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Preface

Since the mid-1970s, the federal government has conducted nationally
representative surveys of the U.S. population to learn more about those
who do not have health insurance. Twenty-five years ago two-thirds of
the uninsured lived in poverty or had incomes just above the poverty
level, and two-fifths were children. For policymakers determined to re-
duce the number of uninsured, the message was clear: expand Medicaid
and create programs aimed at children. The country made progress in
both of these directions—but to the consternation of many, the number
of uninsured continued to rise. As of January 2006, the U.S. had 45.5
million uninsured people. Among these are almost 14 million middle-
class people; being uninsured is an increasingly common problem for
middle-class adults.
The growth in the number of middle-class people among the unin-

sured requires us to take a new look at the reasons why people are unin-
sured. It also requires that, in addition to programs targeted at the poor
and near-poor, we develop new policies to provide incentives for insur-
ers to make health insurance more widely available. These are the sub-
jects of this book.
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Chapter 1

A Health Insurance System in Crisis?

Susan Mitchell* does not have health insurance. She is a freelance
editor and writer who until three years ago was an employee of a
medium-sized company in Washington, D.C. Health insurance had

been part of her compensation. Susan writes public relations announce-
ments and edits documents that are sent to the firm’s clients. When the
company felt pressure to reduce its labor costs, it eliminated Susan’s job
but asked whether she would work on a freelance basis, doing the same
work she had been doing as an employee.
By changing the terms of Susan’s employment, the company reduced

its fringe benefit costs—Susan is no longer eligible for the company’s
health insurance and pension benefits. She had the option to continue
her health insurance coverage under a government provision known
as COBRA (Consolidated Omnibus Budget Reconciliation Act of 1985).
COBRA enables people who have been laid off or who leave a job to
continue in the group insurance policy for up to eighteen months as long
as they pay 102 percent of the total premium themselves.1

For several months, Susan kept up the payments for the company’s
health insurance. Then trouble began. Because the company offered a
relatively generous policy, the total premium was $1,137 a month for
coverage for two adults. Susan’s husband, Ed, works on commission as
a wholesaler for small boat and marine products in the northern Virginia
and Maryland area. The company Ed works for treats its salespeople as
independent contractors and does not offer them a health insurance plan.
Between them, the Mitchells earn about $70,000 a year, and they were
confident that they could find good coverage for less than $1,137 per
month. They discovered, however, that at fifty-four and fifty-three years

*Susan’s name has been changed to protect her identity, as have the names
of all the uninsured people I describe in the book. None of the people described
is a composite.
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of age, they were viewed as suspect applicants. They applied to several
insurance companies for individual health insurance but could only find
policies that would cost them even more than they were already paying.
Now they are uninsured, and Susan is looking for a job that offers a
decent health insurance benefit. With each passing month, however, it is
clear that Susan’s profession is changing: as it moves into the freelance
realm, opportunities for editing and writing jobs are scarce with firms
that offer permanence and benefits.

THE UNINSURED ARE NO LONGER ONLY
THE POOR

In 2004, 45.5 million Americans under age sixty-five did not have any
type of health insurance. Among them, 36.5 million were adults, and
two-thirds of these adults were employed. Another 7 percent of the
adults were actively looking for work, so only one-quarter of these unin-
sured adults were out of the labor force. Many working adults are in
situations similar to that of the Mitchells: they are in jobs or employment
circumstances that do not include employer-sponsored health insurance.
Most Americans think of the uninsured as low-income people who

work for small employers that do not offer health insurance or are tem-
porarily unemployed. That image is partially correct. Among all people
under age sixty-five without health insurance, the majority (70 percent)
are poor or low-income. But as the number of uninsured has grown over
the past twenty-five years, the likelihood that a middle-class person will
be uninsured has increased too. Today one in ten working-age adults
(twenty-three to sixty-four years old) with an annual income above the
median household income ($44,430 in 2004)—putting them in the middle
class—are uninsured; in 1979 only 6 percent fit this description.2 Over
the past twenty-five years, more and more middle-class people like the
Mitchells have found themselves uninsured or scrambling to pay for
health insurance. Health insurance is now out of reach not only for low-
income people but also for a growing share of middle-class Americans.
Until recently, if the economy was doing well, the proportion of the

population with private health insurance increased. Because this was ac-
cepted wisdom, most of the incremental efforts to increase insurance
coverage were targeted at the poor and near-poor. But the number of
uninsured did not decline markedly during the late 1990s in spite of a
tight labor market and low unemployment rates.
What has changed over the last three decades to cause more middle-

class people to be without health insurance? Why are more workers of
all incomes uninsured? What do these changes imply for efforts to in-
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crease private health insurance coverage? There are two key parts to the
answer.

Significant Shifts in Employment

During the last twenty-five years, there have been three important shifts
in employment. The first is the continued decline in manufacturing em-
ployment and the related decline of unionized, blue-collar jobs.3 As late
as the early 1980s, manufacturing employed almost 22 percent of all
workers; even at 22 percent, benefits practices in manufacturing played
a standard-setting role for the rest of the labor market.4 The example
these jobs could set for the rest of the economy had been significantly
reduced by 2004, when only 11 percent of all workers were in manufac-
turing. The changes since 1979 in employment by industry are eye-open-
ing. Two of the service industries, known as “business and professional
services” and “education and health services,” now employ the largest
shares of the labor force (12.4 percent and 12.7 percent, respectively).
Between 1979 and 2004, the number of people working in each of these
industries more than doubled. Employment in “leisure and hospitality
services” and “financial-activities services” also grew more quickly than
the labor force as a whole. The service-providing industries as a group
not only absorbed people who lost manufacturing jobs but also absorbed
the 46 percent growth in the size of the labor force between 1979 and
2004.
The decline of manufacturing jobs had important implications for

health insurance provision. During the years from the 1940s to the 1970s,
health insurance coverage grew as a fringe benefit that was strongly as-
sociated with union manufacturing jobs. These jobs—especially those
connected to the manufacture of automobiles and airplanes, basic materi-
als such as steel and aluminum, and items for the booming housing mar-
ket such as durable appliances and crafted windows—also paid salaries
that enabled people with just a high school education to be solidly in the
middle class. David Autor estimates that between 1979 and 1999 the frac-
tion of workers who were in blue-collar occupations slipped from 32
percent to less than 25 percent.5

The decline in manufacturing’s share of all jobs also gave rise to the
second employment shift: a rising share of workers employed in small
firms, which are far less likely than large companies to offer health insur-
ance. Approximately 52 percent of firms with three to nine employees
offered health benefits in 2004, while 99 percent of firms with more than
two hundred employees offered coverage.6 If nothing else had changed
in the economy except the shift from manufacturing to services, the pro-

3
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portion of workers without health insurance would have increased sim-
ply because the services sector has many small firms.
A third shift in employment has been the change in employer-employee

relationships, which has caused a growing number of people (like Susan
Mitchell) to be self-employed or to work as temporary or contract work-
ers. The number of self-employed workers has grown at almost the same
rate as the size of the labor force.7 In 1979, 9.8 percent of the workforce
reported that they were self-employed; by 1996 that fraction had risen to
10.5 percent. This increase does not include the growing number of peo-
ple who work as independent contractors. People who are independent
contractors often have long-term relationships with firms and work on
projects that last as long as a year, sometimes followed by other projects
and new contracts offered by the same company. In surveys of workers,
independent contractors may respond that they are regular employees.
Anecdotal evidence and ethnographic studies of occupations suggest,
however, that the number of nonpermanent employees—independent
contractors and temporary workers with assignments of a month or
more—has increased in the last ten years. Firms that sponsor health in-
surance for employees typically do not offer it to nonpermanent workers
in order to save on insurance costs per worker, as was the case with
Susan Mitchell’s employer.

The Rising Costs of Medical Care

The second part of the answer to the question of why more middle-
class people are uninsured today is that medical costs (after adjusting
for inflation) are far higher than they were twenty-five years ago. In 1980
total health care expenditures per person in the United States were
$2,535 (in 2004 dollars); in 2004 they were $6,280.8 The explosive growth
in options for treating diseases, conditions, and traumas cannot be over-
stated. Diagnostic tests and imaging equipment now available were un-
heard of before the 1980s. MRI (magnetic resonance imaging) machines
were not invented until 1983, and they have already progressed through
several generations of improvements. Laparoscopic surgery has reduced
many complicated and dangerous surgeries to outpatient procedures,
with the patient returning home in the evening and being ready to re-
sume normal activities within twenty-four to forty-eight hours.9 Prior to
1980, many conditions, including arthritic knees and hips, torn rotator
cuffs, or hernias, would have been much more difficult to treat. Many
went untreated because of concern that the treatment was too dangerous.
The 1970s mark the beginning of our ability to treat health care prob-

lems that we now label “chronic.” Before then, physicians had few choices
to offer people with cancer, cardiovascular disease, or arthritis. Today
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medical providers don’t tell patients whose knees ache, “Take some aspi-
rin; such pains are part of growing old.” There are now better pain re-
lievers for arthritis and the option of joint replacement surgery. The sur-
gical techniques available for treating orthopedic or joint problems were
only gleams in surgeons’ eyes fifteen years ago. Similarly, treatment op-
tions for cancer and cardiac conditions are strikingly improved. People
who would have died of cancer within months now have ten-year sur-
vival rates accompanied by longer “disease-free” time. The change from
being doomed by a diagnosis to being a cancer survivor is due to ad-
vances in surgical techniques and the development of new chemothera-
pies and new drugs that permit more aggressive use of chemotherapies.
The creation of drugs that break up stroke-causing blood clots and drugs
that lower blood pressure and cholesterol levels has significantly altered
how cardiovascular diseases are treated. All these pharmaceuticals were
developed over the past twenty-five to thirty-five years and have become
recommended treatment options during the past decade. Although the
costs of these drugs per person are often low (less than $1,000 a year for
some of the prescriptions for cardiac conditions), the number of people
in the population who have these conditions can be in the many millions.
This is one reason why total health expenditures have grown so much.
Other advances related to a wide variety of acute medical problems

have occurred in the last twenty-five years. We are now able to save
many more babies born prematurely, and we can even perform life-saving
surgery on babies in the womb. Surgeons routinely do organ transplants
for many more types of organs and tissue and have created techniques
that save people who have suffered traumatic injuries that only a decade
ago they would not have survived. New drugs have dramatically im-
proved treatments for mental illnesses and for infectious diseases that
were unheard of in the 1970s—for example, HIV/AIDS and SARS.
These medical advances, however, have greatly increased our average

expenditures for health care. True, they have brought enormous benefits
and improved the quality of life for millions of people. At the same time,
the new options create considerable variation in the costs for treating a
particular problem. How an oncologist decides to treat a cancer patient
depends enormously on the stage of the cancer, the underlying health
of the patient, and the patient’s ability to tolerate chemo and radiation
treatments. Even having a baby can vary in costs by $10,000 or more
depending on whether the delivery is vaginal or caesarean and on the
types of complications that may arise. The increased variation in costs of
care and the growth in average costs of medical care mean that insurers
are less able to predict costs for individuals and small groups of people.
The risks for insurers are greater than they were twenty-five years ago.
Since health insurance premiums closely track expenditures for medi-
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cal care, they also have more than doubled (after adjusting for inflation)
since 1979. The rapid rate of growth in health insurance costs has been
an eye-popping contributor to the cost of labor for companies facing
increased competitive pressures. The decline in U.S. manufacturing jobs
in the 1980s was a response to lower labor costs abroad. In the 1990s
employers responded to rising labor costs by shedding employees who
were not part of their “core business competencies” and outsourcing jobs
to business service firms that often were small and did not offer health
coverage. Within the last five to eight years, companies have become
more aggressive about hiring more people as nonpermanent employees
as another way to restrain labor costs.
As a result of these employer responses to the increased cost of health

insurance, it is no longer just the poor and low-income who cannot af-
ford health insurance. The growth in the number of middle-class people
who are uninsured has been faster than the growth of people with mid-
dle-class incomes; thus, the chance that a middle-class, working-age
adult will be uninsured has risen to one in ten. Many of these people are
self-employed or working in small firms that do not offer insurance.
Their only option for obtaining coverage is the individual insurance mar-
ket, where premiums are higher than they are in large companies.
These middle-class workers fall into two groups. In one group are

young and healthy people who have never spent—nor can they imagine
spending—more than a couple of hundred dollars a year for medical
care. They have limited knowledge of potential health problems and as-
sociated medical costs. Moreover, they often misunderstand the concept
of insurance—that by paying a premium they are paying to avoid the
risk of having to pay for expensive care themselves. Thus, when the
annual premium is greater than $3,000 or $4,000 for an individual or
$8,000 for a family policy, they balk at paying. Most people, even those
with employer-sponsored health insurance, tend to resist paying more
than 5 percent of their income for health coverage.
The other group of middle-class people who are uninsured are over

forty-five years of age or have had some health problems. They are far
more likely to face much higher premiums or to have trouble obtaining
insurance. They often have their applications turned down or are offered
policies with severe restrictions on the services covered. Depending on
their age, they frequently cannot find a decent insurance policy for less
than $700 a month for single coverage, $1,000 a month for coverage for
two adults, or more for a family policy. If they are denied coverage,
there is not much they can do to obtain coverage; if they earn only a
little more than the $44,400 threshold for being middle-class and are of-
fered policies at these premiums, they may not be able to afford them.
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INSURER AVOIDANCE OF PEOPLE LIKELY TO
HAVE HIGH EXPENSES

Sixty-three percent of Americans under age sixty-five had health insur-
ance through an employer or union (employment-based coverage) in
2004.10 They constitute the vast majority of people with private health
insurance. Another 7 percent purchase individual (nongroup) private in-
surance. Everyone else in the United States is either uninsured or has
some type of public insurance. As we saw with Ed Mitchell when he
was insured, many of the 63 percent with employment-based coverage
have their insurance through a spouse or parent whose employer or
union sponsors it. If the worker loses that coverage, the loss affects the
spouse and children too.
People with employment-based insurance are beneficiaries of two sig-

nificant advantages that greatly reduce their out-of-pocket costs for
health insurance. One is the fraction of the premium paid by the em-
ployer.11 In the case of an individual policy for just the employee, em-
ployers generally pay between 70 and 95 percent of the premium; on
average they pay 84 percent.12 Employers pay, on average, 74 percent of
family policy premiums, although the percentage varies considerably.
The second advantage of employment-based coverage is that it is sig-

nificantly less expensive per person to sell insurance through employer
groups than to individuals. Insurance sold through groups carries a
lower risk for an insurer because almost everyone in the employer group
enrolls in the group policy. The insurer does not worry that the people
who want health insurance are those who believe they will need expen-
sive medical care in the coming year. In the case of small groups (espe-
cially those with fewer than twenty-five employees) and individuals, in-
surers face a greater risk of high medical costs per person. Without many
people over whom the risk of very high costs can be shared, the premi-
ums are higher than in large groups. The higher premiums often are
high enough to discourage healthy people from enrolling, so it is likely
that the applicants are those who suspect they will have high medical
expenses. Premiums per person also are lower in large groups because
insurers save on costs related to administering the policy and collecting
premium payments. Employers often take on many of the tasks of those
two functions. It is also less expensive for insurers to market a policy to
one large group than to hundreds or thousands of separate individuals.
Thus, the 63 percent of non-elderly Americans with employment-

based health insurance have a relatively good deal: the premiums are
lower, and the employer typically pays a large fraction of it. In 2005 the
average total premium per month for employer-sponsored health plans
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was $335 for single coverage and $907 for family coverage. Workers in
large companies were paying average out-of-pocket costs of about $55
per month for single coverage and about $200 per month for family cov-
erage.13

People who do not have access to employment-based coverage lack
these advantages. The only other source of private health insurance is
the individual (nongroup) market. It can be difficult to find a suitable
policy, and part of the search may involve consulting with an insurance
agent, whose main interest is selling a product. Even if a person succeeds
in identifying a desirable policy, the most significant factor that affects
the premium is insurers’ concern that the policy has attracted “adverse
selection.” Adverse selection occurs when a disproportionate share of
people who apply for health insurance suspect that they have medical
problems that will require expensive medical care in the near future.
The potential threat of adverse selection in the small-group and indi-

vidual insurance markets is real. Because we have a voluntary system of
health insurance purchases, young and healthy people are less likely to
apply for and buy coverage. The result is a catch-22: insurers charge
higher premiums for small-group and individual coverage because the
risk of people with high costs is greater than it is in the large employer
groups. In response to the higher premiums, young and healthy people
decide that, because their own expected medical costs plus whatever
they are willing to pay for the value of insurance are less than the pre-
mium, they will not buy coverage.
Insurers have responded to the increased threat of adverse selection

in the small-group and individual insurance markets by becoming more
sophisticated in their use of mechanisms to avoid it. They spend a great
deal of effort and money trying to select the most desirable applicants—
those who they expect will be low-cost—and protecting themselves from
others who they predict will be high-cost. They deny coverage to some
people based on their age and prior medical history; they offer restricted
coverage; and in states where they are required to insure anyone who
applies, they charge unaffordably high premiums of $1,500 or more per
month. The end result is that young and healthy people can obtain indi-
vidual insurance at relatively low premiums, especially in states where
insurers are permitted to use a wide variety of selection mechanisms.
But those older than forty and those who have had health problems are
frequently unable to obtain coverage at all.14 In states where the premi-
ums must be the same for everyone regardless of age or health status
(known as community-rated premiums), middle-aged and less healthy
people can obtain coverage, but the premiums are generally high. Young
and healthy people resist paying these premiums and are more likely to
be uninsured.
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THE IMPLICATIONS OF BEING UNINSURED

Being without health insurance is a risky business, although it may not
seem so at first glance.15 People who are young and healthy generally do
not become sick, so it is reasonable to assume that their yearly medical
expenses will be close to zero. Indeed, half of all those under age sixty-
five spent less than $500 (in 2005 dollars) on medical care in 1996.16 We
do not have the expenditure data for 2005 yet, but because these people
are healthy, the $500 amount is likely to be only slightly higher in 2005.
(The increase will reflect changes in the practice of medicine since 1996
that are not accounted for with adjustments for inflation between 1996
and 2005.) But these people face risks—they might get hurt in a car acci-
dent or become ill with a condition that requires long-term medical at-
tention. The risks of a period without health insurance can extend be-
yond the time without coverage. As insurers have become more selective
about whom they cover with small-group or individual policies, any
type of prior medical problem can cause a person to be denied coverage
or charged significantly higher rates than a similar healthy person.17

Even an indication of a future problem, such as above-normal blood test
levels, can result in denial of coverage. In addition, individual and small-
group insurance policies generally do not cover services for at least a
year for preexisting medical conditions. Thus, even for healthy people
the risks of being without insurance include the risk of difficulty in get-
ting health insurance in the future.
For people who are older or for those who have had medical prob-

lems, the risks of being uninsured are more apparent. If such a person
has a chronic condition or is diagnosed with a cancer or other life-threat-
ening illness, the risk is that he or she will not get the same quality of
care that an insured person would receive.18 This risk then expands to
becoming sicker or dying earlier than an insured person with the same
disease. These risks are genuinely frightening to people as they age.
Society also runs risks by having a significant number of uninsured

people. Typically, they do not seek medical care when they first notice
symptoms, and they do not visit physicians for regular checkups or for
preventive care, such as screenings for cancer. When they do seek medi-
cal care, their problems often cost more to treat because they were ne-
glected at an early stage. Medical care provided to uninsured people is
not free—we all pay for it in the form of higher taxes and the higher
prices charged by medical providers.

THE PLAN OF THIS BOOK

This book is about people who do not have health insurance and what
might be done to help them. The book is divided into three parts. The

9
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first part describes why people are uninsured, while the second part
examines government policies that might make private health insurance
more affordable and available to these people. The third part is about
the need for a new health insurance structure that would enable more
people to have health insurance.
In chapter 2, we begin by analyzing who is uninsured and the changes

over the past twenty-five years in the types of people who are uninsured.
Specifically, we explore why being uninsured is now a problem con-
fronting the middle class and people twenty-five to forty-four years of
age. Changes in the economy, employer-employee relationships, demo-
graphic patterns, and new public programs to cover poor and low-income
children have affected the population of the uninsured. In discussing
how the uninsured have changed since 1979, I rely on a nationally repre-
sentative dataset—the Current Population Survey (CPS), conducted by
the U.S. Census Bureau—and on information obtained from interviews
with more than forty people who are uninsured or who run small busi-
nesses and struggle with offering coverage to their employees. I use the
experiences of six middle-class uninsured workers and three small-busi-
ness owners to illustrate the reasons why being without health coverage
now threatens millions of Americans. Unlike the CPS, the sample of peo-
ple I spoke with is not a scientific sample, but these interviewees do repre-
sent a wide variety of occupations and experiences in the labor force.
The focus in chapter 3 is on why some people have problems obtain-

ing health insurance as part of the compensation they receive for work.
We examine job options for different types of people and the impacts of
changes in the U.S. labor market over the past twenty-five years on em-
ployer-sponsored health insurance coverage. We also investigate the re-
lationship between premiums and employer-group size and its effect on
workers’ chances of having employer-sponsored coverage.
How insurers compete with each other and why some people cannot

buy insurance is the subject of chapter 4. Insurers are very concerned
about adverse selection, and they compete by using selection mechanisms
to reduce their risk of covering very high-cost people. As a result, people
who might incur high medical costs have difficulty obtaining health in-
surance; either they are denied coverage or they are charged very high
premiums. If the risk of extremely high-cost people were lowered, insur-
ers would reduce both premiums and their use of selection mechanisms
that prevent people from buying coverage.
If we want to maintain private insurance, proposals to expand health

coverage must address insurers’ risk of extremely high-cost people. The
second part of the book investigates three proposals that might address
this risk and thereby make private insurance affordable and accessible
to more people. In chapter 5, we examine two potential mechanisms for

10
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reducing insurers’ fear of adverse selection: high-risk pools and an as-
sessment mechanism that might be used to relieve carriers of the finan-
cial burden of high-risk enrollees. Both of these mechanisms rely on pre-
dicting who in a group of people is likely to have high medical costs.
Chapter 6 focuses on a third mechanism for addressing the risk of

adverse selection: the federal government reinsuring the small-group
and individual insurance markets. Reinsurance is insurance for insurers,
protecting them from extreme risks. If the federal government were to
provide a reinsurance program that took responsibility for people who
have the top 1 percent of all medical expenses among everyone covered
by small-group or individual insurance, it could reduce premiums for
such coverage by 20 to 40 percent. How much premiums might decline
would depend on how the reinsurance is structured. In addition, because
a government-sponsored reinsurance program would reduce insurers’
incentives to select against people they suspect will be high-cost, more
people would find that insurance is available to them when they apply.
The reductions in premiums together with the increased availability of
coverage might induce as many as one-third of the uninsured to become
insured. The total costs of such a program would depend on the struc-
ture of the reinsurance. A rough estimate is that it would cost between
$6 billion and $20 billion a year to help at least 15 million uninsured
persons purchase coverage in the individual and small-group insurance
markets. This is about the same amount of money being discussed to
help clean up after Hurricanes Katrina, Rita, and Wilma just in 2005. By
comparison, the annual federal tax subsidy for employer-sponsored health
insurance is now estimated to be more than $140 billion.19

There are precedents for government taking the worst risks in other
situations, enabling markets to operate more efficiently. Today the catas-
trophe reinsurance markets and secondary mortgage markets would not
exist without the federal government’s assumption of responsibility for
the worst risks in these markets. Three health-related government pro-
grams also make the government responsible for large shares of the costs
of the highest-risk cases. Medicare has provided additional payments to
hospitals for very expensive cases (known as outliers) since 1983. Medi-
care pays a hospital for 80 percent of its costs above the threshold that
defines an outlier case. The Medicare prescription drug benefit (Medicare
Part D) established risk corridors such that if an insurer has an individual
with expenses in excess of a complicated formula of costs, the Centers
for Medicare and Medicaid Services provides a reinsurance payment.
Among the state programs for the uninsured, Healthy New York stands
out as the first with an explicit reinsurance component that reimburses
insurers with enrollees who have annual expenses above a threshold
defined on a per-person basis. Healthy New York reimburses insurers

11
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for 90 percent of a person’s annual costs between $5,000 and $75,000. In
2004 the program paid out less than $35 million for such expenses, less
than what had been budgeted for the reinsurance pool.20 These prece-
dents are described more fully in the appendix.
The third part of the book is about how we could move from the

current situation of rising numbers of uninsured to a situation where
health insurance would be affordable and accessible for more people.
Why the United States needs a new structure for its system of health
insurance and how it might be configured are the focus of chapter 7. The
appendix, as noted, describes precedents for government taking respon-
sibility for the worst risks.

A FINAL NOTE

Although the lack of health insurance now extends well into the middle
class, the majority of the uninsured are poor or low-income. The primary
way to help poor and low-income uninsured has been obvious for some
time. We need to expand government assistance—we cannot continue
to believe that they will be able to buy private coverage on their own.
The economic boom of the late 1990s provided ample evidence that a
strong economy and tight labor markets do not cause health insurance
to trickle down to large numbers of the working poor. But because many
others have proposed and written about policies that would help the
poor and low-income uninsured, the problems they face in obtaining
health insurance are not the focus of this book.21

Instead, this book focuses on what is different about the uninsured
today and on policies that could allow us to maintain a system of health
insurance based on private insurance. The uninsured are different from
those of twenty-five years ago in three significant ways. They account
for a larger share of our under-sixty-five-year-old population: one in six
are now uninsured. More middle-class people now face the prospect of
being uninsured: one in ten working-age, middle-class adults are with-
out insurance. An increasing number of people are in skilled occupations
that ensure middle-class incomes but do not always come with em-
ployer-sponsored health insurance. And perhaps most sobering, a signif-
icant number of adults twenty-five to forty-four years of age are unin-
sured—so many that between 20 and 25 percent of all adults in this
twenty-year age cohort are uninsured. This is not good for them, and it’s
not good for the country’s ability to maintain private insurance.
We are on the edge of a crisis. Health insurance is out of reach for an

ever-expanding number of people. Unless we do something quickly to
help younger adults and middle-class people buy health insurance, our
system of private insurance will collapse.
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PART I

Why People Lack Health Insurance





Chapter 2

The Growing Ranks of the Insured:
Who Lacks Health Insurance?

If you want to have a career in broadcasting, journalism, advertising,graphic design, filmmaking, or interior design, prepare to live with-
out health insurance. Even many high-tech computer-related occupa-

tions, such as software programming, hold out the same prospect. None
of this was true twenty-five years ago—but when it comes to health
insurance, we are in a new economy.
Sam (not his real name) is a thirty-four-year-old sports broadcaster

who does play-by-play announcing. He has a master’s degree in journal-
ism from one of the top three broadcast journalism schools in the country
and is in his seventh year of television sports broadcasting. Sam has
moved twice already to climb the ladder of television sports broadcast-
ing and now works in a medium-sized city with many sports teams. He
hopes his next career jump will be to a large city. Although Sam’s career
progression is quite successful, he has not been an employee of any of
the stations for which he has worked. As a result, he has not been eligible
for group health insurance through any of the radio and cable television
companies for whom he broadcasts. Technically a freelancer, he has to
string together contracts to earn a steady income. Among his gigs is
announcing arena football games—the city’s team plays seventeen games
between January and June—for one of the city’s cable stations. (Arena
football, played indoors, is generally a much faster and higher-scoring
game than regular football, so play-by-play announcing is more like that
for basketball or ice hockey.) Sam has worked two seasons as a sideline
reporter for NFL games for one of the major networks, and he has done
play-by-play announcing for NFL-Europe games. With his various con-
tracts, he earns more than $45,000 a year. But out of that he must pay
income taxes and the full 15.3 percent payroll tax for Social Security and
Medicare, living expenses, and payments on loans he took out to get his
master’s degree. Not much is left over for health insurance, which he keeps
meaning to look into.
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Behind the camera that brings us Sam and other announcers are highly
skilled camera men and women. They too have experienced a shift in
fortunes over the last decade. Brian is one of them. In his late forties,
Brian is sought after to film interviews for segments that are shown on
news broadcasts on the major television networks and public broadcast-
ing stations. Two decades ago, cameramen and sound technicians were
employees of these networks. But with the push to reduce production
costs and the advent of lightweight, relatively inexpensive cameras mak-
ing it possible for many less experienced people to come into the video
business, midcareer cameramen like Brian have been forced to become
freelancers. This is particularly problematic because they often have ex-
perienced shoulder injuries from lugging around the heavier camera
equipment that was the norm until just recently. Brian still earns a mid-
dle-class income, but after accounting for inflation, he earns less now
than he did a dozen years ago. Moreover, pursuing filming assignments,
which increasingly are given as one-day rather than multiple-day jobs,
has added to the stress in his life. Although producers who are his age
or older are familiar with his reputation as a creative and skilled camera-
man, many of them have left the business in response to the budget cuts
imposed by networks and broadcast companies. Brian finds that he has
to cultivate younger producers so that they will call him for assignments.
If he worked in Los Angeles, he most likely would be a member of a
union of production people. But he doesn’t, and with his forced shift in
employment status to freelance, he lost access to group health insurance.
Brian and his wife divorced several years ago, so he cannot obtain health
insurance through her employer. Brian worries a lot about not having
health insurance, but he feels that he cannot afford the $500 monthly
premiums he has been quoted.
Most of us would assume that getting a college degree in computer

science and engineering would be a sure ticket to a secure job that pays a
good salary. But over the last decade, computer programmers, software
engineers, and hardware engineers have increasingly found themselves
forced to work as independent contractors or employees of contract
houses.1 What happened to Paul is common. Paul graduated five years
ago with a master’s degree in computer science from a top Midwest
university. He found a job in Texas working for a large computer soft-
ware firm that provides technical support to large U.S. companies. But
within a year of starting work, he was told that he could either continue
as an independent contractor or work for a contract house. (Contract
houses act as agents or middlemen in obtaining short-term and long-term
contracts for skilled workers. They are the employer of record for tax
purposes—they obtain the contracts from the places where they send
workers and then they pay the workers.) Either way, Paul would con-
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tinue doing the same job he had been hired for, but he would no longer
be an employee of the company and he would have to find his own
health insurance. After working as an independent contractor for half a
year, he moved back to his home state in the Midwest to join a start-up
that was being financed primarily by a large computer company. But
here too he has found himself not an employee: the seventy-plus work-
ers at the start-up are all employees of a contract house, and health insur-
ance is not part of the compensation. He still does not have health insur-
ance, largely because, with college loans and the costs of moving to and
from Texas to pay off, he thinks it is too expensive.

WHAT IS OBSCURED BY THE NUMBERS ON
THE UNINSURED

Of the 45.5 million uninsured Americans under age sixty-five, 13.75 mil-
lion (three out of ten) have incomes that are above the median household
income level of $44,400 in 2004—that is, they are in the middle class. If
that is surprising, it is just as surprising to apply a similar yardstick to
the uninsured in 1979 and discover that three out of every ten were
middle-class in that year as well.2 This similarity is deceiving, however,
because the uninsured today are very different from the uninsured of
twenty-five years ago. To start with, in 1979 almost 40 percent of the
uninsured were children under the age of nineteen. Today, only 20 per-
cent of the uninsured are children, and the number of uninsured chil-
dren is actually smaller today than it was in 1979 (see table 2.1). While

Table 2.1 Ages of Non-Elderly Uninsured, 1979 and 2004

1979 2004

Number Number
Uninsured Percentage Uninsured Percentage

Age Cohort (Millions) of Uninsured (Millions) of Uninsured

Younger than 19 10.784 39.3% 9.034 19.9%
19 to 24 4.974 18.1 8.001 17.6
25 to 34 4.112 15.0 10.174 22.4
35 to 44 2.438 8.9 8.108 17.8
45 to 54 2.349 8.5 6.257 13.7
55 to 64 2.818 10.3 3.934 8.6

Total 27.470 100.1 45.508 100

Source: March 1980 and March 2005 Current Population Surveys.
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the number of uninsured children shrank, the number of uninsured
adults grew. If the number of uninsured adults had stayed the same
while the number of uninsured children declined, the proportion of all
uninsured who are adults would be higher today compared to 1979 sim-
ply because the number of uninsured children declined. But instead, we
have both an increase in the proportion of uninsured who are adults and
a large increase in the number of uninsured adults—adults like Sam,
Brian, and Paul. In fact, the number of uninsured adults increased so
much that the uninsured now represent 17.8 percent of all people under
the age of sixty-five, whereas in 1979 the uninsured were 14.7 percent of
the non-elderly.
The changing nature of the uninsured is a result of four major factors:

• The changing economy

• Changing employer-employee relationships that result in more peo-
ple not being permanent employees

• Falling birthrates and changing marital patterns

• Expanded programs to insure poor and lower-income children and
poor adults

THE CHANGING ECONOMY

The U.S. economy has undergone significant changes in the last quarter-
century. A healthy, vibrant economy constantly responds to shifts in con-
sumer tastes and to potential changes in production costs. New products
and new firms emerge, less costly ways of producing older products are
invented, and, inevitably, older products or older production methods
are replaced. Few of us, for example, would want to go back to using
typewriters instead of computers. Although we may be nostalgic for
products no longer manufactured or for old ways of making some
things, unless people value old-fashioned goods and production meth-
ods enough to pay for them, they disappear. In the normal course of
change in an economy, workers are forced to change jobs. The U.S. econ-
omy’s dynamics can be seen in the monthly statistics on hires and sepa-
rations from jobs. In the winter of 2005, about 140 million people were
working, and in February 2005, 4.6 million people were hired and 4.2
million people voluntarily or involuntarily left their jobs.3 Thus, about 3
percent of the workforce changes jobs every month, reflecting a signifi-
cant amount of dynamic change.
Workers can generally find new jobs with salaries comparable to those

in their previous jobs when demand is high for their skills. But if a work-
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er’s skills become outdated by new production methods, or if demand
drops for the product the worker helped to make, he or she may have
trouble finding a similar job or any job with a comparable salary. The
Industrial Revolution marks the best-known rapid change in employ-
ment opportunities. The rate at which many occupations were elimi-
nated in the nineteenth century owing to the mechanization of work was
unprecedented. At the same time, new job opportunities and occupa-
tions were created by the new machinery. The twentieth century also
witnessed distinct shifts in employment opportunities and employee-
employer relationships. Some of the shifts in manufacturing opportuni-
ties caused large migrations of people within the United States. Detroit,
Chicago, Los Angeles, and other cities grew because people left farms
and rural areas between the 1920s and the 1960s to take jobs making
cars, washing machines and other household appliances, air condition-
ers, pharmaceuticals, telephones, and airplanes—products that were just
being developed at the beginning of the century.

The Shift Away from Manufacturing to
Service-Producing Industries

By the 1980s, the employment shifts were becoming more rapid as man-
ufacturers in other countries began to offer serious competition not only
for durable goods such as cars and appliances but also for electronics
and textiles. Cheaper labor abroad as well as changes in transportation
made it possible for foreign-made goods to be competitive with Ameri-
can goods. The number of people employed in manufacturing in the
United States fell by 1.5 million between 1979 and 1984, and even after
the country recovered from the 1981 to 1983 recession, manufacturing
employment never returned to its pre-recession level of 19.4 million. In
1989 manufacturing employment was just under 18 million, and it con-
tinued to fall steadily thereafter. By 2004 manufacturing employment
was about 14.3 million. But because the total workforce grew by 41.6
million people between 1979 and 2004, the proportion employed in man-
ufacturing fell from 21.6 percent to 10.9 percent (see figure 2.1). This is a
stunning change in just twenty-five years.
The people who were hurt most by the shift from goods-producing to

service-producing industries were the people who had not gone to col-
lege. Manufacturing jobs, especially those in durable goods production
such as steel, cement, automobiles, and household items like refrigera-
tors, were relatively well paid. Because they also were often unionized,
health insurance was typically part of their compensation. From the
1950s through the late 1970s, high school graduates could work in these
jobs and expect to live a comfortable, middle-class life. But with the sud-

19



REINSURING HEALTH

Figure 2.1 Percentage of Employment in U.S. Manufacturing and
Services Sectors, 1979 to 2004
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den decline in such jobs, many less-skilled and less-educated workers
found themselves forced to take pay cuts, lose health insurance, and
slide away from their middle-class lives.
Some of the people who are now between poverty and middle-class

and do not have health insurance are people who a decade or more ago
earned as much as two times what they are now earning—and had
health insurance. They now show up as having incomes below the mid-
dle-class threshold. The significantly higher probabilities of being unin-
sured for people with incomes between two and four times the poverty
level (see table 2.2) reflect the shifts in the economy that have caused
changes in people’s incomes as well as in health insurance. (The poverty
level is adjusted each year to account for inflation. Also, because it differs
by family size, it provides a way of comparing people’s incomes across
family size. In 1979 the poverty level was $7,412 for a family of four (in
1979 dollars); in 2004 it was $19,307.)
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The Rise in Small-Firm Employment

Luckily for most of the people who lost their manufacturing jobs, or who
lost the expectation of taking a job in a steel mill or automobile plant
after graduating from high school, the service-producing part of the
economy grew tremendously in the late 1980s and early 1990s.4 Between
1984 and 1994, the service-providing industries of business services,
health and education services, and leisure and hospitality increased em-
ployment by about 11 million, and between 1994 and 2004 their employ-
ment grew again by 10.8 million.5 Employment in all the industries in
the service-producing part of the economy grew by 44.7 million between
1979 and 2004. Figure 2.2 shows the percentage changes in employment
in the major industries over this period.
A significant consequence of the shift in employment from manufac-

turing to services and the subsequent rapid growth in the service-produc-
ing industries is an increase in the fraction of workers employed by small
firms. Unlike the goods-producing part of the economy, the service-produc-
ing sector is dominated by small firms. In 1979, 37 percent of all private-
sector workers (that is, not including government workers) were em-

Figure 2.2 Percentage Change in Employment in Major Industries,
1979 to 2004
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ployed in establishments with fewer than fifty workers; 28 percent of all
workers were employed in establishments with five hundred or more
workers.6 Preliminary data from the first quarter of 2005 show that 43.7
percent of private-sector workers worked in establishments with fewer
than fifty workers.7 The fraction of private-sector workers employed by
establishments with five hundred or more workers had fallen to 17.2
percent.
As discussed in more detail in chapter 3, large firms are far more likely

to offer health insurance to their employees than are small firms, in large
part because the premiums per person are much lower for large firms.
Thus, simply because goods-producing jobs as a proportion of all jobs in
the economy fell from 28 percent in 1979 to less than 17 percent in 2003,
there was a substantial decline in the number of workers employed in
large firms where health insurance was a standard part of compensation.
Even if nothing else had changed in the economy over the last twenty-
five years, the shift in employment to service-producing industries and
smaller firms would have increased the number of uninsured.

CHANGES IN EMPLOYER-EMPLOYEE
RELATIONSHIPS: MORE
NONPERMANENT EMPLOYEES

Just as competitive cost pressures have caused shifts in the economy,
cost pressures are altering employer-employee relationships. What hap-
pened to Susan Mitchell, Sam, Brian, and Paul has happened to millions
of other people who had good jobs and incomes. Since the mid-1990s,
many companies have laid off employees and then hired people (some-
times even their old employees) on a contract or temporary basis to do
much of the same work. Occasionally the temporary freelance people are
there for so long that they call themselves “permalancers.”
Employers have restructured their employment practices primarily to

save on labor costs.8 When a person is an employee, an employer has to
pay the employer share of taxes for Social Security and Medicare (cur-
rently 7.65 percent), as well as taxes for unemployment insurance.9 Em-
ployers also are required to collect and transmit the employee’s income
taxes to the federal and state governments. If, in addition, an employer
provides fringe benefits, such as a pension plan or health insurance, it
pays a portion of the costs of these benefits too. Thus, changing a job to
one that is done by a temporary employee, consultant, or independent
contractor saves an employer a lot of money. The restructuring of work
from employee relationships to contract or temporary work has enabled
whole industries and firms to reduce their labor costs.10 It is only now
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becoming apparent that this restructuring has created a significant shift
affecting the labor force.
Sam’s and Brian’s situations illustrate this shift. The stations that

broadcast the games that Sam covers keep their production costs low by
contracting with freelance broadcasters. Similarly, the relatively recent
cost pressures on cable and television news divisions cause producers of
feature segments to hire cameramen like Brian on a daily basis when
they decide to film an extended interview or a special event. In previous
decades, they simply would have used production workers who were
on staff. Now they consider the benefits and costs of shooting and edit-
ing new video versus having a person provide the essence of the story
in a studio or perhaps using archival video footage. This is now the
norm in broadcast journalism. With the exception of the best-known re-
porters and anchors on national news shows on the major broadcast net-
works, most workers in the broadcast industry are freelancers or inde-
pendent contractors. In medium and small city markets, and at the local
cable companies in large cities, most people in broadcasting work as
independent contractors and do not get health insurance or other bene-
fits. The situation is identical at most magazines: only a very few execu-
tives and senior editors are employees. The rest, including some of the
best-known authors in print journalism, work on a contract basis and do
not receive health insurance or other fringe benefits. Many of them have
joined the ranks of the uninsured because they cannot afford the cover-
age they are offered when they apply for individual health insurance or
because they have been offered policies with strict limitations on cover-
age for their medical conditions.
Within the last decade, other industries have been similarly restruc-

turing their workforces. Many software programmers lost jobs that were
outsourced to India. The sharply lower costs of digital cameras and soft-
ware to edit video have enabled a new generation of young people to
compete with Brian for work in advertising. As companies downsized
over the past few years, many laid off communications people like Susan
Mitchell. Running through all these examples is the fact that there are
more people available now to do various types of previously specialized
jobs. As a result, many workers have to settle for the work terms that
companies are setting. They are not in a position to demand permanent
employment, much less health insurance.
The restructuring of work has two other benefits for companies trying

to respond to changes in demand and to please Wall Street. By relying
more on temporary workers and people who do contract work, firms
can ramp up production during periods when they are not sure that
increased demand for their goods or services will last. It is then easy and
relatively cheap to cut back production if the increased demand recedes.
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In addition, over the past five years Wall Street analysts have noted
when companies appear to have larger numbers of employees than their
competitors. Temporary employees and contract workers often are not
counted in such comparisons. The relative efficiency calculations of out-
put per worker can appear favorable if more of the work is done by
temporary and contract workers.

Increased Numbers of Self-Employed and
Contingent Workers

The shift in employment relationships and the restructuring of work are
reflected in the increasing numbers of people who are freelancers and
independent contractors, like Sam, Brian, Paul, and Susan Mitchell. Such
people are described as contingent workers or self-employed.11 Contin-
gent workers are people who work in situations that are structured to
be short-term or temporary. They may work as temporary employees
who almost always obtain work through temporary service agencies.
Another group of contingent workers are those who accept consulting
contracts to do a specific job over a specified time period. There is some
overlap between self-employed people and contingent workers. Some
self-employed people are independent contractors: they take on work
assignments within one or perhaps a few companies over the course of
a year. But most provide business services for which they have many
customers or clients. Certified public accountants, lawyers who practice
on their own, construction contractors, and interior decorators are exam-
ples of self-employed people with many clients.
It is difficult to obtain national data that have tracked the numbers of

self-employed and contingent workers for many years. The survey that
the Bureau of Labor Statistics uses to estimate the self-employed changed
most recently in 1994, so the data before and after are not directly com-
parable.12 Since 1967, the BLS has distinguished between incorporated
and unincorporated self-employed people; it is the unincorporated who
are typically referred to as self-employed in their publications. In the late
1970s about 6.8 million non-agricultural workers were self-employed.
The number grew throughout the 1980s and early 1990s, reaching almost
9 million in 1993.13 After the survey changed in 1994, the number of non-
agricultural, self-employed workers hovered around 9 million until the
economic boom of 1999, when it fell to 8.8 million. In 2003 the number
was 9.3 million. Another 4.8 million people were incorporated non-agricul-
tural, self-employed workers.14 Among all self-employed workers, about
one-fourth were uninsured.15

National data on contingent workers were collected only between
1995 and 2001. Steven Hipple of the BLS estimated that the percentage
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of Americans who worked on a contingent basis between 1995 and 1999
was 4.3 percent of the workforce.16 These contingent workers are concen-
trated in particular occupations. Hipple estimates that 29 percent of col-
lege and university instructors were contingent workers in 1999.17 Al-
most one-quarter of all library clerks worked on a contingency basis. Other
occupations with high rates of contingent workers include physicians,
biological and life scientists (perhaps working in diagnostic laboratories),
photographers, interviewers, general office clerks, and receptionists and
typists.18

There is some concern that the contingent worker survey questions
did not fully capture the magnitude of contingent work. For example,
people who work for contract houses and have an employer of record
may not have answered the questions in such a way that their contractor
status would have been noted. As a result, the BLS estimates of the num-
bers of self-employed and contingent workers are likely to be too low.
We have to rely on case studies of what has been happening in various
industries where shifts to temporary workers and contract work have
been documented to get a more complete picture of the extent to which
various occupations now have nonpermanent employees. Stephen Barley
and Gideon Kunda estimate that in the late 1990s between 15 and 30
percent of the technical workforce in Silicon Valley were independent
contractors.19 By one estimate, about 5 percent of all nurses today work
as “travel” nurses: they are placed by agencies that supply registered
nurses, practical nurses, physical therapists, and other medical person-
nel.20 The nurses accept thirteen-week (three-month) assignments that
are primarily at hospitals but also include summer camps, college-abroad
programs, and cruise ships. Another study estimates that nearly 43 per-
cent of all teaching faculty in colleges and universities were part-time or
adjunct faculty in 1998.21 Since almost half of all universities and colleges
do not offer health insurance to part-time faculty, and part-time faculty
are paid substantially less than tenure-track faculty, colleges and univer-
sities save a lot of money by hiring people as adjunct faculty. People in
all of these occupations have had to shift their expectations not only
about job and income security but about their health insurance and pen-
sion savings as well. Many of the people are recent additions to the ranks
of the uninsured.

Entrepreneurs and 1099 Employees

Contributing to the increase in the number of people working as inde-
pendent contractors or temporary employees has been a change in how
entrepreneurs and inventors transform their inventions into businesses.
Unlike household names like Michael Dell and Bill Gates, inventors of
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new products today are more likely to set up small companies and ar-
range for much of the manufacturing of their product to be done over-
seas. In the services sector, there has been a virtual explosion of entrepre-
neurs who have come up with ideas for specialized services to sell to other
companies. One of these is thirty-three-year-old James, an uninsured
computer software engineer. He graduated from a nationally known
small college and worked for Viacom for several years. During his first
two years at Viacom, he was a permalancer and did not have access to
health insurance benefits. Then James became a regular employee with
health insurance. After he left Viacom to join a start-up company, he
maintained his Viacom-sponsored health insurance for eighteen months
under the COBRA regulations, but since it expired he has been unin-
sured. James has been involved with a number of start-up companies
offering Internet Web design and hosting services; he helped start sev-
eral of these, and he owns one that now has fifty clients. As he said,
however, start-ups are usually hard-pressed for cash and often fail;
health insurance is just one of those items on the “back burner” that he
will buy if he ever gets enough clients to earn “real” money. When James
does hire other people, they work as independent contractors.
Another relatively new entrepreneur is forty-nine-year-old David,

who worked for twenty years for a large consulting company before
starting his own company six years ago. David graduated from a presti-
gious university with a bachelor’s degree in economics; he also knows a
lot about computer software processes. He started his own company
when he realized from his consulting work that there are a lot of busi-
nesses that want to track particular companies’ earnings and other finan-
cial information. He developed a program that does that and sold the
service to a number of companies. His “employees” are not technically
employees; they all work as independent contractors.22 They include six
or seven women who want to work at home and have flexible hours.
Their work involves taking information from various sources and put-
ting the data into David’s predeveloped program, and then creating re-
ports that are sent to the business clients. David expressed some frustra-
tion that he cannot provide them with health insurance, but he says that
he cannot afford it.
Although the surge in the inventiveness of business services has in-

creased jobs, many of the business-services entrepreneurs are like David
and James: they do not technically have employees. Instead, the people
who work for them are “1099 workers” who theoretically are indepen-
dent consultants. They receive a 1099 statement of “miscellaneous” income
instead of a W-2 income statement, which employees get for income
earned the previous year. Although James tends to hire highly skilled
computer software people, many other business-services entrepreneurs
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are like David and hire people without specific skills. Those 1099 work-
ers without specific skills who work from home typically earn anywhere
from the minimum wage to $10 or $12 per hour.23 Skilled or not, 1099
workers are part of the growing number of uninsured in the United States.

The Rise in Temporary Government Employment

Cost pressures to reduce labor costs by reducing employees and hiring
people on a temporary basis also are affecting all levels of government.
In earlier decades, government employees often had lower salaries than
their private-sector counterparts but were rewarded with job stability
and generous benefits. In some places, that is still true, but it is quite
common today to find new government hires working in temporary po-
sitions that do not come with health insurance or other benefits. The
federal government has shrunk its workforce since 1989, when 3.1 mil-
lion people were federal employees. By 2004 the number had fallen to
2.71 million.24 While the number of federal employees has declined, the
number of state and local government employees has grown steadily
since 1985. In 2004 about 17 million people worked for state and local
governments; almost 8 percent of these workers were uninsured.

FALLING BIRTHRATES, CHANGING MARITAL
PATTERNS, AND INCREASED FEMALE LABOR
FORCE PARTICIPATION

So far, we have focused on the economic factors that significantly changed
the composition of the uninsured between 1979 and today. But during
the same period significant demographic changes that particularly affect
children and younger adults were occurring too. These demographic
changes also have affected changes in who is uninsured. As noted ear-
lier, one of the most striking differences between the uninsured in 1979
and 2004 is the decline in the number of uninsured children and the
halving of the proportion of the uninsured who are children. Today only
20 percent of the uninsured are children (as we saw in table 2.1). The
decline in the fraction of the uninsured who are children is a product
of two independent factors: declines in birthrates and changing marital
patterns, and expansions in government programs to insure poor and
low-income children. While policymakers’ attention was focused on ex-
panding programs for children, the demographic changes affecting the
types of families in which children were being raised were occurring
with little notice.
The first of these demographic changes is the slow but steady decline

in the birthrate among women fifteen to forty-four years of age. As can
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be seen in figure 2.3, the birthrate was 15.9 per 1,000 such women in
1980; by 2003 the birthrate had fallen to 14.1 births per 1,000.25 (For com-
parison, during the baby boom years the birthrate was between 24.1 and
26.6 per 1,000 women.) The decline in the birthrate is echoed by an 18.5
percent decline in the number of children under age eighteen per house-
hold between 1979 and 2004.26 During this period, families with children
went from being a slight majority of all families (52.5 percent) to less
than half of all families (47.2 percent).27

The decline in the birthrate occurred among both whites and blacks,
and birthrates have been declining among teenage women and holding
steady for unmarried women fifteen to forty-four years of age since
1995.28 The birthrate for teenagers is now 33 percent below its most re-
cent peak, in 1991.29 Since 1991, the birthrates for non-Hispanic white
and non-Hispanic black teenagers have fallen the most: 38 percent for
the white teens and 45 percent for the black teens. The birthrate for His-
panic teenagers has declined by 21 percent since 1991.
As a result of the drop in birthrates, there are fewer children per

Figure 2.3 Birthrates for All Women Age Fifteen to Forty-Four
and for White and Black Women, 1980 to 2003
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adults in the population today than in 1979. The decline in the number
of children per adults probably would have caused the share of children
among the uninsured to decline, even if public health insurance pro-
grams for poor and near-poor children had not been significantly ex-
panded after the mid-1980s. Or to put it another way, the shift in the
uninsured population so that younger adults are a larger share than they
were in 1979 is partly a result of the decline in the number of children
per adults.
The second significant demographic change since 1979 is the steady

rise in the median age of first marriage for men and women.30 As figure
2.4 shows, in 1979 the median age at first marriage for men was 24.4
years, and for women it was 22.1 years.31 By 2004 the median ages were
27.4 years for men and 25.8 years for women. These increases are ex-
traordinary. We have to go back to 1890 to find a median age of first
marriage for men (26.1 years) that approaches the current number. The
year 1890 also saw the highest median age of first marriage for women

Figure 2.4 Median Age of First Marriage for Men and Women, 1969
to 2004
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(22.0 years) until 1979. These sharp increases have had significant effects
on household and family structures, as well as on the proportion of fami-
lies headed by married couples in which children live. Today a higher
fraction of all men fifteen years of age and older have never been mar-
ried compared with men in earlier years.32 As can be seen in figure 2.5,
in 1980, 29.6 percent of all men had never married; by 2004 this propor-
tion was 32.6 percent.33 The trend is similar for women fifteen years of
age and older: in 1980, 22.5 percent had never been married, and by
2004, 25.6 percent had never married. Divorce rates have also increased
over the last twenty-five years. By 2004, 8.2 percent of all men fifteen
years of age and older were divorced, and 10.9 percent of all women
were divorced.34

The changes in median age of first marriage and higher divorce rates
have had a significant impact on household and family structures. More

Figure 2.5 Percentages of Persons, Age Fifteen and Older, Who Are
Never-Married or Divorced, 1970 to 2004
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single men and women have their own households. But if we look just at
families (which consist of related people: married adults with or without
children, or adults with children), the proportion of all families with
children under eighteen years of age went from being the majority (52.5
percent) of all families in 1979 to less than half (47.2 percent) in 2004.35 If
we examine just families with children, the proportion headed by a mar-
ried couple fell from 81 percent in 1979 to 72 percent in 2004; the propor-
tion headed by a mother only increased from 17.4 percent to 22.9 percent
in the same period.
Another way of looking at how changes in adults’ marital status af-

fected children can be seen in figure 2.6. In 1979 a little more than three-
fourths of all children under the age of eighteen lived with two parents.36

By 2004 the proportion of all children living with two parents had
dropped to two-thirds. By the same token, in 1979, 17 percent of all chil-
dren lived with just their mother, but by 2004 the percentage had risen
to almost one-quarter.

Figure 2.6 Living Arrangements of Children Less Than Eighteen
Years Old, 1979 to 2004
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Both the rise in median age of first marriage and the growth in the
number of single men and women living in their own households are
consistent with the increase in the share of younger adults who are
among the uninsured today compared to 1979. It is not clear whether
the absence of responsibility for dependents causes young people to be
uninsured or whether it’s the other way around. But either way, having
more young adults without health insurance is a concern. As an emer-
gency department physician said to me when commenting about the
young-adult car accident victims he sees, “You may not need health in-
surance 99 percent of the time, but when you do, the costs of its absence
go right up.”
A third factor affecting household structure has been the rising labor

force participation rate of women, especially married women and women
with children under the age of six. In 1980 just over half (51.5 percent)
of all women sixteen years of age and older were in the labor force; by
2003 the percentage was almost 60 percent.37 As can be seen in figure 2.7,
the increase in women’s labor force participation rates is even more strik-
ing for women with children younger than eighteen: by 2003, 73 percent
of all single mothers and 69 percent of all married mothers were in the
labor force. Among women with children under the age of six, the parti-
cipation rates also jumped, to 70 percent and 60 percent for single and
married mothers, respectively. Thus, many more families today have in-
comes coming from women, and many more children, especially those
under the age of six, have mothers working for pay.
This rapid change in women’s participation in the labor force had a

dramatic impact on family incomes in the 1980s and 1990s, particularly
in families where the husband did not have a college education.38 The
earnings (after accounting for inflation) of these men fell or did not grow
during the 1980s and 1990s.39 The sharp decline in manufacturing jobs
and the subsequent increase in service-sector jobs described earlier par-
ticularly affected men with only a high school education. But because
their wives entered the labor force, these men and their families were
able to maintain middle-class incomes.
Equally important, the increase in women’s labor force participation

has meant that many families have access to health insurance that they
might not have if the husband’s employer does not provide health insur-
ance. The ability of families to get health insurance from a second earner
has cushioned the effect of the employment restructuring of the past
decade. Among the independent contractors, consultants, and small-
business owners I interviewed, those with health insurance said over
and over again that without the health insurance provided by their
spouses’ jobs, they would not be able to have the careers they do. If
women had not returned to the labor force in the numbers they have, the
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Figure 2.7 Labor Force Participation Rates of Women, 1970 to 2003
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employment restructuring of the last decade would have dramatically
increased the number of uninsured. Another effect of the presence of a
second earner is that many families are deciding who will stay home
with young children on the basis of which adult is more likely to have
continued access to employer-based health insurance.40

All of these changes in demographics, marital status, and labor force
participation rates have changed the types of family and financial cir-
cumstances in which children are growing up. Surprisingly, in spite of
all the changes, the proportion of children living in families with in-
comes below the middle-class threshold of the median household in-
come did not change over this period, remaining around 45 percent. But
among children in families below the middle-class threshold, the propor-
tion who were uninsured fell from 28 percent to 18 percent. The reason
for this relates to the fourth factor that has affected changes in the unin-
sured population since 1979.
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THE EXPANSION OF PUBLIC PROGRAMS FOR
POOR AND LOW-INCOME CHILDREN AND
POOR ADULTS

Since the 1960s, efforts to help the uninsured have focused on very low-
income people. The general expectation in the post–World War II era
was that larger firms were more efficient at producing goods and ser-
vices and that people would gravitate to larger firms for employment.
Since large firms were more likely to offer health insurance, the assump-
tion was that health insurance would become more widespread as more
less-skilled workers found employment in the larger firms. To the extent
that policymakers tried to help working people obtain health insurance,
the effort was implicit in job training programs rather than through any
explicit policy. Initiatives to help the uninsured focused on raising Med-
icaid’s income eligibility caps and on state programs to help the unin-
sured poor. The targets of these initiatives were children and single
mothers or people with health problems that prevented them from work-
ing—people who did not have financial means to purchase health insur-
ance. They were viewed as being first on a priority list of “deserving”
uninsured people in need of assistance.
The initiatives to cover more of the uninsured poor have been mod-

estly successful during the last two decades and have primarily affected
children. In the late 1980s the income eligibility limits for Medicaid were
raised across the country so that all children under the age of six with
family incomes below 133 percent of the poverty level were eligible for
Medicaid. In addition, Medicaid eligibility was phased in for children
age six to nineteen who had family incomes below the poverty level.
Since 2002, all poor children under age nineteen are eligible for Medic-
aid. In 1998 the State Children’s Health Insurance Programs (SCHIPs)
were launched.41 The SCHIPs provide medical coverage to children with
family incomes above their state’s income cap for Medicaid eligibility. In
2003, thirty-eight states and the District of Columbia had SCHIP income
eligibility caps of 200 percent of the poverty level or higher. Together,
Medicaid and the SCHIPs covered almost 30 million children in 2003—
almost 40 percent of all American children.42

WHO IS NOW UNINSURED?

With many poor and near-poor children now covered by Medicaid and
the SCHIPs, there are now fewer uninsured children than there were
twenty-five years ago (see tables 2.1 and 2.3). The fraction of all children
who are uninsured has fallen from 17 percent to just under 12 percent.
The uninsured age groups that have grown particularly are twenty-five-
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to thirty-four-year-olds and thirty-five- to forty-four-year-olds. Two out
of every five uninsured people today are between the ages of twenty-
five and forty-four; in 1979 people in this age range accounted for just
under one-quarter of the uninsured.
More shocking is the fact that the chances of being uninsured for peo-

ple in these age groups have doubled since 1979, as table 2.3 shows.
Today someone twenty-five to thirty-four years old has a better than
one-in-four chance of being uninsured, and someone thirty-five to forty-
four years old has almost a one-in-five chance. Those are very bad odds.
The high number of uninsured adults in these age groups has implica-
tions for other family members too. People twenty-five to forty-four
years of age are often heads of families and need health insurance to
cover children and pregnant women.
For young adults who are in very good health, the possibility of a

serious medical problem must seem remotely small. Interviews indicate
that most view health insurance premiums as high relative to their ex-
pected medical expenses. It was striking that those under age forty spoke
about health insurance as if it were prepaid medical care. They seemed
to ignore the fact that insurance would enable them to shift the risk of
high costs to insurers in exchange for a known monthly cost. Yet most
knew that they did not have enough money to pay for serious medical
care. Indeed, among the uninsured in general, many are in debt for the
cost of medical care for what are covered services for people with insur-
ance.43 Monthly payments for medical debts are another expense that
reduces an uninsured person’s ability to pay for health insurance.
The shifts in the economy and employer-employee relationships and

their effects on the insurance status of adults can be seen clearly in the
higher educational attainment of today’s uninsured adults. In 2004, 37
percent of uninsured adults had a four-year college degree or had com-
pleted some college courses (including a two-year associate’s degree); in
1979, 28.6 percent of uninsured adults had this level of education (see
table 2.4). But more sobering are the increases since 1979 in the simple
chances of being uninsured for adults with all levels of education except
postgraduate degrees. The chances doubled for adults who did not com-
plete high school or who did not continue their education beyond high
school. Many of these uninsured adults would have held union jobs in
manufacturing that included health insurance twenty-five years ago.
Having more education offered some buffer to these effects, but as we
saw with Sam, Brian, Paul, and James, higher education is less of a guar-
antee of health insurance than it used to be. Today one in six adults who
have taken some college courses and one in nine of those with a college
degree are uninsured. These are greatly increased odds compared to
1979. Although the simple chances of being uninsured have not changed
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THE GROWING RANKS OF THE INSURED

for people with a postgraduate degree, like Sam, there are today one
million adults with a postgraduate degree who do not have coverage.
The fact that 37 percent of uninsured adults today have completed at

least some college courses shows up in the incomes of the uninsured. As
we saw earlier in table 2.2, compared with 1979, a slightly smaller pro-
portion of the uninsured today have incomes below the poverty level.
The policies to help the poor, especially children, explain the decline in
poor people among the uninsured. For everyone else, the economic
forces that have caused jobs to shift from the manufacturing to the ser-
vices sectors, and from large firms to small firms, and the changes in
employment relationships and marital status have taken their toll. People
in every income group above poverty now have a significantly higher
probability of being uninsured than they did in 1979.
The growth in the probability of being uninsured for people with in-

comes several times the poverty level can be seen also by looking at the
annual family incomes of the uninsured (see table 2.5). In both years,
almost two out of five (38 percent) of the uninsured had incomes less
than $20,000 (in 2004 dollars). But the proportion with incomes above
$60,000 has grown so that now almost one in five of the uninsured has
an income above $60,000.
Since children account for far fewer of the uninsured today, it is im-

portant to look more closely at the incomes just for working-age adults
between the ages of twenty-three and sixty-four. (Most people in this
age group have finished their education and are not yet retired.) The
working-age uninsured population more than doubled in size between
1979 and 2004; today almost one-fifth of all working-age adults are unin-
sured (see table 2.6). We can further simplify the income numbers by
defining people as middle-class if they have an income in the upper half
of all households’ incomes (that is, above the median household income).
The effects of the economic and demographic changes of the last twenty-
five years on the simple chances of working-age adults’ being uninsured
are startling. The proportion of working-age adults with incomes below
the middle-class threshold who were uninsured jumped, from 21 to 32
percent. But among middle-class working-age adults, the proportion
who were uninsured also shot up, from 6.3 percent to 10.3 percent. Being
without health insurance is now a bigger threat to people of all incomes.

IMPLICATIONS OF THE CHANGES IN WHO
IS UNINSURED

The changes in the uninsured population require that we rethink the
policies that are needed to help the currently uninsured and people who
are at risk of losing their employer-sponsored coverage.
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REINSURING HEALTH

The Need for Publicly Funded Coverage or Large
Subsidies for the Poor and Near-Poor Uninsured

Although some of the poorest uninsured have been helped by expan-
sions of Medicaid since the late 1980s, it is still the case that the 54 per-
cent of the uninsured with incomes below two times the poverty level
(approximately $30,000 for most people) cannot afford to buy health in-
surance on their own. If these 24.3 million people were to purchase indi-
vidual policies, they would be spending more than 10 percent of their
after-tax income on health insurance—something that very few Ameri-
cans with employer-group coverage do. Premiums for individual cover-
age—frequently more than $300 per month for one person—are often
close to what single people pay for apartment rents. Premiums for family
coverage in the individual market are often more than $1,000 per
month—again, close to or above many families’ monthly housing costs.
Since two out of every three uninsured adults are employed, and an-

other 8 percent are actively looking for work, there are good reasons to
make it easier for people with ties to the labor force to purchase private
coverage or for their employers to sponsor health insurance. As we have
seen, many non-middle-class adults now work for service-sector firms.
These employers are typically small, with fewer than fifty employees,
often fewer than ten. The per-person premiums for small firms are sub-
stantially higher than those faced by large employers. Every small-busi-
ness owner I spoke with expressed regret that he or she could not afford
to sponsor health insurance for the people they hired (most of whom
were paid wages below the middle-class threshold). A typical case is
that of Ellen, who owns a successful interior design business. Ellen has
high-income residential clients who are renovating or decorating their
homes as well as business clients restructuring their office spaces. At one
time she had seven people working for her, four of whom were employ-
ees and three of whom worked on a contract basis whenever Ellen had
sufficient work for them. No one earned more than $40,000 a year. Until
two years ago, Ellen sponsored health insurance for the four employees.
But when the premiums shot up 50 percent, she felt that she could no
longer justify the expense. Two of her employees quit, and the whole
experience led her to restructure the relationship she has with the people
who work with her. Today Ellen is the sole employee of her company,
and everyone else has an independent contractual arrangement with her.
For more employers like Ellen (and David) to sponsor health insurance,
small-group health insurance premiums have to become more afford-
able. Likewise, if the people who work for small employers and earn
more than $25,000 are to be able to purchase private health insurance, we
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THE GROWING RANKS OF THE INSURED

need to reduce their premium costs—either through subsidies to them or
to their employers.

The Need to Focus More on the Difficulties in
Gaining Access to Health Insurance

As noted earlier, many highly skilled middle-class people work in occu-
pations where independent contracting is now the norm. They cannot
find jobs with health insurance unless they give up their occupations.
There is also a shadow middle-class group of uninsured people—people
who in earlier decades had middle-class incomes but today do not. Many
had high-paying jobs in manufacturing until the 1980s. Now, not only
can they not earn middle-class salaries, but the jobs available to them do
not provide health insurance and they cannot afford to purchase insur-
ance on their own.
The middle class’s increased difficulty in obtaining health insurance

has much in common with the problems of lower-income people. The
shifts in the economy from manufacturing to service sector jobs and the
changes in employer-employee relationships have affected everyone.
The difference is that people in the middle class have more income with
which to purchase health insurance. So why are so many having trouble
obtaining that insurance?
The explanation hinges on two puzzles. One has to do with the job

market and how firms compete for workers. The other puzzle has to do
with how insurers compete for people to insure and price premiums for
different types of people. In the next two chapters, we explore these
puzzles. The answers suggest ways in which the federal government
might increase access to private health insurance, especially for the 30
percent of the uninsured with incomes above the median household in-
come. Policies beyond subsidies are needed to help people with middle-
class incomes obtain health insurance—and these policies need to ad-
dress why such people are uninsured.
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Chapter 3

Why Employer-Group Health Insurance
Is Cheaper—and Why Those Who

Have It Are Lucky

What is it about employer groups that insurance companies find
attractive? How did it come to pass that the United States has
an employer-based health insurance system? In 2004, 63 per-

cent of Americans under age sixty-five obtained health insurance through
their own or a family member’s employer, down from 67 percent in
2000.1 Only seventy years ago, almost no one had health insurance from
an employer—so it is somewhat amazing that three out of five Ameri-
cans have employer-sponsored health insurance today. Even so, this
fraction is not as high as some envisioned fifty years ago, and it has been
slowly declining over the past decade. The decline is reflected by the
higher proportion of middle-class people who are now uninsured. One
reason for the decline is the increased proportion (now 43.7 percent) of
the workforce in establishments with fewer than fifty employees. What
is it about larger employer groups that is not also true about small em-
ployer groups or individuals?
The proximate answer to these questions is that per-person costs in

large groups are lower than in small groups or for individual coverage.
The group size effect on cost is a major reason why some workers have
health insurance and others—like Sam, Brian, and Susan Mitchell—do
not. Why per-person costs are lower in large groups is the focus of much
of this chapter. The reasons involve the complicated relationship be-
tween health insurance pools and the places where we work.
This chapter explains why people who work in large firms that spon-

sor health insurance are very lucky—and why people who work in small
firms, are self-employed or are independent contractors, or work for tem-
porary agencies are at a huge disadvantage when it comes to access to
affordable health insurance. The growing percentage of workers who are
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in the disadvantaged group is a warning that the employment-based
system of health insurance in the United States is in danger of failing.

HOW U.S. HEALTH INSURANCE BECAME
EMPLOYMENT-BASED

Fifty years ago, there was a general expectation that American workers
would be employed in large companies because large businesses offered
economies of scale. Although that was indeed the case in manufacturing,
few foresaw that manufacturing jobs would lose ground while various
service industries would employ more of the labor force.2 While some
services can be produced at less cost by large firms—for example, bank-
ing or credit card billing—many are less amenable to large-scale produc-
tion. Financial advice, interior design services, and even many forms of
health care do not cost less in large-scale settings. Thus, the expectation
that almost all Americans would have health insurance through the
workplace has been foiled by shifts in the economy.
Health insurance has been part of the wage compensation package for

a significant number of workers only since the end of World War II. It
is widely believed that such coverage grew during the war because the
National War Labor Board (NWLB) permitted its substitution for wage
increases.3 However, this view of the NWLB’s role downplays the fact
that also in 1943 the Internal Revenue Service (IRS) issued a ruling that
employers’ contributions to group health insurance policies were exempt
from taxation. Indeed, Jennifer Klein makes a persuasive case for a dif-
ferent history of the NWLB’s role in the expansion of employer-based
health insurance.4 Her reading of the NWLB’s decisions yields two sig-
nificant points: First, “it was not until April 1943 that the NWLB agreed
to approve insurance plans, pensions, or sick leave plans if they did not
exceed 5 percent of payroll.” And second, “the board ruled against labor
unions that requested new benefit plans or improvements in existing
plans.”5 Although the NWLB consistently ruled that companies had to
guarantee existing health insurance benefits, it would not order compa-
nies to establish new plans. Thus, the conventional wisdom seems im-
plausible.
In the decade or so before World War II, large insurance companies

were seeing a falloff in the popularity of the burial and accident insur-
ance they sold to workers through their employers. In the mid-1930s,
insurers began to experiment with hospitalization insurance to replace
their waning business. They preferred indemnity hospitalization insur-
ance—policies that paid a specific amount toward a hospital’s charges—
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REINSURING HEALTH

because it was patterned on indemnity life insurance.6 They also saw
that selling such insurance through employer groups might open up a
whole new market of business.
The choice confronting insurance companies before World War II was

whether to market health insurance directly to workers or to sell it through
employers. Several factors affected their decision to push for employer-
sponsored policies. In the early part of the twentieth century, burial and
accident insurance had largely been sold to individuals by insurance
agents. But as workers began to move to the Midwest and West Coast
in response to new job opportunities in manufacturing, insurance agents
lost track of them, and sales of policies fell. Insurers began to realize
that collecting premiums through an employer would be more efficient.
Further inhibiting insurers’ desire to sell policies directly to workers was
the fact that union organizers in the 1930s had examined a number of
the new forms of health insurance that were being tried, and they fa-
vored plans that today would be familiar as prepaid group health orga-
nizations—not at all what the insurers wanted to sell.7 In addition, dur-
ing the 1930s and especially after the war, many Americans viewed unions
as having communist and socialist objectives. Business owners were re-
luctant to pay into union-organized health plans, particularly after the
war ended. The large commercial insurers saw an opportunity for mar-
keting their indemnity policies as an employer-sponsored insurance ben-
efit, one that would enable the companies to sidestep any obligation to
contribute to union-sponsored plans and avoid negotiations with unions
about the content of the benefit.
In 1947 the Supreme Court ruled that Inland Steel could not exclude

health insurance from the bargaining issues with the United Steel Work-
ers union. It is regarded as the watershed case that set in motion the
expansion of health insurance benefits as part of wage compensation
packages. However, a great many unionized workers were already re-
ceiving indemnity hospitalization coverage by the time the Inland Steel
case was decided. Immediately after the war, there was great demand
for the products of the durable goods and heavy manufacturing indus-
tries, such as automobiles, electrical goods, household appliances, and
steel. The companies needed capital to expand their production capaci-
ties—and the insurance companies had capital to lend. By the early 1950s,
as Klein notes, the largest insurance companies and the leading manufac-
turing companies had many board of directors members in common.
The close relationships among the leaders of these companies helped
spread the idea that, by announcing that they were offering an indem-
nity health plan, the companies could take insurance off the bargaining
table.8 As a result, most unionized workers in the durable goods and
heavy manufacturing industries had indemnity hospitalization insurance
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by mid-decade. Not surprisingly, the companies also offered their techni-
cal and management employees similar health benefits as part of their
total compensation. By the end of the decade, it was commonplace for
white-collar workers to have health insurance in their compensation
packages.

Tax Code Incentives for Employer-Group Insurance

The spread of health insurance as a fringe benefit, especially among edu-
cated workers in high-paid occupations, also was aided by changes to
the federal tax code. By enacting section 106 of the Internal Revenue
Code of 1954, Congress eliminated confusion arising from a 1953 IRS
ruling that had seemed to contradict its 1943 ruling that employer contri-
butions to health insurance policies were tax-exempt.9 Congress further
amended the Internal Revenue Code in 1954 with section 3121, which
clarifies that employer contributions to health and accident insurance are
exempt from payroll taxes. Together, the 1954 amendments to the tax
code strengthened the incentive for employers to offer compensation in
the form of fringe benefits, since they did not have to pay payroll taxes
(principally for Social Security) on the amount they contributed toward
the benefits. Similarly, employees had an incentive to receive fringe ben-
efit forms of compensation since they did not have to pay income taxes
or payroll taxes on the dollar amount contributed by employers for those
benefits. For people who had higher earnings, the tax advantages of re-
ceiving income in the form of health insurance provided strong incen-
tives to welcome employer-sponsored health insurance as part of their
compensation package.
After Medicare was created in 1965 and the payroll tax for the Medi-

care trust fund went into effect, the tax advantages for employers and
employees of health insurance grew again. Over the 1970s and 1980s,
general price inflation caused incomes to rise, and people “crept” into
higher income tax brackets. Congress also raised the payroll tax rates for
Social Security and Medicare a number of times after 1965 to meet rising
costs for both programs. The increased tax advantages of receiving
health insurance rather than wage increases during this period contrib-
uted to the expansion of the list of medical services covered by health
insurance policies. As a result, the concept of health insurance shifted
from indemnity hospitalization and surgery coverage to hospitalization
and major medical coverage. Major medical policies covered far more
medical services, including diagnostic tests. By the beginning of the
1980s, most employer-based health insurance policies had a major medi-
cal component.
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Wages–Fringe Benefits Trade-Off

By accepting and sometimes encouraging a private-sector health insur-
ance system based on employer groups, Americans agreed that health
insurance is a form of compensation for work. They could be paid for
their work through some combination of wages and in-kind benefits,
health insurance and pensions being the most prominent.
The idea of health insurance as a form of compensation is a natural

extension of company-provided housing, doctors, and stores where food
and provisions could be bought. Company towns have a long history in
Europe and the United States. Up through World War II, many workers
employed in coal mining, oil extraction and refining, steel manufactur-
ing, railroad building and production of railroad cars, and other indus-
tries lived in towns initially built by companies. They built the housing
and other town buildings so they could attract workers to locations where
transportation costs were low or raw materials were nearby. The costs
of these company-provided benefits, however, were usually deducted
from promised wages, so it was clear that they were provided in lieu of
wages.
Two issues are notable about this arrangement. First, just as the de-

ductions for company-provided housing and food from company stores
were often mysteriously determined, the employer contributions for
health insurance were not transparent. Workers never knew how much
their wages would have increased in the absence of employer-sponsored
health insurance. As Klein points out, companies frequently received
premium dividends (or rebates at year end) from insurers, but they did
not pass these savings along to the workers.10 It was not clear in the
1940s and 1950s—and often is still not clear—what employer-group
health insurance really costs an employer. Since the early 1990s, many
employers have made the costs more transparent. It is not uncommon
for paycheck stubs to list the separate amounts contributed by the em-
ployee and the employer for employer-sponsored health insurance. But
with only a small proportion of the workforce belonging to unions, the
vast majority of workers do not have the opportunity to bargain over
whether they want less generous health insurance in return for increased
wages. In countries where health insurance is universal, workers finance
it with compulsory taxes on their wages.11 The costs of health care and
the health plan are transparent since they are translated into taxes. This
is quite different from the American system of employers setting the
terms of the trade-off of wages for fringe benefits and not giving employ-
ees more voice in how their nonwage compensation is spent.
The other notable aspect of substituting health insurance for wages is
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that the total premium per person in a company is the same regardless
of the person. The share of the premium paid by the employee can vary if
an employer chooses to subsidize lower-wage workers more than higher-
wage workers. This subsidization often is in the form of a “tiered” system:
people with annual salaries below some threshold pay a smaller share
of the premium than do people with salaries above the threshold. Some
tiered systems have more than two tiers. Also, an employee’s share of
the premium for single-person coverage is often lower than the fraction
of the premium paid by the employee for family coverage. But across all
people enrolled in a single-person policy or all people enrolled in a fam-
ily policy, the total premium for each is independent of the person’s in-
come or health or any other factor.
This may have seemed fair in the 1940s and 1950s when the income

distribution was significantly more equal than it is now. In the years after
World War II, the top 10 percent of all tax-filing units (households) earned
about 32 percent of all income in the United States, a share that remained
stable until 1982, when it began to steadily rise. By 2000 the top 10 per-
cent’s share of all U.S. income had reached 42 percent.12 The change in
the income distribution can also be seen in the change in the ratio of
compensation for the average chief executive officer (CEO) to the typical
worker’s pay. In 1965 CEOs earned about 24 times what the average
worker made; in 2003 they earned 185 times as much.13 Also, in the 1940s
and 1950s, when health care costs were relatively low, so were premi-
ums. Health care expenditures per person in 1960 were only $913 in 2004
dollars.14 In those years there were fewer treatment options for medical
problems. Little could be done to combat cancer or cardiovascular dis-
ease or diabetes. Since the 1980s the treatment options for a host of acute
and chronic conditions have expanded exponentially. Life expectancy
has risen, and survival rates from traumatic incidents, as well as chronic
conditions, improve all the time. The result is that per capita health ex-
penditures have grown from just over $2,535 in 1980 to $6,280 in 2004
(in 2004 dollars).15 (To see how this change affects families, health care
expenditures per capita were 6 percent of median household income in
1980—in 2004, they were 13.1 percent.) But in companies where every-
one pays the same amount for a health insurance plan, or where employee
shares of the total premium do not vary much by salary, low-wage work-
ers are paying larger shares of forgone wages for health insurance than
are their managers and executives.
When the rapid rise in health care expenditures is placed alongside

what has happened to incomes, it is apparent why lower-income work-
ers have been squeezed by the wage–health insurance trade-off. Since
1979 the average hourly wage of men with only a high school diploma
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has fallen from $16.75 to $15.47 in 2003 (all in 2004 dollars).16 In fact, only
people whose family incomes are in the top fifth of the income distribu-
tion have seen increases in their inflation-adjusted incomes. For people
who have had to shift from manufacturing to service-sector jobs, where
health insurance is not as prevalent a fringe benefit, it is easy to see
why the wage–health insurance trade-off is not realistic. A high school
graduate working in an automobile assembly plant might be able to
make $25 to $30 per hour, which is equivalent to $50,000 to $60,000 per
year (assuming 2,000 hours of work per year). A health insurance policy
with an annual cost of $6,000 is the equivalent of $3 per hour in wages.
After netting out the cost of the health insurance policy, the auto assem-
bly worker still has a middle-class income. Now place that same person
in a restaurant working for $12 per hour and reduce his wage by the
same $3 per hour for health insurance. A $12 per hour wage generates
an annual income of $24,000 and the $6,000 loss in income for health
insurance is unsustainable. It is difficult to imagine anyone in good
health accepting that trade-off.
Kristen offers another angle on the squeeze faced by lower-income

workers. She is unable to afford health insurance because she cannot
count on steady inflows of income as a freelance writer. Although Kris-
ten has one contract that will pay her $18,000 this year for a series of
articles, she does not have any other similar assignments with certain
contracts. She worries that if she raises her fees enough to cover the
premiums for an individual policy, she will be undercut by other free-
lancers willing to work for less. Kristen faces high rates for individual
coverage because she is a forty-six-year-old single woman in a state that
permits age-adjusted premiums for policies sold in the individual market.
It has become commonplace for researchers and policymakers to say

that anyone who really wants health insurance will find a job that offers
it. The not-so-subtle inference is that people who work and do not have
health insurance must not want it enough. But the calculations above
show how outdated that conclusion is. The employment-based coverage
landscape has changed, along with the scope and costs of health care.
There is no room for a trade-off between wages and health insurance
when wages are barely enough to live on. Moreover, as we saw earlier,
many occupations and careers now do not have the option of health
insurance. Only the very best people in an occupation may have health
insurance as part of their employment contract. The experience of Sam
(whom we met in chapter 2) is typical of people in broadcast journalism.
His goal is a position as a permanent employee, with health insurance,
with one of the major networks. To achieve that, he has to distinguish
himself in the cable broadcasts of local minor league sports and develop
a distinctive angle on delivering polished play-by-play descriptions of
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games. In practical terms, Sam would have to give up his career as a
sports broadcaster to gain a job with health insurance.
In addition, the suggestion that people who value health insurance

will be willing to make the wage-insurance trade-off has perverse impli-
cations for the encouragement of innovation. Dynamic, growing econo-
mies need entrepreneurs to design new products and create new ways
of producing goods and services at lower cost. The United States prides
itself on having a dynamic market economy that is the largest in the
world because of such innovations. But incentives to take risks and be
innovative are constrained by concerns about exposure to the risks of
health care costs. James, the thirty-three-year-old software engineer who
has been involved in several Internet Web design start-up companies
(see chapter 2), is not comfortable without health insurance. He talks
about moving to Canada, where he and his fiancée could have affordable
health insurance. James’s dilemma points up the conflict between the
outmoded premise that people who value health insurance will find a
job that offers it and the American mantra that innovation and risk-taking
should be encouraged. Often, people who start new companies do not
earn enough money to purchase health insurance for themselves or to
cover even a portion of the costs for their employees.

HOW GROUP SIZE AFFECTS PREMIUMS

James’s calculation that he cannot afford health insurance as a co-owner
of a start-up is quite common among small employers. As figure 3.1
shows, almost all firms with more than one hundred employees offer
health insurance, and the proportion falls off markedly as the size of the
firm gets smaller. A major reason for this is that premiums per person
are much lower in large groups.
For both groups and individuals, premiums per person are based on

two components: the average expected medical expenses for people in
the group, and what is called a loading fee. The loading fee is deter-
mined by the costs of the administrative and marketing activities for the
policy and the amount of money an insurer needs to be paid to bear the
risk that the group (or an individual) might have higher expenses than
the expected expenses. Since a person’s expected medical expenses are
the same regardless of whether he or she is in a large group or a small
group, we need to focus on the loading fee to see why the size of a group
affects per-person premiums. Three factors contribute to lower premi-
ums as group size increases: efficiencies in administrative and marketing
activities, lower risk of adverse selection, and declining risk that a high
fraction of people will have very high costs.

51



REINSURING HEALTH

Figure 3.1 Percentage of Private-Sector Firms That Offer Health
Insurance, by Firm Size, 2003
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Efficiencies in Administrative and Marketing Costs

Administering and marketing insurance policies involves a large propor-
tion of fixed costs. For small groups—particularly twenty-five persons
or less—these fixed costs represent a significant cost per person. As the
number of people in an employer group increases, these costs per person
decline. Consider the task of collecting premiums. It is far less expensive
to collect money from one source for three hundred people than it is to
collect from three hundred individuals or from ten independent groups
of thirty—the insurer sends one bill to a company rather than bills to
each of the three hundred people or to the ten small firms. The one
employer is far more likely to be consistent in paying the premium bill
on time too. Some individuals are chronically late, and some small firms
have cash flow problems or even fail to pay; late and missed payments
add to an insurer’s administrative costs. Small firms also typically have
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higher employee turnover rates than do large companies. Removing or
adding employees to the insurer’s databases adds to administrative
costs, and these costs are higher per insured person in small firms than
in large firms.
Similarly, when an insurer markets its products to one large company,

it deals with one person or, at most, a committee. The process of deter-
mining which benefits to include in the health plan and what the per-
person premium will be takes about the same amount of time whether
it is for a group of one thousand or a group of five or an individual. An
insurer can further save on marketing costs if a single brochure can be
produced for the one thousand people in the same company and the
company takes on the distribution task.

The Risk of Adverse Selection

The amount of risk borne by insurers also declines as the number of
people covered by a policy increases from one to many thousands. The
primary risk for insurers is that actual spending for a person or a group
will be greater than what the insurer predicted. There are two separate
sources of this risk. One is the potential for adverse selection, and the
other is the uncertainty around the predicted per capita (average) expen-
diture—in particular, that the individual or a high fraction of the people
in a group will be outliers with very high costs. Each of these sources of
risk declines as the size of a group increases. This reduction in risk is
even greater if we compare groups to individuals.
The potential for adverse selection is relatively high among individu-

als and small groups that apply for insurance coverage when purchasing
insurance is voluntary rather than compulsory. People who believe that
they are unlikely to use much medical care are less likely to purchase
health insurance. Conversely, people who expect that they might need
expensive medical care are more likely to purchase insurance. The fact
that a significant share of small employers do not offer coverage to their
employees makes insurers suspect that small firms that do apply for
coverage are doing so because the owner, a family member of the owner,
or a beloved employee may have a serious medical problem. The same
suspicion arises when individuals apply for coverage in the individual
market. In contrast, concern about adverse selection is almost nonexis-
tent among large employers. Among private-sector employees who were
offered health insurance by their employers in 1996, 84.4 percent of those
in establishments of more than one hundred employees enrolled in the
health plan. But in establishments of fewer than twenty-five employees,
only 74 percent enrolled.17 Even when employees turn down employer-
sponsored insurance, it is because most of them have coverage through
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a family member’s plan (usually a spouse’s employer-sponsored plan).18

Those who do turn it down and remain uninsured are most often
younger than twenty-five. Thus, the risk of adverse selection is large for
individuals and very small groups and falls dramatically once the size
of a group exceeds one hundred.

The Risk of Bad Predictions

When insurers write a policy for an individual or group, they project an
average expenditure, but they also recognize that their prediction con-
tains an element of uncertainty. Consider, for example, these two predic-
tions:

• Policy A: Predicted average expenditure per person: $300, with a 95
percent chance that the true (or actual) average expenditure will lie
between $250 and $350.

• Policy B: Predicted average expenditure per person: also $300, but
with a 95 percent chance that the true average expenditure will lie
between $100 and $675.

Although both policies have the same predicted average expenditure,
policy B involves greater uncertainty and a correspondingly greater risk
of a particularly bad outcome for the insurer. In practice, the uncertainty
surrounding a prediction and the risk of bad outcomes decline as the
number of people covered by the policy increases.
To see this, imagine a scenario in which everyone in the population

has a 10 percent chance of being sick; the risk of becoming sick is ran-
dom, and a person’s characteristics have no bearing on the risk. Each of
those who become sick needs $10,000 of medical care. If an insurer cov-
ers one person, it has a 10 percent chance of paying out $10,000. Now
suppose a two-person group purchases an insurance policy. The insur-
er’s concern is that both people will become sick and it will have to pay
$20,000. But the probability that this will happen is not 10 percent but
0.10 × 0.10 = 0.01 (that is, 1 percent). For a three-person group, the proba-
bility that the insurer will have to pay out $10,000 for each of them
($30,000) is 0.10 × 0.10 × 0.10, which equals 0.001 (1/10 of a percent).
With every additional person added to a group in this example, the risk
for the insurer of having to pay out $10,000 for every insured person falls
by a factor of ten. The probability of the worst possible outcome—that
everyone in the group will become sick—falls as the group size in-
creases. Since insurers are primarily concerned about incurring unex-
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pectedly large losses to a large number of people needing expensive
medical care, it is easy to see why they prefer large groups: the risk of
such an event becomes infinitesimally small as the group gets larger.
In sum, because there are efficiencies in administrative and marketing

activities in larger groups, and because insurers’ risk declines as group
size increases, the loading fee component of health insurance premiums
falls rapidly as the size of the group increases. Thus, people who do
not have access to large groups that sponsor health insurance—typically
employer-sponsored groups—are at a distinct disadvantage when it
comes to the cost of health insurance.19 The premiums for people in small
groups or whose only source of coverage is the individual market are
substantially higher.

WHY PREMIUMS VARY AMONG COMPANIES
OF THE SAME SIZE

Of course we know that many medical expenses are not truly indepen-
dent of people’s characteristics. There are distinct patterns of medical
care use that are correlated with age. Table 3.1 shows how per capita
medical care expenditures varied by age, gender, and race-ethnicity for
people in the United States in 2002.
Many factors have some bearing on a person’s use of medical care:

education, income, presence of a spouse for older adults, health status
(including whether or not one smokes, gets regular exercise, or has
chronic conditions such as diabetes or hypertension), mental health sta-
tus, family history of certain conditions (especially cancers or cardiac-
related conditions), race and ethnic background, ability to speak English,
and whether one lives near a good center of medical care. As a result,
actuaries, statisticians, physicians, and economists have developed mod-
els to predict ranges of expected medical expenses for people with differ-
ent socioeconomic and demographic characteristics.20 (However, the mod-
els intended to predict a particular person’s likely medical expenses in
the next year are not yet very accurate.)21

The Impact of the Relationship Between
Characteristics and Costs on Pooling

Regardless of the current ability of the models to predict expenditures,
the knowledge that medical care use is not independent of personal char-
acteristics alters the economic incentives for people to join insurance
groups to pool their risks. The pooling advantage breaks down if some
people can be identified as having higher risks than others. Low-risk
people perceive that they can pay lower premiums if they can be pooled
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Table 3.1 Health Expenses by Various Demographic
Characteristics, 2002

Total Average Percentage
Expenses Per-Person with
(Millions) Expenses Expenses

Age
Younger than 6 $ 28,204 $1,364 88.8
6 to 17 50,786 1,228 83.6
18 to 44 195,017 2,233 78.5
45 to 64 264,451 4,321 90.0
65 and older 272,266 7,797 96.3

Sex
Male $351,351 $3,116 80.1
Female 459,373 3,461 90.1

Race-ethnicity
Hispanic $ 62,330 $2,223 70.7
Black 84,635 3,124 77.7
Asian 16,836 1,906 77.0
Other race 646,923 3,564 89.8

Source: Agency for Healthcare Research and Quality, 2002 Medical Expenditure Panel Sur-
vey-Household Component.
Note: Average per-person expenses are only for those with an expense.

only with other low-risk people. Higher-risk people, of course, also pre-
fer to pool their risks with low-risk people.
For people who have employer-sponsored group health insurance, be-

ing high-risk or low-risk is immaterial if the employer offers only one
choice of coverage. Everyone is pooled in the same group. There may be
grumbling among the young and healthy workers that they are subsidiz-
ing the older or sick workers. But if the employees expect to remain with
the firm and be members of the insurance pool during years of expected
high and low expenditures, the insurance takes on the aspect of a life-
long contract rather than a year-to-year decision made on the basis of
the premium. The annual premiums can be expected to grow only at the
rate that medical care costs grow if the firm has a steady flow of new,
young employees replacing retirees. In this case, the average risk level
of the employer-sponsored pool remains constant. But if the employer
does sponsor more than one choice of insurance policies, and it is possi-
ble to create a policy that attracts only low-risk employees, then premi-
ums for the different plans will reflect the relative risk levels of the dif-

56



WHY EMPLOYER-GROUP HEALTH INSURANCE IS CHEAPER

ferent pools of people in each plan. High-risk employees will have to
pay more for their coverage simply because there are few, if any, low-
risk employees in their plans.22

The Impact of Workers’ Characteristics on
Employer Costs

Because medical care use is related to people’s characteristics, the health
insurance costs of every company are affected by the characteristics of
the people in its workforce (and of their dependents). As a result, firms
that are the same size in the same industry in the same locale can face
different premiums. A firm with an older workforce will have a higher
total premium than a firm with a higher proportion of young workers.
Or a small firm that has one worker with a very expensive medical con-
dition can face a much higher premium than its competitors.
These differences in health insurance premiums directly affect compe-

tition within an industry. When an industry is characterized by intense
competition among firms, the firms cannot individually determine the
price at which their product or service is sold. The market determines
the price. Their profit level depends on the difference between the price
and their own per-unit production costs. In highly competitive indus-
tries, there is little forgiveness for differences in costs that lower profits.
So if a company finds that its labor costs are higher than its competitors’
costs because the health insurance premiums are higher, it will try to
reduce the costs.

The Effects of Employers’ High Premium Costs on
Potential Employees

Thus, there are strong incentives for companies to try to identify which
of the people applying for a job opening are high-risk. When employers
discriminate against such people, it is especially difficult for them to
obtain health insurance if they do not already have it. They may face
difficulties not only when they apply to companies that offer a health
plan but also when they try to buy individual coverage. These difficulties
need to be acknowledged when discussing why some people do not
have health insurance. In addition, we should be more aware that our
ability to predict accurately which people are going to have low or high
medical expenses is problematic. Characteristics that are hard to observe
or measure play a role in why some people become ill or seek medical
care when others do not. Further, people generally do not continue to
have very high medical expenses after one year of high expenses. There
is evidence from observing the same people over many years that health
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care expenditures follow a pattern of regression to the mean.23 People
with very high expenses in one year may incur above-average expenses
associated with a diagnosed chronic condition the next year, but gener-
ally their expenses do not become very high in successive years. None-
theless, these people frequently have difficulties obtaining employment
with health insurance, especially in industries characterized by small
employers.

EMPLOYER-BASED HEALTH INSURANCE
NEEDS HELP

Intense competition throughout the economy is forcing employers to
look for ways to reduce their labor costs. In some cases, the economic
pressure comes from lower labor costs overseas. In other cases the pres-
sure is from investors and Wall Street analysts who focus on labor costs,
especially the costs of pensions and health insurance, as a measure of
a company’s competitiveness.24 As a result, some creative ideas about
restructuring the workforce have emerged. As discussed in chapter 2, a
newly accepted way of reducing labor costs is to hire workers on a tem-
porary basis or as contractors who work on specific projects. Another is
to outsource noncore parts of the business (such as payroll). This re-
moves the employee relationship, thereby eliminating the workers’ com-
pensation liability and any need for funding benefits packages. The busi-
ness service firms, which specialize in a variety of specific services,
including executive-level professional services, provide the services at
lower cost—in part because they focus on one or two particular services
and do not have to maintain balance across a large number of classes of
workers. They pay lower wages and often do not offer fringe benefits.
Outsourcing has become the norm for many business services. Com-

panies with familiar household names offer such services either directly
or through franchise arrangements with smaller companies. Pinkerton
provides security services; Marriott and ASA provide cafeteria or dining
room services; Pitney Bowes is among a number of companies that sup-
ply mail room staff and services. Employment in professional and busi-
ness services grew 48 percent between 1990 and 2003.25 (Only education
and health services employment grew more.) After all, why would a
company choose to deal with the vagaries of hiring kitchen staff (and
the proverbial temperamental chefs) for a company cafeteria or employ
full-time human resources recruiters with the expertise to screen and
hire security people? Smaller firms, especially in technology-related busi-
nesses, have also contracted with personnel services companies to take
over their entire human resources operations and serve as the employer
of record. Such personnel services companies (contract houses) then
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lease back the employees to the original companies, in the same way as
business service companies lease equipment to companies. Although
many of the personnel services companies offer group health insurance
to their employees, they usually require continuous employment for a
substantial period of time. The worker leaseback arrangements allow a
company to hire workers at lower wages and create a different class of
worker within its workforce. These arrangements also reduce a com-
pany’s obligations for pension and health insurance benefits, making the
financial bottom line more attractive to investors.
Employment-based health insurance has declined even further since

the economic recession of the early 2000s, which intensified companies’
efforts to reduce labor costs. Increasingly, employers are creating an in-
ner core of jobs for which health insurance and other fringe benefits are
common and an outer ring of jobs that are outsourced or filled by tempo-
rary workers. It is apparent that we are in a new era—we cannot con-
tinue to count on large companies and an expanding economy to provide
employment-based health insurance to a larger proportion of the popula-
tion. As health care treatment options expand and premiums in the
small-group and individual markets continue to rise faster than those in
the large-group market, the availability of an adequate health insurance
benefit has become a critical factor in the career decisions made by work-
ers and their families.
The shift to smaller companies and the greater use of individuals in

the contingent workforce require that public and private policymakers
pay greater attention to the small-group and individual health insurance
markets as sources of coverage. We need to understand how insurers
compete with each other in these markets to avoid adverse selection.
The forms of competition make it much more difficult for some people,
especially those who are older or have a history of medical problems, to
acquire health insurance. Moreover, the mechanisms to avoid adverse
selection drive up the costs of insurance so that it is unaffordable for
middle-class working families. How insurers compete with each other in
the small-group and individual markets is the focus of the next chapter.
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Chapter 4

How Health Insurance Markets Work

Health insurance is different from most of the goods and services
we buy each week. The price of a half-gallon of milk or a sweater
does not depend on who buys it. But the costs of producing and

purchasing health insurance depend in large part on who buys it and
who belongs to a group that buys it.
A major factor in determining premiums is the amount of medical

expenses a person or group is expected to have. As described in chapter
3, premiums equal the expected spending of a person or group plus a
loading fee. Expected medical expenses depend on the age of a person
(or the ages of people in a group) and the health status of the person (or
the people in the group). Increasing age and the presence of prior medi-
cal problems are especially associated with greater spending on health
care. So a group with a large share of people over the age of fifty will
have higher expected expenses per person than a group that consists
almost entirely of people under forty. As also described in chapter 3, the
larger the group to which a person belongs when purchasing insurance,
the smaller the loading fee portion of the premium. Thus, the price one
pays for health insurance is lower if it can be purchased through a group
that is predominantly young, healthy, and large.
The pricing of insurance clearly involves uncertainty, since neither

insurers nor their potential customers know how much medical care a
particular person will need in the coming year. But insurers can make
predictions based on past experience with people who have the same
observable characteristics or for a given person based on his or her past
spending. What complicates the pricing of health insurance, however, is
that the insurers and the people wanting insurance do not have access
to the same information that is useful in predicting expenses. Consumers
often know quite a lot about their family medical history or their own
predisposition to seek medical attention, facts that insurers cannot know
or discover without effort.
This asymmetry in the information available to consumers and insur-

ers would not be a problem if everyone were required to purchase health
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insurance and, moreover, if everyone had the same insurance policy. But
because health insurance is a voluntary purchase, people who do not
think they will become sick are far less likely to buy coverage and protect
themselves from the low-probability risks they face. Conversely, people
who have higher expectations of needing medical care are more likely
to want to buy insurance. Because of these two factors—the voluntary
nature of insurance and the asymmetry of information—insurers believe
that a larger fraction of people wishing to buy individual and small-
group health insurance are going to have high expenses than would be
observed in the general population. This is known as adverse selection.
An insurer that cannot block it will underestimate expenses, charge pre-
miums that are too low—and lose money.
Insurers’ fear of incurring adverse selection is the elephant in the

room when it comes to understanding why people without employer-
based health insurance find it very difficult to obtain health insurance in
the individual market. It also is one of the reasons many small compa-
nies face high premiums if they try to obtain group coverage for their
employees. Ultimately, the issue of adverse selection must be addressed
if we are to continue to rely on private insurers for all but the poorest
and the oldest. In this chapter, we focus on how health insurance is sold
in the United States, how insurers compete with each other, and how
that competition leaves many people unable to buy health insurance. We
begin by looking more closely at the people insurers most want to avoid.

VERY HIGH-COST PEOPLE: ARE THEIR
COSTS PREDICTABLE?

To understand why insuring a disproportionate number of high-cost
people causes heartburn in insurance executives, look at the distribution
of annual total U.S. health care spending across all Americans. Figure
4.1 shows the distribution for the entire U.S. population, but it could just
as easily be for any large segment of our population. It is immediately
obvious that health care spending is very concentrated—only 10 percent
of us are responsible for 70 percent of all expenses in a year.1 The 50
percent of the population with the highest medical expenses account for
97 percent of all health spending. The sum total of medical expenses for
the other half is only 3 percent of all U.S. medical spending.
The distribution of American health care spending shown in figure

4.1 has remained remarkably stable over the past eighty years, and has
been repeatedly shown to hold in a variety of different groups of people.2

The 1996 and 1997 Medical Expenditure Panel Surveys (MEPS) have
been used by Alan Monheit to estimate the threshold levels of spending
that mark the top 50 percent, 30 percent, 20 percent, 10 percent, 5 per-

61



REINSURING HEALTH

Figure 4.1 Distribution of Health Care Expenditures, 1996
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cent, 2 percent, and 1 percent of the population.3 However, since 1996 to
1997, we have experienced price inflation and changes in the way medi-
cal care is practiced. We can adjust for the price inflation, but it is diffi-
cult to know how the changes in the practice of medicine have affected
the overall distribution of health care spending. New and expensive
pharmaceuticals and diagnostic imaging techniques have become more
widely used since the late 1990s, for example, and we know that since
1997, health care spending in total has increased 41 percent after adjust-
ing for general price inflation.4 In what follows, I have adjusted Mon-
heit’s estimates of the thresholds for the top percentiles of the expendi-
ture distribution by first accounting for price inflation. Then I have
benchmarked those numbers to 2004 data on the distribution of health
care spending in the individual and small group markets of one state.
My estimate, then, is that $50,000 is the threshold for the top 1 percent
of health care spending in 2005. I will use that number throughout the
book. Similarly, $30,000 is my estimate of the threshold for the top 2
percent of the expenditure distribution.
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People in the bottom half of the expenditure distribution spend very
little on health care; many have zero expenses. As noted in chapter 1,
people in the bottom half had total spending that was no more than just
over $500 in 2005. Even the people whose medical spending puts them
between the seventieth and ninetieth percentiles in spending do not have
radically high expenses. Annual health expenditures among such people
who were younger than sixty-five were between $2,000 and $10,000 in
2005. Many of the people in the bottom half (and some of those in the
fiftieth to eightieth percentiles) no doubt think of themselves as healthy.
Insurers worry that some unknown fraction of these people will not
want to purchase health insurance, while people who have reason to
believe that they are in the top half of the distribution, and especially
the top tenth, will all want coverage. For insurers, the heartburn comes
from concern that the insured will include a disproportionate number of
people with medical spending in the top tenth of the distribution. If this
happens, their losses might well force them out of business.
People with annual expenditures greater than $10,000 in 2005 would

be in the top tenth of the expenditure distribution. Anyone who has
some form of cardiac surgery, an organ or bone marrow transplant, spi-
nal surgery, or surgery for cancer is going to have medical expenses that
place them in the top tenth of the population’s expenses. According to
Alan Monheit’s analyses of the 1996 and 1997 expenditure distributions,
62 percent of the people in the top 10 percent in 1996 were not in the top
10 percent in 1997.5 Nonetheless, insurers remain very concerned that
someone who has had high costs in one year will remain a high-cost
person in subsequent years. In particular, it is the people in the very top
1 percent—those with annual medical expenses greater than $50,000—
who cause insurers the most anxiety.6

People who make it into the top 1 percent are very sick in that one
year. Some have chronic conditions that flare up, requiring extremely
high acute-care costs. Once the acute problem is dealt with, the medical
costs often return to manageable levels that are more typical of some
high-cost chronic conditions—above $6,000 per year. Other people in the
top 1 percent never have a hospital inpatient stay but need extraordi-
narily high-priced medications to stay alive. People in this group may
well persist in the top 1 percent for several years until either the medica-
tions drop in price or an alternative (surgery or another medication) is
developed—or they die. Still others may experience acute, life-threaten-
ing episodes, such as strokes or some forms of cancer. In subsequent
years, many of these people may have medical expenses that place them
in the top 20 percent of the population (costs above $4,000) but not the
top 10 percent.
Insurers know from experience that people with some chronic condi-

tions have high probabilities of landing in the top 1 percent group. But
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they cannot predict who among those with these chronic conditions will
in fact reach that level in any given year. People in the other two catego-
ries—suffering from a rare disease or undergoing an acute, life-threaten-
ing episode—are virtually impossible to identify in advance.

Examples of Extremely High-Cost Cases

Five examples of the types of medical problems that cause people to be
in the top 1 percent of the distribution for health care spending illustrate
why it is difficult to characterize such people:

• People who need costly pharmaceutical treatments: Hemophiliacs who
cannot take the usual blood-clotting factor product may be prescribed
a new one that currently costs more than $100,000 a month. Similarly,
the drug of choice for treating Gaucher’s disease (a relatively rare
metabolic liver disease) costs more than $150,000 a year. Multiple
sclerosis, a disease that is more prevalent in the population, also is
treated with very expensive prescription drugs. These drugs help pa-
tients avoid even more costly hospital stays. People who need these
new high-cost drugs to stay alive are likely to remain in the top 1
percent of the expenditure distribution until the production costs of
the new drug or a substitute fall markedly—which could take years.

• Premature babies: Babies who are born at very low birthweights easily
can spend three months in a neonatal intensive care unit (NICU).
Premature babies’ time in NICUs can cost anywhere from $300,000 to
more than $1 million. (And since many premature babies are twins
or triplets, the costs for a health plan multiply accordingly.) Some
premature babies go home after their NICU stay and thrive; they are
not very high-cost in subsequent years. But many leave the hospital
with developmental disabilities or chronic illnesses that keep them in
the top 10 percent for five years or longer.

• Victims of spinal cord injuries: Treatment for spinal cord injuries is usu-
ally exceptionally high in the months following the accident. After
the initial year, the costs of care are lower, but they often remain at a
level that is in the top 10 percent of the expenditure distribution.

• People with intermittently very high costs or medical costs that will tend to
go up over time: People with poorly controlled diabetes, coronary heart
failure, or coronary artery disease often experience acute episodes of
very expensive medical care. For example, diabetics can experience
kidney failure or need amputations of toes (or limbs) because of their
poor circulatory system. The cost of other rare, chronic diseases, such
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as cystic fibrosis or ALS (amyotrophic lateral sclerosis, or Lou Geh-
rig’s disease), increase toward the end of the victim’s life, and these
costs can become extremely high. In such cases, it can be hard to
manage the care and costs because trying to predict when the crises
that lead to these extremely high costs will occur is very difficult.

• Very intense, acute problems: Examples of intense acute problems are
cardiac events, organ transplants, strokes, and some types of cancer.
The initial costs of the intense, acute episode can be extremely high,
and then the costs may persist at levels that put them in the top 20
percent of the expenditure distribution for years. For example, treat-
ments for certain types of cancer often last six to twelve months and
can easily cost more than $50,000. But if the treatment sends the can-
cer into remission, the patient’s pattern of medical care use is usually
normal in subsequent years, with additional testing only to determine
whether the cancer is still in remission. These costs may put such
patients in the top 20 percent of the distribution but nowhere near
the top 1 percent.

These examples show why it is difficult to predict, based on diagnosis
or age, who will have medical expenses in the top 1 percent of the distri-
bution. In addition, people’s responses to treatments and therapies dif-
fer. Finer gradations of diagnoses may enhance the ability to predict who
might be in the extremely high-cost percentiles, but we are not there yet.
Nonetheless, insurers try very hard to avoid insuring anyone who might
need extraordinary levels of medical care. They do this by trying to
avoid insuring (and sometimes refusing to insure) anyone who might
have expenses in the top 20 percent of the expenditure distribution.

THREE DISTINCT MARKETS FOR
HEALTH INSURANCE

Health insurance is sold in the United States in three distinct markets.
They are loosely consistent with the fact that insurers’ risk of misestimat-
ing predicted average costs declines markedly as the size of a group
increases. Thus, we have the large-group market, generally for any group
with one hundred people or more; the small-group market, usually for
groups of less than one hundred people or fewer than fifty employees;
and the individual market (also known as the nongroup or direct-pay
market in some states), which is for individuals purchasing coverage as
individuals (or for their families) and without a group.7

The evolution of the three different markets reflects the history of how
nonprofit and commercial firms got into the business of selling health
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insurance. Large commercial insurers have generally favored selling in-
surance through large companies. Other, typically smaller commercial
insurers formed and entered the market when they realized they could
create a profitable niche for themselves by selling to small companies.
The nonprofit insurers—principally the Blue Cross and Blue Shield Plans
and many of the original health maintenance organizations and man-
aged care plans—started by selling policies to individuals in a commu-
nity as well as to specific employee groups, such as teachers. Because
the Blues set premiums on the basis of community rating (everyone who
purchases the same policy pays the same premium regardless of age,
health status, or other characteristics), commercial insurers realized they
could attract younger and healthy people if they used experience rating
to set premiums. Experience-rated premiums are determined by the re-
cent spending experiences of only the people within the group. (When
setting the initial premium for a new group, it is determined by the
recent experience of groups of people with very similar characteristics.)
For employers, experience rating avoids pooling their own employees’
spending patterns and risks of unexpected spending with those of em-
ployers that have less healthy employees. The development of experi-
ence-rated health insurance policies by commercial insurers after World
War II was a primary reason three insurance markets developed rather
than one.
The partitioning of the markets has permitted insurers to specialize in

ways of avoiding adverse selection, given that health insurance purchases
have always been voluntary. When large commercial insurers first began
to sell policies through large companies, they convinced most of the firms
to provide it as a benefit removed from collective bargaining.8 Moreover,
because of concerns about adverse selection, insurers often required that
at least 75 percent of a firm’s employees be enrolled in the health insur-
ance plan or the insurer would withdraw the plan. Under these circum-
stances, large companies simply included all employees in the health
plan—removing the issue of health benefits from collective bargaining
and the threat of adverse selection simultaneously. By contrast, the threat
of adverse selection is much greater in the small-group and individual
markets, where small numbers and information asymmetry increase in-
surers’ risk.

States Regulate Health Insurance Markets

The fact that the three separate markets relate to insurers’ ratings of risk
by group size is not a coincidence. The insurers and their large corporate
customers lobbied state legislators and regulators to develop the three
market divisions. The commercial insurers’ large customers understood
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that they could gain lower premiums if the regulations governing insur-
ance sold to large groups were different from those for insurance sold
to small groups or individuals. They lobbied state rather than federal
policymakers because states regulate the insurance business. The Tenth
Amendment to the U.S. Constitution is the basis for the power of state
governments—not the federal government—to regulate the sale of insur-
ance within their borders.9 The McCarran-Ferguson Act of 1945 affirmed
that “the business of insurance, and every person engaged therein, are
subject to the laws of the states which relate to the regulation or taxation
of such business.”10

Since the history of business regulation and the development of health
insurance differ from state to state, the distinctions between the three
markets are not consistent across states. Thus, although we talk about
three different markets for health insurance, we really have three such
markets in every one of the fifty states (plus the District of Columbia).
Some of the differences between states’ regulations of their individual
and small-group markets are trivial, while others are sizable. For instance,
Texas and Illinois allow insurers great leeway in setting premiums in the
individual market. New York, New Jersey, and Massachusetts require
community rating of premiums (everyone pays the same premium for
the same policy regardless of age or gender). In some states, the small-
group market is open to self-employed individuals, while in other states
self-employed individuals can obtain insurance only through the indi-
vidual market. Such a distinction may seem small until one considers
that self-employed people are probably healthy. They certainly cannot
afford to take much time off to pursue every ache and pain, and typically
they use fewer health care services than the rest of the population. If a
state requires insurers to community-rate premiums in the individual
market, the self-employed face higher premiums in that market than in
the small-group market. Self-employed people can obtain group rates by
joining business organizations such as the local chamber of commerce or
associations of people in the same profession. States also differ markedly
in mandated benefits—the medical services that must be covered. Flor-
ida and California have about thirty such mandates, while Delaware and
Idaho have only a few. Mammography screenings and treatment for al-
coholism are very common mandated benefits, while mental health care
is mandated in only thirty-two states, and coverage for disabled depen-
dents is mandated in only thirty-four.11

The differences in state regulations and mandated benefits affect in-
surers’ decisions about where they will sell insurance in the small-group
and individual markets. When an insurer has made the investment in
becoming knowledgeable about one state’s regulations and several other
states have the same regulations, there are no additional learning costs
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for selling in the other states. In contrast, if a state has regulations that
are quite specific to its individual or small-group market, insurers may
be reluctant to enter those markets. Some states have active insurance
departments or legislatures that often change the regulations. Under
these circumstances, unless a state has a population that is so large that
it cannot be ignored, insurers may choose to stay out of the state and
conduct business in states that are friendlier to their interests.
Some states also require insurers to sell policies in the individual mar-

ket if they want to be in the large-group or small-group market. How-
ever, when these states also regulate their individual markets so that an
insurer cannot refuse to insure an applicant or premiums for individual
policies must be community-rated, some insurers will not sell any health
plans at all in the state. Many insurers do not have sufficient assets to
take on the larger risks involved in the individual market. Thus, in 1997
almost 700 insurers sold individual policies in the United States; by com-
parison, 2,450 insurers sold policies in the large- and small-group mar-
kets.12 In spite of this difference, only a small number of insurers sell at
least half of the total number of policies sold in each of the three types
of market in each state.13

In addition, the federal Employee Retirement Income Security Act of
1974 (ERISA) reaffirmed the right of states to regulate health insurance,
but it also opened the door to the widespread use of self-funded insur-
ance by companies.14 Employers that self-insure do not purchase health
insurance policies from insurance companies but instead pay for a share
of the medical care costs of their employees and dependents. The em-
ployers bear the financial risk that the medical care costs may exceed the
amount they anticipate. Since that risk declines as the number of people
in a group increases, companies with fewer than two hundred employees
rarely self-insure. Employers that self-insure pay a fee to a third-party ad-
ministrator, often an insurance company, to process the claims and han-
dle the disbursement of funds to medical providers. In many cases, self-
insured firms contract with a third-party administrator to gain access to
the insurance company’s network of physicians and other medical provid-
ers and the reimbursement rates negotiated by the insurer.15 ERISA en-
couraged the growth in self-insured companies because a short section
of the act stipulates that employers that self-insure are exempt from state
mandates on services to be included in health insurance policies and also
exempt from any state taxes on premiums for health insurance policies.
With the recession of the early 1980s, many companies were desperately
looking for ways to reduce their benefit costs. ERISA provided incentives
to self-insure, and companies, especially large companies with more than
one thousand employees, responded.16 Today it is more common than
not for companies with more than five hundred employees to self-insure.
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Moreover, almost all firms that self-insure also purchase reinsurance to
protect themselves from unexpectedly high spending by their employ-
ees. We focus on reinsurance in chapter 6.

Market Specialization by Insurers

In part but not solely because of the differences in states’ regulations,
insurers differ in their degree of market specialization. A few national
insurers sell products in all markets. But many national insurers operate
almost exclusively in the large-group markets. Other insurers have de-
veloped niches within the small-group markets, specializing, for exam-
ple, in particular industries, particular sizes of firms (such as the so-
called baby groups of fewer than five), or the self-employed. As noted
earlier, self-employed people who belong to a local chamber of commerce
are able to obtain small-group insurance, and among the companies that
offer policies to chambers of commerce, a small number even have
“Chambers” in their name.
Few insurers specialize in the individual markets. However, because

insurers usually sell other types of insurance or financial services to indi-
viduals, many also sell individual health insurance policies. In addition,
some states require or pressure insurers to sell policies in their individual
markets. Some states require insurers that are health maintenance orga-
nizations (HMOs) or managed care organizations to offer standardized
insurance products in the individual market. Some states have what is
known as an “insurer of last resort” that must provide insurance to any
individual who applies for coverage during an open enrollment period.
The insurer often has to sell such coverage at a community-rated pre-
mium. In exchange for providing last-resort insurance for the state’s resi-
dents, the insurer is granted lower tax rates. At one time, most of the
states in the Northeast and Midwest, as well as California and several
states in the West, had nonprofit Blue Cross and Blue Shield Plans that
were designated as the insurer of last resort. However, since the early
1990s many of these plans have become for-profit companies and have
sought release from their “insurer of last resort” status.
The behavior of insurers in any one of the three markets is often

linked to strategies that permit them to accomplish a larger objective,
such as expanding their share of the total health insurance market and
increasing profits through economies of scale. Insurers that specialize in
the small-group market, for example, rely heavily on agents and brokers
to sell their coverage.17 Even though many insurers would prefer not to
be in the individual market at all, some are willing to incur small losses
on individual policies if those policies enable their agents and brokers to
sell more small-group policies. For example, a small-business owner may
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wish to purchase a group policy for his employees and a better individ-
ual policy for his own family. In effect, the individual policy is the loss
leader for the more profitable business in the small-group market. An
insurer also might sell individual policies only under limited conditions
(such as when they are packaged with other types of insurance or with
a group policy) to protect itself from larger losses.

Bundling with Other Insurance and
Financial Products

The three segments of the health insurance market also are often con-
nected to markets for other, non–health insurance products. The larger
insurance companies frequently prefer to sell bundled insurance offer-
ings that include life, long-term care, and perhaps insurance specific to
the firm, such as fire or catastrophe. Bundling insurance offerings like
this reduces insurers’ risks. It lowers the potential for adverse selection
because it avoids the situation where the only people who purchase a
particular type of insurance are those who know they will have related
expenses.18 Also, the risks involved in each of the component insurance
types are not highly correlated, so the company actually has less expo-
sure to risk if consumers buy the bundle of insurance products.19 As a
result, it has become customary for insurers to bundle the insurance
products that employers like to offer as fringe benefits to their employees.
Large companies that self-insure the health care expenses of their em-

ployees also often want to offer life insurance or other forms of insur-
ance. Insurers that sell their services as third-party administrators to self-
insuring companies frequently sell non–health insurance products to the
companies’ workers. Insurers that specialize in the small-group markets
also offer other insurance products with one price for a bundled pack-
age. Bundling the health insurance with other insurance offerings is par-
ticularly attractive to the insurer because it reduces the threat of adverse
selection. Managed care plans are at a disadvantage in this type of bundling
of products since almost all of them are only in the business of providing
health coverage.
States’ regulation of the markets, insurer specialization in different

markets, and bundling of insurance products are three important aspects
of today’s health insurance market. Market specialization and the bundling
of insurance products help insurers avoid adverse selection. At the same
time, they also make it more difficult for individuals and employees of
small firms to gain access to health insurance. We turn next to the infor-
mation problems that consumers and insurers have in negotiating these
markets.
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CONSUMER INFORMATION PROBLEMS IN
HEALTH INSURANCE MARKETS

Consumers’ information problems compound those of insurers. When it
is difficult to learn about health insurance options, healthy people, who
are least worried about being covered, will not pursue options and buy
coverage.20 By comparison, those with family medical problems or those
with a predisposition to seek medical care will be more persistent in
trying to find coverage. Consumers’ information difficulties contribute
to the adverse selection environment of today’s health insurance market.

The Role of Agents and Brokers

Agents and brokers are matchmakers between consumers and insurers.21

Generally, the distinction between agents and brokers is that agents sell
products offered by just one insurer while brokers sell products for a
number of competing insurers. It would seem that an agent would have
strong incentives to act in the interest of the insurer for which it is selling
products, while a broker would have a greater desire to act in the inter-
ests of the consumer. However, the distinction between agents and bro-
kers is not always clear, nor is it transparent whose interests they repre-
sent. Many states have one licensing exam for both roles.
As matchmakers, agents and brokers provide information about alter-

native insurance products and help consumers compare the value and
appropriateness of these alternatives. They also assemble packages of
insurance products (including life, homeowner’s, and auto) for their cli-
ents. Most individual purchasers and small firms that sponsor health
insurance use agents and brokers, and they usually buy more than one
type of insurance product. The decision to purchase health policies is
facilitated by a history of trust between the consumer and the agent—
trust that the agent is providing good information and looking out for
the consumer’s interest. At the same time, agents and brokers must
maintain relationships with the insurers from whom they earn commis-
sions. (Commissions generally equal a percentage of the premium and
continue in subsequent years when policies are renewed.) Since more
work is involved in closing the initial sale than in renewing a policy,
agents and brokers want to arrange policies that are easily renewed after
the initial year. It is in their interest to know which insurers are more
likely to accept applications from clients with particular needs or health
histories and to steer business accordingly.
The most common way individuals obtain individual coverage is

through an insurance agent. Most people with homeowner’s insurance,
life insurance, or auto insurance purchase such coverage through an
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agent, and if they need health insurance, they turn to the same agent for
assistance. Agents and brokers are a frequent source of help for people
who are self-employed and for contract workers and consultants—in
part because they have ongoing relationships. It is fairly typical for peo-
ple who switch to working as a contingent contractor or consultant to
maintain the former employer’s group health insurance for eighteen
months under COBRA (a practice often referred to as “cobra-ing”) and
then turn to an insurance agent or broker for help in finding a suitable
policy. Unfortunately, many people who might be the most confused by
all the information they would have to sift through to obtain health in-
surance are often the least likely to have relationships with agents. They
may not drive or own a home, or they may be immigrants from countries
where private health insurance is not available. If agents and brokers
perceive some customers as not worth the time it takes to educate them
and sell them policies, they may shy away.

Expanding Other Sources of Information
for Consumers

Many states have tried to increase access to health insurance in the indi-
vidual and small-group markets by making it easier to learn about
choices in these markets. State efforts to expand available information
have largely focused on websites, public service announcements, and 800
phone numbers. Consumer advocacy groups also provide comparative
information. Such efforts may be interpreted as bypassing agents and
brokers, and perhaps as attempts to reduce the commissions paid to
them. But in general such efforts are meant to help consumers compare
policies and ask the right questions of insurers and their agents.
The problems that consumers have with gathering and understanding

information about their insurance choices can be considerable. A large
proportion of young adults are in this group, and as noted earlier, if
healthy people are already less inclined to buy health insurance, infor-
mation problems make adverse selection a more likely outcome.

INFORMATION PROBLEMS FOR INSURERS:
THE IMPORTANCE OF ADVERSE SELECTION

Insurers have a significant information problem as well. They cannot
perfectly identify the subset of people, among all their applicants, who
will have high medical expenditures in the next year. This problem is
compounded in a voluntary system of health insurance purchases, be-
cause people who expect to incur high medical costs are more likely to
buy insurance than people who expect to have low medical costs. As a
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practical matter, adverse selection has not been an issue in large-group
markets, since almost everyone in a large employer group enrolls in the
insurance plan.22 As a result, the proportion of enrollees who are low-
cost will be consistently large enough to generate sufficient premium
revenues to cover the expected expenses of the entire group. But for
the small-group and individual markets, fear of adverse selection drives
insurer behavior.
Adverse selection is a very real problem—it can result in the loss of

so much money that an insurer has to declare bankruptcy. The down-
ward spiral begins when an insurer’s expenditures outpace its projec-
tions and close examination of claims reveals that the insurer has a dis-
proportionate number of high-cost enrollees. It then raises its rates for
the following year in order to generate enough revenues to cover antici-
pated higher expenses (and perhaps some of the previous year’s short-
fall). When people who believe they are at low risk for incurring high
medical expenses subsequently view the higher premium as beyond
their expected costs and drop their coverage in the second time period,
the insurer’s remaining pool of enrollees then includes a larger share of
high-risk people—and the insurer again will have higher-than-projected
expenses. The insurer will lose money and be compelled to raise premi-
ums again. This sequence is often referred to as a “death spiral,” since it
can eventually drive an insurer out of business.
In most businesses the drive to maximize profits involves price com-

petition and efforts to minimize costs of production. Competition in in-
surance markets is characterized by efforts to reduce adverse selection
and the risk of covering people with very high costs.23 This leads to com-
petition both in strategies to avoid risk altogether and in the design of
models for predicting expected costs so that revenue from premiums
will be sufficient.

Competition in the Use of Medical Underwriting

Medical underwriting is the process by which insurers set the premium
for an applicant based on that person’s expected medical care costs.24 In
states that permit premiums for groups and individuals to be set accord-
ing to calculations of expected medical expenses, insurers compete
largely in terms of the accuracy of their underwriting models. These
models are based on actuarial tables of probabilities of the use of differ-
ent amounts of medical care by many different demographic and socio-
economic characteristics. Insurers set a “standard” premium for a policy
based on the results predicted by their actuarial models. The underwrit-
ing models are used to determine how much a policy’s standard premium
should be increased (rated up) for particular individuals or firms. If a
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firm is predicted to have a high probability of large medical expenses in
the next year because several people had high expenses in the previous
year—for example, in a small firm, two employees were treated for can-
cer—the insurer may agree to renew the policy only if the firm pays a
higher premium. The additional premium amount underwrites the basic
premium for the policy. In some states, underwriting of premiums is not
permitted because it is viewed as a selection mechanism that discrimi-
nates against people who are perceived to have high risks of expensive
medical care. When underwriting is not permitted or its use is restricted,
insurers turn to other selection mechanisms to avoid insuring high-risk
people.

Competition with Selection Mechanisms

Adverse selection fears in the small-group and individual markets have
led insurers to use selection mechanisms to screen out high-risk appli-
cants.25 These include refusing to issue a policy, creating market niches,
redlining certain industries and occupations, excluding coverage of ser-
vices for preexisting medical conditions, and differentiating their policies
from their competitors’ by generously covering some types of services
(such as preventative screening for types of cancers or cardiovascular dis-
ease) while limiting other services (such as substance abuse treatment).26

Thus, competition in the small-group and individual markets focuses on
how well insurers use mechanisms to identify which firms or individuals
might be high-risk versus low-risk. As Joseph Newhouse points out in
the context of risk adjustment models, an insurer needs to be only a little
better than its competitors in the use of selection mechanisms to make a
larger profit.27

Refusing to Issue a Policy Some states permit insurers to deny coverage
to applicants without providing a reason. Karen Pollitz and her colleagues
found in their study of seven hypothetical consumers making a total of
420 applications for coverage that they were rejected 37 percent of the
time.28 Where insurers cannot deny applications, they often are allowed
to set premiums without significant constraints. Although it might seem
fair to charge high premiums to insure people who are very likely to
incur high medical expenses, it would be unfair if the models used to
predict a person’s risk of high expenses were not accurate. In fact, these
models are not accurate. But they continue to be used, and very high
premiums constitute an important barrier to coverage for people who
are identified as high-risk.29 This is especially true in states where insur-
ers cannot refuse to issue policies but are allowed to underwrite premi-
ums. Pollitz and her colleagues found that, among the 63 percent of appli-
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cations that were accepted, insurers placed benefit restrictions, premium
surcharges, or both on more than half.

Market Niches and Redlining Insurers have developed monopolistic mar-
ket niches in the small-group and individual markets as another mecha-
nism for avoiding adverse selection.30 In the individual markets, for ex-
ample, some insurers specialize in marketing to individuals who have
left the armed services, while others offer policies that are attractive to
very small firms of professionals (for example, lawyers or financial ad-
visers) or to individuals who are self-employed. It is also fairly common
practice to avoid insuring people in certain occupations or firms in spe-
cific industries—a practice referred to as redlining. For example, hair-
dressers and florists have difficulty obtaining health insurance because
it is thought that a disproportionate share of them are at risk for HIV/
AIDS. Similarly, taxi drivers have a difficult time obtaining coverage be-
cause actuarial data indicate that they frequently suffer from back trou-
bles. Nonprofit small firms can have problems finding insurance because
they are thought to employ disproportionate numbers of people who
have had physical or mental conditions. The result of this type of market
niche specialization and avoidance of specific occupations or industries
is that few insurers actively compete for business among all consumers
seeking individual policies. People who are perceived as high-risk have
few, if any, options open to them.31

Exclusion of Coverage for Preexisting Conditions With very few excep-
tions, states permit insurers to set a period of time during which they
may exclude coverage of medical expenses related to preexisting condi-
tions, such as cancer, osteoarthritis, or allergies.32 Without such preexist-
ing condition exclusions, people would not purchase health insurance
before they were diagnosed with a medical problem. Some states detail
which conditions may be included in the preexisting condition exclu-
sions, while others leave it to the insurers. Most states limit the exclusion
period, typically to twelve months. As a result, insurers often simply
deny an application from a person who has had serious conditions, such
as angina or a myocardial infarction.33 They would rather avoid insuring
the person altogether than risk facing the high medical expenses con-
nected to a preexisting condition after the waiting period expires. (Pollitz
and her colleagues found that insurers responded to applications by hy-
pothetical people with preexisting medical conditions with “substan-
dard” offers or denial of coverage most of the time.)34 Since diagnostic
techniques have become more sophisticated and more people are surviv-
ing episodes of cancer or living with chronic conditions, the issue of how
insurers regard preexisting conditions has taken on great significance.

75



REINSURING HEALTH

Differentiating Policies’ Benefits A frequently used mechanism for subtly
encouraging insurance applicants to reveal themselves as high-risk ver-
sus low-risk is to offer a variety of policies that differ in covered medical
services or required cost-sharing. If an insurer is able to identify a health
care benefit that is particularly attractive to low-risk people, it can design
benefits packages that cause people to disclose their status without di-
rectly asking them. For example, if an applicant knows that colon cancer
runs in his or her family—which the insurer does not know—that person
might choose a policy that has high upper limits on covered expenses,
provides for cancer screening tests, and includes first-rate cancer centers
in the list of providers. The insurer will interpret this choice as a reflec-
tion of the applicant’s expectation of needing expensive medical care.
Insurers also have found that different levels of cost-sharing or

choice of physicians can be used to group people with similar levels of
expected medical costs. People who view themselves as healthy and
unlikely to use much medical care generally choose policies with high
deductibles (more than $2,500 per year for an individual and $5,000 per
year for a family) because they have lower premiums than policies with
much lower deductibles. Or, in the case of managed care plans, low-
risk people prefer plans with limited lists of physicians and hospitals
in exchange for lower premiums. In contrast, people who have chronic
health problems or expect to need treatment from specialists are more
likely to select plans with lower deductibles or a greater choice of pro-
viders.
Toward this end, insurers have invested a great deal of effort in de-

signing benefits and cost-sharing packages that are intended to attract
low-risk people to some packages and high-risk people to others. A sim-
ple example of a benefit thought to help attract healthy, active people is
subsidization of membership costs for health clubs. A subtle subtext op-
erates here: if a person is not active, he or she may feel out of place belong-
ing to the health plan. So the benefit is both attractive to people expected
to be low-risk and less appealing to high-risk people. Health policies that
offer low premiums and limited numbers of inpatient hospital days
might strike a recent college graduate as reasonable and adequate. Paul,
the computer software engineer we met in chapter 2, might find this
type of policy quite appealing, but Kristen, the freelance writer we met
in chapter 3, might think it inadequate given her age and increasing odds
of having serious medical problems. With this health plan, the insurer
has thus produced a subtle screening mechanism that permits it to sort
people.
The use of different benefit designs to induce people to reveal their

level of risk has become quite sophisticated. These efforts also indicate
how difficult and expensive it is, however, to create policy designs that
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perfectly accomplish the objective. It is even more difficult to design poli-
cies that accurately separate low- to medium-risk people into finer gra-
dations of risk classes. Newhouse has argued that these difficulties are
the reason insurers still pool low- and high-risk people together, even if
they would prefer to enroll only low-risk people.35 In spite of the costs
and complexity, insurers appear to be quite actively using variations in
benefits packages as a selection mechanism and a way to compete with
other insurers.36

Efforts to Block Selection Mechanisms

The differences in state regulation of the insurance markets permit the
greater or lesser use of the strategies to avoid insuring high-risk people.
States that have attempted to block insurers’ use of selection mecha-
nisms, particularly in the small-group or individual markets, have only
partially succeeded. States almost always block the use of only one or
two of these mechanisms. For example, a state might mandate that all
policies cover substance abuse treatment, inhibiting insurers’ ability to
avoid people with substance abuse problems by not including such treat-
ment services among policy benefits. Quite a few states have enacted
regulations requiring insurers in the individual market to accept all ap-
plicants (a policy known as guaranteed issue) so that an insurer cannot
turn down an applicant it views as high-risk.
If a state has only one or two of these regulations in place, however,

the insurers can use other mechanisms to accomplish the objective of
avoiding enrolling high-risk applicants. A common example is a state
requiring guaranteed issue but not regulating how premiums are set.
We observe a predictable outcome: high-risk people are indeed offered
coverage, but at an extraordinarily high premium. Also, when states re-
quire community rating of premiums but do not standardize the benefits
to be covered in policies, insurers can use differences in benefits to try
to separate high-risk firms from low-risk firms (or people). Because ev-
ery policy (defined by a set of benefits and specified cost-sharing) has its
own community-rated premium, the premium depends on who else en-
rolls in the policy. This creates strong incentives to use different benefits
and cost-sharing requirements to attract low-risk people to new lower-
cost policies and high-risk people to higher-premium policies.
The Health Insurance Portability and Accountability Act of 1996 (HIPAA)

contains some restrictions on the use of these selection practices in the
individual insurance market. HIPAA provides portability of coverage
and protection from some selection practices for a limited group of statu-
torily defined “eligible individuals”—people who had prior group cov-
erage for at least eighteen months, have exhausted COBRA benefits, and
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lack current access to group coverage or public programs.37 HIPAA does
not, however, prohibit insurers from applying selection practices to the
great majority of people who seek coverage in the individual health in-
surance markets.

Competition Based on Avoiding Adverse Selection

The usual competitive market forces that cause companies to seek profits
by reducing their costs are more complicated in the insurance industry.
The cost of producing insurance very much depends on health care ex-
penditures for the people covered. To keep the cost of insurance low,
insurers need to minimize their outlays for the medical expenses of their
enrollees. The best way to do this is to insure as many people as possible
who are likely to use very little medical care. The problem for insurers
is that they do not have perfect information with which to predict appli-
cants’ medical expenses. As a result, the competition among insurers is
focused on efforts to obtain the highest proportion possible of people
expected to have low medical expenses. To achieve a high proportion of
low-risk enrollees, insurers use the selection mechanisms already de-
scribed. The competition is fierce, but it needs to be understood as driven
by the lack of perfect information. The need to avoid adverse selection
dominates insurers’ actions because they cannot maximize their profits
without keeping their costs low.
The competition keeps premiums low for companies and people who

are predicted to be unlikely to have high medical expenses, but it severely
limits the options for small firms and, particularly, individuals who are
perceived to be high-risk. As noted earlier, not many insurers actively
compete in the individual markets, and people whom insurers perceive
as high-risk have few, if any, options for obtaining health insurance.38

HEALTH INSURANCE MARKET FAILURE DUE
TO INFORMATION PROBLEMS

Markets with information problems are known among economists as
market failures. Consumers or companies make choices that are less ben-
eficial than the choices they would make with more complete informa-
tion. When markets fail, government intervention or public policies that
address the cause of the failure are justified if such actions could im-
prove the functioning of the market.

Haphazard Regulations

States have rarely used their regulatory power over insurance markets
to fashion cohesive policies that would relieve fears of adverse selection
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or even reduce the use of risk selection mechanisms.39 Most regulations
focus on maintaining the financial solvency of the insurers, directing
how premiums may be set, and providing access to coverage for people
who cannot obtain group insurance.
Almost all states require insurers to have sufficient financial reserves

to pay medical claims. This requirement helps reduce the likelihood of
insolvency, which would leave enrollees without coverage. The financial
reserve requirement is also an effective method of blocking the entry of
companies that are not large enough to bear risk.
Many, but by no means all, states have regulations pertaining to how

premiums can be set or increased. Insurers are often required to seek
permission from a state insurance department to raise premiums. How-
ever, they are usually free to offer new policies with slightly different
benefits packages, which effectively enables them to separate people on
the basis of their underlying risk of needing expensive medical care. An
insurer might offer a new policy at an initially lower rate than an existing
policy, believing that lower-risk people will switch to the new policy.
The loss ratio (the payments for benefits divided by the premiums for
the people enrolled in the policy) for the first policy then would rise,
and the insurance department would permit the insurer to raise the pre-
mium. Being able to offer new policies with different benefits packages
in effect end-runs regulatory efforts to restrain the growth in premiums.
Some states also have regulations to ensure that policies are available

for people who do not have access to group insurance plans. Until the
early 1990s, in many of the Northeast states where Blue Cross and Blue
Shield plans were the dominant insurers, the Blues were required to be
the insurer of last resort in exchange for preferred tax rates as part of
their nonprofit status. These plans had an advertised open enrollment
period every year when individuals could apply and could not be turned
down. But beginning in the late 1980s, a number of the Blues converted
to for-profit status and requested relief from the status of insurer of last
resort. As discussed in more detail in the next chapter, thirty-three states
also have created high-risk pools for people who have been turned down
for coverage because they had high medical expenses in the past and
they are expected to continue to have high costs.40 However, the high-risk
pools serve a small number of people compared to the number once served
by the insurers of last resort.

Blocking Selection by Standardizing Policies

By the early 1990s, state insurance regulators had become intrigued with
Alain Enthoven’s argument that it would be more efficient to have man-
aged competition in the private sector.41 In particular, he argued that if
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all insurers had to offer standardized benefits packages, consumers
would choose an insurer based on the quality of its service relative to its
premiums. Enthoven advocated standardized benefits packages in the
context of other changes in the management of competition among in-
surers, and he was not arguing that standardized benefits should be used
to assist high-risk people. However, his proposal drew attention to the
idea that insurers were using differences in benefit package designs to
separate people based on their underlying risk, and this caught policy-
makers’ attention. The result was that a handful of states required that
insurers selling policies in the small-group and individual insurance
markets offer standardized policies.42 The assumption was that such a
policy would block insurers’ ability to restrict access to coverage by high-
risk people. Standardizing policies would also force insurers to pool low-
and high-risk people together since there could no longer be benefits
differences to separate them. Policymakers also justified the standardiza-
tion of policies as a way to help individuals and small employers judge
premium differences between insurers—a response to the consumer in-
formation problems described earlier.
If state insurance regulators and policymakers saw the standardiza-

tion of benefits packages as a way to reduce insurers’ fear of adverse
selection, it received little attention. Yet when benefits packages in health
insurance policies are standardized, insurers are not subject to adverse
selection based on perceptions that their policies cover more (or certain
types of) medical services than other insurers’ policies. Instead, the in-
surers have been returned to a level playing field. Note, however, that
the playing field is once again one with asymmetry of information be-
tween consumers and insurers. Insurers cannot counter the information
asymmetry by using different benefits packages to encourage people to
reveal their own estimate of their risk of high medical expenses.
The standardization of benefits packages has usually been imple-

mented along with community rating of premiums. The combination has
had an unexpected outcome—high premiums. In states like New Jersey
and New York, premiums for individual coverage have become quite
expensive. As of the fall of 2005, premiums are above $400 a month for
an individual policy and more than $1,200 a month for a family policy.43

The first impression of analysts is that adverse selection has set in, and
the only people still buying individual coverage are those who have high
costs of medical care and have sufficient income to pay the premiums.44

But another interpretation of the events preceding the high premiums is
that insurers are using the high premiums to limit their exposure to ad-
verse selection. If the insurers cannot use mechanisms to separate people
who are likely to be high users of medical care from those who are not,
high premiums will discourage most people from applying for coverage.
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It is true that high premiums discourage low-risk people from purchas-
ing coverage, but they largely cover the costs of high-risk people who
do purchase coverage. The unanticipated—but nevertheless predict-
able—outcome of the high premiums is that fewer people obtain health
insurance in the individual markets.
Thus, states’ regulatory efforts to date have not been directed at insur-

ers’ fear of adverse selection and the information asymmetry that is the
root cause of market failure in the individual and small-group markets.
As a result, competition in these markets consists of creating and refining
mechanisms to avoid people who might be high-cost. This has restricted
access to insurance for people who are perceived to be high-risk. In states
where regulations prevent insurers from using some of their more effec-
tive risk selection mechanisms, high premiums are now the norm. The
high premiums also have the effect of reducing access to health insur-
ance—both for low-risk, low-income people and for people who might
be perceived to be medium- to high-risk for using expensive medical
care. To make these markets more accessible to people who are thought
to be high-risk, government intervention must address the adverse selec-
tion problem.

IMPLICATIONS FOR SMALL COMPANIES
AND PEOPLE WITHOUT
EMPLOYER-BASED INSURANCE

As already noted, people with access to employer-based coverage, espe-
cially those in large employer groups, are lucky—insurers do not worry
about adverse selection in the large-group insurance market. But for peo-
ple without employer-based coverage and small companies that would
like to offer their employees a health plan, the story is very different and
sobering. Desperate to avoid adverse selection, insurers compete through
their use of selection mechanisms. Depending on states’ regulations, this
competition leads to low premiums for low-risk people. But for people
perceived to be high-risk, the competition leads to high premiums, limits
on the types of covered services, or outright rejection. Thus, people like
Susan Mitchell find themselves being rejected for coverage or quoted
premiums of $1,000 a month or more.
With the U.S. economy rapidly shifting to one in which more people

are employed in small firms or work as independent contractors or
through temporary firms and contract houses, there is an urgent need
for increased access to small-group and individual insurance markets.
But given the problems that small firms and individuals have in finding
information about insurance options and the asymmetry of information
between consumers and insurers, insurers in these markets are quite cor-
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rect to worry about adverse selection. Although regulations to block in-
surers’ ability to risk-select have not been widely used, those that have
been tried have not so far had the intended effect of increasing access to
these markets, and in some cases they have led to higher premiums.
Subsidies to encourage people to purchase insurance do nothing to alle-
viate insurers’ concerns about adverse selection; if anything, insurers
may well believe that subsidies exacerbate adverse selection by drawing
in poorer people with medical problems.
If we want private health insurance to continue to be the basis of our

health insurance system, and if we want it to be widely available to
small firms and individuals, we need to address insurers’ fear of adverse
selection. We need to give them incentives to lessen their use of selection
mechanisms and reduce their premiums so that low-risk people can pur-
chase coverage. Accomplishing this is the focus of the next two chapters.
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PART II

Public Policies to Make Private
Insurance More Available

The need for government policies to help small firms and individu-
als obtain health insurance is urgent. But policies focused only on
providing subsidies to help people purchase private insurance are

inadequate because they fail to address the way insurers respond to ad-
verse selection in the individual and small-group markets. In this part
of the book, we shift our focus to examine three approaches that the
federal government or state governments could take to reduce insurers’
fear of adverse selection.
In chapter 5, we look closely at two of these approaches: formal high-

risk pools and an equivalent of high-risk pools that requires insurers to
pay fees that are then redistributed to any insurers that experience ad-
verse selection. High-risk pools, which have been in existence since 1976,
are now operated in thirty-three states.1 A variation of high-risk pools is
an assessment mechanism that compels insurers to share the costs of
high-risk people. Often these assessments, which are managed by a
state’s insurance department, operate as complements to high-risk pools
rather than as substitutes. The concept of assessing insurers to share the
burden of high-cost people within a state is well established for a wide
variety of other insurance products, most notably auto insurance.
In chapter 6, we examine government-sponsored reinsurance as the

third approach to reducing insurers’ concern about adverse selection.
Reinsurance is insurance for insurers—it provides them with protection
against the small risk of enrollees’ medical expenses exceeding expecta-
tions by more than some stated amount. The idea of government reinsur-
ance for the private health insurance market is not new. It was seriously
considered fifty years ago and emerged again as a little-noticed part of a
national health insurance reform proposal almost twenty-five years ago.2

Reinsurance as we know it today is more sophisticated than it was
fifty or even twenty-five years ago. Private market reinsurance is avail-
able for a wide variety of insurance products and possible events. Risk
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can be shared between the buyer and seller of reinsurance in a dazzling
array of imaginative and complex ways. Private market reinsurance is
available for many types of devastating situations because the govern-
ment has become the ultimate rescuer when huge losses occur or poten-
tial losses threaten to cause economic dislocation. The concept of govern-
ment rescue is now well established—witness the government’s role in
the savings and loan crisis of the 1980s and the assistance given since
1978 by the Federal Emergency Management Agency (FEMA) to regions
that have suffered destruction from natural disasters. More recently, in
November 2002, the federal government assumed responsibility for cata-
strophic losses due to terrorist attacks. The Terrorism Risk Insurance Act
calls for the government to pay 90 percent of the costs of any terrorist
attack after losses exceed $10 billion. As a result of this legislation, the
markets for liability insurance and catastrophe reinsurance are function-
ing again and offering terrorism coverage.
The shifts in the economy that are causing so many workers to lose

access to employer-group health insurance are laying the seeds for a social
disaster unless we can make it easier and cheaper for people to purchase
insurance in small groups or as individuals. The largest obstacle to this
is insurers’ fear of adverse selection. Short of requiring everyone to pur-
chase coverage, government shouldering of responsibility for the high-
est-cost people would significantly lessen the consequences of adverse se-
lection. The three approaches we examine in the next two chapters differ
in their incentives for insurers to continue to use selection mechanisms
and in how monies are allocated to insurers. But as a group, they have
more potential for making private coverage accessible to workers and their
families than proposals to provide tax credits. They reduce insurers’ risk
from adverse selection while tax credits and other subsidies do not.
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Chapter 5

Two Approaches: High-Risk Pools and
Assessments to Cover High-Risk People

We need to devise a policy approach that substantially reduces
insurers’ risk of extremely high expenditures. The costs of us-
ing selection mechanisms will then exceed their advantages

for insurers. Moreover, if the expenses of very high-cost people are spread
among the total population, low-risk people will not face significantly
higher premiums when they are pooled with high-risk people. So long as
low-risk people can find low premiums, they will buy health insurance,
ensuring that the overall level of expected medical expenses in the risk
pool will not rise dramatically with the addition of high-risk people.
Two policy approaches that have gained attention are state high-risk

pools and assessment funds that reallocate monies from insurers with
low costs to insurers with high costs. Both types of approaches have
been used by states for more than twenty-five years. As mentioned ear-
lier, high-risk pools exist in thirty-three states (and a thirty-fourth state,
Idaho, has an arrangement for high-risk individuals that is quite simi-
lar).1 However, it is not appropriate to review the states’ enrollment ex-
periences with the objective of projecting how expanded versions of such
pools would work as a vehicle for enrolling substantial numbers of the
uninsured. At least originally, the state high-risk pools were not intended
to be a source of health insurance for large numbers of people. Instead,
they were designed to be limited programs that guarantee access to health
insurance for people who cannot obtain it, primarily because of preexist-
ing conditions or chronic illness. The high-risk pools were supposed to
be very small complements to states’ individual markets rather than pro-
grams offering substitutes for policies sold in the individual market.
Nonetheless, most studies of the states’ experiences with high-risk pools
have judged them from the perspective of their numbers of enrollees and
the extent to which their premiums exceed standard individual premi-
ums.2 We will examine the states’ experiences with the risk pools to un-
derstand why their designs may prevent them from being a mechanism
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for spreading the risk of many people with very high costs to a broader
population. The insurer assessment programs have not been systemati-
cally analyzed, so less is known about how well they work in terms of
equitably spreading the costs of high-cost people among insurers.
Both approaches to the adverse selection problem have the common

feature of identifying people who are likely to have extremely high costs.
Their health care expenses can then be shared among insurers and the
general population. They are no longer the responsibility of just one in-
surer. But the drawback to labeling individuals “high-risk” based on a
prediction of having very high costs in the future is that it does nothing
to eliminate the strong incentive to continue to select only people ex-
pected to have low costs.

HIGH-RISK POOLS FOR HIGH-COST PEOPLE

Minnesota and Connecticut established the first high-risk pools in 1976.
The idea was slow to catch on. It was not until the early 1980s that
Wisconsin and North Dakota implemented the next two high-risk pools.
By 1989, nine more states had created high-risk pools, and then the mo-
mentum picked up.3 Eleven states established pools between 1990 and
1995, and five more followed between 1996 and 2001. In 2002, as part
of the Trade Adjustment Assistance Reform Act (Trade Act), Congress
approved a Bush administration request for $100 million to be spent in
fiscal years 2003 and 2004 to expand the use of state high-risk pools: $20
million was reserved to establish new pools, and the remaining $80 mil-
lion was to offset the operating losses of qualified existing pools. To put
this in perspective, the $40 million for fiscal year 2003 equals 7.4 percent
of the total estimated losses of the state pools in 2003. As of mid-2005,
six states had received $4.2 million to create (or study the feasibility of
creating) a high-risk pool, bringing the total to thirty-three states with
pools.4 Nineteen states had received Trade Act funds totaling $65.7 mil-
lion to help defray their operating losses. (New Hampshire is the only
state to have received both types of grants.)5 The remaining $14.5 million
to defray operating losses was to have been awarded by the fall of 2005,
and nine states (including five that have yet to receive any of the funds)
are eligible to receive parts of the $14.5 million. Although Congress has
not yet authorized further funding for the pools, efforts continue to in-
clude and possibly expand funding for them over the next five years.6

High-risk pools provide subsidized, comprehensive health insurance
to individuals who, because of preexisting conditions or chronic illness,
have been denied coverage by private insurers, offered restricted poli-
cies, or offered coverage only at high premiums.7 This is a restricted
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group of people who are often referred to as “uninsurable.” No one has
a reliable estimate of the number of people who are uninsurable; two
figures bandied about are 1 percent of the uninsured population or 1
percent of the total population—it has never been quite clear.8 If we
think the 1 percent refers to 1 percent of the uninsured (45.5 million in
2004), then 450,000 people might be uninsurable. An alternative estimate
of the number of uninsurables is the 1 percent of the population without
public coverage or large-group health insurance. At most, this amounts
to about one million people (1 percent of 100 million people). As of a mix
of end-of-year 2003 and some June 2004 reporting, more than 181,000
people were enrolled in one of the high-risk pools.9 Thus, given the two
estimates of the number of uninsurables, the high-risk pools are covering
between 18 and 40 percent of the potential group of enrollees.
For some analysts and policymakers, the current enrollment is a dis-

appointment. They would like to see the pools cover far more of the
uninsured.10 Since the purpose of the pools is not to cover the uninsured
but rather to pull the very small number of uninsurables out of standard
individual markets, this disappointment is misplaced. Moreover, the per-
centage of the estimated number of uninsurables who are enrolled in the
pools is low in part because three of the most populous states, each with
high numbers of uninsured, do not have high-risk pools or have pools
that serve very few people. New York, with the third-largest population
in the country, does not have a high-risk pool, and Florida, with the
fourth-largest population, has a pool that has not been open to new en-
rollees since 1991. California significantly restructured its pool in Sep-
tember 2003; 9,230 people were enrolled as of January 1, 2006, but the
cap on enrollment had just been raised to 10,227.11

Given the interest in using high-risk pools to shift the risk of very
high-cost people from insurers to a broad population, we need to under-
stand how they have been structured. In particular, we need to see whether
they provide insurers with incentives to reduce their use of selection
mechanisms so that more people could obtain coverage in the individual
and small-group markets. However, since the primary reason for the
pools’ creation was to provide access to insurance for people who have
been denied coverage or offered it only at very high rates, it is important
to interpret their structural features in this light. The stringent eligibility
criteria, relatively high premiums, and high cost-sharing are deliberate
features to make sure the pools are used only by uninsurable people.
The states do not want the pools to become dumping grounds for people
who have had high medical expenses and whom insurers or self-insured
employers might want to move out of their insurance policies. The states
want to guard against the use of the pools to share the costs of very
high-cost people who have group insurance coverage.
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Who Is Eligible?

As noted earlier, the eligibility criteria are deliberately restrictive. The
point is to maintain the pools only for people who truly cannot obtain
coverage elsewhere; if people can obtain coverage elsewhere, they should.
The states with high-risk pools vary in their criteria, but two common
themes emerge. First, suffering from a serious illness or condition is not
sufficient to qualify. Second, people who are eligible for any other state
or federal program (such as Medicare, Medicaid, or access to group in-
surance under COBRA) do not qualify. People who may be covered fall
into one of three categories: the medically uninsurable (that is, they have
been denied coverage based on their current or prior medical history, or
they can get coverage only at rates higher than those available through
the high-risk pool or with riders restricting the covered services); those
eligible for guaranteed issue of individual coverage under HIPAA; and
Medicare beneficiaries who have been denied a supplemental policy be-
cause of their medical history.
People who are medically uninsurable account for the largest of the

three types of possible enrollees in most state high-risk pools. One
estimate is that the medically uninsurable constitute 72 percent of
pools’ enrollees on average.12 However, since the definition of uninsur-
ability is not consistent among the states, the percentage of a state’s
high-risk pool enrollees who are medically uninsurable varies consid-
erably.
HIPAA prohibits insurers from denying individual coverage to peo-

ple who lose group coverage after leaving employment. However, states
are permitted to use high-risk pools as an “acceptable alternative mecha-
nism” for providing such people with individual coverage. Twenty-eight
states use their high-risk pools to meet the HIPAA requirement. In fact,
Alabama’s high-risk pool is only for HIPAA-eligible individuals, and
South Dakota’s pool (established in August 2003) is only for HIPAA-
eligibles and other high-risk people in the individual market who have
twelve months of creditable coverage.13 Eleven states enroll Medicare
beneficiaries who are not able to obtain supplemental coverage because
of their medical history. (Illinois and Wyoming allow only disabled
Medicare beneficiaries to enroll in their high-risk pools.)
States with high-risk pools require insurers to notify people denied

coverage that the pool exists, but notifying someone is not the same as
advertising. If people are unaware of their state’s pool or believe that it
is not accepting new enrollees, they do not apply.14 The public’s lack of
information is especially unfortunate since nearly all of the states permit
year-round enrollment.
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Premiums and Cost-Sharing

In addition to tight restrictions on eligibility, the premiums are expensive
by any measure. The high premiums are designed to dissuade people
from regarding the high-risk pools as an alternative to other forms of
coverage to which they have access. The pools are not intended to com-
pete with the private markets, and the easiest way to make this point is
to have high premiums.15 By and large, this strategy has worked. Premi-
ums run between 105 and 200 percent of the average standard premium
for policies sold in the states’ individual markets; most high-risk pool
premiums are around 150 percent of standard individual premiums.
Minnesota and Oregon have the lowest premiums; by statute, their pre-
miums cannot go above 125 percent of the standard individual market
premium. In recent years, Minnesota’s premiums have been 105 to 108
percent of the standard premium, and Oregon’s premium for people
converting under HIPAA to individual coverage has been 100 percent of
the standard rate.16 That both states have the highest enrollments among
the state high-risk pools strongly suggests how much price matters to
people. By contrast, other states’ premiums are much higher and their
enrollments much lower. One study of six states’ high-risk pools found
that the premiums to cover one person were greater than 10 percent of
the states’ median household incomes.17 In states where age rating of
premiums for people in the high-risk pool is permitted, premiums are
even more expensive. People in their late fifties and early sixties may
face premiums greater than $10,000 annually unless they choose policies
through which they pay the first $1,500 (or more) of medical expenses
before the insurance policy begins to pay.
The cost-sharing requirements of the pools’ options also add to the

total cost of the policies. The two primary cost-sharing mechanisms in
health insurance are deductibles and coinsurance rates. A deductible is
the amount of medical expenses that a policyholder pays before the health
insurance begins to pay anything. Not all medical expenses are covered
by the high-risk pools’ policies (just as with regular health insurance
policies), and the deductible applies only to covered medical care. For
instance, chiropractic services and dental and vision care are not in-
cluded in covered services in many states. All states that use their high-
risk pools to meet the HIPAA portability requirements must offer a
choice of at least two plans. Most states comply by simply offering alter-
native deductible levels for a basic indemnity policy. Some states offer a
choice of an HMO or PPO (preferred provider organization), sometimes
without an indemnity policy option. The indemnity and PPO plans gen-
erally include a $500 deductible, though most of the states have set the
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deductibles at $1,000 or more (some are at $2,000, $5,000, and even
$10,000).18

A coinsurance rate is the percentage of medical costs that a person
pays after meeting the deductible; for example, a coinsurance rate of 20
percent means that the insured person pays twenty cents of every dollar
of covered medical expenses above the deductible. The coinsurance rates
for the high-risk pools’ policies range between 20 and 50 percent depend-
ing on the medical service and whether the medical provider is in the
insurer’s network of providers. Policies with higher deductibles and
higher coinsurance rates have lower premiums because the policyhold-
ers have to pay greater amounts of their costs of care; typically the peo-
ple who enroll in such policies use less medical care.
In addition to the premium and cost-sharing requirements, states can

use dollar limits on lifetime coverage to further discourage people from
thinking of the high-risk pools as alternatives to regular insurance. Most
states’ high-risk policies have a maximum lifetime benefit of $500,000 to
$1 million—an amount that can be exceeded in just a few years by indi-
viduals with serious illnesses. Indeed, the rapid growth in health spend-
ing in the last five years makes these limits look miserly. Six states have
lifetime benefits limits of less than $1 million, and three states have an-
nual limits on coverage of less than $250,000. Most of the people who
exceed these limits end up having part of their costs covered by Medi-
caid, which is advantageous to the state since the high costs are then
partly paid by the federal government. (Medicaid is financed jointly by
the federal and state governments.) Some people who are eligible may
decide that enrolling is futile since they expect to exceed the lifetime
limits. People with serious mental health problems may not enroll be-
cause most states have stringent limits on coverage of mental health ser-
vices and prescription drugs. However, the expectation is that someone
with extremely serious mental health problems is either eligible for Med-
icaid or a dependent of someone who has private health insurance. Ei-
ther way, the person should have access to another source of insurance
and is not a prime candidate for the high-risk pool.
The high-risk pools have been criticized for having high premiums. It

is true that the premiums and cost-sharing responsibilities together ac-
count for a sizable proportion of the incomes of the vast majority of
enrollees.19 Eight states have special programs to assist low-income peo-
ple with the costs of the premiums and/or the cost-sharing that is re-
quired.20 Although state funding of these financial assistance programs
has not met the estimated need,21 it is important to bear in mind that
the high premiums and cost-sharing responsibilities are features that are
designed to discourage the migration of high-cost people from em-
ployer-sponsored policies or from individual policies.
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How States Finance the Difference Between
Premiums and Costs

Uncertainty surrounding state funding of the shortfall between high-risk
pools’ premium revenues and their costs is a third factor that keeps the
programs small. All of the states’ high-risk pools collect premiums from
the enrolled individuals, but the premium revenues never cover the poli-
cyholders’ medical costs. The ratio of premiums collected to claims in-
curred in 2003 ranged from 34 percent in Washington to 78 to 79 percent
in Alabama and Iowa; most states ranged between 66 and 75 percent.22

The claims incurred per enrollee in each state can change significantly
from year to year, as they did between 2002 and 2003.23 This further
complicates state efforts to project the funding that will be needed from
enrollee premiums and from the state.
States finance the difference between premium revenues and spend-

ing in various ways. General revenue funds are subject to all the uncer-
tainties that surround tax receipts, as state policymakers have been
sharply reminded these last few years. Just as importantly, the allocation
of general revenue funds is subject to political favoritism—and small
programs, like the high-risk pools, do not typically have large constitu-
encies and therefore strong support among politicians. In the early 2000s,
state tax revenue shortfalls put pressure on governors and legislatures
to reduce the use of general revenue funds for the high-risk pools.24 Al-
though state tax receipts have increased in the last three years, cuts in
federal monies going to the states have continued to place general reve-
nue funding at risk for high-risk pools.
Illinois, Louisiana, and Utah rely primarily on general revenue funds

to help finance their high-risk pools.25 Louisiana also collects a service
charge on all hospital inpatient admissions and outpatient procedures.
The surcharges are collected from a broader population base and are
analogous to the assessments on insurers’ earned premiums. Wisconsin
uses general revenues to supplement assessments on insurers.26 Four
other states use sources of state funds that have been earmarked for the
high-risk pools, but during the last few years pressure to use these funds
for education and Medicaid has increased. California sets aside $40 mil-
lion per year from its State Cigarette and Tobacco Products Surtax Fund.
Colorado uses its unclaimed property (such as wages and deposits on
utilities) and unclaimed insurance funds (from policies for which the
beneficiaries cannot be found). Kentucky was the first state to use money
from the master tobacco settlement agreement funds. In 1998 and again
in 1999, Minnesota allocated a portion of the state’s Health Care Access
Fund on an emergency basis; the fund raises money from a 1.5 percent
tax on hospital and provider charges to obtain monies.
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Twenty-nine of the states fund all or part of the difference by assess-
ing each insurer that sells health coverage in the state in proportion to
its share of all health insurance premiums.27 Twelve of these states per-
mit the insurers to offset their corporate income tax liability by the full
or a partial amount of their assessment. This is equivalent to using state
general revenues to finance the high-risk pools, but the equivalency is
not easily discerned by the public.

Using High-Risk Pools to Cover More of the
Uninsured

The relatively small number of people enrolled in the pools is a result of
the deliberate restrictions on eligibility, the use of high premiums and
cost-sharing as hurdles to discourage enrollment, and the uncertain fi-
nancing of the shortfall between premium revenues and expenditures.28

The states have succeeded in maintaining a program reserved only for
uninsurable people, and the numbers show this. Only five of the states
have more than 10,000 enrollees; half have enrollments between 1,000
and 5,000.29 Among the thirty-three states with high-risk pools, only
three cover more than 1 percent of the small number of people with
individual insurance. Minnesota’s enrollment (33,705) is the highest of
any state; it equals about 6 percent of those with individual coverage.
The high-risk pools in Oregon (9,885 people) and Nebraska (6,087 peo-
ple) cover about 3 percent.30 The enrollment in these three states’ high-
risk pools approaches 1 percent of each state’s population without public
or large-group insurance who might have very high costs.
In spite of much misunderstanding of the objective of the high-risk

pools and the low enrollments, it has been suggested that they could
cover more of the uninsured. In particular, the suggestion is that the
pools cover people who do not meet the definition of uninsurable but
are still viewed by insurers as likely to have high costs. These people
might well be offered policies if they apply for coverage, but their premi-
ums are medically underwritten, so they pay higher than standard rates
for their coverage. Implicit in the suggestion is the notion that the high-
risk pools would be used to spread the risk of high-cost people more
broadly. It would not be just the individual and small-group markets
(and perhaps also the large-group market) that bore the risk of high-cost
people. The state’s entire population would bear the risk and help pay
for the expenses of people deemed high-risk.
If the high-risk pools were to be used more aggressively to cover the

uninsured, the eligibility criteria, management, and financing of them
would have to change substantially to meet this new and broader objec-
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tive. The recent experience of California may be a model for other states.
California revised its high-risk pool strategy and is trying to use it as an
“incubator” for high-risk people for thirty-six months. After three years,
people will have to disenroll but will be offered guaranteed-issue cover-
age in the individual market.31 The hope is that insurers will be relieved
of the costs of high-risk people for three years, and then the people’s
expenses will return to lower levels that are within the “normal” expen-
diture ranges of people in the individual market.

The Incentive to Use Selection
Mechanisms Remains

Since the high-risk pools are available only for people who are predicted
to be high-risk, expanding their scope would maintain incentives for in-
surers to use selection mechanisms. The people most likely to be newly
eligible would be uninsured people who have trouble obtaining cover-
age because they are perceived to be high-risk. Susan Mitchell might be
in this category because she is in her early fifties. In fact, expanding the
use of the pools actually might increase insurers’ incentives to use selec-
tion mechanisms since they would prefer not to enroll people they be-
lieve will have expenses greater than premiums. This goes against the
objective we started with—trying to find a policy approach that will
substantially lower insurers’ concerns with adverse selection.

ASSESSMENTS OF INSURERS TO SHARE THE
COSTS OF HIGH-RISK PEOPLE

The assessment mechanism used by most states to help finance their
high-risk pool offers a second approach for minimizing insurers’ risk of
high expenditures due to adverse selection. Assessments are commonly
used by states to share the very high costs among all insurers in a market
(such as auto or homeowner) in order to maintain it. An assessment is
the equivalent of a tax on insurers that is used to reduce the costs of a
few insurers in cases where costs are higher than would have been pre-
dicted, given their share of insured people. Essentially the insurers with
the higher-than-predicted costs are partially reimbursed. This is similar
to the risk-adjustment mechanisms that have been implemented in Cali-
fornia, Minnesota, Colorado, and Washington, among others, to compen-
sate health plans that enrolled high-risk individuals.32

The assessments, though seemingly imposed on insurers, are passed
through to anyone who pays for a health insurance policy or has cover-
age from a self-insured employer, depending on how the assessments
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are structured. If the assessment is based on the number of people an
insurer covers (covered lives), it spreads the costs of high-risk people
over a broad share of the population. The assessment also is independent
of the premiums, which means that those who purchase more expensive
policies are not incurring a proportionately higher assessment. In con-
trast, with an assessment based on premiums (earned premium), insur-
ers that sell more comprehensive benefits packages—which typically are
sold at higher premiums—have higher assessments.33 Insurers that have
more high-cost enrollees, either because they sell more comprehensive
benefits packages or because they have been affected by adverse selec-
tion, also have higher premiums and therefore higher assessments. In
addition, assessments based on premiums are passed through to policy-
holders of any type of insurance policy related to health, including stop-
loss and reinsurance policies. These types of policies provide self-insured
firms with protection against high total expenses or high expenses for
any one individual. As a result, an assessment based on premiums “cap-
tures” companies that self-fund their employee health plan and permits
states to go around the ERISA provision that exempts self-insured firms
from state taxes on health insurance policies per se.34 Thus, assessments
based on premiums enable the state to spread the burden of very high-
cost people to almost all of the population with private health insurance.
Insurers are quite familiar with the loss assessment mechanisms used

to spread the costs of high-risk people beyond a particular insurer and
its enrollees. Assessment mechanisms also avoid the need to establish a
formal high-risk pool. Since people who have high medical costs in a
particular year often do not continue to have them in succeeding years,
creating a mechanism that temporarily assigns them to a high-risk group
is a more transparent method of sharing very high costs.
Insurer assessments also are frequently used for what are known as

residual market mechanisms (RMMs), which themselves are a model for
high-risk pools. RMMs are another source of insurance coverage—
though not for health-related insurance—for people who are not able to
purchase coverage, typically because insurers stop offering it. Insurers
will stop offering coverage for specific types of losses when they believe
they have too many insureds in a geographic area who would be affected
by the same potential disaster, such as a hurricane or earthquake.35 If
such a disaster were to occur, an insurer would be exposed to a level of
risk greater than its financial ability to pay for the losses. States have
responded to these insurance availability crises by creating RMMs that
are run by the insurers.
RMMs offer a warning on the limits of using the assessment mecha-

nism for addressing the access problems of high-risk people. If losses
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among the insurers become large because a high proportion of people
are high-cost, the RMM assessment mechanism will not function to pro-
vide coverage to high-risk people. The assessments will simply over-
whelm the market and drive premiums to the point where a death spiral
for the market ensues. This is what has happened to property insurance
for 2005 hurricane damage along the Gulf Coast. Florida, Mississippi,
and Louisiana are among the states that have used RMMs to provide
property insurance for people in areas at high risk for hurricane damage.
Florida’s RMM insurer, Citizens Property Insurance Corporation, went
from a surplus of $1.3 billion to a deficit of $516 million before the 2005
hurricane season—and in 2005 Florida was hit by Hurricanes Dennis,
Katrina, and Wilma, the costs of which were still being tallied in the fall
of 2005. Even before the 2005 hurricane season, Citizens was adding as
many as thirty thousand new policies a month as the large private insur-
ers began pulling out of the state.36 Thus, creating RMMs and using such
assessments should be seen as a solution only for situations that involve
a small number of high-cost people.37

New Jersey’s Individual Health Coverage Program

New Jersey used a variant of the assessment mechanism to distribute the
costs of high-cost individual enrollees among all the insurers selling
health coverage in the state. The state revised its individual insurance
market regulations in August 1993 in order to create the Individual Health
Coverage Program (IHCP).38 The IHCP required all insurers selling health
coverage in the state to participate in the program, either by actively
selling a target number of policies or by paying a loss assessment that
reimbursed the insurers that did sell policies and incurred losses. The
target number of policies to be sold and the loss assessments were based
on each insurer’s share of total net-earned premiums. By using net-
earned premiums, the state included payments for stop-loss and reinsur-
ance policies purchased by self-insured firms.
An insurer could avoid paying its share of the total losses incurred by

other insurers selling policies in the IHCP if it enrolled its assigned target
number of people. Insurers that otherwise would have to pay large as-
sessments had a clear incentive to meet their target enrollment numbers.
In fact, the expectation was that the half-dozen insurers with the largest
shares of the market would be the insurers forming the individual mar-
ket under the IHCP.39 The IHCP regulations also contained an incentive
for the insurers to be efficient in providing individual coverage. They
allowed an insurer that was meeting its target enrollment number to not
seek reimbursement for its own losses. In exchange, an insurer was
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exempted from paying for any of the total losses submitted for reim-
bursement by other insurers. Clearly, an insurer would choose to not
seek reimbursement if its own losses were expected to be less than its
expected share of the total IHCP losses.
Unfortunately, this incentive encouraged a small number of small in-

surers with very tiny market shares to enter the market.40 Each of these
insurers must have realized that if it did incur losses, its own share of
the losses would be small because its share of the total market was very
small. Between eight and ten small insurers perceived the incentive to
come into the market and then suffered significant losses (a total of $76
million over a two-year period from 1995 to 1996) that were shared among
the other insurers in the state.
One lesson from New Jersey’s experience with using a loss assessment

mechanism to spread the costs of high-risk people is that it is crucial for
policy analysts to think through how the assessment mechanisms are set
up. Otherwise the assessments can have unexpected effects.41 The point
of mechanisms to shift the costs of very high-risk people from insurers
to a broader population base is to reduce insurers’ incentives to risk-
select enrollees. At the same time, however, we do not want a system
that provides incentives for insurers with insufficient capital reserves to
offer coverage they cannot deliver and thereby cause other insurers to
bear the losses.

Do Insurers Have an Incentive to Stop Using
Selection Mechanisms?

Like the high-risk pools, the assessment approach relies on predicting
people’s likely medical costs. The amount that an insurer receives back
from the fund depends on the difference between the insurer’s total ac-
tual costs and the total expected costs of the people it insured. But the
insurer is not guaranteed an assessment fund payout that equals the
full difference. Rather, its share of the fund equals its share of the total
“overrun”; the overrun is the net amount of actual costs minus the ex-
pected costs of all insurers in the state market. Unless the assessments
are set to make the fund equal the total overrun of costs, the insurers
will not receive full reimbursement of their unexpected costs. Thus, the
approach does not discourage insurers from using selection mechanisms
to avoid high-cost people. In fact, depending on how the assessments
for the funds are designed, insurers may have more incentive to use
selection mechanisms. Just as with high-risk pools, the potential for the
assessment approach to reduce insurers’ concerns about adverse selec-
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tion is hindered because insurers will still see it as advantageous to iden-
tify people likely to have very high costs.

DETERMINING WHETHER SOMEONE IS
HIGH-RISK OR HIGH-COST

We began with the idea that if insurers’ concerns with adverse selection
can be allayed, they will significantly lower their use of selection mecha-
nisms and more people will gain access to insurance. The high-risk pools
and assessment approaches help redistribute the costs of the people
likely to have high medical expenses. But neither approach reduces in-
surers’ incentives to use selection mechanisms, because at the heart of
each approach is the need to predict who is likely to have very high
medical expenses in the coming year.
Any approach to addressing insurers’ fear of adverse selection has to

shift most of their risk of very high costs to a broader population. A
critical choice in any such approach is deciding whether to use estimated
or actual costs. When costs are estimated, they are predicted with models
that take into account observable characteristics of the person (including
perhaps the person’s medical expenses in the prior year). If the models
estimate that someone’s annual costs will be greater than some level, the
person is identified as high-risk. Alternatively, some models are used to
predict the probability that a person will have health costs above some
level, and if the predicted probability is greater than 0.5 (or some higher
probability), the person is labeled high-risk. In contrast, identifying
someone as actually having incurred very high costs requires knowledge
of a person’s medical expenses after the year is over.
Estimating a person’s medical expenses requires information on per-

sonal characteristics that are highly correlated with predictable expendi-
tures. As we saw in chapter 4, predictable expenses are those that are to
be expected in a given year—for example, a physician visit for an ear
infection in a child or an ob-gyn visit for a forty-five-year-old female.
Unpredictable expenses come from random events such as being hit by
a bus or having a heart attack without any cardiac risk factors. Insurers
rely on models that include characteristics such as a person’s age, sex,
education, income, occupation, and health information to estimate his or
her predictable expenses. The same types of models also are used in risk-
adjustment methods to risk-adjust premium payments to managed care
plans or payments to providers. Such models are not very accurate for
individuals. At the very best, they explain 30 percent of the variance in
a person’s predictable expenditures.42
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In contrast, when people are classified on the basis of actual claims
experience, then we are identifying high-cost individuals rather than
high-risk individuals. The uncertainty present in the models used to pre-
dict someone’s costs is eliminated. Most important, using actual costs to
identify people as high-cost lowers insurers’ incentives to use selection
mechanisms.

The Netherlands’s Experience

The implications of identifying people either as high-risk or as high-cost
have been studied in the Netherlands since several health care reforms
were introduced there starting in 1988. The most recent reform, which
went into effect in January 2006, was necessitated by the continuing coor-
dination of social systems under the European Union. Everyone in the
Netherlands automatically is entitled to coverage for long-term care and
nursing. However, as of January 2006, everyone in the country (except
active-duty military personnel and conscientious objectors to insurance)
is required to have health insurance that covers the costs of “care with a
view to cure.”43 (Before the latest reform, health insurance coverage was
voluntary for about one-third of the population who had higher in-
comes.) There is only one standardized package of benefits, but the in-
surance is sold by private insurance companies known as “care insur-
ers.” Insurers have to accept anyone who applies, and they must offer
them the same terms and conditions of coverage. Funding for care insur-
ance comes from premiums and income-related contributions. Premiums
are community rated, so those who choose a particular insurer pay the
same amount; people send their premium payments directly to the in-
surer. The Dutch equivalent of the IRS determines the income-related
contribution, and employers are required to reimburse their employees
in full for the income-related contributions. The income-related contribu-
tions go to the Health Insurance Fund, as does a government contribu-
tion equal to the premiums for children younger than eighteen. Children
are not enrolled as part of a family plan; health care costs of children
are considered the responsibility of the country as a whole. The Health
Insurance Fund then uses a “risk equalization” model to pay each in-
surer additional amounts based on the health risks of the people who
enroll with the insurer.
The new system of risk equalization builds upon the Netherlands’s

experience with risk adjustments gained since 1988. Prior to 2006, people
with incomes below certain limits were in a mandatory insurance system
of “sickness funds” that were private insurance companies. About two-
thirds of the population were covered by such insurance. The compul-
sory system was run by a Central Insurance Fund, which collected reve-
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nues based on payroll taxes shared between employers and employees
(with employers generally paying a substantial share).
Starting in 1992, the system of fully reimbursing the funds for enroll-

ees’ expenses was changed so that the funds received a risk-adjusted
capitation payment.44 The risk-adjusted payment equaled the national
predicted per capita costs in the risk group to which a person belongs.
The initial risk-adjusted payments were based on very simple risk ad-
justers: age and sex. It was widely understood that they were too simple
to capture much of the variation in predictable expenditures. Over time,
as more risk adjusters were added, the sickness funds were at risk for
increasing percentages of the difference between actual and predicted
costs. Between 1993 and 1995, the Dutch funds were put at risk for only
3 percent of the difference between their actual costs and the age- and sex-
predicted costs for the pool of people they each covered. The other 97
percent of the difference in costs was reimbursed retrospectively by the
government. By 2003 the risk adjustments included five new adjustment
factors (including a pharmacy cost adjustment added in 2002) and in
2004 diagnostic cost groups (DCGs) were added as another risk adjuster.
In 2004 the sickness funds were at risk for 53 percent of total expenses;
they were at risk for almost all of outpatient expenses (96 percent) and
26 percent of inpatient expenses.45

It is important to note that the Dutch have not gone so far as Switzer-
land or Germany, where demographic risk-adjustment models are used
and the insurance funds are at risk for 100 percent of total expenses.
Risk selection is a very serious problem in those two countries.46 Some
combination of the deliberate incremental improvements to the Dutch
risk adjustments and the fact that the Dutch government still is responsi-
ble for almost half of the risk has enabled the Netherlands to avoid a
serious risk selection problem. As three Dutch researchers put it, “Good
health adjustment not only reduces the predictable losses from high-risk
consumers, but it also increases the sickness funds’ costs of risk selection
as well as the uncertainty about their net benefits of selection.”47 In addi-
tion, there are four further explanations for the “absence of serious selec-
tion problems”: very few people switch funds; the benefits covered by
the funds are standardized; because of a physician shortage in the Neth-
erlands, there is very little selective contracting by the funds with physi-
cians; and a “social” culture within the sickness funds strongly disap-
proves of using risk selection mechanisms.48

In part because few people switch sickness funds, and in part because
there is such a strong ethical bias against using risk selection mecha-
nisms, the Dutch funds now have a great deal of information about peo-
ple’s expenses over time. They seem to have used this to better manage
their enrollees’ medical care. All along, concerns were raised that if the
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funds were not fully at risk, they would be less efficient, particularly in
how they managed the extremely high-cost people. Analyses suggest just
the opposite. The studies found that identification of high-cost people
(rather than predictions of high-risk people) provides more incentives for
efficiency in producing health care.49 Management of costs is more likely
to be a priority when managers focus on people who actually are experi-
encing high costs, some of which the insurers are at risk for. This may
be particularly true in situations where few people switch plans and
therefore the insurers know they will continue to be at risk for future
costs. The Dutch changes may have created the incentive to better man-
age the costs of people who very clearly were on track to be high-cost.

SUMMARY

To address insurers’ fear of adverse selection and its consequences, we
need to shift the risk of extremely high costs from the insurers that enroll
uninsured people to a broader population base. The state high-risk pools
and the assessment approaches appear to provide options for doing this.
However, each of these relies on identification of high-risk people rather
than high-cost people. The identification depends on models that predict
a person’s expenses: if the predicted expenses are greater than a prede-
termined amount, the person is said to be high-risk. The high-risk pools
and assessment mechanisms prolong insurers’ incentives to use selection
mechanisms. With high-risk pools, the insurers still want to predict who
is likely to be high-risk so that they can try to send the person to such a
pool. And under the assessment approach, since insurers are unlikely to
be fully reimbursed for the losses they might incur, they want to mini-
mize those losses by minimizing the number of people they insure who
are high-risk. These approaches do not address the information asymme-
try between insurer and insured that is the core problem in the small-
group and individual insurance markets.
An alternative approach is to have the government provide reinsur-

ance to insurers in these markets. Reinsurance relies on identifying peo-
ple who actually have extremely high medical costs rather than identify-
ing people who are high-risk. In the next chapter, we examine how
reinsurance works and how a government reinsurance program might
be designed as a federal policy to increase access to small-group and
individual insurance markets.
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A Third Approach: The Government as Reinsurer
for Small-Group and Individual Markets

Almost all insurers purchase reinsurance to protect themselves
from low-probability but very costly events that could force them
into bankruptcy. The hurricane seasons of 2004 and 2005 provide

good examples of financial disasters that occasionally befall property
and casualty insurers with a large proportion of their business in Florida
and along the entire Gulf Coast. In 2004 the federal government, through
the Federal Emergency Management Agency, provided more than $10
billion to reimburse hurricane-related losses in Florida that were not cov-
ered by private-market business property and homeowner’s insurance.
In 2005, after Hurricanes Katrina and Rita (and before Wilma), Congress
authorized more than $60 billion for aid and reconstruction in Texas,
Louisiana, Mississippi, and Alabama. The total of federal funds for these
states’ hurricane losses is expected to be higher. In addition, FEMA spent
hundreds of millions of dollars more for losses sustained in Florida after
Hurricanes Dennis and Wilma, in states where tornadoes struck, and in
New Jersey and New Hampshire after flooding in October. Some of the
FEMA funds assisted owners of damaged properties that were not in-
sured, and a substantial fraction defrayed losses that exceeded the cover-
age limits of policies.
Just as important as its assistance to the people devastated by these

disasters, however, is FEMA’s provision of de facto reinsurance for the
insurers that sell the policies in the first place. Without the federal gov-
ernment’s implicit promise to reimburse the extreme losses, catastrophe
reinsurance would not be available from the private market. In turn, this
would cause insurers to stop selling homeowner’s and business property
insurance in hurricane-prone areas.
The federal government could assume a similar role in the small-

group and individual health insurance markets. This approach would
shift the risk of individuals with extremely high costs from the insurers
to the broad population and greatly reduce insurers’ fears of adverse
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selection. It would benefit those trying to obtain private coverage in two
ways: insurers could reduce their use of selection mechanisms that now
prevent some people from obtaining coverage, and insurers could signif-
icantly reduce their premiums. Since the costs of people with extremely
high medical expenses are traditionally built into insurance premiums, a
government reinsurance program would help lower them considerably.
Both effects would reduce the number of uninsured by enabling more
people to purchase private health insurance. This is exactly the effect of
FEMA on homeowner’s and business property insurance and the catas-
trophe reinsurance markets.
Reinsurance is insurance for insurers. Just as people want car or

homeowner’s insurance and companies want liability or property insur-
ance to reduce their exposure to risks, insurers want protection against
risks that pose potential financial disasters. Insurers that sell health cov-
erage to large groups typically purchase reinsurance through reinsur-
ance companies or financial syndicates. (Among the best known of these
syndicates is Lloyds of London.) But reinsurance for health insurance
policies sold to small groups and individuals is more expensive since
reinsurers have the same concerns about the potential for adverse selec-
tion in the small-group and individual markets.
Reinsurance is structured very much like standard indemnity insur-

ance products. There is a threshold level, or deductible, of expenses that
must be incurred before the reinsurance takes effect, and there is the
equivalent of a coinsurance rate that the original insurer pays for ex-
penses above the deductible. By still having to pay a fraction of all costs
above the deductible, the original insurer retains some risk for those
costs. Also, like most insurance policies, reinsurance is sold for a limited
amount of coverage—it is not open-ended. In contrast to the high-risk
pools and insurer assessment programs (described in chapter 5) that rely
on predictions of which people are likely to be high-cost, reinsurers reim-
burse only for actual expenses. A considerable advantage of a govern-
ment-sponsored reinsurance program is that by using actual expenses, it
significantly reduces insurers’ incentives to use selection mechanisms.
This chapter starts by describing the variety of ways in which reinsur-

ance can be structured, then discusses the components that would need
to be part of a government reinsurance program and assesses its costs.

THE TYPES AND STRUCTURE OF
REINSURANCE POLICIES

Until about twenty-five years ago, reinsurance was sold almost exclu-
sively to insurance companies. Since then, companies that self-insure
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their employees’ health expenses and hospitals that have insurance-like
specialty-care contracts have become buyers of reinsurance. For example,
in some joint ventures between hospitals and insurers, the hospitals
agree to capitated payments for the care of patients with cancer or car-
diac or orthopedic conditions. Such joint ventures put hospitals at risk
for costs exceeding expected costs, but hospitals accept the risk because
they hope that their expertise and efficiency will keep costs below the
payment and they will keep the difference. However, they typically ar-
range for reinsurance to reduce their risk exposure. Reinsurance has be-
come the equivalent of a very high deductible or catastrophic insurance
policy for businesses that bear risks in a variety of situations. Sellers of
reinsurance are generally large syndicates of investors (such as Lloyds
of London) or insurance companies that specialize in it. (Swiss RE and
AIG are two of the biggest.) An important feature of reinsurance is that
the reinsurer protects itself from moral hazard and adverse selection by
requiring the original insurers to bear the risk for a portion of the possi-
ble losses.1

Reinsurance serves two key functions. It protects insurers against
events that, though very unlikely to happen, would ruin the insurer fi-
nancially. It also helps insurers when their business is not diversified
enough to bear their different risks. An insurer may sell policies primar-
ily in one geographical region, leaving it vulnerable to a natural disaster
that could strike the region. Or an insurer could specialize in health cov-
erage (as do managed care organizations) instead of selling a variety of
insurance products that involve independent risks. If the small-probabil-
ity but costly event occurs, or the nondiversified risks all come to pass,
reinsurance provides a safeguard.
The other key role of reinsurance is to enable insurers to expand their

business. By purchasing reinsurance, an insurer shifts the risk of a low-
probability event to the reinsurer and is thus able to reduce the amount
of capital it has to hold in reserve in case a small-probability but very
costly event occurs. With less capital tied up insuring an initial set of
people, the insurer can expand the number of policies it sells. Similarly, a
company that self-insures its employees’ health costs can, by purchasing
reinsurance, reduce the amount of capital it needs to hold in reserve; it
can use the capital instead to invest in new equipment or buy down debt.
In the last two decades, the use of reinsurance expanded markedly.

As it evolved into a product sold not just to insurers, it came to describe
insurance that covers any situation where the purchasing company is at
risk for particular types of losses.2 The non-insurance companies that
buy reinsurance also could reduce their exposure to the risk of substan-
tial losses by using other financial instruments, including hedge funds
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or derivatives. But such alternatives require that the companies employ
experts in the financial markets. Reinsurance is a more straightforward
and less expensive method for transferring risk.3

Forms of Reinsurance

There are three common types of reinsurance arrangements or contracts:

• Quota share (sometimes called proportional reinsurance)

• Aggregate stop-loss

• Excess-of-loss

In quota share reinsurance arrangements, the original insurer and the
reinsurer share the risks from all the policies sold in connection with a
particular benefits package (often referred to as a “book of business”).
Unlike insurance policies with a flat premium, the reinsurer is paid a
share of the premiums from the original policies in exchange for taking
on a share of the risk that the policies may incur net losses. The “quota
share” of premiums paid to the reinsurer partially determines the pro-
portion of the losses covered by the reinsurer. Typically, the share of
premiums paid to the reinsurer is smaller than the share of the losses for
which the reinsurer is at risk.4 The reason for this is that the original
insurer continues to be responsible for the administrative expenses asso-
ciated with the policies, including the claims-processing costs for all of
the possible losses. Quota share reinsurance arrangements are particu-
larly useful for insurers that are trying to expand their business or re-
duce the concentration of their risk exposure. For example, some insurers
may want to shed risk from having a high proportion of small employer
groups in the same industry as clients. If a common problem were to hit
small employers in the industry, the insurers’ portfolio of risks might
not be diversified enough to offset the concentrated losses due to the
common problem.
Quota share reinsurance is not as prevalent in connection with health

insurance as aggregate stop-loss or excess-of-loss reinsurance.
Aggregate stop-loss reinsurance protects the original insurer from very

large aggregate (total) losses from a book of business, or all the policies
sold to a large group. The reinsurance goes into effect when total losses
exceed a threshold known as the stop-loss level. (The stop-loss level is
equivalent to a deductible.) Generally, aggregate stop-loss coverage is
used to limit the original insurer’s financial risk from all the possible
combinations of probabilities of losses and magnitudes of losses. For in-
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stance, it provides protection for the original insurer against an unex-
pectedly large number of people with small losses or an unexpected in-
crease in the small number of people with losses that are high but not
catastrophically so. The threshold level that activates the stop-loss rein-
surance may be either a specific dollar amount or a loss ratio equal to
the percentage of premium income that is paid out in claims. Thus, a
stop-loss might be set at $50 million for a self-insured employer with a
total of ten thousand employees and their dependents. Or it could be set
at a loss ratio of 95 percent, indicating that the insurer had paid claims
by medical providers that were at least equal to 95 percent of premium
revenues.
Excess-of-loss reinsurance arrangements are generally created on a per-

policy basis for an entire group or a book of business. This type of rein-
surance is designed to protect the original insurer from very large losses
that might occur with separate policies rather than from total losses from
all the policies in a group or book of business. The reinsurance goes into
effect and pays expenses once any individual has expenditures above a
threshold amount. The original insurer might have only one person or a
large number of individuals with annual expenses eligible for reinsur-
ance. The lower the threshold level, the more likely it is that people will
have expenses above it. Not surprisingly, the premium for excess-of-loss
reinsurance increases as the threshold level is lowered.

The Structure of Reinsurance

Three parameters or contract specifications determine the premium for
a reinsurance policy. Because all three are variable, the premium is nego-
tiated by the purchaser and the supplier of the reinsurance. The first
specification is the number of people in a policy or set of policies for
which the purchaser wants reinsurance. As the number increases, the
premium also increases. The other two specifications are the range of
expenses to be covered and the fraction of the expenses in that range
that will be the purchaser’s responsibility (equivalent to a coinsurance
rate). These last two determine the structure, or design, of a reinsurance
policy.
Reinsurance is typically sold in “layers” of coverage for specified

ranges of expenses. For example, an insurer might want excess-of-loss
reinsurance for annual expenditures that exceed $50,000 per insured per-
son. In this case, it might purchase a reinsurance policy that covers the
layer, or “corridor,” of expenses between $50,000 and $100,000, and then
purchase another policy for the layer of expenses between $100,000 and
$200,000 (see figure 6.1). Aggregate stop-loss reinsurance contracts are
written so that the layers refer to the sum of losses for the group or book
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Figure 6.1 Layers of Reinsurance
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of business. A company that self-insures the medical expenses of all its
employees and their dependents and expects total costs to be below $25
million, might seek a sequence of reinsurance layers—each of $1 million
to $5 million—to reduce its risk of total expenses being between $25
million and $35 million.5

The premium of each layer is determined by how large it is, how
much of the underlying risk of extremely high costs is covered by the
layer, and the fraction of the expenses within it that the reinsurance pur-
chaser will continue to pay. As we saw in chapter 4, the distribution of
annual health care expenses is quite skewed: half of the population has
expenditures below about $500 per year, and at the other end of the
spectrum, 10 percent of the population is responsible for 70 percent of
all expenditures. Now suppose an insurer wants to purchase an excess-
of-loss reinsurance policy to cover expenses above the threshold for peo-
ple whose spending is so high that they are in the top 1 percent of the
population. In 2005 this threshold was $50,000. As the layer of reinsur-
ance gets higher and higher above $50,000, the probability that a random
person will have such extremely high costs decreases. So the premium
for a layer of reinsurance just above $50,000 will cost more than the
same-size layer starting at expenditures of $250,000. The premium will
also cost more the larger the size of the layer, regardless of where the
layer is relative to the threshold.
Sellers of reinsurance for health insurance always require the pur-
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chaser to retain some risk in order to provide an incentive for the pur-
chaser to manage the medical expenses. Since the purchaser must pay
some fraction of medical expenses above the threshold level, it has a
strong motivation to design policies with benefits packages that encour-
age efficient use of health care.6 For example, policies that have no co-
payments for mammograms encourage women to seek timely screenings
to increase the chances of detecting cancer early, reducing the treatment
costs. The fraction of risk that a purchaser of reinsurance bears can vary
across the layers it buys. Thus, it could be responsible for 25 percent of
the costs in the first layer, 15 percent of the costs in the next layer, and
only 5 percent of the costs in the third layer. (Figure 6.2 illustrates this
scenario.) If the purchaser retains responsibility for a larger fraction of
the costs in a given layer, the premium for that layer of reinsurance will
be lower.
When the purchaser and supplier of a reinsurance policy negotiate

the premium for the policy, they consider the number of people to be
covered, the range of expenses to be covered by the layer and where that
layer is in the distribution of expected expenses, and the fraction of the
risk that the purchaser will bear for expenses in the layer. If the popula-
tion to be covered consists of people with unknown or uncertain expen-
diture patterns, the reinsurance premium will be higher because the rein-
surer will view the risk connected to the population as greater. For instance,

Figure 6.2 Risk Sharing by Layers of Reinsurance: Percentage of
Risk Retained by Insurer

C

B

A

$300,000

$200,000

$100,000

$50,000

E
xp

en
se

s 
pe

r 
P

er
so

n

5%

15%

25%

100%

Source: Author’s illustration.

107



REINSURING HEALTH

public-private insurance programs designed to attract low-income work-
ers may draw healthy, young workers or they may draw older workers
with chronic conditions. Reinsurers will charge more for reinsurance for
such a program until the expenditure patterns of enrollees become clear
and are consistent over some amount of time.

Excess-of-Loss Reinsurance and Reductions in
Insurers’ Use of Selection Mechanisms

Although both aggregate stop-loss and excess-of-loss reinsurance offer
protection against financial losses that have a small probability of hap-
pening, there are two reasons why the excess-of-loss type of reinsurance
is preferable for the purpose of reducing insurers’ use of selection mech-
anisms. It directly addresses insurers’ concerns about covering people
with extremely high costs. It also is much easier and less expensive to
administer—there are far fewer very-high-cost people compared to the
number with costs that are above average but not high. Since the choice
of type of reinsurance is important, it is worth expanding on these reasons.
Recall that adverse selection is said to occur when an insurer has

higher than expected costs for a group or a book of business. The higher
expenses could happen because a substantial fraction of the people has
expenses above the expected average but no one has extremely high
costs. Alternatively, the higher expenses could be the result of a larger
number of people than expected having extremely high costs. Either
way, an insurer could lose money, since the sum of the medical costs of
the enrollees exceeds the premium revenues, which are calculated on the
basis of expected costs for the group.
As we saw in chapter 4, insurers in the small-group and individual

markets are most concerned about the losses they face when they have
a larger-than-anticipated number of enrollees with extremely high costs.
To reduce the chances of this happening, insurers use selection mecha-
nisms to avoid insuring people who might have very high medical ex-
penses. The appeal of excess-of-loss reinsurance contracts is that they
address the risk of losses due to an unexpected number of enrollees with
very high costs. Excess-of-loss reinsurance significantly reduces the ben-
efits of using selection mechanisms. In contrast, aggregate stop-loss rein-
surance addresses higher costs due to reasons beyond adverse selection.
When total costs are higher than expected for a book of business but not
many people within the book of business have very high costs, the high
total could reflect new, more expensive treatments, or a general increase
in medical providers’ charges, or perhaps even that an epidemic has
broken out. But these factors would affect all insurers and are not related
to an unexpected number of enrollees with extremely high costs. Aggre-
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gate stop-loss reinsurance would reimburse insurers for these expenses,
however, and therefore would address more than adverse selection. In
addition, on average, insurers should be able to manage the claims ex-
penses of people with above-average costs that do not reach the top 5 or
even 10 percent of costs. People in this range had total annual expendi-
tures below $15,000 in 2005.
The second reason for preferring excess-of-loss reinsurance is far more

pragmatic. It is easy to set an expenditure threshold that defines who
has extremely high medical expenses—it could be the threshold that cap-
tures the top 1 percent of the expenditures’ distribution. Fewer people’s
claims would have to be submitted for audit by a government reinsur-
ance program than would be the case if the reinsurance were designed
as an aggregate stop-loss contract. An aggregate stop-loss form would
require the auditing of a large number of claims, increasing both the
administrative costs and the potential for fraud.
Excess-of-loss reinsurance directly addresses insurers’ primary risk—

that a greater-than-expected number of people with very high costs will
be enrolled. This type of reinsurance is also much more practical and less
expensive to administer—two critical issues for government-provided
reinsurance programs.

THE DESIGN OF A FEDERAL
REINSURANCE PROGRAM

“The devil is in the details” when considering how a government rein-
surance program for the small-group and individual health insurance
markets might be structured. Many design details could be raised as
issues, but they should be addressed as aspects of the overarching goal
of government-sponsored reinsurance: to cause insurers to lower premi-
ums and reduce their use of selection mechanisms. To do this, the rein-
surance must be structured so that insurers believe the program signifi-
cantly reduces their risk of adverse selection. With this in mind, the major
design details can be separated into issues related to the operations,
costs, and financing of the program.

Operations Issues

Addressing three major operational issues is essential to any reinsurance
program:

The Need for Transparency as to Why Some People Have High Expenses A
reinsurance program will encourage insurers to reduce their use of selec-
tion mechanisms only if it is clear that the people whose expenses acti-
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vate the reinsurance were indeed extraordinarily sick. The incentives for
fraud are huge unless it is crystal clear that the individuals whose ex-
penses are reimbursed are in the top percentiles of the population or had
expenses above a threshold level that activates the reinsurance. How-
ever, the need for transparency about extremely high medical costs in-
herently conflicts with Americans’ desire for choice when it comes to
insurance policies. This makes decisions about how to achieve transpar-
ency difficult.
To see why transparency and choice conflict, consider that the sim-

plest way to achieve transparency is to standardize policies’ benefits
packages and cost-sharing. Standardizing avoids having to determine
whether someone had high expenses because his or her insurance policy
was generous and covered every imaginable medical service or had low
levels of cost-sharing. “Cadillac” policies invite high use of health care
and increase the likelihood of expenses in excess of the threshold for
the reinsurance. Creating uniformity in cost-sharing also sidesteps the
problem of deciding which out-of-pocket expenditures should be in-
cluded when calculating a person’s total spending. A policy with a low
deductible or low co-payments not only encourages more use of health
care but also has higher insurer-paid expenses than a policy with a high
deductible. In addition, standardizing the benefits and cost-sharing re-
duces the ability of insurers to use particular benefits or deductible levels
to either attract low-risk people or discourage high-risk people.
Standardizing benefits and cost-sharing is at odds with offering choice

to consumers. Insurers (and some consumers) argue that consumers
want choice because they are not identical when it comes to preferences,
either for the types of medical services covered or for levels of cost-
sharing. They contend that it is unfair to consumers to require standard-
ized policies. Whether they would continue to make this argument in
the face of a program that offered them substantial relief from the risk
of adverse selection is unclear. Moreover, it is not clear what choice
means in the context of health insurance. About half of employees who
are offered employer-based health insurance have a choice of health
plans through their employer, and only about half of these employees
can choose among the products of different insurers.7 Medicare has been
hugely popular with beneficiaries, and until the mid-1990s most benefici-
aries did not have managed care plan alternatives to traditional Medi-
care. The Medicare Modernization Act of 2003 (MMA) authorized an
increase in the payments to managed care plans in an effort to expand
the number of participating plans. In spite of the greater availability of
choices, the vast majority of beneficiaries (87 percent) continue to choose
traditional Medicare, which has one set of covered benefits and cost-
sharing requirements.8 Retiree health plans and MediGap supplemental
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policies provide additional coverage to people for the costs that Medicare
does not pay, but even here, the choices of such plans are constrained.
Given that many people seem to want a limited choice of health plans

rather than dozens of alternatives, it ought to be possible to experiment
with having a choice of two or three standardized policies. However,
there are problems with this. Imagine a choice of two policies. One is
quite generous in the medical services it covers or has very low enrollee
cost-sharing, while the other is relatively lean. We might expect people
who have been sick in the past or who expect to have high expenditures
in the future to choose the more generous policy, even though it has a
higher premium. The leaner policy, on the other hand, would be more
likely to attract people who expect their medical spending to be low in
the next year. This type of self-selection is known as risk selection, and
it is well documented among employers that offer different policies to
their employees.9 Insurers take advantage of this phenomenon, as we
saw in chapter 4, to try to attract low-risk people and avoid potentially
high-cost people. Yet, with the same reinsurance threshold activation
level, the lean policy would require far more out-of-pocket spending by
an individual than would the more generous policy. This no doubt
would discourage health care use. It also raises issues of fairness. Should
the reinsurance reimbursements go to the insurer without any compen-
sation to the individual for the out-of-pocket expenditures? On the other
hand, people who choose a leaner policy would also be paying a lower
premium, so they are already beneficiaries of lower out-of-pocket pre-
mium expenses.
If a choice of different levels of generosity of policies were permitted,

the reinsurance activation thresholds could be different for the policies—
the leaner policy having a lower threshold. But setting different reinsur-
ance threshold levels for different policies turns out to be complicated.
The different threshold levels should be set to correct for the self-selec-
tion that a choice of policies would produce; it would take at least a year
after the choices were made to determine the expenditure levels of the
people who made them. This could lead to delays in setting the thresh-
old levels, and any additional complexity might lead to distrust of the
thresholds.
Requiring that policies have equal actuarial value is another way of

dealing with differing levels of generosity of policies—but actuarial
equivalency will not achieve the transparency objective. Actuarial equiv-
alency means that under actuarial assumptions about the population be-
ing covered and prices, one health policy is equal (or greater) in value
to another policy even though they may differ in cost sharing required
of enrollees or services that are covered. This would encourage people
with high likelihoods of using expensive medical care to choose more
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generous policies—leaving us again with the outcome that more gener-
ous policies are more likely to attract people with extremely high costs.
There is a conflict between the desire for transparency in why some-

one has extremely high medical costs and the wish for choice of policies.
The only way to create transparency is to have a standardized policy.
Providing choices of policies should be done with the recognition that
we are making a trade-off: reducing transparency in exchange for more
choices of benefits packages and cost-sharing. Such a trade-off, however,
requires that we recognize the potential for gaming and abuse of the
program. Program administrators have to be granted the power and re-
sources to investigate possible gaming by the insurers and charges of
improper reimbursements. Whether the loss in transparency and the
need for close monitoring of expenses submitted for reimbursement are
worth the gains from choice of policies is ultimately a political decision.
Nonetheless, these trade-offs need to be recognized.
From a practical standpoint, achieving standardization of one, or even

several, insurance policies bumps into the fact that states supersede the
federal government in regulating insurance products. States determine
the standards regarding which medical services will be covered by the
health insurance policies sold within their borders. A federal reinsurance
program could overturn this, just as the federal government did in 1990
with the Omnibus Budget Reconciliation Act (OBRA ’90), which estab-
lished ten different MediGap policies (or supplemental insurance poli-
cies) that can be bought by Medicare beneficiaries. OBRA ’90 left it to
the states to decide whether all ten MediGap policies or just a subset of
them could be sold within their borders. Alternatively, a federal reinsur-
ance program could sidestep the state primacy issue by making the rein-
surance available only for insurance policies that cover a specified set of
medical services with specified cost-sharing requirements. This would
effectively force the states and insurers to converge on one or several
standardized insurance policies.

The Need to Restrict Risk Selection Mechanisms By significantly reducing
insurers’ risk of covering people with extremely high costs, a govern-
ment-sponsored reinsurance program will reduce the benefits to insurers
of using selection mechanisms. Because it is very difficult to distinguish
between people who will have higher-than-average costs and people
who will have just-below-average costs, it would cost insurers more than
they would gain from continuing to use selection mechanisms.
Nonetheless, some insurers still may believe that they can gain a com-

petitive advantage if they are able to deny coverage to people they be-
lieve will have higher-than-average expenses but not extremely high
expenses. This raises a question about government leverage. The prime
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motivation for creating a government-sponsored reinsurance program is
that it will enable more people to purchase private insurance. Such a
program does this by reducing insurers’ risk—by having the govern-
ment take responsibility for most of the costs of people with extremely
high expenses. Under these circumstances, it seems appropriate for the
government to restrict insurers’ use of selection mechanisms that allow
them to deny coverage to some people. In particular, requiring that in-
surers accept all applicants (guaranteed issue) and renew all existing
policies (guaranteed renewal) will greatly reduce the remaining incen-
tives to use selection mechanisms. HIPAA went a long way in this direc-
tion by requiring insurers in the small-group market to guarantee-issue
any products they offer to all small groups and to guarantee renewal of
their products.10 HIPAA only required insurers in the individual market
to guarantee renewal of policies. If the government does not use this
leverage, the program will not be able to fully achieve its goal of en-
abling more people to purchase private coverage.

Require Community Rating of Premiums Similarly, community rating of
premiums by each insurer selling small-group and individual policies
will help prevent insurers from discouraging consumers by charging
high premiums. Premiums could continue to be set for states, or for sub-
state areas, as they are now, since most insurers operate in limited geo-
graphic areas (states or counties). Having community rating of premi-
ums within currently accepted geographic areas also recognizes that
there are different reimbursement rates for hospitals and physicians and
other medical providers in different parts of the country and that premi-
ums generally reflect these differences.
The need for different premiums for different groups or individuals

will be mitigated by the reinsurance program. But just as the government
should use its leverage to restrict insurers’ use of selection mechanisms,
the government also should require community rating of premiums to
restrict insurers’ use of high premiums that discourage people from pur-
chasing coverage.

Design Issues That Determine Costs

A number of design decisions have a direct bearing on the cost of a
government reinsurance program. The threshold level that activates the
reinsurance and the fraction of the expenses that the reinsurance would
pay for can vary; thus, the total costs will depend on the distribution of
medical expenses, the threshold level, and the fractions for the layers of
reinsurance that determine how the reinsured expenses will be split be-
tween the reinsurance program and the insurers.
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Threshold for Reinsurance The reinsurance program could be set up to
cover most of the costs of people whose medical expenses place them in
the top 1 percent (or some other percent) of the distribution of expenses.
From a practical standpoint, however, it will be easier to announce a
threshold level of expenses above which costs in the small-group and
individual markets will be eligible for reimbursement each year. This
could be done initially by using the Medical Expenditure Panel Survey
(MEPS) data to calculate the national distribution of expenses and then
the threshold level that marks the top 1 percent. An alternative to using
the MEPS would be to collect data from many insurers with large num-
bers of enrollees and similar benefits packages. This larger sample of
medical expenses could yield more information about the medical prob-
lems that cause some individuals to incur high costs. If desired, the
threshold for the top 1 percent could be set at the state level (or substate
area) to account for differences in costs of care across the country.11 Set-
ting different thresholds would require the gathering of data from many
insurers, because the MEPS is not large enough for calculating such
state-specific levels.
The threshold does not have to be set at the spending amount that

marks the top 1 percent of the distribution of expenses. It could be set
to capture whatever percentile is both practical and affordable. Of course,
the affordability of the program depends on both the threshold level and
the fraction of the expenses above the threshold that the reinsurance will
pick up. It is possible to have the same total cost for a program with
different combinations of threshold levels and fractions of cost-sharing
between the original insurers and the reinsurance program.
From a practical viewpoint, we need to be aware that it would be

impossible to have data that are less than two years old for determining
the threshold. Insurers do not close a calendar year’s medical bills and
claims until April 1 of the year following the calendar year. This allows
for the processing of bills for care delivered in the last three months of
the year. Of course, it will take time beyond April 1 to combine all the
insurers’ data on their expenditures and audit the data for inconsisten-
cies or errors. Thus, the per-person expenditure data needed for estimat-
ing the expenditure distribution will most likely lag two years behind
the current year. An estimate of the increase in health expenditures in
the interim two-year period will be needed. And the estimate will have
to take into account any significant changes in disease patterns or medi-
cal treatment protocols.

The Structure of the Layers of Reinsurance and Cost-Sharing As noted ear-
lier, the overriding principle of reinsurance is that the original insurer
should continue to bear the risk for some of the costs of the insured
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individuals. Reinsurers do not want to encourage originating insurers to
stop worrying about people who have high costs.
Private reinsurance for health has become quite sophisticated in struc-

turing cost-sharing between the originating insurer and the reinsurer. A
federal reinsurance program for extremely high medical expenses should
be similarly sophisticated, with different cost-sharing fractions for each
layer of reinsurance. Experts on structuring reinsurance should be in-
volved in the design of the layer and cost-sharing structure. An impor-
tant goal of the design should be to provide incentives for insurers to
manage the care of high-cost people.

The Administration of the Reinsurance Program There will need to be suf-
ficient funding to administer the program so that insurers are discour-
aged from engaging in fraud or abuse. We need to be prepared to spend
enough money to run the program well. The reinsurance program
should be managed by a new office or agency within the U.S. Depart-
ment of Health and Human Services. The program should have the au-
thority to obtain aggregate data on health care expenditures in the indi-
vidual and small-group markets across the country in order to set each
year’s threshold level.
Finally, the administrator of the program must have the authority to

audit claims submitted for reinsurance. This is a critical task, since the
integrity of the program will depend on reimbursing only the expenses
of people with the very highest expenses. The recent financial difficulties
and bankruptcies of some of the country’s largest auditing firms are per-
tinent reminders of the importance of strong audits.

Financing Issues

Reinsurance enables insurers to shift risks to the reinsurer in exchange
for a set payment. Private-sector reinsurance is generally priced so that
the total premium revenues collected over a five-year period equal the
amount that would have to be paid if the loss being insured against
occurred once in the five-year period. Given this expectation, the pur-
chase of reinsurance does not greatly alter the total amount of premium
money that the originating insurer collects. The system is “closed” in
that the funds for reimbursing the unlikely risky events come from the
originating insurer and the people covered by its policies. The reinsur-
ance simply smooths out the risk. Moreover, the insurer retains strong
incentives to continue to use selection mechanisms to avoid covering
high-cost people.
A government-sponsored reinsurance program for the small-group

and individual insurance markets has different goals than smoothing
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out risk. The primary goal is to reduce insurers’ concerns about adverse
selection so that more people can obtain private health insurance. In ex-
change for taking on the risk of enrolling people with extremely high
expenses, the government expects the insurers to reduce their use of
selection mechanisms and to lower premiums. Both of these moves will
increase the number of people who then purchase private insurance.
Note that these moves depend on an infusion of new funds into insur-

ance markets. If insurers have to pay for the reinsurance, the situation
reverts to a “closed” system in terms of the financing, and the incentives
to continue the use of selection mechanisms remain. Because the insurers
would need to pay for the reinsurance out of premiums, they would not
substantially lower their premiums.
Thus, a government-sponsored reinsurance program has to contain

new funding if it is to succeed in reducing insurers’ use of selection mecha-
nisms and lowering premiums. Given that the events that cause people
to incur the top 1 percent of medical expenses are random and any of us
could be struck by such a catastrophe, it is appropriate that the reinsur-
ance be financed by as large a share of the population as possible. Two
ways of financing the program meet these criteria. One is to rely on the
tax base for general revenue funds for the government, including per-
sonal income taxes and corporate income taxes. The second is to take
advantage of exceptional sources of funds, like the tobacco settlement
funds, or to create a new tax specifically dedicated to the program.12 In
the current period of high federal budget deficits, the idea of using gen-
eral tax revenues to pay for reinsurance may not seem to make sense.
But with the rising number of middle-class uninsured, it is likely that
Americans would support a program that enables their family and
friends to purchase private health insurance. Without such a program,
personal bankruptcies, hospital bad debt, and charity care will all rise
significantly—and everyone pays for these outcomes.
The high federal budget deficits will cause some people to call for

funding the program by assessing a fee on all insurance policies and
companies that self-fund their employees’ health care. Such a fee would
be passed along to all the people currently covered by private health
insurance—just like a tax. However, the changes in employer-employee
relationships that have increased the number of “1099” workers, many
of whom work without health benefits, suggest that the number of peo-
ple for whom this fee might apply is already shrinking. Further, such
fees will raise the price of insurance, which will cause more firms to
drop insurance benefits and reduce the likelihood that individuals will
buy coverage. Finally, requiring insurers to pay for the reinsurance pro-
gram indirectly through such a fee returns us to the problem of the
closed system.13
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The financing of the reinsurance program will require a strong com-
mitment to using public funds to improve the ability of people to obtain
private health insurance. Too many younger adults age twenty-five to
forty-four are uninsured and have job prospects that do not suggest they
will gain employer-sponsored coverage in the future. Moreover, since
one in ten working-age middle-class adults is now uninsured, middle-
class families are increasingly concerned about their children’s ability to
obtain health insurance when they finish college. A government-spon-
sored reinsurance program for the small-group and individual markets
would go a long way to allay these concerns.

ESTIMATING THE COST OF A FEDERAL
REINSURANCE PROGRAM

Depending on the extent of the high-cost expenses covered, a federal
reinsurance program for the small-group and individual insurance mar-
kets will cost between $5 billion and $20 billion per year. The cost esti-
mates vary so much because they depend on the design of the pro-
gram—the threshold level that activates the reinsurance, the cost-sharing
required of the insurers for different layers of reinsurance, and how
much premiums will decline as a result of the reinsurance program. As-
suming that premiums decline significantly, we should expect the de-
mand for individual and small-group health insurance to grow. A so-
phisticated simulation model, such as that used by the Congressional
Budget Office or those used by research organizations, such as the Lewin
Group and the Urban Institute, is needed to estimate the costs of the
program.
Two Urban Institute researchers, Linda Blumberg and John Holahan,

estimated the costs of several variations of a federal reinsurance plan.14

They used the MEPS data from 1998 to 2000 and did not specify any
actuarial equivalent of a standardized benefits policy. One problem with
using the MEPS data is that the sample does not include many people
with individual (nongroup) coverage. In one case, Blumberg and Hola-
han used a $50,000 threshold to activate the reinsurance and restricted
their estimates to people who worked for small firms (defined as fewer
than one hundred employees) and had employer-sponsored coverage.
The simulation had only one layer of reinsurance, but they varied the
fraction of costs that the government would pay for expenses above the
threshold. If the government paid 75 percent of the expenses above
$50,000 for these people, the cost to the government was estimated to be
$5.2 billion per year (in 2004 dollars). If the government paid 90 percent
of the expenses above the threshold, the annual cost to the government
was estimated to be $6.2 billion. These estimates are important for telling
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us what the costs might be with 1998 to 2000 enrollments in small-group
and individual insurance. As Blumberg and Holahan acknowledge, how-
ever, the estimates do not adjust for behavioral responses to the program.
For example, their estimates do not tell us what the costs might be if
more people were to buy coverage in the small-group or individual mar-
kets as a result of reduced premiums brought about by the reinsurance.
Blumberg and Holahan, joined by other researchers at the Urban Insti-

tute and Alan Weil of the National Academy of State Health Policy, also
estimated the costs of a reinsurance program that is part of their pro-
posal for reducing the uninsured population in Massachusetts.15 That
proposal is the basis of legislation that was being taken very seriously
by the Massachusetts House and Senate in November 2005, and some
version of it was expected to be enacted. Blumberg, Holahan, and their
colleagues proposed that the state establish a reinsurance pool that
would reimburse insurers for 75 percent of the annual expenses above
$35,000 (in 2005 dollars) incurred by persons covered in the individual
and small-group markets. Firms with fewer than one hundred employ-
ees would be eligible to purchase coverage in the small-group market or
through a new purchasing pool that would be open to individuals (and
their families) and small employers. Insurers would not have to offer
policies through the pool, but there would be strong incentives for them
to do so. The reinsurance would apply to policies purchased through the
pool or in the individual and small-group markets. Blumberg, Holahan,
and their colleagues estimate that the annual cost of the reinsurance pool
would be $446 million if the state maintains the current voluntary system
of purchasing health insurance. If a requirement that individuals pur-
chase coverage were included, the cost of the reinsurance would rise to
$484 million, and if a requirement that employers with ten or more em-
ployees sponsor coverage also were included, the cost of the reinsurance
would be $632 million (in 2005 dollars). In 2005 about 270,000 people
were estimated to have individual coverage in Massachusetts; under the
proposal, this number would almost double to 536,000 people.
The Lewin Group, led by John Sheils, provided estimates of the costs

and effects of 2004 Democratic presidential candidate John Kerry’s health
plan.16 The reinsurance part of the Kerry plan called for the government
to pick up 75 percent of medical expenses of employees with annual
costs above $30,000 (starting in 2006). The reinsurance was not restricted
to the small-group or individual markets, so many more people would
have been eligible for it.17 Sheils and his colleagues estimated that the
reinsurance part of the Kerry proposal would cost $51.1 billion in 2006
and $725.7 billion over the ten-year period of 2006 to 2015 (both figures
in 2004 dollars). In comparing this cost estimate to those of Blumberg
and Holahan, it is important to distinguish between estimates that in-
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clude large employers and those that are just for small firms and individ-
uals. The Kerry plan did not call for reinsurance for small employers
and individuals—they were to be given tax credits to purchase coverage
through a pool within the Federal Employees Health Benefits Program
(FEHBP). Also, the Lewin Group made some assumptions about how
people and employers would respond to the tax credits and about the
expansion of Medicaid that Blumberg and Holahan did not. These as-
sumptions about behavioral responses seem reasonable, but as Sheils
and his colleagues are careful to note, people may not respond as expected.
My own rough estimate is that a government-sponsored reinsurance

program restricted to the small-group and individual insurance markets
could cost $18.5 billion to $19.5 billion per year (in 2005 dollars).18 This
calculation is based on estimates of the number of people with small-
group coverage and the number with individual coverage, a threshold
level that defines the top 1 percent of the population ($50,000 in 2005),
and government cost-sharing of 85 to 90 percent of costs above the
threshold. This estimate does not account for the expected growth in the
number of people who would find it easier and cheaper to obtain cover-
age in these markets. Like the estimates by Blumberg and Holahan and
by Lewin, my calculation has many caveats and relies on simplifying
assumptions. A microsimulation model should be used to arrive at a
more sophisticated estimate. A microsimulation model also could be
used to show how different threshold levels and cost-sharing require-
ments across differently defined layers of expenses might affect the dis-
tribution of expenses between the insurers and the reinsurance program.
The bottom line about the cost of a reinsurance program is that it

depends on the scope of the program. As these cost estimates illustrate,
if the reinsurance program is available to insurers of large employers as
well as in the small-group and individual insurance markets, the costs
will be substantially higher. Since our interest is primarily in making
small-group and individual insurance coverage more widely available,
the estimates of $5 billion to $20 billion per year for reinsuring these
markets are plausible starting points. For comparison, the cost of elimi-
nating the estate tax has been estimated to be about $1 trillion over the
first ten years of extending it (2012 to 2021).19 And FEMA spent more
than $5.2 billion in Florida as of May 2005 for the recovery efforts from
the four hurricanes in 2004.20

BENEFITS OF A GOVERNMENT-SPONSORED
REINSURANCE PROGRAM

A government-sponsored reinsurance program would confer very large
benefits in exchange for its costs:
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• Premiums in the small-group and individual markets would decline,
enabling more people to buy insurance.

• Unnecessary medical expenses would be restrained.

• Such a program would create the right incentives for insurers to re-
duce their use of selection mechanisms.

• Private insurance markets would be bolstered.

Lower Premiums

The fact that the top 1 percent of the population accounts for about 28
percent of all medical expenses suggests that premiums would be low-
ered substantially in the small-group and individual markets. Not all of
the 28 percent of expenses will be covered by the reinsurance since it
does not pay for expenses below the threshold, nor for some fraction of
the expenses above the threshold. At the same time, premiums reflect
insurers’ risk of costs, and insurers are very averse to the risk of ex-
tremely high costs. The reinsurance program might therefore induce in-
surers to lower their premiums by more than the percentage of expenses
that the reinsurance will cover.21 Reduced premiums would make health
insurance affordable for many currently uninsured people. Lower premi-
ums are essential for making health insurance affordable to younger
adults and healthy people who now do not buy health insurance because
they feel that the premiums are expensive relative to their likely needs
for care. Attracting more such people to the market also will keep premi-
ums lower.

Restraints on Unnecessary Medical Expenses

More attention will be focused on people whose care or diagnoses ap-
pear to be potentially very expensive. Often people with extremely high
medical costs have received poorly managed care, which contributes to
the high costs.22 While profit incentives ought to inspire insurers to as-
sign managers to coordinate the care of people whose claims exceed
some dollar amount or who have specific diagnoses, many insurers do
not do this. If the government were the reinsurer in these markets, it
could require insurers to institute management programs or face higher
cost-sharing.

The Right Incentives for Insurers to Reduce Their
Use of Risk Selection

The attraction of a government-sponsored reinsurance program is that it
directly addresses insurers’ fears of adverse selection in the small-group
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and individual markets. When most of the highest costs are shifted to a
reinsurance program, it greatly reduces incentives for insurers to use
selection mechanisms. A reinsurance program reduces the risk of ex-
tremely high-cost people in the small-group and individual markets to a
level comparable for large groups. At that point, the benefits from using
the mechanisms will be less than the costs, and insurers will reduce their
use. Note too that when the risk of paying for the top 1 percent of people
is shifted, well-run insurers should be able to cope with the expenses
of other enrollees in their estimates of expected total expenditures. The
expenditure threshold for people being in the top 1 percent was $50,000
in 2005. The threshold was $30,000 for people in the top 2 percent, and
it was $15,000 for the top 5 percent. The threshold for people in the top
20 percent is $4,000.23 These numbers suggest that insurers can bear the
risk for the costs of people who are in the top 20 percent but not the top
1 percent. Thus, spending resources on trying to identify people who
might be in the top 20 percent is more costly than the potential benefits.
Reinsurance contains a key incentive for insurers to reduce their use

of selection mechanisms: it is based on people’s actual expenditures. Be-
cause reinsurance does not rely on prospective models of a person’s
probable costs, it removes the incentive to try to predict whether some-
one’s medical care will be extremely high-cost. In contrast, high-risk
pools and assessment programs depend on models that estimate a per-
son’s likely medical expenses. As we noted in chapter 5, these models
are only predictive—and to date they have provided poor estimates of
a person’s expenses.

A Boost to Private Insurance Markets

Government-sponsored reinsurance is a simple concept, even though
one can become absorbed in technical details about how to design it. The
beauty of reinsurance is that it would strengthen the ability of the private
market to meet the insurance needs of the increasing number of people
who do not have access to employer-sponsored health insurance. Of the
current 45.5 million uninsured, at least one-third—those in the middle
class—would be helped by a reinsurance program. They have high
enough incomes to afford private insurance if the premiums were re-
duced and insurers did not select against them. In addition, single peo-
ple and people without children who have incomes below the middle-
class threshold of $44,400 but above $35,000 might also purchase cover-
age if the premiums were reduced substantially. Thus, the total number
of uninsured people who might become insured if a reinsurance pro-
gram were in place could be closer to half of the uninsured.
The costs of a reinsurance program—estimated at between $5 billion
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and $20 billion per year—are a challenge. These costs need to be com-
pared with the current tax-favored treatment of employer-sponsored
health insurance and individual insurance purchased by the self-em-
ployed. The tax code treatment of employer-sponsored health insurance
and the self-employed’s purchase of coverage were recently estimated to
cost the U.S. Treasury about $140 billion.24 Since approximately 165 to
170 million people under the age of 65 have either employer-sponsored
coverage or are self-employed and purchase their own coverage, this tax
subsidy equals $825 to $850 per person covered. If 15 to 20 million unin-
sured people can be covered by insurance because of a reinsurance pro-
gram that costs $15 to $20 billion, the subsidy per person amounts to
about $1,000. The cost of the reinsurance program would be of the same
order of magnitude as the current subsidization of employer-group cov-
erage and the self-employed’s purchase of individual coverage.
The reinsurance program would enable the small-group and individ-

ual insurance markets to expand so that more people could have private
health insurance. The appendix contains four examples of government
assuming responsibility for the worst risks in certain situations, thereby
enabling private-sector markets to flourish and more people to have the
benefits provided by the markets. Bolstering the private market for
health insurance surely is consistent with these precedents.
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Chapter 7

The Need for a New Health Insurance Structure

The American system of health insurance is in trouble. Since at least
the 1950s, the country has had a health insurance structure that
relies on the vast majority of people having insurance as part of

employment compensation. The expectation has been that as the econ-
omy grew and the country prospered, more and more workers and their
families would gain employer-sponsored coverage. After 1965, anyone
who could not work would get help from Medicare or Medicaid, filling
out the rest of the system. Changes in the economy and in employer-
employee relationships over the last twenty-five years, however, have
upset that expectation. It is no longer the case that good jobs automati-
cally come with health insurance as a fringe benefit. The new reality is
that many employers want to get out from beneath the post–World War
II expectation that they will provide health insurance as part of compen-
sation. They already have reduced their role as the source of health in-
surance for most Americans. If we want to retain a voluntary private
health insurance system, we need to create a new structure that enables
people who work in small firms, are self-employed, or work as nonper-
manent employees to obtain affordable insurance.

EMPLOYERS WANT LESS RESPONSIBILITY FOR
HEALTH INSURANCE

The primary reason employers want to reduce their assumed responsi-
bility for health insurance is its cost. Annual premiums for employer-
sponsored insurance averaged $4,020 for single coverage and $10,884 for
family coverage in 2005, a 9.2 percent increase from the premiums a year
earlier.1 Even with employees paying on average 16 percent of the cost
of single coverage and 26 percent of family coverage, the total costs are
significant.2 Just as important, the costs of health insurance have been
rising much faster than the rate of worker productivity or inflation. Be-
tween 2000 and 2005, health insurance premiums on average went up 73
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percent.3 During this same time, the consumer price index (a measure of
consumer prices for a wide range of goods and services) increased 15
percent, and between 2000 and 2004 (the most recent year), worker pro-
ductivity in the nonfarm business sector rose 16.6 percent.4 The differ-
ence between the rates of growth in worker productivity and health in-
surance premiums is not sustainable.
Similar large differences between rates of increase in premiums and

inflation and productivity existed in the late 1980s and early 1990s. Em-
ployers tried to slow the rate of increase in health insurance costs then
by shifting employees to managed care plans. They succeeded mainly in
altering the types of health insurance most workers had. Among full-
time workers in the private sector with employer-sponsored health in-
surance, 74 percent were enrolled in fee-for-service, indemnity insurance
plans in 1989–90; by 2000, 91 percent of such workers were enrolled in
HMOs or preferred provider organizations (PPOs).5 For a short time, this
seemed to have an effect on the rate of increase in premiums. Between
1989 and 1996, health insurance premium increases slowed considerably.
Starting in 1997, however, premiums began to grow at increasingly
higher rates, peaking in 2003 with an annual rate of 13.9 percent and
then growing by 11.2 percent in 2004 and 9.2 percent in 2005.6 The slower
annual rates of increase in premiums in 2004 and 2005 reflect the shifting
of more out-of-pocket costs onto enrollees when they use medical care.
In hindsight, it seems clear that managed care was not the sole reason

for the decline in the growth of health insurance premiums between 1989
and 1996. Medicare was paying hospitals relatively generously during
the mid-1990s, enabling them to negotiate lower reimbursement rates
with large insurers for their enrollees. However, the Balanced Budget
Act of 1997 lowered the rate of previously projected increases in Medi-
care payments to hospitals and physicians. Hospitals in particular began
to demand higher reimbursements from insurers for non-Medicare pa-
tients after 1998. A large number of new pharmaceuticals also started
coming to market in 1996. The rate of increase in prescription drug
spending has been a major driver of increased health care spending since
then.7 Employers and health policymakers were not fully aware of the
impacts of the decline in Medicare payments and the new drugs coming
to market in the late 1990s, a time when the economy was booming and
employers were feeling the effects of tight labor markets. Employee out-
cries over managed care plans’ restricted choice of physicians and hospi-
tals led to the loosening of restrictions on eligible providers—just when
providers were demanding higher fees and prescribing the newly avail-
able prescription drugs more often.
The rapid increase in health insurance premiums after 1997 coincided

with increased competitive pressures due to globalization and the loos-
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ening of trade barriers. In particular, the explosive growth in Internet
capabilities enabled companies to exchange information and coordinate
orders and supplies much more easily. This added to competitive pres-
sures by expanding the sites where goods and services could be pro-
duced. By the late 1990s, the rapid increases in health insurance costs,
and the lack of any obvious way to control that growth, were focusing
employers’ attention on the need to reduce their role in the American
system of health insurance coverage. The situation became more urgent
after 2000. Between 2000 and 2004 (the most recent year for which we
have data), national health expenditures increased by 38 percent. Although
spending growth slowed in 2004, the 7.9 percent increase between 2002
and 2003 is still higher than the slow-growth years between 1993 and
2000.8

In the last five years, increasing globalization has increased competi-
tive pressure, from firms both here and abroad, on all kinds of service
companies, not just on manufacturing companies. To succeed in this new
era, American businesses and employees need to maintain high produc-
tivity and keep their labor costs as low as they can. One way to control
such costs is to focus on core business activities and outsource every-
thing that is not essential—in other words, to shed employees who are
not involved in core business activities.
Competition increases the pressure on companies to respond swiftly

to changes in demand for their products. Companies’ demand for busi-
ness services and consumers’ demand for services such as entertainment,
restaurants, and landscaping, and even for health-related services is sen-
sitive to economic fluctuations. As we saw in chapter 3, many service
companies prefer to work with independent contractors or to hire tem-
porary workers when the demand for their services grows; and then if
demand shrinks, they can reduce their labor costs more quickly. It is
almost a mantra now that companies must be nimble in expanding and
shrinking production—and therefore employment—in response to shifts
in demand for their goods or services. Overlaying this state of affairs is
the fact that new service companies are typically small firms. As we
saw in chapter 2 with James, the entrepreneur, start-ups and new small
businesses usually do not have the cash flow to provide health insurance
to employees. Many of the lower-wage uninsured workers in the service
sector are employed in small and new companies.
As a result of all of these trends—outsourcing, greater use of nonper-

manent employees, the increase in employment in smaller companies—a
much higher fraction of workers are outside the system of large em-
ployer–sponsored health insurance than was the case twenty-five years
ago. Almost 44 percent of private-sector workers are employed at estab-
lishments with fewer than fifty people. Low-wage workers between
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twenty-three and sixty-four years old are now faced with a one-in-three
chance of being uninsured. These changes also have increased the
chances that a middle-class worker will be uninsured—one in ten now
lack health insurance.
President Bush’s use of the “ownership society” theme in the 2004

election campaign shifted attention away from workers losing access to
employer-sponsored coverage. He tapped into a popular sentiment with
the phrase: it conjures up a vision of rugged individualism that is ever
popular in American lore, as well as a vision of entrepreneurial individu-
als who gain more of the profits generated by the economy. The phrase
also plays on the commonly held notion that one should take responsi-
bility for one’s own life rather than rely on government programs. Im-
plicitly, the “ownership society” places responsibility for obtaining health
insurance (as well as saving for retirement and other activities) on indi-
viduals. The result is that people who have been forced to become inde-
pendent contractors or nonpermanent employees, as well as people who
have become small-business owners or self-employed, now find it even
more difficult to appeal for help in obtaining coverage: such appeals
would be out of step with the spirit of independence implicitly valued
in the “ownership society.”

YOUNGER AGE COHORTS ARE AT RISK

The people who have been most affected by the changes in the economy
and in employer-employee relationships are younger adults between the
ages of twenty-five and forty-four. In 2004 more than 18 million of them
were uninsured. A significant minority of these people are earning mid-
dle-class incomes.
The fact that high fractions of younger adults are uninsured is sober-

ing. More than one in four adults age twenty-five to thirty-four and al-
most one in five adults age thirty-five to forty-four are uninsured. One
in three nineteen- to twenty-four-year-olds also is uninsured. These high
proportions are a concern for several reasons. Because these are the age
groups most likely to be parents of young children, there are implica-
tions for the health care of children. There is some evidence that when
parents do not have health insurance, they do not bring their children in
for timely medical care.9 The disenfranchisement of large numbers of the
younger population from the system of health insurance is a significant
difference from twenty-five years ago. It is more difficult to reach people
without health insurance who have risk factors for diseases before the
disease strikes and the costs become quite high. Finally, when this many
people who are very likely to be healthy stay out of the health insurance
system, the insurance risk pools contain a higher mix of risks than would
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otherwise be the case. Viable insurance systems need risks to be pooled
among people of many different ages. If we do not bring more younger
adults into the system, it may collapse.
Younger adults already are facing unprecedented pressures on their

incomes. They can expect to pay higher taxes and/or receive reduced
benefits under Medicare and Social Security. Many are heavily in debt
for college expenses, and the costs of housing relative to average incomes
for people in these age groups are forcing many to forgo homeowner-
ship. These financial pressures may be part of what is behind the recent
rapid increase in the median age at first marriage. Sam and James both
mentioned that, among their friends, not having health insurance made
them wonder whether they were ready for marriage. For some younger
adults, having health insurance may be a sign of being able to finan-
cially support a marriage in a way that was not even a consideration a
decade ago.
The fact that younger adults who are twenty-five to forty-four years

of age (as well as very young adults age nineteen to twenty-four) are
most likely to be uninsured points up a vicious cycle. When high frac-
tions of younger adults do not buy health insurance, the risk level of
health insurance pools is higher than it would be if they were covered.
Insurers respond by setting high premiums, particularly because in this
situation they fear adverse selection. This leads to a catch-22: healthy
younger people believe the higher premiums are far above what their
health care costs might be, so they do not buy insurance; the people who
do purchase coverage are indeed higher-risk people and have greater
expenses, so insurers raise premiums; healthy young people decide again
that the premiums are too expensive, and so forth.
The challenge is to make it much easier for younger adults to obtain

health insurance coverage. Many younger workers are low-wage work-
ers and need to be subsidized if they are to afford coverage. But since
so many younger uninsured adults are working in small firms and as
independent contractors or temporary employees, the small-group and
individual insurance markets must become more affordable and accessi-
ble. At the same time, more efforts need to be made to impress upon
younger adults why they need to value health insurance, especially in
the changed economy that we are now living in.
People in their late forties to early sixties make up the second age

group that has been significantly affected by the economic changes of
the last twenty-five years. More than ten million uninsured adults are in
this group. They face somewhat different problems in obtaining health
insurance. Many lost their access to employer-sponsored health insur-
ance when they were forced out of manufacturing jobs and into service-
sector jobs. Many work in small firms or as self-employed or temporary
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workers and do not have access to group coverage. But they differ from
the younger adults in two ways. First, they are old enough for health
problems to begin to show up. For example, heart disease, cancer, gyne-
cological problems, and arthritis are much more prevalent among people
over the age of fifty. Second, the higher prevalence of diseases and medi-
cal conditions among middle-age adults causes insurers to charge them
higher premiums and, as we saw in chapter 4, to try to screen out anyone
whom they suspect will have very high expenses. If middle-aged (or
younger) adults are diagnosed with almost any medical condition, it is
difficult for them to obtain health insurance. Thus, they are at a disad-
vantage that even a middle-class income cannot overcome. Those with
low incomes also need subsidies to be able to afford the premiums that
reflect their higher probability of having above-average expenses.

ACTIONS TO INCREASE ACCESS TO
HEALTH INSURANCE

Actions along three lines would help the 36 million uninsured adults
between the ages of nineteen and sixty-four gain access to health insurance:

• Provide incentives for small firms to offer health insurance coverage
to workers and independent contractors who work with the firm. In-
cluded in the incentives should be financial assistance for small em-
ployers with low profit margins and subsidies to low-wage workers.

• Work with professional or occupational associations to obtain group
insurance policies for members who are self-employed and work as
consultants, independent contractors, and freelancers. Currently, there
are some state-level professional associations that help members ob-
tain coverage (for example, architects and dentists), but other associa-
tions (such as the National Writers Union) have had problems retain-
ing insurers willing to provide policies.

• Increase access to individual insurance markets, especially for mid-
dle-aged adults and people who have had episodes of chronic condi-
tions, and provide subsidies to people whose premiums would ex-
ceed between 5 and 10 percent of their income.

Actions to reduce premiums and increase access to insurance through
small employers, professional associations, and individual markets
would offer significant help to the vast majority of uninsured adults.
Since many of these adults are parents of the 9.1 million uninsured chil-
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dren, these moves also would provide coverage to many of the unin-
sured children.

Government-Sponsored Reinsurance and
Earlier Precedents

These measures cannot succeed, however, without a fourth. Insurer con-
cerns over adverse selection and the risk of covering people with ex-
tremely high medical costs must be reduced. Unless this happens, insur-
ers will not significantly cut their use of selection mechanisms or
substantially reduce premiums. The most efficient way to reduce insur-
ers’ risk of covering people with very high costs is to have a government-
sponsored reinsurance program. All of us would help pay for the costs
of the few people who, by random bad luck, were extremely sick in a
particular year.
The idea that private insurance markets can exist and operate more

efficiently if the government takes responsibility for the worst risks is
not new; there is a rich history of precedents (described more fully in
the appendix).10 In many cases, without government acting as the rein-
surer and backstopping the market, we would not have private insur-
ance markets for lower levels of risk. In turn, those private markets
greatly increase the efficiency with which our economy operates because
they enable people and companies to pay to reduce risks significantly.
Among the many precedents of government assuming the worst risks,

two are striking: the catastrophe reinsurance market and the secondary
mortgage market. It is interesting to note that in 1954 both of these mar-
kets were given boosts by decisions that increased the federal govern-
ment’s responsibility for identifying risk by geographic area. The catas-
trophe reinsurance market is integrally related to flood loss insurance;
in the early 1950s there was a strong push to create flood loss insurance.11

One of the key impediments was the lack of knowledge about flood risks
in different locales around the country. There was a proposal that the
federal government lead the effort to identify the risks of flood loss in
communities and small geographic areas of the country. It was a novel
idea to use federal powers to accomplish what individual states had not
been able or willing to do in a consistent manner. In a coincidence of
timing, 1954 was also the year when the ability of the country to increase
funds for home mortgages was greatly expanded by the rechartering of
the Federal National Mortgage Association (FNMA, or Fannie Mae).
FNMA was established in 1938 to create a secondary mortgage market
with mortgages guaranteed by the Federal Housing Authority (FHA).
The new charter of FNMA created restrictions on maximum insurable
loan amounts, which varied with the geographic region in which the
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loan was made. Thus, by 1954, in two quite different situations, the pow-
ers of the federal government were being used to identify risks by geo-
graphic locale.
It cannot be a coincidence that, also in early 1954, the Eisenhower

administration proposed the health reinsurance bill (83 HR 8356).12 Title
II of the proposed legislation called for the federal government to deter-
mine the incidence of various diseases and identify sources of sickness
in the population. Clearly, there were people in Washington who under-
stood that to boost insurance markets the risks to be covered had to be
identified first—and then perhaps the federal government could assume
the worst risks in the market.
The federal government’s interactions with catastrophe reinsurance

and the secondary mortgage market are revealing examples of the role
the federal government can play in markets to reduce risk to a level
acceptable to the private sector. Four other government programs, three
at the federal level and one at the state level, also involve the govern-
ment acting as reinsurer. At the federal level, Medicare has provided a
system of payments to hospitals for very expensive cases (known as out-
liers) since 1983. Medicare pays a hospital for 80 percent of its costs
above the threshold that defines an outlier case. The Medicare prescrip-
tion drug benefit (Medicare Part D) established risk corridors such that
if an insurer has an individual with expenses in excess of a complicated
formula of costs, the Centers for Medicare and Medicaid Services pro-
vide a reinsurance payment.13 The primary risk in the Part D benefit
is due to potential adverse selection. Prescription drug use is relatively
predictable: people who have chronic conditions are more likely to use
prescription drugs than those who do not. Thus, without some protec-
tion from the risk that a disproportionate share of enrollees would be
people with high costs, it was not clear that many insurers would enter
the market and sell prescription drug policies to seniors. By the time the
enrollment period began, however, more than forty options were avail-
able to beneficiaries in most states.
The third federal program with reinsurance is a result of the Terror-

ism Risk Insurance Act of 2002. The Terrorism Act calls for the govern-
ment to pay 90 percent of the costs of any terrorist attack after losses
exceed $10 billion. As a result, insurance companies are willing to sell
liability insurance for losses due to terrorist attacks.
At the state level, New York State’s Healthy New York program was

the first in the country to rely on an excess-of-loss reinsurance design.
Healthy New York is for individual workers and sole proprietors with
incomes below 250 percent of the poverty level as well as for workers in
small firms where at least 30 percent of the workers earn less than
$32,000 per year.14 The premiums are implicitly subsidized by reinsur-
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ance funded by the state’s tobacco settlement funds. The reinsurance
reimburses insurers for 90 percent of a person’s annual expenses be-
tween $5,000 and $75,000; expenses above $75,000 are not covered by the
reinsurance. As a result of the reinsurance, Healthy New York premiums
are about half those in the standard individual (direct-pay) market in
New York. Since Healthy New York began operating in 2001, more than
200,000 people have purchased coverage through it, and more than
102,000 people were actively enrolled in it as of the end of October 2005.15

Linking government-sponsored reinsurance to the three measures to
expand use of the small-group and individual markets and of profes-
sional associations has precedents. Even more important, the combina-
tion of measures provides an opportunity to help and ease the anxieties
of a growing number of uninsured workers (and their families) as we
make the transition to a very changed economy and workplace.

THE URGENT NEED TO RESTRUCTURE OUR
HEALTH INSURANCE SYSTEM

We are on the brink of enormous change in employer roles in sponsoring
and paying for fringe benefits. The fifty-year old implicit compact be-
tween workers and big business that precluded any need for a national
health insurance system is breaking. The recent changes in the economy
and in employer-employee relationships are not going to be reversed.
Even when the economy finally recovers from the mild recession we
have been in since 2001, we are not returning to the world of large manu-
facturing companies and relatively modest levels of international trade.
Employers want to reduce their role in organizing and paying for health
insurance, and that new reality is already forcing changes in our system
of private and public coverage. These changes have left 45.5 million peo-
ple outside of the U.S. system of health insurance.

The Risks Involved in Doing Nothing

The lack of attention to people who have lost access to employer-spon-
sored coverage over the last decade suggests that many policymakers
believe the uninsured, especially the middle-class uninsured, can obtain
coverage as individuals or as members of small groups in the private
markets. But as we saw in earlier chapters, this view is incorrect. With
their concerns about adverse selection, insurers avoid applicants they
expect to have high expenses. Further, because the risks of covering ex-
tremely high-cost people are greater in the individual and small-group
markets, the premiums per person are substantially higher than for large
groups. The high premiums discourage small employers that want to
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sponsor health insurance for their employees, and the recent annual in-
creases of 30 percent and more for small-group premiums simply scare
small businesses. Many have stopped covering their employees or have
altered their relationships with people who work with them. Middle-
class people who are not turned down by insurers nevertheless often
cannot afford to buy coverage with premiums as high as they are in the
individual market, and low-income people do not even bother to apply.
As more workers lose access to employer-sponsored coverage, ad-

verse selection in the individual and small-group markets is likely to
grow. Healthier people with middle-class incomes will opt to be unin-
sured rather than pay 15 percent or more of their incomes for coverage.
We are already seeing this with people like Sam and Paul. It is unrealistic
to expect that most people who lose access to employer-sponsored cover-
age will be able to buy their own insurance in the private markets. It is
even more unrealistic to expect low-income people to be able to buy
private policies. They simply do not have the means to pay deductibles
of $2,000 to $5,000, plus monthly premiums of $200 and more for single
coverage and $700 and up for family coverage. Seventy percent of the
uninsured are in poor or low-income families; they need large subsidies
to purchase private insurance, or they need reasonably priced public-
private insurance programs. We can expect the number of low-income
uninsured to increase as competitive pressures from foreign companies
with low-wage workforces compel employers to reduce their health care
coverage or outsource work to small companies that do not offer coverage.
Simply standing by and doing nothing as employers reduce their role

in our health insurance system will lead to health and social calamities.
A large underclass of citizens without health insurance risk not receiving
appropriate medical care or running up large debts to pay for the care
they do get. This has particular implications in a globalized world where
old and new infectious diseases travel easily and swiftly in and out of
the United States. Infectious disease experts believe it is only a matter of
time before the avian flu virus mutates to affect humans and cause a flu
pandemic, for example.16 The SARS episode two years ago is another
warning sign of the potential for new infectious diseases to spread
quickly. Even old diseases like tuberculosis have mutated into drug-
resistant strains that can be controlled only if infected people obtain
prompt and consistent medical care. Uninsured people are far less likely
to obtain such care, posing a threat to all of us.
Many uninsured will be bitterly disillusioned by their inability to ob-

tain health insurance through either a job or the individual market. This
outcome contains the seeds for a social disaster, especially with the in-
creasing number of reports on links between disparities in quality of care
and types of health insurance or none at all.17 A large group of citizens
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without health insurance can only exacerbate class distinctions in our
society, distinctions we Americans have tried hard to reduce for half a
century.

A Role for Government-Sponsored Reinsurance

In designing a new structure of health insurance, the critical points to
consider are whether we want to continue to have a voluntary system of
health insurance and whether we want to rely on private health insur-
ance for a majority of the population. If the answer to both is yes, then
we need to address insurers’ concerns about extremely high-cost people.
Any new design that has almost everyone buying their own individual
policies or is a combination of employer-sponsored groups and individ-
ual policies will fail unless insurers know that the very highest-cost peo-
ple do not pose significant risks to their business.
The best way to address insurer concerns about adverse selection is

to have the federal government assume this risk with a reinsurance pro-
gram. With such a program in place, all of us would help pay for the
costs of the few people who, by random bad luck, are extremely sick in
a particular year. This would reduce insurers’ incentives to use selection
mechanisms to restrict coverage, and it would reduce premiums so that
more people would buy coverage. A government-sponsored reinsurance
program would force the pooling of everyone’s low-probability risks
from random but individually catastrophic events—which is what insur-
ance is all about.
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Precedents for Government Assuming
Responsibility for the Worst Risks

As noted in chapter 7, there is a rich history of precedents in the
United States for government, at both the federal and state level,
taking responsibility for the worst risks in a variety of situations.1

As a result of government assuming the very high risks, private insur-
ance markets exist for lower levels of risk and other types of markets
have been able to grow. For example, because the government assumes
the worst mortgage risks, the secondary mortgage market is thriving,
enabling a high proportion of the population to own their homes. Our
economy operates far more efficiently because people and businesses can
smooth out risks through insurance markets and financial markets. The
same could be true with health insurance: the small-group and individ-
ual insurance markets could cover more people and operate more effi-
ciently if the federal government were to assume the risk of extremely
high-cost people by providing reinsurance to these markets.

CATASTROPHE REINSURANCE

Insurers that sell catastrophe insurance are able to buy catastrophe rein-
surance because of the history of government reimbursement of large
fractions of the costs of catastrophes. Indeed, the creation of the Federal
Emergency Management Agency in 1978 formally acknowledged the
federal government’s role in disaster recovery.

The Growth of Federal Responsibility

The prevailing attitude from the late 1700s until the 1930s was that the
private sector should assist victims of natural disasters. During the 1800s
and through the first quarter of the twentieth century, the federal gov-
ernment provided disaster relief, but it was relatively rare.2 The domi-
nant political attitude was that governmental support was paternalistic
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and detrimental to the “national character” (from President Cleveland’s
statement vetoing a disaster relief bill in 1887).3 David Moss marks the
1927 “great flood” of the Mississippi River as the beginning of a change
in this attitude.4 The federal government and the American National Red
Cross carried out a large-scale relief effort after the 1927 flood, and even
though that effort covered only about 13 percent of the total estimated
damages, it received widespread publicity. Secretary of Commerce Her-
bert Hoover was put in charge of the relief effort, and he brought along
reporters to write about the flooding and subsequent government help.5

The use of motion pictures to provide news to the public was still a new
phenomenon in 1928, and the flood provided great photo opportunities.
Five motion picture companies filmed its devastating effects and the re-
lief efforts. Their short news films, shown before feature movies in the-
aters across America, brought the enormity of the devastation directly to
people in a way that had not been possible before.6

The dramatic change in attitude toward the federal government’s role
in the aftermath of floods is evident in the change in the amounts of
money appropriated by Congress in 1927 and 1928. In 1927 Congress
appropriated $10 million to help with the great flood relief effort; one
year later it authorized close to $300 million for flood control projects in
the floodplain of the lower Mississippi River.7 Note that the money for
flood control projects was not for disaster relief; it was for flood control
to try to prevent future disasters. In subsequent years, the federal gov-
ernment became increasingly involved in flood control. The Flood Con-
trol Acts of 1936 and 1938 authorized federal financing of the dams and
reservoirs that today are found all over the country. Prior to these acts,
the federal government funded large-scale civil engineering projects only
if state and local governments also contributed funds or land.
During the two decades after World War II, the federal role in disas-

ters shifted again—relief became a central mission. In 1950 Congress
passed the Disaster Relief Act, which created a permanent relief fund
and gave the president the power to decide whether a disaster qualifies
for federal aid. Even so, when Hurricane Carol ravaged parts of the East
Coast in 1953, Red Cross spending still surpassed federal spending. By
1965, however, total federal disaster aid had been eight times that of the
Red Cross for the 1964 Alaskan earthquake, flooding in Washington and
Oregon, and damage along the Gulf Coast in 1965.8 This change in the
balance of federal and private relief payments reflects the expansion dur-
ing the 1960s of the types of damages and economic losses that were eligi-
ble for federal flood disaster funds: damaged higher education buildings,
removal of debris from private property (not just from government
properties), and unemployment compensation, temporary housing, and
food coupons for victims.9
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In 1968 Congress passed the National Flood Insurance Act, which cre-
ated the National Flood Insurance Program (NFIP). The NFIP marks a
turning point in cooperative efforts between the government and the
private sector to establish an insurance market. In the early 1950s, a num-
ber of policy analysts as well as members of Congress tried to encourage
the creation of an insurance market for flood losses, since it was not
available as part of homeowner and factory-owner general property and
casualty policies.10 As Edward Pasterick says, “This was primarily be-
cause of the catastrophic nature of flooding and the insurers’ inability to
develop an actuarial rate structure that could adequately reflect the risk
to which flood-prone properties were exposed.”11 For a private market
in flood insurance to succeed, these risks had to be identified for all
the different geographic areas. There was general agreement that private
insurers could not map the risks; insurers or even a consortium of insur-
ers could not afford to conduct such studies.12 The Army Corps of Engi-
neers or another federally organized effort would be needed to conduct
hydrological studies to identify the nature and extent of the risk of flood-
ing in various areas.13 Nonetheless, it was not until the NFIP was created
in 1968 that the federal effort to identify flood risks was finally authorized.14

Along with the risk identification effort, the NFIP called for the devel-
opment of a private insurance market for flood insurance. The original
structure for this did not work well, and by 1977 the federal government
had made it an all-federal program. In 1983 a restructured federal-private
flood insurance program was unveiled. Private insurers were brought
into the NFIP through what is called the write-your-own (WYO) pro-
gram: insurers sell and service flood insurance policies under their own
names but do not bear any risk—it is the federal government that under-
writes and holds the risk. The participating insurers simply sell and ser-
vice the policies.15 The insurers are permitted to keep about 32 percent
of the premium for administrative and production costs. In 2003, 93 com-
panies participated in the WYO program and about 4.4 million NFIP
policies were written.16

Federal Coordination and FEMA

The 1970 Disaster Relief Act affirmed the incremental expansions during
the 1960s of what constituted disaster relief. It further expanded what
could be done with federal disaster relief funds to include grants for
temporary housing and legal services. It was not until 1978, however,
that the Federal Emergency Management Agency was established as an
independent agency to coordinate federal disaster programs. The National
Flood Insurance Program was placed under FEMA in 1979. In March 2003,
FEMA became part of the Department of Homeland Security.
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As the disasters created by the terrorist attacks on September 11, 2001,
the wildfires in southern California in the fall of 2003, and the hurricanes
that struck the Gulf Coast and Florida in 2004 and 2005 vividly demon-
strate, FEMA now plays an extraordinary and critical role in governmen-
tal response to disasters. It manages the federal and state responses and,
in doing so, sets the terms by which financial aid will be provided.
FEMA disbursed $4.3 billion in fiscal year 2002. A proportion of FEMA’s
annual disbursements come from special appropriations (presidential or
congressional) after disasters. For example, as of May 2005, FEMA had
paid out $5.2 billion for recovery from the four hurricanes that struck
Florida in 2004. In line with relying on special appropriations after disas-
ters, the president’s fiscal year 2006 budget for FEMA included only $3.3
billion. The president had to ask Congress to appropriate more than $60
billion of special disaster funds after Hurricanes Katrina and Rita struck
the Gulf Coast. To put these expenditures in perspective for helping the
uninsured, note that Blumberg and Holahan estimated that a govern-
ment reinsurance program for small-group health insurance would cost
$5.2 billion.17

Government Backstopping Creates
Insurance Markets

Without the current federal role in disasters, there might be no private
insurers willing to sell flood insurance in many communities. The identi-
fication of flood risks in many parts of the country allowed flood insur-
ance premiums to be established in those areas. Most important for pri-
vate insurers, however, is the federal government’s assumption, through
the WYO program, of the very worst flood risks. Similarly, the catastro-
phe reinsurance market exists because the federal government provides
disaster assistance. Reinsurance companies are willing to sell policies to
insurers of residential and business properties for damages due to hurri-
canes and earthquakes only because the federal government will take
responsibility for much of the very highest costs. They would not sell
coverage without government backstopping of these risks.
The need for the government to take responsibility for high losses in

disasters became even clearer in the summer of 2002 when insurers re-
fused to issue liability insurance and catastrophe reinsurance for losses
due to terrorist attacks. This particularly hit owners of tall buildings in
New York City and other major cities. To coax insurers back into these
markets, in November 2002 the federal government expanded the scope
of its disaster relief by assuming responsibility for such catastrophic
losses. The Terrorism Risk Insurance Act of 2002 calls for the government
to pay 90 percent of the costs of any terrorist attack after losses exceed
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$10 billion. As a result, the markets for liability insurance and catastro-
phe reinsurance are functioning again, with insurers offering terrorism
coverage at reasonable rates.
The lesson from the government’s role in disaster assistance is that

the backstopping role of the government enables disaster-related insur-
ance and reinsurance markets to operate and grow. Without assurance
that the federal government will provide assistance, private insurers can-
not determine the risks and premiums for very low-probability events
that have extremely high costs.

SECONDARY MORTGAGE MARKET

The federal government’s seventy-year role in the secondary mortgage
market is very similar to its role in the insurance and reinsurance mar-
kets for disasters. It played a pivotal role in the development of the sec-
ondary mortgage market and the subsequent market for mortgage-
backed securities. These markets depended on the federal government
guaranteeing the worst risks in the home mortgage market.

Federally Insured and Guaranteed Mortgage Loans

In 1933 and 1934 the federal government took the first of several steps
that enabled a secondary mortgage market to develop. These steps in-
volved helping “deserving” people obtain home mortgages—working
people who could make mortgage payments but did not have savings
for a down payment and, ten years later, soldiers returning from World
War II. The first step was the creation of the Home Owners Loan Corpo-
ration (HOLC) in 1933 and the Federal Housing Administration in 1934.
The HOLC used government-backed bonds to purchase mortgages on
which people had defaulted. The HOLC bought the mortgages from
banks and other financial institutions that held the mortgages and then
reinstated the mortgages—but with new terms. Until the Great Depres-
sion, mortgages for single-family homes were typically for only five to
ten years, had a variable rate of interest, and did not amortize over the
life of the mortgage (they did not include a payment toward the princi-
pal over the life of the mortgage). The HOLC changed these terms so
that mortgages became longer-term (twenty-year), fixed-rate, fully amor-
tizing mortgages. The intent of the new design was to reduce borrowers’
desire to refinance mortgages—something which non-amortizing, short-
term mortgages do because they require a large lump-sum payment at
the end of the loan. The HOLC was replaced in 1938 by the Federal
National Mortgage Association (known as Fannie Mae starting in the
1950s), which was supposed to help develop a secondary market for
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FHA-insured mortgages. The FHA provided mortgage insurance to
mortgage borrowers so mortgage investors would not fear what hap-
pened in the Great Depression: many borrowers defaulting on their
mortgages. The FHA charges borrowers an insurance premium (today
equal to 1.5 percent of the mortgage) when they take out the mortgage,
and then an annual premium that declines over the life of the mortgage
until the outstanding mortgage balance represents less than 75 percent
of the property value.
Before the end of World War II, conventional mortgage lenders gener-

ally required that purchasers make down payments of at least 50 percent
of the purchase price so that the mortgage insurers were not at risk for
the entire value of the house if the borrower defaulted. This requirement
effectively prevented people with small savings from obtaining mort-
gages and owning homes. They were considered high-risk by conven-
tional mortgage insurers and lenders.
The federal role with mortgages expanded in 1944 when the Veterans

Administration (VA) loan guarantee program was instituted to guaran-
tee mortgage loans to veterans. The VA mortgage guarantee is not insur-
ance (no premiums are paid by the mortgage borrower), but rather a
guarantee by the VA (the federal government) that it will compensate
lenders for losses on mortgage loans made to veterans. The amount of
the guarantee varies with housing market conditions and VA authority,
but it is generally about 25 percent of the price of what is considered “an
adequate housing unit” in the area surrounding the house. This amount
represents the equivalent of what would otherwise be a down payment
in a conventional mortgage. It effectively jump-started mortgage lending
to GIs, another group of risky but deserving borrowers who were return-
ing from World War II without savings.
The FHA mortgage insurance and VA mortgage guarantee programs

fundamentally altered the way risk is handled in the U.S. mortgage mar-
ket. The most obvious change is that the federal government assumes
the risk that high-risk mortgage borrowers might default on repaying
their loans. By taking on this risk, the federal government has been
widely credited with increasing the number of homeowners.18

The two programs also were the catalyst for an equally significant
change: the creation of a national mortgage market (in addition to local-
ized markets). The FHA and VA programs provided minimum stan-
dards for the types and quality of information that had to be obtained
about the borrower and the property, including subdivision standards
and credit reviews of borrowers. Standardizing the information permit-
ted banks and other mortgage lenders to classify mortgage applications
by their level of risk of default.19 These standards provided insured or
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guaranteed mortgages a level of quality that allowed lending institutions
that were not located near the property to judge its value without doing
their own investigation (due diligence). This, in turn, made it possible
for the country to develop a national mortgage market. Equally impor-
tant, the standardized information made FHA- and VA-backed mort-
gages available for resale, creating the secondary mortgage market. The
secondary mortgage market enables originating lenders to sell mort-
gages to other investors, which increases the amount of money available
for mortgage loans. Without the secondary mortgage market, it is highly
doubtful that the United States would enjoy its present homeownership
rates or the increased size of many homes.

Fannie Mae and the Secondary Mortgage Market

The federal government’s role in expanding the secondary mortgage
market grew substantially after 1954. The Federal National Mortgage As-
sociation (Fannie Mae) was rechartered to focus on a secondary mort-
gage market for government-insured residential mortgages.20 To provide
FNMA with a financial base, Congress authorized it to issue stock, as
well as various types of bonds (notes).21 The U.S. Treasury was autho-
rized to acquire as much as $2.25 billion of these notes (in 1954 dollars).
The backing of the federal government was tremendously important be-
cause it enabled FNMA to borrow money at interest rates below those
available in the market. The difference between what it earned on the
mortgages it bought and the interest it paid investors was what permit-
ted it to buy more government-insured mortgages in the secondary
market.

The Impact of Ginnie Mae and Freddie Mac

The federal government’s role in expanding the use of securities in the
form of mortgage-backed stocks and bonds to increase the funds avail-
able for mortgages was significant. At the end of the 1960s, savings and
loans institutions—the traditional source of conventional mortgages—
were losing deposits because new ways to invest and save were being
created. U.S. Treasury bills became available in smaller denominations
so people with modest savings could invest in them; the establishment
of mutual funds of stocks and bonds provided another investment outlet
for people with small amounts of savings and people who wanted to
invest in a fund with diversified risk rather than in one company. Sav-
ings and loans, meanwhile, were strictly regulated and limited in the
rates of interest they could pay on savings accounts. The combined result
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was that less money was available from the traditional source of mort-
gage money.
The federal government reacted to the decline by creating two organi-

zations that boosted the use of mortgage pools (or bundling of mort-
gages) in the secondary mortgage market. The Government National
Mortgage Association (GNMA, or Ginnie Mae) was created by the 1968
Housing and Urban Development Act. GNMA’s operations are financed
through funds from the U.S. Treasury from government-issued debt.
GNMA guarantees the future interest and principal payments due on
pools of mortgages made up of FHA- and VA-backed mortgages. With
a government-assisted guarantee of future payments, mortgages in these
pools are the collateral that “securitizes” bonds or stocks that can be
issued based on the pool of mortgages. Pooling these mortgages makes
them attractive to a new set of investors and expands the funds available
for mortgages. Investors purchase a share in a pool of mortgages (much
like a fund of investments in stocks or bonds); shares in such a pool
are preferable to purchasing single mortgages because a pool diversi-
fies the risks of default or prepayment on any given mortgage. The
market for FHA- and VA-backed securities was hugely popular among
large investors, particularly pension funds and life insurance compa-
nies.
Congress expanded the government’s support of such mortgage-

backed securities by passing the Emergency Home Finance Act in 1970.
The act chartered the Federal Home Loan Mortgage Corporation
(FHLMC, or Freddie Mac), which was charged with expanding the sec-
ondary mortgage market for conventional mortgage originators. (At the
end of the 1960s, conventional mortgages accounted for 79 percent of
total residential loans.) A loan originator selling a mortgage through the
FHLMC secondary mortgage market had to adhere to standardized pro-
cedures for underwriting and documentation when originating the loan.
As a result, conventional mortgages rapidly became standardized, per-
mitting individual mortgages to be pooled with similar mortgages. The
pooling of mortgages by type diversifies the risks of default and prepay-
ment by any one borrower and shifts the risks to a larger group of inves-
tors. The expansion and increase in complexity of the secondary mort-
gage market since 1970 has been remarkable.22

The secondary mortgage market and the mortgage-backed securities
that are now available are a direct result of the federal government’s role
in guaranteeing the worst risks. Without the government’s backing of
risky mortgage loans and guaranteeing of pools of these loans, the na-
tion’s housing stock and rate of homeownership would be very different
from what we observe today.
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NEW YORK STATE’S HEALTHY NEW YORK

New York was the first state to have a state-financed reinsurance pro-
gram that reimburses insurers when they have very high annual ex-
penses for enrollees.23 The reinsurance is restricted to insurers that partic-
ipate in the Healthy New York Program, which is targeted at individual
workers and sole proprietors with incomes below 250 percent of the pov-
erty level as well as workers in small firms where at least 30 percent of
the workers earn less than $32,000 per year.24 All HMOs must participate,
and the two benefits packages are standardized.25 Healthy New York
premiums are implicitly subsidized by reinsurance funded by the state’s
tobacco settlement funds. Originally, the reinsurance provided reimburse-
ment of 90 percent of total annual claims between $30,000 and $100,000
for individuals with at least $30,000 of expenses in a year. In June 2003,
the reinsurance-eligible “corridor” was lowered to $5,000 to $75,000—so
the reinsurance now pays 90 percent of total expenses for enrollees with
at least $5,000 in claims in a calendar year.26 When Healthy New York
started, the premiums were about half those quoted in the direct-pay
market (the individual market for people with incomes above 250 percent
of the poverty level).27 Since the threshold for activating the reinsurance
was lowered to $5,000, premiums have dropped even further in compari-
son with those available in the direct-pay market.28

By removing a substantial part of the losses for the high-cost enrollees
from an insurer’s book of business with the Healthy New York program
and the direct-pay market, the state has shifted the risk of adverse selec-
tion from the insurers enrolling previously uninsured people to the
broader population of the state. With relatively modest advertising, the
program has attracted more than 200,000 enrollees since 2001 (102,000 of
whom were active enrollees at the end of October 2005).29 Enrollment in
the program has been growing steadily since it began, and was averag-
ing more than 7,000 new members per month throughout 2005. Total
claims submitted for reinsurance reimbursement were about $35 million
in 2004, which is less than what was budgeted. It is telling that a pro-
gram targeted at low-income working people is growing in enrollment
and has not exhausted the funds in the reinsurance pool even after the
reinsurance threshold was lowered.

MEDICARE’S OUTLIER PAYMENTS AND
PRESCRIPTION DRUG BENEFIT

When the prospective payment system (PPS) for paying hospitals under
Medicare was implemented in 1983 and 1984, it included a provision to
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pay for patients with costs and/or length of stay that were far higher
than expected—these patients are known as “outliers.” Under the PPS,
5 to 6 percent of total hospital payments under Medicare must be made
for these outliers; the current target for outlier payments is 5.2 percent.30

Calculating whether a case at a particular hospital qualifies for an outlier
payment involves several steps.31 The threshold for outlier cases is rede-
fined each year, and in June 2003 the method for determining outlier
cases was substantially revised.32 The bottom line is that Medicare pays
a hospital for 80 percent of its costs above the threshold that defines
an outlier case. Thus, Medicare is essentially providing reinsurance to
hospitals with very sick Medicare patients.
The George H. W. Bush administration, in 1990, also proposed that

HMOs participating in Medicare receive outlier payments for very high-
cost cases.33 The proposal was to create an outlier pool, funded from the
Medicare Trust Fund, which would pay 45 percent of costs of HMO
Medicare enrollees with expenditures above $50,000 (in 1990 dollars).
Gail Wilensky and Louis Rossiter estimated (in 1991) that fewer than 0.5
percent of Medicare beneficiaries had costs above $50,000 per year.34 In
another study of the Bush administration’s proposal, James Beebe esti-
mated that the proposal would increase Medicare spending on managed
care plans by 1.8 percent, and that if they wanted to increase spending
by 5 percent, the threshold could be lowered to $32,000.35

The Medicare Modernization Act of 2003 is not specific about details,
but it includes provisions for the federal government to assume some
of the risk involved in selling prescription drug insurance to Medicare
beneficiaries. The Medicare prescription drug benefit, which went into
effect in January 2006, involves risk for insurers and other entities that
are expected to sell the drug insurance. Regulations written since the
passage of the MMA have established risk corridors such that if an in-
surer has an individual with expenses in excess of a complicated formula
of costs, the Centers for Medicare and Medicaid Services (CMS) will pro-
vide a reinsurance payment.36 If the insurer’s costs are below the risk
corridor’s threshold lower level, the regulations call for CMS to reduce
its total payments to the insurer. This approach guarantees that if the risk
has been overestimated and costs are less than anticipated, the federal
government will share in the “profits.” The primary risk in the Part D
benefit is due to potential adverse selection. Prescription drug use is rela-
tively predictable—people who have chronic conditions are more likely
to use prescription drugs than those who do not. Among Medicare bene-
ficiaries in 2003, 41 percent had prescription drug expenditures below
$1,000.37 An almost equal number (40 percent) had expenditures above
$2,000. Thus, without some protection from the risk that a disproportion-
ate share of enrollees would be people with high costs, insurers were
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reluctant to enter the market for Medicare prescription drug coverage.
The risk-sharing created by the regulations appears to have allayed their
concerns—in most states, more than forty options are available to benefi-
ciaries.

THE IMPORTANCE OF THE GOVERNMENT’S
ROLE TO PRIVATE MARKETS AND
THE ECONOMY

In sum, there is a considerable history of the federal government and
some state governments taking responsibility for the worst risks in a
variety of markets that are thus not only able to function efficiently but
would not otherwise exist. Many people have subsequently obtained the
benefits of a wide variety of services and intangibles, ranging from insur-
ance to homeownership. The economy and society as a whole have
gained in untold ways from the stability in these markets brought about
by government assumption of their greatest risks. The same could be
true of health insurance markets.
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Notes

CHAPTER 1

1. In addition, COBRA permits people to retain access to group health insur-
ance for up to three years if they would lose such access because of the
death of or their divorce from the primary worker. If they choose to
“COBRA” their group policy, they must pay 102 percent of the full pre-
mium. COBRA also allows unmarried children under the age of twenty-
five who have been full-time students and covered by their parents’ policy
to extend their coverage for eighteen months after completing school; they
must pay 102 percent of the full premium. See Patrice Flynn, “COBRA Quali-
fying Events and Elections, 1987–1991,” Inquiry 31, no. 2 (1994): 215–20.

2. Determining an income threshold as the definition for being middle-class is
elusive and arbitrary. I am using median household income as the thresh-
old because I am comparing who is in the middle class and without health
insurance over a twenty-five-year period. Many factors that affect incomes
and who is in what type of family changed during this time—for example,
the economy, the labor force participation rates of women, and the age of
first marriage. Setting the threshold for middle-class at the median house-
hold income in each year is a conservative way of adjusting for the changes
in such factors over the last twenty-five years. The changing factors that
have had an impact on incomes and health insurance coverage are dis-
cussed in more detail in chapter 2.

3. Employees on non-agricultural payrolls have been divided, by Bureau of
Labor Statistics (BLS) custom, between the goods-producing industries (nat-
ural resources and mining; construction; and manufacturing) and the ser-
vice-producing industries (wholesale and retail trade; transportation and
utilities; information; financial activities; professional and business services;
education and health services; leisure and hospitality; other services; and
federal, state, and local government). In 1959 (the year when the current
industry divisions were established), 36 percent of non-agricultural employ-
ees were in goods-producing industries; by the second quarter of 2005, this
figure was just 16.6 percent. People who are self-employed, proprietors, or
agricultural workers are not included in these figures.

4. Author’s tabulations based on Council of Economic Advisers, 2005 Economic
Report of the President (Washington: U.S. Government Printing Office, 2005),



NOTES

table B-46, “Employees on Nonagriculture Payrolls, by Major Industry,
1959–2004.”

5. David Autor, personal communication, June 2004. Autor also estimates that
in 1949 almost 42 percent of all workers were blue-collar workers. It is diffi-
cult to estimate the change in the proportion of workers in different occupa-
tions over time. Occupations have changed, and the government’s diction-
ary of occupations is updated every twenty-five years or so to keep up with
the changes. Autor has cross-walked descriptions of occupations to be able
to make this comparison over the past half-century.

6. Jon Gabel, Gary Claxton, Isadora Gil, Jeremy Pickreign, Heidi Whitmore,
Erin Holve, Benjamin Finder, Samantha Hawkins, and Diane Rowland,
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PART II

1. The most recently established state pool is West Virginia’s, which became
operational in July 2005. Idaho has an arrangement for high-risk individuals
that is quite similar but is not a formal high-risk pool.

2. Reinsurance for health insurance was first proposed on January 18, 1954,
when President Eisenhower suggested a $25 million federal reinsurance
fund to enable and encourage private insurers to broaden the types of peo-
ple to whom they offered coverage. The reinsurance would have covered
75 percent of any “abnormal” losses. The proposal also called for insurers
to voluntarily purchase and finance the reinsurance. It was defeated in part
because insurers did not want to finance it. Twenty-five years later, a simi-
lar voluntary reinsurance fund was part of the Carter health plan; it would
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costs for an individual above $25,000 (in 1979 dollars). The reinsurance fund
was not even discussed in congressional hearings on the bill. Stuart Altman
has said that reinsurance also was discussed during the Nixon administra-
tion when national health insurance proposals were on the table. However,
I have not seen a reference to it in any legislation that was considered by
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the Congressional Research Service’s 1988 report, “Insuring the Uninsured:
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CHAPTER 5

1. Between 1987 and the end of 1993, Tennessee had a high-risk pool known
as the Tennessee Comprehensive Health Insurance Pool (TCHIP). Almost
3,500 people were participating in the pool until they were moved into the
state’s TennCare program starting in 1994. TennCare began operations in
1994 with a federal Medicaid waiver to cover people previously covered by
Medicaid as well as uninsured people with incomes above the poverty level
and “uninsurable” people who previously would have been eligible for
TCHIP. In November 2004, however, TennCare was dramatically scaled
back because of state financial problems; it now no longer covers people
who are uninsurable with incomes above the poverty level. Legislation to
set up a new high-risk pool was introduced in the state legislature in 2004,
but it did not pass. As a result, as of April 2005, Tennessee does not have a
mechanism to guarantee portability of insurance coverage to the individual
market for people leaving the group markets.

2. See, for example, Lori Achman and Deborah Chollet, Insuring the Uninsur-
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the benefits packages of policies sold in the states’ individual markets.

8. “One percent” was the response given in a congressional hearing to a
question about how many people are uninsured because they are uninsur-
able, but it has always been unclear whether the 1 percent was of the
uninsured population or the total population. At various times I have
heard the answer ascribed to Karen Davis, now president of the Common-
wealth Fund, and to Gail Wilensky, former administrator of the Health
Care Financing Administration (now the Center for Medicare and Medic-
aid Services [CMS]), adviser to former President George H. W. Bush, and
currently a senior fellow at Project Hope. Bovjberg and Koller state that
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Another estimate of the number of uninsurables comes from Frakt, Pizer,

and Wrobel, who define the uninsurable population as “individuals who
were uninsured and who either could not work, were limited in the type
of work they could do, or received any disability or worker’s compensation
income.” As they note, their “approach suggests that roughly one percent
of the total population and six percent of the uninsured population is unin-
surable”; see Austin B. Frakt, Steven D. Pizer, and Marian V. Wrobel,
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losses in their pools.
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enrollees who are using the high-risk pool for HIPAA-guaranteed portabil-
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“taxing” providers to help finance the program (Bruce Abbe, personal com-
munication, April 12, 2005).

27. Communicating for Agriculture and the Self-Employed, Comprehensive
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Skillman, Bret Mackay, James S. Matthisen, and David A. Frazzini, “Case
Study: The Washington State Health Care Authority,” Inquiry 35, no. 2
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33. “Earned premium” is an accounting term for the portion of the premium
for which the time period covered by the policy has passed. Thus, for exam-
ple, the earned premium for the previous year is the amount of premium
revenue that was paid for coverage for that time period.

34. The premiums for the reinsurance policies are typically determined by cal-
culating how much would be required in premium revenues over five years
to cover the reinsurer’s exposure to losses in one year. Thus, the premium
reflects what would be needed to break even within five years if the rein-
surer or seller of the stop-loss policy had to pay the full amount of its expo-
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out data on premiums paid for reinsurance and health insurance policies,
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be shared among self-insured firms and firms and people that purchase
health insurance policies.

35. Man-made disasters have also caused insurers to stop providing insurance.
During the mid to late 1960s, there was a shortage of fire insurance avail-
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fires related to civil rights riots. Washington, D.C., Detroit, Newark, Chi-
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fire insurance shortages arose in many urban areas across the country. As
a result, Congress passed the 1968 Urban Property Protection and Reinsur-
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CHAPTER 6

1. The reinsurer also protects itself from the moral hazard incentive that all
insurance contains. The moral hazard incentive is to do riskier activities
simply because the person or company has insurance. In this case, the
moral hazard incentive is for the originating insurer to cover risks that it
would not without the reinsurance. Thus, by requiring the originating in-
surer to retain a portion of the risk, the reinsurer is hoping to offset the
moral hazard incentive of the reinsurance.

2. The increased ease of worldwide communication since the mid-1980s has
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made the growth of reinsurance possible. Since reinsurance covers losses
that are so large they threaten the financial reserves of the insured com-
pany, the companies that sell reinsurance must themselves have diversified
portfolios so that they can bear the risk of such large losses. Financial syndi-
cates of people and companies around the world have made it possible for
larger losses to be covered by reinsurance and for more types of companies
to purchase reinsurance.

3. Some researchers have argued that information asymmetry is a problem
with reinsurance markets because the firms that want to buy reinsurance
may know far more about the particular risks they are bearing than any
outsider; see David M. Cutler and Richard J. Zeckhauser, “Reinsurance for
Catastrophes and Cataclysms,” in The Financing of Catastrophe Risk, edited
by Kenneth A. Froot (Chicago: University of Chicago Press, 1999). How-
ever, most reinsurers limit their risk exposure by providing reinsurance
only in situations where information assures them that the risk is random.
For example, the probability of an earthquake or hurricane in a particular
place in a particular year is essentially random. No one has developed mod-
els that accurately predict them. Under these circumstances, asymmetric
information does not exist in the market. See also John H. Cochrane, “Com-
ment on Cutler and Zeckhauser, ‘Reinsurance for Catastrophes and Cata-
clysms,”’ in Froot, The Financing of Catastrophe Risk.

4. There are two ways this can be done. One is for the original insurer to
retain most of the premium revenues, which of course permits the original
insurer to have a more rapid growth in assets. This permits the insurer to
sell more business than it otherwise would be capable of if it had to retain
assets in reserve funds for all of the risk covered by its policies. The rein-
surer sets a yearly premium for the amount of the face policy that is being
reinsured. The second type of quota share arrangement is often called a
“coinsurance plan.” Under this arrangement, the original insurer cedes a
share of the premiums to the reinsurer in exchange for the reinsurer bearing
a pro rata share of the risk. In this case, the reinsurer gains from the growth
in assets. In addition, because the original insurer has expenses in selling
the original policy and then administering the policy, the reinsurer pays a
“ceding commission” to the original insurer.

5. A company purchasing reinsurance may also buy different layers from dif-
ferent reinsurers. It may buy one or two layers from one company and
then other layers from another company—perhaps because one reinsurer is
unwilling to sell coverage beyond some level. Similarly, a reinsurance com-
pany might be willing to sell layers for all of an insurer’s different poli-
cies—or the reinsurance company could choose to sell reinsurance only for
particular types of policies based on the characteristics of the people pur-
chasing them or the cost-sharing and benefits covered by the policies. A
reinsurer might set such restrictions if it feels that the original insurer’s
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policies have highly correlated risk—that is, if one person has high ex-
penses, many other people might also have high expenses.

6. By efficient use, I mean that the benefits of the medical care used are worth
the costs and that there is not a less costly treatment that would have the
same benefit. Unfortunately, because insurance pays most of the costs of
medical care, it creates an incentive for people to seek (and physicians to
provide) medical care that is sometimes of dubious benefit but is costly.
Insurance policies can be designed to encourage the use of cost-effective
health care, such as screening and diagnostic tests for cancer and heart dis-
ease so that health problems can be caught early. More efficient use of care
also can be achieved by policies that encourage the use of networks of med-
ical providers; such networks can take advantage of shared medical infor-
mation about patients, reducing the need for repeating diagnostic tests and
allowing greater consultation between providers.

7. M. Susan Marquis and Stephen H. Long, “Trends in Managed Care and
Managed Competition, 1993–1997,” Health Affairs 18, no. 6 (1999): 75–88;
Barbara Steinberg Schone and Philip F. Cooper, “Assessing the Impact of
Health Plan Choice,” Health Affairs 20, no. 1 (2001): 267–75; Sally Trude,
“Who Has a Choice of Health Plans?,” issue brief 27 (Washington, D.C.:
Center for Studying Health System Change, 2000).

8. Kaiser Family Foundation and Mathematica Policy Research, “Medicare
Advantage and Medicare Beneficiaries,” Medicare Advantage Monthly Track-
ing Report (October 2004); available at: www.kff.org/medicare/upload/
Medicare-Advantage-Monthly-Tracking-Report-September-2004.pdf.

9. David M. Cutler and Sarah Reber, “Paying for Health Insurance: The Trade-
off Between Competition and Adverse Selection,” Quarterly Journal of Eco-
nomics 113, no. 2 (1998): 433–66; Thomas C. Buchmueller and Paul J. Feld-
stein, “The Effect of Price on Switching Among Health Plans,” Journal of
Health Economics 16, no. 2 (1997): 231–47.

10. Nichols and Blumberg, “A Different Kind of ‘New Federalism’?”
11. My thanks to Joe Newhouse for raising this issue.
12. Many states have already sold their tobacco settlement funds, so this is not

an option for them.
13. The Eisenhower administration’s proposal for reinsurance for health care

(described in the appendix) failed in part because it relied on the insurers
voluntarily paying premiums into the proposed reinsurance fund. Insurers
vigorously opposed this, and there is no reason to believe they would be-
have any differently today.

14. Linda J. Blumberg and John Holahan, “Government as Reinsurer: Potential
Impacts on Public and Private Spending,” Inquiry 41, no. 2 (2004): 130–43.

15. The Urban Institute researchers’ proposal was developed for the Blue Cross
Blue Shield of Massachusetts Foundation under its “Roadmap to Coverage”
initiative. See especially Blumberg et al., Building the Roadmap to Coverage.
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16. Lewin Group. Bush and Kerry Health Care Proposals: Cost and Coverage Com-
pared (Falls Church, Va.: Lewin Group, 2004); also available at www.lewin
.com.

17. Kerry’s plan also called for tax credits for small employers that offered cov-
erage to employees through what was called the Congressional Health Plan;
this was estimated to cost $384.9 billion over the ten years. The Lewin
Group estimated that the reinsurance program, by lowering premiums by
an estimated $774 billion over the ten years, and the small-employer tax
credits would increase production and employment in the United States
and the incomes of workers, leading to an increase in tax revenues of $414.7
billion over the ten years. How much of the increase in tax revenues would
be due to the reinsurance rather than the tax credit parts of the plan was
not clear. The net federal cost of the Kerry reinsurance and small-employer
tax credit proposal therefore would be almost $700 billion over ten years.

18. This back-of-the-envelope calculation involves four steps. We need to esti-
mate:

1. The percentage of costs that the people in the ninety-ninth percentile of
the expenditure distribution are responsible for.

2. The number of people with individual and small-group coverage.

3. The costs of people with individual and small-group coverage.

4. The costs that would be covered by the originating insurers.

For the first, Monheit has estimated that in 1996 the people in the ninety-
ninth percentile of the health care expenditure distribution accounted for 28
percent of all expenses (see Monheit, “Persistence in Health Expenditures in
the Short Run”). People of all ages are included in Monheit’s estimate, so it
includes expenditures for elderly people, who may have higher-than-aver-
age expenditures. (Indeed, 17.2 percent of the expenditures of people in the
ninety-ninth percentile are for people who died in 1996, although of course
not all of those who died were sixty-five years of age or older.) Although
we are interested in the expenses of the non-elderly who are in the top 1
percent of the health expenditure distribution, let’s accept the 28 percent
estimate provided by Monheit’s calculations and assume that this percent-
age holds for people in the individual and small-group markets.
For the number of people covered by individual and small-group insur-

ance, we begin with the fact that there were almost 177 million people
younger than sixty-five with private health insurance in 2004 and that, of
these, 9.6 percent had individual coverage (see Carmen DeNavas-Walt, Ber-
nadette D. Proctor, and Cheryl H. Lee, “Income, Poverty, and Health Insur-
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ance Coverage in the United States: 2004,” Current Population Reports, series
P60, no. 229 (Washington: U.S. Government Printing Office, 2005). We do
not know how many of the people with employment-based insurance have
small-group coverage. But approximately one-quarter of the labor force in
the private sector works for an employer (as opposed to an “establish-
ment”) with fewer than fifty employees, and less than half of all such work-
ers have coverage from their employer (see Robert J. Mills and Shailesh
Bhandari, “Health Insurance Coverage in the United States: 2002,” Current
Population Reports, series P60, no. 223 (Washington: U.S. Government Print-
ing Office, 2003). We can estimate then that perhaps 12 percent of the peo-
ple with private insurance have small-group coverage. Together with the
9.6 percent who have individual coverage—rounded up to 10 percent—per-
haps 22 percent of the population with private coverage have individual or
small-group insurance. This is approximately 40 million people.
To obtain an estimate of the health care costs of people with individual

and small-group coverage, we start with the fact that in 2004 private health
insurance paid for $658.5 billion of health services and supplies (see Smith
et al., “National Health Spending in 2004,” exhibit 2). We can round this to
$660 billion for our back-of-the-envelope calculation. Then, using our esti-
mate that 22 percent of the non-elderly population with private coverage
have individual or small-group insurance, we can estimate that they ac-
count for 22 percent of the $660 billion of expenditures paid by private
health insurance—or roughly $145 billion in 2003.
The costs that would be covered by the originating insurers rather than

the reinsurance fund include all of the costs of a person below the reinsur-
ance threshold level and then the cost-sharing required for the various lay-
ers of reinsurance. We estimated above that 40 million people have individ-
ual or small-group coverage, so approximately 400,000 of these people will
have medical expenses in the ninety-ninth percentile of the expenditure dis-
tribution. If we assume that the threshold level for reinsurance is $50,000,
then $20 billion (400,000 times $50,000) would be assumed by the originat-
ing insurers before the reinsurance started.
Finally, we put all these numbers together for our back-of-the-envelope

calculation. We apply the 28 percent estimate to the $145 billion and arrive
at $41 billion as the costs of people in the ninety-ninth percentile of the
expenditure distribution among those with individual and small-group cov-
erage. We subtract the $20 billion for the costs below the threshold level
and arrive at $21 billion as the cost that will be shared with the reinsurance
program. The reinsurance program would require that the original insurers
share in these costs, with different levels of cost-sharing for different layers
of costs above the threshold at which reinsurance commences. People who
have medical costs in the ninety-ninth percentile will have widely varying
costs—some will have costs just above the threshold, and others will have
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costs running well above $1 million. We do not know this distribution of
costs. However, we can estimate that the reinsurance program will pay 85
to 90 percent of these costs—or $17.9 billion to $18.9 billion in 2004. Adjust-
ing for inflation since 2004, these estimates are $18.5 billion to $19.5 billion
in 2005 dollars.
This is a lower-bound estimate of how much it might cost to have a fed-

eral reinsurance program for the individual and small-group markets be-
cause it does not account for the expected growth in the number of people
who would find it easier and cheaper to obtain coverage in these markets.

19. Center on Budget and Policy Priorities, “The Estate Tax: Myths and Reali-
ties,” February 9, 2005; available at: www.cbpp.org/pubs/estatetax.htm.

20. See “Florida Hurricane Recovery Passes $5.2 Billion,” May 27, 2005; avail-
able at: www.fema.gov/news/newsrelease.fema?id=17555.

21. As explained in the appendix, Healthy New York in New York State saw
premiums for individuals decline by about half from those in the standard
individual (direct-pay) market, a far greater decline than the 15 to 20 per-
cent that many were expecting.

22. David M. Lawrence, “My Mother and the Medical Care Ad-hoc-racy,”
Health Affairs 22, no. 2 (2003): 238–42.
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24. Burman and Gruber, “Tax Credits for Health Insurance.”
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2. Ibid.
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ums increased during this time. For example, between 2003 and 2004, pre-
miums on average increased 11.2 percent, but more than one-quarter of all
workers, especially those in smaller firms, faced annual increases above 15
percent. See Gabel et al., “Health Benefits in 2004”; Jon Gabel, Gary Claxton,
Erin Holve, Jeremy Pickreign, Heidi Whitmore, Kelley Dhont, Samantha
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35, no. 3 (1998): 294–302; Amy Davidoff, Lisa Dubay, Genevieve Kenney,
and Alshadye Yemane, “The Effect of Parents’ Insurance Coverage on Ac-
cess to Care for Low-Income Children,” Inquiry 40, no. 3 (2003): 254–68.

10. David A. Moss, When All Else Fails: Government as the Ultimate Risk Manager
(Cambridge, Mass.: Harvard University Press, 2002).

11. Edward T. Pasterick, “The National Flood Insurance Program,” in Paying
the Price: The Status and Role of Insurance Against Natural Disaster in the United
States, edited by Howard Kunreuther and Richard J. Roth Sr. (Washington,
D.C.: Joseph Henry Press/National Academy Press, 1998).

12. See ch. 5, n. 2.
13. See Federal Register 69, no. 148 (August 3, 2004): 346826–29.
14. Katherine Swartz, Healthy New York: Making Insurance More Affordable for

Low-Income Workers (New York: Commonwealth Fund, 2001).
15. My thanks to Patricia Swolak (personal communication, November 15,

2005), New York State Department of Insurance, Healthy New York Pro-
gram, for providing these numbers.

16. See Nature 435 (May 26, 2005), which is devoted to avian flu.
17. Institute of Medicine, Unequal Treatment.
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ance 43, no. 3 (1976): 393–410; Mark R. Greene, “A Review and Evaluation
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Policy Since 1803,” in The Financing of Catastrophe Risk, edited by Kenneth
A. Froot (Chicago: University of Chicago Press, 1999).

3. Cleveland quoted in ibid., 313.
4. Ibid., 308–14.
5. John M. Barry, Rising Tide: The Great Mississippi Flood of 1927 and How It

Changed America (New York: Simon & Schuster, 1997).
6. Douglas Gomery, Professor of Journalism, University of Maryland, personal

communication, November 2, 2003.
7. Barry, Rising Tide, 406; Moss, “Courting Disaster?” 313.
8. Moss, “Courting Disaster?” 315. The Good Friday Alaskan earthquake of

March 1964 was the most powerful earthquake to strike North America in
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the twentieth century. It devastated the downtown of Anchorage, in part
because of huge landslides. The tsunamis caused by the earthquake
wreaked significant damage on towns and villages along the coast of the
Gulf of Alaska, particularly in Prince William Sound. The earthquake and
tsunamis caused 125 deaths (115 from the tsunamis) and an estimated $311
million (equal to $1.96 billion in 2005 dollars) in property damage. Because
so much damage was caused by the tsunamis, the federal relief efforts were
funded under the flood relief disaster funds. For more details, see George
Pararas-Carayannis, “The March 27, 1964, Great Alaska Earthquake,” avail-
able at: www.drgeorgepc.com/Earthquake1964Alaska.html.

9. Moss, “Courting Disaster?” 317.
10. Pasterick, “The National Flood Insurance Program.”
11. Ibid., 127.
12. It is striking that Title II of the Eisenhower administration’s proposed health

reinsurance legislation (83 HR 8356) called for the secretary of Health, Educa-
tion, and Welfare to conduct studies and “collect much needed data on the
incidence of sickness and its effects on the use of medical care facilities and
services. . . . The FHA has restrictions on maximum insurable loan amounts,
which vary with the geographic region in which the loan is made”; HEW
Secretary Oveta Culp Hobby, statement before Committee on Interstate and
Foreign Commerce, hearings on health reinsurance legislation (83 HR 8356),
March 24, 1954, 26. Clearly, there were members of the administration and
Congress who believed that federal efforts were needed to quantify risks so
that the insurance industry might then offer insurance policies.

13. Pasterick, “The National Flood Insurance Program,” 126, 128.
14. The flood hazard identification process was very slow in part because com-

munity participation in the identification process is voluntary. In 1973 the
Flood Disaster Protection Act gave communities an incentive to participate
by denying nonparticipating communities certain types of federal assistance
in their floodplains. By 1998, 18,760 communities had joined the NFIP flood
risk identification effort; of these, about one-third are considered low-risk
(ibid., 129).

15. Ibid., 135.
16. Edward Pasterick, personal communications, November 18, 2003, and

March 22, 2006. The percentage that insurers are permitted to keep for ad-
ministrative and production costs was 32.6 percent for many years, but was
31.9 percent in 2003, and is 30.8 percent in 2006.

17. Blumberg and Holahan, 2004. “Government as Reinsurer.”
18. It is noteworthy that reference was made to the FHA in a March 1954 con-

gressional hearing on the Eisenhower administration’s proposal for reinsur-
ance for health insurers. Rep. John Bennett pointed out that prior to 1938
no mortgage lender would lend beyond fifteen years for mortgages, but the
FHA stimulated lenders to lend for twenty years and then twenty-five. Rep.
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Bennett said he expected that a reinsurance pool for insurers would simi-
larly stimulate insurers to offer health insurance policies to people who
were not then viewed as good risks. Rep. John Bennett, statement before
House Committee on Interstate and Foreign Commerce, hearings on health
reinsurance legislation (83 HR 8356), March 25, 1954, 54.

19. The quality of the house construction, the neighborhood, whether the house
was a single family dwelling or a multiple dwelling unit, and the income
of the mortgagee relative to the size of the mortgage were factored into a
risk rating.

20. FNMA was originally chartered by the federal government in 1938 as part
of the Reconstruction Finance Corporation. The 1954 congressional rechar-
tering carried the directive that it be transformed into a privately owned
and managed corporation.

21. Sellers of mortgages to FNMA had to buy the stock, which provided FNMA
with capital and resulted in widespread private-sector ownership of FNMA.

22. At least four different types of securities are now available in conjunction
with this market: mortgage-backed bonds, mortgage pass-through securi-
ties, mortgage pass-through bonds, and collateralized mortgage obligations.
The securities known as collateralized mortgage obligations (CMOs) are
securities issued in different maturity (time to payoff) classes, known as
tranches, against a common pool of mortgages. The expected maturity
classes might be for three, five, and seven years, for example. The tranches
in the secondary mortgage market are quite similar to the layers of reinsur-
ance discussed earlier. Investors in CMOs can manage their exposure to risk
and level of investment return by choosing the tranches of the mortgages in
which they want to invest.

23. New York recognized the potential role of government as a reinsurer as
early as 1989, when the Department of Health developed a proposal for
universal health insurance known as the Universal New York Health Care
(UNY-Care). Included in this proposal was the provision that there be a
stop-loss limit of approximately $25,000 per patient per year for inpatient
hospital services and $25,000 per patient per year for out-of-hospital ser-
vices. The UNY-Care proposal did not advance for a number of reasons,
the primary one being that it was quite ambitious: it called for a single-
payer authority that would have required new administrative capacities
that made insurers and health care providers uneasy. In addition, by 1990
the state’s economy was slumping, making people nervous about paying
the estimated $1.2 billion to $1.9 billion to finance the state’s share of the
costs for universal health insurance in the state. The chances that the UNY-
Care proposal or any of its administrative components would be enacted
were further hurt by the untimely death in 1990 of the commissioner of
health for New York, Dr. David Axelrod, one of its primary proponents.
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For more details, see Dan E. Beauchamp and Ronald L. Rouse, “Universal
New York Health Care—A Single-Payer Strategy Linking Cost Control and
Universal Access,” New England Journal of Medicine 323, no. 10 (1990):
640–44.

24. Swartz, Healthy New York.
25. One package provides prescription drug coverage while the other does not.

This change went into effect in June 2003.
26. Originally, an enrollee’s claims were eligible for reinsurance if the total was

more than $30,000. The reinsurance pool paid 90 percent of the claims be-
tween $30,000 and $100,000. But because very few claims had been submit-
ted for reimbursement by April 2003, the Department of Insurance reduced
the threshold and the corridor for reimbursement, effective June 2003. The
Health Care Reform Act of 2000 (HCRA) also established a reinsurance pool
for the direct-pay market. This pool provides reinsurance of 90 percent of
all claims that fall between $20,000 and $100,000 for enrollees who have at
least $20,000 of claims in a calendar year.

27. Swartz, Healthy New York.
28. Lewin Group, in partnership with Empire Health Advisers, Report on

Healthy New York Program (2003); available at: www.ins.state.ny.us/website2/
hny/reports/hnylewin.pdf.

29. My thanks to Patricia Swolak (personal communication, November 15,
2005), New York State Department of Insurance, Healthy New York Pro-
gram, for providing these numbers.

30. My thanks to Julian Pettingil (personal communication, April 22, 2005) of
the Medicare Payment Advisory Commission for walking me through the
revisions to the rules for outlier payments to hospitals; he is not responsible
for any misunderstandings I still may have.

31. See the Medicare Payment Advisory Commission brief “Medicare Hospital
Outlier Payment Policy” (December 2002) for a succinct explanation. Cen-
ters for Medicare and Medicaid Services, Medicare News, June 5, 2003 (avail-
able at: www.cms.hhs.gov/media/press/release.asp?Counter=749) has an
update on 2003 revisions to how the outlier payments are determined. The
Federal Register (69, no. 154 [August 11, 2004]: 49,275–78) also contains an
explanation of the revisions to the FY 2005 outlier threshold.

32. For a case to qualify as an outlier in fiscal year 2005, the costs had to ex-
ceed the prospective payment rate for the diagnosis related group (DRG),
plus any medical education and disproportionate share hospital (DSH)
payments, plus any add-ons for new technology, plus $25,800 (see Federal
Register 69, no. 154 [August 11, 2004]: 49,278). Thus, the threshold varies by
DRG.

33. Gail R. Wilensky and Louis F. Rossiter, “Coordinated Care and Public Pro-
grams,” Health Affairs 10, no. 4 (1991): 62–77.
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35. James C. Beebe, “An Outlier Pool for Medicare HMO Payments,” Health

Care Financing Review 14, no. 1 (1992): 59–63.
36. See Federal Register 69, no. 148 (August 3, 2004): 46, 826–29.
37. Kaiser Family Foundation, “Fact Sheet: Medicare and Prescription Drugs”

(Menlo Park, Calif.: Henry J. Kaiser Family Foundation, 2003); available at:
www.kff .org/medicare/loader.cfm?url=/commonspot/security/getfile
.cfm&PageID=14186.
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