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Foreword

The Lyndon B. Johnson School of Public Affairs created the Center for Health and
Social Policy (CHASP) in 2002 to conduct research, educate students and practitio-
ners to become future leaders, and provide a forum for today’s foremost policymakers
and scholars to debate pressing policy issues in the realm of health and social policy.

In April 2003, CHASP and the LB]J Library launched a five-year policy symposia
series called Big Choices: The Future of Social Policy in America to provide a forum for
policymakers and scholars to debate the enormous challenges in health and social
policy that our nation will face over the several years. The ultimate goal of the series
is to allow for an exchange of ideas that will contribute toward the development of
sound policy solutions for the next generation and beyond.

The first symposium in the series was held on April 25, 2003, at the LBJ Library and
Museum at The University of Texas at Austin, and was titled Big Choices: The Future
of Health Insurance for Americas Families. A number of state and national policymakers
and scholars were invited to share their thoughts on improving the health insurance sys-
tem in the U.S. The symposium was important because it was a collaboration between a
presidential library and a school of public affairs, and this relationship enabled us to do
something special for our students, which is to stretch their time horizons and help them
understand that significant policy issues haven't been developed only during the present
or immediately previous administrations, but have been evolving over a long period of
time, as have many of the proposed solutions.

The topic of health insurance is a very significant policy concern. Although there
is a growing consensus that our health care system is deeply flawed and needs to be
remedied, there is no consensus on how to implement or pay for the solutions. By
devolving costs and responsibilities from the federal to state and local levels of gov-
ernment, we are producing a situation in which the poorest people are being forced
to seek care in the most expensive component of our health care system: emergency
rooms. There is something not just inefficient but deeply perverse about that.

Big Choices: The Future of Health Insurance for Americas Families succeeded in
bringing together a number of national leaders to engage in meaningful discussions
about the problems and potential solutions to the health insurance crisis. We hope
this collection of symposium proceedings and background articles will help to further
the dialogue on this important topic.

Finally, it should be noted that neither the LB] School nor The University of Texas
at Austin necessarily endorses the views or findings of this report.

Edwin Dorn
Dean, LBJ School of Public Affairs
The University of Texas at Austin






Preface

This book offers proposals for approaching one of the most significant choices now
facing Americans—health insurance for America’s families.

Our objective in sponsoring this book and the symposium on which it is based
is to create a clear picture of the policy choices on all sides of the issue in order to
help Americans create informed opinions about issues that deeply affect their lives.
To accomplish this objective, we've organized the book in a way that we hope will
offer the reader as much—or as little—as he or she might want to know about a
particular approach. We begin with an overview (Part I) of the most common general
approaches that think tanks and policymakers offer as solutions to our looming crisis
in health insurance. This overview is followed by the presentations that experts in the
field offered to a general audience in a symposium cosponsored by the LB] School
and the LBJ Library (Part II). Finally, in the last section of the book (Part III), de-
tailed descriptions and analyses are offered for those who want to learn more about
the particular approaches.

This architecture reflects our conviction that the best public policy is created when
grassroots engagement meets informed expertise. For this meeting to be possible, a
common language must be available so that an informed public can express its opin-
ion in a nation-wide “conversation.” Such expressions can offer a counterweight to
the capture of public policy decisions by private interests.

The LBJ School is committed to fostering the professional expertise necessary to
create effective public policy. The LB]J Library is committed to fostering the necessary
level of public expertise—Dby sponsoring symposia, lectures, public issues forums, and
books like this one—to help ensure that public policy is not only effective but also in
the public interest. We hope that this partnership between a public policy school and
a presidential library will illuminate the “Big Choices” that Americans face.

Betty Sue Flowers
Director, Lyndon Baines Johnson Library and Museum
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Chapter 1
The Uninsured: A Growing Challenge

by April Grady, Kenneth Apfel, and Sarah Stout

Americans can be proud of the many accomplishments of our health care system. The
United States is the world leader in basic medical research and new technology. Life
expectancies continue to increase, in part due to medical advances. Most Americans
have access to some of the most sophisticated medical care available in the world, and
almost all Americans have access to some form of health care. For most Americans, a
major illness no longer translates into a catastrophic financial setback for the family.

While the United States has much to be proud of in the health care area, it also
faces real challenges. The U.S. spends more on health care than any other nation,
and costs continue to grow. Demographic changes place growing demands on our
systems of care, including long-term care. The U.S. still faces significant public health
challenges such as obesity, HIV/AIDS, and tobacco use and our public heath infra-
structure is inadequate to meeting the tasks at hand.

While all of these issues are serious and need attention, perhaps the most daunt-
ing challenge that the U.S. faces is the growing number of persons with little or no
health insurance. Without access to insurance, individuals face major financial risks
and limited access to care.

In 2001, 41 million Americans under age 65 (16.5 percent of all people in this
age group) went without health insurance for the entire year, and millions more were
underinsured or had lengthy gaps in coverage. While a majority of American families
have been adequately and often generously covered by their employers, and most
elderly and very low-income people have been covered by Medicare and Medicaid,
the remaining uninsured individuals have, for the most part, been able to get by on
their relatively good health and the availability of charity care at critical times.! De-
spite this, it is still the case that many of the uninsured are at significant financial and
health risk, and the growth in the uninsured places growing pressures on our methods
of financing health care.

It is not clear that our current system of health insurance can—or should—be
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sustained in its current form, and there is growing interest among many policymakers
to take major steps to address this issue. But no option is free, and none are without
significant trade-offs. As a result, policymakers face a difficult set of choices regarding
the future of health insurance in America.

This book contains description, analysis, and debate on a number of federal policy
options for increasing access to health insurance in the United States. It is based in
part on a conference held in April 2003 in Austin, Texas, at the LB] Library and the
Center for Health and Social Policy at the LBJ School of Public Affairs entitled Big
Choices: The Future of Health Insurance for America’s Families.

To provide context for the policy options, this chapter describes the historical
development of the American system of health insurance and provides background
on the growth in health care costs in the U.S. The chapter also includes a description
of who is covered and why some people remain uninsured, as well as the challenges
to increasing access to health insurance.

Historical Development of
Health Insurance in the United States

Early 20th Century Advances

In the early part of the 20th century, few Americans had any form of health insur-
ance. In the early 1900s, the primary objective of insurance-like initiatives was to
protect against the loss of income due to illness or injury, not to provide reimburse-
ment for medical expenses. This lack of emphasis on medical expenses was due in part
to the fact that truly effective services were limited, with hospitals serving mainly as
sick houses for the poor and those infected with contagious diseases.?

Fraternal orders and benefit societies at the time were extensively involved in pro-
viding life insurance and aiding the sick and disabled. By 1914, there were 179 fra-
ternal associations nationally with nearly eight million members affecting 25 to 30
percent of American families. However, only about one percent of the $97 million
they paid out in benefits that year went for medical care.?

Employer-sponsored health benefits for American workers were quite limited well
into the early 20th century. The railroad, mining, and lumber industries were excep-
tions, with geographical isolation and legal liability issues being the principal rea-
sons for extensive company involvement in medical care. Other employers generally
avoided taking on any significant responsibility in this area.t

Over time, advances in science, technology, and hygiene (including the use of
trained nurses, antiseptic techniques, and surgical anesthesia) created more effective
means of medical intervention, allowing hospitals to evolve into physician “work-
shops” for all types and classes of patients. As medical care became more complex and
physicians became increasingly dependent on special equipment and consultation
with other medical specialists, the number of U.S. hospitals increased from 178 to
more than 4,300 over the period 1870 to 1910.° Still, while hospital costs were on the
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verge of becoming an important cost concern, protection against lost income due to
illness and injury rather than protection against excessive medical expenses remained
the significant objective in the pre-World War I era.®

In the late 1920s, mounting concerns about the cost and distribution of medical care
prompted the formation of the Committee on the Costs of Medical Care (CCMC), a
commission funded by six major foundations. With the cooperation of organizations that
ranged from insurance companies to the American Medical Association, the CCMC is-
sued nearly 30 field studies and reports between 1928 and 1932. A majority of committee
members endorsed the concept of voluntary insurance, arguing that compulsory coverage
would be too costly for taxpayers and employers.”

Around the time of the CCMC’s tenure, payments for medical expenses amount-
ed to only about 10 percent of benefits paid under health insurance for the few who
had it. However, the concept of group coverage for hospitalization and physician
expenses was beginning to gain popularity. The first Blue Cross plan began in Dallas
in 1929, when the Baylor University Hospital agreed to provide 1,500 school teach-
ers with up to 21 days of hospital care a year for $6 per person. In 1934, commercial
insurers followed suit and began offering coverage for hospital care on a group basis.®
The first Blue Shield plan designed for coverage of physician services began in 1939,
with commercial insurers and groups of physicians offering their own versions of
coverage as well.’

During and after World War II, the growth of employer-based health insurance
was fueled by a number of factors, including federal actions. For instance, a 1943 rul-
ing by the War Labor Board, which had one year earlier introduced wage and price
controls, ruled that contributions to insurance and pension funds did not count as
wages, a move that prompted employers to use these benefits as a means to attract
scarce workers. The right of unions to bargain collectively over health insurance ben-
efits was affirmed by the Supreme Court in 1949, and in 1954, the Internal Revenue
Code made it clear that contributions for health insurance were tax deductible as a
business expense for employers and were to be excluded from employees’ taxable in-
come.'’ As a result, while 12 million people were covered by private health insurance
in 1940 (less than 10 percent of the population), that figure rose to 32 million by
1945. Seventy-seven million were covered by 1950."

Public Program Expansions

While the idea of voluntary private insurance was gaining ground, numerous initia-
tives to introduce compulsory or public health insurance were largely unsuccessful.
Legislation to study and plan for national employment, old age, and sickness insur-
ance was introduced but not passed by Congress in 1916 and 1917, and efforts to
establish compulsory health insurance plans failed in 16 states from 1915 to 1920.
The Social Security Act passed in 1935 with no provisions for health insurance, in
part due to strong opposition by the medical profession and the hospital industry.
Although President Truman was in favor of national health insurance, Congress
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never brought a bill out of committee during his administration. The Eisenhower
administration’s efforts to subsidize private insurance coverage for poor, elderly, and
high-risk individuals were also unsuccessful.'?

By the late 1950s and early 1960s, a number of factors led to the passage of limit-
ed government-sponsored health insurance, including the growth of medical schools,
hospitals, and other institutions with an interest in adding dollars to the health care
financing pool, labor’s continued support for compulsory health insurance, and pres-
sure from older Americans who gathered for hearings held around the country by a
new Senate subcommittee on aging. The Kerr-Mills Act extended federal support
for state programs to benefit the aged poor in 1960, but dramatic changes did not
take place until 1965 with the passage of Medicare and Medicaid, an integral part of
President Johnson’s Great Society and the War on Poverty."?

As noted by longtime advisor Wilbur Cohen, President Johnson saw lack of educa-
tion and ill health as two of the greatest elements in producing poverty and disadvan-
tage in the United States. Fortunately, the economic and political situation of the
country in the mid-1960s provided “one of those rare moments when a government
ha[d] real freedom to compose a national agenda, with some assurance that it would
be able to do most of the things it chose to do,” and Johnson knew this."”” Medicare
and Medicaid were just two of the policy initiatives undertaken during his adminis-
tration that would contribute to improvements in the health and well-being of the
population, as well as to a dramatic decline in poverty over the next two decades.

The Medicaid program provided health insurance for some of the poor, although
coverage was fairly limited in most states. Medicare provided coverage for the elderly,
who particularly benefited from expansions in public health insurance coverage. In
the early 1960s, only 54 percent of Americans age 65 and older had private hospital
insurance.'® By 1976, 87 percent of the elderly population had coverage through the
Medicare program, and only 2 percent were uninsured.”” Today, the Johnson legacy
lives on in part because 96 percent of the elderly population is covered by Medicare,
and less than 1 percent is uninsured.'®

While both Medicare and Medicaid are important sources of coverage for those
who would otherwise go without, Medicare was designed as universal social insur-
ance program with uniform national standards for eligibility. In contrast, Medicaid
was left as an open-ended federal-state funded means-tested program to be admin-
istered by the states within broad federal guidelines.” As a result, while nearly all
elderly individuals had Medicare coverage in 2001, Medicaid coverage has been very
uneven among the states, and less than half of people under age 65 who lack other
health insurance are covered by the Medicaid program.**2!

Both Medicare and Medicaid have seen very important incremental expansions
over time, but Congress would not enact another major public health insurance pro-
gram for more than 30 years. Numerous national health insurance and universal
coverage proposals were rejected in the 1970s, and again in the1990s. One such pro-
posal was President Clinton’s Health Security plan, which called for universal health
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coverage through employer and individual mandates. In 1993, millions listened as
he gave a speech to the nation calling for “America to fix a health care system that
is badly broken” and advocated providing every American “health care that’s always
there, health care that can never be taken away.” Although the plan—described as
“courageous” by one commentator—was initially well-received, it ultimately col-
lapsed under the weight of heavy opposition.*

It was not until 1997 that Congress would enact a significant new public health
insurance initiative, the State Children’s Health Insurance Program (SCHIP). SCHIP
was created to provide coverage for children whose family incomes are too high to
qualify them for Medicaid, but too low for them to easily afford private coverage.
Rather than establishing a social insurance mechanism such as Medicare or an open-
ended federal-state entitlement such as Medicaid, SCHIP used a block grant model
that capped federal contributions and therefore the number of individuals who would
be served by the program. In the early years of SCHIR to reach as many children as
quickly as possible, many states made a concerted effort to streamline their SCHIP
eligibility and enrollment processes. Recently, some of these efforts have been cut
back as state budget pressures mount and federal spending caps are reached. In 2001,
total program enrollment was nearly 5,000,000.%

Government Regulatory Role in Private Insurance

While state and federal roles in the operation of public programs such as Medicare,
Medicaid, and SCHIP are fairly unambiguous, government regulation of private
health insurance has traditionally been far more complex. In 1945, Congress enacted
the McCarran-Ferguson Act to clarify that states have the primary role in regulac-
ing the business of insurance. States license insurers and establish laws that govern
insurers’ legal structure, finances, and obligations to insured individuals.* However,
a number of federal laws also regulate private health insurance. Enacted in 1974, the
Employee Retirement Income Security Act (ERISA) was passed to protect workers
from the loss of benefits provided through the workplace. It also had the effect of
allowing many employers—specifically, those that finance their employees’ medical
care expenses internally, rather than through an outside insurer—to escape regulation
under state insurance laws (including those governing payment of taxes on premi-
ums, benefit mandates, limits on contracting arrangements, funding requirements,
and claims settlement procedures).”

While not a mandate on insurers, the Consolidated Omnibus Budget Reconcili-
ation Act (COBRA) of 1985 required employers with 20 or more employees to of-
fer continued coverage for workers who leave their job or who risk losing coverage.
Employers may charge COBRA enrollees no more than 102 percent of their average
premium cost, and they must provide coverage to individuals and their dependents
for up to 18 months in most circumstances. Today it is estimated that at least three
out of four insured workers are eligible for COBRA coverage, but only about one in
five eligible employees elect to participate.?
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What Is Health Insurance?

Health insurance is a mechanism for protecting against financial loss."’
Although many health care needs are fairly routine and predictable
(e.g., vaccinations, annual checkups, occasional doctor visits for minor
illnesses that require prescription medications), insurance helps to shield
individuals from the high cost of medical care in case of an accident or
a severe illness. Under most insurance policies, individuals pay only a
portion of their health care costs for covered services, and the insurer
picks up the remainder.

Private insurers are able to provide this kind of financial protection

by “pooling” the risk of high health care costs across a large number

of people. In any given year, some of an insurer’s customers will
experience high costs, while others will not. Based on past experience
and a number of other factors, insurers charge a policy premium that
reflects their anticipated costs for a particular group of customers. In the
end, healthy customers with low health care costs end up subsidizing
sick customers with high costs. Presumably, healthy customers agree to
this arrangement because they too could become sick as the result of an
unexpected accident or illness.

Although public health insurance (including Medicare, Medicaid, and
SCHIP) may also protect against financial loss, these programs are
different than private health insurance in that participants may or may
not be responsible for paying premiums or costs related to covered care,
and public dollars provide the main source of program funding.

In addition to protecting against financial loss, another function of
health insurance may be to facilitate timely access to care.? Health care
providers know that they are likely to receive reimbursement when they
treat an individual with insurance, and as a result, they may be more
likely to take on insured individuals as patients. However, for a number
of reasons, some providers may not be eligible for reimbursement

from certain insurers. Providers may also refuse to take on patients
whose insurers offer low reimbursement rates (this is an issue for public
insurance programs in particular).

1. Gary Claxton, How Private Insurance Works: A Primer (Washington, D.C.: Kaiser
Family Foundation, April 2002), p. 7.

2. Ibid.
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Passed by Congress in 1996, the Health Insurance Portability and Accountability
Act (HIPAA) was considered at the time to be perhaps the most significant federal
health care reform in a generation. It created the first national standards for the avail-
ability and portability of group and individual health insurance coverage, provided
tax incentives to purchase long-term care insurance, increased the tax deductibility
of health insurance premiums paid by self-employed persons, permitted terminally
and chronically ill persons to receive life insurance benefits tax-free, and strengthened
federal authority to regulate health care fraud and abuse.”” One study of the early
years of HIPAA implementation found that while it has somewhat improved protec-
tions for group health insurance coverage, it has not significantly improved access to
individual coverage. In addition, although HIPAA provides the basis for federal-state
partnerships to strengthen insurance regulation, many analysts have concluded that
greater resources for enforcement, oversight, and public education may be needed for
the reforms to create more significant change.?®

Cost of Health Care

Despite the large population of persons without health insurance, the system of health
care that has evolved over time in the United States is the most expensive in the world.
Opverall spending in this area continues to increase, and health care is one of the fastest
growing segments of the U.S. economy. Since 1970, national health expenditures have in-
creased dramatically, from $73.1 billion to $1.4 trillion in 2001.% Adjusting for inflation,
national health expenditures grew five-fold during this time period.* As a percentage of
gross domestic product (GDP), national health expenditures increased from 7 percent to
14 percent between 1970 and 2001 (see Figure 1.1).!

Figure 1.1
National Health Expenditures As Percent of GDP, 1970-2001
16%
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Source: Katherine Levit, Cynthia Smith, Cathy Cowan, Helen Lazenby, Art Sensenig, and
Aaron Catlin, “Trends in U.S. Health Care Spending, 2001,” Health Affairs, vol. 22, no. 1,
January/February 2003, p. 155.
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Opver the past few years, the annual rate of growth in health care spending has
also increased. In 2001, inflation-adjusted health care spending grew by 6.2 percent,
which is the fastest rate of growth in a decade. There is widespread consensus that
spending growth will continue in the future.

Though some policymakers consider health care’s increasing share of the economy
as a sign that the health system is out of control, others argue that the increase in
health spending is a reflection of the increased value of health care purchased. Some
point to advances in medical technology, which have contributed to the increased
costs of health care, but which may also contribute to improved health outcomes
and life expectancy.® Whatever one’s point of view on this debate, almost all analysts
agree that the increasing cost of health care is a key reason why more persons are
uninsured. In addition, cost increases make it increasingly difficult to expand health
insurance coverage to the uninsured.

A Comparative Snapshot of Health Expenditures

Since 1990, health care expenditures in Organization for Economic Cooperation and
Development (OECD) countries have risen significantly across the board, although
the United States, Switzerland, and Germany stand out as the highest spenders per
GDP. These same three countries have experienced the greatest increases as well over
the past decade, rising 2 or more percentage points (see Table 1.1). Total health ex-
penditures in all OECD countries are at an historical high, averaging 8.4 percent of
GDP in 2001. In fact, health care spending has grown 1 percent faster than their
economies over the past decade.

Table 1.1
Total Expenditures on Health (Percent GDP)

1960 1980 1990 2000
Australia 4.1% 7% 7.8% 8.9%
Canada 5.4 7.1 9 9.2
France — — 8.6 9.3
Germany — 8.7 8.5 10.6
Italy — 8 8.2
Japan 3 6.4 5.9 7.6
Mexico — — 4.5 5.6
Spain 1.5 5.4 6.7 7.5
Sweden — 8.8 8.2 8.4
Switzerland 4.9 7.6 8.5 10.7
United Kingdom 3.9 5.6 6 7.3
United States 5 8.7 11.9 13.1

Source: Organization for Ecnomic Co-operation and Development, “OECD Health Data
2003, 2nd ed.,” database on CD-ROM, 2003.

Note: Data not available for all countries in all years.




The Uninsured: A Growing Challenge

The U.S. not only tops the list as the highest per capita spender (an average of
$4,900, more than double the OECD average), but the U.S. also spends the most
as a percentage of GDP, at 13.9 percent, up from 13.1 percent in 2000. While more
than half of the U.S. health care expenditures are private, public spending is still rela-
tively significant, at 5.8 percent of GDP in 2001. However, public spending in the
U.S. as a percentage of total health expenditures is the lowest of all OECD countries
(44 percent, compared with an average of 72 percent, with Nordic countries’ gov-
ernment spending accounting for over 80 percent of their totals). The proportion-
ally low public spending in the U.S. relates to the fact that a much smaller share of
the population in the U.S. is insured through public programs compared to other
OECD countries.*

When U.S. government estimates of spending are adjusted to account for the fact
that (1) public employee benefit costs are actually a government expense (although
part of the premiums are paid with public funds, these amounts are not counted
as such because a private insurer ultimately pays the claims), and (2) the govern-
ment “spends” money (in the form of forgone revenue) by exempting the cost of
employer-paid health insurance from income and payroll taxes, the current govern-
ment-financed share of U.S. health spending may actually be closer to 60 percent.
Incorporating these adjustments, government per capita health expenditures in the
United States exceeded total public and private per capita health expenditures in
every other nation except Switzerland. As a result, Americans paid higher taxes per
capita for financing health care than did any other nation’s citizens. Despite this fact,
the U.S. has not been able to provide the nearly universal coverage available in most
other OECD countries.*

Factors Contributing to U.S. Health Care Spending Growth

A number of factors have contributed to the increase in health care spending over
time, including greater consumer demand for health services, increased prevalence of
chronic disease, the aging of the population, the introduction of new and expensive
technologies, increased spending on prescription drugs, wage increases in the health
care labor market and changes in the insurance marketplace.”® Many of these factors
are interrelated and the extent to which they drive health care spending varies with
changes in the health care marketplace and the population. A discussion of these fac-
tors and how they affect health care costs follows.

Advances in Medical Technology

Though relatively little is known about how the introduction of new technologies
affects health care costs,® it is considered by many economists to be one of the most
consistent and significant drivers of health spending growth over the past several
decades.’” % % A Project Hope review of the various studies that assessed the impact
of technology on health spending found that the percentage of health spending at-
tributable to technology ranges between 5 percent to 60 percent, depending on the
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methodology of the study and the time period examined.” Given the current state of
medical science, it seems likely that medical technology will continue to advance rap-
idly and that these advances will continue to contribute to overall spending growth.

Prescription Drugs

In the past ten years, prescription drug spending has grown at almost twice the pace
of all other health services. In 1990, prescription drugs accounted for 6 percent of
total national health expenditures and by 2001, that figure had nearly doubled to
10 percent.”! This is partly attributed to the introduction of “blockbuster” drugs in
the late 1990s. Over the past three years, growth in prescription drug spending has
slowed from 19.7 percent in 1999 to 15.7 percent in 2001. This is due in part to
the introduction of fewer new drugs and the implementation of several cost control
methods, including generic incentive programs, prior authorization, higher co-pay-
ments, and drug utilization review.* The U.S. Centers for Medicare and Medicaid
Services projects that in 2010, prescription drugs will account for 14.2 percent of
national health expenditures.®

Chronic Illness

In 2000, 125 million Americans were living with a chronic condition, representing
45.4 percent of the population.* Projections by the RAND Corporation indicate
that this number will increase to 171 million people by 2030, representing 49.2 per-
cent of the population.” As health care spending for persons with chronic conditions
is twice as high as that for persons without chronic conditions, this trend has signifi-
cant implications for health costs.“ People suffering from chronic illness account for
76 percent of all hospital admissions, 88 percent of all prescriptions, 72 percent of all
physician visits, and 78 percent of all health care spending in the U.S.

Aging Population
The aging of the U.S. population has been a significant contributor to rising health
care costs, and in the next few decades it is projected to become a more significant
factor. Older Americans have more medical needs than people under age 65, and they
have higher per capita health care costs. According to the Centers for Disease Control
and Prevention (CDC), health care expenditures for individuals over the age of 65 are
four times higher on average than those of persons aged 40.%¢

The high cost of treating the elderly will become a more significant factor in health
care spending growth as the percentage of the elderly population increases over the
next 30 years. The percentage of the population that is over 65 is projected to grow
by 102 percent between 2000 and 2030.% In 2000, there were 35 million Americans
over the age of 65, and as baby boomers age, that number is projected to grow to 53.7
million by 2020 and to 70 million by 2030.

The CDC estimates that by 2030, the aging of the population alone will contrib-
ute to a 25 percent increase in health care spending, even when controlling for infla-
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tion and new technologies.”® This trend is particularly significant for Medicare, the
primary insurer of Americans over the age of 65. It is also a cost consideration for the
Medicaid program, which now covers a large portion of nursing home and long-term
care costs for the elderly.

Third-Party Reimbursement

Another factor that has contributed to growth in health care spending is the use of
insurance to pay for health care. The purpose of health insurance is to pool risks and
premiums in order to provide reimbursements for health expenses when they are
incurred. Insurance tends to shield people from the full costs of health expenses, and
therefore provides an incentive to use more health services. Without aggressive regu-
latory or market controls, people may “consume” more health care than is necessary
or desirable. A number of complex regulatory and public sector control mechanisms
have been put in place over the years to reduce the incentive by consumers and pro-
viders of care to lower the consumption of health services. But these mechanisms
have been less than satisfactory in controlling utilization of health care. The trend
towards the use of managed care may have slowed these growth trends, but while
managed care is still one of the primary forms of insurance, the public has resisted
many of its strictest cost containment strategies.

One of the effects of the recent movement away from a tightly controlled system
of managed care is believed to be an increase in hospital inpatient and outpatient
spending. Hospital care is the largest area of health expenditures accounting for 31
percent of total national health expenditures in 2001.°! Managed care is credited with
decreasing the growth in utilization of inpatient services during the 1990s, though
the cost savings were partially offset by an increase in outpatient services. Since 2000
spending on inpatient hospital care began to increase again while outpatient spend-
ing growth also accelerated.

In the past two years, the increasing cost of hospital care has been the most sig-
nificant factor contributing to overall health care spending. Between 2000 and 2001,
hospital spending increased by 8.3 percent—this is the fastest increase in a decade
and accounted for 30 percent of total increases in national health expenditures.”* Of
the two factors that have contributed directly to an increase in hospital spending—
higher utilization and higher prices—higher utilization is a more significant factor.* >
The higher prices for hospital services is due in part to increased wages resulting from
labor shortages and the greater negotiating power of providers.”

Rising Cost of Insurance Premiums

The Kaiser Family Foundation and the Health Research Educational Trust produce
an annual report on trends in employer health benefits. According to their 2002 re-
port, the rate of growth in the cost of health insurance premiums has outpaced infla-
tion, medical inflation, and workers’ earnings since 1996 (see Figure 1.2).°° In 2001,
the annual percentage increase in the price of job-based health insurance premiums



Big Choices: The Future of Health Insurance for America’s Families

Figure 1.2
Increase in Health Insurance Premiums Compared to Other Indicators, 1988-2002
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Source: “Employer Health Benefits 2002 Annual Survey” (#3251), The Henry J. Kaiser
Family Foundation and Health Research and Educational Trust, September 2002, p. 15.
[This information was reprinted with permission of the Henry J. Kaiser Family Foundation.
The Kaiser Family Foundation, based in Menlo Park, California, is a nonprofit, independent
national health care philanthropy and is not associated with Kaiser Permanente or Kaiser
Industries.]

reached the double digits for the first time in a decade. Between 2001 and 2002, the
cost to employers of providing health insurance to families increased by 12.7 percent
and the cost of providing health insurance to individuals increased by 15.4 percent.”
In 2002, the average job-based annual premium (including employee and employee
share) for a family of four was $7,954 (up from $7,053 in 2001), and the average
annual premium for an individual was $3,060 (up from $2,650 in 2001).

The cost of all types of health plans increased in the double digits in 2002. Health
maintenance organization premiums grew by 13.3 percent, indemnity insurance and
preferred provider organization premiums rose by 12.7 percent, and point of service
premiums rose by 11.9 percent.”® Premiums for self-funded plans and insured plans
grew at approximately the same rate, indicating that increased expenditures, not an
adjustment in the medical underwriting cycle, may have driven the premium in-
creases in 2002.%°
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Overview of Recent Trends

in Health Insurance Coverage

Among the 248 million nonelderly individuals in the United States in 2001, 65
percent obtained health insurance through an employer, 14 percent were covered
by Medicaid or another public program, and 5 percent purchased private insurance
on their own. The remaining 16.5 percent (41 million individuals) were uninsured.
Although fewer children than adults were covered by private insurance, Medicaid and
other public programs more than offset this difference. As a result, while 19 percent
of adults went without coverage in 2001, only 12 percent of children were uninsured
(see Figure 1.3).° 6!

In recent decades, the percentages of people with and without health coverage
have fluctuated for different reasons at different points in time (see Figure 1.4). For
example, between 1987 and 1993, growth in the number of uninsured individuals
can be attributed to the erosion of employer-based health benefits. Although public

Figure 1.3
Health Insurance Coverage of the Nonelderly by Age, 2001

100% 1 .
17% 199%, 12%
4%
75% - 5% 6%
? 14% 9% 24%
50% -
65% 67% 60%
25%
0% -
All individuals Adults Children
248 million 171 million 77 million
[ Uninsured

[ Individually purchased
B Medicare or other public
B Employer

Source: Catherine Hoffman and Marie Wang, Health Insurance Coverage in America:
2001 Data Update, Kaiser Commission on Medicaid and the Uninsured (Washington,
D.C.: Henry J. Kaiser Family Foundation, January 2003), p. 21.

Note: Individuals reporting more than one source of coverage were assigned to a single
category in the following order: Medicaid, employer, and other public (percentage totals
may not equal 100 due to rounding). For example, those reporting both Medicaid and
employer coverage were assigned to the Medicaid category.
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Figure 1.4
Sources of Health Insurance among the Nonelderly, 1987-2001
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Analysis of the March 2002 Current Population Survey, Issue Brief no. 252 (Washington,
D.C.: Employee Benefit Research Institute, December 2002), p. 4.

Notes: Individuals may report more than one type of coverage, so percentage totals in
each year may be greater than 100. Due to a CPS questionnaire change that resulted in
fewer persons counted as uninsured in 1999 and years following, percentages for 1987-
1998 have been adjusted to provide roughly comparable estimates over time.

programs were covering an increasing percentage of Americans during this period,
their growth was not enough to offset declines in employer coverage. In contrast,
from 1994 to 1998, while the percentage of Americans with employer-based health
insurance increased, so did the percentage of uninsured individuals. During this pe-
riod, declines in public and individually purchased coverage were large enough to
offset gains in employer-sponsored insurance.®

From 1998 to 2000, while employer-sponsored coverage continued to grow,
rates of public and individually purchased coverage stabilized. As a result, the
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percentage of uninsured individuals decreased slightly. In 2001, this brief trend
was reversed, and the percentage of Americans without health insurance increased
from 16.1 percent to 16.5 percent. Public coverage increased from 14.1 percent
to 15.3 percent but this growth was not enough to offset the decline seen in em-
ployer-sponsored insurance.®

Employer-Based Coverage

Most Americans under the age of 65 obtain health insurance through their employers
or a family member with employer-based insurance. However, work does not guar-
antee access to this type of coverage. Among people in families with two full-time
workers and a total income of less than 200 percent FPL, less than half (45 percent)
had job-based coverage in 2001 and more than a quarter were uninsured. In contrast,
among individuals in higher income (i.e., 200 percent FPL or more) families with
two full-time workers, almost 90 percent had job-based coverage and only 6 percent
were uninsured (see Figure 1.5).%

While the percentage of individuals insured through their own employer has re-
mained steady in recent years, the percentage with dependent coverage has declined.
For example, in 1987, 34.3 percent of nonelderly individuals obtained health insur-
ance through their own employer and 35.9 percent were covered as the dependent
of a family member with employer-based insurance. In 2001, a similar 34 percent
obtained health insurance through their own employer, but only 31.6 percent were
covered as dependents.®®

Who Is Offered Coverage and Who Enrolls?

To date, the rising cost of health insurance has not led a large number of employers
to drop health insurance as an employee benefit, but the percentage of smaller firms
offering health insurance benefits has declined. Between 1996 and 2002, the percent-
age of large firms (those with more than 200 employees) offering health insurance
remained stable at about 99 percent. For firms with between three and 199 employ-
ees, the percentage of firms offering health benefits increased from 59 percent to 67
percent between 1996 and 2000 and then declined to 61 percent in 2002. Sixty-eight
percent of small employers that do not offer health benefits report that the high cost
of premiums is a very important reason that they do not do so.%

According to data from the Medical Expenditure Panel Survey conducted by the
Agency for Healthcare Research and Quality, while the percentage of private-sec-
tor employees who worked in establishments that offered health insurance increased
from 86.5 percent in 1996 to 89.1 percent in 1999, the percentage of workers who
were actually eligible for coverage in those establishments fell from 81.3 percent to
78.5 percent. As a result, the overall proportion of U.S. private-sector workers eligible
for health insurance remained steady at about 70 percent over this period (see Figure
1.6). Among those who were eligible, the percentage of workers who actually enrolled
in their employer’s plan fell from 85.5 percent in 1996 to 82.3 percent in 1999.
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Figure 1.5
Health Insurance Coverage of the Nonelderly by Family Work Status, 2001
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Source: Catherine Hoffman and Marie Wang, Health Insurance Coverage in America:
2001 Data Update, Kaiser Commission on Medicaid and the Uninsured (Washington,
D.C.: Henry J. Kaiser Family Foundation, January 2003), p. 21.

Note: Individuals reporting more than one source of coverage were assigned to a single
category in the following order: Medicaid, employer, and other public (percentage totals
may not equal 100 due to rounding). For example, those reporting both Medicaid and
employer coverage were assigned to the Medicaid category.

Opverall, the percentage of private-sector workers enrolled in health coverage through
their employer fell from 60.1 percent to 57.5 percent over this period.®”

It is important to note that these figures can vary substantially by job characteristics
and worker demographics. In general, workers employed in small firms are less likely to
be offered coverage than those in large firms. Health insurance also varies by industry of
employment. While about 88 percent of public sector and manufacturing employees
were offered coverage in 1997, only 65.8 percent of wholesale and retail trade workers and
55.3 percent of agriculture, forestry, fishing, mining, and construction workers received
offers. Union employees and full-time workers are much more likely to be offered health
insurance than their non-union and part-time counterparts, and older workers are more
likely to be offered coverage than those under age 25. Women are somewhat less likely
than men to be offered health insurance by their employer, and Hispanics are less likely to
be offered coverage than workers of other races.*®
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Among those who are offered health insurance by their employers, take-up rates
vary as well. In general, workers who are more likely to be offered coverage are more
likely to accept it, and vice versa. For example, while 85.5 percent of workers in large
firms (100 employees or more) were offered coverage in 1997 and 86 percent of those
workers enrolled, 56.6 percent of workers in small firms were offered coverage and
only 75 percent enrolled.”

Why Are Some Workers Not Covered?
Opverall, nearly 40 percent of America’s 108 million workers (excluding the self-em-
ployed) did not have health insurance through their own job in 1997. Among these
individuals, 45 percent were employed at a firm that did not provide health insur-
ance to any of its workers, 33 percent were offered coverage but declined it, and 22
percent were employed at a firm that sponsored a health plan but did not offer it to
the worker (see Figure 1.7).

Among the one-third of workers who declined coverage, 61 percent did so because
they were covered by another plan. Another 20 percent said the coverage was too ex-
pensive, and only 2 percent reported that they did not need or want health insurance.

Figure 1.6
Percentage of U.S. Private-Sector Workers Eligible for and Enrolled
in Employer-Based Health Coverage, 1996 and 1999
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Source: James M. Branscome and Beth Levin Crimmel, Changes in Job-Related Health
Insurance, 1996-99, MEPS Chartbook no. 10 (Rockville, MD: Agency for Healthcare
Research and Quality, 2002), pp. 7-9.
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Figure 1.7
Nonelderly Adult Workers without Health Insurance
through Own Employer by Reason Not Covered, 1997
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Source: Paul Fronstin, Employment-Based Health Benefits: Who Is Offered Coverage vs.
Who Takes It, Issue Brief no. 213 (Washington, D.C.: Employee Benefit Research Institute,
September 1999), p. 13.

Among those whose employer sponsored a health plan but were not offered coverage,
53 percent reported that they did not work enough hours per week or weeks per year
to qualify. Another 22 percent had not completed the waiting period required by
their employer for eligibility, and only 1 percent reported that they were not eligible
due to a pre-existing condition.”

Among all workers without health insurance through their own job, 41 percent were
covered by their spouse’s plan, 12 percent obtained coverage from some other source, and
42 percent remained uninsured (see Figure 1.8).”" Most workers who remain uninsured
(80 percent) are either employed by a firm that does not offer coverage or not eligible for
the coverage their employer provides. Only 20 percent of uninsured workers go without
coverage as the result of declining an offer from their employer.”?

Among the more than two-thirds of nonelderly individuals with access to em-
ployer-sponsored insurance (i.e., workers offered coverage and their dependents),
data from a 1996-1997 household survey conducted by the Center for Studying
Health System Change found that 86 percent were enrolled. An additional 9 percent
had some other type of coverage (individually purchased insurance, Medicaid, etc.),
and the remaining 5 percent (7.3 million individuals) were uninsured. When asked
why they did not enroll in an employer-sponsored plan when it was offered, two-
thirds of all uninsured workers and three-fourths of low-income uninsured workers
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Figure 1.8
Insurance Status of Nonelderly Adult Workers
without Coverage through Own Employer, 1997
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Source: Paul Fronstin, Employment-Based Health Benefits: Who Is Offered Coverage vs.
Who Takes It, Issue Brief no. 213 (Washington, D.C.: Employee Benefit Research Institute,
September 1999), p. 14.

cited cost as the main reason for declining coverage. In fact, cost may be a barrier
to enrollment for low-income workers not only because health insurance premiums
consume a larger percentage of their income (relative to higher-income workers), but
also because their required out-of-pocket contribution may be higher. As shown in
Table 1.2, employee contributions (even for the least expensive plan offered) tend to
be higher in firms that primarily employ low-wage workers.”

Premium Increases and Employers

In 2002, small firms experienced a higher average increase in premiums (13.2 per-
cent) than larger firms (12.5 percent). Many firms, both large and small, experienced
significant premium increases of greater than 15 percent, but as Figure 1.9 reflects,
small firms were more likely to experience increases of that level.”*

To cope with the increased cost of health insurance premiums, employers may
pass on more of the costs to their employees, offer less expensive plans with less gen-
erous benefit packages, or drop coverage for some or all of their employees. As health
insurance is a highly valued benefit among workers, employers are less likely to use
these strategies in tight labor markets in which they must compete for employees. In
fact, in comparison with 2001, more employers in 2002 reported that they can at-

tract good employees without offering health insurance.”
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Table 1.2
Employee Cost of Health Insurance and Take-Up Rate
by Typical Wage in Firm, 1996-1997

Average take-up
rate among those

Typical wage in Percent of  Average monthly contribution offered coverage
firm (per hour) all workers for lowest cost option (percent)
Self only Family option

Less than $7 16 $27 $130 78

$7 to $10 19 $20 $112 86

$11 to $15 27 $20 $120 89

More than $15 39 $17 $ 84 89

All firms 100 $20 $106 87

Source: Peter J. Cunningham, Elizabeth Schaefer, and Christopher Hogan, Who Declines
Employer-Sponsored Insurance and Is Uninsured? Issue Brief no. 22 (Washington, D.C.:
Center for Studying Health System Change, October 1999), p. 2.

Though the rising cost of health insurance premiums has not resulted in a collapse
of employer-based health insurance, there are signals of some erosion in this area,
particularly with small employers.

Trends in Changes to Benefits Packages

One concern about the increase in the cost of health insurance is that in order to
afford higher premiums, employers will reduce benefits packages. Over the last 20
years, job-based health insurance benefits packages have expanded, a trend that is
attributed largely to managed care, which emphasizes a wide range of preventive ser-
vices. Today, most health plans offer a standard package of benefits, which includes
annual physicals, visits with the obstetrician/gynecologist, inpatient and outpatient
services, prenatal care, prescription drugs, and mental health services. In the last three
years, however, more firms are reporting that they have reduced their health benefits
packages. Though most workers experienced no change in their employee benefits
in 2002, 17 percent reported a reduction in their benefits and 7 percent of workers
experienced an increase in their health benefits.”

Trends in Employee Contributions and Cost Sharing

As the cost of health insurance rises, employers are passing on more of the cost of that
insurance to their employees. They do this in two ways: 1) by increasing the share of the
monthly or annual premium that employees contribute, and 2) by offering plans that
require employees to pay higher out-of-pocket expenses for health care services. Total em-
ployee contributions to insurance premiums have increased significantly over the past 15
years from $41.3 billion in 1987 to $126.4 billion in 2002. However, over that time the
percentage of total premiums paid by employees has not changed significandy. In 1988,
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Figure 1.9
Distribution of Premium Increases by Firm Size, 2002
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employees contributed 11 percent of the cost of single premiums and 29 percent of the
cost of family premiums. In 2002, employee contributions accounted for 16 percent of
single premiums and 27 percent of family premiums.

In 2002, employers passed on a larger share of premiums to their employees. Be-
tween 2001 and 2002, the average monthly employee contributions to single health
insurance increased from $30 to $38 and the average monthly employee contribu-
tions to family health insurance increased from $150 to $174 (see Figure 1.10).

The recent increase in employee contributions for health insurance premiums may
be a reflection of employers’ willingness to pass on higher costs for health insur-
ance to employees in a less competitive labor market. Employer-sponsored coverage
generally shields individuals from out-of-pocket payments more than other types of
coverage, but employees are now paying higher out-of-pocket payments for health
services in the form of higher deductibles, co-payments, or co-insurance rates.”” In
the 2002 annual employer survey on health benefits conducted by the Kaiser Family
Foundation and the Health Research and Educational Trust, 29 percent of employers
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Figure 1.10
Average Monthly Worker Contribution for Single and Family Coverage, 1988-2002
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Henry J. Kaiser Family Foundation and Health Research and Educational Trust, September
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nonprofit, independent national health care philanthropy and is not associated with Kaiser
Permanente or Kaiser Industries.]

indicated that they had increased the amount that employees pay for health insur-
ance, 28 percent had increased the amount employees pay for prescription drugs, 22
percent had increased the amount that employees pay for deductibles, and 20 percent
had increase the amount of employee co-pays and co-insurance.”® In general, large
firms were more likely than small firms to have made these changes in their policies.
According to another study, only 12 percent of small firms increased workers’ co-pay-
ments or deductibles.”” Many employers anticipated increases in the amount employ-
ees pay for health benefits in 2003, particularly for health insurance premiums.

Impact of Cost-Sharing on Families

The financial impact of cost-sharing is most significant for people with lower in-
comes. A recent analysis of 1996 MEPS data found that nearly one-third of non-
elderly families spend at least 5 percent of their household spending on health care
when their contributions to health insurance premiums and out-of-pocket expenses
are taken into account. Health care accounts for a substantial portion (more than 10
percent) of household spending for 11 percent of families, many of whom tend to
have lower incomes and higher health care needs.®® As depicted in Figure 1.11, fami-
lies below 100 percent of the poverty level are more likely to spend a greater portion
of their income on out-of-pocket expenses than those with higher incomes.
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Of families spending more than 10 percent of their income on direct health care
expenses, 17 percent report that they forego needed care and 20 percent report dif-
ficulty in obtaining services for financial reasons.®!

The Individual Market

While most nonelderly Americans obtain health insurance through their employer,
in 2001, 6.6 percent (16.4 million) were covered by a policy they or a family mem-
ber purchased on their own.® Unlike coverage in the group market (e.g., insurance
obtained through employers, trade associations, and unions), the availability, com-
prehensiveness, and cost of insurance in the individual market depends largely on a
person’s health status, age, place of residence, coverage history, and other factors.®
While 30 to 40 percent of those with individual coverage are enrolled for less than
a year to fill gaps created by a change in economic or other life circumstances, more
than half of those who purchase individual policies do so as a more permanent source
of coverage.®

Who Enrolls?
Individuals commonly seeking this type of coverage include the self-employed (this
may include people who, while technically self-employed, are working under contract
for an employer), those who retire before becoming eligible for Medicare, part-time
or contingent workers, those who lose coverage through a spouse, young adults who
grow too old to be covered by a parent’s health plan, and those who do not otherwise
have access to an employer-sponsored or public coverage.®

While 18.9 percent of self-employed workers were covered by an individual policy

Figure 1.11
Percent of Family Income Paid in Out-of-Pocket Payments
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in 2001, only 4.5 percent of those employed by a firm had individual coverage.
Only 5.3 percent of people in families headed by a full-time, full-year worker had
individual coverage in 2001, compared with 11.3 percent of those in families headed
by a part-time or part-year worker. While 12.5 percent of young adults ages 18-20
and 11.5 percent of those ages 21-24 were covered by an individually purchased plan
in 2001, 7.5 percent of children, 4.2 percent of those ages 25-34, and 8 percent of
adults ages 55-64 had individual coverage.5

How Is Coverage Obtained?

Applying for individual health insurance can take anywhere from two to six weeks,
and consumers are typically asked to provide a deposit with their application to help
cover the first month’s premium. An underwriting process (i.e., review of an individ-
ual’s health status, history, and other considerations) determines how much a policy
will cost, what will be covered, or whether coverage will be offered at all. In addition
to the information provided on an application form, insurers may request copies of
medical records or other information from an applicant’s physician, a physical exam,
or lab tests. They may also consult a database maintained by the insurance industry
to obtain information on an individual’s history with other insurers.?”

How Much Does Coverage Cost?

A recent study released by the Kaiser Family Foundation tested access to coverage in
the individual health insurance market by constructing seven hypothetical applicants
(of varying ages and health statuses) and asking insurers in eight markets across the
country to consider them as if they were real consumers seeking a policy with a $500
deductible and $20 co-payment per physician office visit. The seven hypothetical
consumers made a total of 420 applications (60 each), and 154 (37 percent) were
rejected (an HIV-positive applicant accounted for 60 of the rejections). Fifty-three
percent of accepted applications included benefit restrictions, premium surcharges,
or both. Among the five single applicants who received any offer of coverage, the av-
erage premium quoted was $333 per month ($3,996 per year). If the five applicants
had been in perfect health, the average standard rate available to them would have
been $249 per month ($2,988 per year).

However, averages mask the high degree of variability in the individual insurance
market. Health status, age, gender, and other personal characteristics may play an
important role in determining the cost and terms of coverage. Place of residence is
also an important factor, since states vary in their degree of individual health market
regulation. Some states prohibit insurers from placing exclusions on policies, and
others require insurers to sell standardized policies at standardized rates within cer-
tain guidelines. States have also created “high risk pools” for those who cannot obtain
adequate insurance elsewhere, but relatively few people are enrolled in such programs
and their costs and covered benefits vary.®
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Medicaid, Medicare, and Other Public Programs

While nearly all Americans are eligible for health coverage through the Medicare pro-
gram when they reach age 65, most nonelderly individuals qualify for public coverage
on the basis of income, disability, or military service. In 2001, 96.6 percent of people
age 65 and older obtained coverage from Medicare or another government program,
and less than 1 percent were uninsured.” In contrast, only 15.3 percent of the non-
elderly population had public coverage (mostly through Medicaid and SCHIP) at
some point during the year, and 16.5 percent were uninsured for the entire year.”

Medicaid and SCHIP

Two joint federal-state programs, Medicaid and the State Childrens Health Insur-
ance Program (SCHIP), are the main sources of public coverage among those under
age 65, serving more than 28.3 million nonelderly people (mostly disabled individu-
als and people in families with children) in 2001.°* Because they are both means-
tested programs, an applicant’s income and resources (e.g., the value of a car) must
fall below certain minimum levels in order to qualify.

Under federal law, states are required to provide Medicaid coverage for all children
under age 6 with incomes below 133 percent of the federal poverty line (FPL), and
all children under age 19 with incomes below 100 percent FPL. Beyond these mini-
mums, income eligibility varies by state and age group, with standards for younger
children tending to be more generous. For those with family incomes too high to
qualify for Medicaid, all but 11 states currently cover children to at least 200 percent
FPL under SCHIP*

As of June 2001, income thresholds for a parent with two children applying for Med-
icaid ranged from 22 percent of the federal poverty line ($259 per month for a family of
three) in Arkansas and Louisiana to 200 percent FPL ($2,358 per month) in the District
of Columbia. Overall, 14 states required monthly earnings below 50 percent of the fed-
eral poverty line, 25 allowed earnings from 50 to 100 percent FPL, and 11 states and the
District of Columbia allowed earnings of 100 percent FPL or greater.”

Rates of private insurance coverage among the nonelderly vary considerably from
state to state, ranging from a low of 59.2 percent in New Mexico to a high of 81.4
percent Wisconsin during 1996-1998. This coverage variability directly affects the
size of the population at risk of being uninsured, or what some call the “insurance
gap.” For those who fall into this category, Medicaid is by far the largest source of
coverage in every state. However, the proportion of at-risk individuals (i.e., low-
income individuals without private insurance) covered by Medicaid also varies sub-
stantially, ranging from 26.8 percent in Nevada to 74.7 percent in Vermont during

1996-1998.%
Medicaid Enrollment and Spending Issues

Over the past few years, a significant challenge to increasing access to care in the
United States has been the sensitivity of the health insurance system to the state of
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the economy. The United States has been in a period of economic slow-down during
the early part of this decade. With rising rates of unemployment, fewer people have
employment-based health coverage. Some may be able to continue their employer-
based coverage under COBRA, but most find that an unaffordable option. Others
may purchase individual or family plans in the individual health insurance market to
temporarily fill the gap in coverage. Others will either qualify for public programs or
join the ranks of the uninsured.

During the recent economic decline, enrollment in Medicaid has grown substan-
tially. As enrollment in Medicaid and other public programs grows, the amount of
money that governments at the federal, state, and local levels spend to support the
programs also increases. At the same time, governments’ tax revenues decline because
of the decline in the economy. Facing a fiscal squeeze, many states have implemented
restrictions on Medicaid eligibility in order to stop or slow the growth in enrollment
and to contain costs. As a result, more low-income Americans lose their health insur-
ance. The growing number of uninsured is an increased burden on public safety net
providers. Consequently, during periods of economic decline, at the same time that
people are losing employer-sponsored coverage, governments at the federal, state, and
local levels are struggling to maintain coverage under public programs and may not
have the resources to expand coverage to health care for the uninsured.

The recent economic decline has contributed to a substantial growth in the
number of people enrolled in Medicaid. Between December 2000 and December
2001, enrollment in the program grew by 9.8 percent, from 33.3 million indi-
viduals to 36.6 million individuals.”® By 2003, the number of people on Medic-
aid reached 42 million.”” Other factors contributing to the growth in Medicaid
enrollment over this time period were loosening of eligibility requirements and
administrative simplifications.”

The growing number of individuals enrolled in Medicaid has contributed to an
increase in the cost of operating the program. In fiscal year 2002, the average annual
rate of growth in Medicaid spending was 12.8 percent. This was the highest annual
growth rate in a decade and it followed a 9 percent growth rate in the previous fiscal
year.”” In addition to enrollment growth, these changes have also been attributed in
part to increasing expenditures on prescription drugs.'®

The combination of increasing Medicaid expenditures and declining tax revenues
has contributed to a substantial fiscal squeeze in most states. In order to balance their
budgets in fiscal year 2003, 37 states were forced to cut spending in the middle of the
year by a combined $14.5 billion.'”" According to the National Governors Associa-
tion and the National Association of State Budget Officers, this is the largest spend-
ing cut in the 27 years that the survey has conducted. It is projected that in fiscal year
2004, states will again face budget deficits, which will increase pressure on Medicaid
coverage. The extent to which Medicaid has contributed to states’ fiscal problems
depends on the percentage of the state’s budget accounted for by Medicaid spending.
As a percentage of their budgets, the amount that states spend on Medicaid varies
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significantly from 8.7 percent to 30 percent. On average, states spend approximately
20 percent of their budgets on Medicaid.'”

The federal government acted to provide some relief to states on Medicaid spend-
ing in 2003 and 2004. The Jobs and Growth Tax Relief and Reconciliation Act of
2003, which was enacted earlier this year, temporarily raises the federal matching rate
for Medicaid funds, thus decreasing state’s share of Medicaid spending.'® The legisla-
tion also included grants to the states for additional fiscal relief.

Despite this, many states have responded to the federal squeeze by cutting spend-
ing in their Medicaid programs. In the past two years, at least a dozen states have en-
acted legislation or obtained permission from the federal government to drop Med-
icaid coverage for hundreds of thousands of optional beneficiaries (individuals who
are eligible under the states’ Medicaid plans, but who the federal government does
not require states to cover).'* For example, Tennessee dropped 200,000 beneficiaries,
Michigan eliminated 38,000 beneficiaries, and Massachusetts cut 36,000 childless

adult beneficiaries.!®

Medicare and Military Coverage

While Medicaid supplies the vast majority of public health insurance coverage for
people under age 65, a relatively small number of nonelderly individuals obtained
Medicare (5.6 million) or military coverage (6.6 million) in 2001. The proportion
of nonelderly individuals with Medicare coverage has increased slightly over the past
15 years, from 1.5 percent in 1987 to 2.3 percent in 2001. However, the proportion
with military coverage declined from 4 percent to 2.7 percent over the same period,

in large part due to downsizing in the armed forces.'*

The Uninsured

In general, the likelihood of being uninsured or being covered by various sources of
health insurance depends on a number of factors. These include income, job and
employer characteristics, education, health status, age, gender, race and ethnicity,
citizenship status, and geography. In 2001, 41 million Americans under age 65 (16.5
percent) went without health insurance for the entire year. While low-income indi-
viduals (i.e., those with incomes below 200 percent FPL) represented only one-third
of the total nonelderly population, they accounted for almost two-thirds of those
who were uninsured in 2001 (see Figure 1.12). Adults are also overrepresented in the
uninsured population, in part due to the fact that they are less likely than children
to qualify for public coverage. While they accounted for 69 percent of all nonelderly
individuals, adults represented 77 percent of the uninsured in 2001.'

As discussed earlier, the availability of employer-based health insurance varies by
firm size, industry of employment, and other job characteristics. For example, within
three industry groups that account for 60 percent of all jobs in America, health insur-
ance coverage is quite different for those in service/labor versus professional/technical
positions. While 33 percent of wholesale, retail, and trade workers in service/labor
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Figure 1.12
Nonelderly Uninsured by Family Income, 2001

300% FPL or
more, 19%

Less than 100%
FPL, 36%

200-299%
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100-199%
FPL, 29%

Total = 41million

Source: Catherine Hoffman and Marie Wang, Health Insurance Coverage in America:
2001 Data Update, Kaiser Commission on Medicaid and the Uninsured (Washington,
D.C.: Henry J. Kaiser Family Foundation, January 2003), p. 28.

Note: FPL means Federal Poverty Level.

jobs were uninsured in 2001, only 18 percent of the professional/technical workers
in that industry were uninsured. The breakdown for the professional services industry
was 20 percent versus 8 percent, and 15 percent versus 6 percent in the mining and
manufacturing industry.'”® In 2001, more than two-thirds of the nonelderly unin-
sured lived in families that had at least one full-time worker (see Figure 1.13). Only
18 percent of uninsured individuals lived in a family with no workers.'”

Among young adults (many of whom have “aged off” a parent’s insurance plan
and do not have jobs that offer coverage), the probability of being uninsured is par-
ticularly high. In 2001, 29.9 percent of adults ages 19-24 were uninsured. In con-
trast, only 16.2 percent of those ages 35-44 were uninsured. Hispanics are another
group with a high proportion of uninsured individuals. While 11.6 percent of whites
and 20.1 percent of blacks went without coverage in 2001, 34.8 percent of Hispanics
were uninsured.'"”

Without using more sophisticated statistical methods, it is difficult to say how
much of the difference between the uninsured rates of various groups can be at-
tributed solely to particular social or economic characteristics or to differences in
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immigrant status or race and ethnicity. While most published analyses examine each
factor separately (such as percentage of uninsured individuals by income, by employ-
ment status, etc.) to provide a general picture of how coverage varies among different
groups, it should be noted that these types of comparisons do not allow us to evalu-
ate the relative importance of each factor in determining an individual’s insurance
status. For example, while both young adults and never married individuals have
higher-than-average probabilities of being uninsured, it is difficult to isolate the effect
of being young from that of being never married without using more sophisticated
(multivariate) statistical methods."!

One recent analysis that attempts to examine many of these factors together found
that, for example, about two-thirds of the difference in uninsured rates between non-
Hispanic whites and Hispanics can be accounted for by measured differences in each
group’s socioeconomic and demographic (including nativity) characteristics. In other
words, much of the difference in uninsured rates between these two groups is due
to the fact that they are also different with respect to other characteristics (besides
race/ethnicity) that affect the probability of being uninsured.'?

Finally, although lack of health insurance is a major problem throughout the nation,
differences in employment patterns, population characteristics, and public program eli-
gibility standards mean that some states have larger numbers of uninsured individuals

Figure 1.13
Nonelderly Uninsured by Family Work Status, 2001
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2001 Data Update, Kaiser Commission on Medicaid and the Uninsured (Washington,
D.C.: Henry ). Kaiser Family Foundation, January 2003), p. 28.
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than others. In 2001, nonelderly uninsured rates ranged from 8.6 percent in Wisconsin
to 25.7 percent in Texas. In general, western and southern states have higher proportions

of uninsured residents than states in other parts of the country.'"

How Long Do People Stay Uninsured?

While figures on the uninsured cited in this chapter have thus far referred only to
those who were without health insurance for an entire calendar year according to
the Census Bureau’s Current Population Survey (which does not ask respondents for
insurance start and end dates), it should be noted that the lengths of spells without
coverage do vary.!" Using data from the Census Bureau’s Survey of Income and Pro-
gram Participation for the period October 1994 to September 1995, one study found
that two-thirds of spells without health insurance lasted for less than one year, and
approximately one-third lasted the entire year.'”

Using data from the 1996 Medical Expenditures Panel Survey, another study showed
that one-third of nonelderly individuals were uninsured at least once during a two year
follow-up period. Among those who had an uninsured spell, 25 percent were chronically
uninsured, going without coverage for the entire two years. Individuals with higher socio-
economic status have shorter periods without coverage; and while young adults are more
likely to be uninsured than other age groups, they have shorter uninsured spells. Non-
workers, Hispanics, and high school dropouts have longer uninsured spells, and there is
evidence to suggest that the likelihood of regaining coverage declines as people remain

uninsured for longer and longer periods of time.''¢

Consequences of Being Uninsured
Research showing that health insurance positively affects the use of health services
is widely accepted, and it is clear that accessing medical care is a bigger problem for
people without health coverage. For example, according to data from a household
survey conducted by the Center for Studying Health System Change, 15 percent of
uninsured people reported an unmet need for medical care in 2001, while only 4.4
percent of insured people reported this problem. Similarly, uninsured people were
almost twice as likely to delay needed medical care as insured people (15.7 percent
versus 8.6 percent). Among those who had an unmet need or delayed care, cost was
the most frequently cited reason. In addition, while 52.3 percent of those with insur-
ance worried about the cost of care, 93.1 percent of those without insurance reported
cost as a concern.'”
Although the link between insurance and access to care is well-established, the
relationship between health insurance and individuals’ health outcomes is more am-
biguous. As noted in a recent study from the Joint Center for Poverty Research that
reviewed the research literature in this area, establishing a causal relationship between
insurance status and health is difficult for two main reasons. First, while people who
have health insurance and people who do not are different from each other in ways
that can be measured (e.g., age, race, educational attainment), they may also be dif-
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ferent in ways that cannot be measured easily or at all (e.g., environment, attitudes,
preferences). As a result, statistical analyses may be problematic. Second, the relation-
ship between health insurance and health can be interrelated. For example, health
insurance may lead to better health through increased access to care, but at the same
time, access to health insurance may be affected by one’s health status (e.g., an indi-
vidual who cannot obtain coverage due to a pre-existing condition or someone who
“spends down” their income on medical expenses to qualify for public coverage). As a
result, it may be difficult to determine the “real” cause of health outcomes.'"®

To avoid these potential difficulties, the authors™ literature review focused on
quasi-experimental and experimental studies whose research designs provided a basis
for establishing a causal relationship between health and health insurance in specific
situations. Overall, the conclusion was that policies to expand insurance can also pro-
mote health. However, the authors noted that based on the available evidence, they
were unable to say exactly which interventions related to health insurance would be
most effective for improving health in the future."” As discussed in this chapter and
those that follow, this uncertainty is a key reason why so much disagreement exists
about the best way to ensure access to quality health care for all Americans.

Another recent review of the research literature from the Kaiser Commission on
Medicaid and the Uninsured also concludes that health insurance positively affects
health outcomes, including mortality rates. Since extra years of life and more healthy
years of life could add to individuals’ and families’ earnings, as well as to our national
wealth, the authors argue that the next step for research should be to estimate the
size of these and other potential benefits. Ultimately, such estimates could be used to
inform the policy debate over expanding health insurance coverage.'”

Where Do the Uninsured Go for Care, and Who Pays?

In what is often referred to as the health care “safety net,” individuals without insur-
ance must navigate a fragmented, patchwork system of providers and services. Hospi-
tals, health clinics, and physicians all provide care for the uninsured, but the delivery
and financing of safety-net care varies substantially across communities. For example,
in some areas, a sole public hospital is the core of the local safety net. In others, a
network of community health centers serves as the main source of care. The mix of
financial resources used to support safety-net care varies as well. While some states
rely more heavily on direct state and local funding for the uninsured (in addition to
federal dollars), others largely depend on the ability of providers to pass costs along
to third-party payers.'*!

In the aggregate, a recent study published in Health Affairs estimated that unin-
sured individuals received $35 billion in uncompensated care (defined as the dif-
ference between the cost of care provided and the amount actually paid by the un-
insured) in 2001, or about 2.8 percent of total personal health care spending in
the United States. Most of this uncompensated care ($30.6 billion) was financed by
governments through a variety of mechanisms including grants, direct provision pro-
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grams, tax appropriations, and Medicare and Medicaid payment add-ons. The federal
government financed the largest share of these costs, and most of the money went to
hospitals (which deliver about two-thirds of uncompensated care).'*

Future Projections of the Uninsured

Absent any major changes in policy, the number of Americans without health insur-
ance is likely to grow in the future. However, attempts to predict future patterns of
health insurance coverage are complicated by a number of factors.

To the extent that we wish to determine how changes in the U.S. population (e.g.,
an increase in the percentage of near-elderly coupled with an increase in the percent-
age of part-time workers) might affect the number of individuals with various types
of insurance, predictions are complicated by the fact that future economic conditions
that will also affect health coverage (including health care cost inflation, wage growth,
and the rate of unemployment) are highly uncertain. For instance, states faced with
a budget shortfall might react to rapid health care cost inflation by tightening the
eligibility criteria for public insurance programs. Similarly, some employers might
pass on the cost of rising premiums to their employees (possibly leading to decreased
participation), while others might stop offering health insurance altogether. At the
same time, rising unemployment could lead to growth in the uninsured population if
those who lose their jobs do not qualify for or cannot afford COBRA or some other
type of coverage.'?

As a result of these uncertainties, researchers must make assumptions based on
trends and past experience when projecting the number of individuals with health
insurance into the future. Inevitably, different assumptions will lead to different
projections. For example, a 2001 study published in Health Affairs found that the
nonelderly uninsured population could decrease slightly by 2009 under “extremely
optimistic” assumptions, increase to about 44 million under moderate assumptions,
or increase to about 52 million under pessimistic assumptions.'** Using various sce-
narios of economic growth and health care cost inflation, a 2000 study commissioned
by the Health Insurance Association of America estimated that the number of non-
elderly uninsured could range from 48 million to 61 million in 2009.'® Similarly, a
1999 study by the National Coalition on Health Care estimated that the nonelderly
uninsured population could constitute between 52.2 million and 61.4 million indi-
viduals in 2009.12

Policy Alternatives and Key Questions to Consider

It is fair to conclude that the number of persons in the U.S. without health insur-
ance will likely increase unless current policies are substantially revised. As inter-
est has grown in addressing this problem, so have the policy solutions. There is a
very wide range of proposals to provide access to health insurance to the millions
of Americans who are uninsured. Though the proposals share a common goal of
increasing access to health insurance, they vary in the approach to achieving that
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goal, which segment of the uninsured population they would target, and how
many Americans they would affect.

The wide range of proposals to increase access to health insurance can be grouped
into four broad categories: 1) proposals to assist individuals to purchase insurance, 2)
proposals to expand the public programs, 3) proposals to strengthen the employer-
based system of health insurance, and 4) proposals to replace most of the current
health insurance system with a single-payer national health insurance system. The
remainder of this book provides examples of proposals in each of these categories as
well as analysis and discussion of the various approaches.

1) Individual Tax Incentives

One approach to increasing access to insurance is to expand options for obtaining in-
surance through the individual market. As noted earlier in this chapter, approximate-
ly 6.6 percent (16.4 million) of Americans purchase health coverage on their own.'?”
The affordability and availability of coverage in the individual market depends greatly
on the person’s age, health status, place of residence, and other factors.'*® For young
and healthy individuals, purchasing health insurance in the individual market can be
a viable option for obtaining temporary or long-term coverage. However, for older
and sicker individuals, the cost of such coverage may be prohibitive.

In Chapter 2, Mark Pauly and Ruben King-Shaw discuss options for expanding
health insurance coverage through refundable tax credits. In Chapter 8, Mark Pauly’s
and Bradley Herring’s paper entitled “Expanding Coverage via Tax Credits: Trade-
Offs and Outcomes” examines how tax credits of different designs would reduce
the number of uninsured. They conclude that small credits (25 percent or less of
the cost of a premium) would not draw substantial numbers of the uninsured into
the individual insurance market. Credits covering approximately half the cost of an
individual health insurance premium might make it possible for a significant number
of uninsured Americans to buy insurance in the individual market.

In 2002, President Bush proposed a tax credit of up to $1,000 for individuals pur-
chasing their own insurance, and up to $3,000 for families, targeted to individuals
and families with incomes below about 300 percent of the poverty level.'® According
to the Bush Administration, the credit would cost about $10 billion a year and would
provide coverage to 6 million of the uninsured—about 15 percent of the uninsured
population.’?® Other participation estimates of the Bush proposal are considerably
smaller. The U.S. Joint Tax Committee assumes costs and participation rates about
30 percent lower,"!
sumed participation rates of about 65 percent lower than administration estimates,

and a recent estimate provided in congressional testimony as-

thereby leading to a reduction of about 2 million uninsured persons—a 4 percent
reduction in the total number on the uninsured. While the numbers of individuals
affected are modest relative to the options discussed below, it is important to point
out that larger individual tax credits would certainly benefit more people.

There is serious debate over the long-term impact of such a change. Proponents



Big Choices: The Future of Health Insurance for America’s Families

argue that the individual tax credit approach helps individuals to purchase individual
insurance and thus will make up for some of the continued erosion of employer-based
and public health insurance. In addition, tax credits may promote individual choice
and help to control health care costs by empowering people to make cost-conscious
decisions about their own health care. Opponents argue that the credits would not
be large enough for most low- and moderate-income individuals to purchase health
insurance and that insurance policies would provide only very limited benefits to low
and moderate income people. In addition, opponents argue that individual tax cred-
its would further weaken the employer-based insurance system, because younger and
healthier workers would opt out of employer coverage, leaving older and less healthy
workers in employer plans, thereby driving up costs and encouraging more employers
to drop health insurance coverage.'*

2) Public Program Expansion

A second category of proposals to increase access to insurance is public program expan-
sion. The most common sources of health insurance coverage for the nonelderly are the
Medicaid and SCHIP programs, which together insured more than 28.3 million non-
elderly individuals (mostly women, children, and disabled adults) in 2001.'3

The Medicaid program was expanded significantly in the 1980s and 1990s. Leg-
islation was enacted extending eligibility to certain population groups (pregnant
women and children up to the age of six with incomes below 133 percent of FPL and
children ages 6 to 18 with incomes below poverty) and federal Section 1115 waivers
were established to expand the scope of coverage under Medicaid.'* Many states have
also attempted to increase enrollment in the program by simplifying the eligibility
determination and enrollment processes.

A number of presidential candidates have proposed expansions in public programs
to reduce the number of uninsured. For example, former Governor Howard Dean has
proposed to extend health coverage to everyone with incomes below 185 percent of the
poverty level through expansions in Medicaid and SCHIE, which would expand coverage
to roughly 12 million of the uninsured. Senator Joe Lieberman has proposed a similar
plan, but with more expansive Medicaid changes to cover more families. Senator John
Kerry proposed that nearly all uninsured children be covered by SCHIP and that parents
up to 200 percent of the poverty level be covered by Medicaid.

In Chapter 3, Judith Feder discusses public program expansion. In the corre-
sponding paper in Chapter 9, “Covering the Low-Income Uninsured: The Case for
Expanding Public Programs,” Judith Feder, Larry Levitt, Ellen O’Brien, and Diane
Rowland discuss the potential for increasing access to the uninsured through an ex-
pansion of the Medicaid program. They propose raising income eligibility require-
ments and allowing all individuals who are income-eligible to enroll in the program.

The strongest argument for expanding public programs is the capacity to target
limited additional resources to persons most in financial need. About 64 percent of
uninsured nonelderly Americans (27.7 million) are in families with incomes below
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200 of the poverty line, and 36 percent (15.6 million) live below the poverty level.'®
Public programs such as Medicaid and SCHIP can effectively target support to these
families and individuals. Opponents counter that dramatic expansions of public pro-
grams would be prohibitively expensive and that the employer-based system will be
further eroded if public programs are expanded to take in more working families.

3) Expanding Employer-Based Coverage

Employer-based health insurance is currently the foundation of insurance coverage
for nonelderly Americans. While some point to signals of decline in employer-based
coverage as a sign of the eventual erosion of job-based health insurance, others believe
that the best way to expand access to insurance is by strengthening and expanding
this form of insurance. A number of health policy reform proposals are designed to
increase access to the employer-based system of coverage. Proposals in this category
include employer mandates (requiring employers to offer health insurance to their
employees), which may be combined with employer tax subsidies, purchasing pools
for small employers, and/or health savings accounts. The most notable proposal in
this area in recent years was the Clinton health care proposal, which coupled em-
ployer mandates with new employer subsidies.

Recently, Representative Dick Gephardt unveiled a proposal that provides a 60
percent refundable tax credit to employers, coupled with an additional 25 percent
credit to lower-wage workers to pay for insurance. The proposal, which more than
doubles the relative value of current law tax incentives for the purchase of employer-
provided insurance, would likely ensure coverage for the vast majority of the working
uninsured. The costs of such an approach are considerable; according to one analysis,
the annual costs after full implementation would be about $100 billion a year.'*

In Chapter 4, Cathy Schoen discusses the employer-based approach. In the cor-
responding paper in Chapter 10, “Creating Consensus on Coverage Choices,” Karen
Davis and Cathy Schoen propose a major expansion in employer-based coverage as
part of a multi-tiered approach to expanding access to care, which includes strate-
gies for the employer system, the public sector, and the individual insurance market.
Among the employer-based strategies contained in their proposal are a continuation
of coverage for two months after an employee leaves a job, subsidies for COBRA
coverage for the uninsured who are between jobs for extended periods of time, and
extending private insurance coverage of dependent youth up to the age of 23 regard-
less of whether they are in school. To reduce the inequities between firms that provide
health insurance and those that do not, employers that do not provide health insur-
ance would be required to contribute funds to a public health insurance program. In
addition, to give small firms the economic advantage of a large purchasing pool, small
firms would be allowed to join a large publicly-funded health insurance program.

Moving toward universal coverage by requiring or greatly expanding employer-
based health insurance is also very contentious. Some proponents argue that the
provision of health insurance should be part of the social contract for employers,
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with health insurance as a legally mandated employee benefit, similar to Social
Security or unemployment insurance. Opponents argue that significant expan-
sions in this area would lead to cuts in wages, non-health benefits and overall
employment levels, particularly for low-wage workers. Supporters counter that
expanded tax incentives would ameliorate these concerns, but opponents argue
that major new tax subsidies would be very expensive and lead to significantly
higher levels of health care inflation.

4) National Health Insurance

The most ambitious proposal to address the uninsured would be to create a national
health insurance program. Under most national health insurance plans, health care
would be financed by taxpayers and administered by government at the federal, re-
gional, or state levels. All Americans would be eligible for the program—insurance
would no longer be tied to jobs—and private insurance would be eliminated or sig-
nificantly scaled back. Risk would be held by the taxpayers through the government,
which would have primary responsibility for overseeing care and controlling costs.

Former Senator Carol Mosley Braun and Representative Dennis Kucinich have
both proposed variants of the single-payer national health insurance plan. For ex-
ample the Kucinich plan calls for “Medicare for All,” a single-payer system that over
time would remove private insurance companies from the system, to be financed by
a 7.7 percent employer tax.

In Chapter 5, James A. Morone discusses universal health care. Chapter 11 con-
tains his corresponding paper entitled “Medicare for All,” as well as a paper entitled
“A National Health Program for the United States: A Physicians’ Proposal.” In this
paper, Stefie Woolhandler and David Himmelstein present a proposal for replacing
the current health care system with a national health insurance system. The key ad-
vantage of a national health insurance system is that it would guarantee health insur-
ance to all Americans. It could potentially reduce the overall costs of the American
health insurance system because it would reduce system complexity. But national
health insurance is strongly opposed by many due to the magnitude of the disruption
to the current system and whether such a drastic change would be acceptable to many
Americans. Most Americans support few if any limits on the use of health services or
choice of providers. There are serious questions regarding quality of care as well as the
form, nature and effect of regulatory cost containment mechanisms.

Issues, Choices, and Actions

While the options described above all deal with the same issue, the approaches are
profoundly different, and raise a number of enormously important and complex is-
sues. One key issue relates to the relationship of the reform to the existing system.
Any major reform to substantially reduce the number of uninsured will have im-
plications for how the overall system is structured. Strengthening one part of the
system—individual insurance, employer coverage or public programs—could poten-
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tially reduce the role now played by the other parts of our insurance system. What
part of our current system do we wish to build on in the future?

A second key issue is that different options likely lead to very different outcomes
for the uninsured population. For example, should policies provide comprehensive
health insurance benefits and/or minimum cost-sharing or should they have limited
benefits and/or require substantial contributions from the individual? Public pro-
grams historically have provided the most comprehensive set of benefits, while indi-
vidually purchased policies have been the least comprehensive in nature. These differ-
ences have implications for who would most likely benefit under different reforms.
A move toward less comprehensive insurance plans or plans that have substantial
cost-sharing may benefit people who are young and healthy because their need for
health services is relatively low, but they may not be as beneficial to heavier users of
the system. On the other hand, less comprehensive coverage might make the public
more prudent in their daily health care decisions, thereby potentially lowering health
care inflation.

A final key issue that is perhaps most important relates to the values and principles
underlying the various reform proposals and where they would lead us as a society
in the future. The core values question underlying this overall issue seems clear: who
ultimately should have primary responsibility for Americans™ access to health insur-
ance—the public, employers, or individuals? What do we want our society to provide
to its citizens in this area, and what are the values inherent in those choices?

It is clear that the United States faces major choices in this area—choices that will
lead to very different outcomes. Will we see action soon?

Opver the course of its history, the United States has taken several dramatic steps to
address important social policy issues. Two such examples in the 20th century were
the creation of Social Security and the enactment of sweeping civil rights protections.
What were the conditions that existed at the time that enabled to nation to tackle
those longstanding issues? And to what extent do these conditions exist today?

At a very basic level, two key elements had been present in the 1930s and the
1960s that provided sufficient alignment for major reforms to be adopted. First, there
was a deep and growing public concern that something major had to be done, even if
it necessitated real sacrifice. And second, assertive presidential leadership was present,
coupled with a strong governing coalition that was in general agreement with the
direction of reform proposed by the president.

Do These Conditions Exist Now?

It is clear that public pressures continue to mount on the issue of health insurance for
the uninsured. The number of persons without health insurance continues to grow.
Many middle class families are without coverage or are concerned about insurance
coverage cutbacks. Health care providers have growing concerns about their capacity
to provide quality care. Health care costs continue to grow unabated, and employers
and states are increasingly reluctant to maintain current levels of insurance coverage.
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But real questions remain. Are the uninsured in a position to place sufficient po-
litical pressure on the system to force action? For the average voter, are there other
concerns that have higher priority? And in an area as complex as health care, is there
anything approaching a public consensus on the public versus private role in the
provision of health insurance? To some extent, it is not surprising that there are pro-
foundly different approaches to address this issue, because today’s public is not united
on how to proceed.

And what about the role of presidential leadership? The role of presidents is not
simply to ride an emerging public consensus; presidents lead efforts to bring about
public consensus as well as consensus in Congress. Given the absence of national con-
sensus, the polarization of the electorate and a deeply divided Congress, presidents
face real challenges making substantial progress on this issue.

In April 2003 the LBJ Library and the Center for Health and Social Policy at the
LBJ School of Public Affairs held a conference with national policy experts to discuss
policy alternatives and grapple with these questions. As this book makes clear, there is
no consensus on the best approach. This book attempts to frame these choices to help
the reader come to a greater understanding of the choices we face and the implica-
tions of the alternatives for change.
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Policy Alternatives






Chapter 2
Health Insurance Tax Credits

One approach for expanding coverage to the uninsured is to subsidize the purchase of
health insurance using the income tax system. Although there are many possible ways
of doing this, including tax deductions and credits for businesses, the most com-
monly proposed method is tax credits for individuals. This approach would entail the
federal government offering individuals a tax credit—a reduction in their federal tax
liability—to use toward the purchase of health insurance coverage.

Although various tax credit proposals have been debated since the early 1970s, the
United States has only limited experience with these programs. A tax credit aimed
at subsidizing the cost of health insurance premiums for children in low-income
families was in effect from 1991 to 1993. A small-scale tax credit is currently in effect
as a result of the Trade Act of 2002. This legislation includes a provision that allows
displaced workers eligible for trade adjustment assistance to qualify for a 65 percent
refundable, advanceable health insurance tax credit. The credit is also available to
workers between the ages of 55 and 64 if their pension plans are being administered
by the Pension Benefit Guaranty Corporation. The U.S. Department of the Treasury
is currently working to implement this program. Aside from these limited measures,
however, Congress has enacted no major legislation to use credits for tackling the
problem of the uninsured. Tax credits are currently a topic of heated debate among
policymakers, scholars, analysts, and advocates who are considering different ap-
proaches for expanding health insurance coverage.

This chapter includes two perspectives on the tax credit issue: one from health
care economist Mark Pauly and the other from Ruben King-Shaw, a senior adviser
for health initiatives at the U.S. Treasury. Mark Pauly is the Bendheim Professor and
chair of the Department of Health Care Systems at the University of Pennsylvania’s
Wharton School. Dr. Pauly is a health care economist and a longtime proponent of
health insurance tax credits. Mr. King-Shaw has an extensive background in health
care management, and he previously served as the Deputy Administrator/COO for
the Centers for Medicare and Medicaid Services. For further information on tax
credits, see the three papers in Chapter 8.
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Presentation

by Mark V. Pauly
Professor
University of Pennsylvania

I’'m delighted to be here, but actually, 'm willing to go almost anywhere at any time
to talk about the problem of the uninsured. The way we deal with the uninsured is
both ineflicient and immoral. We have a sizable fraction of the American population,
around 14 percent, who are uninsured and get almost no help from the government
at any level to help them afford medical care. And, on the other hand, we have a siz-
able fraction of upper-middle income people—you're looking at one of them—who
get substantial assistance from the government as tax-free compensation in the form
of health insurance. If you have a cafeteria plan, your nominal employee payments
are also shielded from income taxation. My glasses here were paid out of my flexible
spending account—so 50 percent was paid by the U.S. Treasury. Something needs to
be done about a situation in which we provide substantial subsidies to people who
don’t need them while neglecting to provide subsidies to people who do.

I hope to try to convince you that a possible non-disruptive strategy to reduce
the number of uninsured and gradually move toward universal coverage is the use of
refundable tax credits (RTCs).

There is a kind of paradox here. Because the uninsured are a very heterogeneous group,
we can’t use uniform policies to get universal coverage. We're probably going to need a mix
of policies—different strokes for different folks, depending on their circumstances—in
order to most efficiently and effectively provide appropriate levels of insurance coverage.

The beauty of refundable tax credits is that they are supremely flexible. If you find
something bothersome, you can always fix it. Of course, fixing a problem may make
the tax laws more complicated, but it’s at least possible to do it. It’s worth saying, just
in case anybody wonders, that in the 2004 budget, constrained as it is, there’s still
$40-plus billion for tax credits. For some set of the population up to 200 percent of
the poverty line for individuals, the administration is proposing a credit equal to 90
percent of the insurance premium, up to $1,000.

The target population for refundable tax credits—the population for which they’re
most suitable, although they can be used for others—are the “tweeners,” the people
between the poverty line and the median income. These people are a plurality of the
uninsured. They are more likely to be privately insured at any point in time than
uninsured or publicly insured, and almost certain to have been privately insured in
the past or will be in the future. So, one of the arguments for refundable tax credits is
that it is a graceful way to help people stay in a private insurance system, the system
they’re most likely already to be in, from time to time. It’s less disruptive than moving
them back and forth from one system to another.
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Here are some data, which may differ slightly from the data offered previously,
depending on how poverty is defined (see Table 2.1).

Even though this data goes back t01999, the qualitative message is the same:
roughly speaking, about a third of the uninsured are poor. But surprisingly, about a
quarter of the uninsured aren’t poor at all. Who are these people, the Evel Knievels of
health insurance? It’s important to know they exist. The population that I've focused
my thinking on is the tweeners, who by this calculation were 40 percent of the unin-
sured, those between 125 percent of the poverty line and 300 percent of the poverty
line, which is approximately the median income.

Most of the uninsured are neither poor nor rich. This is some evidence that they
are not totally incapable of affording health insurance. As you can see, for all income
brackets above 125 percent of the poverty line, most people somehow get private
health insurance (see Table 2.2). You may say that’s because their employers give it
to them. But economists, at least, believe that employers don’t give employees any-
thing—employers pay employees in the form of health insurance premiums rather
than cash because there are tax advantages for doing so. In effect, employees are pay-
ing for their own health insurance.

In the real world, there’s not enough taxpayer willingness to finance generous
coverage for all, so compromises and limits of some type are needed. So I'm going
to assume, at least for the moment, that mandates—either individual mandates,
which I actually proposed more than 10 years ago, or employer mandates—are
off the table. And I'm also going to assume—although this assumption is more

Table 2.1
Percentage of Those without any Health Insurance by Family Poverty Level
Age 0-64 without Medicare coverage (N=115,474)

Family Income Level Percent of the Uninsured
(Percent of poverty level)

Under 100% 25.1%

100 to 124% 7.5% } 32.6%
125 to 149% 8.1%

150 to 174% 7.5%

175 to 199% 6.0% 39.99,
200 to 249% 10.4%

250 to 299% 7.9%

300 to 399% 10.0%

400 to 499% 6.5% } 27.6%
500% and over 11.1%

Total 100.0%

Note: Using post-1996 CPS health insurance variables and appropriate CPS March
Supplement weights to reflect national population. Data set is CPS March Supplement
for 2000, reflecting coverage in 1999.
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Table 2.2
Any Private or Employment-Based Health
Insurance by Family Poverty Level, 1999
Age 0-64 without Medicare coverage (N=115,474)
Percent of those in poverty category

Family Income Level Percent with Some Private or
(Percent of poverty level) Employment-Based Health Insurance
Under 100% 26.3%
100 to 124% 45.7%
125 to 149% 51.8%
150 to 174% 58.0%
175 to 199% 66.2%
200 to 249% 73.2%
250 to 299% 80.1%
300 to 399% 85.8%
400 to 499% 89.1%
500% and over 92.4%
Total 74.2%

Note: Using post-1996 CPS health insurance variables and appropriate CPS March
Supplement weights to reflect national population. Data set is CPS March Supplement
for 2000, reflecting coverage in 1999. Any private or employment-based insurance is
defined as employment-based or individually purchased coverage, as a policyholder or a
dependent, and includes CHAMPUS, CHAMPVA, VA, and military health care.

debatable—that price controls, including controls on insurance premiums, are
also off the table.

What about refundable tax credits? If “voucher” weren’t a dirty word because of
the political debate about education vouchers, we would call these credits “vouchers”
because that’s what they are. My vision is that every eligible person would get a cou-
pon in the mail that would say, “This coupon good for $1,500 off your next health
insurance policy,” and then maybe add a free Coca-Cola, just to provide you with
incentives to come in to redeem it. That’s the form they would take.

These vouchers are also advanceable; that way, you don’t have to front your share
of the money. If you were a worker, you could turn your voucher over to your em-
ployer, effectively offsetting what otherwise would have been withholding tax. Thus,
your take-home pay would rise by enough for you to get the money for your share.

These vouchers are also checkable. One of the useful insights of the Bush Admin-
istration’s plan is that it says, in effect, let’s not sweat the small stuff here. If we want to
offer these vouchers not to all Americans, because we can’t afford that, but to a target
set, let’s base their eligibility on their last year’s taxable income, which we know for
sure, and if they hit the lottery this year, we're not going to take their vouchers away;
we'll get them later. That's what I mean by checkable and advanceable.

What credits do is to make insurance more affordable. These tweeners can afford
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to pay something for insurance; we know that because they do. But they can’t always
pay enough to cover the full cost of policies that might be made available to them. To
use the rope metaphor, we're going to throw them some rope down in the hole, and
they've got some rope down there already, and we have to tie the two pieces together,
and then we can pull them all up.

In addition to the problem of affordability, which is part of the reason why the unin-
sured are not insured, a fair number of people are uninsured not because they can’t afford
insurance, but because insurance looks like a bad deal to them. That’s especially true of
young people. But if you have a tax credit that is meaningful, like a 90 percent credit
or a 50 percent credit, insurance would look like a better deal. My 24-year-old son, for
example, might be willing to pay for it out of his starting income. That’s what I mean: the
almost-immortals could actually be induced to buy insurance.

One of the problems with the market that most of these credits would have to be
used in—the fairly yucky individual insurance market—is adverse selection. Because in-
dividual insurance is costly and relatively unattractive, insurers worry that buyers know
something that sellers don't—such as “This is the year we're going to have a baby,” or
“This is the year I'm planning to get my knee fixed.” If you armed 41 million people with
$1,500 vouchers, insurers would be much more likely to believe that the people who were
showing up looking for insurance are reasonably healthy people, rather than people who
know something the insurer doesn't. It should greatly reduce the problem with adverse
selection and the behavior known as medical underwriting. There’s no point to costly
medical underwriting if you have mostly healthy people coming.

Tax credits raise a number of design issues. For example, you must decide, within
a constrained budget, what will be covered and what you'll have to wait for. One of
the trade-offs in design is that you can design a tax credit plan that would get the
maximum number of heads covered (maybe not perfectly), or you can design a tax
credit that will cover fewer people but in some ways more generously. That decision
will be up to the representatives of the public to make.

If you wanted to get the maximum number of people covered, one way to do it for
a given budget, assuming you've decided already how much is going to be spent on
this, is to make the credit a fixed dollar amount—like $1,000. (My proposal actually
would be more like $1,500 for an individual policy.) That would mean that the credit
is virtually equal to the premium for young people for an individual insurance policy
that’s not too shabby—maybe $1,000 deductible. In some states $1500 is equal to
the full premium. We can actually make free insurance available to the MTV genera-
tion for that kind of money. And since this group is the most likely of any age group
to be uninsured, we could get a lot of people covered.

Another way to make it more likely that people will use their credit to get covered
is to put relatively few restrictions on the kinds of policies that are eligible. The holder
of the credit may load up the policies with things that sound reasonable—mental
health coverage, substance abuse coverage, podiatric services—but eventually will
likely decide it’s not worth the extra money.
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While I don’t favor medical savings accounts for myself, a lot of people may like
them. So they, too, should be eligible for the use of this credit. Then we can let the
different forms of insurance duke it out.

Finally, it’s important that the credit could be used for either private or public in-
surance. So a state Medicaid program or the program for state employees could make
an offering to the people who use the credits and allow people to choose whether
they'd rather have their insurance produced by the public sector or the private sector.
Some people trust the government, and some people trust the market. We don’t really
have to fight that ideological war if we let the credit be used either way. Those who
want to go with the post office of health insurance can, and those who prefer FedEx
can do that as well.

You can, of course, make some trade-offs. For a given budget you can cover fewer
people but feel better about those you do cover if you require the benefits to be more
generous. Fewer people will take them up, but they will pay for more things—that’s
a trade-off. The further up the income distribution you extend the subsidy, the fewer
low-income people you will cover. And this is the headache topic of tax credits and
of health insurance: what about people who are at higher levels of risk? It is possible
to design a credit that’s more generous for higher-risk-level people to cover them, but
of course that will use up more of the budget than if you covered lower-risk people.
Those are your trade-offs.

The punch line here is this: the tax credit is a supremely flexible instrument. Let
me suggest what might be a reasonable policy. Think of a policy that has four income
steps. For people below 125 percent of the poverty line, let the credit be 90 percent
of the cost of coverage up to $2,500. That should allow most people to buy a pretty
generous policy, at least for now.

For the low tweeners, by which I mean 125 percent to 200 percent of the poverty
line, the target could be a $1,500 credit. That would be about 75 percent of the cost
of a not-too-shabby policy, by which I mean one with somewhere between a $500
and $1,000 deductible. The high tweeners ought to get a credit of around $1,000 or
a little less. And then, just so everybody gets something out of this deal, I'd make a
credit available to everybody else of about $500 to $750. That’s about equal to the
value of the exclusion of a person at 300 percent of the poverty line.

Another important feature of the design as I would favor it is that you could use
the credit for group coverage as well as individual coverage. If you used it for group
coverage, effectively you wouldn’t be eligible for the current tax exclusion. Youd have
to pay taxes on your benefits, but you would have the credit to offset that—and $750
is about equal to the amount of the tax exclusion. I would imagine most higher-in-
come people would stick with the tax exclusion, but at least the self-employed among
them or the non-employed, the people who get income from capital, would have the
credit available to them. That would be fairer and more efficient than biasing subsi-
dies to favor either group insurance or individual insurance.

What about dealing with risk variation? The complicated but ideal way to do it
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would be to vary the credit with risk. Insurers have to figure out who’s the high risk,
so that information is generated in part of the underwriting process. If I have evi-
dence that insurers want to charge me 150 percent of average because I have a chronic
condition, the dispenser of the credit could give me a higher credit, or, as an approxi-
mation, because it already exists, high-risk pools may be able to deal with that.

You can also vary the credit with geography because without a doubt $1,000 goes
a lot further in Idaho than it does in New York City. To deal with income variation,
you would vary the credit with income. Again, that makes it more complicated than
just a flat credit for every American, which has some merit. You could inflate the
credit with medical costs so it keeps up with cost. And then—and here I'm thinking
more of the marketing side of it—you could create a kind of GEICO or subsidized
health insurance. People may know what the acronym stands for—it was Govern-
ment Employees Insurance Company—and the original idea was to target a set of
people who were relatively low-risk, relatively stable people with good reason to want
to buy auto insurance. The same story would be true for the individuals armed with
tax credits.

If we can have 41 million people armed with $1,500 tax credits, I believe that
insurers will find them. This stuff could sell itself to a large fraction of the target
population, instead of the scandal that we had with Medicaid, where up to a third of
the people eligible for Medicaid don’t even want to go through the bureaucratic hassle
of applying for it, and of course the even worse scandal that about a third or more of
the people below the poverty line are not categorically eligible for Medicaid.

Some final thoughts on this subject. The president’s heart is in the right place on
this, I think, but the amount of spending proposed is certainly well below the kind of
credit that would be needed. That credit is going to cost a lot more than $41 billion
spread over seven years. But there’s a way to think about that, and we'll try this out
on the Treasury. Instead of viewing tax credits as expenditures, view them as tax cuts.
They are tax cuts. They reduce a person’s taxes, and they are in effect saying, “You
lower-middle income people, we're going to give all of you tax cuts as long as you're
responsible in your behavior”—meaning you get health insurance for yourself and
your families. If you don’t bother to get health insurance, you're not entitled to the
tax credit, but if you are willing to get health insurance, we'll give you the tax cut.
Since I tend to favor lower-middle income tax cuts, this seems to be a way to get three
for the price of one: stimulate the economy, change the equity of the tax system, and
reduce the number of uninsured.

As I think everybody knows, a couple of weeks ago we had Cover the Uninsured
Week. I was upset about that because it tended to portray the uninsured as miser-
able people, and that’s why we ought to help them. I personally believe that, but my
impression is that that hasnt had much resonance with the American public. My
thought—and it’s certainly true when you look at the tweeners—is that most of the
uninsured are not actually miserable, because most of them didn’t get sick and so
they saved paying for that exorbitantly expensive individual health insurance. They’re
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preoccupied with the other things in life, so they need help to draw their attention
to the importance of insurance. They need help to deal with the fact that for some
of them, especially the young ones, insurance is actually overpriced relative to what
they can expect to get.

Finally, when we design these things at the beginning, we can’t require perfection.
My strategy is to get some kind of tax credit plan out there. It can always be adjusted
later on. If the credits are too low, we can raise them. If they’re too generous, we can
cut them. If risk selection turns out to be a more serious problem, we can deal with
it. But let’s get something going!
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Presentation

by Ruben King-Shaw
Special Advisor to the Secretary for Health Initiatives
U.S. Department of the Treasury

It’s important that you hear where we begin philosophically, and it’s probably not
where you would think. As a Republican administration we often get tagged as peo-
ple who don’t care about the little guy, which is the farthest thing from the truth. We
really do focus on the nexus between the uninsured, the individual, and the larger
economy in some ways that perhaps youre not used to hearing us say. It’s not just
a clinical issue. People in the clinical world often will say that the important thing
about health insurance is that it provides the financing for health care. I would sub-
mit to you that it's much more than that.

People who are not connected to the health care finance and delivery system tend
to have negative clinical outcomes—that’s a fact. These are people who are typically
not benefiting from continuity of care, and they’re not benefiting from screening,
prevention, wellness, and health education. They’re not getting early intervention in
health care services, so that by the time they do present in a health care setting—typi-
cally the emergency room—their acuity levels are much higher.

If you look at the clinical outcomes of test scores, by almost any standard, the
health problems of those people without insurance who experience illness tend to be
more severe and acute because they lack the relationship with the health care system
and with a provider that would more easily, more reasonably, and more effectively
allow their illnesses to be addressed. So there are some very real, clinical reasons why
a relationship between an individual and a family and the health care finance and
delivery system is important.

But the health care issue goes beyond an individual’s health. Look at the effect
of the uninsured population on the economics of the individual, the industry, and
the employer. People tend to gloss over the fact that many people, because they lack
health insurance, are exposed to financial catastrophe within their own household.
A major reason for bankruptcy, homelessness, and a number of other things, is the
lack of a health insurance benefit to guard against the financial distress that comes
from a sudden, unexpected, unfinanced experience of significant illness. We don’t
talk enough about that, but it’s a fact.

At the same time, if we're trying to stimulate growth in investment on the
part of individual households, and if these households feel the need to reserve for
medical expenses because they don’t have adequate health insurance, the need for
health care works against the very behavior that were trying to promote: savings,
spending, and investment. It becomes a drag on personal income. We don’t talk
about that enough, either.
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If you look at the industry itself, one of the major factors going on right now is
that the cost of health care is crowding out profit margins in small, medium, and
large corporations. Increasingly, firms are deciding not to provide health care cover-
age because it’s a competing expense toward investment and savings and growth and
employment and higher wages—all the things that our economic package is trying to
do, and all the things that we want to strengthen in the American economy. If you're
competing in international trade and commerce, you're put at a distinct disadvantage
when youre competing against goods and services from overseas, where the cost of
health care services is not a cost of goods sold.

In increasing numbers, employers who used to provide health insurance coverage
are no longer providing it. The conventional wisdom is that they will come back as
the economy rebounds, but we're skeptical that as many will come back as used to in
the past. Therefore, what we have is not a cyclical problem but a structural problem in
the relationship between the individual health insurance market and the employers.

A good example of this can be seen in the consequences of the consolidation of
big steel across the country. Steel industry retirees represent an enormous health care
expense to the large steel manufacturers around the country. One of the big barri-
ers of that consolidation to strengthen the steel industry was the question of who
would carry the cost of retiree health care benefits. One of the reasons why the health
coverage tax credit was attached to the Trade Adjustment Act is our understanding,
perhaps for the first time, of the link between international trade, consolidation and
competitive forces in the economy, and health care expenses for the individual. Also,
there is absolutely no question that the productivity of the individual has a great deal
to do with the health of the individual.

Every uninsured person not only creates a burden for themselves, their families,
and the larger economy, but often represents an uncompensated care issue for the
desperately challenged health care finance and delivery system itself. If you ask medi-
cal professionals and the people who run hospitals, they will tell you that the single
largest threat to a viable, robust, strengthened health care finance and delivery system
is the growing uninsured population in America.

Typically, the number of uninsured is given as 41.2 million. But if you ask the
question, “how many folks have been uninsured over some period of time over the
past two years,” then the Urban Institute would give you a number of about 76 mil-
lion people. There are approximately 40 million Medicare beneficiaries. We talk a lot
about their needs. There are as many if not more people who are uninsured, and we
talk a lot less about their needs. Hence these initiatives that we've launched in Wash-
ington to address those issues.

If you look at the landscape of the uninsured—and we'll just talk about the 41
million, not the 76 million—they are everywhere, but particularly in the South and
in the West. If you look at who they are, a third are Hispanic-Americans; nearly 20
percent are African-Americans; and Asian-Americans are right behind them. If you
ask the question, “who in America is most concerned about the threat of being un-
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insured,” it is women of all demographics and all geographies. I ask you, how do you
win an election without the South, the Midwest, Hispanics, African-Americans, and
women? For this reason, at election time, you'll hear more about the uninsured than
you usually hear.

There are so many reasons for changing the system. But since these are all reasons
you would expect, I will highlight just a couple of them for you. We talk a lot about
the interaction between the uninsured and Medicaid and SCHIP. We have a couple
of facts here. One, states are near bankrupt—the ability for Medicaid and SCHIP
to expand, to embrace, to continue to be the first-tier response to the needs of the
uninsured is increasingly difficult as states simply don’t have the money. Even with
the existing Medicaid populations, most states struggle to provide comprehensive
benefits and adequate provider reimbursement rates. When you then ask them to
expand that responsibility to include greater numbers of uninsured, the situation gets
even more difficult.

We do have HIFA Medicaid waivers (the Health Insurance Flexibility Accounts)
that states can enter into, and we've done some wonderful things between the De-
partment of Health and Human Services and the states to use primarily Medicaid
and SCHIP as a way of covering more of the uninsured. States are in different places
in their ability to do that, and increasingly, fewer and fewer states, if any, will be able
to do that. States are currently looking to contract their Medicaid programs to deal
with the populations that they have. When you throw in the obligation to reimburse
physicians and other practitioners for the cost of Medicare/Medicaid patients, the
possibility of meeting the need becomes even more dubious.

That's why we believe that the recently passed legislation authorizing advanced
monthly federal tax credits as premium assistance is a viable part of any suite of solu-
tions for the uninsured.

I would point out is that clearly we understand that the advanceable option is a
major part of the new legislation. We believe that incentives are a part of the answer
and that the tax credit incentive—because we can provide it on time and make it
advanceable and nonreconcilable—is a major part of the new program’s success.

Let me give you a brief description of our maiden voyage, if you will, in providing
health care tax credits. 'm talking about the 65 percent tax credit health care which was
tied to the Trade Adjustment Act. There’s a flat 65 percent tax credit (not 60), and there
is no ceiling and no floor. This flat rate is one of the ways we addressed the regional dif-
ferences in this first voyage—so it’s 65 percent of the rate in New York, Texas, San Diego,
Paducah, Kentucky, wherever you might be. While this voyage is slightly different from
where we will go in the future, it has many of the things that we already talked about—the
advanced payments, for example—and it’s nonreconcilable.

This tax credit is available not just to people who are displaced because of trade
legislation. When benefit programs are taken over by the federal Pension Benefit
Guarantee Corporation, for example, there will be approximately 500,000 individu-
als who become immediately eligible. And they live in places you might expect—they
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live in Pennsylvania, New York, and the state of Maryland because of Bethlehem
Steel. If you haven’t followed the Bethlehem Steel story, I'd like to point out that it il-
lustrates what happens to people when big industrial complexes have to consolidate.

This situation can also be found in Maine, where people are suffering from in-
ternational competition to Hathaway Shirts and paper. It’s a big issue in Florida,
because in Florida they have a number of Pension Benefit Guarantee retiree folks that
are a major part of their economy. So you see the populations that we've started with
and why they are important. They have a number of characteristics that we think are
very telling: you have elders, you have workers, you have pre-retirement populations,
you have rural and urban, and you have industrial fallout.

One of the important things to keep in mind is that this new program offers wide
variety in the options that qualify for the tax credit. The tax credit is not specifically
targeted toward the individual market because in most states, that market isnt robust.
But with the number of individuals in that market and the product offerings you will
build a more cost-effective, more appropriate individual market. That is one of the
options. It is not necessarily the objective. States can deliver a number of options that
would qualify for the tax credit, which would include some standard ones that the
statute said automatically applies for the credit.

Any other arrangement that the state enters into with an insurer would also count
if it has four patient protections listed—the guaranteed issue, the preexisting condi-
tion issue, the nondiscrimination of premium, and the same benefits—which means
that self-directed care models, as long as they fit those criteria, qualify. Group plans
qualify. State purchasing plans qualify. High-risk pools qualify. Any arrangement be-
tween the state and an insurer qualifies as long as it observes those four criteria.

The conceptual model behind this program requires working with state agencies
and the federal government to identify the individuals and the groups who qualify
for this benefit and building an infrastructure that enables us to deliver to the insurer,
once the state picks one, 100 percent of the premium. The way it works is that we
deliver 65 percent of the tax credit to an intermediary while the individual sends a
check or a bank draft for 35 percent to that intermediary. Then the intermediary di-
rects 100 percent of the premium to the insurer. It’s not as easy as it sounds, but that’s
the basic concept that we're working on here.

Our next proposal is an $89 billion initiative to take the next phase of health care tax
credits forward. This initiative calls for the options of paying a monthly advanceable op-
tion where individuals can get their tax credits every month in advance, with the match-
ing directed to the insurer. Or they can pay 100 percent of the premium and at the end
of the year, file for the tax credit. Individuals have both those options under the current
health coverage tax credit program with the Trade Adjustment Act, and we'll have these
same options going forward should Congress agree with our proposals.

Our proposal for the next phase includes an option for states to elect to include/
buy-in/attach the public/Medicaid/SCHIP sector as a viable option for the tax credit.
In the end, we don’t have to have a philosophical debate about public versus private
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mechanisms. States can choose to do either or both, and our resources and commit-
ment remain the same.

But in the meantime, the voucher we're proposing would provide up to a 90 per-
cent subsidy, indexed toward income, so it phases out at up to $60,000 for a family
of four. For example, at the modified adjusted gross income of $15,000, you have a
maximum credit of $1,000. Some people ask, “What does that buy you in New York
versus what that buys you in Peoria?” That is an issue—and there’s a lot of academic
discussion back and forth about how many individuals you can add to the system
with $1,000 incentive. The elasticity of demand—the price sensitivity of health in-
surance to influence behavior—is something that we'll test because there are differ-
ences of opinion on how much of an incentive you need for someone who would
otherwise not buy insurance to buy insurance.

The uninsured issue is not only a social issue, it’s also an economic and political
issue, and, increasingly, a cultural issue. It’s also an issue of credibility and character.
When we talk about fueling the economy, when we talk about liberty and justice for
all, and we do not talk about access to health care services, we are not living up to our
promise. If we're going to talk about the ability of our nation to mobilize its resources
in creative ways to harness private markets as well as to support public initiatives,
then I think we need to get serious about insuring the uninsured.






Chapter 3
Public Program Expansions

Another approach for covering the uninsured involves expanding eligibility for
existing public health insurance programs to allow more people to qualify for
coverage. Medicaid and the State Children’s Health Insurance Program (SCHIP)
currently provide an insurance safety net for disabled individuals and low-income
children and their families, and Medicare covers nearly all elderly Americans. But
adults without children—no matter how poor—generally are not eligible for cov-
erage under these programs.

In their simplest form, public program expansions would extend existing program
benefits to a larger population. The income eligibility cutoff for newly expanded
programs could vary depending on budgetary constraints or other considerations, as
could the comprehensiveness of benefits, required premium amounts, and required
level of cost-sharing. While proponents argue that public expansions would efficient-
ly target the low-income uninsured and minimize administrative costs by utilizing
existing program infrastructure, opponents have a number of concerns. These in-
clude the overall cost to federal and state governments and the possibility of “crowd-
out,” which occurs when people who have access to health insurance from a private
source (such as their employers or family members’ employers) instead choose to
obtain public coverage when offered, because it is cheaper or offers a better package
of benefits.

This chapter includes a perspective on this issue from Judy Feder, Dean of the
Public Policy School at Georgetown University. Dr. Feder is a nationally respected
figure in health care policy, and her expertise on the uninsured, Medicare, Medic-
aid, and long-term care is regularly drawn upon by members of Congress, executive
branch officials, and the national media. For further information on public program
expansion, see the three papers in Chapter 9.



Big Choices: The Future of Health Insurance for America’s Families

Presentation

by Judy Feder
Dean of Policy Studies
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When you look at insurance expansion proposals, the questions you have to ask are:
(1) Will these proposals or proposed actions reach the uninsured? If so, who among
the uninsured will they reach? (2) Will the proposed action provide them meaningful
insurance, that is, benefits that actually assure access to care, that being the purpose
of insurance? (3) Will the proposed action strengthen or weaken the insurance that
we currently have in the system?

Unless we're proposing to change the entire system, we have to look at two kinds
of impacts on coverage. The first is the impact on coverage that most of us under age
65 (the working-age population) rely on, coverage that comes through the employer-
based system. Despite its significant inequities—it reaches the better-off better than it
reaches the less-well-off—it does provide a mechanism for bringing people together,
regardless of health status, and, to some extent, regardless of income, in the same
insurance pool. As a resulg, it reduces selection problems, where the healthy get insur-
ance and the sick don’t. So we have to watch what a proposal does to that mechanism.
The second impact on coverage we have to watch is the impact on existing public
coverage, mostly Medicaid, which is also quite successful in providing meaningful
coverage for a substantial portion of our low-income population.

When you ask these questions, you have to take into consideration a political
environment with constraints, in which the dollars for social programs are not as
plentiful as some believe they ought to be, and in which the most widely advocated
policy initiatives tend to undermine rather than secure our current insurance safety
net. In that environment, I focus on targeting any new dollars to extend the existing
insurance safety net to the population whom I believe is the most deserving of sup-
port—that being not the “tweeners” but the lowest income population, who are least
able to obtain health insurance with their own resources.

Let me describe what I'd change in order to achieve that objective and then con-
trast it to the tax credit alternative in terms of whom it reaches among the uninsured,
the effectiveness of the insurance that it provides in ensuring access to care, and its
success in avoiding harm to the bulk of the system.

Before I focus on what I'd change, let me remind you of what Medicaid is and
how successful it’s been—a story that’s not sufficiently often told. Medicaid provides
a full subsidy for the full cost of a full range of care to the population whom it makes
eligible. Now, I don’t want to tell you that I think Medicaid is perfect, or that it’s not
buying health care on the cheap. But I do want to tell you about the evidence of its
success. The evidence tells us, first of all, that a full subsidy for the full cost of care
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for low-income people is necessary to enable those people to take advantage of what
subsidies are offered. If they have to add dollars by paying premiums, the evidence
tells us that their participation rate falls off. If they have to buy it and they have very
limited incomes, they tend not to buy it. Medicaid, by providing a full subsidy, en-
hances participation.

Experience also tells us that when we administer Medicaid programs in a way that
facilitates rather than erects barriers to participation, that we are extremely successful
in getting people to take advantage of subsidies. What we find is that when we ad-
minister the program in ways that make people want to come in and make it easy to
apply, as we've been doing in particular in the administration of the State Children’s
Health Insurance Program in recent years, we get tremendous participation. When
we look back to the late 1980s and early 1990s when we made major expansions of
Medicaid for mothers and kids, in a period of three years we went from 19 million
people on Medicaid to 27 million people, immediately generating concerns that we
had too much, not too little, participation. We can achieve participation if indeed
we want it.

Another thing that we've learned from the Medicaid experience is the value of cov-
ering the full cost of the full range of services that people need. For example, we have
a public program that provides examinations regarding breast cancer, but no treat-
ment. One might say, you're still better off knowing than not knowing—but not well
enough off, from my perspective. If you're going to guarantee meaningful insurance
for people, it need to provide appropriate health care when they need it, whether it’s
in the early stages of diagnosis and prevention or the later stages of treatment.

We know from experience with Medicaid, whatever its difficulties, that if we look
at the use of services by people with Medicaid relative to the uninsured, in most
cases they are using services more like the insured population than like the uninsured
population. We know Medicaid in general is achieving access. We also know the way
federal dollars flow with Medicaid—they flow with the need for care. The dollars
follow the people.

We have tremendous concern right now about states’ ability to meet the de-
mands on the Medicaid program, given the recession’s increase in the number of
people whose incomes have declined and who need help from public programs.
Although the states are having trouble coming up with their share, the federal
dollars in Medicaid, or the federal guarantee, is to match what states spend.
The federal guarantee gives states the ability to spend more money to deal with
a larger eligible population. The dollars flow with the people, so that we have a
steady stream of funds to match needs.

Could Medicaid do better? Sure it could. We could pay providers better, we could
make access more uniform across states, and we could assure more federal dollars
to alleviate the pressures that the states are facing. Is it a mechanism that works for
low-income people? Absolutely. It’s designed to meet their needs, and we know from
experience that it can work.
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What's the limitation on Medicaid that I most want to fix? Medicaid is available
under federal law to only some of the low-income population. We do best by our
kids, which is a good thing. With Medicaid, with the addition of the money from
the State Children’s Health Insurance Program, now, in most states, we are reaching
children with incomes up twice the poverty level and higher with health insurance.
But we do much less well by the parents who are eligible under Medicaid (except
for pregnant women, where we do pretty well). The eligibility standards in most
states—the incomes you have to have—are so low that people earning the minimum
wage are too rich to be eligible for Medicaid. So we don’t do very well by the parents,
and we don’t do well at all by adults who are not parents of dependent children, and
who constitute the bulk of the low-income uninsured. Federal law does not make
those people eligible for federal matching dollars under Medicaid. This situation is a
vestige of our welfare system, which focused on what might be called “the deserving
poor.” Working-age adults, no matter how low their incomes, are not considered in
our policies to be “deserving poor.”

That’s what I'd fix. My priority would be to change those rules in Medicaid, get
rid of what are called “categories” of eligible people, and make all low-income people
eligible for a Medicaid system. In doing that, I would rely very heavily on federal dol-
lars because as long as we rely on states’ willingness and ability to match, we are going
to have variations across states in the level of coverage. I believe we ought to have a
national safety net—below a certain level of income, the federal government ought
to pick up the tab. I would not only apply that rule to expand the safety net, but I
would also put in more federal money for the safety net we already have so that we're
not at risk of losing it, as we are today.

Let me contrast this approach to the tax credit approach. First, it’s important to
remember that a tax credit, like Medicaid, is a subsidy. But unlike Medicaid, the way
in which this subsidy is being provided doesnt jibe very well with the circumstances
of low-income people. In fact, tax credits as proposed by the Bush administration are
aiming higher up the income scale.

Tax credits tend to be advocated as a government hands-off policy—putting the
subsidy out there for individuals to take advantage of so they can shop for and find
insurance themselves. It is appealing that people don’t have to go to a government
agency to be found eligible, and are enabled to make their own choices. No bureau-
cracy and lots of choice are very appealing to a lot of people. The problem is that, in
order for this system of tax credits to work, we would have to modify both the tax
system and the insurance system in significant ways that really challenge the hypoth-
esis that you can do this hands-off.

First, on the tax side, what we hear described is what I call a refundable, advance-
able, unreconcilable tax credit. It’s not enough just to offer the money; you've got to
give the money to people in advance so that they can go buy health insurance, you've
got to give it as a refund to people who don’t have tax liabilities (we do that in other
areas, but it’s a departure from the bulk of our tax system), and you have to accept
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that if income changes, you're not going to take the tax credit back because otherwise
people will be afraid that they’ll lose it, as indeed some of them are under the Earned
Income Tax Credit. To make the tax credit system work, youd have to transform the
tax system into something it’s not. That’s not impossible to do—but it would require
a lot of changes.

The second issue has to do with how you get insurance. Where do you shop with
this tax credit? As has been pointed out, we've got a “yucky” market for people shop-
ping for non-group health insurance. We know that the benefits are lousy, that people
who are older or have health conditions can’t get it, or have to pay more, or have to
get insurance that doesn’t cover the very health conditions for which they are most
likely to need coverage. So we have high cost-sharing (low-income individuals don’t
use services when they have high cost-sharing), lousy benefits, and some people who
can't get it at all.

How much coverage, what kind of coverage, and who can buy coverage with this
$1,000 or $1,500 tax credit that the administration is proposing? Is this coverage
for the full cost of services? Is it a full subsidy? No, it’s not. It may be enough for the
youngest, healthiest individuals to buy health insurance, and I think that’s great. I
think everybody should have health insurance. But don’t you think it ought to be
enough for people for whom insurance is going to be more expensive because they
need health care? Those people who are now likely to need health care (myself among
them) would not be able to buy it without adding substantial dollars that low- and
even modest-income people don’t have.

Could we fix that by adding more money to the system? We could, but here there’s
another concern: watch what it does to the system we already have. Tax credits run
the risk of disrupting both existing employer coverage and existing public coverage.
The availability of tax benefits outside of employment is likely to lead some employ-
ers who want out of this market to stop offering coverage and essentially say that their
employees can get coverage somewhere else. So we've actually uninsured some people
in that process, not all of whom are likely to take advantage of the tax credit. In ad-
dition, it runs the risk of undermining our existing public program. States, who are
struggling with Medicaid, will look at the availability of new federal dollars and say,
“Ah-ha! Another way to get healthcare, so we can just pull back our public coverage.”
But the coverage is very different, and the people who get it will be very different. So
tax credits pose real risks to the existing system.

I would take the tax credit subsidy and design it so it would be refundable, and
advanceable, would not be reconciled over the year, and would guarantee you the full
cost and range of benefits. But, if you claim you're going to do this hands-off and
don’t put your hands on, you're going to have a mess. And if you've got to put your
hands on anyway, then for heaven’s sake, we already have an advanceable, full cost,
full range of benefits system. That is the Medicaid program. Lets put our money
there and let it work for all low-income Americans.






Chapter 4
Employer-Based Approach

Employer-based health insurance is currently the foundation of insurance coverage
for nonelderly Americans. Whether to expand employer-based coverage to unin-
sured employed individuals is a heavily debated topic. While some point to signals
of decline in employer-based coverage as a sign of the eventual erosion of job-based
health insurance, others believe that the best way to expand access to insurance is
by strengthening and expanding this form of insurance. Strategies for expanding
employer-based insurance include employer mandates (requiring employers to offer
health insurance to their employees), which may be combined with tax incentives,
purchasing pools for small employers, and/or health savings accounts.

This chapter includes a perspective on this issue from Cathy Schoen, Vice Presi-
dent of Health Policy Research and Evaluation, with the Commonwealth Fund. The
proposal she refers to in her presentation is explained more fully in the article in
Chapter 10 entitled “Creating Consensus on Coverage Choices” by Karen Davis and
Cathy Schoen. The approach outlined in this paper proposes a consensus framework
that aims to expand both the public and private sectors of the current system. The
authors offer concrete suggestions for integrating expanded public programs with
stimuli for expanding employer-based schemes in the form of tax credits for private
insurance carriers.

In line with much of their work in the area of health care delivery policy, Schoen
and Davis introduce significant mechanisms to expand employer-based coverage, not
just for the uninsured, but also for the “insecurely insured.” On the one hand, previ-
ous employers would offer extended coverage for two additional months to employ-
ees transitioning between jobs, and on the other, proposed subsidies to the COBRA
program would increase the number of participants in that program. Employers
would also extend coverage to dependent young adults regardless of their educational
status, and finally, employers who do not currently help finance coverage for their
workers would be required to contribute 5 percent of payroll to the Congressional
Health Plan in a “play or pay” system. A key component of their recommendations
is the creation of this Congressional Health Plan (CHP), modeled after the Federal
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Employees Health Benefits Program (FEHBP), which would extend affordable cov-
erage to small businesses, the self-employed, and those who have been uninsured for
over six months and are without group coverage.

Significant expansion of existing public programs, including Medicare and the
State Children’s Health Insurance Program (SCHIP), is an important part of the
plan. Adding a proposed new Medicare “Part E” would reduce adverse risk selection
in the CHP by extending coverage to dependents of key vulnerable groups, including
dependents of current beneficiaries, as well as the disabled and adults aged 60 or over
without access to group coverage. Expanding the current state-administered SCHIP
to low-income families under a program called FHIP (Family Health Insurance Pro-
gram) would make coverage both affordable and automatic for families who file tax
returns and meet eligibility requirements.
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Presentation

by Cathy Schoen
Vice President for Health Research and Evaluation
The Commonwealth Fund

As we enter the first decade of the 21st century, the security and future of health
insurance for the under-65 population is in question. The number uninsured
jumped up by 4 million from 2000 to 2002 reaching 44 million uninsured in
one year, with over 80 million uninsured at some time over a two-year period.'
Among those with insurance, millions more face difficulties or worry about their
future as changes at the workplace leave them paying a higher share of premiums
or medical bills or worrying about what will happen if they become sick or lose
or change jobs with any time unemployed.

My remarks today focus on the erosion of coverage and policy options that could
build a more secure foundation in the future. To underscore the need to reach con-
sensus to move forward, I want to talk not just about the uninsured, but also the
under-insured, insecurely (or unstably) insured, and the worried insured, including
small businesses and most of us in the current recession. Will coverage be there for us?
How do we hold onto it? With 44 million uninsured at the latest count and double
that number losing coverage due to insurance churning, with often repeated times
uninsured, our insurance systems clearly arent working well for many people.? At
today’s forum, we have an opportunity to talk about solutions that could work for
the long run, especially if we think of building blocks that could get us there. Even
if we approach expansions incrementally, it's important to have a vision of where we
are going.

In considering ways to improve insurance coverage, it is important to remind
ourselves that in the U.S., as in countries world-wide, the formation of stable groups
has provided the essential foundation for health insurance. Although a limited mar-
ket existed for individual health insurance starting in the 1950s and continues today,
we only achieved more widespread coverage with the onset of group coverage in the
late 1950s and 1960s, through enactment of Medicare and spread of employer-based
group coverage (see Figure 4.1).

The big drop in the number of people and proportion of the population unin-
sured occurred with Medicare and the rollout of employer group coverage. Despite
numerous efforts by states and the federal government over decades to try to improve
markets for individual health insurance, the dynamics of health insurance works
poorly when sold on a single-person basis with each person tailoring the package to
what they want or their expected health care risks and insurance plans trying to avoid
taking risks that would exceed risk allowances built into premiums. For the under-65
working population, the advent of employer coverage with groups formed on a basis
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Figure 4.1
Growth in the Number of Uninsured, 1953-2002

Number of uninsured in millions
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Sources: 1953-1976, National Health Interview Survey; 1980, EBRI; 1990-2002 Current
Population Survey.

other than health to pool risks for coverage, plus near-automatic enrollment, enabled
widespread coverage by providing a viable foundation for health insurance group
sales. The simplicity of signing up and near-automatic enrollment feature has been
particularly key to job-based coverage survival and popularity. When you think about
your own employer coverage, you don't have to do much to get it if you get it at your
job. You sign up for a job, you get your coverage, and it just continues year after year,
so it’s there as a secure safety net and benefit. That’s what group coverage has been.?

In contrast, the incremental public expansion steps we've been taking since then
to fill in the holes left by job-based coverage have failed to get us to the point of easy
access to insurance, much less automatic coverage of everyone. The percent unin-
sured varies a lot by states and state incremental efforts have made a difference. Yet
there remains almost a direct correlation between states with a lower employer-based
coverage and states with higher uninsured rates. Moreover, even in states with ex-
tensive efforts to expand public programs incrementally, too often narrow eligibility
criteria and efforts to target coverage narrowly increase administrative costs and com-
plexity and end up failing to reach those eligible to participate. Programs rules often
fuel instability: even minor changes in circumstances—an increase in wages or hours
worked, getting pregnant or giving birth, growing a year older—can result in loss of
eligibility with no link to a new source of coverage.

Higher uninsured rates and insurance churning result in a range of negative con-
sequences for personal health and financial security, the health care system and the
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economy. One consequence that we don’t talk enough about is what high uninsured
rates do to the workforce, especially the low-wage workforce, not only because the
uninsured are vulnerable to having their savings wiped out but also because lack of
access to timely health care lowers productivity and increases stress. Inadequate health
insurance coverage is the sixth leading cause of death, according to the Institute of
Medicine. There are real health consequences of being even sporadically uninsured.’

W also tend to undercount the uninsured because they constitute a dynamic popu-
lation—people move in and out of coverage. Based on recent federal surveys that track
coverage over time, the number of people during the course of any one year who are
uninsured for at least some time reached 62 million in 2000; over two years, the national
estimate of people uninsured was 75 million from 2001-2002, a time of generally tight la-
bor markets and economic growth. This rose to 81 million uninsured during 2002-2003
as the economy weakened and health premiums started once again to rise at double-digit
rates.® Those with unstable coverage as well as the long-term uninsured are at risk for
barriers to medical care when needed and the financial stress brought on by medical bills
without the protection of health insurance.”

Unstable coverage and insurance churning has consequences beyond the personal
risk to the uninsured. One of the effects of all this churning is to raise insurance
costs in the United States. We have by far the most expensive health insurance in the
world. If you look underneath these costs, you'll find high and rising costs for the
administrative overhead of running a very complicated system with persistent entry
and exit.® You sign people up, you lose them, there’s a set of paperwork, everybody
has a different set of paperwork, employers change plans—and these are just the costs
to the insurer. Public programs similarly incur entry and exit costs as well as overhead
costs of enforcing complex eligibility rules. These costs proliferate in physician and
hospitals as providers seek to track insurance and bill for patient care. Although the
broader effects of churning and the complexity of insurance system are often not
counted as insurance costs, a visit to the billing departments of doctors or hospitals
offers visible testimony to the consequences.

As we examine policy options for the future, it is important to focus on the char-
acteristics of the uninsured and unstably insured. Both populations are predomi-
nately low-income adults—adults with incomes below poverty and near poverty, in
the up to 200 percent poverty range. In this income range, affordability of premiums
and of the benefit package is a key concern. We know a fair amount about trying to
reach and insure this population—what has worked and what hasn’t worked. One of
the things we know that hasn’t worked is designing programs that fail to reach low
wage workers by setting income standards too low, excluding adults without children,
or ending with even modest fluctuations of income or circumstances. In most states,
for poor and near-poor adults it is very hard to qualify or to stay on current public
programs even if working part-time at minimum wage. With a few exceptions, child-
less adults, no matter how poor, are not covered and working adults with children
would typically have incomes too high to qualify.
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We've done better with poor and near-poor children thanks to SCHIP. But even
here, we spend substantial resources getting people in, yet continue administrative
hurdles to staying on and even small changes in income and circumstances can push
you off. As an illustration of the challenge of keeping low income families people cov-
ered, Leighton Ku of the Center on Budget and Policy Priorities did a study for the
Commonwealth Fund on what would happen if we took low-income adults or chil-
dren who were insured at the beginning of the year and kept them insured all year.
What you get is a 40 percent reduction in the rate of uninsured for the lowest-income
children and 28 percent for adults—just by keeping them covered throughout the
year. As yet, however, we don’t have good mechanisms to keep people connected.

By definition, those with incomes at or near poverty have little or discretionary
income and must stretch to pay even basic living costs, before any allowance for ad-
vance payments for insurance in the event of illness. States have experimented with
trying to expand to the “tweener” group—the group with income right above poverty
level—by charging zero or minimal premiums for those with very low-income and
then moving premium shares up for the near-poor. At such low incomes, take-up
of coverage is very sensitive to even relatively small increases in monthly rates. A
study based on experiences in several states estimated that if the premium gets to be
much more than 5 percent of income, participation rates plummet.” Similarly, U.S.
Medicaid and Canadian efforts to charge low income patients even very modest co-
payments for drugs find that patients with very low incomes often postpone or go
without needed and recommended care if confronted with out-of-pocket expenses
for co-payments or deductibles.

The private sector experience of high take up rates and relatively low administra-
tive costs due to near-automatic, job-based, group coverage and public programs
experiences indicate that successful efforts to expand and provide a more secure insur-
ance foundation for the future will need to adopt three basic design principles. First,
policy options will need to keep entry premiums and cost-sharing low and affordable
to attract poor and near-poor families. With family budgets already stretched to cover
necessities, insurance will need to be quite comprehensive with premiums low rela-
tive to incomes to attract and protect those with incomes at or below 200 percent of
poverty.'® Second, we need to develop new mechanisms that will make coverage more
automatic, with smoother transitions between public and private sources of coverage.
And third, we need to build on group coverage and avoid the individual health risk
screening and negative market dynamics associated with selling coverage one person
at a time that have long plagued the market for individual health insurance.

In a recent Health Affairs article, Karen Davis and I outlined a framework that
follows these design principles. The framework would use automatic enrollment and
build on existing public and private group insurance coverage to reach near-universal
coverage.'! Distributed as part of the conference materials and reproduced in Chapter
10 of these proceedings, this framework builds on the strengths of existing employer-
based and public group coverage through a combination of tax credits coupled with
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automatic enrollment, a new public option known as the Congressional Health Plan,
and expansion and simplification of existing public insurance programs. The paper
also illustrates how such an approach could be phased over time to build towards
near-universal coverage.

Expanded Group Insurance: With the goal of providing everyone, regardless of in-
come, with at least one affordable group insurance option, the framework would establish
a new group plan available at the national level to the uninsured and small businesses and,
at the same time, would expand existing public programs (see Figure 4.2)

The Congressional Health Plan could be modeled and linked to the federal
employees’ plan that serves members of Congress. This option would be available
throughout the country for those without access to the large-group, employer-based
market. To ensure benefit package options that could meet low income families’
needs for comprehensive benefits with low or no patient cost-sharing, current Med-
icaid/SCHIP programs would be expanded to cover all those with incomes below
150 percent of poverty. This expansion would use income to determine eligibility,
eliminating other current categorical restrictions and rules that exclude low income
adults. Medicare would be expanded by offering coverage to those nearing the age of

Figure 4.2
Distribution under “Creating Consensus”
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Medicare and by eliminating the current two-year waiting period for disabled adults
who otherwise qualify for benefits.

Each of these group options would provide a “default” source of coverage for the
targeted population. Nationally everyone would have at least one group option for
coverage. The framework would retain employer coverage as the mainstay for the
group insurance system. Small employers (less than 50) would have the option of
participating in the Congressional Health Plan or buying directly from the small
group market. All employers would be required to offer insurance that met minimum
standards or contribute to national pool towards the premium costs for the Congres-
sional Health Plan.

Tax Credits and Automatic Enroliment

New tax credits, tied to income, would provide funds to help make coverage afford-
able. The tax system would also provide a vehicle for enrolling people automatically.
Tax credits would be available on a sliding scale based on income and based on pre-
miums costs pegged to a default option within the new Congressional Health Plan.
By design, this link would assure that tax credits come with a guaranteed insurance
source of coverage willing to provide coverage to the uninsured without regarding to
age, sex, or health risks. The uninsured with very low incomes (below 150 percent
poverty) would automatically be enrolled in expanded public programs with the op-
tion of moving to the new Congressional Health Plan. Similarly, those nearing the
age of Medicare would be enrolled by default to Medicare with credits helping to pay
premiums and the option of opting out to select the Congressional Health Plan.

By using tax credits not just to give people money but also to enroll people au-
tomatically into various affordable, default options—with the choice to move—the
framework would avoid the cost of outreach and would increase participation levels.
By design, the variety of expanded public options would also take on costs and un-
certainty insuring higher-health risk individuals. This would provide more secure
and affordable coverage for individuals at risk and would help stabilize private health
insurance markets.

Surveys have repeatedly found that those who currently have employer-based
group coverage like it, value the job employers do selecting plans, and generally prefer
this source of coverage to the individual, private market.'” The design of tax credits
and qualifications rules would leave the large group employer-market foundation
basically intact with new options for smaller employers.

As illustrated by Figure 4.2, this comprehensive approach would provide four ba-
sic building blocks to insure the population. This framework could be enacted with
participation either voluntary or mandatory basis. If mandatory, estimates indicate
the expansions would cover 39 of the 42 million uninsured in the estimate year; if
voluntary (with and opt-out option), 33 million.

Where would the uninsured go? Some would go into employer group coverage;
some would go into the new, national group option because they dont have an em-
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ployer or they’re self-employed or they work for small firms; some would go into
low-income; and some would go into Medicare (see Figures 4.2 and 4.3).

This combined approach could also address small business and individual con-
cerns by giving them a group option. As it is now, small businesses get less for their
money—pay higher or similar premiums for fewer benefits than large employers,
and face much less stable premiums.” The new national group insurance option
could address these concerns, reduce plan administrative costs, and provide enhanced
choice of health plans.

Such a combined approach would minimize disruption of current sources of coverage
where these are currently working well. A model simulating likely coverage patterns with
all expansions in place estimates that the combination of tax credits, automatic enroll-
ment, and these four sources of coverage could get to near-universal coverage with mini-
mal movement for most of the insured population—see Figure 4.3.

One of the benefits of this type of approach to coverage expansion is that it can be
phased in with a vision and road map of how the incremental steps could combine in
each phase. Phasing would allow different aspects of the approach to move forward,
budgeted year by year in a series of scheduled phases, building the new insurance
foundation over time. Alternatively, states, with federal financing, could be used as
demonstrations sites for different features, as suggested by a recent report by the
Institute of Medicine.'

Too often the debate on health coverage reform falls short on the question of how
to finance reforms and federal budget constraints, without considering revenues lost
to past tax decisions or potential longer term health system savings or the benefits
to society of improved coverage. Estimates of the net federal costs to finance the

Figure 4.3
Creating Consensus: Distribution of Persons by Primary
Source of Coverage Currently and under Mandate Plan
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Source: K. Davis and C. Schoen, “Creating Consensus,” Health Affairs, April 2003, based
on Lewin Group estimates using the Health Benefits Simulation Model.
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framework in Creating Consensus indicate that more than half of the net federal cost
of the plan could be offset by repealing the one percentage point reduction in income
scheduled for January 2004.

Often in economic expansions, when insurance and job trends are more positive, the
pressures for health care reform ease just as resources become more readily available. As
public pressures build for national attention to erosion and insecurity of health insurance,
a broad spectrum of the public is once again looking for leadership. Opportunities exist
to use the momentum for change to move towards a vision of a future insurance system
to could build bases that to provide more secure, high-quality, and affordable coverage for
the future for the worried insured as well as the uninsured.
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Chapter 5

Single-Payer System

Proposals for implementing universal health care in the United States have gotten
more attention as awareness of the severity of the health care crisis has grown.
This chapter contains a commentary by James A. Morone, Professor of Political
Science at Brown University and nationally recognized author, entitled “Think-
ing Big: How to Fix American Health Care.” In it he references his paper “Medi-
care for All,” which is reprinted in Chapter 11. Morone proposes a single-payer
system that would provide automatic coverage for all legal residents of the United
States, breaking the increasingly eroding link between insurance coverage and
employment. The current Medicare program serves as the delivery model for his
proposal, which is popular and successful but needs some changes, with expanded
benefits and no cost-sharing. Under his “Medicare for All” proposal, states could
opt out by creating their own health plans for residents under age 65. Employers
could offer additional benefits. All funding for the program would come from a
new federal value-added tax (VAT). Morone states that incremental changes are
no longer enough to solve our health care problems, and we must think big and
continue pushing for a large-scale meaningful solution.

Physicians for a National Health Program (PNHP) is also an avid promoter of
universalist reforms. PNHP is a non-profit organization of physicians, medical stu-
dents, and health professionals founded in 1986 by Drs. David Himmelstein and
Stefie Woolhandler of Harvard Medical School in an effort to build public aware-
ness of the possibilities for a single-payer national health insurance system that would
provide equal access to health care for all citizens. See Chapter 11 for their paper
entitled “A National Health Program for the United States: A Physicians’ Proposal,”
published in 1989. The authors borrow from the Canadian health care system, adapt-
ing the model to the unique features of the United States system.
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Written Presentation

by James A. Morone
Professor of Political Science
Brown University

If we Americans are going to address our health care troubles the first step requires
tossing aside the conventional wisdom. Everyone knows the conventional wisdom:
Big, ambitious health care proposals are doomed to failure. A half-century of lost
reforms—stretching from the Truman (1945-1953) to the Clinton Administra-
tions—have left public health advocates timidly seeking “plausible,” “incremental,”
small-scale solutions to our health care dilemmas.

The problem with incremental programs, however, is that they are not likely to
take us very far. The cost of health care continues to escalate—somewhere between
two and three times the rate of general inflation; that, in turn, puts pressures on
business, governments, and individuals. Some 42 million people have no health in-
surance, roughly 30 million more do have not enough. The uninsured get less care,
they get it later in their illnesses, and they are roughly three times more likely to
have an adverse health outcome. The Institute of Medicine recently blamed insurance
gaps for 17,000 preventable deaths a year. And even getting care can ruin people’s
lives—health care episodes (mainly ruinous hospital bills) are involved in half of all
American personal bankruptcies.

A look at America’s health data reveals the gloomy consequences. American girls
are born with a life expectancy that ranks 19th in the world (another ranking pegs
them at 24th). Male babies rank 31st—in a dead tie with Belize and Dar es Salaam.
Among the 13 wealthiest countries, the United States ranks last or nearly so in almost
every way we measure health: infant mortality, low birth weight, life expectancy at
birth, life expectancy for infants, and mortality rates for young adults.

And don’t blame all this on poor people or bad behavior. Yes, people die younger in
Harlem than in Bangladesh. Why? It is not what most people think—homicide, drug
abuse, and AIDS are far down the list. Rather, as the New England Journal of Medicine
reports, the leading causes of death in poor black neighborhoods are “unrelenting stress,”
“cardiovascular disease,” “cancer,” and “untreated medical conditions.”

Thinking Big

No society can address a problem this size—again, one out of eight Americans does not
have health insurance—by tinkering at the edges of the system. Covering this many peo-
ple will be extremely expensive. It will require a major national commitment. And all that
is going to add up to a major new program with significant tax increases. Moreover, this
is America’s largest industry. Any reform will face hostile interests, defensive stakeholders,
critical politicians, and a fusillade of negative arguments.
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None of this is anything new. Back before it passed, even Medicare faced 15 years
of shrill (and effective) attacks. Today, most people remember the Harry and Louise
advertisements attacking President Bill Clinton’s health plan; they seem positively
mild compared to the following (quite typical) speech urging Americans to write
Congress and oppose Medicare:

Write those letters now; call your friends and tell them to write them. If you
don’t this program, I promise you, will pass just as surely as the sun will come
up tomorrow. And behind it will come other federal programs that will invade
every area of freedom as we have known it in this country. Until one day . . . we
will awake to find that we have socialism. And if you don’t do this and I don’t
do it, one of these days you and I are going to spend our sunset years telling
our children and our children’s children what it was like in American when
men were free.”?

The speaker was Ronald Reagan, fighting Medicare and big government back in
1962. Yet Medicare passed and—never mind socialism—Dbecame one of the nation’s
most popular programs. As president, Reagan criticized plenty of government pro-
grams. But not Medicare.

How do we overcome all the many barriers and enact national health insurance?
American history offers clear lessons. After all, both liberals and conservatives have
won ambitious reforms that seemed chimerical when they were first proposed.® The
key to successful change lies in at least two factors: first, advocates have to develop a
concrete plan, publicize it, and push, push, push against all odds. Second, the reform-
ers have to ignite a movement—a following that mobilizes and demands the change.
Solving the American health care puzzle will take precisely that combination. Really
fixing American health care will require one of the great reform efforts in American
history. And that is not likely to happen without a great popular outcry.

A big universal plan makes no sense measured simply by contemporary Beltway
politics. But we're not going to cover 40 million people (much less rein in health care
costs) with elaborate (and, to the layperson, incomprehensible) Beltway compromis-
es, complications, and concessions. Health reform proposals will not work if they do
not generate a populist uprising. A powerful movement—as Newt Gingrich showed
in 1994—can turn Washington’s wisdom upside down. Health reform will only get
through Congress via the grassroots.

The entire issue of feasibility can usefully be put in the larger context of policy
change over time. Political historians often describe American political development
as a process of punctuated equilibrium. Under normal conditions, the fragmented
political system—with checks and balances everywhere—seems designed for stale-
mate. Only relatively small, incremental changes successfully negotiate the political
process. Most of the time, American politics is the politics of tinkering on the mar-
gins. Most reform proposals sensibly reflect that reality. But over time, demands for
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larger change build up. Those underlying demands eventually are met in recurring
moments of vast, tectonic change—like the New Deal or the Great Society. Fixing
America’s health care dilemma will take a comparable change.

Reformers who agree with that assessment ought to set their sights on the longer
term. Leave others to work for incremental improvements and, instead, begin rally-
ing support for a plan that is likely to address our health problems in a systematic and
popular way. Medicare’s supporters pushed for more than a decade (without much to
show for it) before their opportunity came.

Medicare for All

What kind of reform might do the trick? Extending Medicare to the entire popula-
tion. In another paper I explain precisely how this might be done (see Chapter 11,
“Medicare for All”). The essential logic is simple: Medicare is one of America’s most
successful and popular programs. The perversities of our health care system finally
lift when people become eligible for the program. The cross-national data that look
so terrible for our young people reverse themselves for our elders; in fact, we're num-
ber one in life expectancy for 80-year-olds. And by every measure the program is
extremely popular.

“Medicare for All” takes a popular program for elders and extends it across the
entire population. To be sure, the program itself needs to be simplified, modernized,
and reformed (we will have to cover prescription drugs, enhance community medi-
cine, and completely rethink the bureaucracy). We will have to figure out how to
finance the expansion (I suggest a VAT tax). We'd have to think of ways to keep the
program from growing sclerotic (there are multiple ways to foster innovation). But
Medicare’s essential logic would remain unchanged.

“Medicare for All” builds on past policy success. It is simple to understand. It puts
opponents in the relatively awkward situation of pledging allegiance to the old Medi-
care while arguing against its expansion. And if any health reform is likely to generate
broad, deep, grassroots support, Medicare is a good bet.

Breaking with the Current System

“Medicare for All” introduces two sharp changes with current practice. It breaks
the link between coverage and employment—a great American innovation rendered
increasingly obsolete in the new global economy. And it limits the long, futile Ameri-
can effort to run a system with competing health care payers.

First, consider the link between employment and health insurance. The idea de-
veloped during World War IT when health care benefits sidestepped wartime wage
limits. It got a further boost from post-war policy, especially the seminal Taft-Hartley
Act. The approach was well geared to an industrial sector marked by stable (often life-
time) employment, relatively predictable domestic markets, and regular labor- man-
agement relations. By 1979, more than four out of five full-time employees got their
health care from their employers. The numbers have declined ever since (with a brief
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uptick in the 1990s).? Rising health care premiums take a steady toll on the employ-
ment-based systems, and the apparent return of relentlessly rising costs (employer
health insurance premiums increased by three times the rate of general inflation in
2001) have eroded an old saw that corporate America would have the will and skill
to rein in its health care costs.’

More important, the old industrial economy is sinking into history. People shift
jobs frequently—lifetime employment with a single firm has become unusual. Global
trade and fierce equity markets put enormous pressures on firms (and on their em-
ployee benefits). Contingent and part-time workers, consultants, and other flexible
arrangements all undermine the kind of long-term commitment to employees that
nourished the old system of health benefits. Of course, the pressures on companies
vary by sector and firm—most large companies still offer health benefits; most small
firms no longer do. However, the numbers are declining in every category. Efforts to
reform the system by shoring up employer health care confront the new realities of
an emerging global economy. As the quicksilver economy of the 21st century gathers
velocity, the mid-20th century employment-based health system will be increasingly
difficult to defend—or revive. It offers patchy coverage, it offers few footholds for
expanding coverage to the uninsured (or the underinsured), and it places a heavy bur-
den on many companies. Put bluntly, its days are numbered. As that becomes clear,
“Medicare for All” may stand out as an appealing reform alternative.

Second, “Medicare for All” rejects one of the great health care reform standards:
consumer choice of health plans. In theory, American health care offers two different
kinds of consumer choice: the choice of provider is one of the great—and unassail-
able—values in American health care. That is not the same as choice of insurers.
The idea of competing insurance packages has been a kind of holy grail for health
reformers; the idea is intuitively appealing, because it more or less fits with traditional
economic models. Consumers chose among competing plans, selecting the mix of
price and services they most value.

However, the reality has rarely met expectations. In the real world, the choice of
insurance packages is a source of confusion and frustration. People have no idea how
to cut through the complexities. They do not understand what exactly they are buy-
ing or what trade-offs they are making. A full range of options is rarely available to
them in any case (nine out of ten small employers offered just one plan in 2001).°

Worse, the two kinds of choice often conflict: choice among competing health
plans leads to limits on the choices that really matter to most people, a choice among
health care providers. That, in turn, has led to the political backlash against managed
care. “Medicare for All” challenges the conventional wisdom: competition among
insurance plans is an idea that has never worked except in special circumstances.
Medicare’s current beneficiaries do not miss it. Nor will the rest of the population
when Medicare is extended to them.
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The Single Most Important Thing

Of course, there are many approaches to insuring health care—Democratic and Re-
publican, private-sector plans and large government programs. It would be silly to
suggest that there is only one scheme that can succeed. The key for any approach is

framing a transparent, unambiguous commitment to the central reform: insuring all

Americans. And the lessons from great reforms in the American past—from Social

Security to civil rights—are unambiguous: Think big. Define the core principles.

Negotiate the details. And never stop pushing no matter how long the odds.
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Chapter 6
Response Panel Discussion

Response

by Paul Fronstin
Senior Research Associate
The Employee Benefit Research Institute

In our lifetimes we have seen Medicare, Medicaid, ERISA, HIPAA, the SCHIP pro-
gram, and, of course, the Medicare drug bill in 1988. It is important that researchers
strive for the best possible analysis of proposals so that policymakers have the best
information available to make sound public policy. The papers, which I highly rec-
ommend you read, have done a good job of doing that.

I have a couple of comments about the papers. First, Cathy Schoen and Karen
Davis’s paper: I think risk selection is going to be a major problem and a destabiliz-
ing factor in the Congressional Health Plan. Whether it is real or made up by the
insurers, policymakers are going to play politics with risk adjusters, so we should not
be surprised if health plans drop out of this Congressional Health Plan and/or the
federal employees” health plan, as they will need to be in both in order to provide
coverage. If insurers offer coverage in the federal program, they also must participate
in the Congressional program. I would not be surprised if insurers dropped out,
just like they have been dropping out of the Medicare Plus Choice program. I think
once risk adjustment mechanisms become political, insurers are going to do what
they have to do to make sure that the subsidies are high enough for them to make a
healthy profit.

Concerning the two-month COBRA extension and the subsidy thereafter—I do
not see employers supporting it. Employers dislike COBRA coverage—it costs them
real money. Even if COBRA subsidies would save employers money by reducing ad-
verse selection, they would be skeptical, and would prefer to avoid setting a COBRA
expansion precedent. They will not know where the precedent may go. Employees
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can already get COBRA coverage for free for more than 60 days. The rules are such
that employers have up to 44 days to notify employees or former employees of their
COBRA rights. Employees then have another 60 days to notify the employer if they
are going to accept COBRA.

A former employee can notify his or her employer that he or she is going to accept
COBRA and then never pay the premium. After a former employee notifies, he or
she has another 45 days to pay the first premium . It adds up, for various reasons,
to 144 days of COBRA coverage before an employee has to pay anything. So who
would even elect COBRA during this period, or who would pay for it? Most people
would elect it if they were in a situation where they got sick or had an accident and
needed care; then it makes sense that if the cost of the care is more than the cost of
the insurance, you pay the insurance, and you get coverage retroactively.

The employer mandate will only affect small firms, because just about all large firms
already offer coverage. It can only be harmful to small firms since those that are not offer-
ing coverage are probably not in a position to offer it. My colleagues and I at EBRI have
done research on this, and we have found that small businesses that do not offer coverage
do not see a negative impact on their businesses from not offering coverage.

We have heard that the rising cost of health benefits affects various aspects of a
business. My colleagues and I at EBRI have also done research in this area, and we
have found that only 19 percent of small employers report that they changed health
plans because of rising health benefit costs. That surprised us, but we dug a little
deeper and found that 42 percent reported that rising health benefit costs affected
some other aspect of their business that had nothing to do with the health benefit
plan. Employers reported that it affected wage growth, bonuses, hiring practices, and
capital purchases. These are real costs to businesses. So any mandate requiring a small
employer to provide health benefits is going to have other impacts on the business
that we need to be aware of.

Interestingly, I think that large firms—at least large firms that compete against
small firms—may actually support a mandate, if they think about it. In the 1980s,
the CEO of American Airlines testified in front of Congress in favor of an employer
mandate because he thought a mandate would hurt Continental. He was supporting
it for competitive reasons. Employers that do offer the benefit may lobby for a man-
date because they already offer it, so it will not cost them anything more, and it may
improve their situation competitively. But, I also think that they might be concerned
about setting that kind of precedent.

In response to Judy Feder’s paper, I would note that her proposal to expand Med-
icaid was developed in 2000. At that time the economy was strong—unemployment
was at 3.9 percent, and the public sector was looking at budget surpluses. Today we
are near 6 percent unemployment, and the public sector is looking at budget defi-
cits—states are cutting programs, and the number of people in need is growing. I
think it will be even more costly to do anything to expand public coverage, and the
money is just not there.
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I share Feder’s concern about tax credits eroding employment-based coverage.
Employers are desperate to find a solution to rising health benefit costs. Right now,
some are experimenting with consumer-driven health benefits, and they hope that it
will reduce their costs. But some say that if it does not, they are going to get out of
the business of providing health benefits. Tax credits may give them the excuse they
need to do just that.

A couple of comments on Mark Pauly’s paper. He presented results from various
modeling exercises in which he found that tax credit proposals would reduce the un-
insured. He gave a number of ranges—1I will remind you about four ranges that were
straight from his paper. Between 17 and 73 percent reduction in the uninsured; be-
tween 36 and 66 percent; between 21 and 85 percent; and between 3 and 85 percent.
I think the strength of this exercise was to show that we cannot find a point estimate
on what the impact is going to be. T'll just quote from the paper: “predictions are
fraught with uncertainty.” We just do not know what the impact would be.

I will leave you with a few thoughts. Tax credit studies are already old because
they use 2001 data on premiums. Premiums for group coverage have increased about
25 percent in the last two years. Premiums for individual coverage have probably
increased about the same. Tax credit proposals such as the one by the Bush Admin-
istration are still using a $1,000 subsidy for single coverage. This means that the net
premiums would be higher and the take-up rates would be lower. I think one of the
reasons why Pauly was proposing a $1,500 tax credit was to address just this. Stud-
ies have generally ignored the way the tax credit would work for families. It is easy
to generalize these things for a married couple with no children because we could
assume they may buy two individual policies, but when it comes to a family, you
cannot generalize these results. Family premiums are easily two to three times that of
individual premiums.

The proposals typically cap the tax credit at $2,000, though the Bush Administra-
tion goes up to $3,000. Targeting the uninsured is like trying to hit a moving target.
About 50 percent of the uninsured will get coverage within six months of losing
coverage. We need to think about whether tax credits should be prorated for people
who need them for less than a year, and how that would work. We need to think
about the impact on these estimates of coverage expansion that does not take into
account HIPAA portability rules and how they may affect premiums. I'll give you one
example: in Washington, D.C., an underwritten policy for a person age 55 this year is
about $4,600. It is actually a little bit lower than an employment-based policy on av-
erage. The HIPAA-eligible policy—for the same person, the same policy, somebody
who will get coverage for their preexisting conditions—is more than $12,000.

We tend to talk about solutions on a national level, and we tend to ignore the role
that employment-based coverage can play in coverage expansion. There’s been a slight
decline in the percentage of people covered by employment-based coverage, but we
should still keep in mind that this is the most common source of coverage for people
in the U.S., covering about two-thirds of the population under age 65. We talk about
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reform at the national level, but we need to recognize that health care is delivered at
the local level. At the local level, a number of communities have come together with
proposals and have implemented some to expand coverage in their communities, and
these have been very successful in a number of areas in the country. We need to look
at these models as we talk about big solutions and see what role they will play.



Response Panel Discussion

Response

by Randall Johnson
Vice Chairman
The ERISA Industry Committee

I received a call about a year and a half ago from Mary Ann, a friend of mine. She had
just retired, as had her husband Joe—he was 61 and she was 59. She asked, “Randy,
do you know where I can get health care coverage? I'm paying $850 per month, and
Joe is paying $650 per month, and I don’t know where to get coverage that’s less ex-
pensive.” The reality is that the cost for retirees is twice what it is for active employees.
The subject that we're talking about today is a significant issue for employers.

Why should we care? Retiree medical coverage is going down. The number of
companies offering it is going down, and the subsidy—that is, the costs that are being
born by companies—is going down even faster. The problem will get worse. The ag-
ing boomer workforce is just about to enter retirement. Medicare and Social Security
are not well-funded, the number of pension plans has been declining, benefits are
declining, and 401 (k) balances are not as high as they've been in the past.

Why should we care? Fifty-four percent of the costs exceed out-of-pocket limits,
which means that patients have no incentive under most plans today to be cost-con-
scious when purchasing their health care. The market is failing to incentivize excel-
lence. We have an opportunity to improve quality of care by improving the system.
You'll find my remarks today are going to respond somewhat to the tax credits, but
we need to do more than tax credits.

Most people who currently are covered by health plans do not understand or care
about their health insurance costs because their perception is that “someone’s going
to take care of it for me.” They don’t want to hear that their employers’ health care
costs are out of control. They expect the employers to take care of that. Only a strong
minority have an understanding of what’s happening in health care today.

As employers, we do agree that we need to fix the system. We're very concerned.
The question regarding our discussion today is, is our focus correct? Is it principally a
tax credit that will help us meet the needs? Another question is, who should have the
primary responsibility for citizens’ health? Should it be the individuals themselves?
Should it be the government? Should it be employers? I think the data is showing
that if the government or employers handle it for our citizens, we're doing them a
disservice. Why not have an individual mandate? Why have we given that away as a
potential idea?

What is really our objective? To first cover those in lower income ranges just be-
cause they’re in lower income ranges? Is that an assumption we're going to accept
without testing it? Is our objective to provide health care coverage that is meaningful?
Or is it just to say we have covered everybody in the United States? Is our objective to
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ensure that our workers at most, if not all, income levels are healthy and productive?
If we have healthy workers, will we have a more productive economy?

Here’s an idea that not too many are talking about, but that we're ready to support
with great vigor. Would mandatory health and financial education at the high school
and college levels be helpful in meeting our objectives, especially when we consider
the status of Medicare and Social Security and retiree incomes? Probably so.

Meaningful and helpful coverage will cost more than $1,000 to $2,000 a year.
That amount won’t do very much to help people afford health care. Will those who
purchase a $1,000 plan be able to afford the related coinsurance and deductibles?
Here’s a thought that might be totally at odds with some of our thinking today—
would it be fairer and more helpful to initially provide preferential tax treatment to
workers (all of those who buy their own health care coverage) rather than to people
in the lowest pay ranges? This is just a question to consider.

Legislative mandates, including broad and corporate coverage, add costs to em-
ployers’ plans. Paul hit the nail on the head when he said that we are concerned about
extending corporate coverage because those who take it most often are people whose
costs far exceed the costs that they pay. That means that the employer is going to
absorb the cost of its former employees. What is the result of additional mandates?
Costs have been passed on to employees. Health plans are being discontinued. Jobs
are being shifted overseas. Is it possible that the reason we have the best health plan
delivery system in the world is because employers have used their leverage to try to
improve the quality of care?

We didn’t hear anything about it this morning, but what’s the possibility that we'd
actually get more mileage out of a tax credit giving X dollars to an employer to in-
centivize them to provide the kind of health care programs that will more effectively
meet the needs of the employees? Maybe it would only be for employees who are
earning less than Y dollars, but maybe we'd get some mileage out of that. Someone
mentioned “do no harm” to those who have coverage now. This is very important
because of the potential for costs to spiral.

Then what can we do to bring excellent thinkers, such as you who have been on
the panel and others who are in the room, together to dialogue with employers on
these really important subjects? We need to find ways to do that.

Here’s our focus for the future. First, we're going to have to move in larger rather
than incremental steps toward consumerism. Two, we have to increase transparency
and disclosure of outcomes. If we do steps one and two, the health care system will
be reengineered. Count on it. If, in fact, Dr. Smith’s outcomes are projected on a
Consumer Reports style of report for a patient, she’s going to try to identify the best
doctors and the best hospitals available. Those that are not listed among the best are
going to either have to improve or they’re not going to be in business for very long.
Three, wed like to suggest a tax deduction for all who purchase their own coverage,
potentially with a tax credit for some who are in the lower pay ranges. But, we would
start with the tax deduction and build on that with a tax credit for those in lower
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pay ranges after we have demonstrated affordability. Changes in the tax code to fund
retiree medical coverage would be huge. We need to reform Medicare, and we need to
identify new quality cost-effective delivery systems, where people like Joe and Mary
Ann will have access.

We're working with the Consumer Purchaser Disclosure Group, and here’s our
goal. “By January 1, 2007, you and I will be able to select hospitals, physicians, physi-
cian groups, delivery systems, and treatments based on public reporting of nationally
standardized measures of quality, consumer experience, equity, and efficiency.” In
other words, when you're thinking of your providers and hospitals, you'll be able to
look at a report on how they rate in terms of clinical quality of care, patient satisfac-
tion, and efficiency. If Dr. A is charging $12,000 for a procedure and Dr. B is charg-
ing $15,000, it looks like A is a better, more efficient provider. But is it possible (and
this often happens) that Dr. A brings his patients back for three more treatments at
$2,000 per treatment, and therefore he is not the most efficient provider? He just
happened to have the deepest discount for that particular service at that particular
time. So we're going to have to look at efficiency and equity.

A variety of organizations are working with us on this—not only purchasers
but consumer groups as well. We are driving this very, very hard, working with
some colleagues in CMS, working with some of the consumer organizations, and
working with the American Hospital Association to move this initiative forward.
Here are the reasons for having national standards: 1) comparability across mar-
kets, 2) credibility, 3) reporting burden, 4) economies of scale, 5) understand-
ability, and 6) propensity for improved quality. These may not be consistent with
what some of you who are involved with state purchasing would like to see, but
we have to have national standards.

Then, we need to give a plan design to consumers so they will benefit from se-
lecting wisely. If they choose three- or four-star providers, they will get reimbursed
at a higher level and they will have the lowest out-of-pocket limit. If you want to
go to any doctor you wish, regardless of outcomes, you can do that; however, lower
efficiency and quality doctors will be reimbursed at a lower level and without out-of-
pocket limits.

In summary, here are some of our thoughts again about where we need to go in
the future:

* Dramatic increase in consumerism.
* Dramatic increase in transparency and disclosure.
* Re-engineering of the health care delivery system.

* Tax deduction for all who purchase their own coverage, with potentially a tax
credit for some.
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* Changes in the tax code to encourage workers to fund for their retiree medical
coverage.

* Medicare reform, including a comprehensive drug program for all Medicare
beneficiaries.

* Identification of new high-quality, cost-effective delivery systems.
We encourage continued dialogue between people such as you and us as employ-

ers. If we move forward, we can improve the health care delivery system so as to
provide broader coverage and insure healthier people.
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Response

by Amanda McCloskey
Director, Health Policy Analysis
Families USA

I'd like to look at the presentations through the lens of the consumers and the indi-
viduals that we're actually trying to help—the 41 million people who lack insurance.
I want to give you a little bit of context, though, about Families USA and our work
on this issue. Families USA has been active in the health care reform debate and in
efforts to achieve universal coverage for a long time, most notably in working for the
passage of the Clinton health reform plan during 1994.

In spite of that proposal’s failure, we learned two really valuable lessons from that
effort. The first is that in health care reform, whether it’s the Clinton reform proposal
or Nixon’s reform proposal, the first choice for everyone is too divisive. The players
are too big, there’s too much money at stake, and a major overhaul of the system
becomes too divisive. What happens is that we get everyone’s second choice, and
the second choice of everyone is the status quo, and the status quo doesn’t work. We
continue to have 41 million uninsured —and that number continues to grow—and
this is clearly unacceptable. I think every panelist agreed that this is unacceptable and
that we need to begin to address this problem.

With regard to the presentations, I can’t agree enough with the comments made
by Judy Feder about public programs being the highest priority needs. Medicaid and
SCHIP are essential to low-income individuals. I think there’s a question of how you
define low-income: is it 125 percent, is it 150 percent, or is it 200 percent of poverty?
I would argue it’s probably somewhere between 150 and 200 percent of poverty, not
as low as 125 percent, as Mark Pauly claimed.

Private insurance at any subsidy is unlikely to work for low-income individuals.
The cost-sharing inherent in many of the private insurance plans is just too signifi-
cant for people who are living on $9,000 per year. If you're being asked to absorb a
$250, $500, or $1,000 deductible before you can even begin to get a dollar of cover-
age, this just doesn’t work. On top of that, you have to add the co-pays and all the
services that may or may not be covered by these plans.

Clearly, we need to do more to expand public programs for low-income individu-
als, and the federal government needs to do more to help states, particularly in times
like this, where states are having such a difficult time. The Medicaid program by its
very nature is counter-cyclical, so when the economy’s down, more people are unem-
ployed, and more people need help, and yet states are taking in less revenue. We need
to begin to address this counter-cyclical nature.

That said, I want to move on and talk about the individual tax credit. Mark in-
troduced the concept of the 10-foot rope and the 20-foot hole. We think of it as a
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40-foot hole, particularly when you're talking about low-income individuals and the
tax credit. Karen Pollitz penned this metaphor of a 10-foot rope for a 40-foot hole,
but it’s one that we at Families USA latched onto and think i¢’s a fairly clear descrip-
tion of the problem.

We think the administration’s proposal of a $1,000 tax credit just isnt enough
for low-income individuals. Individual coverage isnt guaranteed when you're in the
individual market, and the individual market isn’t affordable for low-income folks
and for people who are sick. If you are not in perfect health, the individual market
just doesn’t work.

At Families USA, we did a report looking at what happens if you're a consumer,
you're uninsured, and you're being offered a $1,000 tax credit. How do you find out
what you can get and what’s available to you? If you go to a Web site called eheal-
thinsurance.com, you can, in fact, shop for health insurance policies by state. We
looked at what was available in the 50 states for women age 25 who are nonsmokers
and 55-year-old women who are nonsmokers. We found that for the value of $1,000,
even for 25-year-olds, there was not a policy available in 19 states. Individuals would
have to pay significantly more out of pocket to get a policy that was about the value
of the tax credit. For 55-year-olds, it was even more dramatic. Policies were not avail-
able in 48 states and the District of Columbia. Even where policies were available,
the deductibles associated with those policies were enormous in many cases. When
you're talking about people who are living with low income and modest means, these
figures represent a significant chunk of their income.

Add on top of that some of the issues about underwriting. Karen Pollitz did an in-
teresting study that was released in June 2001. That study profiles seven individuals who
had applications submitted for them to 60 different insurers and HMOs, and then asked
those insurers, with their cooperation, knowing that these were profiles of individuals, to
give them a response that they would give someone who fit this profile. The seven indi-
viduals ranged from a healthy 24-year-old waitress to someone with HIV/AIDS.

There were very dramatic results from this study, but I want to focus on one that
I think was particularly interesting, and that’s the 24-year-old waitress. She was the
healthiest of the bunch—her only health condition was hay fever. Of the 60 possible
offers, she was denied by five. Of the offers she received, the majority of them had
some sort of restriction on the policy, all related to her hay fever. A number actually
included complete exclusion of her respiratory system from coverage. That’s not cov-
erage. That doesn’t work for people. Whether or not she could afford the policy didn’t
really matter because in fact the one thing that she really needed coverage for wasn’t
covered. The individual market just doesn't work.

That’s not to say that Families USA opposes all tax credits. In fact, after the 1996
health care reform effort, Families USA worked very closely with the Health Insur-
ance Association of America, which worked very hard against the Clinton health care
reform proposal, but worked with Families USA to find some common ground and
to come together on some ideas. Out of that agreement came a clear recognition that
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you do need to expand public programs for low-income individuals. We just can’t do
enough in terms of a tax subsidy for a private insurance policy to make a private pol-
icy affordable. Even HIAA and others support this point of view. There was general
agreement that we need to focus on expanding public programs for those folks below
150 percent of poverty and potentially for those folks below 200 percent of poverty.

The other important piece of that proposal was a tax credit, but it was a tax credit
that went to employers and built on the employer-based system, rather than eroding
the employer-based system. We've heard from several of the presenters this morning,
as well as from Paul and Randall, expressed concerns about eroding that system. We
would rather see that system bolstered than to erode it.

I want to take just another minute and talk briefly about the Trade Adjustment
Assistance Act that was mentioned earlier today. This was a piece of legislation that
passed the last Congress. It is a very small but significant expansion in health care
coverage. It is a tax credit, and it’s worth noting and watching what happens with this
tax credit, because I think there are some lessons to be learned here. The law makes
available a tax credit to workers who lost their jobs for trade-related reasons. It’s a very
small number of people, but Texas happens to be one of 11 states where there are
more than 10,000 people in the state who are potentially eligible for this tax credit.

It has several key provisions which I think make it very different from the $1,000,
90 percent subsidy tax credit in the individual market that the administration has
talked about in the past. This is a subsidy for 65 percent of the cost of coverage. It can
be used for purchasing COBRA or for other group-like coverage. I think that’s a very
important distinction. Keeping people in a group market is very important. Again, if
you do not have perfect health, you are going to have a tremendously difficult time in
the individual market affording any policies that are offered to you if, in fact, some-
thing is offered to you at all, so that provision is particularly important.

There are just three other pieces I want to mention. It has guaranteed issue, so
if you are eligible for that tax credit, you have to be treated like you're in the group
market. You have to be given a policy; you can’t be flat-out denied. There are no ex-
clusions for preexisting conditions, they can’t discriminate on premiums, and there’s
non-discrimination in benefits. While it’s only available to a limited number of peo-
ple, we haven’ really seen how this is going to work yet. Its only in the early stages.
It is worth watching because it takes what has been a concept we've heard a lot about
and moves it from an individual concept to a group market concept that may actually
make this work better for the people at whom it’s aimed.

In the end, it still doesnt help the lowest-income folks, and, in fact, there are a number
of people in Congress talking about taking what was done with the Trade Assistance tax
credit and using that to build on in this Congress in terms of another expansion. There’s
actually $50 billion in the current budget resolution to expand access to care. While that
could be a really good thing, it will still not help the poorest individuals. It's important
that we do what we need to do to help those low-income folks get the coverage they need
at the same time that we look at these other options.
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Response

by Nina Owcharenko
Senior Policy Analyst
Heritage Foundation Center for Health Policy Studies

We all want to give Americans better access to affordable care. I think if fundamen-
tally we come from there, we can build on consensus. There are a lot of sides, and
maybe we'll disagree on some of the details, but if we can come together with con-
sensus, | think ideas can percolate up, and maybe we can make movements toward
the right direction.

Having said that, I do come from a conservative mindset, so when I look at pro-
posals and ideas, I have an automatic feeling of where I set my benchmarks and how
proposals reach those benchmarks. 'm going to go through a couple of them that I
fundamentally believe, philosophically.

One is strengthening individual control. Health insurance is mine—it’s what I
want to choose. It’s the providers I want and the health care I want. Those are value
decisions, and the individual who has the personal incentive to figure them out is the
best one to be in control. Unfortunately, we have systems where the employer makes
decisions for us or the government makes decisions for us on what benefits we have,
what our co-pay should be, and what access we'll have to the care that we value as the
best. However, while I believe that there is a role for government and employers to
play, we need to figure out a way to utilize the benefits that they can provide, whether
it's a financial benefit or a structural benefit, while allowing individuals to choose
their own health insurance.

The second benchmark I look for is whether we are increasing coverage op-
tions. I think everyone has agreed that whats out there isn’t obviously doing
everything that it should be doing. We have gaps in coverage, so we need to look
beyond the status quo and see if there are ways to create more options—for ex-
ample, we could look for group options that aren’t based on employer options,
but on long-term, consistent relationships.

One of my colleagues at the Heritage Foundation, Stuart Butler, has long been
discussing the idea of having churches involved in sponsoring coverage, where you
know that if youre part of one church, you are in essence going to stay with that type
of organization throughout your life. Or perhaps the March of Dimes or other orga-
nizations that you participate in could help unify your coverage over your lifetime.

We want to look at how we can promote continuity in care, establishing relation-
ships between doctors and patients, and between individuals and their families. Right
now we have a lot of discontinuity. We want to get families covered. We don’t want
to put one child in one program and another child in another and then have a parent
that doesn’t have coverage. We can see why there are lapses and problems there. How
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can we best build a system where individuals are able to make decisions on behalf of
those that they care about?

Finally, I want to look at the coverage options. As Mark Pauly pointed out, MSAs
are an option. I personally would not choose to participate in an MSA, but a lot of
my friends may. Those who are young and healthy may choose that as an alternative.
But there are lots of coverage alternatives that we can envision, whether through
MSAs, the individual market, states, or federal opportunities. Tax credits are a fi-
nancing mechanism that will create incentive and demand for new opportunities to
come out. Right now, with such a small population in the individual market, there
is no need to react to them. They’re not a large enough factor to result in changes in
the system.

There is a role for existing programs. You will never be able to provide a private
coverage option that will meet the truly indigent concerns. You're going to have those
people who cannot provide any sort of a co-pay. We do need to take care of those
people. That’s what the idea of the public program at its inception was: a safety net
for those who cannot afford to be in the mainstream of society, getting coverage like
the rest of us get our health care coverage. But with budgetary problems, we know
that just expanding that system is going to result in some concerns. Maybe what we
should do is look at how we improve the existing public programs to be more recep-
tive to the needs of those who truly need to be on that program. How can we make
those programs better?

On the other hand, we have tax credits aimed at the uninsured, people who aren’t
fitting into the existing system. We have to do something for them, expanding one
way or the other. As we've heard, there are budgetary problems for the federal gov-
ernment and the states if we expand Medicaid, and expanding an employer mandate
may cause heartburn with the employers, so what can we do for this targeted group
of people? I really believe that financing and dollars is the best incentive for people. It
gives them the money that they need. Low-income individuals don’t necessarily need
an extravagant, comprehensive package handed to them. We're talking about people
who want to buy coverage either through their employers or on the individual mar-
ket. They just need financial assistance to help them integrate into the mainstream
of society.

The administration proposal and the Commonwealth Fund proposal have really
done a good job of focusing on both sides and trying to bring them together. The
Commonwealth Fund proposal contains some great ideas, especially the FEHPB
model; that’s something that has worked and has shown little risk selection hazard
within it, if it's designed properly with the right subsidy.

We can also look at the right, at what the administration’s talking about, which
really wasn’t highlighted—incentives for states to do something to provide coverage
for those within their states, thus leveraging federal tax credits to create purchasing
options for individuals. That’s an important component, especially when you look at
the discrepancies between states. The problems in Texas are completely different from
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the problems in Minnesota, so states should be able to use the federal dollars as best
they can to fix their markets.

Building consensus—where is the vision and where can we really look to go
toward? My vision would be to incorporate financing mechanisms for individuals
through tax credits, to improve public programs by allowing additional assistance
to be added to the tax credit through the states, and to recreate some of the public
programs so that they’re better able to respond to individual choices.

One of the examples that we've seen some success with in Florida, Arkansas, and
New Jersey is the idea of cash and counseling. Certain Medicaid participants are able
to get an account with a fixed dollar amount to pick and choose the services they
want to use. There is some counseling and some education that goes along with this,
but they’re able to pick and choose what services they want. Do they want a nurse
to visit them three times a day, or do they want someone to come twice a day and
use their extra dollars to have increased physical therapy treatments? Those are the
decisions that, as consumers, they’re being empowered to make. Interestingly, these
programs result in very high satisfaction rates. I think looking at ways of maybe
transforming even some of our public programs into more consumer-directed ones
may be a way to go.

In the end, I agree with Mark—Ilet’s start with a little bit, go somewhere, and then
make adjustments along the way. There may be those waitresses that may not fit into
the system, but let’s try to get as many people as we can with one product, see how it
works, and then adjust along the way. Maybe it does require an expansion of Med-
icaid for those at the lower levels, but maybe those at the higher levels with different
individual needs can use a tax credit.

One of the things that I liked about the Commonwealth proposal is the idea of
allowing the individuals to choose. Do they want to go into the Medicaid program,
do they want to buy into Medicare, or do they want to stay with the private sector
and try to get coverage that way? That would be a great way of bringing together the
two ideas and seeing which one pans out in the end.
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Response

by Edwin Park
Senior Health Policy Analyst
Center on Budget and Policy Priorities

I'd like to talk about the costs associated with the tax credit, primarily for use in the
individual market. We've heard a lot of concerns already, but I want to provide a little
more explanation about the “do no harm” principle and about how tax credits could
undermine both employer-based coverage (where the vast majority of Americans get
their health care) and public coverage like Medicaid and SCHIP.

The availability of the tax credit, under the administration’s proposal, for example,
could induce employers to voluntarily drop coverage, as we've heard from Paul Fron-
stin and others. With health insurance premiums rising in double digits, that could
be a very attractive option for an employer thats on the margin in terms of being
able to keep its coverage. But what hasn’t been mentioned yet is what happens when
employees who are currently participating in their employer-based coverage volun-
tarily opt out, take the tax credit, and go into the individual market. As we've heard
Amanda and others discuss regarding the individual market, it’s primarily associated
with healthy and young individuals because of the barriers to it. Those young and
healthy individuals want bare-bones coverage, less generous benefits, less comprehen-
sive benefits, because, in general, they're healthier.

Would this lead to an adverse selection problem, where the healthiest and young-
est employees, who are the lowest risk, opt out and go into the individual market,
changing the risk pool that’s currently in the employer-based health insurance system
so that older, sicker workers are left behind? The size of the administration’s credit is
relatively small. According to the Joint Committee on Taxation, it’s about $64 bil-
lion over 10 years. But certainly, a larger credit would just intensify these effects. If
employer premiums go up, there may be more employers who drop coverage in the
overall context of rising health insurance premiums for employers generally.

Professor Jon Gruber from MIT, who's done some modeling, did an analysis of the
administration’s proposal from last year, which is nearly identical to this year’s budget
proposal. He found that 2.4 million people would lose their employer-based coverage
as a result of the tax credit. One million would go into the individual market and 1.4
million (over 50 percent) would become uninsured because of the unavailability of
the individual market to them. Primarily these are workers who are older and sicker
and are not able to afford or even access coverage because in the individual market,
high-risk individuals can be excluded entirely.

In addition, he assumed that 1.5 million would voluntarily leave their current
employer-based coverage for the individual market. The administration’s estimates
that the Treasury did showed that 2.5 million (at least from last year) previously had
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employer-based coverage. They didn’t specify whether that was voluntarily transfer-
ring from employer-based coverage, or employers dropping it. Clearly, this effect
could happen. Adverse selection could arise, and employer-based premiums could
increase, and cause further dropping. That’s a broader understanding of the potential
effects that a tax credit primarily for use in the individual market could have on em-
ployer-based coverage.

Second, I will talk about the tax credit’s effect on Medicaid and SCHIP. Medicaid
currently covers 47 million people. It’s the largest public program providing health
insurance; if you add SCHIP, it’s another 4 million kids and some low-income par-
ents. It provides coverage; it does not, as we've heard from Judy and others, cover
everyone below 100 percent of poverty. But states are looking to cut Medicaid and
SCHIP. States are facing deficits of $25.7 billion from the current fiscal year, and an
additional $70-85 billion for the upcoming fiscal year that most states have to close
by July 1, when the fiscal year starts. That’s on top of the $50 billion in deficits that
have already been closed either by tax increases or spending cuts. Medicaid, since it’s
the second-largest budget item in state budgets, has been a prime target.

Under an analysis we did earlier this year, looking at just 22 states, 1.7 million
people who are currently in Medicaid and/or SCHIP could lose their coverage. Those
are both cuts already implemented and cuts that have been proposed. A lot of those
cuts are to populations that the tax credit for the individual market would cover. As
Judy mentioned, 40 states prior to 2002 covered kids up to 200 percent of poverty
(including the District of Columbia) and 20 states had gone up to poverty on par-
ents. Looking at the Medicaid cuts that have been implemented so far, there have
been major parent expansions reduced to welfare levels, from 100 percent of poverty
and even higher, down to 40 or 50 percent of poverty in Missouri, Connecticut, and
New Jersey. California’s talking about that; their cuts would encompass nearly half a
million parents.

With that in mind, the tax credit is 100 percent federally funded. Granted, some
people might not be able to get coverage. But the credit could be very attractive to states.
Medicaid and SCHIP require a state match; the tax credit doesn't require any state match.
States may decide to drop coverage as a result and even when budgets recover, when rev-
enues go back up and the economy’s strong again, may decide not to (1) restore the cuts
that they've already implemented as a result of this downturn, and (2) expand coverage as
they were previously doing prior to 2001 when the downturn started.

One additional point that really hasn’t come up is that no one is talking about tak-
ing away Medicaid. Granted, there may be some states that decide to drop coverage as
a result of the tax credit. But the administration also has a proposal to cap Medicaid
funding. Right now it’s an entitlement stream of funding. For every dollar of total
Medicaid spending, the federal government on average pays about 57 percent. In
Texas, it’s 60 percent. If, because of the recession, for example, there are more Medic-
aid costs, and costs rise because there are more enrollees, the federal government will
pick up a portion of that increase in cost.
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The administration’s Medicaid reform proposal is a block grant, basically capping
the vast majority of that entitlement stream so that it’s a fixed amount, calculated
through some formula from some base each year. If a state has spending requirements
where under the current entitlement structure it would get more dollars than this
cap, the state will have no choice but to cut. Medicaid’s coverage in the long run is
thus at risk. The cap applies at least to so-called optional spending, and that’s really
where rising Medicaid costs are—that’s the elderly, that’s the disabled, that’s nursing
home costs, and that’s for all optional spending (about two-thirds of spending over-
all). It’s 83 percent of the spending on the disabled, 85 percent of the spending on
nursing home residents, and 90 percent of the spending on long-term care services.
As one would expect, those are the big drivers. Kids and parents don’t cost that much
relatively, but the elderly and disabled do.

When we have the baby boomers starting to retire in 2011, this kind of cap would
only add more pressure. The tax credit would be an inadequate substitute, not only
by inducing some states to drop coverage or not restore coverage, but also in tandem
with this block grant, by reducing coverage. Those are the two cautionary notes I
wanted to raise with the tax credit.

One last thing that hasn’t been brought up is targeting. Looking at analyses of
previous tax credits by the administration, Jon Gruber, the Kaiser Family Founda-
tion, and others, we find that under a tax credit primarily for the individual market,
at least two-thirds and up to three-quarters of expected participants would previously
have had coverage, whether it’s in the individual market or through employer-based
coverage. It’s a question of targeting. Most studies of public program expansions
found that about 20 to 25 percent of people may have had coverage previously, so it’s
a question of both what you're buying and also where those resources are going.
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Response

by Alan Weil
Director, Assessing The New Federalism Project
The Urban Institute

I am going to make five completely unrelated points. First of all, as Edwin alluded to,
it is impossible to talk about the effects of tax credit proposals on the uninsured with-
out taking into serious consideration the fact that this administration has proposed
converting the Medicaid program into a block grant to states. With two-thirds of
the spending in that program on the elderly and people with disabilities, putting the
program on a fixed path of spending and then expecting states to maneuver within
that grant to deal with the varying needs of the low-income uninsured is going to
have a tremendous effect, much more than one could talk about even if I spent all my
time on that. But these issues are completely intertwined, so we can’t talk about tax
credits without also talking about public programs. There is a very radical proposal
out there to fundamentally change the Medicaid program, which does form the basis
of coverage for low-income families.

Second of all, Nina raised the issue of state variation. I think this is a critical issue,
one that my project at the Urban Institute has studied for the last seven years. It is
certainly the case that there is a tremendous amount of state variation. It is not the
case that state variation immediately implies that there should be massive degrees of
state flexibility. State flexibility can be beneficial, and it can be harmful. If you look
at the track record of flexibility among states in insurance coverage, I would conclude
that flexibility in administration has led to tremendous levels of creativity, tailoring
managed care to local markets.

But flexibility in coverage, eligibility, and spending has yielded a nation with mas-
sive inequities. Some of those inequities may be just fine with some of you; they aren’t
fine with me, and I don’t think they’re fine in a system where the federal government
is paying more than 50 percent of the cost. Flexibility sounds good, but there are
different kinds of flexibility, and I don’t think we should convert the notion of state
variation immediately into the notion that all flexibility is positive.

State variation also has implications for what we might want to think about in
terms of federal policy. Certainly, a uniform tax credit is going to mean something
very different to people living in different states. As a political matter, a $1,000 tax
credit doesn’t hold a great deal of interest, for example, to the senators from New
York, who know that $1,000 won't get their citizens much of anything—but it might
be of interest to other senators. In addition, as Ruben’s data show, the uninsured
population in the United States is overwhelmingly concentrated in the South and the
West. If we are going to take a lot of federal dollars and send them to places where
most of the uninsured people live, we are going to do a massive transfer of income
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from the Northeast, particularly, and the north middle West to the South and the
West. That may be good policy, but it’s complex politics.

Third, from my perspective, we should learn from the State Children’s Health
Insurance Program, not a perfect model but one that retains the matching financ-
ing structure so states and the federal government are both on the hook and states
have more flexibility and a better match rate. I think that’s a promising model. The
argument that we should not build on Medicaid and SCHIP because of state fiscal
problems is an argument that annoys me to no end. First of all, I challenge you to
find anyone who makes that argument today who two years ago, when states had a
lot of money, were saying, “States have a lot of money; they should expand Medicaid
and SCHIP” Two years ago, when states had money, those folks were arguing that
we should cut taxes, not that we should invest that money in Medicaid and SCHIP.
Those who oppose expanding SCHIP are masking their opposition as concern for
states, which is disingenuous.

In addition, they’re willing to invest $80 billion in the individual insurance mar-
ket, which works poorly to put it well. If, however, we took that same $80 billion
and invested it in the structure that already exists in Medicaid and SCHID, simpli-
fied administrative systems, made it easier for people to gain access to services, and
gave states some fiscal relief, we would have tremendous benefits. It’s kind of like the
child who kills his parents and says, “Take pity on me, 'm an orphan.” If the federal
government is unwilling to help states when they are in difficult fiscal times and then
says, “You're having bad times, we shouldn’t build on that program that you run, but
were willing to put $80 billion over here in a system that really doesnt work very
well,” that’s an argument that I don’t buy.

Fourth, I would like to offer two immodest proposals for rhetorical purposes.
First of all, I would challenge those who have put a tremendous amount of effort and
creativity into designing tax credits to make them user-friendly (we’re going to make
them advanceable, we're not going to reconcile them at year-end, we're just going to
send you a little voucher) to put that creativity into the Medicaid program, where,
when you filed your tax return, the IRS looked and said, “You have low income, so
we're going to send you your Medicaid card. We're not going to tell you to come into
an office that’s only open from 10:00 am to 4:00 pm during work hours when you're
supposed to be out there moving off of welfare into work. We're not going to make
you bring pay stubs for the last three months, and we’re not going to give you an as-
sets test to figure out whether you're deserving. We're just going to send you a card
because you're poor.” That’s what’s being proposed for tax credits. If we use that same
ingenuity in the Medicaid program, a lot of the complaints that people have about
Medicaid and the low take-up rate would disappear. I would challenge those who
want to make tax credits work to put some of that energy into Medicaid.

A second immodest proposal is that rather than block-granting Medicaid, which is for
the neediest people, and then creating this massive new federal entitlement to a tax credit
for the higher-income people, why don’t we switch the two? Let’s make coverage for the
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poorest Americans a federal responsibility, or at least some federal standards for eligibility,
and let’s give states a block grant for the “cweeners.” Mark Pauly appropriately says there’s
a lot we don’t know about how tax credits are going to work.

What's the best way to learn? State flexibility—Ilet states, with a block grant, de-
cide if they want to do a tax credit or if they want to expand their Medicaid or SCHIP
programs. Some will go one way; some will go another way. We'll learn a lot. But if
you take Medicaid, which is serving the neediest population, and put them at risk by
capping the federal appropriation, and then create a single uniform federal program
for the population that’s most variable from state to state, you've got it exactly back-
wards. If were serious about state flexibility and learning, and, if we think tax credits
are a good idea, give states a block grant for the 100-200 percent of poverty popula-
tion and let them figure out the best way to do it.

Finally, I really appreciated Randall bringing us back to principles. I'd like to close
with a challenge that we think about principles. What are the goals of the health
care financing system? I think the goals of the system ought to be (and the Institute
of Medicine said this better than I did, I'm only paraphrasing) to reduce the burden
of acute and chronic illnesses on individuals, families, and society. I would also add
to share the cost of that system in an equitable manner. Equity is a term that we all
might have different definitions for, and I'm not going to try to say there’s one defini-
tion of equity.

But if were trying to reduce the burden, I would just close with two thoughts.
First of all, the vision of a consumer-driven, quality-focused system is a beautiful vi-
sion, but I've done some work on quality, and I think it’s fair to say that on a scale of 1
to 100, where we have the information and data and systems to allow and encourage
individuals to choose health care providers and systems on the basis of quality, if 100
is 100 percent, today we might be at 10. ’'m not even sure we're there. I believe there
are tremendous gains from an individual and consumer-driven system, but we don’t
have the infrastructure to do it. I would argue that all of the impetus to get us to the
10 we have has come from group purchasers, employers, and government systems.
It has not come from individuals out there on their own promoting quality in the
health care system. If we can get to 90 percent (or 80 or 70 maybe), individual choice
can maybe get us the rest of the way. But if we start now, it’s all going to be on the
basis of cost and no