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Stuart M. Butler has outlined a new proposal to achieve near universal coverage

for health insurance that is built on the following key elements:

    available to working households would replace

the current tax exclusion accorded to employees. Employees could no

longer exclude from their taxable income the amount employers con-

tribute on their behalf to health insurance premiums.

   sponsor coverage would have to use the credit

to get coverage at work. Other employees and individuals could use their

tax credit to buy coverage from a range of additional sources. These would

include plans offered by employers, association plans, and plans offered by

affinity groups such as churches, unions, and so on.

 , regardless of whether they sponsored coverage, would have 

to undertake a “clearinghouse” function, which could include adjusting

employee tax withholdings to reflect their credit, creating an automatic

enrollment mechanism for insurance, and setting up a payroll deduction

and payment system for employees to pay their chosen plan.

      to supplement the tax credits, states

would have to develop a plan acceptable to the federal government to 

make coverage more affordable for low-income workers.

Butler Proposal

Key Elements
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Overview

The aim of this proposal is near- u n iversal health

i n su ra n ce for working househ o l d s , i n cluding the

self-employed,using a tax-based subsidy and insur-

a n ce reform to make su ch insu ra n ce afford a bl e .

Virtually all legal residents would be included in the

proposed system (other than those enrolled in gov-

ern m ent progra m s ) , i n cluding those who curren t ly

h ave em p l oyer- s pon s ored health insu ra n ce . Th e

p l ace of em p l oym ent would con ti nue to be the

point at wh i ch subsidies typ i c a lly are del ivered and

choices made for most working people, but employ-

ers would no lon ger have to spon s or plans for

em p l oyees to receive a tax su b s i dy. The propo s a l

envi s i ons a ra n ge of o t h er or ga n i z a ti on s , f rom

chu rches to union s , that would su pp l em ent trad i-

ti onal em p l oyer- s pon s ored health insu ra n ce by

s pon s oring health plans in tandem with an insu rer

that carries the insu ra n ce ri s k . Sel f - em p l oyed indi-

vi duals or those tem pora ri ly out of the work force ,

and em p l oyees of f i rms that do not spon s or insu r-

a n ce , could use the tax ben efit to en ro ll in plans

offered by such organizations or by health insurers.

In the propo s ed sys tem the tax exclu s i on for

em p l oyer- provi ded health insu ra n ce and other

health care tax benefits currently available would be

rep l aced with a new ref u n d a ble tax credit based on

income and household health costs (both insurance

prem iums and out - of - pocket co s t s ) . The de s i gn of

the tax credit would provi de gre a ter assistance to

lower-income families and less assistance to higher-

i n come families than tod ay ’s sys tem of tax rel i ef . It

would also give mu ch more assistance to those

h o u s eholds that face unu su a lly high medical co s t s ,

regardless of their income.

The proposal would ach i eve hori zontal equ i ty:

Ho u s eholds with the same income and med i c a l

ex penses would receive the same tax ben ef i t , wh et h er

t h ey obt a i n ed covera ge thro u gh their em p l oyer or

a n o t h er or ga n i z a ti on , or they purch a s ed their own

i n su ra n ce and care . Low - i n come households co u l d

ch oose bet ween two forms of tax ben ef i t : a ref u n d-

a ble sliding-scale tax credit based on total health

ex pen d i tu res as a proporti on of f a m i ly incom e , or a

flat credit that,if desired, could be assigned to a cho-

s en health plan in retu rn for a redu ced prem iu m .

Ho u s eholds above a specific income threshold co u l d

use on ly the sliding-scale cred i t . The federal cred i t s

could be su pp l em en ted with state su b s i d i e s , and the

federal government would encourage state subsidies

through a new federal grant to states.

Mon ey for the new sys tem of tax credits wo u l d

come from two source s : el i m i n a ti on of the ex i s ti n g

tax exclusion and other health tax breaks and gener-

al tax revenues. Americans generally are resistant to

s weeping ch a n ge , so the proposal envi s i ons a grad-

ual tra n s form a ti on of the tax tre a tm ent of h e a l t h

care costs, beginning with the introduction of limit-

ed refundable tax credits for those without employ-

er- s pon s ored covera ge or who are unable to afford

i t . Th ere a f ter, the tax exclu s i on would be redu ced

gradu a lly, in line with the gen eral ava i l a bi l i ty of a

more comprehensive system of tax credits (available

for out - of - pocket medical co s t s , health savi n gs

accounts, and insurance).

E m p l oyers would be requ i red to modify thei r

federal tax withholding procedu res to ref l ect each

employee’s estimate of the health credit available to

him or her. Employers would also be required to set

up an escrow account to make paym en t s , dedu cted

f rom em p l oyee com pen s a ti on , to any plan ch o s en
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by the em p l oyee that met the minimum govern-

m ent requ i rem en t . Working families would have to

en ro ll in at least a minimu m , c a t a s trophic health

i n su ra n ce plan to be el i gi ble for the tax credit for

a ny health co s t s . Th ey could ch oose any approved

plan in the are a , unless their em p l oyer spon s ored a

p l a n , in wh i ch case they would have to join it to

obtain tax rel i ef . If an em p l oyee did not ch oose a

plan,he or she would be enrolled in a default plan or

program determined by the state.

The federal govern m ent would establish a

“def a u l t” s ys tem of health insu ra n ce reg u l a ti on to

en co u ra ge the ava i l a bi l i ty of a f ford a ble insu ra n ce

that could be purchased with the credit. The default

s ys tem would inclu de mod i f i ed com mu n i ty ra ti n g

for all plans with federally approved minimum ben-

efits,and a change in federal law to create new forms

of group insurance plans.States could choose either

to adopt the federal default or to agree with the fed-

eral govern m ent on a functi on a lly similar state -

de s i gn ed ra te reg u l a ti on sys tem . In ad d i ti on , e ach

s t a te and the federal govern m ent would have to

a gree on a plan to el i m i n a te uninsu ra n ce . The pro-

posal envi s i ons a market in wh i ch families obt a i n

i n su ra n ce from or ga n i z a ti ons with wh i ch they are

a f f i l i a ted , su ch as union s , chu rch e s , and similar

gro u p s ; f rom their em p l oyer if that em p l oyer

dec i des to spon s or covera ge ; f rom large insu rers or

managed care plans; or from health plans sponsored

by large employers and offered to non-employees.

Coverage and Eligibility

Tod ay ’s tax code provi des a nu m ber of tax ben ef i t s

for health care inten ded to help working families to

obtain health care covera ge . But the current sys tem

p l aces severe limits on who can obtain tax hel p.1 By

far the largest form of a s s i s t a n ce is the exclu s i on

from an employee’s income of employer-paid health

i n su ra n ce ben ef i t s . The va lue of a ll health care tax

ben efits (including redu cti ons in payro ll and incom e

t a xes) has been esti m a ted for     at . bi ll i on at

the federal level and  . bi ll i on at the state level .2

The de s i gn of the exclu s i on has been wi dely cri ti-

c i zed as a high ly inef f i c i ent and inequ i t a ble met h od

of h elping working families to afford health care .3

Si n ce the exclu s i on is for insu ra n ce on ly, it also

l e aves lower- i n come em p l oyees vu l n era ble to high

o ut - of - pocket ex penses wi t h o ut any tax rel i ef .4 An d

because the exclu s i on is on ly for em p l oyer- s pon-

s ored covera ge , em p l oyees of f i rms wi t h o ut a health

plan cannot claim the tax ben efit if t h ey pay for thei r

own plan.5

The proposal would fundamen t a lly ch a n ge this

tax treatment,using the tax code to direct assistance

in a far more equ i t a ble and progre s s ive way. It

would cre a te a tax su b s i dy sys tem ava i l a ble to all

working households of l egal U. S . re s i dents (other

than Medicaid and Med i c a re en ro ll ee s , and those

n orm a lly en ro ll ed in state - s pon s ored progra m s ) .

The tax exclu s i on ava i l a ble to em p l oyees for

em p l oyer con tri buti ons to their health care plan or

ex penses would be repe a l ed , as would other health

c a re tax dedu cti ons ava i l a ble to taxpayers , a n d

rep l aced with a fully ref u n d a ble tax credit ava i l a bl e

to all indivi duals for health insu ra n ce and out - of

pocket medical ex pen s e s .6 The credit could be used

to help pay the em p l oyee cost of em p l oyer- s pon-

sored benefits. Employers would continue to deduct

health paym ents as a cost of l a bor. All indivi du a l s

1 For a discussion of the tax treatment of health care, see Grace-Marie
Arnett (ed.). Empowering Health Care Consumers through Tax Reform.
Ann Arbor, MI: University of Michigan, 1999.

2 John Sheils and Paul Hogan. “Cost of Tax-Exempt Health Benefits in
1998.” Health Affairs 18 (2): 178.

3 Sheils and Hogan estimate the average value of all federal health tax
benefits for 1998 at $296 for families with incomes of $15,000 to
$19,999 and $2,357 for families with incomes of $100,000 or more
(Sheils and Hogan, p. 180). Although these averages exaggerate the 
differential between lower- and upper-income families with employer-
sponsored insurance (since a higher proportion of lower-income families
receive no tax benefits), the combination of lower-cost plans and a
lower tax bracket means a large inequity for insured families. Workers
without employer-sponsored insurance typically receive no tax benefits

unless they are self-employed.

4 Many employers do offer tax-free Section 125 accounts that reduce
this problem. But Section 125 requires employees to agree to a payroll
deduction to fund the accounts, and unused balances in the accounts
revert to the employer at year’s end. This discourages most employees
from using the accounts to shield from taxation all but the most pre-
dictable out-of-pocket expenses.

5 Taxpayers can claim a tax deduction for unreimbursed health expenses,
but the taxpayer must itemize deductions and can deduct only amounts
that exceed 7.5 percent of income.

6 In the proposal, fully refundable means the individual or family would
be eligible for a subsidy from the federal government if the computed
credit exceeded the family’s federal income and payroll tax liability.
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c u rren t ly receiving tax rel i ef for em p l oyer- s pon-

sored plans would be eligible for the credit,as would

those working families wi t h o ut access to em p l oyer-

s pon s ored covera ge . Thus there would be no el i gi-

bi l i ty disti n cti on among those receiving tax rel i ef

for health care . As noted in the discussion bel ow

rega rding ad m i n i s tra ti on of the progra m , t h ere

would be mechanisms to del iver the credit to those

who are moving between jobs or are unemployed.

To receive the tax credit,the individual or family

would have to purchase a health insurance plan that

i n clu ded at least certain minimum ben ef i t s . Wi t h

the refundable tax subsidy available to all those not

c u rren t ly in a govern m ent progra m , a l ong with a

grant program for states to su pp l em ent the federa l

c redit and a federa l - s t a te com p act to make afford-

a ble group insu ra n ce more ava i l a ble (discussed

bel ow ) , the proposal would ach i eve near univers a l

coverage.

Structure of the New Subsidy

Lower- i n come households would have a ch oi ce

between two forms of tax credit—a fixed credit and

a sliding-scale cred i t . Ot h er households would be

able to claim a sliding-scale credit.

Fixed Credit 

Low - i n come families could claim a fixed credit for

health care ex pen s e s , provi ded the family obt a i n ed

at least the minimum insu ra n ce covera ge . E l i gi bl e

ex penses would inclu de insu ra n ce , d i rect spen d i n g

on servi ce s , the em p l oyee cost of em p l oyer- s pon-

sored plans,and contributions to accounts intended

to cover health co s t s , su ch as medical savi n gs

accounts and em p l oym en t - b a s ed flex i ble spen d i n g

acco u n t s . The credit would be , per adult and

 per child, up to a maximum of , per fam-

i ly. This fixed - c redit opti on would be ava i l a ble to

families with incomes of up to ,, and to sin-

gles with incomes up to ,. There would be no

phase-out for this credit.

The fixed - c redit opti on of fers simple and pre-

d i ct a ble assistance for lower- i n come working fami-

lies,although in most cases the family would receive

more assistance by choosing the sliding-scale credit.

It would be available only for families below certain

income thresholds. The reason for this is that a fixed

c redit for all households would exceed the va lue of

the sliding-scale credit and the va lue of tod ay ’s

exclusion for most upper-income families, while the

p u rpose of this approach is to con cen tra te health

tax benefits on those families facing the greatest dif-

ficulty in affording health care.

An individual or family eligible for the fixed tax

c redit could ch oose to assign it to a ch o s en health

plan in return for a commensurate premium reduc-

ti on . In this case the insu ra n ce com p a ny wo u l d

ad just its own tax paym ents to the federal govern-

m ent to ref l ect the fixed - c redit amount, while for

tax purposes the enrollee would be deemed to have

received the credit. This could be arranged through

the work p l ace , as noted bel ow, or direct ly with the

health plan for self-employed or temporarily unem-

ployed individuals.

O f co u rs e , m a ny families would not be cert a i n

wh et h er their income would be bel ow the thre s h-

olds for the fixed credit, but this is less of a practical

con cern than it might at first appe a r. As ex p l a i n ed

below, the place of employment normally would be

the means thro u gh wh i ch plan ch oi ce s , p aym en t s ,

and tax benefits would be channeled. The employer

would inform the employee whether the basic wages

or salary of the em p l oyee would make his or her

family eligible for a fixed credit. If the employee dis-

covered du ring the year that his or her incom e

exceeds the threshold and so becomes inel i gi ble for

the fixed credit (because of a salary increase or over-

time pay, for ex a m p l e ) , the em p l oyee would not

actu a lly have to cancel the assign ed credit with his

or her health plan, but simply factor the amount

into his or her adjusted withholdings or end-of-year

tax retu rn . In a few cases, s ome particular workers

with rising incomes might receive slightly too much

money under the fixed credit. But requiring individ-

uals who just exceed the eligible threshold to calcu-

l a te a sliding scale and retu rn the differen ce wo u l d

not be wort hwh i l e . It is not nece s s a ry for adva n ce

p aym ents made thro u gh the tax code to be recon-

c i l ed perfect ly at the end of the tax ye a r, on ly that

they be reasonably close (as a comparison, the stan-

d a rd dedu cti on is a loose recon c i l i a ti on that may
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s h ortch a n ge the taxpayer or the I R S occ a s i on a lly,

but has the advantage of simplicity).7

The Sliding-Scale Credit 

Both high- and low-income households would have

the opti on to claim a fully ref u n d a ble sliding-scale

c redit based on health ex penses as a proporti on of

total income.8 Different families would qualify for a

d i f ferent credit amount for a ye a r ’s health co s t s ,

depending on their incom e s , mu ch like the ch i l d

care credit in the tax code. Expenses eligible for the

c redit would be the same as in the fixed - c red i t

opti on . As in that opti on , health ex penses wo u l d

include premium costs and out-of-pocket expenses.

It would be calculated as follows, subject to a maxi-

mum credit of    ,    per year for families and

, for individuals: 9

An incom e - rel a ted sliding-scale opti on would be

m ore com p l i c a ted than the fixed - c redit opti on

( a l t h o u gh many families use su ch a sliding-scale

c redit for the cost of child care ) , but it typ i c a lly

would mean a larger su b s i dy, e s pec i a lly for those

whose high costs acco u n ted for a large proporti on of

t h eir incom e . It can also be de s i gn ed to avoid major

tax ch a n ges for middl e - i n come Am ericans wh o

would lose their current tax exclu s i on . In ad d i ti on ,

the sliding-scale credit provi des some age and geo-

gra phic ad ju s tm en t , because families in areas wi t h

rel a tively high insu ra n ce and medical servi ce co s t s—

or other workers facing high er co s ts— would be abl e

to claim a larger federal cred i t . The do llar va lue of

the credit also would rise over time in proporti on to

m edical co s t s . Moreover, for many families, the cred-

it could be esti m a ted very acc u ra tely, because heav y

m edical ex penses are not nece s s a ri ly unpred i ct a bl e .

For instance , a family with ch ronic medical probl em s

m ay pay the full stop-loss amount ro uti n ely each

year and be able to proj ect its out - of - pocket co s t s .

Families bel ow the income thresholds for the

f i xed credit would have the opti on of cl a i m i n g

wh i ch ever credit provi ded them with the most

money. Those above the thresholds could claim the

sliding-scale credit only. The thresholds are calculat-

ed to be just bel ow the “break even” point for the

great majority of families,meaning that the value of

the fixed credit at the thresholds typically would be

only slightly less than the value of claiming the slid-

ing-scale cred i t . In most instances this avoids a

s h a rp “cl i f f ef fect ,” in wh i ch a small rise in incom e

means a large drop in the value of the credit.

State Subsidies

The tax credit proposal is designed to be as compat-

ible as possible with existing state programs, such as

Med i c a i d , the State Ch i l d ren’s Health In su ra n ce

Program (S - C H I P) , and high - risk poo l s . It is not

designed to replace them.

New Federal Grant

Under this proposal, the federal government would

provi de $ bi ll i on annu a lly to the states to assist

t h em in su pp l em en ting the federal tax credit for

h e a l t h - rel a ted ex pen s e s . In ad d i ti on , e ach state

7 For a brief discussion of the tax reconciliation issue, see Linda J.
Blumberg. “Expanding Insurance Coverage: Are Tax Credits the Right
Tack to Take?” Unpublished paper, The Urban Institute, Washington, DC,
August 12, 1999, p. 18.

8 The design of the proposed credit follows consideration and evaluation
of a number of tax credit proposals, including various fixed-credit and
percentage-credit as well as earlier sliding-scale credit proposals by the
author and his colleagues at The Heritage Foundation (one of which
formed the basis of legislation, S 1743, HR 3698, introduced in 1993 by
Sen. Don Nickles [R-OK] and Sen. Cliff Stearns [R-FL]). See Stuart Butler.
“A Tax Reform Strategy to Deal with the Uninsured.” Journal of the

American Medical Association 265 (19) (May 15, 1991); Stuart Butler
and Edmund Haislmaier. “The Consumer Choice Health Security Act.”
Issue Bulletin 186, December 1993; Stuart Butler. Expanding Health
Insurance through Tax Reform. Menlo Park, CA: The Henry J. Kaiser
Family Foundation, Kaiser Project on Incremental Health Reform,
October 1999. A combined fixed credit/sliding-scale credit similar to the
current proposal was introduced in July 2000 (HR 4925) by Rep. John
Cooksey (R-LA).

9 A limit is placed on the credit on the assumption that families facing
extremely high health costs are helped best by a combination of a feder-
al credit and other means, rather than solely by a formula credit.

Structure of the Sliding-Scale Credit Option

Health costs up to % % credit
of adjusted gross income (AGI)

Health costs between % credit
% and % of AGI 

Health costs above % % credit
of AGI
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would receive a grant amounting to the esti m a ted

federal taxes ra i s ed in the state from indivi du a l s

who do not en ro ll in a minimum health plan and

thus cannot claim the federal credit.

S t a te su pp l em ents would be espec i a lly import a n t

for low - i n come workers , su ch as most of those cur-

ren t ly leaving wel f a re ,a n d , wh en com bi n ed with the

federal cred i t , could en a ble the worker to afford a

re a s on a ble level of health insu ra n ce . S t a tes are

requ i red by the     wel f a re reform legi s l a ti on to

provi de Medicaid covera ge to certain families even

t h o u gh they do not receive cash assistance , and many

s t a tes also take adva n t a ge of the flex i bi l i ty under the

l egi s l a ti on to con ti nue Medicaid covera ge for other

working families. But    data indicated that abo ut

 percent of wom en who had left wel f a re since    

were uninsu red .1 0 The federal cred i t , e s pec i a lly if

com bi n ed with state assistance , would provi de sig-

nificant assistance to these low - i n come families,

i n c reasing their po ten tial to afford the out - of - pocket

cost of em p l oyer- s pon s ored insu ra n ce ,i f of fered , or

to purchase other covera ge and servi ce s . With the

federal credit and grant ava i l a bl e , s t a tes would have

gre a ter flex i bi l i ty to de s i gn the best opti on to de a l

with va rious groups of working families, su ch as

com bining the federal credit with S - C H I P or other

su b s i d i e s , and taking steps to make insu ra n ce less

ex pen s ive for workers with the tax cred i t .

Financing

While a simu l a ti on of the proposal has not been

u n dert a ken , a n a lyses of o t h er similar propo s a l s

reveal its po ten tial impact on govern m ent and

household finances and on coverage.

Effect on Government Finances

  

According to esti m a tes by the Lewin Gro u p, el i m i-

n a ting va rious health care dedu cti ons and the tax

exclu s i on for em p l oyer- provi ded insu ra n ce wo u l d

h ave led to an increase in federal tax revenues in

 of . billion11 and a projected . billion

in .12 Of this, approximately one-third would be

ex tra payro ll tax revenue (   .  bi ll i on in Soc i a l

Sec u ri ty tax and   .  bi ll i on in Med i c a re Ho s p i t a l

Insurance tax in ).

While the state grant in the proposal would be a

d i s c reti on a ry spending item , the federal credit wo u l d

be a tax en ti t l em ent and not su bj ect to the bu d get

l i m i t a ti ons that app ly to discreti on a ry progra m s . In

o t h er word s , Con gress would not have to vo te for a

s pecific bu d get amount each year for the cred i t . Th e

n et cost of the tax reform and new grant is envi s i on ed

to be bet ween   bi ll i on and   bi ll i on annu a lly.

    

  

Approx i m a tely on e - t h i rd of the tax revenue from

the increase in taxable compensation resulting from

the reform would be in the form of Social Sec u ri ty

and Med i c a re taxe s , and would not be ava i l a ble to

fund a new health care cred i t . On the other hand,

because this earm a rked mon ey would go into the

reti rem ent trust funds, t h ere would be a redu cti on

in the futu re amount of gen eral revenue su pport

needed to fund future retirement benefits. Thus, the

equ iva l ent amount of f utu re gen eral revenue co u l d

be allocated to help fund the tax credit.



S t a te finances would be affected by the proposal in

four ways .F i rs t , those states with an income tax mir-

roring the federal code initi a lly would re a l i ze a wi n d-

f a ll increase in tax revenu e s , a s suming they did not

ch a n ge their tax ru l e s . The proposal assumes this

m on ey is retu rn ed to state taxpayers . Secon d , by

reducing uninsu ra n ce , the new federal credit wo u l d

su b s t a n ti a lly redu ce the bu rden on states of su b s i d i z-

ing hospitals and physicians for uncom pen s a ted

10 Bowen Garrett and John Holahan. “Health Insurance Coverage after
Welfare.” Health Affairs 19, (January-February 2000): 177.

11 John Sheils, Paul Hogan, and Randall Haught. Health Insurance and
Taxes. Washington: The National Coalition on Health Care, 1999, p. 47.
This figure assumes that employer contributions to employee retirement
health plans remain tax-free.

12 Letter from John Sheils, the Lewin Group, to Robert Moffit, The
Heritage Foundation, dated July 6, 2000, assessing the impact of legisla-
tion (HR 4925) sponsored by Rep. John Cooksey.
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c a re . Cu rren t ly Med i c a re and Medicaid dispro-

porti on a te share hospital (D S H) paym ents amount

to approx i m a tely    bi ll i on , so if the federal pro-

gram were not redu ced , the states would have a

windfall gain. Third,each state would receive a grant

based on the federal government’s estimated savings

due to individuals in the state who do not obtain the

m i n i mum basic insu ra n ce and thus cannot claim the

federal cred i t . And fo u rt h , the federal govern m en t

would provi de states with a total of   bi ll i on to su p-

plement the federal credit and reduce uninsurance.



The objective of the tax credit proposal is to make a

reasonable level of health care insurance and servic-

es afford a ble to all working households wi t h o ut

i n c u rring strong oppo s i ti on because of a large

i n c rease in the explicit tax liabi l i ty of a ny other

i n come gro u p. Un der the propo s a l , the net incom e

of a family a f ter taxes and health expen ses would be

a f fected by four factors . F i rs t , the family ’s taxabl e

com pen s a ti on would rise according to the size (if

a ny) of the em p l oyer con tri buti on to the worker ’s

health plan. Secon d , the family ’s tax bi ll initi a lly

would rise because of this increase in taxable com-

pen s a ti on . Th i rd , the family might increase or

dec rease its health care ex pen s e s , depending on its

preferen ces and wh et h er it could cash out the

em p l oyer con tri buti on . And fo u rt h , the family

would qualify for one or both of the refundable tax

credit options. The bottom line for the family would

be the net effect of these four factors.

The proposed tax credit structure is designed,on

average, to leave most middle-income families with

little ch a n ge in their tax liabi l i ty. Upper- i n com e

h o u s eholds with high medical ex penses also wo u l d

not see a major ch a n ge in their taxe s . And many of

those households that would pay significantly high-

er taxes would do so because they took more of their

compensation in cash rather than health benefits—

receiving, in effect,a pay raise. Lower-income fami-

lies would be as much as , better off in federal

tax benefits even if they decided to opt for the sim-

ple flat cred i t . But lower- i n come families wi t h

a bove - avera ge total medical ex penses could receive

a larger amount of tax assistance thro u gh the

refundable sliding-scale credit. For example,a fami-

ly of four with    ,    in income and  ,    i n

health spending in any one year would qualify for a

federal credit of approximately ,. But this fam-

i ly also would qualify for su pp l em en t a ry assistance

financed by the federal grant to states as well as any

other assistance the state provided.

Administration of the Program: 
A New Role for Employers

The place of em p l oym ent is a parti c u l a rly conven-

i ent and ef f i c i ent venue thro u gh wh i ch to make

i n su ra n ce paym ents and handle other tra n s acti on s

(such as collecting federal taxes). The proposal envi-

s i ons em p l oyers as the key cl e a ri n ghouse for plan

ch oi ce s , tax ad ju s tm en t s , and paym ents assoc i a ted

with health care . But , u n l i ke tod ay, it would not

require employers to organize or sponsor a plan, or

m a ke any con tri buti on to the cost of covera ge , for

the employee to obtain tax relief. As noted below, for

those heads of h o u s ehold who do not work for an

em p l oyer, su ch as the sel f - em p l oyed and those

bet ween job s , o t h er mechanisms would app ly for

receiving credits and paying premiums.

Unless the em p l oyer spon s ored a plan, em p l oy-

ees would choose their own plans,and could change

jobs without changing plans. Moreover, the tax ben-

efits would no lon ger depend on insu ra n ce dec i-

sions made by the employer.

All em p l oyers would be requ i red to undert a ke

t wo key functi on s — del ivering the tax credit to

workers and paying prem iums thro u gh payro ll

deduction.

The proposed tax credit structure is designed,

on average, to leave most middle-income families 

with little change in their tax liability.
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Delivering the Tax Credit to Workers

Employers would be required to inform the Internal

Revenue Servi ce (I R S) and the state wh i ch health

plan (or state - s pon s ored program) each em p l oyee

h ad sel ected , and to ad just the em p l oyee’s tax wi t h-

holding to ref l ect the esti m a ted va lue of the cred i t .

This em p l oym en t - b a s ed sel ecti on and financing

m echanism has been su gge s ted by a nu m ber of

a n a lys t s .1 3

Withholding adjustments is the simplest way for

most workers to obtain a tax ben efit prora ted each

pay period,so they would not have to wait until the

end of the tax year to receive their su b s i dy. For

employees who elect to have their credit assigned to

a health plan in retu rn for a redu ced prem iu m , t h e

tax withholding would ref l ect recei pt of the cred i t .

Si n ce assign m ent would nece s s i t a te informing the

IRS (via the employer) of the employee’s choice,the

agency could decide whether to audit an individual

who did not file a tax retu rn . The great majori ty of

h o u s eholds that do not have to file a retu rn wo u l d

fall under the maximum incomes eligible for claim-

ing the fixed credit.

It should be noted that all em p l oyed Am eri c a n s

( o t h er than those in public programs) would be in

the tax/prem ium withholding sys tem . Thu s , t h ere

would be no obvious disti n cti on bet ween upper-

income workers receiving a small credit, and lower-

paid workers receiving more assistance thro u gh a

ref u n d a ble cred i t . O n ly the withholding amount

would vary, as it does for employees today. This sys-

tem would mean no sep a ra te arra n gem ents or sti g-

ma associated with the program.

Paying Premiums through Payroll Deductions

The second legal obligation on employers would be

to insti tute an autom a tic payro ll dedu cti on sys tem

for health insurance premium payments, structured

much like the flexible spending plans many employ-

ers now maintain vo lu n t a ri ly. O n ce the em p l oyee

s el ects a health plan and indicates the em p l oyer ’s

prem ium co s t , the em p l oyer would be requ i red to

deduct a specific amount each pay period and place

that amount in an escrow acco u n t . The amount

would have to be en o u gh to pay the prem iu m , but

also could inclu de ad d i ti onal amounts, as tod ay, to

pay predictable out-of-pocket costs.14 Since the eligi-

ble tax credit also would be made ava i l a ble at each

p ay peri od , the em p l oyee would have the nece s s a ry

su b s i dy ava i l a ble for the payro ll dedu cti on . If t h e

em p l oyee did not sel ect a plan vo lu n t a ri ly, t h e

em p l oyer would assign that em p l oyee to a def a u l t

plan or govern m ent program sel ected by the state

and make a default payro ll dedu cti on accord i n gly.

Selecting a default plan or program,as noted below,

would be part of an agreem ent bet ween the state

and the federal govern m ent to ach i eve maximu m

coverage.

The em p l oyer would be re s pon s i ble for provi d i n g

n ew em p l oyees with inform a ti on from the govern-

m ent explaining the tax credit and payro ll dedu cti on

s ys tem .E m p l oyees would have to sign a doc u m en t

s t a ting they unders tood the sys tem and indicati n g

the plan in wh i ch they wi s h ed to parti c i p a te . If t h ey

did not do so, the default plan assign m ent and pay-

ro ll dedu cti on would go into ef fect until the em p l oy-

er received inform a ti on that the worker was en ro ll ed

in a state health plan or in an insu ra n ce plan el s e-

wh ere (su ch as in a spo u s e’s plan).

There is good reason to believe that this mecha-

nism would be efficient administratively and would

l e ad to a high level of em p l oyee en ro ll m en t . Ly n n

Et h ered ge has propo s ed autom a tic work p l ace

enrollment for a tax credit system and estimates that

the ad m i n i s tra tive cost of i n su ra n ce using su ch a

system could be . percent, compared with admin-

i s tra tive costs several times that for indivi dual and

n on - em p l oym ent small gro u p s .1 5 In ad d i ti on , evi-

dence from savings plans suggests that an automatic

en ro ll m ent sys tem for health insu ra n ce could have

d ra m a tic ef fects on sign-up ra te s . Bri gi t te Mad ri a n

and Dennis Shea have found that a workplace-based

13 For example, see Lynn Etheredge. Tax Credits for Uninsured Workers.
Paper prepared for the Health Insurance Reform Project of George
Washington University, September 1999.

14 Employers would not be required to accept amounts for out-of-pocket

costs, though employers currently offering flexible spending accounts
probably would do so.

15 Etheredge, 1999, p. 6.
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a utom a tic en ro ll m ent sys tem for (k) plans—

wh ere , to be exclu ded , the em p l oyee must actively

decline to be included—boosted participation rates

f rom   percent to   percent for su ch vo lu n t a ry

pen s i on s , with even sharper rises for young and

lower-paid employees (for employees with incomes

bel ow    ,   , the ra te incre a s ed from   .  percen t

to   .  percen t ) .1 6 In the health sys tem propo s ed

h ere , of co u rs e , i n d ivi duals not actively making a

ch oi ce would be assign ed a plan or en ro ll ed in a

state health program.

This paym ent sys tem is also very similar to the

way in which the Federal Employees Health Benefits

Program (F E H B P) en a bles a federal worker wh o

may work in a small office,such as that of a member

of Congress, to choose from dozens of plans. In the

FEHBP, the worker tells the employer which plan he

or she has chosen, but the payment details are han-

dl ed by the Office of Pers on n el Ma n a gem en t

(OPM), which for this purpose functions like a pay-

ro ll processing firm for the indivi du a l ’s immed i a te

em p l oyer. O P M f u n cti ons as a cl e a ri n gh o u s e ,

dedu cting prem iums from each federal em p l oyee ,

pooling the mon ey, and making paym ents to each

health plan based on the total number of its govern-

ment enrollees.

Estimating the Cash Value of Employer-Paid 

Health Benefits

E m p l oyer con tri buti ons to the em p l oyee’s health

plan would be considered taxable income in the first

i n s t a n ce , but also would be con s i dered em p l oyee

ex pen d i tu res on health for purposes of c a l c u l a ti n g

the credit. This raises the question of how to calcu-

l a te the per capita va lue of a group health plan for

tax purposes. While this cannot be done perfectly—

a n d , of co u rs e , the current sys tem hides large tax

ben efit inequ i ties—it can be accom p l i s h ed acc u-

ra tely en o u gh in one of t wo ways adopted in the

   Ni ck l e s - S te a rns legi s l a ti on . One opti on is for

firms to negotiate the cash value with their employ-

ees. This probably would be the preferred option in

unionized firms with a benefits contract or where an

em p l oyer makes a def i n ed con tri buti on to an

employee’s health plan. If the firm and its employees

did not choose this option, a fallback formula could

be devel oped by the state or federal govern m en t .

The best such formula might be a structure of rela-

tive values for various categories of household com-

position and risk (such as family structure, sex, age,

etc.) that matches the categories used in underwrit-

ing restrictions placed on plan premiums by the fed-

eral government (for plans covered by the Employee

Retirement Income Security Act, or ERISA) or state

govern m ents (for plans reg u l a ted by the state ) . In

this way the assessed value for categories of workers

would reflect the relative premium costs of coverage

for these risk categories in the state.

This same method of calculation would be used

when a firm and its employees chose to end a spon-

s ored health plan in favor of tu rning that fri n ge

ben efit into cash income that em p l oyees could use

to enroll in other plans. A temporary “maintenance

of ef fort” requ i rem ent could be app l i ed , so that in

the first year after ending a plan the employer would

be requ i red by law to add the plan’s va lue to pay-

ch eck s , making the full com pen s a ti on amount

explicit as the basis for future pay levels.

If an em p l oyee had ch o s en to be en ro ll ed in

f a m i ly covera ge obt a i n ed by a spouse working for

another firm, and thus did not receive an employer

con tri buti on and was not part of the em p l oyer ’s

insurance group, there would be no taxable employ-

er con tri buti on . As tod ay, it would be up to the

employee (or his or her union) and the employer to

decide if these employees received a taxable supple-

m ent to income in lieu of the con tri buti on . If t h e

f i rm and its em p l oyees chose to dismantle thei r

ex i s ting plan to permit em p l oyees to ch oose other

p l a n s , the cash-out va lue for workers would be cal-

culated the same way.

Employer-Sponsored Plans 

This proposal envi s i ons that those em p l oyers that

wish to spon s or insu ra n ce them s elves (arra n gi n g

plans for their em p l oyees or sel f - i n su ring under

ERISA) could continue to do so. If a firm decided to

do that, its em p l oyees would have to use the plans

16 Brigitte Madrian and Dennis Shea. The Power of Suggestion: Inertia in
401(k) Participation and Savings Behavior. National Bureau of Economic
Research Working Paper No. 7682, May 2000, p. 51.
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or ga n i zed by the firm as their pri m a ry insu ra n ce

u n der the rules spec i f i ed by the em p l oyer if t h ey

wi s h ed to claim the federal tax cred i t . Thu s , to

maintain stabi l i ty in the insu ra n ce poo l , em p l oyee s

of such firms would not have the right to opt out of

the employer’s plan. These employers would still be

requ i red to arra n ge for a payro ll dedu cti on and

adjust withholdings, as most already do.

Ma ny small er em p l oyers tod ay wish to con-

tribute to their employees’ health care, yet they face

or ga n i z a ti onal bu rdens and high ad m i n i s tra tive

costs in providing insurance themselves or they can-

not provi de afford a ble covera ge .1 7 Those that do

con tri bute by spon s oring plans of ten do so on ly

because of the de s i gn of the tax code . The tax fe a-

tures of the proposal would give many of these firms

the attractive option of making a defined contribu-

ti on to an em p l oyee - ch o s en plan not spon s ored by

the employer. To be sure, some firms now sponsor-

ing insurance would decide—in most cases with the

su pport of t h eir em p l oyee s — to end plan spon s or-

ship and swi tch to a def i n ed con tri buti on . But that

form of “crowding out” would be more efficient and

ben eficial to em p l oyee s , s i n ce it would entail more

ch oi ce s . Less de s i ra ble instances of c rowding out

that might de s t a bi l i ze a com p a ny ’s risk pool wo u l d

be reduced in two ways. First, the proposal requires

employees to enroll in a company-sponsored plan if

it is provi ded to all em p l oyee s . Secon d , em p l oyee s

have the right to use their credit to offset the out-of-

pocket costs of covera ge for them s elves or thei r

depen den t s , wh i ch would make em p l oyer- s pon-

s ored covera ge more afford a ble for many lower-

income workers who decline it today.

A New Opportunity for Large Corporate Plans

This tax proposal would remove the current tax bar-

ri er to large corpora ti ons marketing their health

plans wi dely to non - em p l oyee s . It is com m on for

large firms to take products initially developed as an

i n ternal servi ce to the firm and market them to

ex ternal custom ers , t h ereby deriving revenues from

what had previ o u s ly been an overh e ad cost for the

f i rm . For ex a m p l e , G en eral Mo tors form ed the

G en eral Mo tors Accept a n ce Corpora ti on (G M AC)

out of its huge automobile loan service developed to

help sell its cars. GMAC has now branched out into

a broad ra n ge of financial servi ce s , i n cluding hom e

mortgages, because the tax system does not deny the

m ort ga ge interest dedu cti on to som eone obt a i n i n g

a mortgage from a car company. But only a few large

companies have ex p l ored marketing their health

plans to non-employees,most notably John Deere.18

The em p l oyees of f i rms con tracting with the Deere

plan are still in an employer-sponsored plan,so they

qualify for the tax exclu s i on . But the tax code doe s

not give tax rel i ef to indivi duals or non - em p l oy-

m ent groups signing up for the plan, and this has

discouraged Deere and other companies from offer-

ing su ch covera ge . The propo s ed tax credit wo u l d

remove this obstacle, opening up a potentially large

n ew market for ex i s ting corpora te plans and an

opportu n i ty for many working families to obt a i n

coverage under these plans.

Incentive for Employer Contributions

Un der this propo s a l , the em p l oyer would con ti nu e

to be the link to health covera ge , and the em p l oyee

would be obl i ga ted to en ro ll in a plan, so the pro-

posal would not mean a redu cti on in em p l oyer

involvement. Moreover, with this new tax credit for

n on - em p l oyer- s pon s ored covera ge , t h ere would be

an incentive for many firms that do not do so today

to make a financial contribution to insurance, since

they could do so without the burden of sponsoring

i n su ra n ce , while sti ll en a bling their em p l oyees to

en j oy the same tax ben efits that would app ly to

s pon s ored insu ra n ce . Thu s , while the tax con s e-

17 In a recent survey, for instance, 27 percent of small employers (with
fewer than 50 employees) offering dependent coverage reported that
their employees declined it because of the cost (EBRI Issue Brief, no. 226,
October 2000).

18 As part of its strategy to improve and coordinate care for its own
workforce, Deere created its own HMO. To make the most efficient use
of its new health facilities, the company then contracted with other

firms to enroll their employees in the Deere plan. The Deere plan is now
offered to federal employees in some areas under the FEHBP, as well,
and to some Medicare and Medicaid beneficiaries. In fact, out of more
than 400,000 individuals enrolled in the Deere plan, less than 20 percent
are John Deere employees. See Stuart Butler. Transcending Employment-
Based Health Insurance. Council on the Economic Impact of Health
System Change, 1999, conference paper available at http://sihp.bran-
deis.edu/council/pubs/Butlertx.pdf.
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qu en ces of an indivi dual obtaining insu ra n ce

t h ro u gh an em p l oyer or any other source wo u l d

cause some em p l oyers to close down their health

plan and convert the ben efit to cash incom e , t h o s e

same con s equ en ces could indu ce these and many

other employers to make a contribution to an “out-

side” health plan selected by the employee.

Self-Employment and Transitions

The credit would be adaptable for working-age indi-

vi duals who are sel f - em p l oyed and for indivi du a l s

ei t h er tem pora ri ly not working or leaving other

health progra m s . For ex a m p l e , s el f - em p l oyed indi-

vi duals would furnish the I R S with evi den ce of

i n su ra n ce and make appropri a te ad ju s tm ents to

t h eir esti m a ted tax paym en t s . If a worker chose to

remain in his or her form er em p l oyer ’s spon s ored

plan under the Con s o l i d a ted Omnibus Bu d get

Recon c i l i a ti on Act (C O B RA) , the credit wo u l d

apply to the cost of coverage,as it would to any nor-

mal medical co s t . If su ch a worker were sel f -

em p l oyed , or worked for a firm that did not of fer

i n su ra n ce , he would recover the credit for C O B RA

covera ge thro u gh qu a rterly tax paym ents or wi t h-

holding.

An unem p l oyed pers on with an assign ed cred i t

similarly would face a reduced premium. If the per-

s on did not qualify for or ch oose the assign m en t

option,he or she could obtain the value of the cred-

it as an ad ju s tm ent to his or her unem p l oym en t

com pen s a ti on . The tax credit for unem p l oyed

workers could be paid thro u gh the unem p l oym en t

insurance system. This would require a funds trans-

fer bet ween the Tre a su ry and the Dep a rtm ent of

L a bor, with the mon ey then distri buted to state

unemployment offices (similar to the supplemental

ben efit programs del ivered in this way since    ) .

The state unem p l oym ent of f i ces also could take on

re s pon s i bi l i ty for rem i t ting prem ium paym ents to

insurers. Early retirees would also be eligible for the

c red i t , while the va lue of t h eir health ben efits paid

by their previous employer would be taxable, unless

converted into a cash con tri buti on and shiel ded

from taxation in some other way.

Administering the Program: 
Working with States to Make Insurance
More Available

Reforming the federal tax subsidy system to channel

m ore assistance to those who need help to afford

covera ge and care is on ly half the equ a ti on . Th e

o t h er half is en su ring that attractive and afford a bl e

health plans are ava i l a ble to indivi duals and fami-

lies. In theory a credit can work in an insurance sys-

tem that ch a r ges for its servi ces according to a

m a rket assessment of a pers on’s medical servi ce s

and insurance risk. But this would require huge and

c a ref u lly de s i gn ed subsidies to certain indivi du a l s ,

and would be impractical.

A more practical approach has two el em en t s . Th e

f i rst is to devel op a su b s i dy sys tem ,l i ke the one above ,

de s i gn ed to deal with the great majori ty of i n d ivi du-

als based on their income and medical need s . Th e

s econd is for the federal govern m ent to work wi t h

s t a tes to make su re that new and afford a ble plans are

ava i l a ble to families within a stable insu ra n ce market ,

and that plans are afford a ble for people who rem a i n

h i gh - cost “o ut l i ers” de s p i te the su b s i dy sys tem .

This proposal seeks to do this through a federal-

s t a te partn ership aimed at making ava i l a ble new

kinds of group health plans at reasonable prices. To

ach i eve this, the federal govern m ent would have to

do three things. First, it would amend laws to create

opportunities for new kinds of group plans. Second,

it would make ava i l a ble grants to states under cer-

tain con d i ti ons to en a ble the states to redu ce unin-

su ra n ce by su pp l em en ting the federal ref u n d a bl e

tax credit. And,third,the federal government would

n ego ti a te with state s , du ring wh i ch a state co u l d

accept “def a u l t” federal insu ra n ce reg u l a ti on and

federa lly spon s ored insu ra n ce gro u p s , or it co u l d

i m p l em en t , with federal approva l , an altern a tive

insurance arrangement designed to achieve the fed-

eral goals of re a s on a bly pri ced health plans at re a-

sonable prices and a reduction in uninsurance.

Potential New Insurance Groups

   

One of employment-based coverage’s central claims

is that it is an effective way of forming relatively sta-
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ble groups for insu ra n ce purpo s e s . This is true to

s ome ex ten t , e s pec i a lly for larger firm s , in part

because the heavy tax bias today in favor of employ-

er- s pon s ored insu ra n ce makes a firm’s work force in

ef fect a “c a ptive” gro u p. But the ben efits of em p l oy-

er- form ed groups have been ex a ggera ted ,p a rti c u l a r-

ly for small em p l oyers , and they come at con s i der-

a ble cost in terms of redu ced ch oi ce ,“ j ob lock ,” a n d

o t h er side ef fect s .1 9 In deed , the probl ems of s m a ll

employer-based groups have forced many states and

i n su rers to cre a te new gro u p i n gs to ach i eve gre a ter

i n su ra n ce stabi l i ty, s pre ad ri s k , and provi de afford-

able premiums regardless of health status.

This proposal thus does not envi s i on indivi du a l

i n su ra n ce as the principal altern a tive to tod ay ’s

em p l oym en t - b a s ed covera ge . For one thing, form i n g

people into groups for insu ra n ce purposes ach i eve s

ad m i n i s tra tive econ omies and is a means of s pre ad-

ing ri s k . But , in ad d i ti on , an interm ed i a ry insti tuti on

can negotiate with insurers or providers in the inter-

ests of group mem bers . This interm ed i a ry functi on

is nece s s a ry to ach i eve ef f i c i ency and sati s f acti on in a

m a rket wh ere the con su m er is not typ i c a lly a soph i s-

ti c a ted buyer. S ti ll , to ach i eve sati s f acti on and ef f i-

c i ency for the con su m er, the goals of the interm ed i-

a ry must coi n c i de with those of the con su m er. For

su ch re a s ons this proposal envi s i ons the en co u ra ge-

ment of other kinds of groups, particularly for indi-

vi duals who do not have access to em p l oyer- s pon-

s ored insu ra n ce or for wh om a group cen tered on

the place of employment is not ideal.

Four types of groups are parti c u l a rly attrac-

tive altern a tives to trad i ti onal em p l oym en t - b a s ed

covera ge :

Af f i n i ty Grou p s . Several com m on insti tuti ons in

American communities are well placed to serve this

f u n cti on for insu ra n ce . For ex a m p l e , u n i ons as

“f ri en dly soc i eti e s” h ave had a long history of

involvement in health care in the United States and

el s ewh ere . Ma ny unions are active in the or ga n i z a-

tion of multi-employer health plans under the Taft-

Ha rt l ey Act . Un i on plans also flourish in the

F E H B P, in some cases of fering assoc i a te mem ber-

ship to non-union members.

Ma ny rel i gious den om i n a ti ons also have a lon g

h i s tory of providing insu ra n ce servi ces for their con-

grega ti on s .2 0 For lower- i n come Af rican Am eri c a n s

and others , the chu rch is a far more stable insti tuti on

in the com mu n i ty than loc a l ,s m a ll em p l oyers , a n d

one that has the lon g - term social wel f a re of f a m i l i e s

f i rm ly in mind. In ad d i ti on , the Catholic Chu rch and

o t h er den om i n a ti ons spon s or net works of h o s p i t a l s .

Si n ce chu rch e s , l i ke unions and many other gro u p s ,

ro uti n ely com mu n i c a te with their mem bers by mail,

these interm ed i a ries also pre s ent a lower- co s t

“p i ggyb ack” means of m a rketing health plans and

reducing administrative costs.

This proposal does not envision these alternative

groups acting as insu rers them s elve s , but inste ad as

buying agents that reach agreements with insurance

plans that actu a lly shoulder the ri s k . These or ga n i-

z a ti ons would form the group of p u rch a s ers and

receive a fee from the insu rer for performing mar-

keting and managem ent functi on s . This is the

a rra n gem ent used by su ch or ga n i z a ti ons opera ti n g

in the FEHBP.

Other affinity groups, such as farm bureaus and

profe s s i onal assoc i a ti on s , exist in part to nego ti a te

i n su ra n ce pack a ges for their mem bers , but su ch

groups face significant limitati ons that re s tri ct the

role they can play. A major imped i m ent is the tax

l aw, wh i ch denies tax ben efits to most people wh o

obtain covera ge thro u gh groups not cl o s ely assoc i-

a ted with their em p l oym en t . (Wh ere that imped i-

m ent does not app ly, su ch as to union plans in the

F E H B P, a l tern a tive groups play a major role.) In

addition,state-level benefit mandates and insurance

reg u l a ti ons disco u ra ge many affinity groups from

offering health insurance.

As so ci a ti o n s . Va rious em p l oym en t - rel a ted asso-

c i a ti ons have ari s en to group people toget h er to

obtain insu ra n ce wi t h o ut the em p l oyer direct ly

19 Uwe Reinhardt. “Employer-Based Health Insurance: A Balance Sheet.”
Health Affairs 18 (6): 124–32.

20 Fraternal organizations, many of them church-affiliated, were a major
source of health insurance (and even capitated health plans) earlier in

the 20th century, but were forced out of existence largely by tax-subsi-
dized employer plans and, later, by Medicaid; see David Beito. From
Mutual Aid to Welfare State. Chapel Hill, NC: University of North
Carolina, 2000, chs. 9, 10.
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sponsoring coverage. These include health purchas-

ing coopera tives and coa l i ti ons (H P Cs) and mu l ti-

p l e - em p l oyer wel f a re arra n gem ents (MEWAs ) , a n d

they also face restrictions at the state level that affect

their insurance arrangement and benefits.

There have been proposals in recent years at the

federal level intended to create new kinds of associa-

ti ons that would be free from many state re s tri c-

tions, particularly state benefit mandates. The most

important of these are HealthMarts and association

health plans. While these proposals do raise con-

cerns abo ut their po ten ti a lly disru ptive impact on

ex i s ting state ef forts to devise afford a ble insu ra n ce

groups because of possible risk selection,they could

be vehicles for lower-cost group coverage.21

Fed eral Em pl oyees Health Ben efits Pro gra m

( F E H B P ) . While tech n i c a lly an em p l oym en t - b a s ed

system, the FEHBP actually serves the equivalent of

a small co u n try (with nearly   m i ll i on covered

i n d ivi duals) and of fers a broad ch oi ce of p l a n s .

While a federal worker ’s immed i a te em p l oyer doe s

not spon s or plans, the place of em p l oym ent is sti ll

the “en try poi n t” for sel ecting plans, mu ch like the

process envi s i on ed in this propo s a l . FEHBP plans

a re reg u l a ted at the federal level , t h ro u gh a com bi-

nation of general statutory and administrative regu-

l a ti on su pp l em en ted by a process of n ego ti a ti on

bet ween the Office of Pers on n el Ma n a gem en t , on

behalf of the federal government,and plans wishing

to market thro u gh the FEHBP. Prem iums are com-

munity rated, but costs and benefits vary widely.22

The FEHBP opera tes para ll el to the sys tems for

workers outside the federal government. There have

been several proposals to open up the FEHBP to

non-federal workers under various conditions, typi-

cally using a separate insurance pool.23

La rge - Em pl oyer Pl a n s . As noted earl i er, the cur-

rent tax laws discriminate against large corporations

of fering their health plan covera ge to non - em p l oy-

ees. Another major limitation on this opportunity is

that the Employee Reti rem ent In come Sec u ri ty Act

(ERISA) does not protect such plans from state reg-

u l a ti on unless they are made ava i l a ble to the

em p l oyees of o t h er ERISA- pro tected firm s , or

through federal programs such as the FEHBP.

A Federal “Default” System of Insurance Regulation

This proposal recogn i zes that sti mu l a ting the cre-

ation of new forms of group coverage not sponsored

by employers involves two challenges. The first is to

c re a te an envi ron m ent in wh i ch su ch altern a tive s

are fostered, principally by removing any barriers to

such plans. The second is to tackle the concern that

such groups would be disrupted by the pressures of

adverse selection.

Un der the proposal the federal govern m en t

would en act legi s l a ti on to help make new forms of

group insu ra n ce more wi dely ava i l a ble and afford-

a ble in each state . E ach state would have the ch oi ce

of a ll owing this federal stru ctu re to su pp l em ent or

rep l ace its own sys tem of reg u l a ti on , or propo s i n g

its own pack a ge of ch a n ges to ach i eve the same

objectives as the federal structure, perhaps incorpo-

rating some of the federal steps. The federal govern-

m ent then would nego ti a te with the state on the

final reg u l a tory arra n gem en t , withholding the pro-

posed grant and applying some or all of the federal

set of changes if there was not complete agreement.

The federal legislation would address four areas:

. Premium reg u l a ti o n . ERISA and the He a l t h

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

( H I PAA) would be amen ded to inclu de limitati on s

on underwriting and to establish a minimum set of

benefits. Currently HIPAA establishes certain mini-

mum protections for enrollees in federal- and state-

reg u l a ted plans, i n cluding those under ERISA. It

establishes a minimum,which states can exceed,and

it all ows states to propose altern a tives for cert a i n

provi s i ons that can be accepted as su f f i c i ent by the

federal government.

21 For a discussion of the issues associated with such proposed new asso-
ciations, see Elliot Wicks and Jack Meyer. Small Employer Health
Insurance Purchasing Arrangements: Can They Expand Coverage?
Washington: National Coalition on Health Care, 1999.

22 For a description of the FEHBP, see Harry Cain. “Moving Medicare to
the FEHBP, or How to Make an Elephant Fly.” Health Affairs 18 (4):

25–39; Stuart Butler and Robert Moffit. “The FEHBP as a Model for a
New Medicare Program.” Health Affairs 14 (4); Craig Caplan and Lisa
Foley. Structuring Health Care Benefits: A Comparison of Medicare and
the FEHBP. Washington, DC, AARP Public Policy Institute, May 2000.

23 For instance, Senator Bill Bradley made such a proposal in his presiden-
tial campaign.
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The propo s ed federal legi s l a ti on would amen d

ERISA and HIPAA to requ i re a minimum set of

ben efits in all plans for wh i ch the new federal tax

c redit could be used . Unless states nego ti a ted alter-

n a tive arra n gem en t s , t h ey could not prevent plans

containing these minimum ben efits from bei n g

m a rketed , provi ded the plans met other app l i c a bl e

s t a te and federal requ i rem en t s . In ad d i ti on , E R I S A

and HIPAA would be amen ded to requ i re that all

p l a n s , i n cluding plans in the indivi dual market ,

limit underwriting so that premiums for any partic-

ular plan option could vary at most only by age, sex,

geography, and family type, and not by such factors

as health statu s . As noted , this would go into ef fect

unless a state negotiated an alternative arrangement

with the federal govern m en t . Plans could place

more limits on premium variation either voluntari-

ly or under state regulation. The narrower premium

variations typical in ERISA plans—chiefly by family

type—would meet that requirement.

. New types of group plans. Federal law would be

amended to encourage new types of group coverage.

In parti c u l a r, l a r ge affinity groups and assoc i a ti on s

would be perm i t ted and pro tected from state reg u-

l a ti on . Federal law governing the FEHBP would be

a m en ded to permit a sep a ra te insu ra n ce pool for

n on - federal em p l oyee s . Plans curren t ly ava i l a ble in

the FEHBP would be all owed to market to the new

poo l , i f t h ey wi s h ed , and other plans could market

exclu s ively to the new poo l , provi ded they met the

gen eral requ i rem ents of the FEHBP. While the cur-

rent FEHBP is com mu n i ty ra ted , the prem iums of

plans of fered to non - federal workers in parti c u l a r

would have to comply with the federal underwriting

requ i rem ents spec i f i ed above or a ra ting sys tem

a greed to bet ween state and federal govern m en t . In

ad d i ti on , the plans of fered to non - em p l oyees by

E R I S A- reg u l a ted companies would be reg u l a ted

under ERISA rather than under state law.

. A new grant pro gram for state s . Con gress wo u l d

en act a new grant progra m , d i s c u s s ed earl i er, for

states to supplement the federal tax credit to achieve

n e a r- u n iversal afford a ble health care covera ge . Th e

grant program would contain two sets of f u n d s :O n e

would be based on the estimated value of the federal

tax ben efits uncl a i m ed by those who did not pur-

chase minimum insu ra n ce , and the other would be a

$ bi ll i on grant each year ava i l a ble to states on the

basis of a federa lly approved state plan to redu ce

u n i n su ra n ce according to agreed - on goals by mak-

ing choices of affordable plans available in the state.

. A fed era l - s t a te co m pa ct . At least some of t h e

federal reforms would go into ef fect unless a state

propo s ed an agree a ble altern a tive arra n gem ent likely

to ach i eve the same ulti m a te goal of a f ford a ble cover-

a ge for families el i gi ble for the federal tax cred i t . A

s t a te might propose altern a tive prem ium ra ti n g

requ i rem ents for non-ERISA plans and ben ef i t

requ i rem ents that made lower- cost plans wi dely

ava i l a ble in the state . It could cre a te a high - risk poo l ,

and so redu ce the need for underwri ting re s tri cti on s .

Fu rt h erm ore , it could propose the use of s t a te pro-

gra m s , i n cluding direct servi ces thro u gh clinics and

o t h er fac i l i ti e s , to accomplish the equ iva l ent of i n su r-

a n ce covera ge for some types of h o u s eh o l d s . Th e

s t a te might also propose a mod i f i c a ti on of the feder-

al law to permit the FEHBP and assoc i a ti on plans to

be made ava i l a ble in the state to integra te these new

a l tern a tives into its current insu ra n ce sys tem .

New group plans and prem ium re s tri cti on s

would raise con cerns abo ut adverse sel ecti on . For this

re a s on the proposal also envi s i ons the federal govern-

m ent working with states to ex peri m ent with new

w ays to limit this probl em . This might take the form

of h i gh - risk pools and/or a rei n su ra n ce market . In

rei n su ra n ce the health plans them s elves buy insu r-

a n ce against ending up with an unu sual portfolio of

ri s k . In ad d i ti on , s t a tes and the federal govern m en t

could ex peri m ent with retro s pective ri s k - ad ju s tm en t

pools in wh i ch plans pay amounts into the pool based

Federal law would be amended to encourage new types of 

group coverage. In particular, large affinity groups and associations 

would be permitted and protected from state regulation.
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on their en ro ll m ent and receive mon ey from the poo l

b a s ed on the actual paid claims of t h eir en ro ll ee s .2 4 An

ad d i ti onal federa lly ch a rtered nati onal rei n su ra n ce

pool or set of regi onal rei n su ra n ce pools could act as

a final rei n su rer bet ween the coopera tive s .

A share of the $ bi ll i on federal grant would be

ava i l a ble to states on re aching agreem ent with the

federal government. The amount would be based on

the costs of i n su ra n ce and servi ces sti ll faced by

l ower- i n come households after they had received

the federal credit. For these families,the grant could

be used to redu ce the cost of covera ge , su ch as by

subsidizing high-risk pools or by supplementing the

federal credit. This proposal envisions states receiv-

ing a bonus if t h ey ach i eve the obj ectives in the

a greem en t , and losing some funds if t h ey do not.

This federa l - s t a te com p act approach is similar to

the approach taken in some provi s i ons of H I PA A

and the  welfare reform legislation. In each case

states could propose alternative means of achieving

the federal objective, thereby avoiding certain provi-

s i ons of the new federal law. In the wel f a re reform

l egi s l a ti on , goals were set for redu cti ons in wel f a re

depen den c y, with bonuses ava i l a ble to those state s

that meet or exceed the agreed-on goal.

An ad d i ti onal obl i ga ti on of a state , as a con d i ti on

of receiving the federal gra n t , would be to iden tify a

fallback private health plan and/or government pro-

gram for any em p l oyed indivi duals (and thei r

depen dents) who did not sel ect a specific plan at

t h eir place of work . E m p l oyers would en ro ll auto-

m a ti c a lly in the plan those em p l oyees who did not

choose an alternative plan containing the minimum

required coverage.

Are Institutions Capable of Carrying Out
their New Administrative Functions?

The federal and state govern m en t s , as well as the

private sector, would have a number of administra-

tive obligations under the new program.

The Federal Government

Ad m i n i s tra ti on of the propo s ed program would be

s h a red by federal and state govern m en t s , but wi t h

key roles for em p l oyers and insu rers . The Tre a su ry,

t h ro u gh the In ternal Revenue Servi ce , wo u l d

administer the federal tax credit. For the vast major-

ity of individuals, the vehicle for distribution of the

c redit would be the normal withholding process by

the em p l oyer, with the amounts recon c i l ed in tax

returns. Some small modification of the worksheets

for withholding and tax retu rns would be needed .

The Tre a su ry would need to mon i tor indivi du a l s

assigning their fixed credit to a health plan,especial-

ly those who did not file income tax returns, but this

would not place significant additional requirements

on the Treasury.

Th ere would need to be coord i n a ti on bet ween

the Treasury and the Department of Labor to deliv-

er the value of the credit to unemployed individuals

through the state unemployment insurance system.

If prem ium paym ents also were handl ed thro u gh

u n em p l oym ent of f i ce s , the Labor Dep a rtm en t

would have to remit credit and prem ium paym en t s

to an individual’s chosen plan. This would be a new

obl i ga ti on for the dep a rtm en t , h a n dl ed thro u gh

l ocal em p l oym ent of f i ce s . In ad d i ti on , the Labor

Dep a rtm ent would be the principal federal agen c y

m on i toring em p l oyer com p l i a n ce with the requ i re-

m ents for establishing payro ll redu cti on plans and

remitting premiums.

The Health Ca re Financing Ad m i n i s tra ti on

(HCFA) would be a logical choice to broker agree-

ments with the states and to monitor these

agreements, and to be responsible for changes in

federal insurance rules. But it would be impossible

for the agency to undertake these responsibilities

with its current resources and bureaucratic cul-

ture—HCFA has been unable to carry out several

responsibilities assigned by Congress properly

because of a lack of resources. The experience of

implementing and enforcing HIPAA indicates

shortcomings at HCFA in data collection, oversight,

and guidance of states. HCFA also has been unable

to handle its obligations under Medicare. The new

requirements in this proposal represent yet another

reason to overhaul the agency. The Labor and

24 For a review of the issues involved in blended approaches to risk
adjustment, see Linda J. Blumberg and Len M. Nichols. “Health
Insurance Market Reforms: What They Can and Cannot Do.” Urban
Institute, 1998. See also Joseph Newhouse. “Risk Adjustment: Where
Are We Now?” Inquiry (Summer 1998).
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Treasury departments, responsible for some provi-

sions of HIPAA,also have some weaknesses, though

much less serious ones.25

A po s s i ble soluti on to HCFA’s inabi l i ty to carry

o ut many of the propo s ed new functi ons would be

to com bine these functi ons with stru ctu ral reform s

a l re ady propo s ed for Med i c a re . Su ch Med i c a re pro-

posals include creation of a “Medicare Board,” sepa-

ra te from HCFA , to manage a sys tem of com peti n g

health plans. The boa rd would be model ed on the

O f f i ce of Pers on n el Ma n a gem en t’s role in the

F E H B P, l e aving HCFA to focus on the trad i ti on a l

fee - for- s ervi ce Med i c a re progra m . E s t a blishing the

boa rd is seen as a way of c re a ting an agency with a

very different staff and cultu re from HCFA—on e

that would cre a te and manage com peti tive market s .

G iven that the federal functi ons under the propo s ed

tax credit sys tem would be similar to those of a

Med i c a re boa rd — e s t a blishing con d i ti ons for afford-

a ble plans to exist in a com peti tive market—it migh t

be po s s i ble to inclu de them in a wi den ed role for

su ch a boa rd .

States

New responsibilities for states would accompany the

additional funding available through the new feder-

al grant to states. After negotiating a plan and goals

to reduce uninsurance, a state would have to devel-

op a mechanism to supplement the federal tax cred-

it for el i gi ble workers and to deal with those wh o

did not purchase minimum insu ra n ce and had a

plan or program sel ected for them . S t a tes with an

i n come tax might ch oose to use the em p l oym en t -

based state tax withholding system to deliver such a

su pp l em en t . Ot h erwise they would have to devi s e

an altern a tive autom a tic sys tem , su ch as paym en t s

to insu ra n ce com p a n i e s , or en a ble households to

claim assistance directly from the state. In coopera-

ti on with the federal govern m en t , s t a tes also wo u l d

be responsible for administering the credit and pre-

m ium paym ent functi ons for the unem p l oyed .

Supplemental benefit programs and temporary pro-

grams to provi de su pp l em ental cash ben efits have

been delivered in this way since the s. A similar

process could be cre a ted with the unem p l oym en t

insurance system to pay health insurance premiums

for unemployed Americans; with additional admin-

istrative funding to defray the costs,the same system

could be used to provi de con ti nu ed health insu r-

ance coverage.

To meet their agreed - on goal of reducing unin-

su ra n ce ,s t a tes would have to use the ad d i ti onal fed-

eral funds to expand ex i s ting progra m s — or devel op

n ew on es— to ach i eve targeted levels of covera ge . In

ad d i ti on , t h ey would have to work with insu ra n ce

companies to devise ways of i n troducing mod i f i ed

com mu n i ty ra ting along with a rei n su ra n ce and/or

ri s k - ad ju s tm ent sys tem . This proposal envi s i ons the

s t a tes having the flex i bi l i ty to accomplish these goa l s .

In ad d i ti on ,e ach state would have to specify a def a u l t

en ro ll m ent sys tem for those em p l oyees of f i rms in

the state who did not indicate a preferred plan to

t h eir em p l oyer (and were not covered under a

s po u s e’s plan or a govern m ent progra m ) .

Employers

New obl i ga ti ons on em p l oyers would not be on er-

o u s . E m p l oyers would be requ i red to inform thei r

em p l oyees abo ut the tax credit program and to

m a ke ava i l a ble the nece s s a ry federa lly produ ced

en ro ll m ent form s . E m p l oyers alre ady have to

arrange tax withholding, so they merely would have

to ad just that amount according to a work s h eet to

include the credit in their withholding calculations.

E m p l oyers also would be requ i red to provi de the

IRS with proof of insurance for each worker, which

could easily be done by sending on an insu ra n ce

s t a tem ent received from the insu rer. Fu rt h er,

employers would have to set up accounts for payroll

dedu cti ons to be placed for em p l oyees and make

p aym ents from these accounts to health plans. For

l a r ge em p l oyers this would be similar to cre a ti n g

flexible accounts. For small employers it would be a

n ew obl i ga ti on , but a small one that could be car-

ried out routinely by a payroll firm.26

25 Karen Pollitz, Nicole Tapay, Elizabeth Hadley, and Jalena Specht. “Early
Experience with ‘New Federalism’ in Health Insurance Regulation.”
Health Affairs 19 (4) (July/August 2000).

26 See Butler, October 1999.
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Insurers

In su rers would face several new requ i rem ents that

would add to their costs, but there would be signifi-

cant ad m i n i s tra tive savi n gs assoc i a ted with the

automatic enrollment system. Among the new costs

would be the requ i rem ent to bring prem ium ra te s

into line with federal or state underwriting and ben-

efit requirements. In addition, the insurance indus-

try and the states would have to work toget h er to

devel op a mechanism to ad just risk among plans.

That would be a major and co s t ly undert a k i n g, but

in many states it would be a continuation of experi-

ments already underway.

Encouraging Households to 
Obtain Coverage

Un der the proposal a con d i ti on of em p l oym ent for

workers would be to tell their em p l oyers wh i ch

health plan they wished to join, or to accept enroll-

m ent in the default plan or program ch o s en by the

state. There are several reasons to assume that there

would be a high level of voluntary compliance with

this con d i ti on of em p l oym en t , and that the sel f -

em p l oyed and those not reg u l a rly em p l oyed wo u l d

choose to enroll in a minimum plan at least.

Automatic Enrollment

In d i c a ting insu ra n ce covera ge and ad ju s ting wi t h-

holdings for the credit would be a routine feature of

em p l oym en t , with indivi duals indicating their plan

ch oi ce wh en they are hired or du ring an annu a l

en ro ll m ent peri od . As noted earl i er, evi den ce from

pen s i on plans su ggests that even a vo lu n t a ry auto-

m a tic en ro ll m ent sys tem can increase parti c i p a ti on

s h a rp ly, e s pec i a lly among yo u n ger and lower-

income workers. With a law requiring employers to

enroll those employees who do not choose a specific

plan in a default plan, t h ere would be a stron g

incentive for employees to take the time to make an

active choice. If unemployment offices made it sim-

ple for en ro ll m ent and tax su b s i des to con ti nu e

bet ween job s , covera ge also would likely be high

among the short-term unemployed.

Loss of Tax Benefits

Any individual successfully avoiding enrollment in a

m i n i mum plan would lose significant tax ben ef i t s ,

not just for insurance, but for any health care prod-

uct or service, from prescription charges to the cost

of well-baby visits. In addition, particularly for self-

em p l oyed indivi duals who would not be assign ed a

default plan by an em p l oyer, the IRS could deny a

personal exemption to those who do not include in

their tax returns proof of year-round coverage.

Individuals Who Could not Afford Insurance

O f co u rs e , s ome indivi duals might feel unable to

a f ford basic covera ge , de s p i te the su b s i dy and the

requ i rem ent to ch oose a plan or be en ro ll ed in a

default plan or progra m . For ex a m p l e , t h ey migh t

refuse to pay any costs assoc i a ted with the def a u l t

p l a n . Ot h ers with low incomes or who are sel f -

em p l oyed might fail to en ro ll in a plan de s p i te the

subsidies ava i l a bl e . In these cases the state wo u l d

h ave to dec i de how best to ad d ress the needs of

these indivi du a l s . Si n ce the state would receive a

grant to su pp l em ent the federal tax cred i t , it wo u l d

h ave funds to help families pay for insu ra n ce and

sign up at the workplace or to deal with the family’s

needs in other ways, such as enrolling the family in a

s t a te - b a s ed progra m . In ad d i ti on , the state wo u l d

receive a federal grant equal to the esti m a ted va lu e

of federal tax credits left uncl a i m ed by those wh o

did not obtain coverage.

A Basic Benefits Package

To qualify for the tax credit, families would have to

enroll in a health plan that includes at least a mini-

mum insurance package, although the credit would

be available for insurance and out-of-pocket costs

that exceed the minimum. The federal government

would establish a benchmark plan with basic fea-

tures and catastrophic protection that would apply

to federally regulated plans. As part of their com-

pact with the federal government, states would have

to incorporate this minimum into their insurance

regulations or propose an actuarially equivalent

minimum.

This propo s ed federal minimum should not be
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con f u s ed with proposals to establish a federa l

requ i rem ent for com preh en s ive covera ge and spe-

cific ben ef i t s . The basic plan is inten ded to provi de

minimum, primarily catastrophic insurance protec-

tion,not comprehensive coverage. The vast majority

of h o u s eholds would ch oose more ex ten s ive cover-

a ge , but requ i ring typical covera ge as the requ i red

m i n i mum would make insu ra n ce pro h i bi tive to

l ower- i n come families, as the ex peri en ce of s t a te

mandates has demonstrated.27 In addition, the min-

imum would be in the form of broad areas of cover-

a ge , su ch as hospitalizati on and major med i c a l ,

similar to the requirements for plans in the FEHBP

or the Ca l i fornia Pu blic Employee s’ Reti rem en t

Sys tem (Ca l PE R S ) , ra t h er than a prec i s ely def i n ed

s et of s pecific ben ef i t s , su ch as Med i c a re fee - for-

service. CalPERS operates much like the FEHBP, but

for California state employees. For a minimum plan

to meet the con d i ti ons for the cred i t , it would have

to match the federal base plan’s broad features, and

its ben efits would have to be at least equ iva l ent to

the federal benchmark in actuarial terms.

The Process of Reform

The New Program and American Values

The propo s ed new sys tem of i n su ra n ce has a rad i-

c a lly different dynamic from tod ay ’s arra n gem en t ,

yet its link with the place of employment fits in with

the familiar aspects of tod ay ’s sys tem that most

Americans are loathe to abandon. Since enrollment

and the financial transactions associated with insur-

a n ce would con ti nue to be at the place of work , i t

would look very much like today’s system.

In several re s pect s , h owever, the new sys tem

would be mu ch more in line with the gen era l

Am erican vi ew of econ omic rel a ti onships and

health care than is tod ay ’s em p l oym en t - b a s ed sys-

tem . For one thing, most workers would have far

m ore ch oi ces than they have now. In ad d i ti on , t h ey

would own their own policy as individuals or mem-

bers of a group. This would give families far greater

con su m er con trol over their insu rer, and insu rers

gen era lly would have the same incen tive to sati s f y

enrollees (rather than their employer) as plans do in

FEHBP.

Workers who are not in em p l oyer- s pon s ored

plans also could obtain their insu ra n ce thro u gh

i n term ed i a ries they trust to pro tect their intere s t s ,

ra t h er than having to deal direct ly with insu rers in

the indivi dual market . Am ericans have indicated ,

through their support for patients’ rights legislation

and in responses to surveys, that they want the gov-

ern m ent or another interm ed i a ry to exert som e

control over health insurers. They also have indicat-

ed that chu rch e s , u n i on s , and other su ch or ga n i z a-

ti ons are of ten more attractive interm ed i a ries than

em p l oyers .2 8 The propo s ed sys tem would rem ove

many of the obstacles that make it difficult for fam-

ilies to obtain coverage through these groups.

By delinking tax benefits and employer sponsor-

ship of i n su ra n ce , the propo s ed sys tem wo u l d

ach i eve the true port a bi l i ty Am ericans want.

Workers typ i c a lly would be able to remain wi t h

t h eir ch o s en health plan, even wh en they ch a n ge

j ob s , m erely by informing their new em p l oyer of

t h eir ex i s ting plan wh en they sign on for the

required payroll deduction and tax withholding.

Getting from Here to There

Americans are nervous about radical change in their

health care , i n cluding su d den ch a n ges in the tax

tre a tm ent of t h eir ben ef i t s , even if in all prob a bi l i ty

the ch a n ge would be to their adva n t a ge . To ad d re s s

this,the proposal could be introduced in stages,over

a long peri od , to make the tra n s i ti on as gradual and

27 Melinda Schriver and Grace-Marie Arnett. “Uninsured Rates Rise
Dramatically in States with Strictest Health Insurance Regulations.”
Backgrounder 1211, Washington: The Heritage Foundation, August 14,
1998.

28 A recent poll conducted for the Democratic Leadership Council, for
instance, found 72 percent support for a proposal to give employees the
option of receiving a tax break if they chose to “purchase their health
care through an outside organization such as the AARP, union, a church,
or a community-based purchasing co-op instead of through their

employer.” If given that option, half the respondents said they would
choose it; see Mark J. Penn. “Health Care Is Back.” The New Democrat
Blueprint (Spring 2000): 70, 71. Other surveys indicate similar support
for non-employment groups as vehicles for insurance, and a recent poll
of women conducted for the Center for Policy Alternatives indicated
that 72 percent of women would like their health insurance to be inde-
pendent of their employment (Women’s Voices 2000, Center for Policy
Alternatives and Lifetime Television, Washington, DC, 2000). See also
“Focus on Women.” The New York Times (September 27, 2000).
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politically feasible as possible. New refundable cred-

its for households without access to employer-spon-

s ored covera ge alre ady have been propo s ed in Con-

gress and would be the logical first step. The secon d

s tep would be to introdu ce the new state su b s i dy

progra m , prob a bly as an amen d m ent to S-CHIP, to

enable states to supplement the credits with federal-

s t a te funds. The second step also would requ i re

em p l oyers to ad m i n i s ter the payro ll dedu cti on sys-

tem. The third step would be for the federal govern-

m ent to modify HIPAA and ERISA, and to work

with the state govern m ents to introdu ce ra ti n g

re s tri cti on s , basic ben ef i t s , and a ri s k - ad ju s tm en t

s ys tem . With plans ava i l a ble based on these reg u l a to-

ry ch a n ge s , it would be more fe a s i ble to implem en t

the core tax reform , wh i ch would rep l ace the tax

exclusion with a comprehensive tax credit system.

Political Feasibility

The purpose of this proposal is to achieve universal

coverage in a way that relies on markets and choice

ra t h er than new govern m ent progra m s . To do so

would change the way most health care for working

households is subsidized through a major reform of

the tax treatment of health care. But while the vision

of change is comprehensive, one must acknowledge

that Am ericans are relu ctant to em brace rad i c a l

ch a n ge that disru pts familiar arra n gem en t s .

Th erefore , the actual introdu cti on would have to

t a ke place in stage s , e ach one ex p l a i n ed cl e a rly and

extensively to build public support.

Because the propo s ed sys tem would opera te

through the place of employment,however, it would

h ave the major po l i tical adva n t a ge of not appe a ri n g

to be a major dep a rtu re from the ex i s ting familiar

a rra n gem en t . But the tax credit approach has other

po l i tical adva n t a ge s . For ex a m p l e , the basic ide a

a l re ady has broad bi p a rtisan su pport . Ma j or tax

c redit bi lls have been introdu ced reg u l a rly in Con-

gress since   , and several were introdu ced in the

  th Con gress or put forw a rd as proposals by

groups of members of widely differing political per-

su a s i on s . Both pre s i den tial candidates in     a l s o

em braced tax credits as a part of the soluti on to

uninsurance.

While the proposal would place new requ i re-

m ents on state s , it also would help to rel i eve the bu r-

den on states caused by uninsu ra n ce and uncom pen-

s a ted care . The federal credit itsel f would redu ce the

i n c i den ce of u n i n su ra n ce , and states could com bi n e

it with their own subsidies to en a ble families to afford

covera ge , thanks to the new federal grant to state s .O f

co u rs e ,m a ny states might not like federal preem p-

ti on of i n su ra n ce reg u l a ti on and the obl i ga ti on to

m eet targets for redu cti ons in uninsu ra n ce , but they

would have the flex i bi l i ty to modify their own reg u l a-

ti ons to ach i eve the target s , and the new federal gra n t

would be a clear indu cem en t . The recent wel f a re

reform ex peri en ce indicates that the com bi n a ti on of

a greed - on target s , f l ex i bi l i ty, and financial aw a rds to

s t a tes can be a po l i tical wi n n er, and a similar

a pproach is incorpora ted into this propo s a l .

Th ere no do u bt would be a ra n ge of re acti on s

a m ong insu rers and health care provi ders , but the

tax credit approach has already won strong support

a m ong su ch key groups as the Am erican Med i c a l

As s oc i a ti on and the Na ti onal As s oc i a ti on of He a l t h

Un derwri ters . This approach also has been ga i n i n g

ground among assoc i a ti ons repre s en ting managed

care plans and insurers.

L a r ger em p l oyers and unions trad i ti on a lly have

opposed changes in the tax code that would finance

a l tern a tives to the trad i ti onal em p l oyer- b a s ed sys-

tem , fe a ring they would cause em p l oyer- s pon s ored

insurance to unravel. But industry support is grow-

ing, in part because recent tax credit proposals have

i n clu ded pro tecti ons for em p l oyer- s pon s ored cov-

erage, and in part because of an increasing recogni-

Because the proposed system would operate through the 

place of employment, it would have the major political advantage 

of not appearing to be a major departure from the existing 

familiar arrangement. 
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ti on of the limitati ons of em p l oyer- s pon s ored cov-

era ge , e s pec i a lly for em p l oyees of s m a ll firm s . Th e

U.S. Chamber of Commerce, for instance, now sup-

ports an incom e - rel a ted tax cred i t , as well as

expanding ERISA to facilitate insurance pools based

on assoc i a ti ons and com mu n i ty - b a s ed or ga n i z a-

ti on s . The ad d i ti onal paperwork requ i rem ents in

the proposed system would be only a minor change

for most mid-size and larger em p l oyers , but wo u l d

be seen as bu rden s ome by many small firm s . Th e

requ i rem ent to assess the cash va lue of em p l oyer-

s pon s ored ben efits would be more probl em a tic for

em p l oyers , both because of the bu rden of m a k i n g

the calculati on and because of con cern abo ut

em p l oyee re acti on to va rying total com pen s a ti on

for employees with the same total income.

So far, the major unions have con ti nu ed to

oppose tax-based initi a tive s , even though many of

t h em actu a lly opera te plans that could pro s per

u n der a tax credit sys tem . But em phasizing the pro-

tections for large employment-based plans negotiat-

ed by union s , and the opportu n i ties for new union -

s pon s ored plans in the servi ce and small - bu s i n e s s

sector, could reduce this opposition.

Con d i ti oning tax rel i ef on obtaining a mini-

mum plan would make no practical differen ce to

most families, s i n ce they ei t h er have or want good

covera ge . What would cause more con s tern a ti on is

taxing em p l oyer-paid ben ef i t s , even with a new tax

credit. The idea of restricting or eliminating the tax

exclu s i on to raise govern m ent revenues has been

propo s ed several times and has en co u n tered stron g

oppo s i ti on . But this proposal contains clear adva n-

t a ges to em p l oyees con tem p l a ting new taxes on a

previously tax-free fringe benefit. They would qual-

ify for a credit that in most cases was approximately

the same as their current exclusion or larger, thanks

to the sliding-scale nature of the credit and the addi-

ti onal tax ex pen d i tu re . Moreover, the tax ch a n ge

would allow families new tax relief for out-of-pock-

et co s t s , so there would be a vi s i ble ben efit every

time a pers on vi s i ted the doctor or paid for a pre-

s c ri pti on . And even though upper- i n come workers

gen era lly would face a net tax incre a s e , in many

cases this would be because of a conscious decision

to take more of their compensation in cash income

ra t h er than fri n ge ben ef i t s . Thus the tax ch a n ge

would be an attractive swap for most workers.

Other Issues

Cost and Efficiency

This proposal likely would increase pressures to use

medical services efficiently and to control costs. For

one thing, el i m i n a ting the exclu s i on and making

em p l oyer subsidies explicit would spur em p l oyee s

to con s i der va lue for mon ey mu ch more caref u lly

and to exch a n ge unnece s s a ry ben efits for cash. Th e

exclu s i on has long been recogn i zed as en co u ra gi n g

w a s teful overi n su ra n ce by middle- and upper-

i n come families. For another, giving workers the

opportunity to join large groups outside the place of

work would sharpen plan com peti ti on and all ow

workers in small firms, usually with costly and inef-

f i c i ent covera ge , to join more ef f i c i ent plans.

Making it more po s s i ble for families to join plans

that ref l ect their preferen ces also would improve

economic efficiency.

E f f i c i ency also would be improved by redu c i n g

the ad m i n i s tra tive costs curren t ly assoc i a ted wi t h

plans covering indivi duals or group plans servi n g

the em p l oyees of s m a ll firms (including the high

costs borne by small em p l oyers in arra n ging insu r-

ance). The proposal envisions many workers now in

very small employer groups switching to much larg-

er non - em p l oym ent gro u p s . Sm a ll em p l oyers cur-

ren t ly providing insu ra n ce also would face lower

costs in their new ro l e . The po ten tial redu cti on in

administrative costs is difficult to estimate; it would

depend on the types of plan that emerge. In estimat-

ing vers i ons of the Heri t a ge Fo u n d a ti on propo s a l ,

the Lewin Group assumed administrative costs of 

percent of ben efit co s t s , b a s ed on plans coveri n g

l a r ge nu m bers of people in the indivi dual market .2 9

The FEHBP market su ggests that costs could be

much lower. Others have estimated that, with auto-

m a tic work p l ace en ro ll m ent and paym en t s , t h e

administrative costs of a tax credit system could be a

low as . percent.30

29 Sheils et al., 1999, p. 45.

30 Etheredge, 1999, p. 6.
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In any event, if large groups formed in the mar-

ket , with en ro ll ees coming from tod ay ’s indivi du a l

and small-group market, the average administrative

costs of insurance would tend to fall.

Subsidies to low - i n come families for afford a bl e

i n su ra n ce would en co u ra ge more Am ericans to

l e ave wel f a re and unem p l oym ent perm a n en t ly by

rem oving a major ob s t acle to lon g - term priva te

em p l oym ent in the small - business sector. The sys-

tem would have some marginal ef fects on work

effort because of the credit design. But,although the

sliding-scale credit does include a traditional phase-

o ut mech a n i s m , the co s t / i n come ra tio determ i n i n g

the marginal credit percentage leads to only a grad-

ual redu cti on in the va lue of the credit for a given

amount of health spending as income ri s e s . Th e

equ iva l ent ef fective marginal tax ra te for the cred i t

ph a s e - o ut drops at particular incom e s , or ben d

points,as income rises. The rate also declines for any

i n come level as ex penses ri s e . For a family of fo u r

with , worth of expenses, for instance, the rate

is . percent for incomes up to ,, declining to

. percent for incomes of ,.

Achieving Greater Equity

Ta x - b a s ed approaches of this kind som etimes are

seen as less efficient because part of the tax expendi-

tu re goes to households that are insu red alre ady.

Cu rren t ly some three mill i on workers and depen d-

ents purchase some level of health insu ra n ce , even

though they are unable to claim tax relief. Moreover,

i f tax credits were ava i l a ble to of fs et out - of - pocket

costs assoc i a ted with em p l oyer- provi ded plans,

many other insured families would be able to claim

ad d i ti onal tax rel i ef . Hen ce the cost per newly

i n su red indivi dual typ i c a lly would be high er than

approaches that restrict services or program eligibil-

ity only to those who are uninsured.

A key objective of tax-based approaches to unin-

surance, however, is to reduce the large inequities in

the current tax tre a tm ent of health care co s t s . If a

policy aim is to provi de similar levels of a s s i s t a n ce

to families with the same income and health needs,

similar subsidies must be provi ded to families cur-

ren t ly with or wi t h o ut insu ra n ce . To do otherwi s e

would discri m i n a te against families that had taken

s teps to pro tect not on ly them s elves but also thei r

com mu n i ty by reducing the likel i h ood that they

would incur medical ex penses they could not pay.

Moreover, the argument that a tax credit approach

would mean subsidizing people who are alre ady

i n su red is not unique to this approach . Any pro-

gram de s i gn ed to assist indivi duals wi t h o ut insu r-

ance is bound to crowd out some existing insurance

i f the program is more gen ero u s . That is why

Medicaid ex p a n s i ons and other ef forts by states to

cover uninsu red families lead to at least some ero-

s i on of em p l oyer- s pon s ored insu ra n ce . If the equ i-

t a ble all oc a ti on of subsidies is an obj ective , t h i s

effect cannot be avoided.

Quality of Care

While the quality of care available to families under

the proposal would depend on many factors , it is

possible to make some observations about probable

ef fect s . One is that the wi der covera ge re su l ti n g

f rom the reform would mean that many more

Am ericans would receive their care thro u gh plans

that mon i tor their health, ra t h er than thro u gh

em er gency rooms and occ a s i onal visits to the doc-

tor. Second,most families would have greater choice

of plans than they do now, and thus could sel ect

plans that better meet their medical needs. Third, a

m ore con su m er- d riven market would lead to more

u s a ble inform a ti on that en a bles families to pick

m ore appropri a te plans, because plans would be

u n der gre a ter pre s su re to satisfy en ro ll ees (ra t h er

than their employers). Increased choice and compe-

ti ti on in a market makes it more econ omical for

t h i rd parti e s , su ch as con su m er or ga n i z a ti on s , to

obtain and distri bute inform a ti on to pro s pective

enrollees—a phenomenon seen in the FEHBP. ■


