
Introduction

To deal with the probl em of l a r ge nu m bers of per-

sons without health insurance, this paper outlines a

f l ex i ble and ad a ptive met h od of using ref u n d a bl e

tax cred i t s , su pp l em en ted by a full publ i cly su b s i-

d i zed program for very - l ow - i n come househ o l d s .

This flexibility and adaptability is necessary for two

reasons: () The availability of credits will transform

i n su ra n ce markets in ways that even tu a lly (but not

i n i ti a lly) wi ll ch a n ge how credits might be used .

S pec i f i c a lly, c redits wi ll cause some uninsu red per-

s ons to seek covera ge , and that influx of n ew cus-

tom ers may help to tra n s form the markets they

en ter. () Th ere is su b s t a n tial and (curren t ly) irre-

du c i ble uncert a i n ty abo ut two key aspects of t h i s

s ys tem’s re s ponse to the ava i l a bi l i ty of p a rtial cred-

i t s . How many wi ll take up insu ra n ce for a given

c redit po l i c y, and how the markets in wh i ch they

will use their credits will be transformed,are subject

to en ormous uncert a i n ty that cannot be ad d re s s ed

by bet ter current data co ll ecti on and/or analysis or

s i mu l a ti on . The re a s on for this uncert a i n ty is that

there has been no experience with such a large-scale

s ys tem of c redits or subsidies of fered to the target

pop u l a ti on s ; we simply don’t know what wi ll hap-

pen because we have never seen anything like it.

At tem pts to ex tra po l a te from other situ a ti ons we

h ave ob s erved (tax subsidies for the sel f - em p l oyed ,

beh avi or of Medicaid rec i p i ents) can of fer som e

hints about direction and size of relative effects, but

they cannot substitute for actual experience.

Policy analysts typ i c a lly deal with su ch beh av-

ioral uncertainty in federal programs in one of three

w ays . One way is to ack n owl ed ge the uncert a i n ty

f ra n k ly, pre s ent ra n ges of va lues for po s s i ble out-

com e s , with no pretense that some va lue in the

ra n ge is a “be s t” ( or even “bet ter”) guess than oth-

ers , and then su ggest a plan that deals with uncer-

t a i n ty and learns from its re s o luti on . Su ch a plan

ordinarily will not be best for any one particular sce-

nario for the unknown variables, but it will be good

on average for a wide range of possible scenarios. A

s econd approach is to de s i gn an interven ti on that

l e aves it to the states to re s o lve some of the uncer-

t a i n ty, and counts on them to of fer differen t

approaches. The third approach is to pick one possi-

ble beh avi oral re s pon s e , decl a re it to be vi rtu a lly

cert a i n , and de s i gn a policy that fits it. This last

a pproach in policy for the uninsu red leads to stale-

mate, because, for any policy that inspires optimism

in some, there will be others with worries and con-

cerns who can bl ock the propo s a l . Un til now we

h ave done vi rtu a lly nothing abo ut the bulk of t h e

uninsured, because the outcomes are uncertain and

undesirable results cannot be ruled out.

The strategy here is to follow the first approach,

and to proceed in two stages or ph a s e s . We begi n

with a rel a tively simple, f i n a n c i a lly fe a s i bl e , e a s i ly

reversible or modifiable intervention,targeted at the

uninsured for whom it is most suitable.We embed a

s ch eme to learn from that interven ti on to alter

a s pects of the program according to a fixed , tra n s-

p a ren t , and com fort a ble proce s s . The first phase of

the plan also is inten ded to be easy to ad m i n i s ter

and unders t a n d , and perm i s s ive and en co u ra gi n g

ra t h er than re s tri ctive and inti m i d a ting in deter-

mining el i gi ble pers ons and qu a l i f i ed insu ra n ce

policies. The program initially targets one subset of

the uninsu red pop u l a ti on for cred i t s . As a re su l t ,

this simple initial program is less than com preh en-

s ive and less than perfect . But it is a step forw a rd ,
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and one that is better than the current situation. In

the second phase, the observed outcomes from that

i n terven ti on set the stage for gen eralizing the pro-

gra m , and inform a ti on from that interven ti on is

used to determine the best way to generalize. In this

proce s s , ch a n ge is an indicati on of l e a rn i n g, n o t

m i s t a ke s , and we do not have to wait until every

possible glitch is anticipated before moving ahead.

In what fo ll ows , we pri m a ri ly provi de details on

the Phase I propo s a l . The altera ti ons to this stru ctu re

that might take place du ring Phase II are de s c ri bed

later.

Overview

In Phase I,the flexible credit plan divides the under-

 U. S . pop u l a ti on into three gro u p s , e ach tre a ted

d i f feren t ly. Lower- m i d dl e - i n come househ o l d s ,

wh i ch make up two-fifths of the uninsu red , a re the

pri m a ry initial target gro u p. All families wi t h

incomes above the poverty line but below the medi-

an (regardless of the age,sex, or relationship of fam-

i ly mem bers) are made el i gi ble for a vo u ch er or

credit of a given amount, varying only by whether it

is used for individual or family coverage,that can be

u s ed to purchase insu ra n ce . For bu d get a ry and

political reasons,credits are likely to be less than the

full premium for a comprehensive insurance policy

for all eligible persons. So to maximize the use of the

su b s i dy, few re s tri cti ons are placed on the type of

insurance for which it can be used, or on the cost of

that insurance, but a publicly provided or contract-

ed fall b ack insu ra n ce plan wi ll of fer po l i c i e s

f i n a n ced with the same su b s i dy on the same term s

as priva te plans. The subsidies take the form of

refundable credits or “coupons” redeemable against

ei t h er all or part of the insu ra n ce prem iu m , or

redeem a ble as a tax redu cti on on pre s en t a ti on of

proof of i n su ra n ce purch a s e . A key assu m pti on is

that an influx of new buyers will improve the func-

ti oning of priva te insu ra n ce markets su b s t a n ti a lly,

especially individual markets.

In addition, in Phase I, very-low-income house-

holds wi ll become el i gi ble for publ i cly provi ded or

con tracted com preh en s ive insu ra n ce , with no pre-

m ium share requ i red . People with incomes above

the median (with a few excepti ons for high ri s k s

a n d , po s s i bly, those with incomes near the thre s h-

old) will not be eligible for the new program initial-

ly, but may con ti nue to use the new indivi du a l

i n su ra n ce plans, and may retain the tax exclu s i on

for group coverage.

The most important beh avi or to mon i tor in

planning ad ju s tm ents for Phase II is that of t h e

em er ging priva te insu ra n ce market s , both indivi du a l

and group other than em p l oym en t . If these market s

a re functi oning re a s on a bly well , the con tri buti on

tow a rd insu ra n ce for very - l ow - i n come househ o l d s

will be converted in Phase II into a voucher or credit

that these households also can use for priva te insu r-

a n ce , with covera ge similar to that of the Med i c a i d -

type plan. If m a ny of the uninsu red with incom e s

above the median also use the new private market,it

should be po s s i ble to implem ent a mandate requ i r-

ing the remaining ti ny minori ty to buy some cover-

age,and to cap the value of the exclusion,thus turn-

ing the exclu s i on into an ad ju s tm ent of the incom e

tax base for almost everyon e . F i n a lly, the covera ge

that can be obt a i n ed with the credit or co u pon alon e

to buy a “l ow - pri ced ” plan wi ll be ex a m i n ed to deter-

mine if t h ere are any su b s t a n tial health ben efits to

l ower- m i d dl e - i n come people from adding covera ge

(at ad ded bu d get co s t ) . If su ch ben efits do ex i s t ,

s tri cter minimum standards and financing to pay

their additional cost would be added in Phase II.

Th ere are two novel fe a tu res in this plan. F i rs t ,

using co u pons as a veh i cle for credits should

i m prove the take-up ra te gre a t ly. Co u pons are

attractive, solve cash flow problems, and are easy to

administer. Second, permission to use the credit for

insurance plans with premiums no greater than the

c redit en su res that vi rtu a lly everyone in the target

group will end up with at least some coverage. There

wi ll be universal covera ge for everyon e , t h o u gh not

for all expenses;non-poor people should be allowed

to use cost sharing. Public financial constraints and

efficient cost containment mean that such coverage

wi ll not fully cover all medical servi ce s . Th ere wi ll ,

h owever, be some public su b s i dy for insu ra n ce for

people who currently receive no subsidy toward any

insurance.

To deal with valuation in risk across households



and over ti m e , a ll policies wi ll be guara n teed to be

ren ew a ble (at prem iums that are no high er than

those ch a r ged to avera ge ri s k s ) . In ad d i ti on , p l a n s

requiring no additional premiums must be rated on

an ad ju s ted com mu n i ty ra ting basis, but prem iu m s

for covera ge beyond this level may be risk ra ted if

insurers wish to do so. A high-risk pool is an option

in Phase II if m a ny high - risk indivi duals are sti ll

p aying very high prem iu m s , but this outcome is

u n l i kely (for re a s ons discussed bel ow ) . The publ i c

alternative plan(s) will be regulated, rated, and sub-

sidized on the same basis as private insurance. States

m ay con ti nue to reg u l a te indivi dual insu ra n ce , a n d

m ay add ad d i ti onal subsidies to the credit (in va ri-

ous ways), but the states will be responsible if regu-

l a ti on re sults in fewer people being uninsu red than

expected.

Objectives, Assumptions, and Rationale

To de s i gn a sys tem that ad a pts to different out-

comes, we need to set priorities among these differ-

ent outcomes. The two most important of these are

f a i rness and ef f i c i en c y. The probl ems assoc i a ted

with these are: everyone is for fairness but defines it

d i f feren t ly, and there is on ly one def i n i ti on of ef f i-

ciency but not everyone is for it.

An ef f i c i ent outcome is one that matches con-

sumers with the insurance policy they prefer (given

the su b s i dy) and whose costs and prem iums are

m i n i m i zed . With re s pect to the ef fect of the su b s i-

d i e s , the obj ectives and goals of the provi ders of

those su b s i d i e s — t a x p ayers — a re import a n t . O n e

would usually include as social objectives improved

health statu s , con trol of i n fectious diseases, a n d

l on ger life ex pect a n c y, but goals dealing with the

d i gn i ty, privac y, conven i en ce , and sati s f acti on wi t h

c a re and covera ge may also matter. We assume that

the key to ef f i c i ency is to of fer n eu tral incen tives to

both low- and middl e - i n come people for ch oo s i n g

a m ong insu ra n ce plans, and to of fer t a rgeted su b s i-

dies for those poor enough to need help.

A fair outcome is one in wh i ch people who are

similar in income and health status are tre a ted the

s a m e , but the amount lower- i n come families mu s t

s pend on care and insu ra n ce should be limited .

How limited , and how low is “l ow - i n com e ,” a re

political decisions.

We do not enshrine or condemn particular ways

of providing insu ra n ce or even particular types of

i n su ra n ce (as long as they do not lead to wors e

health outcom e s ) . S pec i f i c a lly, t h ere is no intri n s i c

m erit to em p l oym en t - b a s ed group insu ra n ce or

i n su ra n ce provi ded by the govern m en t , n on - prof i t

f i rm s , or for- profit firm s , and no intrinsic flaw in

HMO coverage or in rationing care (which logically

must occur) by one means over another.

We want to outline a tax credit proposal for the

uninsured that uses private market arrangements as

mu ch as po s s i bl e . In other word s , we give priva te

markets the benefit of the doubt.

The stron gest ben efit from priva te markets is

t h eir abi l i ty to satisfy con su m ers with va ryi n g

desires. If everyone wants the same amount of some

product or activity, government provision can work

reasonably well;the “public good,” in which all must

con sume the same qu a n ti ty, provi des the cl a s s i c

ex a m p l e . Health insu ra n ce is not a “p u blic good ”

that all must share equ a lly. Ra t h er, people differ in

how much insurance they want,how they want their

insurer to perform,and how much they value differ-

ent aspects of plan perform a n ce . These differen ce s

in preferen ces app ly both to the level of f i n a n c i a l

pro tecti on and to the degree to wh i ch phys i c i a n -

p a ti ent dec i s i ons are con s tra i n ed by insu rers . In

ad d i ti on , these preferen ces are not en ti rely dict a ted

by a family ’s incom e ; people at given income level s

wi ll sti ll ch oose different covera ge . One key

u n k n own is h ow mu ch va ri a ti on there is in priva te

demands.

These new credit vouchers or coupons should be 

thought of as tax reductions for the lower middle class 

and, thus, treated as tax reductions for all who use them.



The production efficiency benefits that competi-

tive markets can furnish also matter. Even here we

a s sume that the key issue is not so mu ch curren t

cost but rather the rate at which costs will grow over

time, and that government provision or production

can be as ef f i c i ent as priva te - s ector provi s i on or

production.

For va rious re a s on s , not en o u gh tax redu cti on

can or wi ll be made ava i l a ble to fully su b s i d i ze

i n su ra n ce that makes all care free at the point of

service for everyone. There need to be limits, either

on what fraction of the market price insurance cov-

ers or on the amount of s ervi ces provi ders are per-

m i t ted / en co u ra ged to su pp ly. We do not advoc a te

such constraints, or the partial coverage they imply,

but we do recognize reality.

Rel a ted to these con s traint and divers i ty issu e s ,

we posit that not all unde s i ra ble po s s i ble beh avi ors

should be reg u l a ted . Put sligh t ly differen t ly, we

assert that regulations forbidding things that almost

no one ever does are not appropri a te . One re a s on

for not trying to pro h i bit everything unde s i ra bl e

that happens on ly occ a s i on a lly is the cost of m on i-

toring and administration and the desire for admin-

i s tra tive simplicity; the other re a s on is that passing

such regulations often opens new avenues for addi-

tional political influence, lobbying, and legal action.

Coverage and Eligibility

The propo s ed credit wi ll be a fixed - do llar amount

for persons with incomes at certain levels. (We ten-

tatively suggest , for individuals and , for

families.) The key de s i gn para m eters that wi ll need

to be spec i f i ed in a po l i tical process are the do ll a r

amount of the cred i t , the def i n i ti on of the incom e

l evels (and po s s i bly other ch a racteri s tics) that tri g-

ger eligibility, and what kinds of insurance are eligi-

ble for the credit. Some assumptions about plausible

values for these parameters are made below, but the

choice of their levels is ultimately a political one.

One uncert a i n ty, i f we specify insu ra n ce cover-

a ge and el i gi bi l i ty, is how many of the el i gi ble per-

s ons wi ll app ly for the cred i t s , a n d , of those wh o

obtain the cred i t , h ow many were form erly unin-

su red . Wi ll many of the el i gi ble uninsu red pass up

the credit? Will many of the insured claim the cred-

it? Will there be some uninsured people who are not

eligible for the credit? 

The other uncert a i n ty is the perform a n ce of

m a rkets in wh i ch con su m ers use the cred i t . Th e

i n d ivi dual and small - group markets wi ll be most

affected. We know that how markets behave is influ-

en ced by the dem a n d s , i n form a ti on , and tastes of

buyers who use them , wh i ch implies that the influ x

of a large nu m ber of i n su ra n ce buyers who are dif-

ferent in important ways from buyers alre ady in

these markets wi ll vi rtu a lly guara n tee that the mar-

ket wi ll ch a n ge . But how? Wi ll insu rers be more or

less con cern ed abo ut the risk level of n ew buyers ?

The Health In su ra n ce Port a bi l i ty and Acco u n t a bi l i ty

Act (HIPAA) now requ i res that indivi dual and

s m a ll - group insu rers treat those alre ady insu red wh o

become high er risk the same as all others they

i n su re , so wi ll the ad d i ti onal prem ium for this “g u a r-

a n teed ren ew a bi l i ty ” fe a tu re rise or fall? Wi ll the

In tern et all ow new produ ct s ,m ore ch oi ce , and lower

premiums, or will it just add to the confusion?

In the current priva te health insu ra n ce market ,

only relatively high-income people receive substan-

tial tax su b s i d i e s . In current public insu ra n ce mar-

kets,especially Medicaid,the subsidy is so large that

the net prem ium is zero or close to it. We have no

ex peri en ce with significant tax credits for lower-

middle-income families. This means that we cannot

pred i ct with any degree of acc u racy how they wi ll

re s pon d , and that no ad d i ti onal inform a ti on is

available to refine these estimates.

With rega rd to insu ra n ce market s , most po ten-

tial tax credit rec i p i ents are of a pprox i m a tely aver-

a ge risk and would have to use the indivi dual or

s m a ll - group markets to obtain covera ge , but we

h ave no ex peri en ce with the con s equ en ce for su ch

m a rkets of an influx of a large nu m ber of avera ge -

risk buyers in those markets subsidized to pay mod-

erately high premiums. In current markets potential

customers are not willing to pay high premiums or,

if they are,it is because they are unusually high-risk.

Our approach here is to begin with the subset of

the uninsu red likely to be most in need of a n d

re s pon s ive to the new cred i t . ( If this policy is ef fec-

tive in prom pting the previ o u s ly uninsu red to see k



covera ge , we think that the pre s en ce of l a r ge nu m-

bers of n ew dem a n ders wi ll make it easier — a n d

perhaps inevi t a bl e — to ch a n ge the way in wh i ch

insurance is produced and priced for everyone.)

As shown in table , we divi de (for a sample

plan) the current pop u l a ti on of u n i n su red

Am ericans into three gro u p s : l ow - i n come house-

holds with family incomes bel ow   percent of t h e

poverty line (abo ut   percent of the uninsu red ) ;

those with family incomes above  percent of the

poverty line (about  percent),and those with fam-

i ly incomes bet ween   percent and    percent of

poverty (abo ut  percent of the uninsu red ) . Th e

last group wi ll be the pri m a ry target of a cred i t -

based intervention.

We recom m end that el i gi bi l i ty for fully su b s i-

d i zed , com p l ete com preh en s ive covera ge at a pub-

l i cly ch o s en insu rer (Med i c a i d , Ch i l d ren’s He a l t h

In su ra n ce Program [CHIP], the insu ra n ce plan for

state employees, or an insurance with the same cov-

era ge and policies as Med i c a re) be ex ten ded to all

low-income households, regardless of whether they

i n clu de ch i l d ren or abl e - bod i ed adu l t s . All poor

people would receive free comprehensive insurance.

(These households wi ll also be el i gi ble for the

co u pons de s c ri bed bel ow, but we would ex pect few

to use them.) Households with incomes between 

percent and  percent of poverty (roughly median

income) would receive a credit, but it would be large

enough to cover only part of the premium for com-

plete and comprehensive coverage.

At the upper end of the distri buti on of el i gi bl e

i n com e s , the vo u ch er could be “ph a s ed down” ( over

a range from  percent of poverty to  percent of

poverty) to equal the avera ge va lue of the em p l oy-

m en t - b a s ed group insu ra n ce exclu s i on . For instance ,

for a typical family at  percent of poverty with an

em p l oym en t - b a s ed policy with a prem ium of   ,   

and a  percent marginal income tax ra te com bi n ed

with the payro ll tax, the va lue of the exclu s i on wo u l d

be   ,   ; i f the marginal income tax ra te were  

percent,it would be ,. Therefore, phasing down

the family vo u ch er to a va lue of a bo ut   ,    m i gh t

be reasonable.

The key group might be de s c ri bed as “l ower-

m i d dle income peop l e” or “m i d dl e - i n come peop l e

bel ow the med i a n .” As we have def i n ed the gro u p s ,

this group contains the most uninsu red peop l e .

However, a bo ut  percent of people in this gro u p

a re alre ady insu red , with priva te or em p l oym en t -

b a s ed covera ge ; even at the low end of the ra n ge ,

most people obtain su ch insu ra n ce . That is, m o s t

people in this group are able to “a f ford ” covera ge ,

but some (for a va ri ety of re a s ons) do not purch a s e

i t .1 More import a n t , for re a s ons we de s c ri be bel ow,

this gro u p’s ch a racteri s tics su ggest that it would be

most affected by and would most ben efit from a

m odera te but not com p l ete insu ra n ce tax cred i t .

TABLE 1

Segment Income as Proportion of % with Private or
% Poverty Uninsured Employment-Based 

Insurance*

Low Less than % % %

Medium –% % %

High Greater than % % %

*Includes private individual insurance, private group insurance, and insurance furnished by state and federal governments to employees 
and dependents (including military).

Source: Current Population Survey, March Supplement, available at bls.census.gov/cps/ads/adsmain.htm, 1999.

1 M. V. Pauly, and M. K. Bundorf. “Is Health Insurance Affordable for the
Uninsured?” Working paper, Stanford University School of Medicine,
November 2000.



F i n a lly, while it is difficult (and awk w a rd) to make

d i s ti n cti ons here , one might argue that, rel a tive to

those with high er incom e s ,c redits wi ll have a gre a ter

impact on the health of this population.

This group is very heterogen eous with rega rd to

almost all ch a racteri s ti c s . Wh et h er we look at the

total lower-middle-income population or the subset

of that pop u l a ti on that is uninsu red , t h ere is su b-

stantial representation of all age groups under , all

em p l oym ent opti on s , and all ex pense risk level s .O n e

common characteristic that will be important is that

m ore than   percent of this pop u l a ti on is in fami-

lies with at least one worker; l ower- m i d dl e - i n com e

families in Am erica (wh et h er insu red or not) work

for a livi n g. But for other ch a racteri s ti c s ,t h ere are

va ri a ble (and of fs et ting) influ en ce s . For ex a m p l e ,t h e

u n i n su red are more likely, o t h er things being equ a l

(including age), to be in fair or poor health, but they

a re more likely than the insu red to be yo u n g. Th e

ef fect of l ower avera ge age of fs ets the ef fect of t h e

gre a ter likel i h ood of being in poor health, s o, overa ll ,

their risk level is no higher than average.

Most of the uninsured in this subpopulation (as

in the overall set of uninsureds) have been privately

i n su red before and have been uninsu red for less

than a year (although some are uninsured for a long

ti m e ) . Thu s , this su bpop u l a ti on has had access to

and ex peri en ce with priva te insu ra n ce , and most

would be expected to have access again.A potential-

ly important implicati on of this typical ori en t a ti on

tow a rd the priva te insu ra n ce market is that singl e

p u bl i cly run insu ra n ce programs might not be be s t

for (or strongly desired by) this group. If buyers will

have to pay some part of the premium for a compre-

hensive policy (as they must), they may not want to

be ch a n n el ed into Med i c a i d , S - C H I P, or even a

Med i c a re cl on e . In s te ad , we hypo t h e s i ze that, o t h er

things being equal (including the depth of coverage

and the prem ium the pers on must pay ) , most peo-

ple in this su bpop u l a ti on would opt for priva te

i n su ra n ce , and for a va ri ety of p l a n s , ra n ging from

re a s on a bly co s t ly but perm i s s ive at one ex trem e , to

h i gh - dedu cti bl e , l ow out - of - pocket limit, a n d

down ri ght cheap at the other. This hypo t h e s i s , i n

tu rn , implies that more of these buyers would be

m ore likely to be wi lling to be insu red if the plan

could be priva te (as well as public) than if it has to

be public on ly. Some people in this pop u l a ti on

almost surely would prefer a public insurer offering

a public plan: one ch o s en som eh ow in the po l i ti c a l

process and managed at some level by govern m en t

em p l oyee s . Ot h ers wi ll prefer a priva te plan that

they can stay with, even if their incomes rise or they

get decent jobs.

These con s i dera ti ons direct us aw ay from a

strategy of extending Medicaid/CHIP-type plans up

the income scale to the income ra n ge for this su b-

pop u l a ti on of l ower- m i d dl e - i n come pers on s , but

push us tow a rd making su re that one of the ava i l-

a ble plans is a public on e . Thu s , in our ide a l

a rra n gem ent a public plan of s ome type is an

opti on , but not an obl i ga ti on , and the “terms of

trade” among all plans should be neutral and reflect

on ly true cost and qu a l i ty differen ce s . This publ i c

i n su rer could of fer a va ri ety of p l a n s , i n cluding the

“low-cost” plan described below.

Subsidies

Credits tow a rd purchasing qu a l i f i ed health insu r-

a n ce should be made ava i l a ble to all lower- m i d dl e -

i n com e , l egal re s i dents of the Un i ted State s . In the

i deal arra n gem en t , one might prefer to va ry the

value of the credit with family income in a continu-

ous fashion. However, in the interest of administra-

tive simplicity and making the process of using the

c redit as easy as po s s i bl e , we think it de s i ra ble to

s t a rt with a single va lue for lower- m i d dl e - i n com e

families with a given nu m ber of depen den t s . As a

rough rule o f thumb, we think the credit should be

somewhere between half and two-thirds of the pre-

mium for a decent basic policy. Both the proportion

of prem ium covered and the def i n i ti on of a decen t

policy are su bj ect to ad ju s tm ent (although they are

obviously related).

Ro u gh ly spe a k i n g, one might assume that the

average premium for a decent family coverage poli-

cy would be   ,    to   ,    per ye a r; t h erefore , a

c redit avera ging abo ut   ,   would fit the spec i f i-

cations; the analogous amount for a self-only policy

would be about ,. Credits would be updated in

proporti on to the growth in actual prem iums paid



in transactions. At the high end of the income range

(say, between  percent and  percent of pover-

ty ) , the credit might be ph a s ed down gradu a lly to

equal the average value of the exclusion. This phase-

down could be accom p l i s h ed by en d - of - t h e - ye a r

adjustments in income taxes.

However, the actual prem iums that would be

qu o ted in the indivi dual market would va ry wi t h

a ge . The sel f - on ly prem ium for people under age  

would be less than   ,  , for ex a m p l e , wh ereas that

for som eone age  ( even in re a s on a bly good health)

would be abo ut   ,   . Should these ef fects of a ge be

of fs et? Th ere is no easy answer, n or are there hard

d a t a , for this qu e s ti on . A fixed - do llar (unad ju s ted )

a pproach wi ll pay for decent covera ge for more

peop l e , but they wi ll be yo u n g. A proporti on a l

a pproach , or some other met h od that increases the

c redit wh en the prem ium increases because of a ge ,

will provide better incentives for decent coverage for

o l der peop l e . However, evi den ce su ggests that older

people are wi lling to pay more for covera ge ; t h ey

h ave a cl e a rer idea of t h eir need for ben ef i t s , a n d

t h ey beh ave more re s pon s i bly. In con tra s t , yo u n ger

people are most likely to be uninsu red . The real issu e

h ere is prec i s ely what is not known — h ow many

people of which ages would buy coverage under dif-

ferent plans, and how many older people with diffi-

c u l ty in obtaining covera ge would com pen s a te us for

covering a large number of young people?

In the first phase,in the interest of simplicity, we

propose a uniform cred i t , i n depen dent of a ge . We

can then see what pattern of i n su ra n ce purch a s i n g

emerges. If this program appears to be ineffective in

a f fecting the covera ge ch oi ces of m i d dl e - a ged peo-

ple, the credit could be age-adjusted to some extent.

Doing so, however, would cause some potential con-

f l i cts with em p l oym en t - b a s ed insu ra n ce , as we dis-

cuss below.

Financing

Financing for the tax redu cti ons or credits for the

l ower- m i d dl e - i n come pop u l a ti on (  percent to

   percent of poverty) wi ll be accom m od a ted by

federal budget revenues. Those who purchase cover-

a ge more gen erous than the low - cost plan wi ll use

t h eir own re s o u rce s , ei t h er thro u gh direct paym en t

of prem iums or thro u gh indirect paym ent by

employees as part of their total compensation in lieu

of m on ey wage s . Financing for full covera ge for

those bel ow   percent of the poverty line wi ll be

provided by a combination of state and federal rev-

enu e s , with ex i s ting levels of s t a te paym ents for

Medicaid and S-CHIP to be retained.

These new credit vouchers or coupons should be

t h o u ght of as tax redu cti ons for the lower middl e

class and, thus, treated as tax reductions for all who

use them . Si n ce vi rtu a lly all el i gi ble pers ons should

be expected to claim and use their credit coupons, it

should be possible to estimate the gross value of the

tax redu cti on fairly prec i s ely. However, s i n ce use of

the credit of fs ets the va lue of the tax exclu s i on , t h e

net tax reduction will be somewhat more difficult to

e s ti m a te , because it requ i res knowl ed ge of the dis-

tri buti on of the va lue of the exclu s i on and, m ore

important, because persons at the upper end of the

i n come el i gi bi l i ty ra n ge who now ben efit from the

exclu s i ons may or may not prefer to use the cred i t

coupon rather than continuing to use the exclusion.

Insurance and Risk 

The two most common ways in which private insur-

a n ce is provi ded in the Un i ted States both have

probl em s . The most dominant form , em p l oym en t -

b a s ed group health insu ra n ce , su f fers from lack of

port a bi l i ty ac ross jobs and lack of good match i n g

bet ween the types of plans em p l oyers or union s

choose to offer and what each employee (or perhaps

even most em p l oyees) re a lly want. We know that

workers are dissatisfied with employer-chosen man-

aged care plans (and, to a much greater extent, when

t h ere is on ly one managed care of feri n g ) , and we

k n ow that em p l oyers do not feel that they can take

enough out of wages to pay for unrestricted indem-

n i ty insu ra n ce plans. The re sult is a com prom i s e

bet ween of fering re s tri ctive inex pen s ive plans and

m ore co s t ly plans with “p a rachute s” in the form of

poi n t - of - s ervi ce fe a tu res or preferred provi der

or ga n i z a ti ons (PPOs) with very large provi der net-

works. On the other hand,the non-group insurance

m a rket uses a mu ch larger share of the prem iu m



do llar to cover ad m i n i s tra tive co s t s , and may make

it difficult for some “n on - avera ge” risks to obt a i n

covera ge at prem iums they find accept a bl e . Po l i c y

m a kers , t h erefore , tend to dislike both curren t ly

ava i l a ble veh i cles for providing health insu ra n ce ,

and of ten imagine that there could be po ten ti a l

gro u p - p u rchasing arra n gem en t s , ra t h er than the

job-based setting for individuals or small firms,that

could offer a wide range of choices to voluntary par-

ticipants and keep prem iums low. At a minimu m ,

m a ny feel that the market in wh i ch credits may be

used should be organized into some type of “quasi-

gro u p” s et ting and reg u l a ted to prevent risk ra ti n g.

This hope may well not be re a l i zed , h owever, so we

need to design a plan that does not depend on it.

Th ere are two re a s ons why indivi dual plans are

so expensive that reinforce each other. It is costly to

offer a large varie ty of plans to one buyer at a time;

the plan finally sel ected wi ll be co s t ly because it is

custom-designed. But when the plan is costly for the

ben efits it provi de s , m ore ef fort has to be made to

persu ade people to buy it, so com m i s s i ons are gen-

erous. There is a kind of catch- in that insurance is

h a rd to sell because it is ex pen s ive , and then it

becomes expensive because it is hard to sell.

Cu rren t ly abo ut  m i ll i on people under age 

buy coverage in this customized and costly individ-

ual market . Ei gh teen mill i on more people wo u l d

receive credits and become potential customers in a

reformed situation. If the credit is set on the gener-

ous side and a wi de va ri ety of policies at differen t

costs are eligible,many of these buyers will be eager

to obtain insu ra n ce . It is po s s i ble that the flow of

large numbers of heavily subsidized demanders who

are known to be average risks (or better) could help

i n d ivi dual markets to functi on bet ter. The su b s i dy

i t s el f should simplify one of the most difficult and

co s t ly tasks in the current indivi dual market .

Com m i s s i ons (and some part of gen eral ad m i n i s-

tra tive ex pense rel a ted to bi lling) are su b s t a n ti a l ,

and they serve pri m a ri ly to com pen s a te agents and

bro kers for persu ading people to buy insu ra n ce .

(Since brokers typically offer plans from a variety of

com p a n i e s , t h ey put little ef fort into selling on e

firm’s product rather than another’s). But with a sig-

nificant subsidy, there should be much less need for

an expensive sales effort. The credit or coupon only

becomes valuable if it is used for insurance, so peo-

ple will want to use it.

There is evidence that when significant subsidies

to purchase are offered, private administrative costs

a re redu ced su b s t a n ti a lly. Wh en Blue Cross of New

Jers ey was requ i red to heavi ly su b s i d i ze indivi du a l

covera ge , ad m i n i s tra tive ex penses were on ly   per-

cent of prem iu m s . Priva te insu rers in Chile sell to

c u s tom ers who receive credit for the payro ll taxe s

t h ey have alre ady paid; even though the covera ge

has had upper limits until recen t ly, the loading is

still about  percent.2

Not on ly might the cre a ti on of a mass of n ew

dem a n ders all ow for lower ad m i n i s tra tive co s t s , i t

also might help provi de direct help to avoid the

o t h er serious probl em with indivi dual insu ra n ce :

difficulties in dealing with risk variation. If individ-

ual insu rers do not ch a r ge high er prem iums to

h i gh er- risk indivi du a l s , t h ey wi ll have to set (aver-

a ge) prem iums so that insu ra n ce is too ex pen s ive

for avera ge - risk indivi duals com p a red with what it

provi de s . A credit wi ll gre a t ly diminish this prob-

l em , for several re a s on s . As noted above , the lower-

m i d dl e - i n come uninsu red are re a s on a bly good

ri s k s , so the proporti on of h i gh risks in the pool of

po ten tial indivi dual market buyers wi ll gre a t ly

d i m i n i s h . With fewer high risks to worry abo ut ,

f i rms would ra ti on a lly put less ef fort into trying to

identify high risks to charge them higher premiums.

The benefit from identifying a high risk is the avoid-

a n ce of h i gh claims that on ly a small minori ty

i n c u rs . But if the proporti on of su ch risks drops in

half, say, the screening cost to identify one such risk

doubles, which is bound to lead to less underwriting

at the margi n . Even though insu rers know that the

bulk of ben efits wi ll be paid to a few insu red per-

sons,if the proportion of such persons is few, it does

not pay to incur underwri ting ex penses to discover

who they are . Moreover, with a gen erous en o u gh

su b s i dy, m a ny lower risks wi ll sti ll find insu ra n ce a

good deal, and will stay in the pool rather than for-

2 C. Sapelli and A. Torche. “The Mandatory Health Insurance System in
Chile: Explaining the Choice between Public and Private Insurance.”
Submitted for publication, International Journal of Health Care Finance
and Economics (2000).



going covera ge . The threshold level of n ew buyers

that can alter insu rer underwri ting practi ces is not

known.

This vision of what the insurance market might

look like obviously is not guaranteed to materialize.

However, i f we of fer gen erous credits with on ly

m odest amounts of prem ium ra ting reg u l a ti on , we

wi ll soon know wh et h er en o u gh good - risk buyers

will enter the market to make it a reality. Of course,

if we are right, even fairly strict premium regulation

would not be constraining. If the behavior a regula-

tion is designed to constrain is going to be rare any-

w ay, why not play it safe and reg u l a te it? The most

obvious answer is that wri ti n g, m on i tori n g, a n d

reporting to comply with regulations have a cost of

their own.

So there are a nu m ber of reg u l a tory opti on s

h ere , n one of wh i ch is fully sati s f actory. In Phase I

we would propose a com promise stra tegy in wh i ch

a ny low - cost plan must be sold under mod i f i ed

community rating, while plans with more generous

covera ge could ch a r ge high er prem iums to those

(given age, sex, and location) whom they identify as

high risks. In all cases, insurers would be permitted

to impose modest waiting peri ods for people wh o

did not en ro ll du ring an initial “open season .”

However, we think that this will be rare, because all

pers ons wo u l d , at a minimu m , be en ro ll ed initi a lly

in a low-cost plan.

An important reason why few high risks should

n eed new covera ge is that a kind of risk reg u l a ti on

a l re ady exists in federal law that helps to provi de

su b s t a n tial pro tecti on to high ri s k s . This is the

requ i rem ent that all non - group insu ra n ce be sold

with a guara n teed ren ew a bi l i ty provi s i on (secti on

. of HIPAA),in which the insurer must prom-

ise not to raise prem iums sel ectively for those

already insured who become high risk;in return,the

initial premium to low risks is slightly higher than it

would be otherwise. Over time,unless there is enor-

mous tu rn over among insu ra n ce plans, this provi-

s i on should re sult in almost all high risks payi n g

average-risk premiums.

Guaranteed renewability protects people against

increases in premiums because of the onset of high-

risk con d i ti on s . It does this by of fering insu ra n ce

that guara n tees that a pers on’s prem ium wi ll on ly

increase at the same rate as the premiums of all who

buy that insurance plan.Such a promise is financial-

ly fe a s i ble for insu rers because they ch a r ge what is,

in effect, a “two part” premium—one part to pay for

current-period expenses and the other to cover any

a bove - avera ge prem ium for those who began as

avera ge or low risks but became high ri s k . Bo t h

common sense and economic theory 3 suggest that a

risk-averse low risk should prefer to stay with such a

plan rather than switch to one in which the insurer

has a reputation for increasing the insurance premi-

um of people who become sick. For such a guaran-

teed ren ew a bi l i ty arra n gem ent to work , h owever,

people have to be wi lling to buy insu ra n ce , even

wh en they are not high ri s k . If t h ey ch oose to buy

insurance only after they get sick, such behavior will

prevent any insu rer, reg u l a ted or not, f rom bei n g

able to cover its benefits costs with moderate premi-

ums. For any voluntary market to work, there needs

to be a pen a l ty on low risks who try to stay unin-

sured until they get sick. If a credit makes insurance

affordable for lower risks,there is no longer any jus-

ti f i c a ti on for su ch irre s pon s i ble beh avi or, a n d

penalizing those who wait to buy insu ra n ce unti l

t h ey become high risks before seeking insu ra n ce

makes sense.

A guara n teed ren ew a bi l i ty requ i rem ent should

requ i re minimal en forcem ent and, i n deed , a l m o s t

a ll indivi dual policies con t a i n ed this fe a tu re even

before HIPAA requ i red it. Nothing is com p l etely

wi t h o ut co s t ; g u a ra n teed ren ew a bi l i ty wi ll lock

h i gh er risks into particular insu ra n ce com p a n i e s ,

but that pro s pect should make pro s pective buyers

more careful in the first place. The key point is that,

with guara n teed ren ew a bi l i ty, a ll pers ons who keep

buying health insu ra n ce wi ll be pro tected aga i n s t

high premiums, even if they become high risks.

F i n a lly, s i n ce almost everyone can buy at least a

low-cost policy at modified community rates, there

should be few high - risk custom ers who were for-

m erly uninsu red . To the ex tent that the low - co s t

i n su ra n ce alre ady covers catastrophic ex pen s e s , t h e

3 M. V. Pauly, H. Kunreuther, and R. Hirth. “Guaranteed Renewability in
Insurance.” Journal of Risk and Uncertainty 10 (1995): 143–56. 



impact of risk differences on the cost of incremental

covera ge should be small er. Th ere would sti ll be a

m odest rew a rd for buying more com preh en s ive

covera ge with guara n teed ren ew a bi l i ty, h owever, i n

the form of no waiting peri od and, po s s i bly, n o

h i gh er prem iu m s . In deed , t h eoretical re s e a rch su g-

gests that a good way to deal with adverse selection

is to com bine a su b s i d i zed com mu n i ty - ra ted base

policy with risk rated add-ons.

Administration and Regulation

The Role of Employers

The great majority of people with private insurance

in the Un i ted States obtain it in part because they

receive a portion of their compensation in the form

of tax-shielded health insurance premiums. That is,

the em p l oym ent con tracts for most Am eri c a n

workers entail a com p u l s ory divers i on of com pen-

s a ti on to health insu ra n ce ; the wage - ben efits pack-

a ge inclu des a parti a lly paid health insu ra n ce

prem ium ava i l a ble to all workers . A worker wh o

declines to use this employer-enforced contribution

m ay be able to save the other part of the prem iu m ,

l a bel ed “em p l oyee share ,” but the “em p l oyer ” por-

tion generally is not returned to individual workers

who decline coverage.

Employees and employers both prefer to arrange

compensation for employees in this fashion because

it is the on ly simple way to obtain a su b s t a n ti a l

redu cti on in the amount of em p l oyee income su b-

j ect to income and payro ll taxe s , and because it

tends to lower insu rer ad m i n i s tra tive cost (though

limiting plan choice).

We propose that any tax cred i t , in con tra s t , n o t

be limited to workers who ch oose this form of

group insu ra n ce . In s te ad , a ll people at the target

income levels would be eligible for the credit if they

obtain insu ra n ce at least as co s t ly as the cred i t . Th e

credit would go to the newly insured who were for-

m erly uninsu red , those who obt a i n ed their insu r-

a n ce by spending their wages on non - gro u p

covera ge , those who divert part of t h eir wages to

group covera ge , and those who form erly ch o s e

em p l oym en t - b a s ed covera ge and now have som e

o t h er met h od of a rra n ging insu ra n ce . The size of

and el i gi bi l i ty for the credit would depend on ly on

whether the person obtained insurance,not on how

he or she obtained it.

In con trast to the current situ a ti on in wh i ch

em p l oym en t - b a s ed group insu ra n ce is su b s i d i zed ,

but other ways of obtaining insu ra n ce are not,

i n cen tives would be neutra l . Th erefore , c red i t s

would be ava i l a ble to those with “em p l oyer paid”

i n su ra n ce ; n eutra l i ty would be ach i eved if c red i t s

were set equal to the difference between the value of

the exclu s i on and the va lue of the credit (or, in the

a l tern a tive , workers using the credit could simply

report total employer premiums as taxable income).

For those firms able to offer attractive plans at lower

prem iums than their em p l oyees would pay in the

n on - group market , we ex pect that em p l oyer provi-

sion would continue.

There would be some potential shifting of work-

ers out of the group market into the individual mar-

ket , com pen s a ted by increases in mon ey wage s ,

e s pec i a lly for very small and poorly run gro u p s .

These workers indeed might be better off with indi-

vidual insurance if it were not much more expensive

than their (small) group coverage and offered them

a va ri ety of plans that bet ter match ed their need s

and were port a ble ac ross job s . A def i n ed con tri bu-

ti on stra tegy is another good way to implem en t

su ch a tra n s i ti on . This ch a n ge would make many

l ower- w a ge workers bet ter of f than they are now,

ei t h er because they would obtain covera ge for the

first time or because they are able to choose the cov-

erage they prefer.

If credits or coupons are widely offered, it is reasonable to assume that profit-seeking 

insurers will try to sell their insurance to people who are receiving substantial subsidies 

to pay for it. Thus, our strategy is to rely on insurers to market insurance to their customers,

rather than use government agencies to enroll clients.



Some fear that all owing insu ra n ce to have the

same tax tre a tm ent in both group and non - gro u p

s et ti n gs would som eh ow “break the poo l ” i n

em p l oym en t - b a s ed group insu ra n ce and harm

h i gh er- risk working families. We think that this is

ex trem ely unlikely. E m p l oyers would n ot be

required to let workers (individually or collectively)

o ut of the poo l , so there would be no way for indi-

vi dual low - risk workers to impose costs on fell ow

workers . Moreover, the em p i rical evi den ce stron gly

suggests that the current reduction in money wages

to pay for group insurance is greater for older work-

ers and wom en , o t h er things being equ a l . Yo u n ger

workers who seek a relatively inexpensive individual

policy would not expect (if their company dropped

its coverage) to get back very much in money wages,

so that indivi dual insu ra n ce would not be a very

good deal.

Finally, the proportion of people in employment-

ba sed group insu ra n ce who are tru ly high risk is

qu i te low. The re a s on is simple: to get su ch insu r-

a n ce , s om eone in the household must be able to

work . Am ong workers them s elve s , very few peop l e

h ave high - cost ch ronic con d i ti on s . Th ere are high -

cost depen den t s , h owever, but the ava i l a bi l i ty of

p u blic programs for the disabl ed also draws of f

most of the high ri s k s . In ef fect , people in em p l oy-

m en t - b a s ed pools have alre ady been pre - s c reen ed ,

and their prem iums (in vi rtu a lly all reg u l a tory

regimes) depend on the risk levels of insured work-

ers and their depen den t s , not on the avera ge ri s k

level in the population or even the average risk level

among all workers and their dependents.

This pre-screening helps to keep down the possi-

bility of adverse selection, so there is some merit to

linking insu ra n ce to the em p l oym ent rel a ti on s h i p

for at least some workers (though not nece s s a ri ly

a ll ) . Th ere are some other re a s ons to maintain a

con n ecti on . E m p l oyers have an interest in seei n g

that workers do not miss work because of i ll n e s s

and, thus, disrupt the production process; for work-

ers who are key members of production teams, lost

o utp ut can be su b s t a n ti a l . Mu ch of the lon g - term

i n c i den ce of i m proved produ ctivi ty thro u gh

redu ced absen teeism and gre a ter “pre s en teei s m”

(higher productivity on the job) will be transformed

i n to high er worker wage s . The payro ll mech a n i s m

m ay be a good veh i cle for en su ring regular dedu c-

ti ons from salary to pay prem iu m s , and starting a

n ew job may be a good time for people to think

about adding insurance benefits. But the best way to

dec i de wh et h er these adva n t a ges of fs et the disad-

va n t a ges of l et ting the em p l oyer sel ect and manage

the worker ’s insu ra n ce is to let workers make neu-

tral choices.

Marketing Subsidized Insurance

One of the ch a ll en ges to govern m en t - m a n a ged

i n su ra n ce plans su ch as Medicaid or S-CHIP is to

get poor people who are eligible for subsidized cov-

erage to enroll and accept their subsidies. Even now,

n e a rly a third of those el i gi ble for Medicaid fail to

obtain it, a n d , a f ter its recent “su cce s s ,” S - C H I P

p i cks up barely a third of the remaining uninsu red

children. This is unacceptable. Sometimes, one sus-

pect s , s t a te govern m ents with bu d get con cern s

might not be too worried about a low “take-up rate,”

but even wh en ef forts are made , the ra te is of ten

(though by no means always) low. It is the low take-

up ra te for su ch free insu ra n ce that causes som e

estimates of the impact of credits on coverage to be

relatively low.4

If credits or coupons are widely offered, it is rea-

s on a ble to assume that prof i t - s eeking insu rers wi ll

try to sell their insu ra n ce to people who are receivi n g

substantial subsidies to pay for it. Thus,our strategy

is to rely on insu rers to market insu ra n ce to thei r

c u s tom ers , ra t h er than use govern m ent agencies to

enroll clients. The main problem that these agencies

h ave faced is the difficulty of l i m i ting en ro ll m ent to

those el i gi bl e , while at the same time en co u ra gi n g

people to reveal the financial information needed to

determine el i gi bi l i ty. To do so, t h ey have felt it nece s-

s a ry to impose on erous bu rdens on po ten tial el i gi-

bl e s , su ch as New York’s annual obl i ga ti on to provi de

f ace - to - f ace evi den ce of i n come and family com po-

s i ti on qu a l i f i c a ti ons to a govern m ent of f i c i a l . O u r

strategy, even in this first phase, but more effectively

in the next,is to achieve a high take-up rate by sepa-

4 J. Gruber and L. Levitt. “Tax Subsidies for Health Insurance: Costs and
Benefits.” Health Affairs 19 (1) (January-February 2000): 72–85.



rating the purchase of insurance from the process of

e s t a blishing el i gi bi l i ty. To do this, we propose to pro-

vi de po ten tial cl i ents with vo u ch ers or certi f i c a te s

good for   ,   or   ,   of f an insu ra n ce plan pre-

mium,and sending them (through the mail or some

o t h er devi ce) to people with incomes close to wh a t

would make them eligible.

The certificate could be transferred to the insur-

er who provides coverage,along with any initial pre-

mium,and then redeemed by the insurer for its face

va lue after a peri od of con ti nuous covera ge .

However, the certi f i c a te would be coded with the

person’s Social Security or other taxpayer identifica-

ti on nu m ber, and anyone who used the certi f i c a te

but was inel i gi ble to do so (because family incom e

was too high) would have to make up the difference

(and pay a penalty) on his or her income tax return.

This device also would provide a convenient way to

subsidize people who are eligible for part of the year,

and it would provide a way to obtain insurance that

would not requ i re the lower- m i d dl e - i n come buyer

to adva n ce the full prem ium before seeking rei m-

bu rs em en t . Lower- i n come families (bel ow   per-

cent of poverty), technically eligible for free publicly

managed insurance, also would be permitted to use

the certificates if they preferred private insurance to

Medicaid or S-CHIP.

For people with no “em p l oyer- p a i d ” covera ge ,

the credit co u pon could simply be tu rn ed over to

the insu rer, wh i ch would then redeem it with the

govern m en t . For those whose em p l oyers paid for

premiums as part of compensation, eligible employ-

ees could attach the coupon to their tax returns,and

calculate the net credit as the difference between the

va lue of the credit and taxes on the em p l oyer pay-

m en t . While precise details depend on para m eter

va lu e s , these ad ju s tm ents also would permit the

value of the credit to equal the value of the exclusion

for incomes near or slightly above the upper limit.

Initial distribution of the coupon could be done

in several ways. Coupons could simply be mailed to

those indicating a low ex pected wage on their tax

withholding (W-) form. These also could be avail-

a ble at post of f i ces or other conven i ent site s .

Insurers could furnish coupons,as well. The coupon

would cl e a rly state who is el i gi ble to use it, a n d

i m pose en d - of - year tax pen a l ties on those who are

i n el i gi bl e . If Pu bl i s h ers Cl e a ri n ghouse can re ach

nearly everyone,there must be a program that could

work for health insurance.

F i n a lly, those taxpayers with incomes in the

ra n ge at wh i ch they are el i gi ble for the cred i t , wh o

n evert h eless fail to redeem their cred i t , could be

en ro ll ed autom a ti c a lly in a low - cost insu ra n ce plan

with a prem ium no gre a ter than the cred i t . Su ch a

process will require a monitoring mechanism.

Benefits

An important de s i gn issue con cerns spec i f ying the

policy for wh i ch the credit may be used . Def i n i n g

“m i n i mum ben ef i t s” is alw ays po l i ti c a lly tro u bl e-

s om e , because every su pp l i er of m edical servi ce s

wi ll lobby to have gen erous covera ge of its servi ce s

i n clu ded . But requ i ring that everything be covered

means that the prem ium wi ll be very high — h i gh er

than any fe a s i ble cred i t , h i gh er than many pers on s

a re wi lling to pay, and high er than taxpayers are

willing to subsidize.

A soluti on to this probl em would be to have a

f a i rly inclu s ive def i n i ti on of covered servi ce s , but

permit policies to hold down prem iums thro u gh

dedu cti bl e s , coi n su ra n ce , and upper limits. That is,

at least initially, any policy that would qualify for the

credit would have to pay for all medical and surgical

s ervi ces and all pre s c ri pti on dru gs and med i c a l

devi ce s , b a s ed on some com m on ly accepted def i n i-

ti on of what con s ti tutes standard (non - ex peri m en-

tal) care . However, cost sharing could be impo s ed ,

as could managed care rules and incen tives for

provi ders . The def i n i ti on (for medical and su r gi c a l

s ervi ces) used for the trad i ti onal Med i c a re plan

prob a bly could be used here , but , even if s ome of

the servi ces not typ i c a lly covered were inclu ded in

the def i n i ti on of covered servi ce s , the pre s en ce of

cost sharing would limit the ex tent to wh i ch they

would be used as well as their ad d i ti onal co s t .

Ci ti zens could be free to ch oo s e , at ad d i ti onal co s t ,

plans that cover these servi ces with lower levels of

p a ti ent cost shari n g. In ef fect , we tell people that

t h ey may use their indivi dual   ,   c redit to pay

for any policy covering a set of medical and surgical



goods and servi ces that has a prem ium of   ,  

or more.

However, one can be certain that, unless the

c redit is as large as the prem ium for a gen ero u s

i n su ra n ce plan, s ome people wi ll not be wi lling to

make additional payments to buy some specific gen-

erous plans, but will choose either no insurance or a

p a rti a l - covera ge plan inste ad . Di f ferent analys t s

(and different citizens) have different views on how

mu ch covera ge they think a family at some incom e

l evel ought to have . Th ere is a trade - of f h ere . We

could put stri cter bounds on qu a l i f i ed covera ge ,

making such coverage more adequate. But the cred-

it would not cover the full premium,and then some

people would refuse the credit, preferring to remain

uninsured rather than pay an additional premium.

In line with our pri m a ry obj ective of coveri n g

the uninsured, we think that,at first,there should be

vi rtu a lly no rules abo ut cost shari n g. The on ly ru l e

would be that the policy provi de do llar ben ef i t s

appropriate to its premium. Rather than attempt the

su rely difficult and prob a bly impo s s i ble task of

s pec i f ying the appropri a te levels of cost sharing for

every credit recipient, we propose to begin by letting

the credit recipients themselves decide what kind of

covera ge they prefer. O n ce we know the pattern of

coverage, and can check to see what effect it has on

access to care and health level s , we can ju d ge

whether stricter regulation of the package is needed.

We start in an unre s tri cted way (and try to stay

with light re s tri cti ons) because we think that the

highest-priority objective ought to be to get at least

s ome health insu ra n ce covera ge to every Am eri c a n

who is not high-income, even if the level of coverage

cannot be ad ju s ted (or financed) to be what som e

rega rd as perfect in the initial ro u n d . We po s tu l a te

that the law of diminishing retu rns holds here as

every wh ere el s e : the first infusion of covera ge wi ll

do the most good , and the ben efit of l a t ter ad d i-

tions, though probably positive, will be smaller. The

w ay to get almost everyone to buy covera ge in

re s ponse to a credit is to permit people to use the

c redit as they like , with as mu ch or as little of t h ei r

own con tri buti on as they prefer. It would be irra-

tional for someone to refuse to use his or her credit

on a (priva te or public) insu ra n ce policy that co s t s

no more than the credit and provi des at least som e

protection against what otherwise would be out-of-

pocket paym ents the pers on would be forced to

m a ke and/or a policy that improves access to som e

types of care.

Finally, if insurance did take the form of full cov-

era ge above a dedu cti bl e , the RAND health insu r-

a n ce ex peri m ent re a s su res us that cost sharing wi ll

not have su b s t a n tial adverse ef fects on most meas-

ures of health status for the non-poor. In the exper-

i m en t , the on ly adverse health outcome (beyon d

s ome minor ef fects on vi s i on correcti on and ora l

health) was for people initi a lly at high risk for

hyperten s i on . For the majori ty at normal risk and

for other high-risk conditions, cost sharing does not

a ppear to harm health, as long as there is cata-

strophic coverage.5

Fit with the Current System

The Role of States

States would have the primary role in administering

the Med i c a i d - l i ke covera ge for poor adu l t s . Th e

bulk of the ad d i ti onal cost for this covera ge wo u l d

be provided by the federal government.

S t a tes would be perm i t ted to reg u l a te the ex ten t

to wh i ch prem iums for covera ge in excess of the low -

cost policy va ry with ri s k , but would be pen a l i zed if

this reg u l a ti on caused people to remain uninsu red

or caused disproportionate numbers to choose min-

i m a l - covera ge (low - cost) po l i c i e s . F i n a lly, s t a te s

could provi de paym ents for people with very high

costs or ch ronic ill n e s s . Doing so would mean that

the low - cost covera ge in su ch states could have a

smaller deductible or less-constraining upper limits.

What Improved Private Insurance
Markets Might Look Like 
(and How We Can Get There from Here)

It seems eminently plausible that the influx of large

numbers of lower-middle-income workers and their

families into non - group insu ra n ce markets wo u l d

5 J. P. Newhouse. Free for All?: Lessons from the RAND Health Insurance
Experiment. Cambridge: Harvard University Press, 1993.



ch a n ge those market s . We have of fered some opti-

m i s tic vi ews of h ow they might ch a n ge , but the

truth is that no one knows for sure what might hap-

pen. The usual response of policy designers or poli-

cy makers is to abhor uncert a i n ty (as def i n i tely

worse than a vacuum) and, t h erefore , to de s i gn

m a ny rules and some incen tives to con f i g u re the

outcome. For reasons stated earlier, we are skeptical

of su ch ef fort s , not on ly because there re a lly are no

experts who know what outcomes will be produced

by what ru l e s , but also more gen era lly because we

think it important to give the widest scope to possi-

ble innova ti on s . This said, we do think that som e

prob a ble con to u rs of a new market may be wort h-

while to forecast and even to contemplate encourag-

ing (or at least not deterring).

The most com m on re acti on to proposals that

em p l oyees be arm ed with credits that they can use

for different insu ra n ce from that wh i ch thei r

em p l oyers provi de (if the em p l oyers provi de any at

a ll) is to begin to imagine the de s i gn of a new and

i m proved type of group insu ra n ce , with many ch oi c-

es (all good ) , well ad m i n i s tered . We do not share this

vi s i on of a single ti dy market for all . We rem a i n

s keptical that su ch qu a s i - groups gen era lly can

ach i eve anything like the ad m i n i s tra tive savi n gs now

obt a i n ed by large groups with com p u l s ory parti c i-

p a n t s . We think there ought to be a “ He a l t h Ma rt”

option, but that we ought to think of (and permit or

fo s ter) other altern a tive s . The key to con s i deri n g

a l tern a tives is to note that there must be trade - of fs : a

s ch eme can of fer a limited set of ch oi ces pri ced in a

tra n s p a rent fashion , but that sch eme su rely wi ll have

a cost in terms of the scope of opti ons (espec i a lly

n ew opti ons) of fered and, prob a bly, in terms of

ad m i n i s tra tive co s t . An o t h er unre a l i s tic vi ew is to

i m a gine that the In tern et alone can cut ad m i n i s tra-

tive cost and expand choice without being bedeviled

by adverse sel ecti on and mass con f u s i on (not to

mention an inability to generate revenues).

Our proposal in this case is to impose a modest

amount of vol u n t a ry s t a n d a rd i z a ti on on plans and

plan type s , and then all ow the market itsel f to sort

out how they should be offered. The standardization

would all ow plans to be de s i gn a ted as meeting cer-

tain model types, to facilitate shopping and compar-

i s on , but a plan could be non - s t a n d a rd as long as

buyers were cl e a rly warn ed abo ut its type . “Si te” or

program sponsors could offer assurances or guaran-

tees about the plans they list, but they would then be

re s pon s i ble for the perform a n ce of the plans they

l i s t . Convers ely, an eBay of health insu ra n ce co u l d

list all legitimate offers cheaply, but make no repre-

s en t a ti on abo ut their qu a l i ty beyond what is

embodied in state regulations.

The public sector would have a role in making

i n form a ti on abo ut insu ra n ce purchasing and plans

available to potential consumers. Information about

qu a l i ty and pri ce is in the natu re of a public good ,

and would not be su pp l i ed adequ a tely or in an

u n bi a s ed fashion in a priva te market (although

development of helpful and accurate guides for fed-

eral em p l oyees su ggests that the same thing co u l d

h a ppen for   m i ll i on new insu ra n ce custom ers ) .

Subsidizing the production and distribution of such

i n form a ti on would be a good role for govern m en t ;

one vehicle would be to distribute publicly financed

vouchers that could be redeemed toward purchasing

the buyers’ guide of one’s choice.

Monitoring, Adapting, and Phase II

We recognize that the Phase I plan we have suggest-

ed wi ll not ach i eve universal com preh en s ive cover-

a ge , n or wi ll it nece s s a ri ly perfect how insu ra n ce

markets function. That is why we envision a formal

m on i toring process and a plan to bring the other

t wo groups in the pop u l a ti on — people bel ow  

percent of poverty and people above  percent—

into the system in a second phase.

What would be the best way to monitor this sys-

tem’s perform a n ce? Po s s i bi l i ties might inclu de the

fo ll owi n g : S t a te insu ra n ce or health dep a rtm en t s

( wh i ch of ten reg u l a te health insu ra n ce any w ay )

m i ght be one ex pert en ti ty. Or there might be a fed-

eral advi s ory com m i s s i on , as there has been for

Medicare. It would be desirable to offer incentives to

a ny overs i ght body to make the process work . For

ex a m p l e ,s t a tes might be rew a rded if the nu m ber of

uninsured in their state in the target income catego-

ry fell more than expected,and they might be penal-

i zed in some fashion if the nu m ber fell short , e s pe-



cially if the shortfall could be attributed to state reg-

ulation of rating or costly mandated coverage provi-

sions in the individual or small-group markets.

States also might be given the task of monitoring

the ef fect of c red i t - su b s i d i zed insu ra n ce on health

s t a tu s . In ad d i ti on , t h ey should determine wh et h er

the partial coverage plans affordable with the credit

amount alone advers ely affect health status more

than plans with more gen erous covera ge . S t a te

health departments already exist, and it is likely that

effects vary by state.

The key point here is that mon i toring should

focus on ch a n ges in use of s ervi ces and, i de a lly, on

changes in health outcomes. In the state-monitored

scheme, for example, if a state were able to encour-

a ge the use of m ore servi ces that are ef fective for

health, we would not be especially concerned about

the distri buti on of people who swi tch from bei n g

u n i n su red to insu red . Because the ava i l a bi l i ty of

c redit certi f i c a tes increases the com peti tiveness of

firms not offering group insurance in the labor mar-

ket, those firms that did offer some coverage would

be motiva ted to manage it more ef fectively to con-

ti nue to be com peti tive , and these ch a n ges migh t

h elp health outcomes su b s t a n ti a lly. At ten ti on also

m i ght be given to other con su m er goa l s , su ch as

financial stability and relief of anxiety.

The specific issues to be monitored most closely

a re the two major policy uncert a i n ti e s : h ow many

people of what type will take the credit,and how the

group market based on groups other than em p l oy-

ment will  be transformed. If substantial numbers of

l a r ge firms dropped group covera ge , or if s m a ll

f i rms with high - risk workers did so, that wo u l d

i n d i c a te that som ething is wron g. ( Rem em ber: t h e

f a ll b ack insu rer is alw ays ava i l a ble for a pers on at

any risk level, and the low-cost coverage has adjust-

ed community-rated premiums.) Enhancement of a

high-risk pool would be the proper response to any

evi den ce of i n c re a s ed risk segm en t a ti on . If c red i t s

were not cl a i m ed in adequ a te nu m bers , that wo u l d

i m p ly that the va lue of the credits was too small

compared with the premium for a good policy. The

su pp ly, p u rch a s e , and form of a ny “ zero - prem iu m”

p a rti a l - covera ge policies should be mon i tored , a s

well.

Quality: What Would a Good (but
Imperfect) Low-Cost Plan Look Like?

One of the most controversial aspects of our plan is

its accept a n ce that people may use a modera te - s i ze

c redit to buy a less than com preh en s ive po l i c y

whose prem ium is close to the cred i t . It is easy to

argue that this is bad idea if one assumes that people

will make poor choices in the plans they choose, or

i f one bel i eves that nothing less than full covera ge

wi ll do. (To ach i eve “f i rst be s t” optimal covera ge ,

either a mandate or a lavish public budget would be

necessary. While we favor a mandate in a politically

unconstrained world,6 in this paper we assume that

mandates are not feasible.) At one extreme, the pre-

vi o u s ly uninsu red pers on could buy a policy wi t h

f u ll covera ge above a su b s t a n tial dedu cti bl e . Wh i l e ,

according to insu ra n ce theory, this makes perfect

s ense in an otherwise perfect worl d , in re a l i ty it is

l i kely to be unattractive to some lower- m i d dl e -

i n come people because they would ex pect mu ch of

the ben efit to su b s ti tute for ch a ri ty care they migh t

have received for free if they contracted a serious ill-

ness (and were able to obtain care wi t h o ut insu r-

ance coverage).

On the other hand, a firs t - do llar policy with a

very low upper limit would not be especially attrac-

tive either (although it would be better than nothing

and would appeal to those con su m ers , ferven t ly

bel i eved by po l i ticians to ex i s t , who on ly want

i n su ra n ce if t h ey can be assu red of co ll ecting som e

money from it). The best cost-sharing pattern might

be one with a modera te but not trivial dedu cti bl e

( s ay,   ) , and as high an upper limit as the cred i t

will buy. Our own analyses suggest that, for the aver-

age worker, the upper limit might be on the order of

  ,    to    ,    per ye a r.7 Illnesses co s ting more

than    ,    could be covered by public insu ra n ce

for the ch ron i c a lly ill , i f s t a tes chose to do so. Th e

f a ll b ack insu rer could assist people who do not

understand which low-cost coverage is best.

6 M. V. Pauly, P. Danzon, P. J. Feldstein, and J. Hoff. Responsible National
Health Insurance. Washington: AEI Press, 1992.

7 M. V. Pauly and B. Herring. “Expanding Insurance Coverage through
Tax Credits: Tradeoffs and Options.” Health Affairs 20 (1) (January-
February 2001): 1–18.



The other strategy this insurance might follow is

a ggre s s ive use of cl o s ed panels and managed care ,

but with the option of going “out of plan” with out-

of-pocket payments. Given the oversupply of physi-

cians in the Un i ted States and the wi de ra n ge of

hospital co s t s , an ef fective discount net work migh t

be established to fit within or close to the total value

of the cred i t . However, we stron gly su s pect that,

once a person signs up for a frugal plan, the experi-

en ce of h i gh out - of - pocket paym ent or stri ct

rationing will prompt that person to put a moderate

amount of his or her own mon ey on the line and

buy the next step up in insu ra n ce policies in the

future. There is no doubt, however, that the market

for low-cost plans would be stimulated.

Phase II Administrative Changes

Now suppose that a new and improved type of non-

group health insu ra n ce market does em er ge , a n d

that credits su b s t a n ti a lly redu ce the nu m ber of

u n i n su red . The next step is to all ow those wi t h

i n comes bel ow   percent of poverty to use su ch

private insurers. This would be relatively easy to do;

we only need to permit poor people currently using

the public fallback insurer to use the same money to

buy priva te insu ra n ce that non - poor people do.

That is, the com preh en s ive Med i c a i d - l i ke covera ge

a l re ady being provi ded to the poor would be con-

verted into a premium support system, with expen-

d i tu res converted into vo u ch ers usable for priva te

alternatives.

The other ch a n ge is that it should be po s s i ble to

abolish, or at least radically transform, the safety net

s ys tem . This sys tem is inten ded to help people wh o

“f a ll thro u gh the crack s” t h ro u gh no fault of t h ei r

own. If credits for full coverage are offered to people

with low incomes,and if lower-middle-income peo-

ple receive credits large en o u gh to all ow them to

a f ford insu ra n ce ,t h ere should be very few who qu a l-

ify for the safety net sys tem (perhaps on ly non - regi s-

tered aliens and people who become ill in the midst

of a tra n s i ti on from one plan to another ) . One migh t

convert payment for the services provided by public

hospitals and clinics into a pre-paid plan, and all ow

people to sign up for this type of insurance.

What of the people with incomes above  per-

cent of poverty? If a properly functi oning priva te

i n su ra n ce sys tem em er ge s , we think it might be a

good idea to mandate that they buy covera ge . Th e

simplest way of doing this would be to levy a tax su r-

ch a r ge equal to the prem ium for the fall b ack cover-

a ge on people with incomes above the median wh o

a re not insu red . This sys tem could be put in place

easily, and it would affect only a tiny minority of the

population who could hardly claim to be financially

s tra i n ed to pay the tax. Ma n d a ting covera ge for

lower-middle-income people (as already noted) will

prove to be a more serious probl em , and we do not

advoc a te it now. The tax exclu s i on could be ex ten d-

ed at a capped level to all high - i n come people (that

i s , to the small minori ty who curren t ly buy non -

group covera ge , po s s i bly as part of a tax law ch a n ge

capping the value of the exclusion for all).

Conclusion

This proposal su ggests ad d ressing the lower- m i d-

dl e - i n come uninsu red first with a sys tem of gen er-

ous tax credits to purchase insurance of their choice

in a ligh t ly reg u l a ted com peti tive market . If t h e

good outcome that is possible does emerge,then the

poor, near-poor, and the well-off could be invited to

j oin this sys tem , with su b s t a n tial subsidies for the

poor and substantial good wishes for the well-off.

If the plan does not work , we could hardly be

worse off for trying. We will have settled the contro-

versy over what kind of markets private insurers can

ex pect to of fer, and what kinds of roles priva te

i n su rers should be ex pected to play in helping to

deal with the uninsured. ■



Mark V. Pauly has outlined a new proposal to reduce the number of uninsured

that would:

                  that could

be easily modified in response to lessons learned from this new approach.

     -       -     with flexible, refundable

tax credits or “coupons,” redeemable for insurance premiums or a reduc-

tion in taxes, for any licensed medical-surgical insurance policy with a 

premium at least as large as the credit.

   -     eligible for publicly provided or

contracted insurance, or for equivalent-cost private insurance, with no 

premium share required.

          to retain the 

tax exclusion for group coverage, until mandated to participate in the 

new program at some point in the future.

       are renewable.

Pauly Proposal
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