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Executive Summary

The Consumer Choice Health Security Act, of which Sen. Don Nickles (R-Okla.) and Rep. Cliff Stearns (R-Fla.) are
primary sponsors, is one of the leading proposals for health care reform. Unfortunately, it sets contradictory objectives:
universal coverage and increased consumer choice, individual responsibility, and competition in health insurance
markets. Absent a major overhaul, it will neither ensure that health care markets remain private and voluntary nor
make them more competitive, efficient, and responsive to consumers' wishes.

The primary virtue of Nickles-Stearns is that it avoids the worst features of the Clinton administration's proposed
Health Security Act. Nickles-Stearns would make health insurance more portable, avoid structural disruptions in
coverage, and encourage individuals to choose health insurance in a more cost-conscious manner.

However, the legislation (as introduced last November) contains a number of serious flaws. It endorses the concept of
compulsory universal insurance coverage and imposes a standardized "minimum" package of health insurance benefits.
Its cost-sharing requirements would undercut the appeal of Medical Savings Accounts. Its efforts to eliminate risk
selection in insurance markets are both futile and counter-productive. It provides inadequate incentives for restraining
health care costs and hampers the use of more effective devices to do so.

By failing to provide a clear alternative based on market principles, Nickles-Stearns blurs opposition to Clinton-style
health care legislation. By focusing the political debate on the wrong issues, it opens the door to extensive political
interference in private health care decisions.

Introduction

Last September President Clinton's national address on health care formally launched a historic debate on the
appropriate roles of government regulation and private markets in the U.S. health care system. On October 27, 1993,
the Clinton administration unveiled the Health Security Act as its legislative blueprint for a government takeover of
private-sector health care.

Many members of Congress, however, have offered competing visions of health care reform that range across the
entire political spectrum. One of the leading proposals among congressional Republicans is the Consumer Choice
Health Security Act (S. 1743, H.R. 3698). It was introduced on November 20, 1993, in the Senate by Don Nickles (R-
Okla.) and in the House by Cliff Stearns (R-Fla.). The Senate version of the bill, which quickly gained 24 cosponsors,



is viewed as a major alternative to the Clinton health care plan.[1]

The primary sponsors of the proposed legislation claim that it will meet both President Clinton's criteria for guaranteed
universal coverage and their own goals of increased consumer choice, individual responsibility, and competition in
health insurance markets.[2] Those broad objectives, however, are contradictory. Close scrutiny of many of the bill's
provisions makes an urgent case for overhaul of Nickles-Stearns.

The first strategic objective in the current health care debate must be to derail the Clinton health care initiative. The
equally important second objective is to ensure that necessary reform of health care markets will both keep them
private and voluntary and make them more competitive, efficient, and responsive to consumers' wishes. In its present
form, the Nickles-Stearns legislation is not up to either task.

Overview of the Consumer Choice Health Security Act

The Nickles-Stearns bill would require that every American receive a federally defined minimum level of health
insurance coverage. That "family security benefits package" is quite comprehensive. It must cover "all medically
necessary acute medical care." That encompasses the entire range of physicians' services; inpatient, outpatient, and
emergency hospital services; appropriate alternatives to hospitalization; and inpatient and outpatient prescription drugs.

The legislation sets additional cost-sharing rules for the mandatory health insurance plans. Deductibles may be no
greater than $1,000 per individual, or $2,000 per family, per calendar year before 1998. The limit on annual out-of-
pocket expense is $5,000 for those years. (Both sets of limits are indexed for subsequent years.) The out-of-pocket
limit applies to the total amount of deductibles, copayments, and coinsurance that is paid for items and services
provided under the plans.

If individuals (or their families) fail to purchase the federally required coverage privately, they will automatically be
enrolled in their state government's program designed to provide equivalent coverage. The Nickles-Stearns legislation
apparently assumes that the state programs will operate as a last resort. The bill relies primarily on a pair of tax-based
incentives to encourage voluntary compliance with its insurance purchase mandate. Taxpayers who fail to provide
proof that they have purchased a federally qualified health plan will lose their ability to claim any personal tax
exemptions for themselves or their similarly uninsured dependents. They will also pass up the opportunity to take
advantage of the bill's scheme for health care- related tax relief.

The second major feature of the Nickles-Stearns bill is a new system of federal income tax credits to target finan- cial
assistance to individuals and families enrolled in federally qualified health insurance plans. The credits are structured
to provide higher levels of tax relief (in both absolute and relative terms) as eligible individuals spend more money on
both health insurance premiums and unreim- bursed medical expenses.

The baseline tax credit level is 25 percent of such spending. Thus, a taxpayer whose annual insurance premiums and
unreimbursed medical expenses total $1,000 would receive $250 in tax relief. A taxpayer whose expenses of that sort
were twice as high ($2,000) would receive twice as much ($500) in tax relief.

The percentage provided in tax credit relief also increases on a sliding scale as a family's total health care expenses
grow as a share of its annual adjusted gross income (AGI). The tax credit structure is given in Table 1.

Table 1
Tax Credits

Insurance Premiums and Unreimbursed Medical Expenses as a
Proportion of AGI

Tax Credit
(percent)

Less than 10 percent 25
Between 10 and 20 percent 30
20 percent or more 75



The tax credits are also refundable. That means that if the total value of the credit were more than an individ- ual's
annual income tax liability, she could either receive a government check for the difference at the end of the tax year or
an earlier, equivalent adjustment in tax withholding levels.

To partly offset the budgetary cost of tax credits, the current income tax exclusion for employer-paid health care
benefits would be eliminated. The Nickles-Stearns legislation would also end two other income tax deductions
currently available under the Internal Revenue Code--the deduction for individual medical expenses above 7.5 percent
of AGI and the deduction for 25 percent of health insurance costs incurred by self-employed individuals.

The Consumer Choice Health Security Act would provide an additional tax credit equal to 25 percent of annual cash
contributions to a Medical Savings Account (MSA). Each household could have only one MSA. Each household's tax-
advantaged aggregate contributions each year could not exceed the sum of $3,000 plus $500 for each dependent of the
MSA beneficiary. Tax-free payments could be made from the MSA for any qualified health insurance plan premiums
or unreimbursed medical expenses. Any other withdrawals or distributions from MSAs would be taxed as gross
income and subject to an additional penalty of 10 percent.

The third major component of the Consumer Choice Health Security Act is limits on the scope and nature of insurance
competition imposed by a number of pricing, underwriting, and marketing rules for insurance plans.

ù Modified Community Rating: Insurers can vary their premium rates only on the basis of age, sex, and
geography. The same rates must be charged both existing policyholders and new applicants with the same
age, sex, and geographic characteristics. Insurers could also offer individuals discounts to encourage
participation in certain programs that (1) promote healthy behavior, (2) prevent or delay the onset of
illness, or (3) check for illness at an early stage.

ù Guaranteed Issue: Insurance plans must provide guaranteed issue, at standard rates, to all applicants.
Plans cannot exclude, or limit, coverage for any preexisting medical conditions of applicants who have
been continuously insured for a period of at least one year prior to application. As of January 1, 1998,
such exclusions or limits for other applicants can be no longer than the lesser of (1) the number of months
that the applicant was uninsured between the date of first diagnosis and the date of application or (2) one
year.

The Nickles-Stearns legislation also requires health insurance plans to participate in risk adjustment (or reinsurance)
programs administered by state governments. Those programs would be designed to compensate for unusual
distributions of "above-standard" and "below-standard" insured risks among such plans.

Therapeutic Benefits of Nickles-Stearns

It Is Not the Clinton Plan

The strongest argument for the Nickles-Stearns legislation is that it avoids the worst features of the Clinton
administration's proposed Health Security Act. The Consumer Choice Health Security Act does not mandate that
employers pay at least 80 percent of the cost of a standard benefits package for their employees. It does not set up a
regional system of mandatory purchasing alliances for most Americans. There are neither global budgets for health
care spending nor explicit price controls on the average level of health insurance premiums. The Nickles-Stearns
legislation does not construct an elaborate bureaucracy to control key aspects of health care spending, medical
education, and pharmaceutical pricing. It does not attempt to restrict consumers' choice of doctors.

On a more relative basis of comparison, the standardized minimum benefits package under Nickles-Stearns is
less generous than the one under the Clinton plan. Community- rating requirements for health insurance plans
under the Consumer Choice Health Security Act are less rigid because they can vary by age, sex, and
geography.

Tax Reform and Individual Empowerment



The most positive aspect of Nickles-Stearns is its commitment to move away from the current system of private health
care insurance financing that is built on the tax exclusion for employer-financed group policies. By proposing a system
that uses individual-based tax credits to help finance health care spending, the legislation would make health insurance
more portable and avoid structural disruptions in coverage whenever workers changed or lost jobs. The health
insurance purchases of millions of consumers (the self-employed, the unemployed, and those employed by many small
businesses) would no longer be treated less favorably under the tax code than those for workers who receive employer-
sponsored group insurance. By eliminating the tax exclusion, the Nickles-Stearns legislation would encourage
individuals to become more involved in choosing their own health insurance coverage and to do so in a more cost-
conscious manner.

The tax exclusion treats both employer-paid group insurance and health insurance coverage provided by self- insured
employers as nontaxable employee benefits. That distorts health care purchasing choices in a number of ways.

First, it encourages workers to think that their health care is paid for by someone else (their employer) and reduces
their sensitivity to the cost of health insurance choices. The funds spent on health insurance and other health care
benefits actually come out of the total compensation package that is paid to an employee. Spending more on such
benefits reduces the amount of money available for wages. But since the cost of health benefits is not spelled out on
workers' regular paychecks, employees are unlikely to be fully aware of the tradeoff.[3] They may even be tempted to
believe that money spent on health benefits is their company's and not their own.[4] In addition, workers who receive
employer-paid group insurance or coverage under self-insured employer plans are not directly rewarded for being cost
conscious. When employees act as prudent buyers of health care, the immediate savings on health insurance costs go to
their employers. The concealed nature of employer-provided health benefits also diminishes employees' awareness that,
to the extent they are not concerned about the level of their own health care spending, their company-paid health
insurance premiums will be higher.

Second, the substantial benefit of the tax exclusion (full deductibility) is available only for employer-financed
insurance. The tax benefits for individually financed health insurance are quite limited.[5] Thus, the tax code's bias in
favor of employer-financed health insurance means that most employees face strong incentives to turn over many
decisions regarding the scope and terms of health insurance coverage to their employers, rather than make them on
their own. Individuals who lack, or lose, access to employer- financed coverage find the after-tax dollar cost of health
insurance increasingly unaffordable.

Third, the tax exclusion encourages individuals to obtain the most comprehensive versions available of employer-
financed insurance coverage instead of using more of their own funds to pay for health care as they receive it.
Employer-paid health insurance has distorted the whole concept of insurance. The financial structure of the tax
exclusion provides the same percentage "discount" (the marginal income tax rate) on each additional dollar spent on
employer-paid insurance. Thus, it imposes a penalty on workers who might prefer higher wages and greater cost
sharing to more extensive medical benefits.[6]

Fourth, the tax exclusion encourages the private health insurance system to divide responsibility for health care
purchases between individual consumers and third-party payers. Although individual consumers decide whether or not
to receive particular medical treatments, they have relatively little to do with paying for them. That disconnection
between consumption and payment decisions leads to conflicts of interest between insured workers and their
employers. Workers covered by employer-paid health insurance are tempted to consume more health care than either
their employer wants to underwrite or the workers would purchase with their own "cash" earnings. Employers who
finance such insurance, on the other hand, tend to value the possible savings from restraint in additional units of
marginally beneficial health care spending. The employers' viewpoint is more sensitive to the cost side of the cost vs.
quality tradeoff. Thus, employers are likely to agree to more restrictions on insured parties' choices of physician and
insurance coverage options than would individual employees who were free to purchase health insurance on their own,
under the same circumstances (i.e., the equivalent amount of wages is available for health care consumption, and the
tax treatment of such spending is the same as that for employer- financed insurance).

Finally, since employers get to call most of the shots regarding the nature of group insurance that they finance, such
insurance policies have a short-term focus, are tied to a specific employment relationship, and are unlikely to reflect



the particular preferences of individual workers. Employers who finance health insurance have to view insured
employees as potential claimants of their company's funds. From their bottom-line standpoint, workers who are
unlikely to keep producing more net revenue for a company than they absorb in employer-financed health benefits are
not strong candidates for special insurance protection. Thus, the employer-based tax exclusion gives rise to structural
disruptions in insurance coverage. Employer-paid insurance policies are likely to provide few, if any, continuing
benefits for workers once they change or lose their jobs. Employers who sponsor health insurance are also less likely
than individual workers to resist insurance policy exclusions for potentially costly preexisting conditions. In addition,
most employers faced with the difficult task of structuring insurance options for a group of workers provide limited
choices.[7]

Small Steps Forward

Apart from its elimination of many of the distortions created by the tax exclusion, the Nickles-Stearns legislation
offers a number of other worthwhile, though limited, reforms of the health care system.

Preemption of state laws that mandate insurance benefits, restrict selective contracting by managed- care plans,
and limit cost-sharing incentives would allow health insurers to better control costs and offer policies that were
more affordable and flexible.[8] By mandating its own set of standard benefits on the federal level, however, the
legislation negates some of the progress that it might achieve on this front.

The legislation's proposals for budgetary savings in the Medicare and Medicaid programs are thoughtful and
well targeted.[9]

The provisions in Nickles-Stearns for administrative standardization of insurance forms and health care data
can certainly help achieve some cost savings, but should be limited to voluntary compliance.[10] Mandatory
standards run the dangers of squeezing out competitive innovation and cutting off critical feedback.

The Nickles-Stearns legislation dispenses some relief to health care providers from the most extreme applica-
tions of the antitrust laws or the chilling effect of potential litigation.

The Nickles-Stearns legislation also targets new tax relief to encourage growth in the markets for two types of
insurance products--long-term care insurance and accelerated death benefits. The first type of tax incentive
provides a modest step toward encouraging greater reliance on private-sector saving to help underwrite long-
term care expenses. The second tax measure removes a major barrier to letting terminally ill individuals gain
access to their life insurance benefits before death. It clarifies the status of such accelerated payments so that
they receive tax treatment that is comparable to that accorded the life insurance benefits from which they are
derived.[11]

The Nickles-Stearns Prescription Needs a Warning Label

Despite those good ideas, there are serious flaws in the Nickles-Stearns bill that should deeply concern advocates of
genuine free-market health care reform. The most troubling aspect of the Nickles-Stearns legislation, as introduced on
November 20, is the mandate that it imposes on all Americans to purchase a standard package of health insurance
benefits. By endorsing the concept of compulsory universal insurance coverage, Nickles-Stearns undermines the
traditional principles of personal liberty and individual responsibility that provide essential bulwarks against all-
intrusive governmental control of health care.

Political ratification of universal coverage erases a fundamental dividing line between the private sphere of civil
society and the public arena of political conflict. Once we presume that government is ultimately responsible for
guaranteeing that every American has health insurance, we also guarantee a permanent role for politicians in
determining an accompanying set of issues. Once government mandates insurance coverage, it must define what
constitutes "adequate" insurance coverage for each citizen. It then has to decide how insurance can be provided to
everyone in an "affordable" manner. The process of dictating how much, at what cost, to whom, and in what manner
would represent the triumph of politics over free markets. It would severely hamper, if not preclude, treating health
care as an economic good that is distributed on the basis of individuals' different abilities to pay and desires to do so.



The Nickles-Stearns legislation relies on both positive and negative tax incentives to enforce its mandatory insurance
requirement. The "carrot" is the stipulation that only individuals who purchase "federally qualified" health insurance
plans would be eligible for tax credits. The "stick" is an explicit tax penalty on anyone who fails to do so; those people
lose their right to claim a personal exemption for themselves (or any similarly "uninsured" dependents) on their
personal income tax returns. (At the time this paper was written, the office of Representative Stearns had indicated that
he intended to remove the tax penalty provision from H.R. 3698.) Even if one were comfortable with enforcng an
insurance purchase mandate, the proposed approach to ensuring compliance would represent unwise and mistargeted
tax policy that would set a dangerous precedent.

In the past, claiming tax relief under the personal exemption has required little specific, affirmative conduct on an
individual taxpayer's part. Additional claims of personal exemptions for dependents have required little more than
apparently sustainable claims of a legal marriage (for a spouse), parental rights (for children), or another blood
relationship and, in some cases, additional proof that the taxpayer provided over half the support of the claimed
dependent. (In recent years the Internal Revenue Service has imposed a small penalty on taxpayers who fail to provide
the Social Security numbers of dependents claimed as personl exemptions.) Unlike tax relief provisions such as
deductions for IRA contributions, child and dependent care expenses, mortgage interest, charitable contributions, or
other itemized expenses, the personal exemption has been essentially available on the basis of one's status rather than
one's conduct. Virtually everyone who files a tax return can either claim it or be claimed as a dependent on someone
else's return.

In its clumsy attempt to enhance compliance with its health insurance mandate, Nickles-Stearns would open the legal
door to future federal efforts to coerce specific conduct by conditioning the generally available personal exemption on
appropriate behavior. Once the tax code is put into play in that manner, can penalties for smoking improper substances,
engaging in risky activities, or acting in a politically incorrect manner be far behind? A more logical nexus between
lack of health insurance and tax code penalties might be found in limits on the standard deduction (as a partial proxy
for itemized deductions for medical expenses), but the most honest approach to enforcing the insurance mandate would
involve a distinct civil penalty outside the tax laws.

As a final guarantee that every American would be insured according to its standards, the Nickles-Stearns legislation
would set up state government programs to auto matically insure any individual who refused to "voluntarily" purchase
a "private" version of federally required coverage. (At a Heritage Foundation meeting on March 24, 1994, Senator
Nickles said that he planned to delete that provision. In addition, on May 4, Representative Stearns sent a "dear
colleague" letter in which he also said he planned to delete the provision. However, as of this writing, the new
language had not been submitted.) The premiums charged by states would be determined by what the states deemed
approriate. If Medicare, Medicaid, and other government programs are any guide, the state program premiums will be
underpriced and their claims costs will be underestimated.

Sweeping every American into a mandatory health insurance dragnet is not only offensive on philosophical grounds; it
is also impossible to achieve. Prior experience with other universal insurance laws reveals that hitting the 100 percent
coverage mark remains elusive. Despite Hawaii's requirement that all employers provide health insurance for their
workers, approximately 6 to 11 percent of Hawaiians remain uninsured.[12] Even under Canada's system of national
health insurance, an estimated 2 to 5 percent of the population in the province of British Columbia is uninsured.
Despite 41 state laws that require motorists to purchase automobile liability insurance, one in seven automobile drivers
remains uninsured.[13]

It is also rather difficult to enforce mandates on people who fall between the cracks of government databases. Not even
heavy reliance on tax penalties can overcome the Internal Revenue Service's inability to track down millions of
Americans who refuse, or fail, to file tax returns.[14] And every 10 years the Census Bureau demonstrates that it
cannot locate several million citizens.

Thus, one can expect that any federal enforcement offensive to coerce the voluntarily uninsured into signing up for a
mandatory coverage scheme will become both prohibitively onerous and politically pointless at the margin. When
those costs are added to the havoc that further political control of the entire health care market would wreak, even
subsidizing the full amount of uncompensated care with public funds looks like a better buy for American society.



The Cost-Shifting Cop-Out

The "conservative" argument for the Nickles-Stearns insurance mandate is that taxpayers and insured health care
consumers must be protected from free riders who can afford, but fail to purchase, private insurance and subsequently
receive "free" medical care.[15] Perhaps the most explicit example of officially sanctioned free riding can be found in
the 1986 federal law that requires hospitals participating in the Medicare program to provide emergency services for
people with an urgent need for care, regardless of their ability to pay. (Such patients also cannot be transferred unless
their condition stabilizes or a doctor certifies that a move would be beneficial.) Hospitals cannot legally turn away
acutely ill patients because they are unable to pay.

The cost of care of the uninsured can be imposed on third parties in various ways. It can be written off by providers as
uncollectible debt, picked up by taxpayers, or passed on via cost shifting to the medical bills of other, insured payers.
One recent estimate of the cost of all health care for the uninsured, excluding their out-of-pocket payments, is about
$34 billion a year; it is assumed that about $26 billion is "shifted" to others who pay taxes and purchase private
insurance.[16] More narrow estimates of the annual cost of uncompensated care in hospitals start around $11
billion.[17] Accurate estimates of the total cost of uncompensated care are limited by definitional vagaries and the lack
of adequate data on unpaid services delivered by physicians.[18]

The issues of cost shifting and free riding become more murky when one breaks them down into their components. For
example, the relative impact of uncompensated care in hospitals actually peaked in 1986 and has since fallen slightly
as a percentage of hospital costs.[19] In any event, only about 20 percent of those uncompensated care costs was
covered by subsidies from state and local governments.[20]

Hospital losses due to below-cost reimbursement from Medicaid nearly quadrupled from 1985 to 1989 and only
stabilized after a substantial increase in taxpayer-financed "disproportionate share" payments. Additional losses
attributable to undercompensation from Medicare surged after 1986 and may have equaled uncompensated care costs
in 1992.[21]

According to 1991 statistics, Medicare covered 88 percent of its patients' treatment costs in hospitals, and state
Medicaid programs paid 82 percent of their patients' costs. Hospitals collected almost 130 percent of the cost of
treating privately insured patients.[22]

Cost shifting during the last half decade appears to have been fueled more by public programs than by uncompensated
care of the uninsured. However, substantial skepticism remains about the purported magnitude of cost shifting. Since
many hospitals already are under competitive pressure to price discriminate and charge their paying customers as much
as the market (or the hospital's other objectives) will bear, additional losses on uncompensated care may simply reduce
their total revenue.[23]

Even if mandating insurance coverage for the uninsured prevented free riding by uninsured patients and at least
reduced the total amount of cost shifting, a good portion of the "savings" would be offset by a significant increase in
the nation's overall bill for health care. Providing subsidized insurance coverage to the currently uninsured would
increase their use of health care services--perhaps by as much as 50 percent. Hospitals no longer treating them "for
free" would also have less reason to economize on their care.[24] The real effect of universal coverage would be to
create a different form of cost shifting. Universal coverage would first increase the overall cost of health care
consumed by those who were previously uninsured and underinsured and then distribute that higher cost to both
taxpayers and current paying customers.[25]

In short, concerns about cost shifting provide little justification for mandating universal coverage. Moreover, the issue
needs to be divided into two parts: giving safety net assistance to the poor and providing asset protection incentives to
those who can afford to buy insurance. For potential health care consumers who are currently uninsured because they
lack money, the political task involves setting income eligibility levels and then determining the necessarily modest
level of "essential" care that taxpayers are willing to finance. Free riders who can afford to buy some level of health
insurance but choose not to do so, on the other hand, should have their income and assets above the eligibility line
(perhaps the poverty level) placed at risk and be held liable for unpaid health expenses. Until such funds were



depleted, the health care bills of those free riders would not be eligible for any income-related public assistance.[26]

Standardized Benefits: Let the Bidding War Begin

Once the federal government is "empowered" to determine the terms of health insurance coverage that everyone must
have, such universal coverage becomes a legal entitlement for people who cannot be required to pay for it on their
own. Thus, the Nickles-Stearns insurance mandate provides the key that unlocks the door to the treasury vault. It also
requires the resolution by political means of other interconnected issues: What is the scope of the entitlement? How
will it be financed? Who will be forced to pay for more than they want? Who will be subsidized?

The history of broad-based entitlements is troubling. Our political system has tremendous difficulty setting limits on
any desirable goods and services that it first offers people on a below-cost, open-ended basis. The Nickles-Stearns
legislation demonstrates a similar lack of appetite for saying, "No more." In making its opening bid to define a
standardized minimum benefits package for all Americans, Nickles-Stearns has already gone well beyond the true
meaning of "catastrophic" insurance. Its mandated benefit package, for example, was "sweetened" to require more
sweeping prescription drug benefits than are provided today under Medicare or many private insurance plans.

The public-choice implications of politically mandated insurance benefit packages strongly suggest that the initial
boundaries set by Nickles-Stearns will inevitably yield to demands for expanded coverage. Special-interest providers
of health care will lobby aggressively to bring their services within the coverage mandate. Ironically, even as Nickles-
Stearns attempts to eliminate mandated benefit laws on the state level, it will provide new opportunities to recreate the
same political dynamic on a national scale. Nickles-Stearns is launching an expensive auction, with little ability to
control the final price tag.[27]

Putting MSAs on a Short Leash

The legislation's cost-sharing requirements for its mandatory "family security benefits package" create an additional
problem. By setting maximum limits on deductibles (and setting them too low), Nickles-Stearns raises the minimum
price of all private health insurance plans and seriously undercuts the appeal of MSAs.

Since it forces all private insurance consumers to purchase policies with deductibles no greater than $1,000 per
individual, and no greater than $2,000 per family, the legislation essentially eliminates any possible buyers of more
economical, "catastrophic" insurance with higher deductibles.[28] Insurers currently marketing high-deductible policies
find that, as they increase the deductible amount, their costs of paying benefits and administering claims decline
significantly. That allows them to offer substantial reductions in premiums.[29] The higher the deductible, the lower
the premium.

The rationale for MSAs is the encouragement of more out-of-pocket health care spending by individual consumers and
less third-party payment of medical bills via comprehensive insurance coverage. The MSA vehicle provides a tax
deduction for savings that are earmarked for future health care expenses. But the primary source of those savings is
supposed to be a switch by health care buyers to less costly high-deductible insurance policies. The synergy between
MSAs and higher deductibles would allow health care consumers to first capture all the benefits of cost-conscious
shopping with their own money and then preserve their full, pre-tax value on a long-term basis.

Because the current structure of the tax code encourages first-dollar insurance coverage, our experience with high-
deductible policies is limited. Nevertheless, a handful of entrepreneurial insurance companies such as Golden Rule
Insurance are already marketing policies that offer deductibles as high as $3,000 per family at comparatively low
premiums.[30] The maximum deductible limits in Nickles- Stearns, however, would choke the competitive search for
the most efficient mix of self-insurance and third-party insurance for different consumers. It also sets an artificial,
legislative limit on future efforts to wean Americans away from comprehensive health insurance.[31]

Removing Risk from Insurance?

The federal mandates in Nickles-Stearns include specific restrictions on the prices for and terms under which federally
qualified health insurance plans must be purchased. The legislation tries to have it both ways on risk- related pricing. It



prohibits private insurers from varying premiums on the basis of factors other than age, sex, and geography but allows
discounts for people who participate in programs to reduce the risk of illness. That position, which is not as rigid as
pure community rating, allows some recognition of relevant risk factors. However, it redirects the incentives of private
insurers to "risk select" (identify and attract good risks, drive away bad risks) within the prescribed categories in a
more covert and targeted manner.

There is little dispute about the distorting misincentives of full-fledged community rating for health insurance. Setting
a single price for all insureds regardless of their individual risk characteristics operates as a tax on healthy
policyholders and a subsidy to high-risk ones. That tax is regressive as well, since lower risk insurance buyers will
tend to be younger, earn less income, and hold fewer assets than higher risk insureds.

Under the cross-subsidies of community rating, healthier insureds are charged for more than the risk that they as
individuals bring to an insurance pool. If that feature is combined with a mandatory, comprehensive benefit package,
they are then forced to pay higher prices for more benefits than they would choose on their own. But if insurance
buyers are left free to choose their own package of benefits, lower risk insureds will try to reduce their community-
rating tax by buying less comprehensive insurance, or none at all. That "adverse selection" is compounded by the
desire of higher risk insureds to obtain more extensive insurance coverage. Over time, the latter type of coverage will
become increasingly expensive, as many low-cost risks stop buying it and insurers must raise their prices to cover the
expensive claims of the predominantly high-cost risks that remain as paying customers.

To the extent that pure community rating cannot be evaded by adverse selection, charging every insured a single price
will encourage free riding by insureds whose voluntary behavior is risky and increases the cost of health care claims
within the insurance pool.[32] Besides reducing the incentives for risk reduction, community rating undermines
standards of personal responsibility and unfairly penalizes individuals with good health habits.

Unfettered competition in insurance markets would avoid those problems by pricing risk accurately. That makes all
kinds of risks equally attractive to insurers and eliminates incentives for selecting only lower risk customers. When
risk-based pricing is prohibited or hampered, however, resource allocation is distorted. Higher risk insureds who
benefit from pricing subsidies will demand more health insurance than they would purchase in a competitive market,
and lower risk customers who pay above-market premiums will seek less insurance.

However, if insurers cannot openly adjust their prices to reflect the costs predicted by different risk factors, they will
use risk selection and other nonprice competition to adjust their costs to regulated prices. That kind of competition will
drive insurers to reduce the amount that they spend on care of the sick and increase their spending on lower risk
customers.[33] A new "market" equilibrium will be established but on a less efficient basis.

Despite its bow to a limited set of risk-related factors, the Nickles-Stearns legislation attempts to prevent pricing based
on all other possible risks, such as the medical history and claims experience of policyholders. The effort to eliminate
risk selection is both futile and counterproductive.

To the extent that the permissible rating categories under Nickles-Stearns (age, sex, geography) fail to account for a
significant amount of the variance of health care costs within a particular risk class, profit-maximizing health insurers
will seek to "cream skim" within the boundary lines. Their incentives to recruit and retain low risks, while
discouraging enrollment and renewal of high risks, will remain strong, since age, sex, and geography explain no more
than 10 percent of the total explainable variance in health spending of a nonaged population.[34] Therefore, insurers
will want to discover additional information about the risk profiles of potential and current customers that the statutory
rating formula ignores.

That kind of information (well beyond directly observable variables such as an insured's health status and recent use of
medical services) can be developed in a number of ways. Supplemental benefit packages above the statutory minimum
can be designed to offer features that are more or less attractive to individuals with different risk profiles. High-risk
insureds who expect to use particular medical services extensively will tend to seek more extensive benefits packages.
Low-risk insureds will be more attracted to insurance plans with more cost sharing (e.g., a higher percentage
copayment) and fewer benefits. Even if benefit features are standardized, different insurance plans can continue to
compete for lower risks on the basis of their approach to managed care, utilization controls, limits on provider choice,



claims service, and advertising.[35] Indeed, by simply offering new health plans with some managed-care aspects,
insurers can improve their odds of attracting lower risk customers, since sicker patients are more attached to their
present doctors and will be reluctant to switch plans to obtain price savings.[36] All the additional information can then
be used to guide risk selection in a more targeted manner.

The unsuccessful effort of Nickles-Stearns to curb risk selection with modified community rating, however, would set
off further rounds of tighter regulation of health insurance. As more creative forms of cream skimming by nonprice
means developed, opponents of risk selection would insist on more extreme countermeasures. Unless and until the goal
of zero risk selection was successfully challenged, the political market for a universal mandate to purchase uniform
benefits from a monopoly insurer would grow. In the absence of a single-payer health care system that eliminates
virtually all forms of competitive variety, it will be impossible to ensure solely by price regulation that all "private"
health plans are equally attractive to individuals in different risk categories.

The Nickles-Stearns aversion to competitive pricing of risk-based insurance is further illustrated by several other
requirements that it imposes on private insurers regarding guaranteed issue, exclusion of preexisting conditions,
guaranteed renewability, and marketing practices.

Guaranteed issue provides insurance customers with a unilateral option to match their insurance plan to their health
status, at their convenience. When healthy, custom- ers can choose cheaper, less extensive insurance with little risk
that they will be caught short if their health status changes. (To the extent that universal coverage is not effectively
enforced, healthy customers will also risk little by not buying any insurance at all.) With insurers required to offer
coverage on demand, applicants can wait until they have more serious medical conditions before switching insurance
plans and buying more extensive medical benefits. Although those benefits will be somewhat more expensive,
opportunistic customers will really be purchasing them at a discount. The new insurer must charge them "standard"
rates, despite their higher health risk profiles.

The combination of guaranteed-issue insurance and modified community rating under Nickles-Stearns prevents risk-
based pricing and encourages healthier customers to buy less insurance. It also raises the price of health insur- ance for
the majority of buyers who do not benefit from regulatory subsidies.[37] In a competitive free market, a private insurer
would try to reduce those distortions by imposing some restrictions on the coverage available to new applicants with
preexisting medical conditions.

However, the Nickles-Stearns legislation effectively precludes that alternative. It also prohibits virtually all exclusions
of or limits for preexisting medical conditions, and its limited exception for previously uninsured applicants can be
easily defeated.[38]

In a final effort to purge risk considerations from the sale of private insurance, Nickles-Stearns attempts to eliminate
insurers' sales incentives to insurance agents that are based on applicants' age, sex, health status, claims experience,
occupation, or geographic location. Even if those vague prohibitions can be superficially enforced without regulatory
overkill, they will simply drive risk selection efforts toward more clever alternatives (e.g., targeted advertising; tie-in
sales of "risk-sensitive" benefits such as health club memberships, exercise facilities, and frequent preventive services;
subtle differences in location; selective outreach efforts; access to specialty care; and initial handling of patients).[39]
The most likely development is that, once Nickles-Stearns opens the door to federal regulation of health insurance
marketing practices, subsequent rounds of increasingly tighter controls will keep trying to catch up with the more
subtle techniques of innovative private insurers.

Having largely detached individual risk considerations from private insurance underwriting, the Nickles-Stearns
legislation will obviously distort risk distribution. It tries to compensate for that by requiring all insurance plans to
participate in state government-run risk adjustment programs.[40]

The immediate problem with prospective risk adjustment is that it is very hard to accomplish with any accuracy.
Harvard University health economist Joseph Newhouse estimates that an insurance plan might be able to predict at
least 15 to 20 percent of the variance in annual spending across a random sample of the population. But the Nickles-
Stearns rating categories of age, sex, and geography would account for only about 10 percent of that predictable



variance figure. Even if one includes other observable factors such as health status in a risk adjustment formula, no
more than 20 to 30 percent of the predictable variance can be accounted for by fully prospective characteristics.[41]
Prospective risk adjustment is further complicated by variations in the way different insurance plans would treat
apparently similar patients.[42] Attempts to risk adjust for health status would also create perverse incentives for health
plans to manipulate diagnoses and provide either inferior or unnecessary treatment.[43] Since Nickles-Stearns
encourages emphasis on both individual consumer choice and managed care, the limitations on risk adjustment will
simply intensify the ensuing competition in covert risk selection.

Providing retrospective risk adjustment based on after- the-fact knowledge causes other problems. Reimbursing health
plans on the basis of what they actually spend weakens incentives to contain costs.[44] That approach would ultimately
eliminate the risk-bearing role of private insurers and create the functional equivalent of a single-payer health
system.[45]

The Nickles-Stearns legislation is essentially trying to get insurers out of the business of pricing and managing risk
and into the business of managing the delivery of health care. The unique function of health insurers, however, is to
price and manage risk. They predict the likelihood of health care claims and base prices on those probabilities. True
health insurance offers to protect an insured's assets against the costs of risky events. Pricing risks accurately can make
bad risks as profitable to insurers as good ones.

The Nickles-Stearns version of private health insurance emphasizes efficiency in managing health care and paying
medical bills. Instead of shopping for asset protection, insurance customers will seek out plans primarily as
mechanisms to guarantee prepayment of their anticipated health care consumption decisions. Plans will compete for
buyers on the basis of the medical benefits, rather than the insurance benefits, that they offer.[46]

By diluting the insurance role of private insurers, however, Nickles-Stearns will inspire a new form of competition to
avoid sicker customers and attract healthier ones. Insurers who cannot adjust their prices to match risks will instead
adjust their claims costs. The amount that they spend on insureds will inevitably move toward reflecting the true risk-
adjusted price of the premiums that sicker insureds pay. Insurance plans will be discouraged from developing the
reputation of paying for the best treatment and thereby attracting patients with the most expensive illnesses.[47]
Nickles-Stearns creates a distorted tradeoff: either spend a great deal to provide benefits of little marginal value to low
risks, or reduce the availability of necessary benefits to high risks.

There is a market-based alternative to those futile efforts to remove risk considerations based on health status from
insurance decisions. It would allow insurers to charge actuarially fair prices that reflect the lower levels of risk for
healthier people. In an insurance market where tax policy did not discourage individuals from choosing their own
coverage, rather than relying on the group-based decisions of their employers, most customers would be concerned
about long-term protection against a downturn in their health risk status and could negotiate for the enhanced
protection of guaranteed renewability and limits on rate hikes.[48] (Such long-term contracts are common, for
example, in the individual life insurance market.)[49]

There is obviously a price for such contractual protection, but it is best determined between willing buyers and sellers
in competitive markets rather than hidden in indirect third-party subsidies, price distortions, and restricted availability
of comprehensive health care benefits. Competitive insurance markets are best suited for finding the right prices for
particular risks. The problems of customers with inadequate income or medically uninsurable risks can best be
addressed as social problems by other, more targeted means (e.g., safety net subsidies, private charity, risk pools) that
do not alter the relative prices of health insurance and medical care services.

Rearranging Tax Incentives and Playing the Progressive Redistribution Game

The Nickles-Stearns legislation makes two fundamental changes in the structure of tax benefits available for health
care. It provides the same amount of tax relief for out-of-pocket medical expenses as it does for health insurance
premium payments. Nickles-Stearns also makes tax financing more "progressive" by creating a three-tiered system of
tax credits that provides more relief to individuals as they spend higher shares of their income on health care. Those
features will, unfortunately, tend to diminish cost containment incentives, increase the likelihood of government price
controls, raise marginal tax rates for many Americans, and redistribute income to create new economic winners and



losers.

Whatever the other advantages to such an approach, it must be noted that extending tax-credit relief to medical bills
that are not covered by insurance will dilute the cost containment effects of both deductibles and copayments in health
insurance policies. If the applicable tax credit is 25 percent, for example, it will convert a $1,000 pre-tax deductible
into a post-tax one of $750, and the credit will reduce the copayment rate for a particular treatment or procedure by
one-quarter. When individuals become sick and face gaps in their insurance coverage, that tax credit "discount" could
encourage them to spend further amounts on marginal health care items.

The Nickles-Stearns tax credit for unreimbursed health care expenses will also make the federal government a co-
payer for every patient and every medical bill. As health care costs rise, so will the strong temptation for Washington
to impose Medicare-style price controls on hospital procedures and physicians' services.[50]

By setting up three levels of tax relief that are based on the ratio of health care expenses to adjusted gross income, the
Nickles-Stearns legislation will distort economic decisionmaking as consumers reach the margins of its various "bend
point" tax thresholds. Individuals nearing those zones will be rewarded for reducing their income and boosting their
medical spending.

Marginal tax calculations are further complicated by the fact that the Nickles-Stearns tax credits will apply only to the
federal income tax. Unlike the tax exclusion that they "replace," the tax credits will leave an individual's wages subject
to both the employer and employee shares of the payroll tax and state and local taxes.[51] That tax "windfall" for state
and local governments, plus the under- financed trust funds of the Social Security and Medicare programs, will be
particularly burdensome for the many middle-class Americans in income tax brackets of 28 percent or more.

Consider the case of a dual-earner couple in that tax bracket with two children and taxable income of $50,000 who
spend $4,000 a year on a family health insurance plus an additional $1,000 in out-of-pocket medical expenses. Under
Nickles-Stearns, they will receive a 25 percent credit against federal income taxes--$1,250 in tax relief. Assume that
they used to receive $4,000 in employer-paid group health insurance, but after enactment of Nickles-Stearns, they
receive that amount in higher wages. Those taxpayers are losing the benefit of the tax exclusion for the $4,000 that
used to be "paid" out as nontaxable health insurance but is now wage income. Their higher wages are subject to a 28
percent federal income tax rate, a 15.3 percent payroll tax rate, and state income taxes that are likely to bring the total
marginal tax rate close to 50 percent. So our couple ends up paying $750 more in total taxes ($2,000 minus the $1250
tax credit).

Although there are numerous variations that can push the before-and-after tax tradeoff in either direction (e.g., higher
health care expenses relative to adjusted gross income, differences in coverage under employer-paid insurance and
individually selected Nickles-Stearns-style insurance), the marginal tax rate effects are clear: taxpayers in federal
income tax brackets above 15 percent (28 percent, 31 percent, 36 percent, 39.6 percent) are more likely than not to be
net losers, particularly when they must also pay payroll and state taxes on their increased wage income.[52] To the
extent that those marginal dollars (taken from what was previously employer-paid insurance) are spent on health care,
the higher marginal tax bite imposed by the combination of all federal, state, and local taxes will not be fully offset by
the 25 percent income tax credit for health care spending that is available under Nickles-Stearns.

Thus, in addition to its rules for modified community rating and other limits on risk-based insurance premiums, the
Nickles-Stearns legislation rearranges the real price of health care via the tax code. The legislation's income
redistribution efforts are saluted for reducing net spending on health care (after wage effects) by more than $1,000 a
year for 39 percent of all families with a head under age 65, but they also increase health care expenses by more than
$500 a year for one in four households.[53] Under Nickles- Stearns, net health care costs will increase by more than
$500 a year for

27 percent of all families with annual incomes from $20,000 to $29,999, 29 percent of families with
incomes from $30,000 to $39,999, 25 percent of families with incomes from $40,000 to $49,999, 30
percent of families with incomes from $50,000 to $74,999, 31 percent of families with incomes from
$75,000 to $99,999, and 32 percent of families with incomes over $100,000.[54]



The game of deliberately creating economic winners and losers by progressive taxation strays far afield from the
principles of both market-oriented health care reform and supply-side tax policy.

Administrative Complications

Nickles-Stearns relies on "refundable" tax credits to target maximum financial assistance to low-income individuals. In
theory, taxpayers who were eligible for a tax credit that was larger than the amount of their federal income tax liability
would receive a check for the difference from the federal government. In practice, delivering such tax assistance in a
timely manner will be difficult-- particularly to unemployed or nonworking individuals who are not subject to regular
income tax withholding. Problems of tax compliance and income volatility will be hard to overcome.

Many eligible individuals will simply fail to take advantage of federal assistance. Consider the fact that fewer than 1
percent of those eligible for the "earned income tax credit" exercise their right to get part of it in advance in their
paychecks.[55] Yet Nickles-Stearns assumes that it will be possible to require a large number of currently nonfiling
"taxpayers" to file tax returns in order to claim tax credits for health care expenses.

The Congressional Budget Office estimates that achieving that objective would involve the filing of almost 12 million
new tax returns. The combination of those additional filings and the lure of refundable tax credits is likely to create
substantial administrative burdens for the IRS and heavy compliance costs for low-income households. Generous
sliding-scale tax credits would also encourage tax fraud (understating income and overstating health care
expenses).[56]

Since the overall amount of the tax credit and its "refundable" status are both dependent on a taxpayer's current income
level relative to eligible health care expenses, many individuals might be hard-pressed to determine the appropriate
size of their tax credit (if it is based on current income) until after the end of a tax year. On the other hand, basing the
percentage of such tax relief on one's income over the previous year would deliver the re- fundable money after the
need for assistance had passed.[57]

Constraints on Cost Containment

The Nickles-Stearns legislation places much more emphasis on guaranteeing universal coverage, ensuring
comprehensive benefits, and providing progressive tax relief than it does on establishing incentives to contain costs. Its
advocates predict that it will moderate costs through "consumer choice in a competitive market."[58] Such claims are,
at best, exaggerated. On the one hand, the legislation would encourage greater demand for health insurance and
medical services, and, on the other hand, it would hamper the use of more effective devices for restraining health care
costs.

By guaranteeing a substantial package of insurance benefits for the many Americans who currently are either
uninsured or face gaps in their coverage, Nickles-Stearns would increase their overall spending on health care. Even if
they originally might have preferred to make different consumption decisions on a cash basis, they would now have
both the means (fairly comprehensive insurance) and the incentives (extracting the maximum cash value of coverage
that has already been purchased, plus the leverage of very limited cost sharing) to incur higher medical bills that would
be covered by insurance.

The tax benefits under Nickles-Stearns will also drive health care spending higher. The legislation's tax credits operate
as price subsidies for both health insurance and out-of-pocket spending on health care. The tax credits will reduce the
post-tax cost of health care for many, if not all, consumers (depending on their marginal tax brackets). The tax
incentives will also encourage people to purchase more comprehensive insurance with fewer controls on costs
(particularly cost containment strategies that increase the unsubsidized costs of time and inconvenience).[59]
Extending the tax credit subsidy to out-of-pocket health care expenses may partly reduce the demand for health
insurance, but it also has the potential to increase overall spending on health care.[60]

The Nickles-Stearns legislation's limits on cost sharing further tilt the odds against greater reliance on self- insurance
and cost-conscious health care spending. As previously noted, its ceiling on insurance deductibles will cut short the
potential cost savings from purchase of truly "catastrophic" insurance that would dampen demand for discretionary



health care, reduce private insurers' administrative costs, and help individuals to fully fund their personal MSAs.[61]

After stimulating overall consumer demand for health care, and short-circuiting the full cost containment potential of
the high-deductible insurance-MSA combination, Nickles-Stearns apparently hopes that greater individual choice in
selecting private insurers and their respective benefit packages will help slow spending growth. The legislation's
advocates tout the success of the Federal Employees Health Benefit Program (FEHBP) and claim that its health care
reforms will operate in an even more efficient manner.[62] The FEHBP record on cost containment, however, is
somewhat mixed and depends on when one sets the baseline period for measurement.[63] Political constraints keep a
tight lid on patient cost sharing and encourage adverse selection by federal employees during annual "open season"
enrollment periods.

Moreover, the Nickles-Stearns structure for health care purchasing is markedly different from the current FEHBP
framework. One of the latter's strongest cost containment incentives comes from its equivalent of a tax subsidy cap.
The federal government, as an employer, contributes a fixed amount for each employee's health insurance--75 percent
of the average cost of the lowest cost health plans available under the FEHBP. As a result, federal workers and retirees
must bear the full, unsubsidized cost of choosing more expensive health insurance, and they also get no tax assistance
for out-of-pocket health care expenses. Tax benefits under Nickles-Stearns, on the other hand, are uncapped and are
passed through directly to individuals.

Nickles-Stearns provides for a very limited form of competition among private insurers. Insurers may offer marginally
differentiated packages of supplemental insurance benefits, but the legislation sets such a high standard for minimum
benefits that the main effect of benefit competition will be to push spending upward, not downward. In short, benefit
packages can be made more, but not less, comprehensive.

The Nickles-Stearns coverage standard for its mandatory benefits--"all medically necessary acute medical care"--
would further restrict competitive innovation in cost control.[64] If consumer choice is to move beyond superficial
differences between competing health plans, insurers must be encouraged to craft enforceable private contracts that
define real differences in the nature, intensity, and content of the health care services for which they will pay. The true
market-based alternative to regulatory controls and political rationing of health care must center on greater use of
private insurance contracts as economizing instruments.[65] Enshrining the traditional "medically necessary" standard
in the Nickles-Stearns legislation, however, would lock in permanently an extensive line of court rulings that have
been hostile to insurance coverage restrictions and essentially created open-ended entitlements to state-of-the- art
medical treatment for insured patients.[66] It would lock the legal door and foreclose promising experiments in
allowing individual consumers to make their own economizing choices and voluntary tradeoffs in health care via
customized insurance contracts.[67]

Getting the Politics of Health Care Reform Right

The Nickles-Stearns legislation, of course, is a political document. It makes a number of assumptions about which
policies will accomplish the primary goals of derailing passage of some version of the Clinton administration's health
care plan and reforming the present health care system in a more market-oriented direction. The fundamental political
premises of Nickles-Stearns include the following:

Any legislative alternative to the Clinton plan must guarantee universal coverage.

The minimum benefits package for all insured Americans must be fairly comprehensive, with specific
limits on personal cost sharing under universal insurance coverage.

Risk selection and medical underwriting by private insurers are undesirable and should be kept to a
minimum.

The federal government should ensure that the financing of health care is more "progressive" and that the
distribution of health insurance coverage is more "equitable."

Those assumptions are not only flawed as matters of principle; they also very poorly frame key issues in this year's



health care debate. Having chosen to fight on the wrong turf for only marginal advantages, Nickles-Stearns guarantees
itself a losing political hand. By failing to provide a clear alternative based on market principles, the legislation blurs
opposition to Clinton-style health care legislation and will help rather than hinder passage of the latter.

Acceptance of President Clinton's political bottom line--universal coverage--falls into a disastrous trap. Universal
coverage can only be achieved at the price of federal control of "private" insurance markets. Once universal coverage
is law, the government will dictate how we buy mandated insurance, determine what kind of benefits it provides, and
inevitably regulate how it is priced. As Republican strategist William Kristol has pointed out, "Federally mandated
insurance coverage requires either government control over nearly every detail of daily medical practice, or an
aggressive enforcement regime that would be an affront to the idea of limited government, or both."[68]

Once one agrees to universal coverage, the next issue is who must pay for it. Nickles-Stearns insists on an individual
mandate, as opposed to the employer mandate proposed in the Clinton administration's Health Security Act and its
congressional offspring.[69] Either type of mandate is the equivalent of a tax. Assume that the only choice in this
year's health care financing debate becomes: who pays the tax, you or your boss? Most voters will be a few credit
hours short of their degree in labor economics and are likely to deal with the surface reality of politics. They will side
with the president and conclude that their employers can, and should, pay the insurance bill. Republican members of
Congress and other opponents will be caricatured once again as trying to protect business and put the burden on the
little guy.

If support for an individual mandate makes clear that everyone agrees that some mandate is necessary, and the only
question is who will pay for it, political dynamics will put the mandate on employers instead of their workers. If one's
goal is to defeat an employer mandate, the only effective method is to oppose across the board the imposition of any
new mandates and other hidden health taxes on everyone.

The larger issue, of course, is not to determine who will get stuck with the bill for new mandates, but how to first hold
the line on, and then hopefully reduce, the burden that government health care policies already impose on all of us.

The next step beyond the mandate issue requires specifying the content of the insurance package that must be
purchased. There can be no mandate for universal coverage without a single, uniform benefit plan for everyone to buy.
The Nickles-Stearns acceptance of that provision sets the legislation up for further political ambushes.

The first drawback in defining standardized benefits is that the process sets off a political bidding war over what is
covered by the mandatory insurance plan. In such a competition, the Clinton plan already has the upper hand over
Nickles-Stearns in offering more generous benefits, and its supporters will have fewer inhibitions about promising to
expand coverage for such items as home health care, long- term care, and mental health treatment. Once again, there is
only one way to avoid coming off as a stingy loser in bidding over the scope of the health insurance entitlement:
oppose the political specification of a single, uniform package of health care benefits in the first place and support full
freedom of choice for consumers to determine what is in their own insurance plans. Nickles-Stearns has already
demonstrated that, even before the bidding war commences and special interests bring all their potential pressure to
bear, it cannot hold the line at minimal catastrophic insurance in setting its own initial benefit package.

The second drawback to standardizing benefits is its inherent resistance to cutting back costly reliance on third-party
insurance payments to finance many routine health care services. The key political insight behind proposals to
encourage greater use of MSAs and high-deductible insurance is that they restore incentives for consumers to seek
lower priced, more efficient health care services. When they spend more of their own money and control a greater
share of their health care purchases, consumers will also insist that providers make greater efforts to control costs and
improve quality.

Unfortunately, however, Nickles-Stearns undermines the appeal of that politically attractive approach. It sets a
restrictive ceiling on deductibles under its standardized insurance package. That arbitrarily cuts off opportunities to
fully exploit the cost-saving potential of high-deductible insurance. Instead of viewing saving as the clear alternative
to buying more comprehensive expensive third- party coverage, consumers may decide that the tax credit discount will
allow them to cover modest gaps in insurance coverage with cash on hand.



The effect of the tax financing structure under Nick- les-Stearns will be to selectively penalize a substantial number of
upper income and middle-income Americans with comprehensive employer-paid health benefits. The new revenue
will then be redistributed to make health care cheaper for a somewhat larger fraction of middle-class taxpayers and to
finance health insurance for the uninsured. That redistributionist scheme not only represents unwise tax policy; it also
alienates another key constituency that is predisposed to oppose greater government control of health care.

Equally damaging is the manner in which Nickles-Stearns frames the issue of how health care reform will be financed.
One of the Clinton plan's key vulnerabilities is the fact that it will cause a substantial number of people (at least 40
percent) to pay more for health care than they do today. The fact that a somewhat smaller, but still large, number of
Americans will also have to pay more under a leading Republican alternative, such as Nickles-Stearns, provides
political cover for the president's plan and lets it off the hook on the tax issue. The president can simply point to the
sponsors and key supporters of the Nickles-Stearns legislation (such as the Heritage Foundation) and say, "Everyone
on both sides of the aisle agrees that some will have to pay more for health care."

Advocates of limited government gain the high ground in political debates over across-the-board tax cuts. They lose
their advantage when the issue becomes how to redistribute tax burdens among new sets of winners and losers.

Since Nickles-Stearns would launch a new entitlement program that would affect higher income people less favorably
than those with lower incomes, it also risks creating the kind of political backlash that led to the speedy repeal of the
Medicare catastrophic insurance program in 1989.[70]

Finally, the Nickles-Stearns legislation undermines the political case for consumer choice and competition in health
insurance, because it remains ambivalent about risk-based underwriting and afraid of wide disparities in coverage.
Nickles-Stearns treats competition among insurers as dangerous unless they are kept on a short leash. Therefore, it
imposes modified community rating, standardizes basic benefits, limits cost sharing, prohibits certain marketing
practices, and provides for risk adjustment. Since it will not allow private companies to be real insurers with risk-
based underwriting and pricing, Nickles-Stearns fails to make a persuasive case for keeping health care insurance
within the private sector.

Nickles-Stearns reveals lack of confidence in how the markets it purportedly promotes would actually work. Its
political assumptions carry the underlying message that, without explicit federal regulation, vulnerable consumers
cannot bargain in their own self-interest, resist exploitation by private insurers, and obtain the best value in health
insurance.

Conclusion

The Nickles-Stearns legislation represents a significant effort by many conservative members of Congress to offer a
less onerous alternative to the Clinton administration's proposal for health care overhaul. It certainly avoids the worst
features of the latter's Health Security Act--employer mandates, purchasing alliances, global bud- gets, caps on
insurance premiums, and generous guaranteed benefits. By replacing the tax exclusion with individual tax credits,
Nickles-Stearns would encourage consumers to become more involved in choosing their own health insurance
coverage and to do so in a more cost-conscious manner. The legislation's change in the way health care is financed
would make private insurance more portable and avoid structural disruptions in coverage whenever workers changed
or lost their jobs. The legislation also offers a number of modest, but useful, reforms in the areas of medical
malpractice liability and antitrust law.

Unfortunately, Nickles-Stearns makes the fatal mistake of endorsing compulsory, government-defined, universal
insurance coverage. That fundamental feature automatically leads to the requirement that all Americans purchase a
standard package of health care benefits. It also opens the door wide to extensive political interference in private
health care decisions.

Having already compromised its ability to deliver market-based health care reform, Nickles-Stearns then goes on to
undercut the appeal of MSAs. It engages in a futile and counterproductive effort to stifle risk-based underwriting and
pricing by private insurers. The legislation also distorts marginal tax rates and launches a dubious income
redistribution scheme. Those measures diminish the ability of Nickles-Stearns to achieve one of the primary objectives



of health care reform--cost containment.

Finally, Nickles-Stearns frames the political debate over health care on the wrong issues. That will hinder rather than
help the groups that are trying to build opposition to the Clinton health plan and similar legislative initiatives.

The diagnosis is clear. Nickles-Stearns is well intentioned but in need of market-oriented corrective surgery.
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