n o t a-

ti on s , the program could be iden ti f i ed with an

entirely different name.

Medicare as a Source of Backup Coverage

 

Anyone who lacks coverage at any point for whatev-

er re a s on would be autom a ti c a lly covered by

Med i c a re . The ben efits pack a ge ava i l a ble would be

i den tical to the minimum ben efits requ i red under

the indivi dual mandate , wh i ch in this proposal are

the equ iva l ent of Med i c a re covera ge plus drug cov-

era ge and well - child care . People who default into

this arra n gem ent do not become Med i c a re

en ro ll ee s , but Med i c a re is re s pon s i ble for any (cov-

ered) medical ex penses they incur du ring the ti m e

t h ey lack other covera ge . Med i c a re pays provi ders

on the same basis and thro u gh the same mech a-



nisms that are used curren t ly, but the mon ey doe s

not come out of the pre s ent Med i c a re trust fund.

In s te ad , a new fund would be establ i s h ed for this

purpose. This fund would be financed primarily by

the assessments impo s ed on people for the mon t h s

t h ey lack covera ge and that are paid as part of t h e

federal income tax filing process, as explained earli-

er. Even though the assessment is equal to an actuar-

ially determined premium plus a  percent penalty,

some funding shortfall is likely because some people

covered thro u gh this sys tem wi ll not actu a lly pay

any assessment. Their income will be so low that the

tax credit for which they are eligible will fully offset

the full cost of their assessment. Funds to cover this

s h ortf a ll would have to come from other source s ,

essentially general tax revenues.

 

Even wh en everyone is requ i red to have covera ge ,

s ome people inevi t a bly wi ll not be en ro ll ed in a

health plan for some peri od of ti m e . Th ey wi ll be

bet ween jobs and fail to get indivi dual covera ge ,

t h ey wi ll fail to pay a prem ium and su b s equ en t ly

wi ll be disen ro ll ed , or they simply wi ll fail to sign

u p, even though they are requ i red to by law. Th e s e

people still need to have a source of coverage if they

are to get the care they need, and if providers are to

be paid for the servi ces they provi de to them .

Having Med i c a re provi de backup covera ge solve s

this probl em . We would not make these peop l e

Med i c a re en ro ll ees because we want to en co u ra ge

them to get private coverage. That is also the reason

for imposing the   percent pen a l ty above and

beyond the actu a rial cost of covera ge . Some peop l e

prob a bly wi ll default into Med i c a re covera ge for

l ong peri ods—the hom el e s s , for ex a m p l e — a n d

t h ey are likely to be people of a bove - avera ge ri s k .

But this is prob a bly an appropri a te way to spre ad

risk.

We propose Med i c a re ben efits as the covera ge

p ack a ge ava i l a ble to those who default to the fall-

b ack sys tem , but there are obvi o u s ly other altern a-

tive s . The covera ge could be more or less gen ero u s .

For ex a m p l e , the FEHBP ben efits pack a ge could be

u s ed as a model . But wh a tever the ben ef i t s , t h ey

should be iden tical to the minimum ben efits pack-

age required for the individual mandate. The cover-

a ge should be no less com preh en s ive because the

notion of universal coverage implicitly requires that

everyone have access to a soc i et a lly determ i n ed

m i n i mum set of ben ef i t s . On the other hand, i f t h e

fallback benefits were more generous, people would

h ave incen tives to default to the fall b ack sys tem

rather than buying coverage on their own.

Even under our preferred opti on of using the

Med i c a re ben efits pack a ge , it would be po s s i ble to

ch oose an ad m i n i s tra tor for the default sys tem

o t h er than Med i c a re — for ex a m p l e , F E H B P—i f

that is thought to be po l i ti c a lly de s i ra bl e . Th e

adva n t a ge of h aving Med i c a re as the ad m i n i s tra tor

is that the program alre ady has con tractual agree-

ments with nearly all providers and has mechanisms

in place for administering claims,setting reimburse-

m ent amounts, and making paym en t s . Thu s , n o

n ew bu re a u c racy and few ad m i n i s tra tive ch a n ge s

would be necessary to administer the system.

We would not propose to cover undoc u m en ted

i m m i grants thro u gh this sys tem . The incen tives for

people to en ter the co u n try ill ega lly to get access to

tre a tm ent would be too stron g. We understand that

s ome undoc u m en ted peop l e ,e s pec i a lly ch i l d ren ,a re

covered by Medicaid or the State Ch i l d ren’s He a l t h

In su ra n ce Program (S-CHIP), even though they are

not of f i c i a lly el i gi ble for these progra m s . Some of

t h em would lose covera ge if this proposal were

adopted . We ack n owl ed ge that meeting the health

n eeds of u n doc u m en ted peop l e , e s pec i a lly for pri-

m a ry and preven tive care , de s erves atten ti on and that

bet ter ways need to be found to cope with the prob-

l em . But finding a soluti on is beyond the scope of t h i s

propo s a l , because the probl em has many dimen s i on s

o t h er than those rel a ted to health covera ge .

Employer Mandate to Offer (But Not Pay for)

Coverage

 

We would requ i re em p l oyers to of fer covera ge to

t h eir em p l oyees and em p l oyee s’ depen den t s , but

they would not be required to pay anything toward

the prem iu m , t h o u gh many would ch oose to do so

just as they do now. E m p l oyers would be free to

design any benefits package they thought appropri-



a te , as long as the covera ge was at least as com pre-

h en s ive as Med i c a re covera ge plus a drug ben ef i t

and well-child care. The requirement to offer cover-

age could be met by offering it through an aggregate

purchasing arrangement (APA) that would be avail-

a ble in each state (as ex p l a i n ed bel ow) and wo u l d

of fer ben efits pack a ges equ iva l ent to Med i c a re and

Medicaid, among others.

Employers that offer their own plan rather than

p u rchasing thro u gh the A PA would be requ i red to

a ll ow em p l oyees who are el i gi ble for the lower-

i n come tax credit (those with incomes bel ow the

f a m i ly median) to purchase covera ge equ iva l ent to

Medicaid coverage through the APA. That is,if eligi-

ble lower- i n come em p l oyees request it, em p l oyers

would be required to withhold premiums from pay-

ch ecks and send the wi t h h eld amount to the A PA ,

a l ong with the same do llar con tri buti on that the

employer makes for the firm’s standard plan.

 

In clu s i on of this mandate to of fer covera ge en su re s

that every em p l oyee would have the opti on of

being covered by an employer-sponsored plan, with

the ri s k - pooling adva n t a ges and ad m i n i s tra tive

econ omies of scale that group purchasing ach i eve s .

Employers would have a reason to seek a good value

for their em p l oyee s’ ben ef i t , even if the em p l oyer

p ays nothing. And having the em p l oyer wi t h h o l d

prem iums from paych ecks and pay the insu rer or

health plan is more ef f i c i ent and less ex pen s ive for

health plans and relieves employees of the burden of

doing this them s elve s . Having a plan ava i l a bl e

through an employer makes it easy for most people

to meet the requ i rem ent that they buy covera ge .

Th ey avoid the need to incur bu rden s ome tra n s ac-

tion costs —finding a plan for themselves or finding

an agent who will help them do so, making difficult

ju d gm ents abo ut the va lue of va rious plans, a n d

t h en paying indivi dual prem iums to the plan they

choose.

We see no su b s t a n tial adva n t a ge to requ i ri n g

employers to pay for coverage. Economists generally

bel i eve that em p l oyers of fs et the cost of p ayi n g

i n su ra n ce prem iums by paying lower mon ey wage s

than they otherwise wo u l d . If that is so, t h ere is no

adva n t a ge to requ i ring em p l oyers to nom i n a lly pay

the cost of the prem ium (now that em p l oyer- p a i d

prem iums would not be tax-exclu d a ble incom e ) .

Moreover, a requ i rem ent to pay for covera ge likely

would cause some employers who pay only the min-

i mum wage to lay of f s ome workers because the

workers’ contribution to productivity would not be

great en o u gh to ju s tify paying the now - h i gh er to t a l

compensation.

We allow employers to choose the aggregate pur-

chasing arrangement (described next) as the vehicle

for of fering em p l oyees covera ge . This makes it easy

for em p l oyers that do not of fer covera ge now to

meet their obligation, but still ensures that employ-

ees are not forced into the less ef f i c i ent and po ten-

ti a lly confusing indivi dual market . We requ i re

employers to allow lower-income employees to pur-

chase covera ge equ iva l ent to Medicaid covera ge

through the APA because the employer’s own bene-

fit pack a ge may not be su i t a ble for lower- i n com e

em p l oyee s . For ex a m p l e , the dedu cti bles and co -

p aym ents may be unafford a bl e , or pri m a ry care

services may not be covered adequately.

Aggregate Purchasing Arrangements

 

E ach state would be requ i red to establish an aggre-

gate purchasing arrangement that would serve small

em p l oyers and indivi duals (though larger em p l oy-

ers could opt to purchase covera ge thro u gh this

m ech a n i s m ) . The federal govern m ent would estab-

lish gen eral guidelines for these or ga n i z a ti on s , but

s t a tes would be given wi de flex i bi l i ty in dec i d i n g

what kind of arrangement to establish. For example,

t h ey could establish a trad i ti onal health purch a s i n g

cooperative,a HealthMart, or a similar organization

of their own design. They could establish just one or

as many as they thought feasible. They could be pri-

va te , qu a s i - p u bl i c , or public en ti ti e s , at the state’s

opti on . As an altern a tive , the state could all ow

em p l oyers and indivi duals to buy into the state’s

ex i s ting em p l oyee plan or a different state plan

designed for this purpose.

E ach aggrega te purchasing arra n gem ent wo u l d

be required to offer, at a minimum, a benefits pack-

a ge equal to Med i c a re ben efits plus drug covera ge



and well - child care and another equal to Med i c a i d

covera ge . E ach parti c i p a ting health plan would be

required to offer at least these two benefits packages.

No insu rer or health plan of fering insu red plans in

the state could refuse to of fer covera ge thro u gh the

A PA , but the A PA (under state - determ i n ed reg u l a-

ti ons) would establish its own cri teria for dec i d i n g

which plans to include.

People get ting covera ge thro u gh the A PA ,

wh et h er indivi duals buying for them s elves or

employees in a group, would individually be able to

choose any health plan that offers coverage through

the A PA . E ach insu rer selling thro u gh the A PA

would pri ce covera ge on a com mu n i ty - ra ted basis

( with the minimal ad ju s tm ents ex p l a i n ed bel ow ) ,

and that coverage would be available at that price to

a ll indivi duals and all groups with    or fewer

em p l oyee s . The ra tes health plans ch a r ge inside the

APA could be no higher than the rates they offer for

com p a ra ble covera ge to groups out s i de the A PA .

But the A PA could nego ti a te with insu rers for a

l ower pri ce than their out s i de pri ce , ref l ecti n g

ad m i n i s tra tive savi n gs , vo lume disco u n t s , or other

efficiencies that insurers and health plans realize by

selling coverage through the APA. Insurers contract-

ing with the A PA would be su bj ect to all the ru l e s

that app ly in the small - group and indivi dual mar-

kets, as explained below.

Employers with  or fewer employees would be

requ i red to of fer covera ge exclu s ively thro u gh the

A PA . Groups of a ny size could parti c i p a te , but the

state would have the option of choosing to establish

a mechanism for the APA that would allow insurers

and health plans to ch a r ge groups with more than

 employees a premium that reflected the specific

gro u p’s risk and ad m i n i s tra tive co s t s . In d ivi du a l s

could also buy coverage through the APA. No group

or indivi dual seeking covera ge thro u gh the A PA

could be exclu ded ; the A PA and all parti c i p a ti n g

insurers would have to accept all applicants.

 

When individuals and small employers want to pur-

chase health coverage on their own,they are at a dis-

advantage. They lack the specialized knowledge and

re s o u rces that large em p l oyers can all oc a te to this

task,so they are not in a good position to determine

whether they are receiving good value and buying a

plan that best fits their need s . In ad d i ti on , bec a u s e

of the diseconomies that health plans face in serving

s m a ll groups and indivi du a l s , most notably high

m a rketing and ad m i n i s tra tive co s t s , these buyers

p ay more for covera ge than large em p l oyers .

Aggregate purchasing arrangements have the poten-

tial for giving individuals and small employers some

of the adva n t a ges that large em p l oyers en j oy — n o t

on ly lower ad m i n i s tra tive co s t s , but also the power

to nego ti a te with health plans to en su re that pur-

ch a s ers are buying high - va lue covera ge . Fu rt h er,

A PAs could provi de the kinds of cost and qu a l i ty

com p a ri s ons that indivi duals and em p l oyees need

to choose wisely among health plans.

But previous ex peri en ce with purchasing coop-

era tives and similar or ga n i z a ti ons has been disco u r-

a gi n g. For the most part , t h ey have not re a l i zed the

ex pected econ om i e s , and they have had tro u bl e

a t tracting su f f i c i ent nu m bers of em p l oyers and

maintaining health plan parti c i p a ti on . Mo s t

ob s ervers agree that the probl ems of a ggrega te pur-

chasing arra n gem ents would be largely solved if t h ey

could become big en o u gh , and if t h ey could be

a s su red of health plan parti c i p a ti on . We attem pt to

s o lve the first probl em by requ i ring all very small

em p l oyers to parti c i p a te . These are the em p l oyers

least capable of buying co s t - ef fective health covera ge

on their own, but there are enough of them to create

a large pool of business when all of them participate

and all their em p l oyees get covera ge , as requ i red . Th e

s i ze of this market might be su f f i c i ent by itsel f to

a t tract many health plans, but to en su re con ti nu ed

participation, we would require that all plans partic-

i p a te if a s ked to do so by the A PA . S t a tes migh t

dec i de to establish cri teria for limiting the nu m ber of

plans that parti c i p a te in the A PA , bec a u s e ,i f a ll plans

were to parti c i p a te , ad m i n i s tra tive costs might be

exce s s ive and the ra n ge of ch oi ces might be over-

wh el m i n g. Fu rt h er, A PAs might want to limit parti c-

i p a ti on as a nego ti a ting ploy: t h ey could barga i n

with plans to give all of t h eir business to the few

health plans that offer the best deal.

We propose to allow every individual or employ-

ee buying covera ge thro u gh the A PA to ch oose any



plan that parti c i p a tes in the A PA . E s pec i a lly in the

era of managed care, we think people should be able

to select the plan that best matches their needs, and

they should be able to switch plans periodically (for

ex a m p l e , on ce a year) if t h ey become dissati s f i ed .

This individual-choice provision also puts competi-

tive pre s su re on plans to perform well . Moreover,

wh en em p l oyees can ch oose their own plan, t h ey

will often be able to stay in the same plan when they

change employers.

We all ow groups of a ny size to buy covera ge

through the APA if they wish to do so. Having larger

groups be part of the A PA could help it to ach i eve

gre a ter econ omies of scale and give it more nego ti-

ating clout when dealing with health plans. The APA

would also serve as a convenient vehicle for provid-

ing coverage for those employers that wish to adopt

a def i n ed - con tri buti on approach to paying for

health coverage. But if large groups are community

rated with the smaller groups in the plan, there is a

d a n ger that the A PA wi ll be advers ely sel ected

a ga i n s t : h i gh er- ri s k , l a r ger groups would have an

i n cen tive to join the A PA to get a lower prem iu m

ra te . We therefore propose that these larger gro u p s

be sep a ra tely ra ted if the state ch ooses to take this

approach.

Insurance Regulation

 

Federal law would require all health plans to accept

all individual and small-group applicants (a guaran-

teed - i s sue requ i rem ent) and to provi de immed i a te

and full covera ge for all covered ben ef i t s . In other

words,there could be no waiting periods, exclusions

for prior conditions, or other limits on coverage that

would be applied differently for new enrollees.

In su rers and health plans selling covera ge to

i n d ivi duals and groups with    or fewer en ro ll ee s

would be required to price premiums on a commu-

n i ty - ra ted basis. Ad ju s tm ents would be perm i t ted

only for family size and composition and for region-

al differen ces in medical ex pen s e s . In other word s ,

each insurer would put all individuals and groups of

 or fewer in a single pool for a defined geograph-

ic are a , and the insu rer ’s prem ium would be based

on the medical claims experience of all of the people

in that pool.

 

The guara n teed - i s sue requ i rem ents are con s i s ten t

with current federal policy in the small-group mar-

ket, but,more important,are absolutely necessary to

en su re universal covera ge . Ju s ti f i c a ti on for any of

the current limits on covera ge having to do wi t h

pri or con d i ti on s , w a i ting peri od s , covera ge port a-

bility, and so forth is negated by the individual man-

d a te requ i rem en t . In su rers trad i ti on a lly have

i n clu ded these provi s i ons to pro tect them s elve s

against people who would wait to buy coverage until

t h ey knew or su s pected they would be incurri n g

m a j or medical ex pen s e s . This probl em has been

ac ute in the indivi dual market , but insu rers bel i eve

it is also a problem in the market composed of very

small groups (those with no more than four or five

employees). Under our proposal,however, everyone

wi ll have covera ge because of the indivi dual man-

d a te , so this ju s ti f i c a ti on for limiting covera ge for

n ew en ro ll ees disappe a rs . In su rers , h owever, co u l d

be permitted to establish reasonable waiting periods

for con d i ti ons not covered under the Med i c a re -

based minimum benefits package but covered by an

opti on a l , m ore com preh en s ive ben efits pack a ge .

Si n ce covera ge for these ad d i ti onal ben efits wo u l d

be voluntary, adverse selection problems could arise

i f i n su rers were not all owed to impose any re s tri c-

tions on access to coverage. In the interest of avoid-

ing chu rning and assoc i a ted ad m i n i s tra tive co s t s , i t

also would make sense to limit plan switching to an

open en ro ll m ent peri od or at the time of s om e

ch a n ge in job status or family con d i ti on , su ch as

The problems of aggregate purchasing arrangements 

would be largely solved if they could become big enough, 

and if they could be assured of health plan participation.



marriage or the birth of a child.

The dec i s i on to requ i re com mu n i ty ra ting is

b a s ed in part on a va lue ju d gm ent and in part on

efficiency grounds. The value judgment is that peo-

ple should not be rew a rded or pen a l i zed (in the

form of prem ium differen ces) for risk ch a racteri s-

tics over which they have little or no control. People

cannot ch a n ge or influ en ce their age , gen der, or

gen etic pred i s po s i ti on , a ll of wh i ch make them

m ore or less vu l n era ble to illness and inju ry. Th ey

cannot affect their past medical ex peri en ce and

a s s oc i a ted medical ex pen s e s . Th ey can influ en ce

c u rrent beh avi or, wh i ch can affect futu re med i c a l

expenses and,therefore, risk, but health insurers sel-

dom con s i der pers onal beh avi or, a s i de from smok-

i n g, in assessing ri s k . And if t h ey were to con s i der

pers onal beh avi or and life ch oi ce s , the practi ce

would raise difficult ethical issues abo ut what is

“good ” beh avi or and what is “b ad .” ( For ex a m p l e ,

should overweight people and sky divers be charged

h i gh er ra tes than thin people and lon g - d i s t a n ce

runners or skiers, and would that be fair?)

On the whole, it seems more fair to use commu-

n i ty ra ting than risk ra ting if t h ere are no practi c a l

re a s ons not to do so. The essen ce of the insu ra n ce

principle is to share risk—those who do not need

ex pen s ive medical care du ring a peri od su b s i d i ze

those who do. If the risk is not shared “at the fron t

en d ” t h ro u gh com mu n i ty ra ti n g, t h en it has to be

shared “at the back end”through some other mech-

a n i s m , su ch as a more direct su b s i dy to those wh o

h ave incurred very high medical ex pen s e s . But the

cost of financing that subsidy has to come from the

people who do not incur high medical ex penses in

either case. Community rating is simpler and fairer

than the alternative ways of sharing risk.

Obj ecti ons to com mu n i ty ra ting that have

m erit in tod ay ’s insu ra n ce market are largely

n ega ted by the provi s i ons of our approach . Peop l e

argue that com mu n i ty ra ting raises ra tes for low -

risk pop u l a ti ons (as it undo u btedly does to som e

degree ) , and that, as a re su l t , s ome of these peop l e

find that the high er pri ce exceeds the va lue they

a t t ach to having covera ge . So they drop covera ge ,

wh i ch increases the nu m ber of u n i n su red . But our

proposal would requ i re that everyone buy covera ge

and would help them to do so with subsidies based

on financial need .

People also argue that the current age-rated sys-

tem achieves a kind of rough equity: low-risk people

a re more likely to be yo u n g, and yo u n ger peop l e

have lower incomes, on average; so it is fair that they

should pay less, because they have less ability to pay.

But our approach addresses this concern by linking

subsidies to income so that everyone has the ability

to pay.

The ef f i c i ency argument for com mu n i ty ra ti n g

and against risk rating is that risk rating is a wasteful

process. It requires expenditure of resources to seg-

rega te people into risk categori e s , a process that

does nothing to enhance the welfare of insured peo-

ple. It does not expand the amount of medical care,

improve quality, or enhance efficiency.

If risk ra ting were all owed , s ome high er- ri s k

groups and indivi duals would face ra tes that co u l d

m a ke covera ge unafford a ble unless the su b s i d i e s

were va ri ed according to ri s k . Linking the size of

subsidies to the level of risk would pose immen s e

ad m i n i s tra tive com p l i c a ti ons and would be an

expensive undertaking.

On the other hand, a practical argument for ri s k

ra ting is that it all ows indivi dual insu rers to of fs et at

least parti a lly the ef fects of d rawing a pop u l a ti on

whose risk is not repre s en t a tive . In su rers that happen

to attract high er- risk people can afford to cover the

h i gh er medical costs they incur by ch a r ging en ro ll ee s

a bove - avera ge prem iu m s . But this is not a practi c a l

l on g - run soluti on bec a u s e , as they raise their prem i-

u m s , i n su rers wi ll lose the lower- risk people they

cover because those people wi ll swi tch to less ex pen-

s ive health plans. This practical argument needs to be

ad d re s s ed thro u gh a ri s k - ad ju s tm ent process that

s om eh ow com pen s a tes insu rers that cover a dispro-

porti on a te nu m ber of h i gh er- risk peop l e .

We would all ow prem iums to be ad ju s ted for

family size and composition, a provision that is vir-

tu a lly a universal practi ce now and is pre su m a bly

not controversial. The other rating factor we would

a ll ow is for differen ces in regi onal medical co s t s .

This also fo ll ows current practi ce and is en ti rely

consistent with the community rating principle. The

very term implies that uniform rates should apply to



a limited geogra phic are a . Most purch a s ers tie the

ra tes they pay HMOs to local medical co s t s . Si n ce

m edical costs va ry sign i f i c a n t ly from regi on to

region,and insurers’ business is concentrated in dif-

ferent regi on s , i n su rers need to be able to pro tect

t h em s elves by ch a r ging ra tes that ref l ect those

regional differences. Further, it could be argued that

people who live in high er- cost areas should have to

pay more so that they have incentives to seek ways to

hold costs down . Th eir costs should not be su b s i-

dized by people who live in lower-cost areas.

Although the more common practice is to define

s m a ll groups as firms with  or fewer em p l oyee s ,

we ch oose to inclu de groups with    or fewer

em p l oyees within the com mu n i ty ra ting poo l . Th e

inclusion of larger employers broadens the risk pool

substantially, which means that the costs of covering

h i gh er- risk indivi duals and small groups is spre ad

over a larger porti on of the pop u l a ti on . It is also

questionable whether groups of between  and 

em p l oyees are large en o u gh to be risk ra ted sep a-

rately or to self-insure and be at risk for the costs of

their employees’ medical expenses.

Elimination of Medicaid, S-CHIP, and Other 

Public Programs as a Source of Coverage

 

Med i c a i d , S - C H I P, and similar programs to fund

covera ge for low - i n come people would be el i m i n a ted

and would be rep l aced with subsidies in the form of

ref u n d a ble tax credits (de s c ri bed earl i er) that all ow

people who otherwise would be el i gi ble for these

programs to purchase covera ge in priva te market s

just as everybody else doe s . (The important excep-

ti on would be that Medicaid would con ti nue to fund

and ad m i n i s ter the lon g - term care porti on of t h e

progra m . S t a tes would have incre a s ed re s pon s i bi l i ty

for financing lon g - term care , as de s c ri bed later.) 

We recogn i ze that not all low - i n come peop l e

wi ll be well equ i pped to deal with the priva te mar-

ket , e s pec i a lly because some wi ll be unem p l oyed

and thus wi ll not have covera ge thro u gh their job s .

For these peop l e , the A PAs that each state mu s t

establish can serve as an appropriate source of cov-

era ge . In fact , the state may dec i de to make an A PA

re s pon s i ble for nego ti a ting with health plans, per-

haps through a competitive bidding process, to offer

m a n a ged care covera ge that is spec i a lly tailored to

the needs of this pop u l a ti on , but open to anyon e

who chooses it.

S t a tes would be requ i red to con ti nue to have

mechanisms to integrate services, provide case man-

a gem en t , and otherwise meet the unique needs of

m a ny of the people with disabi l i ties receivi n g

Supplemental Security Income (SSI) cash assistance

and Med i c a i d . Th ey also would need ef fective out-

re ach programs to iden tify these special pop u l a-

ti ons — wh i ch might be som ewhat more difficult,

because they could no lon ger be iden ti f i ed as they

en ro ll in Med i c a i d . In most instance s , ex i s ti n g

Medicaid program stru ctu res would con ti nue to

serve these functions, but Medicaid would no longer

be the source of funding. Some supplemental fund-

ing might be necessary from the states to cover serv-

ices that normally are not considered to be medical

in natu re but that these people need if t h ey are to

improve their health. Examples include speech ther-

apy and transportation services.

  

Because our propo s ed sys tem provi des low - i n com e

people with tax credits adequate to purchase cover-

age equivalent to the benefits provided by Medicaid,

there is no ongoing need for Medicaid, S-CHIP, and

o t h er similar programs that su b s i d i ze care for the

poor. An argument could be made for phasing out

these programs in stage s , e s pec i a lly Med i c a i d , to

en su re a smooth tra n s i ti on for vu l n era ble pop u l a-

ti ons that may not be well equ i pped to find priva te

covera ge in a priva te sys tem that may not be fully

prep a red to meet their need s . On the other hand,

phasing out one sys tem while phasing in another

adds a layer of com p l ex i ty — for ex a m p l e , the need

to establish a mechanism to let people ch oo s e

between getting tax credits or temporarily retaining

coverage under Medicaid or S-CHIP.

Programs providing high ly spec i a l i zed servi ce s

that aid very specific populations, such as Maternal

and Child Health Block Grants and the Ryan White

program, could be retained.

The tax credit su b s i dy makes priva te market -

b a s ed covera ge afford a ble for low - i n come peop l e .



Having them purchase covera ge just as high er-

i n come people do el i m i n a tes the sti gma of ten assoc i-

ated with medical “welfare,” and it gives these people

access to the same provi ders ava i l a ble to the rest of

the pop u l a ti on . The mu l ti - ti ered arra n gem ent that

characterizes our current system is eliminated. Low-

i n come people get “m a i n s tre a m” c a re in the same

w ay that el derly people do. Th ey wi ll not face the dis-

crimination from providers and lack of access that is

now often the lot of Medicaid recipients, because,as

far as provi ders are con cern ed , t h ey wi ll be indisti n-

g u i s h a ble from the pop u l a ti on that receives small er

subsidies (the tax credit available to everybody).

E l i m i n a ti on of these low - i n come programs also

eliminates the expensive and burdensome process of

determining and redetermining eligibility and mov-

ing people from one insurance system to another as

t h eir el i gi bi l i ty status ch a n ge s . Everyone is el i gi bl e

for tax credits,and the amount of the credit is deter-

m i n ed thro u gh the income tax reporting sys tem .

Low - i n come people are like everybody else except

that they receive a larger tax credit.

Substituting private insurance for Medicaid

coverage will increase the budget cost, at least in the

short run, because providers will be reimbursed at

market rates rather than lower government-con-

strained rates—though presumably health plans

and employers will negotiate vigorously to keep

provider rates as low as possible throughout the

system, just as they do now. But in terms of equity

and ensuring access, there is no defensible justifica-

tion for paying providers less for serving the

low-income population than for serving any other

population.

The ex tra cost assoc i a ted with high er provi der

reimbursement rates may be at least partially offset,

for two re a s on s . F i rs t , provi ders curren t ly try to

recoup some of the fee discounts they have to accept

from Medicaid by charging other payers more. Such

attempts at cost shifting will no longer be necessary,

which should benefit current non-Medicaid payers.

Second, people who are now uninsured will get bet-

ter care , wh i ch should have a favora ble impact on

costs. They will have access to primary care and pre-

ven tive servi ce s , wh i ch not on ly wi ll improve thei r

health statu s , but also redu ce co s t ly use of h o s p i t a l

em er gency rooms and prevent simple probl em s

f rom devel oping into ac ute probl ems that are

expensive to treat.

Centralized Electronic Administration

 

Determ i n a ti on of el i gi bi l i ty, claims su bm i s s i on ,

coordination of benefits, and similar administrative

processes would be channeled through a centralized

el ectronic cl e a ri n ghouse that would serve all insu r-

ers and health plans.The role of this entity would be

a n a l ogous to the role the Federal Re s erve Sys tem

f i lls for the nati on’s banking sys tem plus the ro l e

s erved by cen tra l i zed ad m i n i s tra ti on of c redit card

transactions. All health plans and insurers would be

requ i red to parti c i p a te , to accept the com m on data

format and procedu res of the sys tem , and to share

in the costs of the clearinghouse.

All transactions would be handled electronically.

Every pers on en ro ll ed in a health plan would be

i s su ed a card (com p a ra ble to an autom a tic tell er

m achine [ATM] card or “s m a rt card”) with el ec-

tronically embedded information sufficient to serve

the functi ons of the sys tem . Every health care

provider would have a card reader connected to the

cen tra l i zed sys tem (just as most ret a i l ers are con-

n ected to a cen tra l i zed ad m i n i s tra ti on for cred i t

c a rd tra n s acti on s ) , and every pati ent en co u n ter

would begin with re ading the pati en t’s card . Th a t

re ading would provi de all nece s s a ry inform a ti on

about eligibility, covered benefits,amount of copay-

ment, whether the deductible has been met, etc. Any

payments made by the patient at the time of the visit

would be entered. Although it might be desirable to

i n clu de inform a ti on of a medical natu re as part of

this smart - c a rd mech a n i s m , this raises import a n t

privacy and con f i den ti a l i ty issues that are beyon d

the scope of this analysis.

Patients who misplace, forget, or lack an identi-

f ying card would be en tered into the sys tem by

name, Social Security number, and mother’s maiden

n a m e . Servi ces could not be den i ed to pati en t s

because they lack a card, and Medicare would guar-

a n tee that provi ders are paid for covered servi ces if

no other insurer can be identified for the patient.

Federal legislation would be required to put this



s ys tem in place to en su re that the infra s tru ctu re is

created and that health plans and providers comply

with the requirements for standardization. We have

no strong preferen ce abo ut wh et h er the or ga n i z a-

ti on that carries out these activi ties is govern m en t

or private. We noted that somewhat analogous insti-

tuti ons are the Federal Re s erve ch eck - cl e a ring sys-

tem , wh i ch is publ i c , and the credit card cl e a ri n g

system, which is private. Both seem to work well. In

ei t h er case, the on going costs of opera ting the sys-

tem should be recovered thro u gh fees levi ed on

health plans, i n su rers , and other ri s k - be a ring en ti-

ti e s , i n cluding sel f - i n su red em p l oyers . The federa l

govern m ent prob a bly would need to appropri a te

funds to cover some of the initial costs of establish-

ing the system.

 

The current system for administering submission of

cl a i m s , determining el i gi bi l i ty, c a l c u l a ting cop ay-

ment obligations, and coordinating benefits is woe-

f u lly def i c i en t , du p l i c a tive , and inef f i c i en t . Pa ti en t s

of ten are re s pon s i ble for keeping track of and su b-

m i t ting claims from many different provi ders for

e ach serious ep i s ode of c a re . Th ey get bi ll ed for

s ervi ces that are obl i ga ti ons of i n su rers , and they

neglect to submit many claims that insurers should

be payi n g. Provi ders waste hu ge amounts of ti m e

and money submitting and resubmitting claims and

billing patients and insurers, processes that are espe-

cially inefficient when the patient is covered by mul-

tiple insurers. Insurers have to send multiple reports

to pati ents and provi ders indicating what has been

paid and what is the patient’s obligation.

Using a cen tra l i zed cl e a ri n ghouse along wi t h

el ectronic su bm i s s i on of i n form a ti on would gre a t ly

redu ce these ad m i n i s tra tive bu rdens and costs born e

by pati en t s , provi ders , and insu rers . Ad m i n i s tra ti on

s ti ll would be com p l i c a ted and ex pen s ive : i n su rers

still would have to approve treatment plans,author-

i ze servi ce s , etc . But mu ch of the inef f i c i ency and

cost and many of the hassles of the current sys tem

could be eliminated. In particular, patients would be

rel i eved of the ad m i n i s tra tive bu rdens that now re s t

on them.

Financing

 

Health care covera ge would con ti nue to be financed

by em p l oyers , i n d ivi duals and families, and govern-

m en t , but the ways in wh i ch the federal and state gov-

ern m ents finance subsidies would ch a n ge rad i c a lly.

Programs of m edical covera ge for specific pop u l a ti on

groups now su b s i d i zed by federal and state govern-

m en ts—most notably, Medicaid and S-CHIP—

would be el i m i n a ted , with the important excepti on s

of Med i c a re for the el derly and Medicaid for lon g -

term care . Medicaid and S-CHIP would be rep l aced

with tax credit su b s i d i e s , as ex p l a i n ed earl i er.

The revenues to finance tax subsidies (wh i ch are

available to everyone but at different levels, depend-

ing on income) would come from two federa l

s o u rce s — gen eral tax revenues and the special tax

a s s e s s m ents on indivi duals def a u l ting to Med i c a re

covera ge . The gen eral revenue mon ey would not be

pri m a ri ly new net spen d i n g, h owever. The federa l

govern m ent would ex peri en ce large revenue incre a s-

es by el i m i n a ting the tax exclu s i on of i n come that

em p l oyees receive in the form of em p l oyer- p a i d

health insu ra n ce prem iu m s . Both income tax and

p ayro ll tax revenues would rise wh en the exclu s i on

provi s i on is rem oved . In ad d i ti on , the federal gov-

ern m ent would no lon ger finance Medicaid or S-

C H I P. These ch a n ges would re sult in more mon ey in

the general fund, which would go far toward financ-

ing the new income tax cred i t s . Some ad d i ti onal new

p u blic re s o u rces prob a bly would be requ i red , h ow-

ever—a po l i tical ch a ll en ge that is easier to manage in

a period of large budget surpluses.

Eliminating Medicaid and S-CHIP would relieve

s t a tes of su b s t a n tial funding bu rden s . We wo u l d

propose that, in exch a n ge , s t a tes be requ i red to

a s sume gre a ter re s pon s i bi l i ty for current lon g - term

c a re servi ces provi ded under Med i c a i d . S t a tes ini-

ti a lly would be requ i red to finance the costs of t h i s

program fully, with the ben efit limits as curren t ly

def i n ed , i f t h ey can do so wi t h o ut exceeding thei r

present Medicaid and S-CHIP obligation. They also

would be requ i red to finance certain non - m ed i c a l

but med i c a lly rel a ted servi ces now covered by

Medicaid for special needs pop u l a ti ons and the

n e a r- poor el derly. In i ti a lly states would be requ i red



to maintain their current level of Medicaid ef fort ,

a n d , i f the cost exceeded that level , the federal gov-

ern m ent would make up the differen ce . Over ti m e ,

s t a te s’ obl i ga ti on would be ph a s ed gradu a lly to a

system in which their share is based on some meas-

ure of ability to pay, such as state per capita income,

rather than on previous levels of funding. The effect

would be to cap their obl i ga ti on , with the federa l

government assuming costs beyond the states’ levels

of obligation.

 

The changes in funding proposed are based on two

ju d gm en t s : () that income red i s tri buti on activi ti e s

( wh i ch any su b s i dy program is) should be the

re s pon s i bi l i ty of pri m a ri ly the federal govern m en t ,

and () that the levels of subsidies should be based

on need , not on the rec i p i en t’s place of re s i den ce .

We take the po s i ti on that, for equ i ty re a s on s , t h e

amount an indivi dual con tri butes in the form of

t a xes to fund the su b s i dy program should be based

on abi l i ty to pay (that is, i n com e ) , not on the state

wh ere the indivi dual live s . L i kewi s e , the amount of

su b s i dy provi ded to an indivi dual should be based

on that pers on’s abi l i ty to pay for covera ge , not on

where he or she lives or on a state’s ability and will-

i n gness to provi de su ch su b s i d i e s . The capac i ty of

states to fund subsidies varies widely, and their abil-

ity to pay is likely to fluctuate widely with changes in

s t a te or regi onal econ omic con d i ti on s . This propo-

sition leads to the conclusion that establishing sub-

s i dy standards and funding the cost is pri m a ri ly a

federal responsibility.

It is not unre a s on a bl e ,h owever, to requ i re state s

to maintain some level of ef fort ra t h er than ex peri-

encing a large wi n d f a ll ga i n , with all of the su b s i dy

cost falling on the federal govern m en t . Thus we pro-

pose incre a s ed state re s pon s i bi l i ty for lon g - term care ,

but , con s i s tent with our earl i er line of re a s on i n g, we

would propose a gradual tra n s i ti on from requ i ri n g

s t a tes to maintain current levels of ef fort to con-

tri buting according to their citi zen s’ a bi l i ty to pay,

wh i ch we measu re by state per capita incom e .S t a te s

m ay be wary of accepting the re s pon s i bi l i ty for fund-

ing lon g - term care , bec a u s e , given the aging of t h e

pop u l a ti on and other tren d s ,l on g - term care costs are

l i kely to rise more ra p i dly than most other parts of

the health care sys tem . A federal cap on state s’ l on g -

term obl i ga ti on , with the federal govern m ent pick i n g

up the exce s s , m ay be a re a s on a ble trade for state s’

con ti nu ed accept a n ce of m eeting federal standard s

for qu a l i ty and other aspects of l on g - term care .

Risk Adjustment

Because our proposal requires insurers to use com-

mu n i ty ra ting for the indivi dual and small - gro u p

markets,they cannot use rate adjustments to protect

themselves against getting a disproportionate num-

ber of h i gh - risk en ro ll ee s . Un der these circ u m-

s t a n ce s , a strong case can be made for devel oping a

m echanism to com pen s a te insu rers opera ting in

these markets for differen ces in the risk profiles of

the people they insu re . The public interest requ i re s

that insu rers be rew a rded for being ef f i c i ent in

ad m i n i s tering and providing high - qu a l i ty med i c a l

s ervi ce s , not for being skillful in sel ecting and

a t tracting low - risk pop u l a ti ons and avoiding high -

risk pop u l a ti on s . Wi t h o ut some met h od for com-

pen s a ting insu rers for differen ces in the risk of t h e

pop u l a ti ons they cover, i n su rers have strong incen-

tives to risk-select; and experience suggests that it is

very difficult to prevent risk sel ecti on thro u gh leg-

i s l a tive pro h i bi ti on s . But even if i n su rers did not

i n ten ti on a lly seek to attract low - risk people and

avoid high - risk peop l e , s ome would get more than

their fair share of high-risk people,partly because of

ra n dom factors and part ly because certain kinds of

plans appeal to people with certain kinds of ri s k

prof i l e s . Health plans that gain a rep ut a ti on for

being particularly skilled at treating people with cer-

tain kinds of s evere medical con d i ti on s , for ex a m-

p l e , could be espec i a lly vu l n era ble to advers e

s el ecti on . In su rers drawing high er- risk peop l e

would be at a com peti tive disadva n t a ge unless a

m echanism were in place to com pen s a te them ,

e s s en ti a lly thro u gh some kind of m on ey tra n s fer

f rom insu rers with a rel a tively high proporti on of

low-risk enrollees to insurers with a disproportion-

ate share of high-risk enrollees.

The probl em is that the state of the art in ri s k

adjustment is still in the developmental stage. Much

con ceptual work is being don e , and a nu m ber of



ex peri m ents are underw ay, but there is sti ll som e

question whether these techniques are sufficient for

the job. There is no way to predict risk completely so

that insu rers can be com pen s a ted fully and acc u-

ra tely before the fact , and tech n i ques that com pen-

sate on the basis of after-the-fact incurred expenses

decrease incentives for health plans to contain costs.

We are not prepared to endorse any particular risk-

ad ju s tm ent mechanism or approach ; we leave that

task to people with expertise in this area. But we do

think that ef forts to devel op work a ble approach e s

should be continued and accelerated.

It is uncertain how cri tical a ri s k - ad ju s tm en t

process is to the success of our approach (or, for that

m a t ter, to most other approaches that depend on

priva te insu rers ) . Most of the market opera tes now

without risk adjustment, with at least some success.

The fact that everyone would be requ i red to have

covera ge under our plan helps in some re s pect s ,

because it en su res that everyon e , both high- and

low-risk people, will be in some pool. The problem

of h aving people buy insu ra n ce on ly wh en they

anticipate needing expensive care also is eliminated.

Transition

The reform propo s ed here is not an increm en t a l

ch a n ge . It does not build on ex i s ting programs of

p u blic covera ge . It requ i res some major re s tru ctu r-

i n g, p a rti c u l a rly at the govern m ent level , a n d

imposes new obligations on individuals, employers,

and health plans. De s i gning a gradual tra n s i ti on

from the current system to the new system is not an

easy task because many of the changes must become

operational at the same time.

Some steps can be taken before the program is

i m p l em en ted fully. The A PAs can be establ i s h ed in

e ach state , a n d , on ce they are re ady to begin opera-

ti on s ,a ll small em p l oyers with fewer than   em p l oy-

ees could be requ i red to use them as the veh i cle for

of fering covera ge . Those that provi de covera ge

a l re ady would swi tch to the A PA wh en their ex i s ti n g

health plan comes up for ren ew a l . At the same ti m e ,

the requ i rem ent that all em p l oyers of fer (but not

n ece s s a ri ly pay for) covera ge for their em p l oyee s

could be implem en ted .E m p l oyers with   or fewer

em p l oyees would be requ i red to use the A PA , a n d

m a ny others prob a bly would ch oose to do so.

The requirement that all health plans price pre-

m iums on a com mu n i ty - ra ted basis for em p l oyers

with    or fewer em p l oyees can and should be

i m p l em en ted gradu a lly. S t a tes va ry con s i dera bly in

the extent to which they limit health plans’ ability to

va ry prem ium ra tes for small em p l oyers , and it

would be too disruptive to require them all to move

f rom their current po s i ti on to full com mu n i ty ra t-

ing over a short period of time. In fact,implementa-

ti on of f u ll com mu n i ty ra ting should not begi n

until the individual mandate is in place. Otherwise,

premium rates for low-risk groups may rise to such

an ex tent that significant nu m bers of t h em wo u l d

drop coverage. Thus the requirement for communi-

ty rating should be phased in over a period of sever-

al years for the small-group market. Any movement

tow a rd com mu n i ty ra ting and guara n teed - i s su e

requ i rem ents for the indivi dual market , h owever,

probably will have to wait until the individual man-

d a te and tax credits are in place . Ot h erwi s e , h e a l t h

plans likely would su f fer adverse sel ecti on bec a u s e

s i cker people would take adva n t a ge of the com mu-

n i ty ra tes to buy covera ge , while healthier peop l e

would wait until the indivi dual mandate requ i red

them to do so.

A number of the most important features of the

reform must become opera ti onal at the same ti m e

to avoid creating severe problems. They include the

i n d ivi dual mandate , f u ll com mu n i ty ra ti n g, t a x

c redit su b s i d i e s , el i m i n a ti on of the tax exclu s i on of

employer-paid premiums,health plan premium risk

adjustment,and requirements that individuals show

proof of coverage as part of the tax-filing process. It

would be high ly de s i ra ble to implem ent the el ec-

tronic sys tem for paying and reconciling med i c a l

claims at the same time these other fe a tu res of t h e

s ys tem are put in place , but it prob a bly would be

possible to begin the rest of the new program with-

out having the electronic system fully operational.

Cost Containment

Because this proposal would ex tend covera ge to

everyone curren t ly wi t h o ut insu ra n ce , it likely



would increase the demand for medical services and

raise the total level of health expenditures. But apart

f rom that, nothing in the proposal should be a

s trong force to increase co s t s . Nevert h el e s s , priva te

funders of insurance coverage obviously would con-

ti nue to be con cern ed abo ut co s t s , and cost escala-

tion would have special implications for the federal

government,since rising costs would create pressure

to increase the size of the tax credits and, t hu s , t h e

revenue loss assoc i a ted with this form of su b s i dy.

Wi t h o ut tax credit incre a s e s , covera ge wo u l d

become unafford a ble for many people if h e a l t h

costs rose apprec i a bly. Cl e a rly, con ti nu ed atten ti on

will need to be directed to efforts to contain medical

cost escalati on . The proposal does not inclu de any

n ew forms of cost con tro l , but it does incorpora te

features that should strengthen existing competitive

m a rket forces and cre a te stron ger incen tives for

consumers to be cost-conscious.

One nece s s a ry con d i ti on for market forces to

work to contain costs is the pre s en ce of i n cen tive s

that en co u ra ge co s t - conscious beh avi or. This pro-

posal helps to create appropriate incentives by elim-

i n a ting the tax exclu s i on for em p l oyer-paid health

prem iu m s , wh i ch en co u ra ges people to buy more

com preh en s ive health insu ra n ce than they wo u l d

o t h erwi s e . The current tax exclu s i on su b s i d i zes any

l evel of health covera ge paid for by the em p l oyer

and, thus, encourages employees to prefer extensive

coverage, making it almost costless for them to con-

sume any well-insured health care services. The pro-

po s ed reform provi des subsidies on ly for

p u rchasing the standard covera ge pack a ge ; that is,

individuals who choose to buy more comprehensive

covera ge would pay all of the cost differen ce

between that benefit package and the standard cov-

era ge pack a ge . As a con s equ en ce , t h ey would be

m ore likely to caref u lly wei gh the ben efits aga i n s t

the costs,and fewer people would buy very compre-

h en s ive covera ge . Because they would be payi n g

m ore out of pocket than they do now for at least

some services, people are likely to reduce their rates

of uti l i z a ti on , e s pec i a lly for servi ces that are on ly

marginally beneficial.

For the same re a s on that people would tend to

ch oose less com preh en s ive plans, t h ey also wo u l d

h ave strong incen tives to ch oose plans that are ef f i-

c i ent and of fer high va lu e . The new tax credit su b-

sidy would be a fixed amount unaffected by the cost

of the health plan chosen. Thus people who chose a

plan that costs more than their su b s i dy (wh i ch

would be most people) would have to pay the full

ex tra cost out of pocket . That is a strong incen tive

not to choose an inefficient, costly plan.

O f co u rs e , i n cen tives to ch oose a high er- va lu e

plan have little ef fect wh en people have few plans

f rom wh i ch to ch oo s e , as is of ten true tod ay. Th e

propo s ed approach would give many people more

plan opti on s : everyone acqu i ring covera ge thro u gh

the APA could choose from a number of plans. To a

greater extent than currently, health plans would be

in head - to - h e ad com peti ti on for con su m ers’ bu s i-

ness,so they would have stronger incentives to offer

plans that provi de high va lu e . Moreover, h e a l t h

plans would not have the opti on ava i l a ble to them

n ow of being able to com pete on the basis of ri s k

selection, because for employers with fewer than 

em p l oyee s , prem iums would be determ i n ed on a

g u a ra n teed - i s su e , com mu n i ty - ra ted basis; and the

risk-adjustment process, to the extent that it is accu-

rate and effective, would greatly reduce the rewards

a s s oc i a ted with being skillful at risk segm en t a ti on .

Fewer re s o u rces would be devo ted to finding ways

to avoid high-risk enrollees, an effort that produces

no real social ben ef i t . The on ly remaining basis for

com peti ti on would be to of fer good - qu a l i ty care

and high levels of service at reasonable prices.

Apart from the fact that people previously unin-

sured would use more medical services than before,

there is nothing obvious in this proposal that is like-

ly to cause cost escalation.It is true that a significant

porti on of m edical paym ents now su bj ect to gov-

ernment price administration—namely, for services

covered thro u gh Med i c a i d — would be rei m bu rs ed

at market ra te s , wh i ch are likely to be high er than

ad m i n i s tered - pri ce ra te s . A on e - time pri ce incre a s e

is a likely re su l t , but over the lon ger term , rei m-

bursement rates are not likely to rise at a greater rate

than they would under an ad m i n i s tered - pri ce

a rra n gem en t , because even ad m i n i s tered pri ce s

have to rise at roughly the same rate as market prices

to induce providers to offer services.



Wh et h er market forces wi ll be adequ a te to con-

tain costs remains to be seen , but nothing in this pro-

posal is likely to redu ce the pro s pects for su cce ss—

qu i te the con tra ry. But if ad d i ti onal cost con t a i n m en t

s tra tegies have to be pursu ed , it is likely that they

would have been nece s s a ry even in the absen ce of t h e

i m p l em en t a ti on of this propo s ed reform .

Quality of Care

Im p l em en t a ti on of this proposal is likely to have a

po s i tive ef fect on qu a l i ty of c a re in two ways . F i rs t

and most obvious, by ensuring that everyone is cov-

ered , the reform el i m i n a tes financial barri ers to

acce s s . People who now defer or deny them s elve s

c a re because they lack covera ge wi ll no lon ger have

a ny re a s on to do so, so probl ems can be detected

s oon er, wh en tre a tm ent is more ef fective and less

ex pen s ive . People now en ro ll ed in Medicaid and

similar public programs of ten have difficulty find-

ing providers willing to accept them, either because

the provi ders do not parti c i p a te or because they

a l re ady have a full ro s ter of p u bl i c - progra m

p a ti en t s . This con s traint would be gre a t ly redu ced .

Now covered by priva te insu ra n ce , these peop l e

would have access to the wi der ra n ge of provi ders

serving their area.

Second,the increased head-to-head competition

among health plans just described will force them to

prove that they provide good-quality care as part of

their efforts to convince potential enrollees that the

plans offer a high-value product.

Im p l em en t a ti on of this reform is likely to leave

l a r gely unch a n ged the other forces that influ en ce

qu a l i ty. E m p l oyers sti ll wi ll have re a s on to be con-

cerned about quality, since they will be the source of

covera ge for mu ch of the pop u l a ti on . Medicaid no

l on ger wi ll fund care for low - i n come people (apart

from long-term care),so government’s responsibili-

ty for quality will need to be extended beyond con-

cerns abo ut low - i n come pop u l a ti ons to the en ti re

pop u l a ti on . Activi ties of govern m ent or ga n i z a ti on s

su ch as the Agency for He a l t h c a re Re s e a rch and

Q u a l i ty wi ll be even more vital than they are now.

Special attention should be directed to the effects of

the reform on low - i n come pop u l a ti ons form erly

s erved by Medicaid and S-CHIP to en su re that the

new system meets their needs,as well as those of the

general population.

Political Feasibility

Like any proposal that represents a major departure

from the status quo, this approach to reform would

not be free of opposition. Nevertheless, the pro-

posal does offer a number of significant political

advantages.

Advantages

The reform model pre s en ted here should appeal to

traditional conservatives for several reasons. First, it

p uts everyone into the mainstream medical sys tem

ra t h er than into a govern m en t - run “bu re a u c ra ti c”

s ys tem . Secon d , it el i m i n a tes ex i s ting govern m en t -

run programs like Medicaid and S-CHIP, wh i ch ,

because they are su b s i dy programs directed essen-

ti a lly at the poor, a re of ten perceived nega tively as

“welfare” programs. In place of these programs, the

proposal substitutes tax credits, which conservatives

tend to favor over direct government-financed pro-

grams and which can legitimately be sold as a form

of tax reduction. Third,the proposal places few con-

straints on employers. Apart from being required to

allow their employees to opt into the aggregate pur-

chasing arra n gem ent and to of fer but not pay fo r

health coverage, employers’ role in providing cover-

a ge for their em p l oyees remains largely unch a n ged .

Fo u rt h , the proposal relies on com peti tive market

forces to contain health care costs, rather than intro-

ducing new forms of govern m en t - ad m i n i s tered

price regulation or cost controls. Moreover, by elim-

i n a ting the tax exclu s i on for em p l oyer- f i n a n ced

health prem iu m s , the proposal would requ i re peo-

ple to bear more re s pon s i bi l i ty for their health care

costs.

Ma j or stakeh o l ders who are of ten thre a ten ed by

proposals that would ex tend covera ge broadly may

find that this proposal is more attractive than other

reform alternatives. Insurers and health plans would

con ti nue to play the role they do now, a n d , in fact ,

they would have as new customers large numbers of

people who curren t ly are covered by govern m en t



progra m s . Provi ders , too, should find many aspect s

of this proposal appe a l i n g. Most notably, provi ders

that now serve large nu m bers of Medicaid pati en t s

would be paid at market ra tes ra t h er than at the nor-

m a lly lower govern m en t - determ i n ed rei m bu rs e-

m ent ra te s . In ad d i ti on , t h ere would no lon ger be

a ny uncom pen s a ted care , because everyone wo u l d

be requ i red to have insu ra n ce covera ge , and even

those indivi duals who failed to meet the requ i re-

m ent would have their medical bi lls paid by

Med i c a re . Provi ders who now serve rec i p i ents of

p u blic programs also would be freed from the

ad m i n i s tra tive bu rdens of dealing with the govern-

m ent bu re a u c racies that ad m i n i s ter programs for

l ow - i n come pati en t s . And all provi ders would be

f reed of m a ny ad m i n i s tra tive bu rdens wh en the inte-

grated electronic claims handling system is in place.

Advoc a tes for low - i n come and disadva n t a ged

populations obviously would find the universal cov-

era ge fe a tu re of this program to be high ly de s i ra bl e .

Th ey also would likely look favora bly on the fe a tu re

that provi des tax credit subsidies to everyon e , so that

t h ere is no income test for el i gi bi l i ty and, t h erefore ,

no sti gma for the poor in accepting su ch su b s i d i e s .

The mu l ti - ti ered sys tem of c a re that ch a racteri ze s

our current sys tem would be el i m i n a ted . Everyon e

would be served by “m a i n s tre a m” provi ders , a n d

provi ders would be unable to distinguish amon g

p a ti ents according to the su b s i dy they receive . Acce s s

for low - i n come people also would be improved .

Those whose access is now limited to providers who

accept patients from public programs would benefit

by being able to ch oose from the same ra n ge of

provi ders as the rest of the pop u l a ti on . Ex ten s i on of

ch oi ce is obvi o u s ly de s i ra ble for its own sake , but the

gre a ter ch oi ce of provi ders also should en h a n ce the

qu a l i ty of c a re ava i l a ble to people who are now

served by public programs.

Disadvantages

Al t h o u gh the proposal is likely to appeal to many

gro u p s , it also faces form i d a ble po l i tical ob s t acl e s .

F i rs t , the program invo lves a large tax ex pen d i tu re .

Even though the tax credits that subsidize purchases

of health covera ge for the en ti re pop u l a ti on can be

ch a racteri zed as a form of tax redu cti on , it is sti ll

true that the subsidies under this program wo u l d

cause large losses in tax revenue. While it is probably

e a s i er for po l i ticians to defend of f - bu d get tax

ex pen d i tu res than on - bu d get appropri a ti on s , peo-

ple who look with disfavor on policies that ex p a n d

the role of government are not likely to be mollified.

An d , of co u rs e , to the ex tent that this propo s a l

redu ces tax revenu e s , it redu ces the revenue ava i l-

a ble to spend on other public progra m s . O f fs et ti n g

the negative effects of increased tax expenditures for

tax credit subsidies is the fact that other ch a n ge s ,

particularly taxation of employer-paid health insur-

ance premiums and elimination of Medicaid and S-

CHIP, will have a large positive effect on the budget

position of the federal and state governments (and,

incidentally, alleviate some of the revenue problems

of Med i c a re and Social Sec u ri ty, s i n ce payro ll tax

revenues will also increase).

Some people wi ll vi ew this program as more

“big government.” Even though it requires no signif-

icant bu i l dup of n ew govern m ent bu re a u c racy or

pers on n el , relies on priva te - s ector force s , and actu-

a lly increases the nu m ber of people who wi ll be

buying coverage in the private sector, it will be char-

acteri zed by some as a major ex p a n s i on of govern-

m en t’s role and influ en ce . Some wi ll cri ti c i ze the

i dea of using Med i c a re as a fall b ack for those wh o

h ave no covera ge , even though , in most cases, t h i s

would be a tem pora ry arra n gem en t . Vexed by the

c u rrent rules and reg u l a ti ons of the Health Ca re

Financing Ad m i n i s tra ti on , t h ey would not eagerly

greet the idea of h aving the agency ad m i n i s ter cov-

era ge for even more peop l e . Cri tics with this per-

spective also may fear that if cost increases begin to

a ppear in the health care sector, govern m ent co s t

controls will not be far behind.

This approach also invo lves a degree of com p u l-

s i on that some wi ll find obj ecti on a bl e . The requ i re-

m ent that everyone purchase health care covera ge is

a restriction on individual liberty, and while it is cer-

t a i n ly po s s i ble to marshal persu a s ive arguments to

ju s tify this level of com p u l s i on , the arguments wi ll

not convi n ce everyon e . The proposal also requ i re s

em p l oyers to take certain acti on s . S pec i f i c a lly, t h ey

are required to offer (but not pay for) coverage to all

em p l oyees and to all ow indivi dual em p l oyees to opt



i n to the aggrega te purchasing arra n gem en t .E m p l oy-

ers that do not of fer covera ge now, or those wh o

h ave well - e s t a bl i s h ed insu ra n ce programs of t h ei r

own , wi ll have to make ch a n ges that may appe a r

burdensome to them.

Like any major reform,this proposal creates var-

ious kinds of financial red i s tri buti on that are likely

to be oppo s ed by people who vi ew them s elves as

being worse of f as a re sult of the ch a n ge .

E l i m i n a ting the tax exclu s i on for em p l oyer- p a i d

prem iums is likely to cost high er- i n come peop l e

with com preh en s ive em p l oyer-paid covera ge more

than they gain in the way of a tax credit. Thus, they

m ay oppose this ch a n ge in the approach to financ-

ing subsidies for health covera ge . Oppo s i ti on to

eliminating the tax exclusion is likely to be particu-

l a rly strong from labor unions that have barga i n ed

successfully for generous health coverage programs.

The requ i rem ent that all firms with fewer than   

employees be part of a single risk pool will raise the

cost of health coverage for lower-risk employers and

t h eir em p l oyee s : Because all em p l oyers in the poo l

wi ll be ch a r ged the same com mu n i ty ra te , l ow - ri s k

em p l oyers and their em p l oyees wi ll no lon ger be

able to realize their current risk advantage.

Although insurers and health plans would play a

l a r ger role in the revi s ed sys tem , s ome wi ll sti ll

object to specific provisions. In general, insurers are

not en t hu s i a s tic abo ut com mu n i ty ra ting bec a u s e

t h ey bel i eve that con s traints on their abi l i ty to

adjust rates in accordance with the risk of the popu-

l a ti ons they insu re can jeop a rd i ze their abi l i ty to

remain prof i t a bl e . Even if an appropri a te ri s k -

ad ju s tm ent process is in place , as propo s ed , it may

be hard to convi n ce insu rers that their worries are

gro u n dl e s s . Moreover, s ome insu rers have carved

out a profitable niche for themselves that is based on

their effectiveness in selecting low-risk populations.

Si n ce their com peti tive adva n t a ge up to now has

been attri but a ble to their being more skillful in

s el ecting ri s k , ra t h er than in being co s t - ef fective in

managing care, these insurers and health plans may

oppose the changes envisioned in this proposal.

Advoc a tes for low - i n come pop u l a ti ons may be

w a ry of the proposal because it does aw ay wi t h

much of Medicaid. They have worked long and hard

to en su re that Medicaid incorpora tes fe a tu res to

pro tect lower- i n come pop u l a ti ons and to be atten-

tive and re s pon s ive to their special need s . Even

t h o u gh we propose retaining certain el em ents of

Medicaid to meet these special needs, advocates may

still worry that placing these vulnerable populations

i n to mainstream care may leave them wi t h o ut all

the protections and special services they need. n



Elliot K. Wicks, Jack A. Meyer, and Sharon Silow-Carroll have outlined a pro-

posal to achieve universal health coverage while maintaining a market-based

system and simplifying administration. Key elements of the proposal include

the following:

       , payable in advance, for all households, with the

credit varying by income, sufficient for those below the federal poverty

level to cover the full cost of coverage comparable to Medicaid and grad-

ually reduced for higher-income people.

           at least as comprehensive

as Medicare plus drugs and well-child care. Those not meeting the require-

ment would be automatically covered by Medicare as a backup but would

have to pay a premium plus a penalty (at tax time) for every month with-

out private coverage.

      (but not necessarily pay for)

a minimum benefits plan no less comprehensive than Medicare.

           that permits employees to

exclude from their taxable income the amount that their employer pays 

for health coverage.

      , or aggregate purchasing arrange-

ments, to serve as a source of health coverage for individuals and small

employers. Insurers are required to participate and offer a standard 

benefits plan comparable to Medicare.

      , coordination of benefits,

etc., to reduce administrative duplication and inefficiency.
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