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i

executive summary
America’s health care system fails to meet the standards 
set by its peers around the world. It delivers substandard 
patient care far too often, leaves tens of millions uninsured, 
and its rising cost growth threatens the foundations of our 
economy and society. Unless we move toward comprehen-
sive, system-wide reform, we will continue to waste billions 
of dollars and thousands of lives every year in a health care 
system that is riddled with ineffi ciencies. A health care sys-
tem for the Next Social Contract should correct these defi -
ciencies by expanding coverage, creating better incentives 
for quality and effi ciency, and linking health insurance to 
individuals, rather than to their place of employment. It 
should be guided by the principles of personal responsibil-
ity for one’s own health and shared responsibility to ensure 
the health and welfare of all our citizens, including our most 
vulnerable ones.
 This paper outlines what a health system under the Next 
Social Contract ought to look like. It would shift the respon-
sibility for providing health insurance from the employer 
to the individual, freeing American companies to concen-
trate on growth and competitiveness without having to 

worry about rising health care costs. It would make health 
insurance mandatory for all U.S. citizens, but it would also 
offer generous subsidies and large risk pools to help defray 
the cost of premiums. It would be guided by a refocused 
approach to health care delivery that emphasizes preven-
tion, early diagnosis, and evidence-based treatments rather 
than expensive and often known-to-be ineffective diagnos-
tic and treatment techniques. And it would encourage the 
widespread adoption of information technology to reduce 
administrative costs and help all clinicians and patients 
share best-practice information in real time.
 The stakes are high. A failure to act to stem rising health 
care costs will jeopardize our public’s health and undercut 
our international competitiveness. And the failure to make 
affordable health care available to the 45 million Americans 
who are currently uninsured is morally indefensible. But 
the current crisis of our health care system is also an oppor-
tunity to rethink its basic tenets and improve its overall per-
formance. If we use this opportunity wisely, we will fashion 
a health care system suited to the needs of citizens in a 21st 
century society.
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possible solutions, a consensus articulated with increasing 
clarity by state governors, members of Congress, and presi-
dential aspirants. Recent proposals by Republican governors 
in Massachusetts and California, by Senators Ron Wyden 
(D-OR) and Robert Bennett (R-UT), and by presidential can-
didates like John Edwards form the basis of a promising 
new approach.4 What their proposals have in common is an 
emphasis on personal and shared responsibility. The objec-
tive of this paper is to present the fi rst complete, integrated 
statement of these emerging themes and to show how they 
can serve as the foundation for a health care system suited 
to the 21st century.
 The old arrangements of our existing social contract no 
longer make sense in an economy characterized by global 
labor markets, shortened job tenure, heightened capital 
mobility, rapid technological change, and increased pres-
sure for short-term profi ts. In such an economy, it makes 
little sense to link health care to employment status. Rather, 
we need to ensure that benefi ts are portable and tied to 
the individual, rather than to his or her place of employ-
ment. This will not only expand employment options for all 

In 1987, a family health insurance policy claimed 8 per-
cent of median family income; today it takes 20 percent, 
and it will require even more tomorrow.2 If we do not make 
health insurance more affordable, a majority of working 
Americans will be uninsured by 2020. At the same time, 
our high spending does not buy a commensurate amount of 
health. Poor average quality harms hundreds of thousands 
of patients, and inappropriate care adds billions of dollars 
in unnecessary costs.3 The interconnected problems of cost, 
access, and quality contribute to a system whose perfor-
mance is mediocre at best and notable for its stunning lack 
of transparency and accountability to health care consumers.
 Moreover, employers, burdened by the costs of pro-
viding health insurance to their employees, are fi nding it 
diffi cult to remain competitive in the globalized economy. 
The wages of workers are being siphoned off to pay for the 
increased cost of coverage, which has led to a prolonged 
period of wage stagnation for working-class Americans. The 
status quo is unacceptable, and the system is unsustainable.
 Washington policymakers have allowed this crisis to 
develop unabated. However, a consensus is emerging about 

Our health care system is broken. It is a drag on our economy, it undermines 

our international competitiveness, and it is a source of insecurity for families 

up and down the income scale. Relentless cost growth has made health insurance 

increasingly expensive, straining household resources and leading to an increas-

ing number of Americans without coverage. Almost 45 million Americans live 

without health insurance. This has profound consequences for our society, as the 

uninsured are more likely to suffer prolonged illness and even premature death.1

 The old arrangements of our existing social contract no longer make sense 

in an economy characterized by global labor markets, shortened job tenure, 

heightened capital mobility, rapid technological change, and increased pres-

sure for short-term profi ts. In such an economy, it makes little sense to link 

health care to employment status.
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Americans over the course of their work lives but also allow 
them to focus on maximizing their productivity rather than 
worry about losing their benefi ts.
 It is worth noting at the outset that any social contract 
presupposes a community to which all citizens belong. 
The very idea of a contract, or covenant, that specifi es per-
sonal and social responsibility is to be found in the oldest 
descriptions of community we have. The Hebrew Torah, 
revealed to and written by Moses 3,400 years ago, admon-
ishes landowners to leave a portion of their harvest in the 
fi eld for the widow, the orphan, and the stranger.5 Without 
such “gleaning” rights, these vulnerable populations would 
have starved, and it was impermissible to tolerate prevent-
able starvation, even for those of different faiths or ethnicity. 
Every human being was believed to have been made in the 
image of God and thereby possessed a right to participate in 
the life of the community. Communities could set rules, but 
they were supposed to keep the door open to all those will-
ing to join, and to feed those who could not feed themselves 
for whatever reason.
 Jesus clarifi ed the universality of “the stranger,” and 
Mohammed accepted and rearticulated these principles, 
which are shared by the monotheistic faiths (and by many 
people who adhere to no formal faith tradition).6 Jesus and 
Mohammed, and the prophets who preceded them, also 

made clear that full membership in the community meant 
more than being entitled to a minimal level of subsistence.7 
In some ways, the defi nition of any social contract is about 
specifying requirements for “full participation” in a society.
 At the time the Abrahamic Scriptures were written, food 
was the only commodity one human could give another to 
support life, and the laws to guide and strengthen commu-
nities were largely designed to lessen the precariousness of 
life. It was clearly immoral to do nothing in the face of pre-
ventable starvation: the admonition to “feed the hungry” is 
repeated throughout the Scriptures in a hundred different 
ways. The analogy to our current health care crisis is also 
clear. Five years ago, the Institute of Medicine concluded 
that 18,000 Americans die every year due to lack of health 
insurance, which prevents them from getting timely access 
to effective care.8 We cannot claim to be a moral society and 
ignore or accept this reality. 
 Even so, it is well to keep in mind that in ancient times, 
no community was admonished to give equal amounts of 
food to each person, nor was any community required to 
give all of its food to one person; stewardship of the com-
munity’s scarce resources was presumed to be an impor-
tant function of leadership. It is also worth noting that even 
where gleaning rights are spelled out—in Leviticus and else-
where—the landowner was not admonished to cook for the 
hungry, but rather to leave some food in the fi eld for those 
in need to gather for themselves. That is to say, our oldest 
written obligations to one another were mutual—personal 
responsibility and shared responsibility were linked.

america’s health care 
system is failing
Our health care system is failing. Excessive cost, mediocre 
quality, and inequitable access to care add up to a debili-
tating trifecta. Not only have our political leaders failed to 
address these issues, until recently they have shown little 
indication that they understand how they are linked, or what 
impact they have on the economy in general.

Unsustainable Cost Growth
Since 1960, real per capita health care cost growth has 
exceeded national GDP growth by 2.6 percent a year.9 
Families and employers alike are fi nding health insurance 
increasingly unaffordable. This is the main reason that 
the number of individuals with health insurance coverage, 
either through their employers or purchased individually, 
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is dropping so precipitously.10 Moreover, health insurance 
costs represent a growing fraction of employee compensa-
tion costs. When employers pay for a portion of these rising 
costs, the total costs of employment increase even though 
worker’s wages do not rise.
 Employer-paid health costs also represent a growing 
share of wages. This exacerbates labor-management fric-
tion since most workers (as well as many employers) believe 
that employer contributions come out of profi ts, not out of 
wages. Economic theory argues that over time wage and 
non-wage compensation alike must be fi nanced by labor’s 
productivity, or employment at a given compensation level 
will not be sustained. This is why economists argue that 
employer contributions for health insurance (as well as for 
pensions, sick leave, etc.) are implicitly taken out of what 
would be higher wages. In the short run, when employers 
make tactical changes in compensation packages subject to 
the constraints of competitive labor markets, the actual bur-
den, or “incidence,” of employer-paid health costs is likely 
shared between employers and workers, or between capital 
and labor. Evidence supporting this theory of “partial inci-
dence” includes recent reductions in the employer share of 
the cost of insurance premiums.11 Given federal income and 
payroll tax exclusions, it is mutually benefi cial for employees 
to voluntarily trade wages for employer premium payments 
and for employers to pay 100 percent of the premium so 
that health insurance may be bought with pre-tax dollars. If 
workers and employers believed the economists, this would 
be the norm every year, regardless of health care cost growth. 
But the percentage of fi rms paying 100 percent of insur-
ance premiums has declined steadily since the mid-1970s to 
near zero, and many companies have signifi cantly reduced 
their share of the costs in recent years.12 Thus employers are 
behaving as if they believe that they cannot shift all health 
care costs to wages.
 Whether employer-paid health insurance is shifted 
fully or only partially to wages in the short run, when the 
costs of health care grow faster than the rise in productivity 
employers are constrained from sharing productivity gains 
with workers. This further exacerbates labor-management 
tensions over health costs. In the mid-20th century, U.S. 
companies engaged in international trade had more market 
power than they do now and could pass cost increases on 
to consumers relatively easily by raising the price of their 
products. In the intervening years, the competitiveness of 
international markets has increased considerably, and the 
market power of U.S. exporters has declined.13 This has 
eliminated a safety valve employers could formerly count 

on to relieve pressure from excess health care cost growth. 
Today, many employers are engaged in a focused search to 
reduce health care costs and their exposure to future cost 
increases.14 
 Most of us intuitively understand that there are opportu-
nity costs to rising health care expenses. That is, we know 
that when we pay more for insurance we have less left over 
to pay for other goods and services we might otherwise wish 
to purchase. The opportunity costs imposed by the unin-
sured are less obvious, but no less real. They include the 
“hidden tax” that the insured pay—in higher insurance 
premiums and medical fees—to help subsidize care the 
uninsured receive but cannot pay for.15 They also include 
longer waits in the emergency room for the insured, since 
the uninsured often have nowhere else to go.16 And they 
include less access to medical care in general in areas where 
the uninsured are concentrated because providers are not 
inclined to locate where patients cannot pay the full cost 
of their services.17 But by far the largest opportunity cost 
imposed by the uninsured is the lost economic output due 
to unnecessarily prolonged illnesses, lost days of work, and 
even premature death that result from late diagnosis and 
treatment. The Institute of Medicine has estimated that the 
total social cost of the uninsured is roughly equal to the pub-
lic cost of subsidies that could cover all Americans.18 Thus, 
aside from the immorality of tolerating preventable illness 
and death, there is a compelling economic case that univer-
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sal insurance coverage is at least as much about wise stew-
ardship of scarce social resources as it is about charity for 
the poor.
 The unsustainability of our current health system is also 
evident in the growing pressure on federal, state, and local 
budgets. Under current law and cost growth trends, spend-
ing on the two largest public health insurance programs, 
Medicare (for the elderly) and Medicaid (for the poor), is 
projected to grow from 25 percent to 30 percent of the total 
federal budget in the next 10 years.19 Medicaid is already the 
largest government expenditure in most states, and it is the 
fastest growing in almost every state.20 Local governments 
are increasingly footing the residual bills for the uninsured 
that have nowhere else to turn. The ballooning opportunity 

costs of health expenditures are forcing government offi -
cials at every level to focus on long-run cost growth con-
tainment.

Declining Coverage
According to the U.S. Census Bureau, 45 million, or 15 
percent, of Americans were uninsured in 2005—up from 
38 million and 13 percent in 2000. Virtually the entire net 
decline in coverage has been in employment-related insur-
ance. Seventy-fi ve percent of those who lost coverage during 
this period did so because their employers stopped offer-

ing insurance altogether, reduced eligibility, or scaled back 
dependent coverage. About a quarter of the decline in cover-
age stemmed from lower employee take-up rates of employ-
ers’ offers of insurance.21 The primary reason for the decline 
in coverage is the increase in health costs relative to economy-
wide productivity and individual income. If Medicaid, created 
to cover those with incomes below poverty, had not grown 
by almost 9 million participants in this period, 20 percent of 
Americans might now be uninsured. The resulting growth in 
the cost of Medicaid has strained the federal and state bud-
gets to the point that the program is unlikely to be able to play 
a residual safety-net role for the unraveling employer system 
much longer.

 …universal insurance coverage is 

at least as much about wise stew-

ardship of scarce social resources 

as it is about charity for the poor.
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 The challenges presented by the 21st-century economy 
demand fl exibility on the part of both employers and workers. 
Workers now in their twenties are expected to change jobs 12 
times in their working lifetimes, compared to workers now 
in their late fi fties who have changed jobs six times on aver-
age.22 But changing jobs under an employer-centered health 
insurance system often requires changing health plans and 
clinicians, which can disrupt long-term doctor-patient rela-
tionships and impair health maintenance and the quality of 
clinical care.23 This would be reason enough for to reform the 
way we provide health coverage. However, there is another 
compelling reason. The rising importance of entrepreneur-
ship and small business formation in the 21st-century econ-
omy, coupled with the fact that the high cost of purchasing 
health insurance for small numbers of workers is among 
the greatest obstacles to small business creation and growth, 
make severing the tie between health insurance and employ-
ment essential to future growth. A system of portable health 
insurance would aid the economy and benefi t workers and 
employers alike.

Mediocre Quality at a High Price
While the United States has some of the best clinicians and 
health facilities in the world, and better short-term survival 
rates with respect to certain acute conditions than other devel-
oped countries, we spend at least 50 percent more per capita 
on medical care and yet achieve far worse average health out-
comes, as refl ected in such measures as life expectancy and 
infant mortality. According to the World Health Organization, 
the United States ranks thirty-seventh in overall health sys-
tem performance, nestled between Slovenia and Costa Rica, 
countries with signifi cantly lower per capita income than 
the United States.24 Americans get appropriate care in their 
doctors’ offi ces only 55 percent of the time.25 High-income 
Americans receive only marginally better care.26 That is the 
American health care system in a nutshell: we pay a lot for 
relatively little.27 Geographic variation in the quality of care 
is particularly stunning: a person with cancer living in Utah 
has a one-third greater chance of surviving a year than a can-

cer patient in North Carolina.28 We also suffer over 150,000 
unnecessary deaths each year from avoidable medical errors 
and substandard care.29 The Institute of Medicine’s clarion 
call for quality improvement has gotten the attention of poli-
cymakers and health system leaders alike, but progress, while 
encouraging, has been slow.30 Americans have the right to a 
health care system that works well for everyone.

a health care system for 
the 21st century
The two essential pillars for creating an affordable health 
care system for all Americans are personal responsibility and 
shared responsibility. Policy reforms that build upon these pil-
lars will help us create a health care system consistent with 
the principles of the Next Social Contract. Demands will be 
made both of the individual and the collective. Mandates to 
buy insurance and subsidies to help people afford to do so 
will be balanced with the creation of an insurance market-
place that is affordable and a delivery system that works in 
terms of both cost and quality. 
 The concept of personal responsibility means that indi-
viduals must be full participants in maintaining their own 
health and that of their children. They must follow accepted 
guidelines for maintaining good health, seek appropriate 
medical care in a timely fashion when necessary, and pur-
chase insurance coverage. Shared responsibility refers to 
the collective task of ensuring that there is a functioning 
insurance marketplace capable of meeting the needs of the 
society as a whole, providing assistance to those that need 
help to purchase insurance, and ensuring that the delivery 
system for providing quality care is as effi cient and cost-
effective as possible.
 Our vision of a new health care system begins with 
personal responsibility and builds outward. The Institute 
of Medicine takes the position that the best health care is 
“patient-centered.”31 This means that the ideal system is one 
that focuses in the fi rst instance on individual patient well–
being, rather than on the convenience of providers or insti-
tutions. Individual responsibility for decision-making with 
respect to behavior that affects health and compliance with 
professional advice and counsel is also essential to patient-
centeredness.
 Shared responsibility extends over three dimensions of 
our proposed new health care system, all of which refl ect 
the need for collective stewardship of common resources. 
The fi rst is to create and maintain an insurance marketplace 

 A system of portable health insur-

ance would aid the economy and 

benefi t workers and employers alike.



6 a sustainable health system for all americans

that works for all and is fair and effi cient. The second is to 
fi nance and implement a subsidy schedule that makes basic 
insurance coverage affordable for all. The third is to remake 
the delivery of health care far more effi cient and sustainable 
than it is today.

Personal Responsibility for Maintaining Good Health
Maintaining good health is not a spectator sport. In order 
for our health care system to be more effective, each indi-
vidual must be willing to follow nutritional guidelines, get 
appropriate amounts of exercise, seek preventive care, and 
comply with treatment regimens. We aim to create a culture 
or set of norms around individual responsibility for both 
encouraging healthy personal behavior and securing access 
to appropriate professional care through the purchase or 
enrollment in a qualifi ed health insurance plan. Centering 
responsibility on individuals refl ects the reality that behav-
ior is a major determinant of health status and of health 
improvement, within contexts and limits defi ned by family, 
community, and social environments.32 
 Personal responsibility requirements are not meant 
to punish those who become ill, but rather to clarify that 
everyone is expected to behave responsibly to prevent ill-
ness when possible and to mitigate the effects of chronic 
diseases by making good choices once affl icted. Thus, fi nan-
cial incentives to meet agreed upon health or adherence tar-
gets will become increasingly important components of the 
health benefi t packages of the future.

Personal Responsibility for Obtaining Coverage
Given the well-documented importance of medical insur-
ance for facilitating access to timely and effective care,33 our 
personal responsibility concept includes a requirement that 
everyone purchase coverage. It is essential to establish a 
legal mandate requiring every individual to purchase insur-
ance. Purchase requirements are necessary to boost the 
effi ciency of insurance markets because mandates greatly 
reduce insurers’ legitimate fears that they may otherwise be 
forced to provide coverage for disproportionate numbers of 
individuals with high health costs. Getting everybody into 
the insurance pool will lead to signifi cant reductions in 
administrative and marketing costs that can be passed on to 
consumers and payers.34 
 Under our plan, all U.S. citizens and legal aliens aged 19 
and older would be required to purchase coverage for them-
selves and their dependents. Imposing such a requirement 
under our current system is unrealistic because the cost of 
premiums offered to many is prohibitive; we will need to 

construct a new marketplace to facilitate affordable coverage 
for all. Key elements of this marketplace—such as the rules 
of competition, basic and supplemental benefi t packages, 
subsidy schedules—will be described in the following sec-
tion. Since our overall proposal hinges on the development 
of a prevailing culture of coverage, government must help 
create a fair, accessible, and affordable insurance market.
 Imposing an individual purchase mandate will necessi-
tate enforcement mechanisms since free riding will remain 
an attractive option for some. Financial sanctions must be 
put into place and enrollment in a basic plan defaulted, so 
that no citizen (or legal alien) is ever actually without cover-
age. Those who fail to buy coverage will be assigned to a 
basic health coverage plan with low premiums. Employers, 
schools, health care providers, automobile insurers, and tax 
authorities will be required to ask for documented proof of 
health insurance coverage and to notify the insurance mar-
ket administrator of individuals without coverage. Some 
states have already begun to experiment with information 
sharing in enforcing automobile insurance mandates.35 
The state of Massachusetts and the governor of California 
have made the individual purchase mandate central to their 
health insurance reform proposals.
 Individuals who fail to comply with the mandate will be 
required to pay back premiums plus a penalty based on the 
length of time they have been unenrolled. Health care pro-
viders will not be denied payment for treating patients who 
lack coverage, however, since an individual’s assigned default 
plan will be responsible for covered services. The market 
administrator will be authorized to employ collection agen-
cies against those who attempt to free ride, as health provid-
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ers and state agencies do today. In extreme cases, wages can 
be garnished to ensure collection of unpaid premiums and 
penalties. Since most people want health insurance cover-
age, enforcement problems are likely to be limited to a fairly 
predictable few once the norm of personal responsibility for 
coverage has been established, as shown by the experience 
of Switzerland and the Netherlands, where individual insur-
ance purchase mandates are in effect and highly successful.36

A New Insurance Marketplace
Our 21st-century health care system will rely on private 
markets to the degree possible, as well as transparent and 
accountable regulatory institutions. Private markets are bet-
ter able to serve the diverse preferences and circumstances 
of Americans than a one-size-fi ts-all scheme for universal 
coverage. Choice—stimulated by competition—is desirable 
because it will reassure those worried about quality that 
they can seek out the providers they prefer. At the same time, 
health markets need rules to operate fairly and effi ciently. The 
regulatory institutions required to make and enforce these 
rules will themselves need to commit to an evidence-based 
decision-making process and be open to public scrutiny.
 The bedrock of our proposal is an insurance market that 
preserves and improves upon the advantages of employer 
group purchasing and marketing, with its inbuilt adminis-
trative economies of scale and broad risk pooling. Ensuring 
that the new insurance marketplace is effi cient, fair, and 
transparent can best be accomplished by establishing an 

Insurance Purchasing Exchange, designed to govern the 
health insurance marketplace. The exchange could be man-
aged by a public entity, as is the Federal Employees Health 
Benefi ts Program, which is run by the Offi ce of Personnel 
Management. Or it could be managed by a nonprofi t entity 
like the Pacifi c Business Group on Health, which admin-
isters coverage for large employers in California. It might 
also make sense initially to have multiple exchanges oper-
ating throughout the country. These exchanges could also 
be organized along state lines, or on a regional basis, with 
smaller states joining forces to form a single marketplace. 
Large states like California and New York might consider 
establishing several separate exchanges to serve their local 
health markets more effi ciently.
 All health insurance would be sold within the exchange 
(or exchanges), and the exchange would specify and enforce 
the rules of competition that in turn would guarantee trans-
parency in the content of products as well as fairness in 
access and pricing. To participate in the marketplace, insur-
ers would be required to offer a standard product, or Basic 
Plan, as well as a cost-sharing complementary package that 
would help to defray the cost of deductibles and co-pay-
ments. Insurers would be allowed to offer auxiliary packages 
to cover services excluded from the Basic Plan, so long as 
auxiliary benefi ts were priced separately. In this way, price 
competition with respect to Basic Plan coverage would not 
be confused with risk selection and benefi t variation effects 
on quoted premiums for the extra packages. And because 

Responsibility and Incentives: Individuals are expected to take responsibility for their own health, including diet, 
exercise, prevention, seeking professional care when appropriate, and following 
treatment recommendations. Insurers may adjust premiums based on key behav-
ioral targets, such as smoking and weight-loss goals. 

A Health Care System for the 21st Century: Personal Responsibility

Personal Health:

Individual Mandate:

Insurance Purchase Requirement: Health insurance is necessary to secure access to appropriate health care. All adults 
age 19 and older are required to purchase insurance for themselves and their de-
pendents. Subsidies will be available for the low income population. Enforcement 
will be facilitated through information sharing among health providers, schools, 
employers, tax authorities, and the Insurance Exchange. Failure to pay one’s fair 
share will lead to fi nancial penalties.
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every insurance company would have to sell a Basic Plan to 
qualify for membership in the exchange, price competition 
would help keep the Basic Plan affordable for those who 
were not subsidized.
 The Insurance Purchasing Exchange would be governed 
by certain basic rules: individuals would be permitted to buy 
any product from any insurer (guaranteed issue), insurers 
would be prohibited from summarily dropping any indi-
vidual (guaranteed renewal), and there would be limits on 
how much premiums could vary across individuals (modi-
fi ed community rating). Consistent with our principle of 
personal responsibility, insurers would be allowed to adjust 
their premiums based on select criteria, such as the age of 
the insured, location (to refl ect health input cost variation), 
and key behavioral targets linked to good health. These tar-
gets might include completing a health risk assessment 
questionnaire, not smoking or participating in smoking 
cessation classes, or signing up with a primary care team, 
sometimes referred to as a “medical home,” to help manage 
chronic diseases like diabetes or congestive heart failure.
 The exchange would collect premium dollars from 
employers (on behalf of workers) and households, and facili-
tate the delivery of subsidies for low-income individuals and 
families from the federal government. It would also coordi-
nate the Web-based enrollment of individuals and market-
ing by and payments to health plans, adjusting premium 
revenue to refl ect extreme differences in average health 
status across insurers (risk adjustment). Since different 
exchanges would likely operate along state lines—at least 
initially—state governments would be expected to remain 
involved in making policy decisions in conjunction with 

federal health offi cials. States would continue to regulate 
and license insurance providers, and state exchanges would 
likely hire most state insurance regulatory staff to enforce 
the new insurance market rules. On other matters, the sec-
retary of the Department of Health and Human Services 
would have approval authority over any state exchange plan. 
 The Basic Plan and its mandated benefi ts package would 
be determined and modifi ed periodically by a Benefi ts Board, 
whose members would be appointed by the U.S. comptrol-
ler general. This board would be charged with balancing the 
natural tension between expanding coverage of clinically 
valuable services and minimizing the increase in taxpayer-
fi nanced subsidies. It would also evaluate medical research 
to identify effective treatments and procedures. This knowl-
edge would inform decisions about which services to cover 
as well as how to set cost-sharing with respect to services 
covered in the Basic Plan. This will enable cost-sharing, or 
demand-side incentives, to be used to guide patients toward 
effective treatments and away from treatments that have not 
been proven effective. A similar approach, pioneered at the 
University of Michigan and used as an employee-benefi t 
negotiation tool, has been successful in getting diverse citi-
zens to see the need to balance benefi t package limits with 
concerns about access to appropriate care.37 
 The Benefi ts Board would also be responsible for devel-
oping the complementary cost-sharing subsidy package that 
low-income individuals will receive along with the Basic 
Plan at no cost or at reduced cost. The existence of this 
cost-sharing complement would allow the board to recom-
mend more parsimonious coverage under the Basic Plan’s 
mandated benefi t package, e.g., a $2,000 deductible for 

Insurance Purchasing Exchange: Serves as a general marketplace where all health insurance is sold. Regulates and 
enforces the rules of competition. The Exchange will ensure that all insurance 
providers offer coverage and renewals to those seeking insurance. The Exchange 
will be responsible for collecting and distributing premium payments. Small 
states might choose to share a single exchange; large states might have several 
exchanges. 

A Health Care System for the 21st Century: Shared Responsibility

New Marketplace:

Basic Plan: All insurers will offer a Basic Plan, which will entail the legally-required minimum 
of health insurance. More expensive supplemental policies will also be available to 
those who want to buy them.
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singles, and a $4,000 deductible for families. Finally, the 
board would specify the patient cost-sharing and provider 
payment incentives to be included in the Basic Plan. For 
example, lower premiums might be offered to nonsmokers 
or to individuals who sign up with a medical home to help 
them manage and coordinate care throughout the delivery 
system. Or higher payments might be offered to clinicians 
for maintaining superior health outcomes in patients with 
chronic diseases.
 The Benefi ts Board would be an independent entity, 
but since Congress would fund the board, the Insurance 
Purchasing Exchange, and subsidies, it would be expected 
to work closely with Congress, more or less like the Federal 
Reserve chairman does .

Subsidies for Purchasing Coverage
Any humane and politically sustainable health care system 
must subsidize the access of low-income individuals and 
families to health insurance and health care. Historically, 
the burden of paying for health care for those of modest 
means has fallen on low-income households themselves, 
employers, governments, and providers (through the provi-
sion of free or below-cost care to the medically indigent). 
We describe below how and why it makes sense to relieve 
employers of this responsibility in order to build a health 
care system more compatible with 21st-century economic 
realities. But that means the social commitment to subsidiz-
ing low-income Americans must be fi rm and unwavering, 
for without generous and substantial fi nancial assistance, 
tens of millions of Americans would be unable to afford 
health insurance.
 Under our proposal, all individuals will be expected to 
enroll in an insurance plan of their choosing to cover them-
selves and their dependents from among those offered 
within the Insurance Purchasing Exchange. And everyone 
will be required pay at least a nominal amount toward the 
cost of coverage. The minimum payment might be $5 a 
month for an individual policy, or $10 a month for a fam-
ily policy. Individuals or families with incomes under 67 
percent of national median income would receive a sub-
sidy suffi cient to buy the Basic Plan (less that minimum 
personal contribution). Those with incomes between 67 
percent ($31,038 in 2005) and 180 percent of the national 
median income ($83,387 in 2005) would also receive a sub-
sidy.38 Those with incomes above 180 percent of national 
median income would be expected to pay for insurance on 
their own. Because the Basic Plan—under which everyone 
would be covered—would likely have relatively high deduct-

ibles and large co-payments in order to keep costs down, a 
complementary cost-sharing package would be made avail-
able to low-income individuals on a sliding scale. It would 
be free for those with those with the lowest incomes. This 
would help minimize the price of the Basic Plan for those 
who did not qualify for a subsidy but are still required to 
purchase insurance. Still, in keeping with our principle of 
personal responsibility, even the poorest Americans would 
have to pay providers a nominal fee at the point of service, 
although the fee could be waived at the discretion of pro-
viders in hardship cases. Individuals could always choose 
not to purchase the complementary cost-sharing coverage, 
regardless of what subsidy level they qualifi ed for.
 This integration of the Basic Plan and cost-sharing 
subsidies for those at the lowest income level will obvi-
ate the need for Medicaid and the State Children’s Health 
Insurance Program (SCHIP), except for those benefi ciaries 
who are disabled (and uninsurable in the traditional sense) 
or elderly and also eligible for Medicare. Current SCHIP 
and non-disabled, non-elderly Medicaid recipients will be 
required to obtain Basic Plan coverage and will receive a 
subsidy to do so, so the Medicaid program will be reduced 
considerably. Medicare, on the other hand, will remain as it 
is today.

An Effi cient and Sustainable Delivery System
The fundamental dynamic driving health care reform is cost 
growth that exceeds productivity and income growth. Thus, 
if we simply require all citizens to buy medical insurance 
and do nothing about effi ciency and cost growth, the eco-
nomic stresses on our health care system will become even 
more acute, and our ability to sustain redistributive taxes 
to subsidize low-income individuals and families will likely 
collapse. Analysts estimate that up to 50 percent of the care 
provided under our current system fails to improve health 
outcomes.39 Thus, changing how we deliver care is impera-
tive if we are to build a sustainable system.
 Given our failed reform efforts over the past 60 years, 
many observers are skeptical that high and rising costs can 
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be controlled, especially since powerful stakeholder inter-
ests, including many physicians, hospitals, academic medi-
cal centers, and insurers, do quite well under the status quo. 
At the same time, our ability to ensure that all Americans 
have access to essential health care is threatened unless 
we restrain the rate of cost growth. Formulaic cost-growth 
reduction strategies, such as global budgets—which set lim-
its on how much can be spent in a given year—or provider 
price controls, are political nonstarters in the U.S. context 
because they require arbitrary enforcement rules that appear 
to limit individual choice about health care decisions. A 
more promising strategy would depend on a combination of 
market forces and government programs (e.g., to promote 
the dissemination of research evidence and best-practices 
information) to educate insurers, providers, and the public 

as to how their interests would be served by a more effi cient 
health care system. This could earn their acceptance of the 
broader use of incentives in order to align patient, provider, 
and payer interests more effectively than they are today.
 This “mixed” strategy includes three major elements: (1) 
an electronic information system; (2) better incentives; and 
(3) buying technology smarter.
 The development of a nationwide Electronic Information 

System would give any clinician anywhere instant access to 
a patient’s medical history, plus diagnosis and treatment 
options. The system would include Web-based electronic 
health records, as well as medical decision support tools so 
that best practices could be applied to every clinician-patient 
encounter. Today, a Las Vegas casino can determine the 
precise details of an individual’s creditworthiness in real 

Basic Plan Subsidy: The purchase of insurance is subsidized on a sliding scale. Those earning up to 
67% of national median income pay only a nominal fee; those earning up to 180% 
of the national median income pay a reduced fee. 

A Health Care System for the 21st Century: Shared Responsibility

New Subsidy Structure:

Cost-Sharing 

Complementary Subsidy: 

The complementary cost-sharing subsidy will be made available free to households 
earning less than 67% of the median income, and at a reduced cost to households 
earning between 67% and 180% of the median income. Purchase of the comple-
mentary subsidy is optional. The size of the subsidy will decrease as a household’s 
earnings rise. The purpose of the complementary subsidy is to ensure that lower 
income individuals are not denied appropriate access to care because of cost.

One-Time Wage Adjustment: In the fi rst year employers will inform employees exactly how much they are pay-
ing in health care premiums on their behalf. In the second year, every employee 
who currently receives health care through their workplace will receive a raise at 
least as large as the amount the employer formerly paid in premiums. Starting in 
year two employees will be expected to purchase their own insurance on the Ex-
change. Employers who fail to pay the raise will be subject to a tax equal to 200% 
of the health care premium paid in year one for each employee.

Tax Treatment of Health 

Insurance Premiums: 

The current tax exemption for employer-paid or for employee-paid health insur-
ance will be ended. Revenues saved from this tax expenditure and generated by 
the one-time wage adjustment will be used to partially offset the subsidy costs for 
the program.
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time, but no emergency room doctor in that city (or any-
where else in the United States) can fi nd out what medica-
tions an unconscious person is on. A notable exception is 
the health care delivery system pioneered by the Veterans 
Administration, which has successfully incorporated an 
electronic records system that facilitates information shar-
ing.40 An electronic information system would help us mon-
itor care, protect patients, and improve the overall quality 
of health care in the United States. Information about the 
best therapeutic practices and diagnostic techniques would 
be shared in an electronic database accessible to heath care 
providers and consumers across the country. This would 
require public funding of the dissemination of best-practice 
information in order to eliminate the ability of providers 
to profi t by keeping such information private. Clinicians 
would be motivated to employ best-practice care, since con-
sumers would be able to evaluate the quality of the care they 
receive.
 Turbo-Charged Incentives for Quality and Effi ciency. The 
stunningly low value of health care received per dollar spent 
in the United States is the direct result of poor provider and 
patient incentives. Basically, we pay providers to perform 
procedures regardless of their clinical value, and we shield 
most insured patients from awareness about the marginal 
cost of various diagnostic and treatment options. We need 
to shift from a system that pays after the fact for services 
rendered to the sick to a system that pays providers to keep 
patients healthy and makes them accountable for that out-
come. We could turbo-charge these incentives if we also 
structured patient cost-sharing with incentives to choose 
high-value options and avoid services or products that are 
unlikely to improve outcomes when compared with cheaper 
alternatives. Doing both of these things would require us 
to expand the current evidence-based research base by an 
order of magnitude, but this investment should have a very 
large payoff over time as it enables us to both standardize 
best practices—to do what we know works and stop doing 
what we know does not work—and educate consumers to 
the fact that more care is not always better care. Moreover, 
Americans are likely to become smarter consumers of med-
ical care if they fi nd themselves paying for ineffective treat-
ment out of their own pockets.
 Encouraging the use of medical homes is also a good 
idea, since this will likely lead to better overall care. Today, 
primary care is far less remunerative than specialty care, 
with procedure-oriented specialists earning far higher 
incomes than evaluation and medical management gener-
alists. At the same time, navigating our health care system 

can be daunting even for the most sophisticated patients.41 
Typically, patients with complex health problems fi nd them-
selves under the care of multiple specialists, each of whom 
is focused on a specifi c body part or medical condition, with 
no one keeping track of all prescribed medications or treat-
ments being administered, which in combination could put 
the patient at risk. Here lies the value in the medical home 
concept.42 Putting such a system into practice would mean 
paying the primary care provider—chosen by the patient—
to manage the care of the patient in the delivery system as a 
whole. This would enable physicians and other health care 
professionals to make a living seeing fewer patients and 
devoting more attention to each. The ideal payment struc-
ture would include performance-based bonuses for well-
managed care, for keeping patients with chronic conditions 
within approved guidelines (for blood pressure, blood sugar 
levels, lung capacity, etc.) and out of the hospital. Incentives 
could also be provided to encourage patients to comply with 
clinician-determined targets vis-à-vis medication, weight-
loss targets, exercise, and the like. The fundamental idea is 
to link payments to providers with health outcomes with-
out putting primary care physicians at full fi nancial risk 
for whatever medical care and services patients might need 
under extreme circumstances. 
 Malpractice reform must be a part of realigned incen-
tives, since fear of malpractice claims drives the practice of 
“defensive medicine” which leads to unnecessary diagnostic 
testing and interventions, and perhaps worse, perpetuates 
a fear of sharing information and experiences that could 
improve patient safety and outcomes. Admittedly, our cur-
rent malpractice system adds at most only 5 percent to the 
overall cost of medical care; nonetheless, the system ought 
to be reformed to encourage physicians to carry out fewer 
unnecessary procedures and to encourage the exchange 
of information about ineffective treatments and interven-
tions.43 
 Our malpractice reform program would include a com-
bination of protections against legal action if evidence-based 
medical practices were adhered to (thus providing physicians 
with “evidence-based safe harbors”), no-fault compensation 
rules for adverse events, and special malpractice pre-trial 
proceedings to weed out spurious claims without unfairly 
delaying legitimate ones. This reform package is subtler and 
provides better incentives than the traditional damage caps 
that limit exposure and malpractice premiums but do noth-
ing to encourage higher quality and safer care. The reforms 
we propose would foster a culture of learning from inevitable 
mistakes and result in better overall patient care.
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 Buying Technology Smarter. Advances in medical tech-
nology have saved lives and improved the quality of life 
for many, and future advancements are likely to be noth-
ing short of breathtaking in their possibilities. However, 
the overuse of new technology has been a primary factor 
in driving up costs. Future advancements are likely to drive 
costs up even further, to the point of their being potentially 
catastrophic for the health of the U.S. economy. We need to 
establish processes for assessing the clinical value-added of 
new technologies compared to existing diagnostic or treat-
ment options prior to their widespread adoption and use. 
The Federal Drug Administration’s drug approval process 
is a case in point. Today, to get a drug approved for a specifi c 
use, a manufacturer must simply prove that the proposed 

new drug did not manifest serious side effects and is more 
effective than a placebo. We should require a higher stan-
dard for approval: new and more expensive drugs should 
be shown to be better than the best existing treatment for 
any given patient subpopulation. To compensate for the 
longer and more expensive trials this would require, we 
would probably need to lengthen the life of drug patents. 
We should apply the same logic to medical devices and new 
diagnostic or surgical techniques. As a result, we would 
become far smarter purchasers of costly new technologies.
 To further the cause of effi ciency, we should create a 
Comparative Effectiveness Agency (CEA), a public orga-
nization that would fund and direct a series of effi ciency 
studies on new medical devices and surgical procedures. 

A Health Care System for the 21st Century: Shared Responsibility

Benefi ts Board: Charged with determining the benefi t components of the Basic Plan, based on 
assessment of medical research that is linked to health outcomes. The Board will 
report to Congress in a manner similar to the Federal Reserve. 

Reformed Delivery System:

Electronic Information 

Infrastructure: 

Electronic records that give all relevant clinicians access to a patient’s medical his-
tory, symptoms and treatments in real time. In addition, decision support tools 
will be available to inform important clinician–patient encounters with evidence-
based best practice syntheses.

Incentives for Medical Homes: Paying the primary care provider of the patient’s choice a fee to manage the pa-
tient’s navigation and the care of the patient in the delivery system as a whole.

Incentives for Performance: Performance-based bonuses to clinicians and hospitals for following best-prac-
tices guidelines for diagnosis and treatment.

Malpractice Reform: Evidence-based “safe harbors” from litigation, no-fault compensation rules, and 
pre-trial proceedings that weed spurious claims out of the system.

Comparative 

Effectiveness Agency: 

Funds the research efforts of universities and hospitals in order to determine best 
practices for specifi c types of conditions and patients. The Board of the CEA would 
be taken from leaders in academic medicine. Its decisions would not be binding 
on the Benefi ts Board, but would be widely publicized.



For nearly 70 years, federal tax law, administrative econo-
mies of scale, and insurer aversion to excess risk have made 
employers the primary source of health insurance for the 
vast majority of Americans. During WWII, employers’ pre-
mium contributions were exempted from federal income 
and payroll taxation as fi rms competed for scarce workers 
under wage controls (implemented to limit wartime infl a-
tion). By 1954, the employees’ contributions could also be 
exempt from federal income tax liability. 
 Other factors contributed to the employer-based sys-
tem we have today. Marketing and administrative costs for 
insurers and employers are largely fi xed and are thus much 
lower per enrollee the larger the group buying insurance. In 

iRobert Cunningham, “Professionalism Reconsidered: Physician Payment in a Small-Practice Environment,” Health Affairs 23 

(November/December 2004): 36–47.

addition, in voluntary insurance markets, insurers naturally 
fear adverse selection, the tendency of those with the great-
est health risks to seek the fi nancial protection and access to 
care that insurance affords, while the healthiest individuals 
forgo insurance and take their (low-risk) chances. Employer 
groups, since they are organized for production, not to pur-
chase health insurance, offer insurers a naturally represen-
tative and relatively healthy set of risks all wrapped up in a 
convenient point of sale. Insurers discovered all this long 
before federal tax law changed, and were offering employ-
ment-based groups much lower premiums per person (for 
the same level of benefi ts) than could be obtained in the 
individual or non-group market, even as early as the 1930s.i 

the historical rise of the employer-based health care system

The research itself would be conducted by universities and 
private research entities using rigorous scientifi c methods. 
The CEA would not have the power to force the Benefi ts 
Board to follow its recommendations, but it would have the 
power and capacity to disseminate its fi ndings to the health 
care providers, health plans and to the media, so that with 
proper pay for performance incentives in place, the use of 
inferior products or techniques would become far more rare 
and persist for a shorter time than is the case today. The 
CEA could be constituted as quasi-public agency, because 
although it would need federal funding it could and should 
be governed by a combination of political appointees and 
the leadership of the major learned medical societies and 
of academic medicine.44 By this means, we would obtain a 
“buy in” from research leaders to improve the effi ciency of 
health care delivery services. This is the best way to make a 
21st-century health system continue to function well for all 
Americans.

the transition from an 
employer-based system
Remaking our health care system into one designed around 
the pillars of personal responsibility and shared responsi-
bility will require a major reform effort to overcome the 

status quo. Our current employer-based system, which has 
developed over time, has become the means by which many 
Americans receive their health insurance. This system has been 
reinforced by decades of federal policy as well as large adminis-
trative, marketing, and risk-pooling economies of scale. 
 Today, 60 percent of Americans get their health insur-
ance through employment, and employers actually pay for 
over a quarter of all health spending in the United States.45 
Employers’ share of health spending has risen from 15 per-
cent in 1970 to over 26 percent today; real per capita health 
care costs grew 2.5 percent a year faster on average than 
economy-wide productivity during that period. Since health 
care now claims 16 percent of GDP, employers in effect pay 
4 percent of GDP for health insurance for their workers. 
Private employer-fi nanced health care costs now account 
for almost 8 percent of average employee compensation, up 
from around 1 percent in 1960.46 This percentage fi gure is 
an average and includes fi rms that do not offer any fringe 
benefi ts, with considerable variance among those that do. 
Thus, the real cost of insuring an employee today ranges 
from 8 percent to 20 percent of total compensation costs.
 As competition becomes increasingly global, the burden 
this places on U.S. companies, which is higher than that 
borne by most foreign competitors, is seen by management 
and workers alike as a threat to U.S. competitiveness and 
middle-class jobs.47 It is therefore not surprising that we see 
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forward-thinking labor leaders like Andy Stern of the Service 
Employees International Union saying publicly and repeat-
edly, “The employer-based health insurance system in this 
country is dead. We have to fi nd an alternative.”48 Still, while 
many would agree on the need to move toward a new kind 
of health fi nancing system that is more compatible with our 
21st-century economy, no one to our knowledge has worked 
out the analytic details of how to actually make the transi-
tion work in practice.49 While there are a variety of potential 
pathways to pursue, we believe three essential steps must 
be taken to move our current system toward a sustainable 
health care system that works for all Americans.
 The essential fi rst step is to create an insurance mar-
ketplace that is fair, effi cient, transparent, and open to all. 
Building such a marketplace is indispensable because it 
will extend to everyone the advantages of group purchasing: 
marketing and administrative economies of scale combined 
with broad risk pooling. No individual shall be excluded due 
to low income or poor health status. Organized competition 
in this marketplace will also put a premium on insurers’ 
adding value by coordinating information fl ows and care 
among disparate members of a patient’s entire care team.50 
All providers and insurers will be rewarded for producing 
better health outcomes at lower total cost, rather than for 
performing unnecessary services, avoiding patients with 
complex health problems, or by denying care for high-value 
services.
 The second step is to convert employer premium pay-
ments into wages. This will preserve existing compensa-

tion levels and reassure workers while relieving employers 
of their long-run vulnerability to health care cost growth, 
which they cannot control. Under the counsel of University 
of Chicago economists, Chile in the 1980s required employ-
ers to take this step as the country moved from an employer-
based to an individual-based pension system.51 In general, 
the idea is to speed up and guarantee with rules what the 
market would accomplish on its own in the long run.
 Economists generally teach that employers consider 
wage and non-wage benefi ts to be fungible, meaning that 
benefi ts can substitute for wages in the overall scheme of 
worker compensation. Thus rising health care premiums 
will result in lower wages, at least on average in the long 
run. Therefore, the argument goes, removing the health 
care burden from employers will lead to higher wages. But 
not all workers and employers trust or should be expected 
to follow economic theory, so a requirement to make a one-
time wage adjustment in the form of a raise equal to the 
employer’s health insurance contribution on behalf of the 
worker or the worker’s family in the previous year will likely 
be politically reassuring. 
 The transition from an employer-based system will 
be facilitated by eliminating the current tax preference 
for employer-paid premiums. Currently, this tax prefer-
ence costs the Treasury over $147 billion a year in forgone 
income tax revenue, and represents the federal govern-
ment’s largest tax expenditure by far.52 As we move away 
from an employer-based health care system, the employer’s 
premium payment should no longer be exempt from an 
employee’s taxable income. Ending the current exclusion 
will remove the incentive to the employer to provide health 
insurance rather than cash wages. If we then no longer 
permit employers to deduct premium payments from their 
profi ts for tax-reporting purposes, or tax fi rms on any linger-
ing premium payments unless they convert such payments 
to wages, employers will be unlikely to continue to make 
premium contribution payments. 
 The fi nal step in the transition will be to provide sub-
sidies to make insurance affordable for all, enabling low-
income Americans to buy mandated coverage. This subsidy 
will serve to reassure workers and their families that they 
will not be forced to shoulder an excessive fi nancial burden 
during the transition. There are many ways to structure and 
deliver such a subsidy. Currently, most subsidies available 
to families are delivered through the tax code. For exam-
ple, the federal exemption for dependents lowers a family’s 
income tax liability, and the Earned Income Tax Credit gen-
erates tax refunds if the value of the credit exceeds a family’s 
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tax liability. It would appear to make most sense to link the 
delivery of the subsidy to tax fi ling since this is the process 
that will be used to assess household income and thus the 
ability to pay. Creating a new refundable tax credit may be 
necessary to ensure that households can receive their sub-
sidy even if they have low income tax liabilities.
 Once employers are out of the fi nancing picture, what a 
family or individual will be required to pay will depend upon 
family or individual income, the subsidy schedule, and our 
ability to rein in cost growth over time. Once a subsidy pro-

gram is in place, non-elderly Medicaid recipients, as well 
as the self-employed and workers in fi rms that do not offer 
insurance coverage, can be added to the system. Clearly, 
the level at which this subsidy is set is important because it 
will not only affect the overall cost of the proposal but also 
represent the clearest statement of our social willingness to 
enable all Americans to participate in the program. 
 Earlier in this paper, we summarized the proposed 
subsidy level, but since the subsidy level can be adjusted 
over time, it is important to bear in mind that the effi ciency 

Imagine a fi rm paying a typical 75 percent of premium costs 
for a workforce representative of American workers, with 
an average annual wage of $40,000. Sixty percent of work-
ers purchase family coverage policies, which cost $12,000 
a year, and 40 percent buy single policies, which cost ap-
proximately $5,000 a year. The fi rm spends $6,300 per em-
ployee on health insurance, which, putting aside infl ation, 
pensions, and social security for simplicity’s sake, brings 
the total employee compensation to $46,300 for each em-
ployee, 13.6 percent of which is used to pay for health insur-
ance premiums.
 Every fi rm that currently offers insurance coverage to its 
employees would buy coverage for its workers through the 
new Insurance Purchasing Exchange in year one, paying 
the same wages it would have paid and making the same 
health insurance contribution it would have made in the ab-
sence of any policy change. Our proposal would require em-
ployers to inform employees of exactly how much they are 
contributing to health insurance on their behalf, preferably 
through an attachment to the employee’s W-2 year-end tax 
form. This would clarify the true costs of health insurance 
for workers and let them know what to expect in year two. 
This would also put most working families in the exchange’s 
risk pool, enabling effi cient and fair insurance markets to be 
built with those who are covered as the base.
 In year two, fi rms would be required to “cash out” or 
convert the previous year’s premium contribution to wages 
on a one-time basis. This will look and feel like a raise, but 
would really be just transforming one kind of compensa-
tion into another. From this higher income base, all non-el-
derly adults will simultaneously be required and expected to 
purchase health insurance for themselves and their depen-
dents. To reassure workers skeptical of economic theory and 

employer intentions, employers would be taxed an amount 
equal to twice their previous year’s premium contribution 
unless they raised wages by at least that much. This transi-
tion would keep the “right” amount of money fl owing to 
health insurance in year two; thereafter the oversight of cost 
growth and premium affordability will be in the hands of 
the public sector and the health care industry, with the em-
ployer out of the picture altogether.
 Premium infl ation, meaning a higher premium cost, 
would complicate the computation of the cash-out, but the 
basic logic of the transition would remain the same. Since 
new subsidies would be in place, they would protect low-
wage workers. It would be prudent to require only that 
fi rms increase the wage base by at least as much as they 
contributed to the previous year’s premium for each worker. 
Employers would be free to raise wages even further in ac-
cordance with the requirements of labor market competi-
tion, of course, but the required “raise” will keep employer 
money in the health system while minimizing the business 
cycle risk of a one-time cash-out requirement. Tying the 
wage increase to each worker’s own prior health insurance 
arrangement (single, family, or none), rather than any kind 
of average across-the-board payout will preserve the inter-
worker equity that prevailed before the cash-out. A worker 
who accepts his employer’s offer of a premium contribution 
today gets more compensation than a similarly paid worker 
who is covered on his spouse’s policy from a different em-
ployer. The fi rst worker will get more compensation after 
the transition as well, but now the compensation bundle will 
have more cash in than before. This arrangement is likely to 
withstand worker scrutiny better than any signifi cant redis-
tribution from married to single workers, as almost every 
“across-the-board average” wage adjustment would entail.

managing the transition
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and fairness of our future health care system will depend 
upon the collective exercise of stewardship over resources. 
This means that we have to buy smarter and create incen-
tives to turn consumers into allies for the cost-growth and 
value-enhancement components of a reformed 21st-century 
health care system. Because employers are among the most 
sophisticated buyers in the current system, they should par-
ticipate in selecting members of the Benefi ts Board so that 
buying expertise and experience is not lost in the transition 
to a new fi nancing system. But the key role of employers 
during the transition will be to ensure that the amount in 
total compensation that they currently pay for insurance 
premiums get passed along to their employees. 
 The proposed transition to a citizen-based health care 
system will have a number of positive effects. The income 
of workers will rise, generating added tax receipts for the 
U.S. Treasury. Employers will be relieved of the burden of 
covering health care costs, freeing them to concentrate on 
productivity and competitive creativity. Employers will be 
expected to collect premium payments for transfer to the 
Insurance Purchasing Exchange on behalf of their employ-
ees, irrespective of whether they offered health insurance in 
the past. But since this function will be similar to the cur-
rent withholding of taxes for state and federal governments, 
it is unlikely to be onerous. The proposed new system is 
more likely to unite employers and employees, especially as 
they join together to assume partial responsibility for cost 
containment over the long run.

financing and shared 
responsibilities
Creating a new health care system that breaks from the 
employer-based model will require a substantial social 
commitment. This commitment will need to be expressed 
through the allocation of budget resources—which are the 
ultimate statement of shared responsibility. Many factors 
will infl uence costs through the transition and into the 
future. Rather than present an analysis of these factors, it 
may be more constructive to describe the broad components 
of our proposed fi nancing system and present estimates of 
their orders of magnitude.
 At its core, this proposal is a call for market reform and 
policy measures that require action by individuals, insurers, 
and health care providers. Yet to make it work and ensure 
participation requires fi nancing. There are two primary 
costs for implementing the policy that must be covered. The 

fi rst is the cost of the Basic Plan subsidy and the second 
is cost of the complementary cost-sharing subsidy for low-
income populations.
 The Basic Plan subsidy, which will fl ow to all house-
holds earning less than 180 percent of the national median 
income, will cost an estimated $200 billion a year.53 
Households earning up to 67 percent of the national 
median will receive a subsidy that will cover the total cost of 
the Basic Plan; households earning between 67 percent and 
180 percent of the national median will receive partial sub-
sidies. Obviously, adjustments to these cutoffs would lower 
or raise overall costs.
 The complementary cost-sharing subsidy will be made 
available free to households earning less than 67 percent 
of the national median, and at a reduced cost to households 
earning between 67 percent and 180 percent of the median. 
The size of the subsidy will decrease as a household’s earn-
ings rise. The purchase of the complementary cost-sharing 
subsidy will be optional, which makes it diffi cult to estimate 
with certainty how much it will cost; our best estimate is 
$40 billion a year.54 
 The $240 billion in annual budget resources needed to 
implement our proposal will be covered by four primary 
sources. The fi rst source of revenue will be higher tax rev-
enue generated by increased wages. The cash-out provision 
will serve to recalibrate incomes so that the contributions 
employers currently make on behalf of their employees to 
purchase insurance will be passed on directly to employees. 
We estimate that an additional $100 billion a year will be 
collected by the Treasury as a result of this cash-out.55 
 Furthermore, the elimination of Medicaid and SCHIP, 
except for the disabled and the elderly who are already eli-
gible for Medicare, would generate a substantial windfall 
for states equal to roughly 30 percent of current Medicaid 
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spending, or approximately $40 billion a year,56 and would 
otherwise save the Federal government another $50 billion. 
States would be expected to contribute these savings to fund 
the health care system through a “maintenance of effort” 
requirement. A natural shift in responsibility would be to 
require the states to fi nance the complementary cost-shar-
ing subsidies for citizens in their states. However, this would 
penalize poor states, and therefore a simpler and more for-
mulaic maintenance of spending effort requirement might 
be both wiser and more politically feasible.
 Local governments would also receive a windfall from 
the achievement of near-universal coverage, since their 
need to subsidize local safety-net providers would be vastly 
reduced. Some localities, however, would still have substan-
tial fi nancial responsibility due to large illegal immigrant 
populations. Decisions about maintenance of effort require-
ments on local governments should devolve to the states 
because they can best take into account remaining burdens 
and the most effi cient division of labor between the state 
and local governments.
 Today, nonprofi t hospitals and clinics, along with pri-
vate philanthropic entities, provide and help fi nance most 
of the care that is delivered to the uninsured. Both providers 
and charities have historical missions to help those without 
the ability to pay obtain essential services. In a 21st-century 
health system designed to cover all citizens and legal immi-
grants, those who will need such help will largely be illegal 
immigrants. It is conceivable that some nonprofi t philan-
thropic organizations will turn their focus in this direction as 
the desperate need for health care services for illegal immi-
grants becomes apparent. It is unclear, however, whether 
philanthropies will be able to fi ll this void. It is likely that 
some health providers will maintain open doors for unin-
sured children and adults to the extent feasible legally and 
fi nancially, but there is no easy answer to this problem. The 
issue of access to urgent health care for illegal immigrants 
will have to be addressed by the larger society.
 The revenue sources we have outline above will likely 
need to be supplemented. We conservatively estimate that 
another $50 billion will be needed annually at the outset 
of our proposal’s implementation. This could be generated 
from a new or existing revenue source, or it could come 
from general funds or from a new dedicated tax. Over time, 
if we are able to implement our proposed delivery system 
reforms, the net new revenue required should decline as a 
percentage of total subsidy costs.

Income Tax Revenue from 
Higher Wages:

$100 billion

Medicaid Maintenance of 
Effort by States:

$40 billion

Federal Medicaid Spending 
Reduction: 

$50 billion

New Revenue Requirement: $50 billion

Total: $240 billion

Sources

Funding Our 21st-Century Health System
Subsidy Financing for One Year, Fully Phased-In

Basic Plan Subsidy: $200 billion

Cost-sharing subsidy: $40 billion

Total: $240 billion

Uses
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conclusion
While there is a growing awareness among stakeholders, 
legislators, and public policy analysts that health care will 
be a key domestic issue in the next few election cycles, some 
still lack a sense of urgency about addressing health sys-
tem reform.57 This is lamentable since it is clear that in the 
absence of serious reform our present trajectory will lead 
us toward economic and moral decline. The rising oppor-
tunity cost of unabated health care cost growth is undeni-
able: an unreformed health system will increasingly pre-
clude needed investment in infrastructure, education, and 
nonmedical research and development, even as it serves a 
smaller fraction of our population each year. Employers will 
react to declines in competitiveness by accelerating the pace 
of off-shoring middle-class jobs. And as the cost of health 
care rises, so does the cost of current government-provided 
safety-net services such as Medicare, Medicaid, and SCHIP. 
Unless cost growth can be tamed, the price tag on Medicare 
and Medicaid alone will rise to 10 percent of GDP, which 
would necessitate both much higher taxes and dramatic 
reductions in other vital government programs.
 There is an ethical dimension to our looming health 
care crisis as well. As economists Paul Krugman and Robin 
Wells put it, “Our health care system often makes irratio-
nal choices, and rising costs exacerbate those irrationali-
ties. Specifi cally, American health care tends to divide the 
population into insiders and outsiders. Insiders, who have 
good insurance, receive everything modern medicine can 
provide, no matter how expensive. Outsiders, who have 
poor insurance or none at all, receive very little.”58 The more 
expensive our health care system becomes, the greater this 
chasm between the haves and the have-nots will grow, and 
the more America will come to resemble a two-tiered society 
where the fortunate will have access to state-of-the-art drugs 
and medical procedures, while those at the bottom and in 
the middle will have to rely on inferior treatment at free clin-
ics and in emergency rooms, and die prematurely from pre-
ventable diseases. As noted above, the Institute of Medicine 
has estimated that the total social cost of the uninsured—
including the economic losses from excess days lost from 
work and school, and from premature death—is already 
equal to the net public cost of covering the uninsured. That 
social cost will rise as the proportion of uninsured rises in 
the absence of reform. One compelling analysis predicts 
that by 2013 the ranks of the uninsured will have swelled to 
56 million, or to more than a quarter of the population.59 We 
can only speculate what effect this growing underclass will 

have on the fabric of our democracy. Abraham Lincoln once 
feared that our government could not endure half slave and 
half free; a nation that is half insured and half uninsured 
may prove similarly unstable.
 But we need not wait for a crisis—civil unrest, economic 
depression, or a public health pandemic—to precipitate 
change. There is a growing recognition among leaders in 
government and business that our employer-based health 
care system is not sustainable, and that an acceptable alter-
native must be found. The comprehensive reform outlined 
above is our best chance to achieve universal coverage 
(through an individual mandate), higher quality (through 
electronic health records, preventive medicine, and best-
practices guidelines), and lower costs (through reduced 
paperwork, better incentives, and a smarter use of new 
technology).

 Health care is widely recognized as an integral part of 
the social contract, and yet the voluntary, employer-based 
system, along with the ineffi cient delivery system it has been 
fi nancing, is failing more of us every day. This system is sim-
ply incompatible with the demands of a global economy and 
the values of a just society. But we should not be daunted by 
the task before us. The barriers to reform are high but not 
insurmountable, and many are already acknowledging the 
necessity of fundamental reform. By drawing on the best 
ideas of those already focused on reform—policy analysts 
and clinicians, as well as leaders in business, labor, and gov-
ernment—and by emphasizing personal responsibility and 
mutual responsibility in equal measure, we can fashion an 
affordable and sustainable health care system that can help 
America meet the challenges of the 21st century.

 Abraham Lincoln once feared that 
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appendix: the proposal at a glance
a health care system for the 21st century

Responsibility and Incentives: Individuals are expected to take responsibility for 
their own health, including diet, exercise, prevention, seeking professional care 
when appropriate, and following treatment recommendations. Insurers may ad-
just premiums based on key behavioral targets, such as smoking and weight-loss goals. 

Personal Responsibility

Insurance Purchase Requirement: Health insurance is necessary to secure access 
to appropriate health care. All adults age 19 and older are required to purchase 
insurance for themselves and their dependents. Subsidies will be available for the 
low income population. Enforcement will be facilitated through information shar-
ing among health providers, schools, employers, tax authorities, and the Insur-
ance Exchange. Failure to pay one’s fair share will lead to fi nancial penalties.

Individual Mandate:

Personal Health:

Insurance Purchasing Exchange: Serves as a general marketplace where all health 
insurance is sold. Regulates and enforces the rules of competition. The Exchange 
will ensure that all insurance providers offer coverage and renewals to those seek-
ing insurance. The Exchange will be responsible for collecting and distributing pre-
mium payments. Small states might choose to share a single exchange; large states 
might have several exchanges. 

New Marketplace:

Basic Plan: All insurers will offer a Basic Plan, which will entail the legally-re-
quired minimum of health insurance. More expensive supplemental policies will 
also be available to those who want to buy them.

Shared Responsibility

Basic Plan Subsidy: The purchase of insurance is subsidized on a sliding scale. 
Those earning up to 67% of national median income pay only a nominal fee; those 
earning up to 180% of the national median income pay a reduced fee. 

New Subsidy Structure:

Cost-Sharing Complementary Subsidy: The complementary cost-sharing subsidy 
will be made available free to households earning less than 67% of the median 
income, and at a reduced cost to households earning between 67% and 180% of 
the median income. Purchase of the complementary subsidy is optional. The size 
of the subsidy will decrease as a household’s earnings rise. The purpose of the 
complementary subsidy is to ensure that lower income individuals are not denied 
appropriate access to care because of cost.

Continued
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 One-Time Wage Adjustment: In the fi rst year employers will inform employees 
exactly how much they are paying in health care premiums on their behalf. In 
the second year, every employee who currently receives health care through their 
workplace will receive a raise at least as large as the amount the employer formerly 
paid in premiums. Starting in year two employees will be expected to purchase 
their own insurance on the Exchange. Employers who fail to pay the raise will be 
subject to a tax equal to 200% of the health care premium paid in year one for 
each employee.

 Tax Treatment of Health Insurance Premiums: The current tax exemption for 
employer-paid or for employee-paid health insurance will be ended. Revenues 
saved from this tax expenditure and generated by the one-time wage adjustment 
will be used to partially offset the subsidy costs for the program.

Benefi ts Board: Charged with determining the benefi t components of the Basic 
Plan, based on assessment of medical research that is linked to health outcomes. 
The Board will report to Congress in a manner similar to the Federal Reserve.

Reformed Delivery 
System:

Electronic Information Infrastructure: Electronic records that give all relevant cli-
nicians access to a patient’s medical history, symptoms and treatments in real 
time. In addition, decision support tools will be available to inform important 
clinician–patient encounters with evidence-based best practice syntheses.

 
Incentives for Medical Homes: Paying the primary care provider of the patient’s 
choice a fee to manage the patient’s navigation and the care of the patient in the 
delivery system as a whole.

 
Incentives for Performance: Performance-based bonuses to clinicians and hospi-
tals for following best-practices guidelines for diagnosis and treatment.

 
Malpractice Reform: Evidence-based “safe harbors” from litigation, no-fault com-
pensation rules, and pre-trial proceedings that weed spurious claims out of the system.

Comparative Effectiveness Agency: Funds the research efforts of universities and 
hospitals in order to determine best practices for specifi c types of conditions and 
patients. The Board of the CEA would be taken from leaders in academic med-
icine. Its decisions would not be binding on the Benefi ts Board, but would be 
widely publicized.

Shared Responsibility

New Subsidy Structure:

Continued
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