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	Abstract
Americans are frustrated with the unaffordability of health insurance, the effectiveness
of health care, and the rising number of uninsured. One important contribution to all of
these challenges is the increased insulation of Americans from the cost of their care. In
1965, roughly half of health-care expenses were paid out of pocket by patients; by 2006,
that figure had declined to just 13 percent—lower than the average of other high-income
OECD countries.
One-size-fits-all high deductible policies associated with Health Savings Accounts (HSAs)
require costly tax breaks for the most affluent while unnecessarily increasing financial
and health risks for low- and moderate-income families. Instead, any expansions of cost
sharing should be based on the evidence, chiefly the RAND Health Insurance Experiment
and subsequent research. The RAND experiment found that cost sharing, if related to a
family’s income, could reduce health spending by an average of 31 percent without any
worse health outcomes. Subsequent research finds that the savings could be even greater.
This paper proposes a template for a progressive cost sharing plan that would require
typical families to pay half of their health costs until they reached 7.5 percent of their
income; low-income families would not have any cost sharing. The analysis shows that
this template could reduce total health spending by 13 to 30 percent, reducing premiums
by 22 to 34 percent without hurting health outcomes. Moreover, low- and moderate-income families would face less cost sharing than they do under typical plans today while the
premium savings would be more than enough to compensate middle- and upper-income
families for the modest increase in their exposure to small risks. Every family would have
an affordable limit on their out-of-pocket payments, in contrast to the situation today,
where many families have insurance policies that expose them to unlimited cost sharing.
In addition, the paper suggests the potential inclusion of evidence-based exceptions for
highly valuable preventive care and chronic disease treatments as well as other mechanisms to protect the chronically ill.
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1. Introduction

I

n 1965, the average American received $995 worth
of medical care (in today’s dollars).1 Nearly half of
this amount, $483, was paid out of pocket for deductibles, copayments, coinsurance, or for services
and supplies not covered by insurance. Third parties, usually private insurance companies, paid the
other half. In the decades that followed, health care
was transformed, as increased use of health-care services, together with expensive new technologies and
drugs, increased spending per capita to an estimated $6,640 in 2006. Yet even as national health-care
spending increased nearly sevenfold, the amount
that consumers paid out of pocket did not even
double, rising to just $837 in 2006. Most of the remainder of health spending, now over 87 percent of
the total, was covered by insurance. Public insurers
(mainly Medicare and Medicaid) and private insurers each pick up roughly half the tab. In other words,
by 2006 the average household was directly paying
for about one-eighth of its health care, down from
one-half in 1965. Today, the average American pays
a smaller fraction of health expenses out of pocket
than the average resident pays in other high-income
countries, all of which have universal insurance.
On balance, the transformation of health-care financing has been a positive development. Insurance coverage has been extended to many who
before were without it, and the benefits that the
typical American receives are far more comprehensive than they used to be. This expansion of
health insurance has led to better access to health
care, and this in turn has contributed to longer life
expectancy and improvements in the quality of
life—benefits that far exceed their cost (Cutler et

al. 2006, Hall and Jones 2007, Murphy and Topel
2006). Although too many people remain exposed
to too much health-related financial risk, insurance
does protect most households from the enormous
variation in health-care expenditure to which the
vagaries of illness would otherwise subject them.
Although most families spend a substantial amount
on health care, the spending is relatively predictable, with 96 percent of nonelderly households in
the middle-income quintile spending less than 10
percent of their income on out-of-pocket payments
for health care (2004 Medical Expenditure Panel
Survey [MEPS]).2
At the same time, Americans are frustrated with
health care. They worry about the overall level of
expenditures that are putting a strain on family and
government budgets. They worry about the high
and rising number of uninsured. And they worry
about whether they are getting enough value for
their money. Some have touted high-deductible
health plans associated with health savings accounts
(HSAs) or new tax deductions for health expenses
(Cogan et al. 2005) as the magic bullet solution to
all these problems. Not only are these approaches
not magic bullets, but they also create significant
and unnecessary problems, including exposing lowand moderate-income families to too many financial
risks, possible worse health outcomes, and costly and
regressive tax cuts that in many cases have little to do
with health care (see Collins 2006, Furman 2006b).
Although proponents of HSAs have the wrong
prescription, their diagnosis captures one important problem with our current health system. What

1. Calculated using the Center for Medicare and Medicaid Services (CMS; 2007) and the Bureau of Economic Analysis (BEA; 2007b). All
inflation adjustments use the price index for personal consumption expenditures.
2. The MEPS has been conducted annually since 1996 (data are available up to 2004). Its predecessor surveys were the National Medical
Care Expenditure Survey (NMCES), conducted in 1977, and the National Medical Expenditure Survey (NMES), conducted in 1987.
Although the 1977 and 1987 surveys are not fully comparable to the MEPS, comparisons with the Bureau of Labor Statistics’ Consumer
Expenditure Survey and the National Health Expenditure data indicate that the data are reasonably consistent for our purposes. Nonelderly households are defined as those headed by someone under the age of 65.
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we need is a different approach to encourage cost
consciousness in a progressive manner that links
the level of cost sharing to income and attempts
to use cost sharing to improve systemwide incentives for more effective care. This approach has
the potential to be not just more equitable, but
also more economically efficient than the HSA
approach. Moreover, even those who would rather
not see any more cost sharing should recognize
that greater cost sharing is likely to be part of the
health system in the future. That makes it all the
more important to help ensure that this cost sharing is designed in an efficient and fair manner that
reduces major risks, promotes better health, and
makes health insurance more affordable.
The increased insulation from prices of household
decisions about health care has several downsides:
First, because few people are confronted with the full
price of their care, more care tends to be purchased:
physicians order more tests, procedures, and drugs
for their patients; hospitals invest in more expensive
equipment and have the incentive to use it more; and
medical innovation favors exotic technologies over
technologies that lower costs. The insulation from
the full cost of health care has been responsible for
anywhere from 10 to 50 percent of the large increase
in health expenditures as a share of the economy in
recent decades (Manning et al. 1987, Finkelstein
2007). Households may be insulated from paying for
health care out of pocket, but they cannot be shielded from paying the full cost through other means,
including premium payments, forgone wages to
cover the cost of employer premium contributions,
and higher taxes to pay for public programs (see, for
example, Gruber 1994). These add up to nearly 20
percent of income for the typical family of four (see
Box 1), putting an increasing strain on family budgets and reducing real wage growth.
Second, the decline in out-of-pocket spending relative to total health spending is one of the major

Box 1

How Does a Typical Family Pay
for Health Care?
In 2006, a typical working-age family of four
had an income of about $97,000 (including
employer benefits) and paid $16,153—directly
and indirectly—for health care, or 17 percent
of their total income. The following table shows
where the money goes:
Dollars

Percent
of income

Employee contribution
to premium

$2,973

3%

Out-of-pocket expenses
for cost sharing

$1,643

2%

Employer contribution
to premium

$8,508

9%

Income and Medicare
payroll taxes

$3,029

3%

$16,153

17%

Total

Source: Author’s estimates using data from a variety of sources including
the 2005 March Current Population Survey (U.S. Census Bureau 2006), the
Bureau of Labor Statistics’ Employer Costs for Employee Compensation,
the 2004 MEPS, and Kaiser et al. 2006. All data are updated to 2006 dollars.

factors in the disturbing increase in the number
of uninsured, from 14 percent of the nonelderly
population in 1987 to 17 percent of that group in
2005 (U.S. Census Bureau 2006). When out-ofpocket costs are lower, premiums must necessarily be higher. This is partly a matter of simple accounting—costs not borne out of pocket must be
covered—and partly a matter of the economic incentives just described: people will use more health
care when the price they pay for one more doctor’s
visit or one more prescription is low. The result is
that health insurance itself is increasingly expensive,
leaving more households unwilling or unable to pay
for coverage. Moreover, many households are underinsured and left facing substantial financial risks,
with 22 percent of workers in plans that have no
out-of-pocket maximum and thus expose them to
potentially unlimited risks (Kaiser Family Foundation [Kaiser] et al. 2006).3 Even families with good

3. Some of these workers are in HMOs and thus face little cost sharing, making the absence of an out-of-pocket limit irrelevant to the risks
they face.
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insurance plans face the risk and associated anxiety
of losing that coverage.
Finally, the transformation in health-care financing can lead to worse health outcomes. Those
who go without insurance receive less than half as
much health care as the insured, resulting in poorer
health outcomes for them, including an estimated eighteen thousand premature deaths annually
(Hadley and Holahan 2003, Institute of Medicine
[IOM] 2003). Those who do have insurance spend
more but do not necessarily get better outcomes.
On average, health spending is enormously beneficial, with benefits that far outweigh its costs. At the
margin, however, the effectiveness of health spending varies greatly. Much of it is ineffective or even
harmful. The RAND Health Insurance Experiment, discussed in §3, found that a large majority of
people who did not face any cost sharing received
40 percent more health care without any better
outcomes than those who had cost sharing, in part
because the extra spending went to procedures that
were barely useful or even harmful. A number of
studies have identified large disparities in the intensity of treatments for Medicare patients in different
parts of the United States, without any commensurate difference in outcomes (e.g., Wennberg et al.
2002). One survey noted that “for patients with hip
fractures, colorectal cancer, or myocardial infarction, more conservative practice patterns are associated with better survival” (Fisher 2003, p. 1665).
Direct studies of medical procedures have found
that a large fraction—often totaling one-third of
all such procedures—are either inappropriate or
of equivocal value (McGlynn 1998). At the same
time, some health spending is clearly underutilized,
in particular some preventive care and well-proven
drugs to control chronic conditions such as hypertension, diabetes, and depression. At a systemwide
level, there are few incentives to help direct people
toward health care that is extremely important
and underutilized and away from other seemingly
more common areas where care is marginal or even
harmful. Moreover, some of the techniques to get
more out of health spending—for example, health
maintenance organizations (HMOs)—have been

increasingly unpopular, in part because the supply-side constraints, whereby insurance companies
deny treatments or give health providers an incentive not to offer care, are not consistent with the
demand-side incentives, which offer patients the
prospect of free care, with no cost sharing, for any
approved procedures.
Helping consumers become more cost conscious
about their health-care choices, if and only if it is
done correctly, has the potential to make progress
in these three areas: First, greater cost consciousness can bring down health insurance premiums.
The progressive cost-sharing plan presented in this
paper would lower total health spending by 13 to
30 percent and premiums by 22 to 34 percent. Employers’ savings on premium contributions would
be passed on to workers in the form of more rapidly rising wages, alleviating some of the squeeze
that families face. Second, greater cost consciousness can reduce the number of uninsured, both
directly by making premiums more affordable and
indirectly as part of a broader health-care reform
that uses some of these savings to ensure affordable
universal coverage. Moreover, exposing families to
smaller expenses can help shield them from larger
expenses. In the progressive cost-sharing plan, at
least 23 percent of people would see their outof-pocket expenses fall, particularly families with
lower incomes or larger out-of-pocket expenses in
the current system. Finally, by more appropriately
aligning system-side incentives facing both patients and providers with medical evidence, more
cost-effective insurance may also promote health.
All told, increasing cost sharing for most everyday health-care expenditures, such as low-yielding
medical tests, while reducing the income share that
households have to pay for catastrophic care, can
lower total health-care spending, improve health
outcomes, and ultimately reduce the financial risks
faced by families.
One key to implementing cost consciousness correctly is to provide more protection to households
with low and moderate incomes, and more direct
exposure to price signals for higher-income house-
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holds. Reforms along these lines have been proposed by people across the ideological spectrum,
from conservative economist Martin Feldstein to
single-payer health insurance supporter Thomas
Rice (Feldstein 1971, Rice and Thorpe 1993; see
also Feldstein and Gruber 1995, Seidman 1980).
Ideally, this could be accomplished simply by linking the degree of cost sharing in insurance plans
to income—for example capping out-of-pocket
payments at 7.5 percent of income for middleclass families. If income-linked out-of-pocket payments prove too difficult to institute, lower-income
households could instead be compensated for the
extra risks associated with greater cost sharing by
providing them with lower premiums—or even tax
credits or transfers—to help them meet their outof-pocket payments.
Also worth considering is some form of “smart”
cost sharing that would exempt health treatments
whose benefits are proven but currently underutilized, such as preventive care, statins for people
with high cholesterol, or beta blockers to manage
cardiac arrhythmias (Lambrew 2007). Covered participants would pay nothing or a reduced amount
out of pocket for these favored treatments. Not
only would this lower the relative price of these
treatments to users, but it would also send a strong
signal about the types of care that are proven to
be valuable and effective from a wellness point of
view. Moreover, extra cost sharing would ideally
be combined with some form of compensation for
those with chronic conditions. The current limitations of our knowledge about both medical effectiveness and how the utilization of different types
of treatments responds to prices, however, limit
what we could accomplish with smart cost sharing
today. Nevertheless, the potential payoffs to getting
it right are high enough that further research and
experimentation would be very beneficial.
If done incorrectly, however, greater cost sharing
could be counterproductive. Consider the highdeductible insurance plans associated with the
HSAs established under the Medicare Prescription Drug, Improvement, and Modernization Act
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of 2003 (U.S. Congress 2003). These plans have a
fixed deductible, which averages $4,000 for a family
plan, and returns on savings within the associated
accounts accumulate tax free (Kaiser et al. 2006).
Each family has the same deductible regardless of
its income, leading to a substantial risk for lowerincome families who may not be able to afford the
$4,000 deductible, while only negligibly changing
the health-care spending incentives facing high-income families. Moreover, not only do low-income
families get the extra risk, but they also get little
benefit from the tax-free accounts because they are
in low tax brackets. In contrast, high-income families are able to bear the risk and get tax breaks that
are larger for people in higher tax brackets. In some
cases, these tax breaks actually increase the bias of
the tax code toward greater health-care spending,
potentially increasing total health expenditures
(Furman 2006b, Remler and Glied 2006). Moreover, current-law HSAs also lack any mechanism to
insure people with chronic conditions. Finally, the
integration of cost sharing into health-care reform
needs to be mindful of the ever-present potential for
adverse selection: healthier people tend to opt into
plans with more cost sharing to take advantage of
the lower premiums, leading insurers to try to differentiate between the healthy and the less healthy
and to exclude the latter from coverage or price it
out of their reach. But because today’s HSAs were
introduced in the absence of comprehensive health
reform that addresses this problem, they actually
increased the risk of adverse selection, splintering
insurance pools.
Cost consciousness is not a magic bullet. It is also
important to combine cost sharing, which is a demand-side approach to improving the cost effectiveness of care, with supply-side measures that lead
to better decisions about which care is offered and
to whom. These include familiar managed-care
techniques such as reviewing the use of health care
and giving suppliers the incentive to offer appropriate care through supply-side cost sharing (whereby
suppliers share some of the costs of treatment) and
pay-for-performance (which rewards doctors and
hospitals for achieving measurable benchmarks).

T h e P r o m i s e o f P r o g r e s s i v e C o st C o n sci o u s n e s s i n H e a lth - c a r e Re f o r m

Instead of demand- and supply-side measures being viewed as alternatives, however, they can and
should be viewed as complements (Newhouse
2004). Indeed, one reason for the backlash against
managed care in the past decade may have been the
disconnect between the demand and supply sides:
consumers were promised essentially free care,
only to be told when they came to seek care that
they could not have it. If demand-side incentives
and supply-side constraints can be made to work
together, the result might be a more effective and
more sustainable health-care environment than
Americans experienced under the rigid managedcare techniques associated with HMOs that became
increasingly unpopular in the late 1990s.
Enhanced cost consciousness is not without its
downsides. It presents a trade-off: health insurance
can become more affordable, and individuals can
face a smaller risk of personal financial catastrophe,
but only if all of us accept an increased financial
risk over a range of possible spending that falls
far short of catastrophic levels. Because risk is an
inherently random process, this means that some
individuals will inevitably end up better off and
others worse off. If the alternative to greater cost
consciousness were free care with no constraints
at a low premium, the choice would be easy, but
this is not the choice we face. In a world of limited resources, where illness strikes unpredictably
and all health care must ultimately be paid for by
individuals, trade-offs are unavoidable. The goal
of increased cost consciousness is to help put individuals in the position to make their own decisions
about these trade-offs.
Cost consciousness can and should be a critical
component—together with pooling mechanisms
to ensure that everyone has an affordable insurance option—of any viable plan to achieve such
universal coverage. Even single-payer health insurance needs a way to decide what care to provide or to withhold in order to keep costs from
rising uncontrollably. Most countries with singlepayer plans do this in part through cost sharing.
In fact, as detailed in §2, the United States has a

lower overall rate of cost sharing than the average
OECD country. Health reforms at the U.S. state
level that include an individual mandate, like the
Massachusetts plan, face the challenge of designing a pooling option that is affordable enough for
middle-class families who receive little or no subsidies. Income-related cost sharing is one way to
meet this challenge.
Raising cost consciousness is not a cure-all. The
challenges facing the nation’s health-care system
are so large that no single change can hope to
solve all of them. Better information technology,
improved disease management, more effective prevention, and strategies to address the mounting
public health challenges, such as the obesity epidemic, will all be important in ensuring that we get
the maximum benefit from our health dollars. In
some areas, particularly managing chronic illnesses,
we should spend more, not less.
But none of these reforms, by themselves, address
the difficult problem of deciding when and how
to say no to the expensive care of marginal benefit
(Aaron et al. 2005). In an economy that relies on
the ability of individuals to make sound decisions in
their own interest, and in a society that is concerned
about individual outcomes, exposing individuals to
the price of health care through greater cost sharing, in a manner consistent with their ability to
pay, is a sensible approach. Although not necessarily popular, neither are the alternatives: having insurance companies or the government make these
decisions or allowing health expenditures to grow
without bound.
This discussion paper argues for serious consideration of a greater role for cost consciousness in
health-care reform. This paper provides evidence
of the potential of this greater role, but also warns
about the dangers of approaches such as currentlaw HSAs. This paper does not propose a single,
specific reform design because any cost-sharing
measure or set of measures chosen should be part
of a broader health system reform that provides
universal insurance, and the form of cost sharing
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will depend on the shape of that system. Instead,
the goal is to provide guidance for how cost sharing
could be included in broader reforms.
Section 2 of this paper is a review of recent trends
in cost sharing, and in particular the long-term
decline in cost sharing relative to total health-care
spending. Section 3 reviews the evidence on cost
sharing and finds that it has the potential to dramatically lower costs with no adverse effect on health
or financial security—provided that cost sharing is
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related to income. This is followed by an analysis
of the impact of alternative forms of cost sharing,
in §4, focusing on income-related out-of-pocket
limits. The paper then briefly discusses some important related issues in §5, including the potential
for “smart,” evidence-based cost sharing and how
best to insure the chronically ill. The penultimate
section, §6, sketches some ways to implement income-related cost sharing, or versions of it, and the
final section, §7, concludes.
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2. Trends in Cost Sharing

I

n the United States today, the majority of families face relatively little cost sharing, either as a
fraction of their income or as a fraction of their
total health-care expenditure. As noted in the introduction, the costs borne directly by those with
insurance have diminished as a share of total healthcare spending, and that share is lower than the average for other OECD economies.
It is worth emphasizing at the outset that cost sharing as used here is limited strictly to out-of-pocket
payments by the health-care consumer, either for
services not covered by insurance or for the portion of covered services that, under the insurance
contract, the insured must pay for herself, through
deductibles, copayments, and the like. The definition does not include premium payments, including those paid directly by the insured individual
and indirectly through the lower wages that reflect
the employer’s contribution. There are three reasons for this focus: First, this analysis is concerned
with factors that affect the amount of health care
a person receives, measured both in terms of total
spending and in terms of its impact on that person’s health. Here the most relevant factor is how
much a person has to spend for health care actually
consumed, and not how much she pays for insurance. Second, some conventional estimates of the
individual share of health-care spending are flawed,
because they do not reflect the fact that even insured individuals ultimately bear the full burden of
that spending, either through direct expenditure
on premiums or through out-of-pocket payments,
lower wages, or higher taxes. Finally, the emphasis here is on the risks associated with health-care
spending. Variable out-of-pocket payments, which
can range from nothing to hundreds of thousands
of dollars, represent a risk. A known premium,
whether paid by an employer or by the individual,
does not. This is not to say that rising premiums, or
more generally a rising share of income devoted to
purchasing health insurance, are not also cause for

concern, but this concern is part of what motivates
the focus on out-of-pocket payments and their role
in health-care spending in the first place.
This section begins with an analysis of aggregate
data, data that capture broad trends in both public
and private insurance. Then it uses data at the individual level to focus on changes in cost sharing for
the privately insured. Finally, it puts cost sharing
in the United States in a comparative international
perspective.

2.1. Cost Sharing Has Declined Relative
to Total Health-care Spending, Both in
the Aggregate…
The Center for Medicare and Medicaid Services
compiles the National Health Expenditure Accounts, the official federal government statistics
on aggregate health-care spending. These statistics document the transformation of health care
and its financing since 1960. At that time, before
the invention of so many of the life-saving but
costly technologies and drugs that have come to
define modern medicine, the average health-care
consumer spent much less on health care than today. But Americans have been paying a smaller
and smaller fraction of their health-care costs out
of pocket, from just over 50 percent in 1965 to
just under 13 percent in 2006. Figure 1 shows a
clear and continuous downward trend in the share
of health-care spending spent directly on healthcare goods and services. The trend has slowed,
however, although not actually stabilized, in the
past decade.
Again, this is not to say that individuals do not have
to pay for their rising health-care spending. Ultimately, individuals pay 100 percent of the cost of
health care and this cost is rising as a share of income. But much (and today the majority) of that
expenditure comes in the form of rising contribu-

www. H A M I LT O N P R O J E C T.or g

|

APRIL 2007

11

The Promise of Progressive Cos t Cons ciousness i n H e a lth - c a r e R e f o r m

Figure 1

Aggregate Cost-sharing Rate, 1960–2006
60%
Out-of-pocket spending (not counting premiums) divided by total health services and supplies
50%
40%
30%
20%
10%
0%
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Source: Author’s calculations based on CMS’ National Health Expenditure (NHE) data. Numbers for 2006 are based on CMS projections.

tions to health insurance premiums, lower wages
(to compensate employers for their contribution to
employees’ health insurance), and higher taxes to
pay for public health-care programs.4 What Figure
1 illustrates is a transformation in how individuals
pay for health-care spending—paying a substantially larger fraction in advance and less in real time
as they use the health goods and services. As noted
earlier, this is what matters for the financial risk that
families face and their level of spending.
Out-of-pocket payments are declining, not only as
a share of total health-care spending, but also as a
share of aggregate personal income and of personal
consumption expenditure, as Figure 2 shows. The
former is especially remarkable because total health
services and supplies tripled as a share of income
from 1960 through 2006.
Together, these aggregate figures tell a crude but
broadly accurate story about the expansion of insurance over the past forty years. In part, they

capture trends in cost sharing for private insurance
policies, but they also capture the broader expansion in public and private insurance coverage. Several factors explain why out-of-pocket health-care
expenditure per capita has remained relatively flat
relative to income and total consumption, even
as it has declined dramatically relative to total
health-care spending.
First, public insurance coverage has expanded. The
aggregate cost-sharing rate dropped by nearly 10
percentage points following the introduction of
Medicare and Medicaid in 1965, and these programs have continued to bring this rate down. The
percentage of the nonelderly enrolled in Medicaid
increased from 8 percent in 1987 to 13 percent in
2005 (U.S. Census Bureau 2006). Since Medicaid
has historically had virtually no cost sharing, this
shift toward Medicaid has reduced aggregate cost
sharing—although this is now changing somewhat
because many states have begun to increase cost
sharing in their Medicaid programs, particularly

4. The total share of health spending that comes directly from individuals—the sum of individual premium payments and out-of-pocket health
payments—has fallen nearly continuously, from 61 percent in 1960 to 28 percent in 1980 to an estimated 22 percent in 2006. The share of
health care paid by employers rose from 16 percent in 1960 to 30 percent in 1980 and has stayed at roughly that level ever since. Over the
same period, the share of health care paid by government has risen nearly continuously, from 23 percent in 1960 to an estimated 47 percent
in 2006. These statistics are not very meaningful, however, because they do not reflect who ultimately pays the cost of health care.
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Figure 2

Out-of-pocket Health Spending as Percent of Income and Consumption, 1960-2006
5%
4%

Percent of Personal Consumption Expenditures

3%
Percent of Personal Income

2%
1%
0%
1960

1965

1970

1975

1980

1985

1990

1995

2000

2005

Source: Author’s calculations based on NHE data and BEA’s National Income and Product Accounts (NIPA) data. Health numbers for 2006 are based on CMS projections.

following the Deficit Reduction Act of 2005 (Artiga and O’Malley 2005, Ku and Wachino 2005).
In addition, the implementation of a new prescription drug benefit in Medicare starting in 2006 has
transferred much of the burden of paying for drugs
from individual patients to private insurance companies and the government, further reducing the
cost-sharing rate.5
Second, although cutbacks by insurance companies garner plenty of press and popular attention,
the long-term trend in private insurance has been
toward providing increasingly comprehensive benefits. Health insurance originated as a system for
covering hospitalization. As late as the 1960s and
1970s, many insurance plans offered only limited
coverage for ambulatory services: in 1977, individuals paid for 52 percent of the cost of doctors’
visits out of pocket. In recent decades, virtually
all insurance companies have added coverage for
these services, with the portion of doctors’ visits
paid out of pocket falling to 14 percent in 2004.6
At the same time, coverage for prescription drugs

has gone from rare to nearly universal, while coverage for mental health care, chiropractic services, dental care, and other health services are also
becoming more common. The large majority of
these expenses used to be covered entirely out of
pocket.
Finally, cost sharing has evolved within private insurance itself, mainly in tandem with the shift toward managed care. The share of Americans with
employer-sponsored insurance enrolled in some
form of managed care rose from 2 percent in 1979
to 97 percent in 2006 (Henderson 2005, Kaiser
et al. 2006). The shift to managed care—HMOs,
preferred provider organizations (PPOs), and the
like—put people into plans that offered lower cost
sharing than most fee-for-service plans. In fact, 88
percent of workers covered by HMOs pay no deductible at all (Kaiser et al. 2006), in exchange for
more supply-side constraints on participants’ use
of care services. Other data from the 1990s reflect
this trend toward managed care: although deductibles rose for most types of care, the shift toward

5. A notable exception is that some low-income families who are eligible for both Medicaid and the Medicare prescription drug benefit have
seen their costs go up. (See Frank and Newhouse 2007.)
6. NMCES (1977) and the 2004 MEPS.
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Table 1

Measures of Coinsurance For Nonelderly Households with Private Insurance (in 2006 Dollars)
1977

1987

1996

2004

Aggregate cost-sharing rate

35%

27%

20%

19%

Median household cost-sharing rate

59%

41%

29%

25%

85th percentile household cost-sharing rate

100%

90%

67%

56%

Median out-of-pocket spending / income

1.3%

1.2%

0.9%

1.3%

85th percentile out-of-pocket spending / income

5.0%

4.5%

3.5%

4.3%

$1,183

$1,323

$1,046

$1,451

$674

$699

$571

$828

$1,718

$2,870

$1,568

$2,038

Mean out-of-pocket spending
Median out-of-pocket spending
Standard deviation of out-of-pocket spending

Source: Calculations using the NMCES (1977), the NMES (1987), and the 1996 and 2004 MEPS.
Note: Private insurance is limited to families who are privately insured throughout the year.

plans with lower deductibles (usually managed-care
plans) meant that the average worker faced a falling
deductible.
The high-water mark of this transformation was in
1996, when 31 percent of workers were enrolled in
HMOs, which represented a doubling in the HMO
share in just eight years. The share of workers enrolled in HMOs fell back to 20 percent in 2006 as
many people rebelled against the supply-side constraints on their care (Kaiser et al. 2006). As a result, health expenditures rose rapidly and insurance
companies started to return to cost sharing in order
to control expenses.
Ultimately, the goal of insurance is to balance two
competing interests. On the one hand, individuals
want to be protected against the risks associated
with fluctuations in their income or expenditure
needs. On the other hand, this protection leads to
“moral hazard,” resulting in more total spending
and thus crowding out money for other priorities.
The key is to strike a balance between these two
competing needs. The fact that out-of-pocket payments have fallen relative to income and consump-

tion implies that the risk associated with health
expenditures has declined over time.7 The reduction in the aggregate cost-sharing rate implies that
the distortions associated with moral hazard have
grown over time. To the degree that we were striking the right balance at any point in the past, this
broad analysis suggests we are no longer striking
the right balance today.

2.2. …and among Those with Private
Insurance
The decline in cost sharing in the aggregate captures a broad set of phenomena, including the
spread of insurance and changes in the nature of
insurance. This subsection uses data at the individual level (that is, microdata) to focus on the
evolving pattern of health expenditure for the
nonelderly, including a focus on those with private insurance.
Table 1 demonstrates that cost sharing, again relative to total health-care expenditure, is also declining among the nonelderly with private insurance.
(Results including those with public insurance or

7. Strictly speaking, this is true if utility functions exhibit constant relative risk aversion, which is commonly assumed to be the case.
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The table’s bottom three rows report actual (inflation-adjusted) dollar values for out-of-pocket
spending at the mean and the median of the distribution, as well as the standard deviation. What is
noteworthy here is that out-of-pocket spending for
both the average and the median family was similar
in 2004 to what it had been in 1977.9
While the long-term trends in cost sharing are falling relative to health expenditures and are stable
relative to income or in real terms, cost sharing has
increased substantially since 1996. As noted earlier,
that year represents the peak of the experience with
HMOs, most of which have little or no cost sharing.
As HMO enrollment has declined—and managed
care more broadly has become less strict—some of
the cost sharing that characterized insurance in the
1970s and 1980s is returning.

Figure 3

Selected Consumer Expenditures, 1984
and 2005
$2,000
Out-of-pocket Health
Entertainment Durables
$1,504

$1,500
$1,252

$1,239
2006 dollars

the elderly, which are not shown, are very similar.)
The first row shows that the trend for this subgroup is similar to the aggregate trend depicted
in Figure 1.8 The second row shows that, for the
median household, cost sharing is a higher proportion of health spending, largely because the
average rate is driven down by very large payments by insurers for a minority of families. But
the downward trend in cost sharing—relative to
health expenditures—is even more pronounced for
the median household, perhaps because of the increasing importance of extreme expenditures that
are covered by insurance. Because health expenditure is thus skewed across families, the third row
reports the cost-sharing rate at the eighty-fifth
percentile. This, too, displays a similar trend. Cost
sharing is relatively stable as a share of income,
with bigger reductions in larger burdens relative
to income.

$1,086
$1,000

$500

$0

1984

2005

Source: Bureau of Labor Statistics’ Consumer Expenditure Survey deflated by
BEA’s Personal Consumption Expenditures Price Index (BEA 2007b).
Notes: Average for the middle quintile. “Entertainment durables” is
“Entertainment” minus “Fees and Admissions.”

Sometimes analysts treat any increase in the level
of out-of-pocket spending as prima facie evidence
of a problem, but spending on other goods and services has increased as well: Figure 3, which draws
on yet another data set, the Bureau of Labor Statistics’ Consumer Expenditure Survey (various
years), shows that in 1984 consumers spent more
on out-of-pocket health-care expenses than on “entertainment durables” such as televisions and pets.
By 2005, out-of-pocket health-care spending was
largely unchanged (in inflation-adjusted terms), but
average spending on entertainment durables had
increased by 40 percent.

8. These estimates are slightly higher, in part because they use a different data set and in part because of differences in coverage. For example,
the aggregate cost-sharing data include the administrative costs incurred by insurance companies in the denominator, whereas these are
not reflected in the microdata.
9. Note that there are two reasons why this income ratio is flat and the ratio in Figure 2 is falling: First, increased inequality means that aggregate income (shown in Figure 2) is rising more quickly than median income (shown in Table 1). Second, the definition of income used
in Figure 2 includes employer-provided benefits, while the definition of income in Table 1 excludes such benefits. Since these benefits have
risen as a share of cash income, a broader measure of median out-of-pocket payments relative to income would be falling relative to the
numbers shown in Table 1.
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Table 2

Median Cost-sharing Rates by Income Quintile for Nonelderly Families
1977

1987

1996

2004

Bottom quintile

32%

27%

21%

14%

Second quintile

57%

46%

32%

24%

Third quintile

61%

44%

30%

27%

Fourth quintile

56%

38%

31%

27%

Top quintile

60%

43%

32%

29%

Bottom quintile

1.9%

2.2%

1.6%

2.0%

Second quintile

1.7%

1.7%

1.3%

1.3%

Third quintile

1.4%

1.4%

1.1%

1.3%

Fourth quintile

1.1%

1.1%

0.9%

1.1%

Top quintile

0.7%

0.7%

0.7%

0.8%

Median cost-sharing rate

Median cost-sharing as a share of income

Source: Calculations using the NMCES (1977), the NMES (1987), and the 1996 and 2004 MEPS.

Table 2 shows that cost sharing for households at
each of several different levels of income has also
declined over time.10 In addition, it shows that, in
any given year, rates of cost sharing for the top four
income quintiles have been broadly similar, whereas the rate for the bottom quintile has been consistently lower. The pattern is reversed, however,
when cost sharing is measured as a share of beforetax family income: families in the bottom quintile,
on average, pay a much larger share of their income
in out-of-pocket health-care costs than do families
at any other quintile.
Both the aggregate averages and the averages
by income quintile obscure large differences in
out-of-pocket spending from household to household. For two-thirds of nonelderly families in
the middle-income quintile, this spending is less
than 2 percent of their before-tax income (Table
3). At the other end of the spectrum, an unlucky

Table 3

Distribution of Out-of-pocket Expenses
for Nonelderly Families, Middle-income
Quintile, 2004
Expenses as a percent of income

2004

Less than 2%

65%

2%–5%

23%

5%–10%

8%

More than 10%

4%

Total

100%

Source: Author’s calculations using 2004 MEPS data.

4 percent of families devote more than 10 percent of their before-tax income to out-of-pocket
health-care expenses. Figure 4 shows that the
fraction of families facing these large expenses
reached a low of 2 percent in 1999. Although
it has doubled since, it remains at or below the

10. Note that family incomes are adjusted for family size by dividing by the square root of the number of people in the family, per the procedure used by the Congressional Budget Office, among others. Table 2 includes all of the nonelderly, including both those in public and
private health insurance. If the analysis is limited to the privately insured, it is still the case that the cost sharing has fallen in recent decades.
However, for the privately insured cost-sharing rates fall very slightly as income falls. The inclusion of Medicaid drives the much more
rapid declines in cost-sharing rates shown in Table 2.
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Figure 4

Percentage of Families With Out-of-pocket Payments Above 10% of Income, Middle-income
Quintile, Nonelderly, 1977-2004
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Source: Author’s calculations based on NMCES (1977), NMES (1987), and the 1996-2004 MEPS.

levels that prevailed in the 1970s and 1980s. The
recent increase is the result of three factors: (1)
incomes barely increased from 1999 to 2004; (2)
health expenditures increased at an even more
rapid-than-normal rate during these years; and (3)
the rollback of HMOs and stricter managed-care
techniques gave rise to more cost sharing in order
to control costs.

2.3. Cost-sharing Rates Are Higher in
Other Countries
Contrary to popular belief, the comprehensive
national health insurance systems in many other
industrial countries entail more, not less, cost sharing than the average U.S. family bears relative to
total health spending. Data from the OECD (the
Organisation for Economic Co-operation and Development) show that the United States pays 13
percent of its national health-care spending out of
pocket—below the average of 17 percent in other
high-income OECD countries.11 In effect, $1 of

health care costs $0.13 in the United States and
$0.17 in the rest of the high-income OECD.
Nevertheless, the 13 percent figure might actually
overstate cost sharing in this country. If the comparison were limited to the insured population in
the United States—a more apples-to-apples comparison, given that the other industrial countries insure virtually their entire population—cost sharing
in the United States would be lower (Figure 5).
What form does cost sharing take in the other industrial countries? Most impose cost sharing on
pharmaceuticals and, to a lesser degree, on outpatient care. In France, for example, the public health
system imposes a modest amount of cost sharing,
but most people buy supplementary insurance that
covers their copayments. It is also true, however, that
health-care systems in other industrial countries do
not rely primarily on demand-side constraints, but
instead use global budget caps and rationing in ways
that have no analogy in the United States.

11. The OECD average is weighted by population and excludes OECD countries with GDP per capita below $20,000 in 2005. Including
these countries would raise the weighted average to 19 percent. The OECD data do not include an estimate for the United Kingdom
(OECD 2006).
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Figure 5

Coinsurance Rates in High-income OECD Countries, 2003
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Note that the United States has higher health
spending overall, so out-of-pocket payments are
substantially higher relative to income than they
are in other countries. Therefore, the United States
should optimally have a lower cost-sharing rate than
other countries, in order to keep the risk of health
spending relative to income in check and even recognizing the extra distortion to incentives. The
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point of this comparison is not to explain the differences in spending between the United States and
Europe or to argue that the United States should
have the OECD average cost-sharing rate. Instead,
these data are simply intended to emphasize that
the debate over cost sharing should be separated
from debates such as the one on the value of singlepayer health insurance.
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3. Evidence on the Impact of Cost Sharing

C

ost sharing affects total health-care spending, health outcomes, and the financial
well-being of the households subjected to
it: four decades of empirical research have accumulated considerable evidence on these impacts. Perhaps the best evidence comes from one
of the most ambitious social science experiments
ever conducted: the RAND Health Insurance Experiment, which lasted from 1974 through 1982
(Newhouse and the Insurance Experiment Group
1993, Manning et al. 1987). This landmark research project randomly assigned two thousand
nonelderly families (comprising about seven thousand individuals) to fee-for-service plans with different levels of cost sharing. Researchers then collected detailed data on health expenditures and
health status for the three to five years that these
individuals were enrolled.12
The use of a random trial enabled the researchers to
identify what effects were caused by the cost sharing itself. It avoided the difficult problem, inherent
in research based on inferential statistical methods,
of determining the direction of causality. For example, if higher cost sharing is found to be statistically associated with better health, is that because
cost sharing leads to better health outcomes, or did
the healthier people in the sample tend to choose
plans that featured high cost sharing? The random
assignment of families to different plans eliminates
this ambiguity.
It is important to treat the RAND results cautiously
and use a range of other evidence to confirm and
update the conclusions. The RAND experiment,
after all, was conducted twenty-five years ago, and
some dramatic changes in health technologies (including the increased importance of prescription
drugs and medical imaging) and the practice of
insurance (most notably utilization review) have

occurred since then. Moreover, the RAND experiment examined the behavioral effects of varying
cost sharing assuming that the rest of the health
system was unchanged. It has become increasingly
clear that systemwide changes in cost sharing would
have effects that go well beyond what could be captured in a randomized experiment.
Studies conducted since the RAND experiment
have tended to confirm its finding of the effects
of cost sharing on health expenditures and suggest
that they might be even larger than the RAND
study found. The studies have a less clear message
of the effects of cost sharing on health outcomes,
although they find that caution is warranted, at least
for prescription drugs in certain populations.

3.1. Effects on Health-care Spending
Several popular arguments cast doubts on whether
cost sharing could have much of a real impact on
health-care spending. It is often argued that people
will not respond to cost sharing because almost
all health care is considered necessary: when their
health is on the line, people will pay whatever their
providers charge. As shown below, though, RAND
and subsequent studies have found that people in
fact do respond to higher out-of-pocket prices for
health care: at the margin, people will consume less
care if the cost is high.
Others argue that cost sharing will do little to hold
down costs because total health-care spending is
driven by the exorbitant spending of a minority
of consumers. In 2004, for example, 20 percent of
nonelderly households were responsible for 70 percent of health-care expenditures for the whole nonelderly population. People at that level of expenditure are generally well beyond the range where any
significant cost sharing would apply.

12. For a good summary of the RAND experiment and subsequent evidence, see Gruber (2006).
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Table 4

Utilization of Health Care in the RAND Health Insurance Experiment
Probability of
any medical use

Plan
Free care

87%

Probability of
inpatient use
10.4%

Medical expenses per
person (1991 dollars)
$1,019

25% coinsurance

79%

8.8%

$826

50% coinsurance

74%

8.3%

$764

95% coinsurance

68%

7.8%

$700

Source: Newhouse and the Insurance Experiment Group 1993, Table 3.3, p. 44.

This argument does identify an important limitation of cost sharing and the reason that cost sharing will never be a solo magic bullet solution to
limiting care, and why supply-side constraints such
as utilization review will likely always be a part of
the health system. But in its simple form the argument has two shortcomings: (1) Much of the expenditure of this high-spending 20 percent may
still be subject to cost sharing. The typical highdeductible health plan includes cost sharing up to
about $7,000 of total health-care expenditures for
individuals and $14,000 for families. In total, 86
percent of nonelderly households, representing 41
percent of total expenditures, fell under these limits
and thus were subjected to cost sharing throughout
the year. Moreover, even for people who eventually go above the limit, cost sharing might affect
their initial spending, potentially affecting as much
as the 61 percent of total health spending falling in
the cost-sharing range. (2) All of these calculations
are based on the assumption that the distribution
of health-care expenditure under current insurance
practices would persist under a new system. In fact,
the distribution is likely to change. For example, a
patient with heart problems that are better treated
by drugs but who undergoes marginally useful (or
even harmful) surgery costing $100,000, who thus
would appear to be unaffected by cost sharing at the
margin, might not have undertaken the surgery at
all in a world with more cost sharing.
The best way to evaluate the impact of cost sharing on health care is to look at the data, most notably RAND but also some recent studies. The
RAND experiment assigned participants to one of
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five different plans, each with a different degree of
cost sharing: (1) completely free care (zero out-ofpocket spending), (2) 25 percent coinsurance, (3) 50
percent coinsurance, (4) 95 percent coinsurance, or
(5) an outpatient deductible (Table 4). The plans
with coinsurance had an out-of-pocket maximum
specified as the lower of a stated percentage of income (5, 10, or 15 percent) or a fixed dollar amount
($1,000—which is equivalent to $5,000 today if adjusted for per capita income growth, or $9,000 if
adjusted for per capita health spending growth).
Thus, the 95 percent coinsurance plan effectively
worked like a high-deductible plan. Individuals
paid virtually the entire cost up to the maximum, at
which point full coverage kicked in.
The right-hand column of Table 4 shows how
much participants in the free-care plan and in each
of the different coinsurance plans spent on their
health care. The findings clearly demonstrate that
cost sharing can reduce health-care spending. Participants paying 25 percent coinsurance spent 19
percent less than those with free care, and those
subject to 95 percent coinsurance spent 18 percent
less than those with 25 percent coinsurance. In total, going from free care to the plan with the highest
deductible reduced spending by 31 percent. Using
data for the whole sample, the RAND researchers
estimated that the elasticity of health-care spending to price was 0.22. In other words, a 10 percent
increase in the price of health care would lead to a
2.2 percent reduction in use.
The RAND results further indicated that this reduction in spending was largely attributable to reduced

T h e P r o m i s e o f P r o g r e s s i v e C o st C o n sci o u s n e s s i n H e a lth - c a r e Re f o r m

Table 5

Predicted Annual Use of Medical Services by
Income Group
Bottom third of Top third of
income group income group
Probability of any use
Free care

83%

90%

25% coinsurance

72%

85%

50% coinsurance

65%

82%

95% coinsurance

62%

74%

Average expenses (1991 dollars; see Table 4)
Free care

$1,033

$1,060

25% coinsurance

$891

$817

50% coinsurance

$800

$773

95% coinsurance

$762

$691

Source: Newhouse and the Health Insurance Experiment Group 1993, Table 3.4,
p. 46.

contacts with health providers: people who went to
a doctor or entered a hospital at all during the experimental period had relatively similar spending,
regardless of the level of cost sharing. Also, consumption of each of the various types of health services—physician visits, hospital visits, emergency
room visits, prescription drugs, and mental health
care—responded similarly to a given percentage increase in price. Finally, there was no evidence that
any of the spending reductions among those with
high cost sharing were offset by more costly visits
to the hospital later on, for example.
One important and much noted finding is that the
RAND group found that people in the experiment
cut back just as much on care that was deemed necessary as they cut back on care that was deemed
unnecessary, casting doubt on the proposition that
people were making completely rational decisions.
Presumably, people subject to cost sharing also cut
back on care that was actually more harmful than
beneficial, although the study did not explicitly
identify such a category. The importance of this
deviation from rationality is best measured by the
impact of these changing patterns of use on health
outcomes, the subject of §3.2. Moreover, an important policy question is how an individual’s less-than-

optimal choices compare to the less-than-optimal
choices that would otherwise be made by insurance
companies or by the government.
The RAND researchers also analyzed the price responsiveness of health-care utilization by income.
Their findings (Table 5) corroborated those of other studies, which had found that, even when care is
free, families with higher incomes are more likely
to use medical services and to spend more money
when they do use those services. As coinsurance
rates rose, both higher- and lower-income participants became increasingly unlikely to use any medical services, and the gap between the two groups
widened relative to free care. But in dollar terms,
low-income households reduced their spending by
less than high-income households, with families in
the bottom third of the income distribution cutting their health spending by 26 percent when they
switched from free care to 95 percent coinsurance,
compared to a 35 percent reduction for families in
the top third of the income distribution. As a result,
lower-income families spent more, on average, on
health-care services than the higher-income families spent when both were enrolled in plans with
higher coinsurance rates. The reason is that, as noted above, the maximum out-of-pocket payments
were related to income, so that lower-income families were more likely to exhaust their deductible or
reach their out-of-pocket limit and thereafter get
fully free care. This observation will turn out to be
critical for the policy recommendations in §4.
A number of studies conducted since the RAND experiment have corroborated its finding that higher
prices reduce health-care use. Matthew Eichner, in
a well-designed natural experiment using data from
a fee-for-service plan from 1990 to 1992, found that
the elasticity of health-care spending ranged from
0.3 to 0.4—higher than, but still reasonably close
to, the RAND estimate (Eichner 1997, 1998). Studies of the responsiveness of drug use to price have
yielded similar results (Chandra et al. 2007).
It is possible that managed care, especially HMOs,
could achieve many of the cost savings that would
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otherwise be achieved by cost sharing, thus blunting the impact. On the other hand, adding cost
sharing to managed care could result in even more
cost savings, and possibly even a more sustainable
complement of demand- and supply-side policies.
These important questions have not been studied
in any detail, but evidence such as Eichner (1997)
and other studies suggests that this may not be a
major limitation, given that the responsiveness of
health-care spending to prices seems to have been
similar in the early 1990s to what it was during the
RAND experiment. Moreover, with strict managed
care well below the levels it reached in the 1990s,
this issue is less relevant today.
As already noted, the most significant limitation
of the RAND experiment and subsequent studies
is that they examined how individuals respond to
greater cost sharing, but by design did not examine the systemwide effects. Other research indicates that these effects could far exceed the direct
effects on individual participants. A recent paper
by Amy Finkelstein (2007) used the natural experiment provided by the introduction of Medicare in
1966 to infer the effect of expanding insurance, and
thus reducing cost sharing, on health-care spending. She compared the impact of Medicare in states
such as Alabama, Kentucky, Mississippi, and Tennessee, whose residents had relatively limited insurance coverage before Medicare (the “treatment
group”) with states such as Michigan and Ohio,
whose residents had relatively extensive insurance
coverage before Medicare (the “control group”).
Finkelstein found that the systemwide effects of increased insurance on spending were six times larger
than the individual effects in the RAND estimates.
She further estimated that fully half of the increase
in health expenditure from 1950 to 1990 resulted
from the spread of health insurance and the consequent reduction in the out-of-pocket cost of health
care.
Finkelstein (2007) explains why her systemwide
natural experiment produced different results than
RAND’s more limited randomized trial: “I find that
the introduction of Medicare is associated with sub-
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stantial new hospital entry. I also find some suggestive evidence that Medicare’s introduction is
associated with increased adoption of cardiac technologies and increased spending on non-Medicare
patients” (p. 3).
What might account for these associations? Finkelstein argues that the introduction of Medicare
might have crossed an important demand threshold, making it a viable option for hospitals to undertake the fixed costs of entering new markets or
buying expensive new equipment. In addition, the
expansion of insurance might have altered broader
cultural norms and specific practice with regard to
which treatments are appropriate in which circumstances.
Over longer periods, cost sharing or its absence
likely affects the incentive to develop technology
(Weisbrod 1991). Relatively low cost sharing reduces demand for technologies that save money,
yet guarantees virtually unlimited demand for expensive new technologies. To use an improbable
analogy, if automobile insurance covered the cost
of gasoline, automakers would probably devote
less research toward making cars more fuel efficient and devote more research toward improving
acceleration, comfort, and other aspects of performance unrelated to gas prices. But an observer
who sees only the current level of fuel-saving technology might fail to appreciate how much more
fuel efficient cars could be if consumers had to
pay out of pocket at the pump. As a result, cost
sharing—through its impact on the invention and
adoption of technology—has the potential to increase not only the level of spending, but also its
growth rate. Over long periods, this effect grows
more important.
More speculatively, some have claimed that greater cost sharing would improve the functioning of
health-care markets by stimulating both the availability of information about prices and consumer
awareness of that information, putting consumers
in a position to bargain for better prices (e.g., Goodman 2006). There is little evidence for this propo-

T h e P r o m i s e o f P r o g r e s s i v e C o st C o n sci o u s n e s s i n H e a lth - c a r e Re f o r m

sition, although it is hard to test in the absence of
the systemwide change that would give rise to institutional mechanisms to present price and quality information that do not exist today. Moreover,
there is reason to be skeptical that markets would
function significantly better: insurance companies
are very effective at bargaining for lower prices. For
example, the largest type of health plan is PPOs,
which bargain with providers over a fee schedule,
using the threat of expelling the provider from the
network to enforce the lower prices. It is far from
clear that consumers could do a better job bargaining. In fact, greater cost sharing could reduce the
incentives that insurance companies have to bargain for lower prices because consumers would be
picking up more of the higher prices.

3.2. Effects on Health Outcomes
Increasing cost sharing has the potential to reduce health-care spending substantially, whether
it is going from free care to some cost sharing, or
from some cost sharing to more cost sharing. But
do these reductions come at the expense of good
health outcomes?
According to the RAND team, the answer for a
large majority of adults is clearly no: “Our results
show that the 40 percent increase in services on the
free-care plan had little or no measurable effect on
health status for the average adult” (Newhouse and
the Insurance Experiment Group 1993, p. 243).
This conclusion applied to all middle- and high-income people and to low-income people in initially
normal or good health. However, for an important
minority of the population—the 6 percent of people who had both low incomes and initially poor
health—shifting from free care to cost sharing did
come at the expense of health outcomes.13
In interpreting the relevance of these results to
public policy, it is important to emphasize that the

RAND health plans linked maximum out-of-pocket
payments to incomes, capping them at 5, 10, or 15
percent of income—or a fixed maximum amount.
Thus, low- and middle-income families were subject to less cost sharing than were high-income families. The RAND results do not support the claim
that a fixed deductible, such as in an HSA-qualified
plan, would leave health outcomes unchanged.
Health outcomes can be measured along several
dimensions, including mortality (the probability
of dying within some stated period) and quality of
life (often proxied by the absence of disability or
health-related restrictions on one’s activity). Among
all participants in the RAND study, mortality—or
the predicted risk of dying—was virtually indistinguishable between free-care and cost-sharing plans.
Disability actually improved with more cost sharing: the average number of restricted-activity days
per year due to “illness, injury, medical treatment,
or some other health problem” fell from an average
of ten in the plan with free care to eight in the plan
with the greatest cost sharing. Days lost from work
also fell under the cost-sharing plans.
One of the strengths of the RAND experiment was
the extraordinary level of medical detail tracked by
the researchers. Their data included dozens of objective and subjective measures of health status in
five general areas: “general health, including physical, mental, and social health; physiologic health
(presence and effect of various chronic diseases);
health habits; prevalence of symptoms and disability days; and risk of dying from any cause related to
various risk factors” (Newhouse and the Insurance
Experiment Group 1993, p. 183). Here, however,
the results were ambiguous: of thirty-two measures
of health status, fifteen were better for people in the
plan with free care, and seventeen were better in the
plans with cost sharing. In most cases, however, the
results were relatively close and were not statistically significantly better in either case.

13. Even for this group, however, RAND found no evidence that going from some cost sharing to more cost sharing would reduce health outcomes. The samples used for this later comparison were, however, much smaller, making the finding less definitive than the comparisons
between free care and cost sharing.
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For the sample as a whole, a summary General
Health Index was slightly—but again not statistically significantly—better for people in the cost-sharing plans than for those in free care. The same was
true for the subgroups of low-income people who
were initially in good health and of high-income
people regardless of their health status. The subjective results also favored the cost-sharing plans:
participants were less likely to report health-related
worries (for nine out of eleven conditions surveyed)
or pain (for eight out of eleven) than participants
in the free-care plan, although the differences were
statistically insignificant.
These results on outcomes put the RAND finding
on the equal reductions in “necessary” and “unnecessary” care in perspective. They suggest one of
two possibilities: (1) The “necessary” care itself was
not very beneficial to health. (2) Under free care,
people consume more necessary, unnecessary, and
flat-out harmful care. The net result is that health
outcomes are not any better with more overall care
than with less.
The RAND evidence finds that the relatively
smaller effects associated with their randomized
experiment do not harm health for most people.
But if cost sharing were increased for everyone,
then there would be systemwide effects that would
likely lead to larger reductions in health spending. We do not have definitive evidence of the
effects of these on health outcomes, but evidence
from the introduction of Medicare is consistent
with the general RAND result. Finkelstein and
Robin McKnight (2005) found, on a wide range
of indicators, no discernible impact of Medicare
on elderly mortality from 1965 to 1975, despite
its contribution to a 28 percent increase in medical spending. There are several reasons why this
might be the case. First, before the introduction
of Medicare, even the uninsured elderly had access
to hospital treatment for the most serious treatable conditions. Those who could not pay usually
received free care. Second, medical technology in
the 1960s was inferior to that available today, thus
Medicare did not immediately expand access to the
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full range of expensive but life-saving treatments
that are available today because many of those
treatments did not yet exist. Third, the study only
covered ten years, and some of the larger effects
on mortality may have taken longer to materialize.
Finally, the study assessed only mortality and not
morbidity (the incidence of ill health among those
who survive) or other health factors. In short, although the Medicare evidence is not completely
applicable to health care in the twenty-first century, it does provide another indication that greater
cost sharing need not worsen health.
The important exception to the generally favorable
results in the RAND study was the subgroup consisting of low-income people in initially poor health
(see Ku 2003, Hudman and O’Malley 2003). The 6
percent of people in this category fared worse with
cost sharing in some important dimensions. One was
that people in this group were less likely to receive a
diagnosis of hypertension and less likely to have the
condition treated when they were subject to cost
sharing. Because of this difference alone, members
of this group who were in cost-sharing plans had a
10 percent higher rate of expected mortality. The
same group of people was also somewhat less likely
to have vision problems corrected and to have their
dental cavities filled. Most other health indicators
for this group were not affected by the level of cost
sharing. Other studies have corroborated the negative effect of cost sharing on low-income populations. One study on the introduction of cost sharing among welfare recipients in Quebec found that
cost sharing reduced therapeutic drug use, at the
expense of a large increase in emergency room admissions and serious adverse events (Tamblyn et al.
2001). Other studies, although less definitive, have
also found that increasing cost sharing can result in
the underuse of drugs by the chronically ill (Gibson
et al. 2005, Goldman et al. 2004, Thorpe 2006).
The RAND results on health outcomes are considerably more difficult to generalize with confidence
to the current health system than are the results on
the responsiveness of health-care spending to prices because of the revolutionary changes in health
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care. In the late 1970s and early 1980s, there was
considerably less that could be done to control hypertension. With today’s drugs, the downside of not
diagnosing hypertension could be far more consequential. Conversely, the advent and extensive use
of expensive medical imaging technologies—such
as computed tomography (CT) scans, ultrasound,
magnetic resonance imaging (MRIs), and nuclear
medicine—might be a good example of “flat of the
curve medicine” that has relatively little benefit
at the margin, and which was not present in the
RAND experiment.

3.3. Effects on Families’ Financial
Well-being
The core function of any insurance is to protect
against financial risk. Obviously, one direct effect
of greater cost sharing in health insurance is to impose greater financial risk on those insured.14 The
key question is whether the burden of this greater
risk outweighs the potential savings for families
on lower health-care spending for a given level of
health outcomes. The answer again turns out to
depend on the income of the person subjected to
cost sharing.
For example, critics of flawed cost-saving vehicles,
such as the high-deductible health insurance plans
associated with HSAs, correctly argue that they
impose unaffordable out-of-pocket costs on those
low-income families who fall ill. Supporters counter that “A number of features make HSA coverage
potentially attractive to low-income workers. Premiums for high-deductible insurance are typically
much lower than premiums for traditional coverage. That alone makes HSA-compatible coverage
more affordable” (Cannon 2006, p.16). This would
be a valid rebuttal were it not for the fact that a given increase in risk is less tolerable for a low-income
family than it would be for a middle- or high-in-

come family, and therefore the mere fact that high
deductibles allow cheaper premiums avoids the real
issue. The real issue is whether the savings from the
lower premium are worth the added risk to families.
In the case of low-income families, the answer to
this question will often be no.
Consider a simple coin toss, where heads means
winning $5,000 and tails means losing $5,000.
The loss of $5,000 would be devastating for a family making only $10,000 a year, but much less of a
problem for a family making $100,000. Suppose,
further, that both families are allowed to demand
compensation for submitting to the coin toss. The
low-income family would probably require more
compensation than the high-income family to willingly accept the bet. To put it differently, but in
the end equivalently, a low-income family should be
willing to pay more for insurance to protect against
the risk of losing $5,000.
Now consider two hypothetical insurance plans
offered to a nonelderly family: an insurance plan
that covers all costs with no out-of-pocket payments (what economists call “complete insurance”)
and a typical high-deductible plan with a $4,000
deductible, 20 percent coinsurance, and a $6,000
out-of-pocket maximum. For simplicity of exposition, assume that both plans are actuarially fair, in
the sense that the sum of premiums paid exactly
equals in present value the expected total payout
of health benefits, and that there are no administrative costs or profits.15 Table 6 compares total
health-care spending for an insured family under
both plans. Spending under the high-deductible
plan is calculated under two scenarios: the first
assumes that health-care expenditure in the aggregate is unchanged by the introduction of the
cost-sharing plan, and the second assumes that the
increased cost sharing lowers aggregate expenditure by 5 percent.16

14. The indirect effect depends on whether greater cost sharing for small costs leads more people to get insurance or to have insurance that
limits large out-of-pocket risks. In this case, more cost sharing for smaller costs could end up reducing risks overall.
15. These hypothetical premiums and the estimates derived from them are based on the distribution of health-care spending in 2004, updated
to 2006 levels using the growth of per capita health expenditures.
16. Equivalently, it could be assumed, for example, that health care expenditure falls by 20 percent and that, at the margin, $1 of health-care
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Table 6

Ex Post Outcomes under Two Health Insurance Plans
High deductible insurance
(deductible = $4,000, coinsurance = 20%;
maximum out-of-pocket expenses = $6,000)
Assuming a 5% acrossthe-board reduction
in expenditures

Complete insurance
(no out-of-pocket
expenses)

Assuming fixed
expenditures

$7,644

$4,474

$4,158

$0

$3,171

$3,104

Average total cost

$7,644

$7,644

$7,262

Minimum cost

$7,644

$4,474

$4,158

Maximum cost

$7,644

$10,474

$10,158

n/a

47%

51%

Covered expenses
Average out-of-pocket

Percent with cost < $7,644
Source: Author’s calculations based on 2004 MEPS data.
n/a = not applicable.

In the first scenario, the premium for the highdeductible plan is more than $3,000 lower than
that for the plan with full first-dollar coverage.
Families with no medical expenses (the row labeled “minimum cost”) would save the full difference. But families with very high medical expenses
(“maximum cost”) would end up about $3,000
worse off than under the complete insurance plan.
The last row of the table uses data from the 2004
MEPS to estimate that, in total, about half of all
plan participants would end up paying less under
the high-deductible plan. If participants are risk
averse, they would prefer the complete insurance
plan.
Moreover, under relatively standard assumptions
about risk aversion, the “cost” of the risk associated
with the high-deductible plan (or, equivalently, the
dollar amount needed to compensate for that risk)
falls as income rises. Precise estimates of this cost
depend on assumptions about people’s attitude toward risk. Under one illustrative set of assumptions,
a person with an annual income of $15,000 would

require $1,300 in compensation for the added risk
associated with the high-deductible plan, whereas a
person with an annual income of $100,000 would
require only $113 in compensation, and someone
making $1 million would need a mere $11.17
Although the costs of the risk associated with
greater cost sharing fall with income, the potential
benefits are—to a first approximation—unrelated
to income (where both quantities are measured in
dollars). The principal benefit comes from a reduction in health-care spending that is of little or
no value; this is reflected in even lower premiums.
To continue with our hypothetical example, assume that the introduction of the high-deductible
plan reduces health-care expenditure by 5 percent,
and that the eliminated expenditure would have
produced no additional health benefit and thus
was of no value to the recipient. In this case, a fall
in total health expenditures would further reduce
the premium for the high-deductible plan, effectively saving the average participant an additional
$400. In this simple example, this savings would

expenditure is worth $0.75 in other spending. This would be roughly the case under the hypothesis that people are rational and consume
extra health insurance because it is not counted in their taxable income.
17. These estimates assume a constant relative risk aversion, with a coefficient of relative risk aversion of 5. This is somewhat higher than the
standard parameter value and is intended to be more consistent with people’s revealed preferences about health insurance, which seem
consistent with a higher degree of risk aversion, or with a completely different model such as loss aversion or mental accounts. See Rabin
and Thaler (2001) for discussion.
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Figure 6

Illustrative Costs and Benefits of a High Deductible Plan
Losers

Winners

Percent of average health spending
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Source: Author.

be enough to more than compensate anyone making $35,000 or more for the risk associated with
the high-deductible plan. Anyone making less than
this amount would be worse off. Put another way,
the high-deductible plan is like offering a coin
toss with an asymmetrical payout: heads you win
$3,500, tails you lose $2,500. Given risk aversion, this remains an undesirable gamble for many
moderate-income families, but the higher one’s
income, the more likely one is to view this coin
toss as a good bet.
Figure 6 extends this result by plotting both the
cost of the added risk of the high-deductible plan
(the curved line) and the benefit derived from lower
health expenditure under that plan (the horizontal
line) against income. It shows that shifting to the
high-deductible plan imposes large losses on lowincome households and provides somewhat smaller
gains for high-income households.

Figure 6 is meant to illustrate a general principle,
not to precisely calibrate the income cutoff at which
higher cost sharing becomes beneficial. Any actual
estimate would require much more accurate measures of the cost associated with a given level of
risk, the amount by which the specified cost sharing would actually reduce health-care spending,
and the consequences of that reduced spending. If,
contrary to RAND and other evidence, cost sharing achieves no reduction in spending, or reduces
spending but thereby produces harmful health outcomes, the benefit line might fall to zero or even
into negative territory. Then cost sharing would be
a lose-lose proposition at all income levels: it would
mean more risk and worse health outcomes for everyone.18
The scenario depicted in the figure is, however,
plausible, and the relationships are likely to be
broadly similar across a range of assumptions about

18. Strictly speaking, the correct test is not whether there is any deterioration in health outcomes but whether this deterioration is sufficiently
worse that the extra money available for spending on other valued goods and services would not be enough to leave people better off.
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benefits and costs. In fact, the RAND evidence discussed above implies that the picture could look
even worse for lower-income households because
reducing their health-care spending may worsen
their health outcomes more than it does those of
higher-income households. In that case, the horizontal line would become upward sloping, possibly
even starting at or below zero on the left-hand side.
That would strengthen the conclusions of this analysis. Conversely, it is conceivable that reductions in
health-care spending would be more valuable for
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lower-income households because the money saved
would be more valuable to them in meeting their
other needs. Put another way, given that health-care
spending, in total from all sources, now averages 80
percent of income for families below the 125 percent of the poverty line and 8 percent of income for
high-income families above 400 percent of poverty,
it is conceivable that, at the margin, shifting $1 out
of health into other consumption would raise the
low-income household’s well-being more than it
would raise that of the high-income household.
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4. The Effects of Income-based Cost Sharing on Health-care
Spending and Consumer Well-being

T

he analysis thus far suggests that, ideally, cost
sharing should be a function of income, and
it should not be the same for all households.
The evidence on the effects of cost sharing on
health-care spending (which are larger when cost
sharing is related to income), on health outcomes
(which were worse for chronically ill low-income
people subjected to increased cost sharing), and on
risk (a given degree of which is more costly for lower-income families) all points in this direction. This
section explores this concept of income-related cost
sharing further by simulating its effects on healthcare spending and overall economic welfare in the
United States, using health-care expenditure data
from 2004.19

first uses the estimated elasticity from the RAND
experiment, which found that a 10 percent increase
in cost would lead to a 2.2 percent reduction in
spending on health care. This can be interpreted as
a short-run estimate that reflects immediate behavioral changes but ignores any longer-term, economywide responses such as the development and
adoption of new medical technologies and practice
styles. Alternatively, the RAND figure can be interpreted as an estimate of what would happen if
only a minority of people were switched into a costsharing plan, so that the systemwide effects do not
occur. (For example, in 2006 fewer than 5 percent
of Americans had HSAs, and thus no systemwide
effects are likely.)

4.1. The Simulation Method

(2) As Finkelstein and other researchers have
stressed, however, when change is systemwide,
the effects can be substantially larger, even over a
relatively brief five- to ten-year period. To account
for this possibility, the simulation also includes an
alternative set of estimates intended to show what
would happen if a 10 percent increase in the cost of
health care led to a 6 percent reduction in spending. This is roughly half the elasticity found in the
Finkelstein study.

The basic approach of the simulation method is to
identify a set of insurance policies that differ in the
degree and type of cost sharing and then calculate
what each, if implemented for all the nonelderly
with private insurance, would do to the price of
health care, and how much this change in price
would affect the consumption of health care.20 No
attempt is made to treat different types of healthcare spending differently, to model what people’s
actual insurance plans are today, or to take into
account the realistic case where people’s health
spending is spread out unpredictably throughout
the year.
It turns out that the estimates depend crucially on
how responsive health-care spending is to changes
in prices. Two possibilities are considered: (1) The

The experiment thus analyzes several discrete scenarios, each of which assumes that a single insurance plan with a specific form of cost sharing is implemented nationwide.21 The plans are as follows:
n

A conventional plan with lower cost sharing. This plan is assumed to have a deductible
of $350 for individuals ($700 for families) and

19. This analysis is similar to Feldstein and Gruber (1995), who used health-care expenditure data from 1987. Note that 2004 data are adjusted to 2006 levels using the per capita growth in the corresponding aggregate.
20. In the income-related cost sharing plans the percentage reductions in health spending would be somewhat smaller if the simulation
included Medicaid beneficiaries because, unlike the privately insured population, they would see little if any reduction in their health
expenditures.
21. Of course, any real-world reform would allow for a much wider variety of plans. Unfortunately, the microdata do not provide any detail
about cost sharing for each individual. As a result, this simulation follows the standard assumption of initially assigning everyone to the
same plan. (See, for example, Keeler 1996, Remler and Glied 2006, and Feldstein and Gruber 1995.)
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10 percent coinsurance up to an out-of-pocket
maximum of $1,750 for individuals (or $3,500
for families).
n

A high-deductible HSA plan. This plan is assumed to have a $2,000 deductible for individuals ($4,000 for families), 20 percent coinsurance,
and a $3,000 ($6,000 for families) out-of-pocket
maximum.

n

A coinsurance rate of 50 percent up to 7.5
percent of income. Under this plan, households would pay one-half of their health-care
expenses up to 7.5 percent of their income.
From that point forward, insurance would pay
100 percent.

n

A progressive cost-sharing plan. Under this
plan, households would pay 50 percent coinsurance up to 7.5 percent of their income, except
that families with incomes under 150 percent
of the poverty line (about $30,000 for a family
of four) would pay no coinsurance, and families
with incomes between 150 and 200 percent of
the poverty line would pay full coinsurance only
up to 5 percent of their income and then would
pay 7.5 percent coinsurance up to a maximum
out-of-pocket cap at $15,000 (for a family earning $200,000).

As discussed earlier, under most existing insurance
policies cost sharing does not vary with income,
and therefore cost sharing falls as a percentage
of income as income rises. Under a universal
health insurance system with income-sensitive
cost sharing (such as the last two plans listed directly above), that would no longer be the case.
In addition, no family would pay a substantial
fraction of its income for out-of-pocket healthcare spending, unlike the current situation where
many are uninsured, and many who are insured
face unlimited liability for out-of-pocket expenses.
All of the above plans cap out-of-pocket spending
at some level. These plans are intended only as
illustrative options for use in analyzing the broad
issues raised by cost sharing. Section 6 discusses
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how to move in the direction suggested by the
results of this simulation.

4.2. Impact on Health-care Spending
Table 7 reports estimates of out-of-pocket healthcare spending, actuarially fair premiums, and total
health-care spending under each of the scenarios
just described. Several conclusions can be drawn:
n

Cost sharing can have a significant impact
on total health-care spending. Total healthcare spending falls by 13 to 32 percent in the
scenarios. Even though the bulk of health care
is purchased by a relatively small number of
people with very high spending, enough spending takes place in the range affected by cost
sharing to have a substantial effect. Under the
HSA plan or the 7.5 percent income limit, about
80 percent of families would end the year with
out-of-pocket expenses below the maximum,
and thus would still be facing cost sharing at the
margin. Whether this is good or bad, however,
depends on the marginal benefits of this health
spending.

n

Income-sensitive cost sharing can be more
effective than one-size-fits-all cost sharing in reducing health-care expenditures,
while minimizing the added financial risks.
For example, both the HSA plan and the progressive cost-sharing plan result in similar reductions in spending: 14 percent and 13 percent,
respectively, assuming a moderate responsiveness of spending to changes in price. Under the
HSA plan, however, the average out-of-pocket
payment is $2,707, compared with $1,842 under the plan with variable cost sharing.

n

The progressive cost-sharing plan would
fully protect families under 150 percent of
poverty from any out-of-pocket expenses,
giving them better risk protection than
most plans today. And it would have somewhat less cost sharing for families between 150
and 200 percent of poverty (and for families
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Table 7

Simulated Health-care Spending under Alternative Policies

Out ofpocket

Covered
expenses
(actuarially
fair premium)

Total

Percent
reduction
in total
premiums

Percent
reduction
in total
spending

Assuming health-care spending responds moderately to price (elasticity = 0.22)
Conventional plan

1,155

6,685

7,840

HSA-type high deductible plan

2,707

4,063

6,770

-34%

-14%

50% coinsurance up to 7.5%
of income

1,916

4,833

6,748

-24%

-14%

Progressive cost-sharing plan

1,842

4,986

6,828

-22%

-13%

Assuming health-care spending responds strongly to price (elasticity = 0.6)
Conventional plan

1,155

6,685

7,840

HSA-type high deductible plan

1,978

3,317

5,295

-44%

-32%

50% coinsurance up to 7.5%
of income

1,398

3,899

5,296

-36%

-32%

Progressive cost-sharing plan

1,403

4,094

5,498

-34%

-30%

Source: Author’s calculations.
Note: Detail may not add to total because of rounding. Total premiums assume a load factor equal to 15 percent of the covered expenses in the conventional plan.

making above $200,000 to ensure that out-ofpocket maximums do not increase without limit).
These protections come at virtually no aggregate
cost—the percentage reduction in total health
spending in the progressive cost-sharing plan
is only 1 to 2 percentage points smaller than in
the income-related cost-sharing plan. The reason is that the income-related cost-sharing plan
has relatively little cost-sharing for low-income
families; reducing it still further has little overall
effect on the plan.
n

Premiums fall by even more than total
health expenditures, reducing an entry barrier to purchasing health insurance. All of
the alternative plans would have two effects on
premiums: First, they would reduce total health
spending and thus required premiums. Second,
they would increase out-of-pocket spending and
thus, as a matter of accounting, would reduce
the premiums needed to cover the remaining expenses. In the case of the progressive cost-sharing plan, for example, total health-care spend-

ing would fall by 13 to 30 percent while total
premiums would fall by 22 to 34 percent (after
accounting for a loading charge that reflects administrative costs and profits).
n

It is better if the majority participates in
the new plan than if only a minority participates. The reductions in health-care spending
are more than twice as large in the high-price-responsiveness case, which corresponds to systemwide reform, than in the low-price-responsiveness case.

4.3. Impact on Consumer Well-being
The ultimate goal of increased cost sharing is not
simply to reduce health-care spending or average
out-of-pocket costs, but to make people better off.
Determining whether a given cost-sharing design
makes people better off requires evaluating the
trade-off between reduced spending and greater
risk. That, in turn, depends on how people value
both health-care spending and financial risk. Both
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Table 8

Financial Risks of Alternative Plans for a Family of Four
Family income
$25,000

$40,000

$80,000

$250,000

Standard deviation of out-of-pocket spending
Conventional plan

783

783

783

783

1,915

1,915

1,915

1,915

637

1,077

2,055

4,087

0

681

2,052

3,697

Conventional plan

0.7%

0.4%

0.2%

0.1%

HSA-type high deductible plan

3.6%

2.2%

1.1%

0.4%

50% coinsurance up to 7.5% of income

0.4%

0.7%

1.3%

1.8%

Progressive cost-sharing plan

0.0%

0.3%

1.3%

1.4%

HSA-type high deductible plan
50% coinsurance up to 7.5% of income
Progressive cost-sharing plan
Cost of risk (as a percent of health spending)

Source: Author’s calculations assuming moderate responsiveness of health spending to prices.

of these are much harder to quantify than the responsiveness of health-care spending to prices, and
therefore the estimates presented here are far less
certain. Nevertheless, they strongly suggest that
progressive cost sharing has the potential to provide robust protection against major risks and contribute to good health outcomes in a cost-effective
manner.
Table 8 quantifies the risk associated with the alternative plans for families of four at different income
levels assuming health spending responds moderately to prices (results are similar under the assumption that health spending responds more strongly to
prices). The top panel shows the standard deviation
of out-of-pocket spending under the alternative
plans. HSA-type plans increase the standard deviation of out-of-pocket spending for all incomes. In
contrast, the progressive cost-sharing plan eliminates the volatility of out-of-pocket spending for
near-poor families (making $25,000), reduces it for
the moderate-income families (making $40,000)
and increases it for middle- and high-income fami-

lies. The bottom panel shows a measure of the cost
of risk associated with the four plans, expressed
as a percentage of average health spending in the
base case.22 With the HSA-type plan, the cost of
risk is substantially higher for low-income families
because they are the most averse to the potential
losses. Under the progressive cost-sharing plan,
low- and moderate-income families face a lower
cost of risk than under conventional insurance
plans. Middle-income families face a similar level
of risk that they face under HSAs and high-income
families face more risk.
All three alternatives create somewhat more risk
for middle- and upper-income families. But they
also save these families substantial sums on premiums. On average, they would save these families an
equivalent of 13 to 14 percent of their total health
spending, allowing families to spend more on other
valued goods and services such as housing, food,
clothing, and even entertainment. Are these savings
enough to justify the risks? For low- and moderateincome families under the progressive cost-sharing

22. Like the earlier discussion, this assumes a coefficient of relative risk aversion of five. This is higher than standard estimates of risk aversion,
but, as noted earlier, it may correspond more accurately to the way people appear to behave in response to the risk of increased out-ofpocket health-care expenses.
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plan the answer is obviously yes: these families save
money and face less risks.23 Under the HSA-plan
the answer is much more equivocal: these families
face more risks and the evidence from RAND and
subsequent studies suggest that these families could
also face significant health risks. For middle- and
high-income families, the evidence from RAND
strongly suggests that the savings of 13 to 14 percent of total health spending will come at virtually
no cost in terms of health, more than repaying the
added financial risks.

4.4. For Some, Income-related Cost
Sharing Could Reduce Financial Risk
and Increase Health-care Spending
This analysis assumes that the entire population
is shifted from a conventional insurance plan with
a $1,750 ($3,500 for families) out-of-pocket maxi-

mum to a plan that may have more cost sharing, depending on the person’s income. In reality,
many people today are uninsured or underinsured.
Income-related cost sharing will unambiguously
reduce the price of their health care, reduce the
financial risk they face, and increase their healthcare spending. In total, 22 percent of workers have
insurance plans that expose them to unlimited liability.24 In contrast, the progressive cost-sharing
plan would have out-of-pocket limits for all families, providing more financial protection against
major risks and probably contributing to better
health outcomes. Even HSA-qualified insurance
plans are required to have an out-of-pocket limit no greater than $5,500 for an individual and
$11,000 for a family, making them better at minimizing major health risks than some of the insurance plans on the market today.

23. Note, the implicit assumption in Table 8 is that all families pay a premium that reflects their maximum out-of-pocket expenses. In other
words, it assumes that lower-income families pay a higher premium because they have a lower out-of-pocket limit. If premiums were equal
for all families then in addition to the other effects there would also be a substantial redistribution from higher-income families to lowerincome families.
24. Some of these workers are in HMOs with little cost sharing, though, so this exposure does not represent a general risk.
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5. Other Important Considerations in Designing Effective
Cost Sharing

F

urther refinements in the design of cost sharing can have additional positive effects on
the health-care system. One such refinement
would be to exempt from cost sharing certain types
of health care that have been well documented to
be particularly beneficial. This kind of “smart,” evidence-based cost sharing can improve the delivery
of health care, particularly of health care for the
chronically ill.

5.1. Evidence-based Cost Sharing
As the RAND study, the evidence from the large
disparities in Medicare spending across counties, and other evidence demonstrates, we can
achieve equally good health outcomes as we are
getting today for substantially less money and
with substantially fewer treatments. In many cases, American health care is being practiced on
what is called the “flat of the curve,” with little
marginal health benefit for additional spending
and treatments. There are many important exceptions, however. In those cases, indiscriminate,
across-the-board cost sharing is likely to make
people worse off. The RAND experiment identified some important exceptions involving low-income people with chronic conditions. According
to Joseph Newhouse and the Insurance Experiment Group (1993), all of these conditions shared
three characteristics:
n

n

n
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“The conditions in question are relatively
common.
The standard diagnostic tests for these
conditions are relatively inexpensive (for
example, measuring blood pressure, giving
a vision refraction test, taking an X-ray of
a tooth).
The standard treatment is well known,
inexpensive, and more effective than the
standard treatments for many other medical conditions.” (p. 351)
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Newhouse goes on to note that it would be easy to
carve dental care and vision care out of the broader
health-care system and institute cost sharing for
them separately. Hypertension is harder to carve
out because it is normally diagnosed and treated by
the same medical professionals who provide most
other health care, and as part of the same process.
Even with hypertension, though, the RAND experiment found that blood pressure screening alone
provided half the total benefit of free care at a fraction of the total cost. Moreover, once individuals
knew they were hypertensive, there was little difference in treatment between those receiving free
care and those with cost sharing.
The rules under which high-deductible plans qualify as HSAs are designed with some of these lessons
in mind. HSAs are allowed to provide first-dollar
coverage for preventive services, thus exempting
these from cost sharing. Prevention is defined to
include “periodic health evaluations . . . such as annual physicals, routine pre-natal and well-child care,
child and adult immunizations, tobacco cessation
programs, obesity weight-loss programs, screening
services” (U.S. Department of the Treasury Notice
2004-23). In 2006, 82 percent of workers enrolled
in HSA-qualified high-deductible plans had at least
some cost-sharing exemptions for preventive services (Kaiser et al. 2006). The current exceptions
under HSAs may be inadequate, however, because
they relate only to preventive care, including screenings. They fail to address disease management for
the high-risk insured and the chronically ill, including diabetics, people with high cholesterol, people
with a history of heart disease, and depression.
There is substantial evidence that high-risk individuals and the chronically ill underutilize care,
and there is some evidence that cost sharing could
make the problem worse. With respect to these
issues, policy makers and the insurance industry
are focusing most of their attention on the sup-
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ply side: providers are encouraged to apply more
evidence-based care, through techniques ranging
from better dissemination of information to payfor-performance rules, which reimburse providers
on the basis of health-care inputs used, or even
outcomes. These supply-side measures could,
however, be complemented by demand-side measures that relate cost sharing to medical evidence
(Fenwick et al. 2001). In a sense, utilization review
already does this by requiring people to pay in full
for denied health treatments (i.e., 100 percent coinsurance). But for plans where cost sharing is the
norm, the goal would be to carve out exceptions
based on the best evidence. Such exceptions would
not just lower the relative price of certain servicesthey would also send a strong signal about the effectiveness of those services, thus complementing
the supply-side measures.
The devil, of course, is in the details, and our current state of knowledge is very poor about both links
in the chain: how cost sharing (including differential cost sharing) affects the use of different types of
health care and how health care affects health outcomes. We simply do not know enough to design an
effective system of exceptions. Additional research
would help. The best evidence remains the RAND
Health Insurance Experiment, but it was launched
more than thirty years ago, when health technology
and health insurance were very different from what
they are today. Although subsequent studies have
generally corroborated its results, the confidence
that we should have in approaching such an important issue is still lacking. Further research into which
health measures should be cost free for consumers is
critical: another round of RAND-like experiments
would repay its cost several hundredfold. Yet even
if we had perfect knowledge about what conditions
should be exempted from cost sharing, a substantial
political risk would remain: the decisions might be
influenced not by solid medical evidence alone, but
also by political pressure from medical providers.
There are two possible ways to deal with both of
these problems. The first is to establish a respected
national board, such as Britain’s National Institute

for Health and Clinical Excellence, to promulgate
standards not just for treatment, but also for evidence-based cost sharing and other aspects of the
demand side of health insurance. The second way
would be to give insurance companies some flexibility to experiment with their own designs for
evidence-based cost sharing, possibly by allowing
them broad exceptions but then putting a percentage limit on the services they may exempt. The resulting competition and freedom of choice might
help in arriving at a better recipe. At the very least,
it would give researchers and policy makers more
information to use in designing more effective costsharing regimes.
Ultimately, any such change would offset some
of the spending reductions from the greater cost
sharing, but substantial savings are likely to remain.
Lambrew (2007), for example, estimates that total
prevention spending is $70 billion, or 3 percent of
total health spending. Carving this spending out,
either through Lambrew’s proposed Wellness Trust
or through smart cost sharing, would have only a
small impact on the analysis in §4. Carving out drugs
to manage chronic conditions would be somewhat
more important, but still would not undo the benefits of lower premiums. For example, exempting
all drugs from the progressive cost-sharing plan,
and instead treating them as they are under insurance today, would lead to a reduction in total health
spending of 10 percent instead of 13 percent.

5.2. Insurance for the Chronically Ill
The other major shortcoming of increased cost
sharing is its effect on the chronically ill. In effect,
the earlier discussion of risk assumed that medical
risks are of a one-time nature: an individual policyholder might fall ill and receive insurance payouts
one year, but be in good health again the next and
receive nothing. But insurance also covers—and
should cover—the cost of chronic illness. Unlike
those who suffer an acute illness and then return to
full health, the insured who are chronically ill are
quite likely to receive more in insurance payouts
than they contribute over a period that can extend
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into many decades. Health insurance thus redistributes resources from the usually healthy to the
chronically ill. In a just and equitable society, this
is seen as a good thing, but increasing cost sharing
undoes some of the extra support that the chronically ill receive. It puts a greater financial burden on
many of the chronically ill than they can or should
bear.
The issue is a serious one and requires a response.
Smarter, evidence-based cost sharing could help by
providing more first-dollar coverage for treatments
known to be highly effective in managing chronic
illness. In such cases, presumably, there is little
overuse of care, and thus removing the price signal
has little downside, while the insurance itself provides protection against financial risk on the upside
(Chandra et al. 2007).
Other measures should also be considered, including income tax credits for people who reach their
out-of-pocket limit year after year. Although potentially complicated to administer, such a measure
would make the redistribution from the healthy to
the chronically ill more transparent. It would also
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offer greater assurance that such redistribution will
continue, compared with the risk-pooling mechanisms under the current system that are fragmenting and that may collapse.
Finally, as argued above, greater cost sharing would
ideally be implemented as part of a broader health
reform that includes universal coverage. Any such
reform should also include other measures—such
as new pooling options, community rating, guaranteed renewal, reinsurance, and risk-adjusted vouchers—that could improve the availability and effectiveness of insurance for the chronically ill.
Anything that helps provide insurance for the
chronically ill will also reduce the extent of adverse
selection, the process by which healthier people opt
into plans with higher cost sharing plans, leaving
sicker people in plans with lower cost sharing. Adverse selection is a problem not just because of the
need for equity, but also because it can lead to market failures that lead people into the wrong insurance plans or even can cause some types of desirable
insurance plans to cease to exist.
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6. Implementing Better Cost Sharing

I

n practice, a number of impediments stand in
the way of the health insurance market developing income-related cost sharing on its own. For
one thing, it would be difficult for private insurance companies to develop and administer policies
that have different cost sharing for families with
different incomes, especially in the context of an
employer-sponsored system. Additionally, the current tax code is biased toward plans with lower cost
sharing: it allows employees to exclude employer
contributions to their health insurance premiums
from their taxable income, but does not allow a
corresponding deduction of their out-of-pocket
health-care expenses.25 This bias also reduces the
transparency of health premiums, masking the
trade-off between health-care spending and spending on all other goods. All else equal, no one would
choose a plan with higher cost sharing, and all else
equal, no one would choose a plan with a higher
premium. However, if insured workers observe
their own out-of-pocket expenses but do not observe the premiums they pay indirectly, because the
payment takes the form of lower wages, it is harder
to make this trade-off.
Another reason people end up in insurance plans
that do not provide coverage against major risks is
that health-care providers—primarily hospitals and
physicians—often simply write off large, uncovered
expenses that the patient cannot or will not pay.
This weakens the demand for insurance to cover
these major risks. Finally, there may be significant
behavioral obstacles in the way people understand
insurance, especially for small risks. The following subsection discusses some possible strategies to
overcome these obstacles and move closer to a system of cost sharing that minimizes major financial
risks and improves health outcomes in a cost-effective manner.

6.1. How to Make Cost Sharing Income
Sensitive
The simplest and cleanest way to implement income-related cost sharing would be as part of a farreaching fundamental health reform. For instance, a
single-payer insurance system could easily incorporate income-related cost sharing, either in the form
of a 7.5-percent-of-income limit on out-of-pocket
expenses, or with different tiers of cost sharing for
different income groups. Alternatively, a system of
risk-adjusted vouchers, such as that proposed by
Victor Fuchs and Ezekiel Emanuel (2005), could
include income-related cost sharing in the benefit
mandate for private insurance companies under the
proposal. As discussed earlier, the potential benefits
of greater cost sharing will be larger if the change is
made systemwide.
Alternatively, the federal government could start by
introducing income-sensitive cost sharing into its
own programs, such as Medicare, or the Federal
Employee Health Benefits Program, which covers
about 9 million current and former government
workers and their dependents (Government Accountability Office 2006). The government could
also encourage private insurance companies to offer income-related coinsurance, possibly by limiting the current tax exclusion to employers that
purchase plans with this feature. Alternatively, the
government could implement income-sensitive
cost sharing directly, with a tax credit for out-ofpocket medical expenses in excess of a certain fraction of income. This approach, however, raises serious issues of complexity and the timing of payments
(U.S. Department of the Treasury 1977, Seidman
1980). (The credit would presumably be claimable
only once a year, on the taxpayer’s annual income
tax return.)

25. Exceptions include flexible spending accounts and out-of-pocket expenses exceeding 7.5 percent of income, although this applies only for
people that itemize their deductions.

www. H A M I LT O N P R O J E C T.or g

|

APRIL 2007

37

The Promise of Progressive Cos t Cons ciousness i n H e a lth - c a r e R e f o r m

Income-related coinsurance would entail some additional administrative complexities, but the potential gains are so large that it is worth the effort to
try to overcome them. It is certainly feasible to do
so: the RAND experiment implemented incomerelated cost sharing in the mid-1970s. Doing it at
scale and with today’s superior information technology would be easier. Moreover, income-related
cost sharing already exists to a limited degree in
Medicaid, the State Children’s Health Insurance
Program, and a handful of private plans. Any additional administrative costs would be well worth the
expected benefits. The alternatives, in contrast, are
not very desirable: limiting cost sharing for everyone is an inefficient way to protect the low-income,
chronically ill minority, and imposing an aggressive
form of cost sharing on everyone would harm the
most vulnerable.

6.2. Income-related Compensation
Income-related compensation could be an administratively simpler alternative to income-related coinsurance. Assume, for example, that every family
in the country was enrolled in a plan with a $4,000
deductible. Families could then receive matching funds or tax credits from the government to
offset their payments against this deductible, and
the contributions could be inversely proportional
to income. Or, equivalently, lower-income households could receive a larger subsidy on their premium payments than higher-income households, as
Medicare is now starting to do.
But income-related compensation would not be
as efficient or desirable as income-related coinsurance, for two reasons. First, it would not change the
incentives to consume health insurance. Incomerelated premiums in Medicare, for example, are a
form of progressive tax financing for the program,
but they are effectively a sunk cost that does not
affect further spending. Second, the RAND study
and other evidence indicate that low-income individuals and the chronically ill may end up worse off
26. Butler (1991) was an early proponent of this.
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if they are forced to pay substantial amounts out of
pocket. Specifically, the RAND experiment found
no evidence that the income effect associated with
compensation would lead to higher health spending
and thus remedy the problem.
Notably, HSAs have the opposite effect of incomerelated compensation. They provide larger tax
breaks for higher-income families that can afford
to save more and are in higher tax brackets; these
families thus benefit more from the tax-free accumulation of interest on those savings. So not only
do HSAs impose more risk on the lower-income
families who can least afford it, but they also get the
compensation for this risk backward.

6.3. Reforming the Tax Treatment of
Health Insurance
Another way to increase cost sharing and improve
the cost effectiveness of health insurance involves
reforming the tax treatment of health insurance.
The excludability of employer contributions to
health insurance would be limited or eliminated and
replaced with a progressive tax credit or voucher.26
Eliminating the tax advantage of premiums over
out-of-pocket payments in this way would encourage more cost sharing, which, moreover, would be
economywide, magnifying the benefits due to the
systemic effects of any reform. In addition, turning
the regressive deduction into a progressive credit
would effectively compensate low- and moderateincome households for the cost of the additional
risk they would bear under increased cost sharing.
Done the wrong way, however, changing the tax
treatment could be more damaging than beneficial. If this reform extended the tax benefits to the
purchase of health insurance in the individual market, then it would be critical to also put in place
complementary reforms to prevent the employersponsored system from unraveling without creating a sound pooling mechanism in its place. Plans
such as the Bush administration’s proposal, which
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lack this safeguard risk, would result in substantial
numbers of people losing their health insurance as
employers drop coverage.27

6.4. Encouraging Greater Transparency
Finally, greater transparency about the trade-off between health-care spending and spending on other
goods and services could make a helpful difference
in reducing the former or improving the ways in
which it is spent. Everyone wants lower premiums,
no out-of-pocket outlays, and unlimited access to
specialists, high-technology tests, and expensive

treatments. Ultimately, however, the trade-offs between these conflicting desires must be acknowledged. It is to the advantage of us all to understand
that we pay for health care in four ways: (1) direct
outlays, (2) insurance premiums, (3) lower wages,
and (4) higher taxes. In the absence of such awareness, increased cost sharing will be misperceived as
shifting costs to individual consumers while providing a windfall to insurers, health providers, or other
groups, rather than potentially increasing one type
of consumer payment while reducing another type
of consumer payment by even more.

27. See Furman (2006a) and Burman et al. (2007) for a more detailed discussion of how to transform the tax exclusion without disrupting
pooling mechanisms.
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7. Conclusions

T

he extent to which individual consumers bear
the cost of the health care they receive clearly
influences overall health-care spending. Over
the past four decades, large relative reductions in
cost sharing have contributed to a steady increase
in total health-care expenditure. Reversing some
of that decline could help bring health costs down,
freeing up resources to spend on more highly valued
goods and services—perhaps including other, more
beneficial kinds of health care—with little or no adverse impact on health outcomes. Undoing some of
the reduction in cost sharing could also bring down
the cost of health insurance, reducing the number
of uninsured. Finally, exposure to smaller risks—
but caps on bigger risks—could improve financial
security, both directly by limiting large health bills
and indirectly by making insurance more affordable
and thus more sustainable.
Increased cost sharing for small risks while protecting against large risks is not, however, a panacea.
Instead, it is one dimension of a difficult trade-off,
the other being the financial risk of high out-ofpocket health-care expenses. For some, including
families below or near the poverty line and the bulk
of Medicaid beneficiaries, the trade-off is probably not worth it. These families should be largely
shielded from cost sharing. But, for the majority of
households, adding small risks are worth the savings, especially if cost sharing—or the associated
compensation—can be related to income and any
changes are made in a “smart” way that improves
health outcomes.
Like any major public policy—especially one designed to reduce health-care spending—increased
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cost sharing will produce winners and losers. But
far from derailing such reform, this should be an
impetus to reformers to be careful about the way
in which cost sharing is implemented, and to make
adjustments as the emerging evidence warrants.
For example, we already know it is much cheaper
to protect low-income individuals from the health
consequences of hypertension by providing free
blood pressure screenings than it is to offer free
care for all. Smart cost sharing can be tailored to
keep such beneficial interventions cost free, and
therefore widely used, while achieving the goal of
cost containment.
No health-care system is perfect. Trying to provide
complete, first-to-last-dollar protection for everyone would be expensive and unrealistic. Moreover,
complete first-to-last dollar protection has been accompanied by stricter controls by insurance companies to control use that have not proven popular
with much of the public. Increased cost sharing at
least has the merit of giving individuals greater control over tough choices.
Increased cost sharing can be part of a very good
health-care system. It would be a critical step forward, freeing up funds to fix the other chronic
problems that plague the system, in particular the
plight of the tens of millions who are uninsured or
underinsured. It could be imaginatively designed to
steer health-care spending to where it is most effective. In short, progressive cost sharing could be
an integral part of a reformed health-care system
that, while far from perfect, is better than what we
have—and moving in the right direction.
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