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Executive Summary

Advocates for tax reform must confront the current tax subsidy for em-
ployer-based health insurance, which distorts the market for private health
insurance and penalizes those who do not obtain health insurance through an
employer. The current scheme should be changed to a straightforward system of
credits to empower individuals to make their own health care choices. This
would eliminate the current discrimination and tear down this barrier to
fundamental tax reform.

Current debate over tax reform has produced innovative ideas about simplifying and reducing the role of
government in our daily affairs. There are practical alternatives to the United States' gargantuan tax code
and government inefficiency. Yet even the soundest of tax reforms is bound to trip up on one major po-
litical and social issue-health care. This study examines a policy change that could accomplish much to-
ward improving health care and simplifying the tax code.

Currently the United States tax code provides generous tax savings for health coverage-to the order of
$130 billion per year. Yet this only comes in the form of tax exclusions and deductions for employ-
ment-based health insurance. In other words, the subsidy only reaches those fortunate enough to have
full-time work that provides perks such as health insurance.

For many reasons, job-based health insurance does not work to the advantage of Americans. Workers as-
sume that their insurance is "free"—a perk of the job. Many do not, therefore, make informed decisions
about health insurance policies, and the costs and inefficiency of the policies continue to rise as a result
of the lack of "shoppers." In the end, what is commonly viewed as a perk is really costing Americans
both real cash wages and the access to affordable, competitive health insurance.

Furthermore, the system of deductions and exclusions leaves lower-income workers with almost no bene-
fit. They are left unable to purchase health insurance and must depend on restrictive, inefficient and bur-
densome government health programs. The whole system is an obstacle to the quality and efficiency of
private health care.

Advocates for tax reform must at some point wrestle with this out-of-date and burdensome public health
care subsidy. The first move toward better health care actually coincides with a move toward fundamen-
tal tax reform. Government subsidies for private health care should be taken out of the sphere of employ-
ment. Just as we do not depend on our employers to mortgage our homes or insure our cars, we
Americans should not have to depend on employers for health care decisions.

For a more equitable subsidy, tax deductions and exclusions should be changed to a straightforward
system of tax credits, which could eventually become direct subsidies. This kind of direct subsidy
would allow more people to purchase private health insurance that suits their needs. Giving tax sub-
sidies directly to individuals would also prevent discrimination against those whose workplace does
not offer affordable insurance.

Subsidies to individuals to make their own health care arrangements would inject new vitality into the
market for individually purchased health insurance. Because more than four-fifths of Americans get their
health coverage either through the workplace or through government programs, the market for individ-
ual health insurance is not nearly as vibrant as it could or should be.
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Right now, almost all working Americans, whether rich or poor, are constrained in their health insurance
decisions by their employment-based insurance or by a public entitlement program. This state of affairs
prevents the conditions needed for a competitive market of low-cost health insurance policies that are
tailored for individual needs. Tax credits for health insurance would bring more consumers into the mar-
ket, and the possibility for competitive quality and costs could be realized.

i i



Inst i tute for Pol icy Innovat ion: Pol icy Report #167 i i i

Copyright ©2002 Institute for Policy Innovation

Nothing from this document may be reproduced or transmitted in any form or by any means, electronic or mechanical, including photocopying,
recording, or by any information storage and retrieval system, without permission in writing from the publisher, unless such reproduction is
properly attributed clearly and legibly on every page, screen or file.

The views expressed in this publication do not necessarily reflect the views of the Institute for Policy Innovation, or its directors, nor is
anything written here an attempt to aid or hinder the passage of any legislation before Congress. The Institute for Policy Innovation (IPI) does
not necessarily endorse the contents of websites referenced in this or any other IPI publication.

Direct all inquiries to: Institute for Policy Innovation
250 South Stemmons, Suite 215

Lewisville, TX  75067

(972) 874-5139 [voice]
(972) 874-5144 [fax]

Email: ipi@ipi.org
Website: www.ipi.org



The Road Map to Tax Reform™

David Hartman . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Series Editor
Chairman, The Lone Star Foundation

Tom Giovanetti . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Publisher
President, Institute for Policy Innovation

Editorial Board:

Dr. John Berthoud
President, National Taxpayers Union Foundation

Ernest S. Christian
Chief Counsel, Center for Strategic Tax Reform

Chris R. Edwards
Director of Fiscal Policy Studies, Cato Institute

Stephen J. Entin
President and Executive Director, Institute for Research on the Economics of Taxation

Dr. Dan Mitchell
McKenna Senior Fellow in Political Economy, The Heritage Foundation

Stephen Moore
President, Club for Growth

Daniel J. Pilla
Executive Director, Tax Freedom Institute, Inc.

Aldona Robbins
Gary Robbins

Senior Research Fellows, Institute for Policy Innovation

Eric V. Schlecht
Senior Policy Analyst, National Taxpayers Union Foundation

Dr. Margo Thorning
Senior Vice President and Director of Research, American Council for Capital Formation

Grace-Marie Turner
President, Galen Institute

iv



Table of Contents
Introduction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 1

The historical accident of job-based insurance . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2

How the current system works against workers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2

Non-taxed, invisible wages . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 2

Hidden wages = lowered income . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3

The visibility of deductions/the penalty to workers . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 3

Putting consumers back in control of their decisions. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4

Cost efficiency . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4

The ethical imperative for increased efficiency . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4

Tax reform requires alternative health care solutions . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 4

A viable, equitable and long-term solution . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 5

Tax credits are an essential move in the right direction . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 6

Moving toward real insurance: the benefits of a tax credit . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7

Employment . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7

Equality . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 7

Efficiency . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8

Future goals of the tax credit . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 8

Choices in the information age. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9

Local health care. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9

Federal incentive and state enforcement . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9

Options for individually targeted subsidies . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 9

Time for change . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 10

Endnotes . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11

About the Author . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11

About the Roadmap to Tax Reform™ Series . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 11

About the IPI Center for Tax Analysis . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12

About the Institute for Policy Innovation . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 12

Inst i tute for Pol icy Innovat ion: Pol icy Report #167 v



Health Care:
Avoiding the Achilles Heel of Tax Reform

By Grace-Marie Turner

Many of the problems that politicians have been wrestling with for at least 20 years can be
minimized and even solved by empowering consumers to transform the health care sector
through free-market competition rather than regulation.

Introduction
Before we can transform our highly burdensome and overwhelmingly complex income
tax system to create a flatter, fairer tax system, we must take a hard look at the current tax
treatment of health insurance. Unless a careful strategy is developed, the favored tax
treatment of employment-based health insurance could well be the Achilles Heel of over-
all tax reform.

The challenge is worth taking: the tax treatment of employment-based health insurance
needs to be modernized for the sake of both tax reform and health reform.

It is no coincidence that the United States offers the highest-quality health care in
the world and that, during the twentieth century, it repeatedly has turned its back
on government-run health systems. The challenge for the twenty-first century is to
modernize policy decisions made nearly 60 years ago that are increasingly out-of-date and
out-of-step with today’s economy. To make high-quality health care accessible and affordable for all
Americans, the key is tax reform.

Today, the tax code provides a generous but highly invisible subsidy for the health insurance that more
than 160 million Americans receive through the workplace. This tax benefit is worth more than $130
billion in tax savings—much more valuable than even the mortgage interest deduction—to working
Americans and their families.1

Yet this subsidy leaves millions of people behind, especially those at the lower end of the income scale.
Furthermore, the subsidy is invisible to those who do receive it, causing another series of distortions in
the marketplace for health insurance.

The political battles over a new tax system could run into a brick wall unless strategies
are developed for alternatives to these subsidies and people are educated about the need
for new ideas. Because people are not well informed about how the current tax subsidy
determines the nature of their health insurance, they are particularly susceptible to scare
tactics by opponents of tax reform. Opponents have already signaled that they will use
the health care issue to try to derail tax reform.

Reforming the tax treatment of health insurance is essential to achieve a more efficient
and equitable market for medical services and health insurance in the United States. Cor-
recting the tax distortion would lower the costs of health insurance coverage in both the
public and private sectors and thereby allow broader access to quality health care.
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The current tax treatment of health insurance is a problem that must be addressed in fundamental tax re-
form. Freeing up the current tax preferences for employment-based health insurance can lead to an ex-
tensive, equitable and personalized market of health coverage for Americans of all income levels.

The historical accident of job-based insurance
Early in the 20th Century, the link between health insurance and the workplace began to be established
in the United States.2 During and after World War II, employment-based health insurance became more
widespread, and the link became much stronger.

Factories were pushed to meet wartime production schedules. Competition for good
workers was intense but was hampered by wartime wage controls. Employers found
they could compete for scarce workers and boost compensation without running
afoul of these controls by offering health insurance as a benefit in lieu of cash wages.
In 1943, the Internal Revenue Service ruled that employers’ contributions to group
health insurance would not count as taxable income for employees.

That ruling, its codification by Congress in 1954, rising tax rates on middle-class in-
comes, and the rising demand for health insurance all combined to create a strong in-
centive for obtaining health insurance through the workplace.

The generous tax preference accorded job-based health insurance is a historical accident that has in-
creased automatically over the decades without legislative authorization or appropriations. It has perco-
lated through the economy for nearly 60 years to become the foundation for a system that provides
subsidies to employers. The consequence is clear: working and retired Americans seek health insurance
for themselves and their families through their jobs.

But this form of subsidizing health insurance is increasingly out-of-step with our rapidly changing econ-
omy and workforce. Because of increased access to communication and information, American workers
are more knowledgeable about their needs and health care options. Furthermore, our free-market econ-
omy makes such choices crucial to improving the quality and lowering the costs of health care. Em-
ployees might well ask why their companies do not offer to pay their mortgages or grocery bills as well.
Health insurance has become a job-based perk because of a dated tax policy.

In addition, the subsidies for job-based health insurance are very regressive: current
tax law provides generous benefits to those who have higher incomes and receive
health insurance through the workplace. Yet it offers little or no assistance to those at
the lower end of the income scale. A taxpayer earning $100,000 a year or more gets
an annual subsidy worth $2,638 while one earning $15,000 gets only $79 a year in
assistance toward the purchase of health insurance.3

What that means is that an executive with a high-paying job gets a generous tax sub-
sidy for health insurance from the taxpayer, while the waitress serving her lunch gets
little or no help in purchasing health insurance. Clearly, it is not a system we would have designed if we
were starting from scratch. It is a relic of World War II wage controls, and changes are needed.

How the current system works against workers
Non-taxed, invisible wages

Employment-based health insurance is part of the compensation package many employers provide
to their employees in the form of a non-cash wage. What makes health insurance different from
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cash wages or salary compensation, however, is that workers do not pay taxes on this part of their
compensation package.

The tax code offers an exclusion of health insurance costs from taxable income to those who get their
health insurance at work. Section 106 of the Internal Revenue Code provides that the value of health
benefits need not be counted as part of the taxable income of employees.

This seems like a generous accommodation for the needs of Americans to secure afford-
able health care. However, it only applies to those who are provided with health coverage
through an employer. We have seen how this makes for inequalities in health care assis-
tance. Yet it has further negative consequences.

Hidden wages = lowered income

The value of the health coverage, the tax benefit employees receive, and the costs in
forgone wages are largely invisible to workers. An example may prove useful. Take a
graphics artist whose salary is $40,000. Her company offers health insurance, but the ad-
ditional $5,000 cost of the policy covering her family and herself is excluded from her
taxable income. The tax code encourages her to believe that her premiums are paid by her employer and
are therefore “free.” This illusion persists because her pay stub does not reflect the $5,000 in nontaxable
income that she receives in the form of health insurance. (Even if her employer asked her to contribute
to the cost of her health insurance premiums, the contribution would represent only a fraction of the full
cost of the policy.)

In fact, the employer sees the cost of employing her as $40,000 plus $5,000, or $45,000, plus other ben-
efits and taxes.

The company must write the check for the premium in order for the employee to receive the tax subsidy.
The employee therefore never sees the full cost of the health insurance policy, or the cash income that he
or she is forgoing in lieu of the insurance policy. The exclusion therefore creates an illusion that the com-
pany is providing health insurance as a perk. The tax benefit is invisible as well.

As long as Americans remain under the mistaken illusion that they are getting “free” or
heavily subsidized health insurance at work, they will be shielded from the full cost of
their health care consumption decisions. They will not understand that their cash com-
pensation is lower because of high health insurance costs. And they will not see the gen-
erous tax break they are getting for their job-based health coverage.

The visibility of deductions/the penalty to workers

In addition to the exclusion of health insurance from the taxable income of employees,
businesses can take a tax deduction for the cost of this health coverage, as they do for
most other forms of employee compensation. They write the check for the health insur-
ance premiums on behalf of their workers, and some pay medical bills directly if they
self-insure. Businesses deduct these costs from their earnings since health insurance is part of the total
compensation package paid to workers and must be deducted to measure net profits correctly.

While the tax break for health coverage to individuals (its exclusion from taxable income) is invisible, the
costs of health coverage to employers are visible. This creates an imbalance that, again, is contrary to the
interests of the employee. When deductions are taken, they are visible because the entity receiving the
tax deduction must first pay the full cost of the purchase before deducting it from total income. We hear
the cries of employers complaining about the rising cost of health insurance because they are paying the
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bill. Employees may be receiving smaller raises as a result, but this is a consequence of visible costs to an
employer and invisible benefits to an employee.

Visibility is one of the core principles stressed as essential to a properly functioning tax system by econo-
mists. It was identified by the National Commission on Economic Growth and Tax Reform as an essen-
tial principle for tax policy.4 Deductions are visible, but exclusions are invisible and therefore much more
likely to cause distortions in the marketplace.

Putting consumers back in control of their decisions
Cost efficiency

In a market-based economy, whoever controls the money controls the choices. For
several decades, those who have job-based health insurance in America have been un-
der the illusion that someone else pays their bills for medical care. In fact, each of us
pays, and we pay more for the perceived luxury of thinking we don’t pay.

Eugene Steuerle of the Urban Institute estimates that the average American family
pays about $11,000 a year toward the total $1.2 trillion in American health care ex-
penditures.5 Unfortunately, most of that spending is invisible. The money comes
from pre-tax wages used to pay job-based health insurance premiums, from taxes paid
to fund federal health programs like Medicare and Medicaid, from cost-shifting
among private and public payers, and from other sources.

The only way for Americans to get back in control of costs and choices is to get control of the money.
When that happens, consumers can choose the doctors and medical care that they, and not an insurance
clerk or government bureaucrat, deem necessary. They, not a bureaucrat or employer, will decide what
compromises they are or are not willing to make to get medical care and health insurance.

Because medical care, and consequently health insurance, is expensive, some people need help in afford-
ing coverage. Changes to the financing system can provide that help by expanding access to health insur-
ance, providing security, maintaining a system envied for the quality of care, and creating new incentives
for cost efficiency.

The ethical imperative for increased efficiency

Over the last several decades, modern medicine has evolved to a point that medical
professionals can diagnose life-threatening diseases early enough to provide life-sav-
ing therapies. With these advances have come the social questions: who is entitled to
medical care and at what price? Today, care is rarely denied to those in critical need
of medical treatment. But haphazard access to medical care is expensive, inefficient,
and diminishes individual dignity.

The political process has thankfully struggled against and so far rejected a sweeping
reform proposal that would address the needs of 280 million Americans through a
single government-designed program. No one single solution will ever work. The fol-
lowing proposal could correct some of the distortions caused by flawed federal tax
policies by helping those in need with a new form of assistance to purchase health coverage.

Tax reform requires alternative health care solutions

During the last major health care reform debate in the 1990s, Americans consistently said they wanted
universal access to health care but just as consistently said they did not want the government bureaucracy
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that accompanied a centralized government solution. The American people, committed to the impera-
tive of equality, want everyone to have access to the medical care they need, but they want a solution that
does not compromise the strength of the health care system or the economy, and does
not place an undue burden on individual or government resources.

The convergence of frustration with the tax system and frustration with the health care
system may provide a historic opportunity for change. In 1999, the average household
paid nearly 40 percent of its income in federal, state, and local taxes. This high tax rate
during peacetime and prosperity, coupled with growing disaffection with centralized gov-
ernment, leads many political analysts to believe that the country is ripe for tax reform.

Furthermore, the coincidence of tax reform and health care reform is inevitable if we are
to institute a radically different tax structure. A debate over a major simplification of the
federal tax system would necessarily draw attention to the generous tax benefit provided
for employment-based health insurance. Regardless of how dated and prejudicial this sys-
tem is, health care could be a political/emotional card played by the opposition to exten-
sive tax reform. It is imperative that advocates of tax reform understand the political
volatility of changes to current health care subsidies. For fundamental tax reform to proceed, there needs
to first be a viable and equitable alternative to today’s system of health care subsidies.

Coupling tax reform with free-market health reform could finally make a win-win political scenario possible.

A viable, equitable and long-term solution
Some have advocated extending the exclusion of health insurance from taxable income to the uninsured,
but this is not a viable alternative. Under the current tax provisions for health care, there is no way to ex-
tend benefits to the uninsured. By definition, the exclusion is only available to those who are able to ob-
tain their health insurance through the workplace; premiums are excluded from their taxable income.

Other initiatives have been and are being considered that would provide incentives through an individ-
ual tax deduction. A tax deduction for health insurance would function much like the mortgage interest
deduction: people would purchase their own health insurance, then take a deduction on their income tax
returns for allowable premiums they have paid.

Congress has already enacted an individually based tax deduction, which is being phased
in through 2003. But this deduction is limited to self-employed individuals who pur-
chase their own health insurance. Furthermore, a tax deduction is not effective in reach-
ing the vast majority of the uninsured. Because of the progressive rate structure of the
U.S. income tax system, deductions favor middle- and upper-income individuals and
families who are most likely already to have health insurance and provide little or no help
to those at the lower end of the income scale.

More than 80 percent of the uninsured are working Americans or their dependents. They
either can’t afford to purchase health coverage on their own with after-tax dollars, or they
can’t afford to pay their share of the premium costs for health insurance their employers
may offer.

Tax deductions, either above or below the line, will be of little or no help to families with incomes under
$25,000—the most likely to be uninsured. Due to the combined effects of the standard deduction, per-
sonal exemptions, and child tax credit, these families often pay no federal income taxes. Even a full de-
duction would mean a savings of only 15 percent off the cost of health insurance—far too little to be of
help to the uninsured.
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Proposals for a national sales tax, which would tax consumption expenditures, include a rebate of taxes
paid on necessities. These necessities, which could include health care, would escape taxation up to a
capped limit. In both flat tax and sales tax proposals, the personal exemption could
be increased to provide additional benefits to lower-income individuals and families
for the purchase of health insurance.

The Health Policy Consensus Group has proposed a solution that is supported by
political leaders on both sides of the aisle.6 It is a subsidy for health care that provides
a tax cut and targets those who currently do not have health insurance. It would give
individuals more choice as to where and how they obtain medical care, and could
create new incentives for a competitive, consumer-driven market for health insurance
and medical services.

The Health Policy Consensus Group’s proposal would offer (instead of deductions and exclusions) a re-
fundable tax credit for the purchase of health insurance. The tax credit would be a direct subtraction from
taxes owed. If taxpayers owe less than the credit for which they are eligible, they can claim the difference
as a refundable subsidy. A refundable tax credit would not only give families meaningful help in purchas-
ing private health insurance, it would also help ease the transition toward tax reform.

It should be emphasized that tax credits are not a permanent solution. They are an incremental step to-
ward a system of subsidies that would help eliminate many of the current distortions, give more workers
access to health care, and allow a simpler, more efficient system of taxation. The new tax credit subsidies
would be visible to the recipients, empowering them to make decisions about how to obtain the best
value for their health insurance dollar in a competitive marketplace. This is a vision for the future, one
that will be not achieved without legislative change.

Tax credits are an essential move in the right direction
Even with the generous $130 billion subsidy for job-based health insurance, more than 40 million peo-
ple are without coverage at some point during the year because they don’t receive or can’t afford the
health insurance offered by their employers.

Tax credits are an interim solution to move toward greater fairness. It may seem odd to discuss the merits
of tax credits while pushing for a simpler, fairer, flatter tax system. In fact, enacting tax credits to obtain
private health insurance actually puts in place a system of subsidies that will make
the transition to overall tax reform much easier.

Tax credits also are a good start because they could eventually be substituted by
straightforward subsidies. By providing a refundable tax credit worth, for example,
$1,000 for individuals and $2,000 for families, the credit could be turned into a di-
rect subsidy or an expansion of the basic personal exemption. This transition will re-
main more difficult to do as long as the subsidy for private health insurance is
expressed as a deduction or exclusion from income, with the subsidy varying depend-
ing on how much is spent on health coverage.

In making a direct subsidy through a tax credit, the expenditure moves to the spend-
ing side of the budget (where it belongs) rather than being run through the tax code
with all of its complexity and confusion. The key to this new refundable tax credit system is that individ-
uals know they have a specific subsidy for health insurance qualified in dollars rather than in an open en-
titlement to benefits. In the new system, consumers—not government bureaucrats, politicians, or
human resource directors—decide how the money will be spent.
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This change would provide a measure of equity missing from the current system. Equally important, the
subsidy would go directly to the individual to make the health care arrangements that best suit his or her
needs and shrink the role of government in micromanaging the health care system.

President George Bush has embraced the concept of tax credits as the centerpiece of his initiative to assist
the uninsured in obtaining coverage. The alternative proposed by those on the political left would lure
more and more of the uninsured into existing government-run health programs like Medicare and
Medicaid. Tax credits are a step toward individual ownership of health insurance, selected in a competi-
tive, private marketplace.

Moving toward real insurance: the benefits of a tax credit
Employment

The incentives would be targeted directly to individuals regardless of their employment status, unlike the
current system of subsidies for job-based insurance.

Under this new system, individuals and families would not be required to give up their
health coverage when they lose or change jobs, any more than they would be required to
refinance their mortgage or get new auto or life insurance when they get a new job. Tax
credits would answer many of the questions raised in the health care reform debate: secu-
rity, portability, eliminating job-lock, providing broader access to coverage, and creating
incentives for cost control, to name a few.

Equality

A system of credits or vouchers could be available without regard to income. Or the sub-
sidies could be provided on a sliding income scale, as represented in the chart below (Fig-
ure 1). This system would provide a specific amount of money to each individual and
family in certain income classes toward the purchase of health insurance. This would be
more difficult to administer than a flat credit system but could have more political appeal.

Figure 1
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As one option of expanding coverage, those eligible for the credit but who choose not to purchase their
own health insurance policy would default into an insurance pool. The money saved from the subsidy
they did not use could pay for their participation in the insurance pool, such as a state-based high-risk
pool, or a private program of all companies participating in the insurance program. The coverage would
be purchased for them from the public funds saved because the person did not claim
the credit available to him or her.

Instead of having most of the subsidy going to the wealthiest Americans, as it does
today, new subsidies could be allocated to those at the lower end of the economic
scale who are less likely to be able to purchase health insurance on their own. If the
full cost of the health insurance policy were visible, consumers would make better de-
cisions in the allocation of these resources. For example, many more people would see
the benefit and value of purchasing catastrophic coverage that is real insurance: pro-
tecting them against the cost of large medical bills.

Efficiency

Some consumers would see the value of purchasing a relatively inexpensive health in-
surance policy that protects them against the costs of major accidents or illnesses. They could use the
premium savings from this less costly “catastrophic insurance” to pay for routine medical bills
out-of-pocket or to establish Medical Savings Accounts. Others may prefer to purchase a straight Health
Maintenance Organization contract to provide predictable access to routine and catastrophic care.
Giving people choices would allow a more diverse and complex market to evolve that would cater to the
individual needs of consumers and provide a broader range of choices.

Surely the cost of a health insurance plan that protects against high-cost medical bills would be much
more economical than a policy in which virtually every bill is run through insurance. Imagine, for exam-
ple, an automobile insurance policy that ran every repair bill through insurance. Consumers understand
that this would be expensive and inefficient, so most opt instead for the higher deductible policies that
keep premiums lower. The same principle works for health insurance.

Efforts to expand government control and regulation of heath care ignore the real case we should be
making for health coverage: the social responsibility involving the costs of catastrophic medical expenses
should be distinguished from individual preferences and needs for routine medical
care. That is, it is the responsibility of individuals to have catastrophic health cover-
age so they do not subject others to the cost of routine medical bills—especially those
that the injured or ill person could have afforded. Unfortunately, the large part of
these private expenses becomes a burden on taxpayers through public programs.

“Health insurance” that pays all medical bills after a deductible of a few hundred
dollars isn’t insurance at all; it is a pre-payment plan for medical bills. Individuals
may choose to purchase this type of coverage, but it is an individual choice that
should neither be rewarded nor restricted by the federal government. Instead of at-
tempting to require everyone to fit into the same package, people can tailor the pack-
age to fit their individual and family needs.

Future goals of the tax credit
The ideal plan would provide individuals and families with the security of owning their own health in-
surance. Direct subsidies, in the form of tax credits or vouchers, would simplify the tax code and provide
individuals and families the help they need in purchasing health coverage.
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Choices in the information age

As the Unites States leads the world to the information age, people have greater access to more and more
information about health care options. Government cannot and should not stop this information explo-
sion, and it cannot and should not stop people from seeking the medical services they need to promote
and maintain their own health.

In a true free-market system, costs would be controlled, not by government restrictions, but by individ-
ual consumers seeking the best value for their premium dollars in a competitive marketplace. Those who
have information to compare can make choices, and informed choices drive the market to restructure.
All consumers benefit from this free-market dynamic.

Subsidies to individuals to make their own health care arrangements would inject new vitality into the
market for individually purchased health insurance. Because more than four-fifths of Americans get their
health coverage either through the workplace or through government programs, the market for individ-
ual health insurance is not nearly as vibrant as it could or should be. The individual market also has been
suffocated by a plethora of state mandates and regulation. Targeting subsidies to individuals to purchase
their own health insurance would revitalize this market for individual health insurance and force sellers
to cater to the needs of consumers rather than to large, depersonalized purchasers like employers or
government.

Local health care

Incentives could be established to encourage local initiatives and volunteer activities,
which are historically the most successful ways of problem solving.

A redesigned health care subsidy could encourage medical care providers, hospitals, and
groups to implement programs and medical treatment that specifically address the needs
of underserved populations. A special commission could be established to investigate the
most effective local programs and find out what makes them work, and an information
clearinghouse could facilitate duplication of the best programs.

The challenge for the federal government is to stay out of the way of creative local initiatives while set-
ting up a climate in which more of them can flourish. These programs will succeed only if they are en-
couraged by incentives, not driven by federal mandates, controls, and red tape.

Federal incentive and state enforcement

The primary responsibilities of government would be structuring incentives properly to encourage peo-
ple to take responsibility for themselves as much as possible, and for seeing that the private marketplace
lives up to its commitments to consumers.

State governments have both the experience and the infrastructure to provide contract enforcement.
They can best offer protection to assure consumers that the coverage they have purchased is the coverage
that is provided.

Options for individually targeted subsidies
Many of the reforms to the health care system we advocate are based upon ideas that return power to
consumers by giving them more control over their own resources. The idea of individually targeted sub-
sidies can provide help for the uninsured as well as for those eligible for the State Children’s Health In-
surance Program, Medicare, or Medicaid.
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Health care is too personal to be dictated by the federal government. That is true for
everyone, rich or poor. Those relying on public assistance should not be subject to re-
strictive entitlement programs, and existing subsidy programs could be improved to
supplement the federal tax credits. For example, many of those in the lowest income
categories already qualify for Medicaid or the State Children’s Health Insurance Pro-
gram (SCHIP). These allocations could be provided to individuals in the form of
vouchers for the purchase of private health insurance. Here are some options for giv-
ing individuals more control over choices and spending for existing programs:

• Medicare subscribers: Medicare subscribers would be allowed a one-time option
of keeping their private health insurance when they turn 65 and receive, instead of the current
monthly Medicare payment, a contribution toward their private insurance.

• Medicaid beneficiaries: Those who currently receive Medicaid assistance would be eligible for a
direct subsidy to cover the cost of privately offered coverage. Therefore, the poor and
lower-income individuals would have access to good, private medical care and catastrophic
coverage, just like everyone else.

• SCHIP beneficiaries: Children and the parents of children in lower- and middle-income
categories who qualify for SCHIP coverage could receive the benefit in the form of a
refundable tax credit or voucher that would allow them to obtain private health insurance,
either at work or through a new alliance or organization that they may choose.

In a reformed system, tax credits could be directed to individuals for the purchase of health insurance on
a sliding income scale. While it would add some complexity, the subsidies could provide more generous
assistance to those in lower income categories, with reduced subsidies as the recipient’s income rises.

The National Bi-Partisan Commission on the Future of Medicare recommends a system for Medicare
that would provide direct subsidies to individuals for the purchase of health insur-
ance. Instead of the current Medicare entitlement to a limited set of medical benefits,
beneficiaries would receive a monetary allocation, often referred to as “premium sup-
port,” that they could use toward the purchase of competing private health plans.

Nine million Federal workers, dependents, and retirees already utilize a similar system
that has worked efficiently and effectively for decades. It is an excellent model for se-
niors and an important change to inject incentive-based cost controls into the
Medicare system, which is heading for bankruptcy if it is not changed. The premium
support model of Medicare reform is gaining momentum on Capitol Hill and has
been supported by President Bush.

Time for change
The changes that are needed in the health sector will come not through the collective solutions that have
been attempted again and again in this century to expand government control of the health system.
Rather, they will come through solutions that focus on individual authority, competition, diversity, and
freedom of choice that will drive the economy in the twenty-first century.

The goal is to expand freedom by limiting the role of government in the health sector, which is, by the
number of pages of regulation governing it, the most heavily regulated sector of the U.S. economy. In or-
der to restore competition and freedom for patients and doctors, we must begin to move away from a
system that would bring more and more Americans under the authority of politicians and government
regulators in directing health care. Limiting the role of government will expand freedom and promote
individual responsibility, competition, and diversity.

Heal th Care : Avoiding the Achi l l e s Hee l o f Tax Reform10

The premium
support model of
Medicare reform
is gaining
momentum on
Capitol Hill and
has been
supported by
President Bush.

Health care is too
personal to be dic-
tated by the fed-
eral government.



In making the case for tax reform, higher-income individuals receiving generous subsidies for health in-
surance may be willing to trade some of these subsidies for a flatter, lower tax rate. This could actually
help balance the demographic tables that would otherwise show higher-income people gaining more
through a flatter tax system.

Implementing new subsidies for health insurance now through tax credits would make a
transition to a new system easier in the long run. As part of a tax reform initiative, ex-
plicit, capped subsidies for health insurance could easily be converted into credits or ex-
panded personal exemptions, available only to those who use the funds to purchase
health insurance.

Ultimately, the road to health care reform will run through tax reform. The invisible and
regressive tax break for health insurance will be brought to light when the country de-
bates a major overhaul of the tax code. As a result, the route to the health care reform that has eluded
policymakers for decades may very well be through a simpler, fairer, and flatter tax system.
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