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Policy Analysis

RESTORING HEALTH FREEDOM
The Case for a Universal Tax Credit
for Health Insurance

by Sue A. Blevins

Executive Summary

During the debate over the dinton health care plan,
opponents of "dintonCare" pointed out that the plan would force
Anmericans into restrictive managed-care plans with limted
choices. First Lady Hllary Rodham Cinton and ot hers pointed
out, correctly, that many Americans are already finding their
freedomto choose a health care provider restricted. |In fact, 48
percent of U S. workers report that their enployers offer only one
health care plan. Those plans increasingly are health mai ntenance
organi zations or other types of managed care with limted options.

The main reason for the present situation is that federal tax
| aw favors enpl oyer-sponsored health insurance. Enpl oyer-
sponsored health insurance is fully excluded fromtaxation, but
i ndi vidual Iy purchased health insurance is not. The result is
t hat individuals have dimnished ability to choose their health
care plans, providers, and treatnents.

Anericans' |ack of health freedom can be nmeasured objectively
using the Health Freedom of Choice Index. This study uses that
i ndex to conpare three types of health insurance plans: the
Federal Enpl oyee Health Benefits Program Medicare, and nedi cal
savi ngs accounts (MSAs). According to the index, MSAs offer
i ndividuals the nost freedomto select their health care providers
and benefits. Last year's Kassebaum Kennedy bill limted the
nunber of MSAs to 750,000 nationwi de. This year Congress wll
grant the MSA option to only 390,000 of 37 mllion Medicare
reci pi ents.

The way to restore freedomin health care is to provide every
Anerican a tax credit for health insurance, whether purchased
privately or through an enpl oyer or other organization. A
uni versal tax credit, along wth legislation to make MSAs
avai lable to all Americans, would hel p put choices about health
care coverage back in the hands of the people.

Sue A Blevins is president of the Institute for Health
Freedom
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| nt r oducti on

Few i ssues in health care have as much resonance with the
Anerican public as the freedomto choose one's doctor or health
care provider. |Indeed, concern about restrictions on the free
choi ce of provider was one of the nmajor reasons for the defeat of
the dinton health care plan. Today, the inportance of that issue
can be seen in the anxiety over managed care and its restrictions.

There is good reason for Anericans to be anxious. |In one
sense, of course, we remain free to choose any health care
provider we wish--if we are wlling to pay for it. However, in

practice, governnent policies are increasingly limting our
choi ces.

The nost visible of those governnent policies is the
i ncreasi ng nunber of state | aws and federal reinbursenent
regul ations that directly restrict patient access to the ful
range of avail able health care services, including mdw ves, nurse
practitioners, and chiropractors.? Regulations also limt
consuner access to nontraditional treatnents such as acupuncture,
honeopat hy, and nassage therapy.? However, a |ess obvious
government policy may have an even greater inpact on the freedom
to choose the provider of one’'s choice. Following Wrld War |1
the federal governnent established a tax |aw that favors enpl oyer-
sponsored heal th insurance, while penalizing individuals for
purchasi ng private health i nsurance. The val ue of enployer-pro-
vided insurance is excluded fromthe enployee's gross inconme and
is therefore untaxed. However, workers who purchase their own
heal th i nsurance or who purchase health care out of pocket receive
no tax break. They nust purchase health insurance (or health
care) with after-tax dollars, which dramatically increases the
ef fective cost of the insurance or health care.?

As a result of that bias in the tax code, nost peopl e have
been subtly coerced into relying on third parties such as
enpl oyers and governnents to pay health care bills, even for
routine care. Third parties paid 77 cents of every dollar spent
on health care in 1990.4 That neans that third parties decide
what types of health benefits are covered for nost Anericans.
After all, he who pays the piper calls the tune, and since
enpl oyers and governnents are paying the health care bills, they
get to decide what is covered.?®

Because the tax code penalizes individuals who purchase
i nsurance for thenselves, nost workers rely on enpl oyer - provided
insurance. As a result, however, those workers are |imted in the
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type of insurance they receive and the type of provider that the

i nsurance covers. |In fact, 48 percent of U S. workers report that
their enployers offer only one health care plan.® Those pl ans
often are heal th mai ntenance organi zations (HM3s) or other types
of managed care that limt the avail abl e nunber of physicians and
treat ments.

Congress has responded to this problemby attenpting to
mandate the type of providers and services reinbursable by health
insurers. 1n 1996, for exanple, Congress mandated that insurers
provi de coverage for at |east 48 hours of maternity care. A host
of additional mandates is pending. But mandating insurance
benefits is not a solution: Adding additional services drives up
the cost of insurance, causes sone individuals and enployers to
drop their insurance, and ultimately increases the nunber of
uni nsur ed persons.

The way to truly restore health freedomis not to treat the
synpt ons t hrough nmandat ed benefits but to cure the underlying
di sease by elimnating the tax bias against individually purchased
heal th insurance. That wll give individual consunmers contro
over their health care dollars, thus restoring their freedomto
choose their health care providers.

VWho Really Pays for Health | nsurance?

Who really pays for enpl oyer-provided health insurance?
Enpl oyees and taxpayers do. Most people accept |imted health
care choi ces because they think soneone el se--enpl oyers or
government--is paying for their health insurance. But that is a
m sconception. As is true of every other commpbdity or service,
there is no such thing as "free" health insurance. Enpl oyer-
sponsored health insurance plans | ead enpl oyees to believe they
are getting free coverage, but econom sts show t hat workers
actually forgo higher wages in lieu of health benefits.

Econom st Charl es Phel ps argues that "every dollar paid for
health insurance is a dollar not paid in wages. This neans that
wor kers want to be careful in their selection of insurance,
because they really are paying for it, even if the enployer is
maki ng the paynents on paper."’ John Goodman, president of the
National Center for Policy Analysis, puts it this way:

Heal th insurance is a fringe benefit which substitutes
for wages in the total enployee conpensation package.
The nore costly health insurance becones, the snmaller
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the remai ning funds avail able for wage and sal ary
increases. The ultimate victins of waste in the nedical
mar ket pl ace are enpl oyees. This is one reason why take-
home pay has been relatively stagnant over the past two
decades, even though total conpensation has been
rising.?

Al t hough workers’ total conpensation has increased over the
past few decades, Goodman notes that workers' take-honme pay
actually fell by 6 percent between 1973 and 1991, during which
ti me enpl oyer-sponsored health i nsurance benefits increased.
Table 1 shows the decline in take-home pay relative to increased
enpl oyer spending on health benefits between 1970 and 1991.°
Wor ker s--not enpl oyers--clearly bear the burden of high health
care costs in the formof |ower take-honme pay.

A study by the Center for Health Econom cs Research expl ains
why wor kers bear nost of the burden of high health care costs and
mandat es.

When faced with higher health care costs, businesses
have three choices: (1) raise prices--placing the burden
of higher costs on consuners; (2) accept |lower profits--
putting the burden on owners of conpanies; or (3) reduce
wages and ot her | abor conpensation--shifting the burden
to enpl oyees. 10

Only the third of those choices is truly feasible because

busi nesses find it difficult, if not inpossible, to raise prices
in a conpetitive marketplace and are unlikely to accept reduced
profits in the | ong run.

Workers al so bear the burden of high health care costs by
relying on third parties. Wen people rely on a business or other
third party to pay for nedical care, they consunme nore health care
services than they would if they were paying for themdirectly.?!
The foll owi ng scenari o denonstrates how that occurs. A group of
coworkers decides to celebrate for the holiday by going out to
dinner. They agree ahead of tine to split the restaurant bill
evenly anong all workers. Paying for food collectively neans that
sonme people will order nore food than they would if they were
payi ng separately. For exanple, the nondrinker who doesn't
normal Iy order dessert does so because he wants to "get his
noney's worth," especially since the rest of the group is ordering
wine. |If the workers continued to dine as a group, eventually
soneone woul d conplain that costs are
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Tablel
Components of Employee Compensation: 1970-91 ($)

Employer-Provided Retirement and Other Wages and Salaries
Y ear Health Benefits Nonhealth Benefits
1970 829 2,368 26,956
1973 1,056 3,004 28,081
1979 1,439 3,487 26,831
1988 2,048 2,831 27,394
1991 2,394 2,592 26,758

Source: Jerry Cromwell et al., The Nation’s Health Care Bill: Who Bears the Burden? (Waltham, Mass.: Center for
Health Economics Research, 1994).

Note: The amounts shown reflect average compensation per full-time equivalent employee in private industry in
1991 dollars.

too high. Sooner or later, there would be |imts placed on the
choi ces of foods and drinks that could be ordered.

Because the third-party dynam c increases spendi ng, sone
econom sts argue that it is nore efficient to purchase health care
individually. For exanple, Eugene Steuerle, a senior fellow of
the Urban Institute, stresses that individual financing of health
i nsurance nakes the cost of health care nore obvious to people and
| eads themto demand nore for their noney. Steuerle notes that
financing health insurance individually wll increase the
efficiency of the market. "In the long run, you'll get a better
| evel of nedical goods and services for |ess nobney."?!?

Because they rely on third parties, Anmericans are paying
hi gher prices for fewer choices. Today, a health insurance plan
offered by a small er business (50-199 workers) costs on average
$4,848 for famlies and $1,932 for individuals. Annual health
i nsurance premuns for |arger enployers (1,000 or nore workers)
run $5,400 for famlies and $2,067 for individuals.®® Those
figures do not include hidden health care costs, such as federal
payrol|l taxes for Medicare Part A general tax revenues for
Medi care Part B, and state and | ocal taxes that support comrunity
hospitals and clinics. Al told, the hidden cost of health care
is well over $8,000 per househol d.**
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Way Do Anericans Rely on Enpl overs to Fi nance and
Manage Health | nsurance?

Conventional w sdom mai ntai ns that people purchase health
i nsurance through enployers to obtain a group rate. But that is
not why businesses initially got involved in financing and
managi ng enpl oyee health insurance. U S. businesses first got
i nvol ved in health insurance because of governnent price controls.
The federal governnment froze industrial wages during Wrld War |1,
f orbi ddi ng conpani es to increase wages. ! The price controls,
however, did not apply to fringe benefits. Businesses found that
the only way to legally conpensate workers at increased rates was
to increase fringe benefits, one of which was heal th insurance.
Busi nesses continue to finance many workers' health insurance
benefits. In 1994 nearly 53 percent of all enployees were
enrolled in an enpl oyer-sponsored or uni on-backed group health
pl an. 16

There are sone financial advantages for insurers and workers
i n purchasing health insurance through enpl oyer-sponsored group
pl ans. Washi ngt on Consunmers' Checkbook, a nonprofit organization
t hat eval uates health plans, summarized those advant ages:

Sonme health plans offer coverage at |lower rates to

enpl oyed groups than to individuals. The plans offer
these better rates because they believe enpl oyed persons
are less likely to be sick than are persons who aren’t
wor ki ng. Al so, they know that by insuring a group they
can expect to get sone healthy individuals, not just
unheal t hy individuals who particularly want insurance.
In addition, they allow for the fact that dealing with a
group rather than individuals reduces admnistrative
costs.

Today, however, the ever-increasing costs of health care are
| eadi ng businesses to reconsider their role in financing health
i nsurance. The nunber of businesses that finance the total cost
of health insurance has declined over the | ast decade. In 1980,
74 percent of enployers who provided health insurance financed the
entire package--that is, they did not require any enpl oyee
contributions. By 1993 that nunber dropped to 37 percent.!®
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How t he Tax Code Distorts the Health Care WNarket

Wiile there is no doubt that Americans have | ost control over
their selection of health care benefits during the past decade,
some econom sts argue that Anmericans have voluntarily given up
their health freedom They claimthat if enployees do not |ike
the choice of providers and treatnents covered under their
enpl oyer - sponsored heal th i nsurance plan, they are free to buy
anot her plan. For exanple, it has been noted that federal
enpl oyees voluntarily purchase their health insurance through the
Federal Enpl oyee Health Benefits Program (FEHBP).!® No |aw
requi res federal enployees or other workers to purchase health
i nsurance through their enployers. But the current tax |aw does
force workers to pay higher taxes if they buy health insurance on
their owmn.?° Table 2 shows that a worker earning $25,000 per year
woul d have to pay $540 nore for health insurance if he purchased
it individually rather than through his enployer. In that way,

t he governnent mani pul ates the health i nsurance market, making
enpl oyer - based i nsurance the preferred option for workers.

The major problemwi th today's health insurance tax lawis
summari zed by Rashi Fein, professor of the econom cs of nedicine
at Harvard Medi cal School :

The influence of the way the tax systemallocates its
rewards and exacts its penalties should never be
underestimated. Just as home ownership is stinulated by
the deductibility of nortgage interest and | ocal
property tax paynents, so the devel opnent of health

i nsurance was stinmulated by the tax code. But in addi-
tion, the code provided an incentive that shaped a
particular (and inequitable) set of institutional
arrangenents. It did not assist individual enroll nment
or even group enroll nent per se (such as nei ghborhood,
religious, or fraternal associations). Rather, it
subsi di zed the purchase of health insurance only when
the enpl oyer paid the premum It thus |linked health

i nsurance to enploynent. In doing so, the tax code
nol ded the nature of Anmerican health insurance, its
avai lability and distribution. In extending benefits to

sone, the tax code discrininated agai nst others.?#

Nobel |aureate econom st MIton Friedman expl ains that the
current tax |aw affects the cost and choice of health care
benefits in two ways: (1) It |eads workers to rely on enpl oyers,
rat her than thenselves, to finance and nmanage Table2
Income Taxes Paid for Purchase of Health Insurance: Individual Earning $25,000 per Y ear
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Income Taxes Excluded Income Taxes Paid
How |s Health Insurance for Purchase of Hedlth for Purchase of Hedlth Final Cost of Health
Purchased? Insurance Insurance Insurance
Employer pays for health
insurance $540 0 $1,932
Worker pays for health
insurance 0 $540 $2,472

Note: Total income tax estimated at 28 percent based on the following tax rates: 15 percent federal income tax, 6.2
percent Social Security payroll tax, 1.45 percent Medicare payroll tax, and 5 percent state tax. Cost of health
insurance is based on a premium of $1,932 per year. Individuals can deduct the cost of health care (including
insurance premiums) that exceeds 7.5 percent of adjusted gross income.

health care. (2) It |leads workers to take a larger fraction of
total conpensation in the formof health care. Friedman
concl udes,

If the tax exenption [for health insurance] were
renmoved, enpl oyees could bargain with their enployers
for higher take-honme pay in lieu of health care, and
provide for their own health care, either by dealing
directly with health care providers or through

pur chasi ng heal th insurance. 22

The current tax |l aw al so encourages workers to join HM3s. In
cases in which enployers offer insurance only through an HVO, 23
wor kers are forced to choose the HMO or forgo the tax excl usion
for health insurance altogether.? Thus, nost people accept the
heal th i nsurance plans offered by their enployers, even if that
means joining an HMO. Scott Hol | eran, executive director of
Anericans for Free Choice in Medicine, notes,

Governnment virtually created managed care in the form of
HVMOs and encourages them through a tax code that forces
Anmericans to get their health insurance through their
enpl oyer. Don't blane the market for what the
government has done to our system The free market
didn't create HMOs; governnent did.?

The growmth in HM>s did not occur in the free market; it was
spawned by federal legislation in 1973.2° Backed by the N xon
adm ni stration and Sen. Edward Kennedy (D Mass.), the HMO
| egi sl ation required enployers to offer workers the option of
joining an HMO. 2 The nunber of Anericans enrolled in HMOs grew
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from6 mllion in 1976 to nore than 46 mllion in 1995.2 Today,
sone 70 percent of private enpl oyees are enrolled in sone form of
managed care.? Keep in mnd that enployers often determ ne the
price a worker pays for health insurance, so enployers can set
prices that encourage workers to join HM3s. The true demand for
HMOs remai ns unknown, given that the federal tax |law and HMO

| egi slation have distorted the market.

The Health Freedom of Choi ce | ndex

Wi | e consuners have | ong known that their choice of health
care providers and treatnents has becone increasingly restricted,
there has been no objective way to neasure that |oss of freedom
In an attenpt to devel op such an objective neasure, this study
i ntroduces the Health Freedom of Choice Index. The Health Freedom
of Choice Index can be applied to health insurance plans, state
| aws, and federal reinbursenent regul ations.

In designing the Health Freedom of Choice | ndex, questions
wer e devel oped to capture information about the consuner's freedom
to choose (1) the nost commonly covered health care providers and
treatnents and (2) alternative providers and treatnents that are
in high demand in the United States. The services and providers
listed are those nbost commonly nmandated by state governnents. 3
Since it can be presuned that the state | egislatures were at |east
partly responding to pressure fromtheir constituents, such man-
dates can be used as a rough proxy for the services nost often
demanded by consuners but not covered under many avail abl e
i nsurance policies.

Physi ci an services are the nost commonly used health care
service, accounting for $189 billion in 1994.3 Oher conmonly
used health care providers, including chiropractors, nurse
m dwi ves, nurse practitioners, optonetrists, physical therapists,
and psychol ogi sts, accounted for $49 billion during that sane
year. The sale of prescription drugs reached a record high of
$56.7 billion in 1994.3%  Accordingly, the Health Freedom of
Choi ce I ndex neasures access to prescription drugs as well as
access to treatnents prescribed by traditional health care
provi ders such as optonetrists, physical therapists, and
psychol ogi sts. The Health Freedom of Choice Index is contained in
Appendi x 1.

The Health Freedom of Choice Index relies on objective
reports that can be confirmed by a nunmber of outside sources,
rat her than consuner ratings, to ascertain information about one’s
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freedomto choose in health care.®* Consuners, enployers, health
benefit managers, and others who have access to objective health
care information (e.g., health plans, state | aws, and federal

rei nbursenent regul ati ons) can use the Health Freedom of Choice

| ndex.

Applving the Health Freedom of Choi ce | ndex

In an attenpt to neasure Anericans' health freedom this
study applies the Health Freedom of Choice Index to three health
i nsurance systens: (1) FEHBP, (2) Medicare, and (3) MSAs. This
study exam nes national health plans and HMOs offered to federal
enpl oyees during 1996. It does not conpare state-based health
pl ans because those plans are affected by state insurance | aws,
whi ch vary greatly anong the 50 states.

The FEHBP heal th insurance programis popular with
congressional Denocrats and Republicans. Both parties have
proposed expandi ng the FEHBP as a way to increase health insurance
coverage.®* The FEHBP, which provides health insurance for
approximately 9 mllion Anericans, is touted as a premer health
i nsurance system 3 For exanpl e, Washington Post col umist Janes
@ assman wote recently that the FEHBP is probably the best
i nsurance systemin Anerica because enpl oyees get to choose the
types of health care services that are inportant to them

Sonme [ FEHBP heal th insurance] plans allow one nonth of

i npatient nental health care; sonme six nonths. Sonme pay
for chiropractors; sone don’'t. The choice is up to the
enpl oyee, who pays nore for a nore conprehensive plan. 36

But upon cl oser exam nation, FEHBP plans offer only limted
health care choices--not true free choice. For exanple, many of
the so-call ed conprehensive plans that claimto cover
chiropractors actually limt the nunber of visits or cap the
annual anount reinbursable for chiropractic services. Forcing
i ndi viduals to choose froma |imted selection of federally
regul ated health plans, as is the case wwth FEHBP, w || not
restore health freedomin Anerica.
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FEHBP Fee-for-Service Pl ans

The FEHBP offers 13 national fee-for-service plans to
approximately 5.4 mllion federal enployees.?® This study exam
ined 8 of those plans, including Alliance, Beneficial Association
of Capitol Enployees, BlueCross Bl ueShield, Governnment Enployees
Hospital Association, Ml Handl ers, National Association of
Letter Carriers AFL-CI O Postmasters, and Special Agents Mitual
Benefit Associ ation.

According to the Health Freedom of Choice |Index, the federal
fee-for-service plans do not offer truly free choice of services
and providers, since the plan scores ranged from60 to 75 out of
100 possible points. The major reason for the relatively | ow
scores is that all those fee-for-service plans |imt coverage for
mental health benefits. They also restrict coverage for
chiropractic services. Four of the plans claimthey cover
chiropractic services, but three of themrestrict the nunber of
visits or anmpbunts paid for those services. Another plan limts
coverage for chiropractic services to federal enployees who |ive
in one of 11 designated states. The data show that federal
enpl oyees do not have true health freedom even under fee-for-
service pl ans.

FEHBP HMOs

Supporters of the FEHBP boast that the programoffers 400
heal t h plans nati onw de, but they neglect to nention that 376 of
the FEHBP plans are HMOs. Eight |arge insurance conpani es own
nearly half the HMO>s in the country.3 That neans that workers
have very few choices in terns of what is covered, since enployers
and i nsurance conpanies generally dictate the terns of coverage.

To date, approximately 3.6 mllion FEHBP subscribers are
enrolled in HVMOs. % This study exanm ned health care choices
offered by 10 HMOs in the Washington, D.C., area. That area was
chosen because it enploys the |argest nunber of federal civilian
wor kers, sone 17 percent of all governnent enpl oyees.* The
foll ow ng HMO pl ans were exam ned: Aetna Md-Atlantic, Carefirst,
Cl GNA, Col unbi a Medi cal, Heat hPlus, Free State, Humana, Kai ser
Md-Atlantic, MD. |1PA and Prudential Md-Atlantic.

According to the Health Freedom of Choice |ndex, the HMO
health freedom scores ranged from45 to 60 out of 100 possible
points. Those scores are simlar to the fee-for-service scores,
not ably because HMO>s of fer greater coverage for routine treatnents
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such as physical and eye exam nations. But conpared with fee-for-
service plans, HM3s offer |less freedomto choose one's health care
provider. Al of the Washington area HMOs require individuals to
go through a primary-care gatekeeper before seeing a specialist.
Ten of the HMOs restrict or limt access to mdw ves. Only one
HVO i ncl udes coverage for chiropractic services, and that plan
restricts the nunber of visits and sel ection of chiropractors.
Clearly, federal enployees' health freedomis restricted by both
fee-for-service and HVO pl ans even though HMOs i npose greater
restrictions on enployees' choice of providers.

Medi car e

Nearly all Americans are forced by law to pay for the
Medi care program the taxpayer-funded health program for seniors.
Al t hough many taxpayers may not realize it, Medicare is not
"insurance" in the true sense of the word, because neither the
government nor any other party assunes the financial risk of
future health care costs of Medicare beneficiaries. Rather,
Medi care is a pay-as-you-go system whereby the governnent collects
nmoney fromtaxpayers and then contracts with 68 insurance
conpani es to process Medicare clains for 37 mllion Anericans.*
Al told, Blue Cross and Bl ue Shield plans process about 90
percent of Medicare Part A clains and about two-thirds of all Part
B cl ai ns. 2

VWhat is nore, since Americans do not have a "Medicare
contract” with the federal governnent, there is no guarantee that
tomorrow s Medicare programw ||l cover the health care benefits
that taxpayers are contributing toward today. Instead, the
federal government gets to determ ne what types of health care
providers and treatnents are covered under the Medicare program
In sone cases, the federal governnent does not specify coverage
and instead allows the 68 insurance conpani es that process clains
to deci de whether a provider or treatnent should be covered.
Consequently, Medicare seriously curtails Anericans' health
freedom

Medi care scored just 45 points on the Health Freedom | ndex.
The primary reason for that |ow score is that Medicare does not
cover preventive care and restricts access to many health care
provi ders. For exanple, Mdicare does not pay for physicals, eye
exam nations, or foot care.* Medi care al so does not cover nost
prescription drugs. According to the U S. Departnent of Health
and Human Ser -
Vi ces,
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Most of the services covered by Medicare nust be

provi ded by either a doctor of nedicine or a doctor of
osteopathy. Under very limted circunstances, Mudicare
can help pay for services of chiropractors, podiatrists,
dentists, and optonetrists. As an exanple of how
restrictive the coverage is, there is only one
chiropractic service covered by Medicare. That is
mani pul ati on of the spine to correct a dislocation that
can be shown by an X-ray. Medicare does not pay for an
X-ray performed by a chiropractor [even though
chiropractors are licensed to perform X-rays in all 50
states].*

The Health Freedom of Choice Index clearly shows that
Medicare |imts seniors' access to many types of providers and
restricts coverage for nedical treatnents, including prescription
drugs.

Medi cal Savi ngs Accounts

Medi cal savings accounts (MSAs) are tax-free savings accounts
fromwhich individuals withdraw funds to pay nedical bills and
rel ated health insurance deductibles. To establish an MSA,
workers or their enployers take a portion of the sumcurrently
spent on traditional health insurance policies (an average of
$1, 932 per person), and instead purchase hi gh-deductible
catastrophic health insurance policies, which typically cost |ess
t han $900 per person.% The other portion (approximtely $1, 032
per person) is then deposited into each worker's individual MSA.
Workers can use the MSA funds to pay for any nedi cal expenses.
The catastrophic insurance policy becones effective after the
annual deductible is net. Any remaining funds can accrue from
year to year and can be spent on any qualified nmedical expense
listed in Internal Revenue Code section 213(d). The list of tax-
deducti bl e nedi cal expenses is very broad; Appendix 2 |lists sone
of the categories of eligible nedical expenses. In addition, NMSA
funds earn tax-free interest and can be wthdrawn at retirenent.

As nmeasured by the Health Freedom of Choice Index, MSAs give
consuners the nost freedomto choose their health care providers
and treatments. MSAs scored a perfect 100 points, covering all of
the providers and treatnents listed on the Health Freedom of
Choi ce Index. Figure 1 shows how MSAs conpare with the FEHBP and
Medicare. It is inportant to note that this analysis applies only
to the portion of
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Figure 1
Summary of Health Freedom of Choice Index Scores

Medical savings account 00
FEHBP FFS high score | 75
FEHBP FFS low score ] 60
FEHBP HMO high score | 60
FEHBP HMO low score | 45
Medicare 145
0 20 40 60 80 100

Note: 0 = no health freedom of choice; 100 = maximum health freedom of choice. FEHBP =
Federal Employee Health Benefits Program, FFS = fee-for-service health, HMO = health
maintenance organization health plan. It is important to note that this analysis applies only

to the portion of health care expenses paid out of the MSA. The catastrophic insurance

policy may contain restrictions on coverage.

heal th expenses paid out of the MSA. The catastrophic insurance
policy may contain restrictions on coverage.

Congress unfortunately has limted MSAs to 750,000 Americans
of working age and 390, 000 Medi care recipients. 4 Congress could
not have chosen a worse tinme to restrict the MSA option. Health
care costs are skyrocketing, and, at the sane tinme, consuners are
frustrated by their lack of health freedom Congress nust either
trust people to ration their own health care dollars or face a
strong consuner backlash in the formof calls for nore mandated
heal th benefits, which will conpound the problens of the current
system That is already happening in the states and at the
federal |evel

As long as it appears to consuners that soneone else is
paying for their health care, they will inevitably demand as many
health care benefits as possible. And as |Iong as enployers are
restricting the choice of health plans, consuners wll continue to
fight for their choice of mandated health benefits. That is why
Congress should seriously consider renoving the cap on MSAs. |If
it does not, workers will continue to bear the burden of
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i ncreasing health care costs.

Mandat ed Health Benefits and Health Freedom

Frustrated by the |l ack of choice anong health insurance
pl ans, Anmericans are turning to mandates in an attenpt to neet
their health needs. Today there are nore than 800 state
mandat es. 4 More than 25 states have enacted | aws known as "any
willing provider"” laws that prevent HMOs from form ng excl usive
net wor ks of providers.* Mandated health benefits are al so nmaking
headway on the federal level. Congress recently enacted mandates
for nental health parity, mninummaternity hospital stays, and
guaranteed i ssue and portability.* Mre than a dozen mandat ed
benefit proposals and anti-managed-care restrictions are pending
bef ore Congress as of this witing.?>

Heal t h i nsurance mandates do not offer sonmething for nothing.
Mandati ng additional health services drives up the costs of health
care, increases the nunber of uninsured persons, and | owers wages.
In Patient Power, John Goodman and Geral d Musgrave note that when
routi ne dental care was mandated, the average prem umfor health
i nsurance increased by 23.8 percent.® The increased price of
health insurance, in turn, leads to a greater nunber of uninsured
persons. That is because, when individuals are forced to choose
bet ween an expensi ve, conprehensive health plan or no coverage,
many heal t hy, young workers opt out of the health insurance market
altogether. O course, sonme workers have no choice at all--they
sinply cannot afford to purchase health insurance coverage at
current prices.

Mandat ed heal th benefits also | ower wages. Jonathan G uber
prof essor of econom cs at the Massachusetts Institute of
Technol ogy, exam ned the effects of mandates for maternity care.
He found that wages decreased by 5.4 percent for 20- to 40-year-
old married wonen in states that passed mandates for maternity
coverage.® Not only did the maternity nmandates | ower wonen's
wages, the mandates al so prevented individuals from buying
cheaper, | ess conprehensive health insurance policies.

Repeal i ng mandates w thout revising the tax code could
benefit some, but it could | eave others with restricted choices
because enployers will continue to choose health benefits. That
is why if efforts are not made to help restore the freedomto
choose health insurance through the tax system we are likely to
see a call for nore mandates in the comng years. A nore
efficient way to restore Anericans' freedomto choose the health
benefits they desire is to place the decision of who buys health



Page 16

i nsurance back in
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t he hands of the people. Changing the federal tax |aw can do
t hat .

Restoring Health Freedom t hrough Tax Ref orm

To the degree taxes are necessary, a tax system should
pronote econom c efficiency and be perceived as fair, and it
shoul d cost as little as possible for the governnment to adm nister
it and for people to conply wwth it. In 1994 corporate America
received nore than $74 billion in tax subsidies for enpl oyee
heal th insurance, according to the nost recent Congressional
Budget O fice study of enploynent-based health i nsurance. At the
sanme time, federal tax |aw prevented any of that tax subsidy from
going directly to individuals.

Wrse yet, the current tax |law allows enpl oyers, not
consuners, to select health care benefits. As stated earlier, 48
percent of workers are offered only one health insurance plan.
The one-size-fits-all tax policy forces many working Anericans to
accept the only health plan offered by their enployer or pay
hi gher taxes. Individuals, not enployers or governnent, shoul d
choose sonething as personal as health care. That is why the
current tax policy for health insurance should be reforned.

One way to reformthe current tax subsidy woul d be to make
heal th insurance tax deductible for all individuals. Such a
policy would allow all Americans to deduct the cost of health
i nsurance, regardless of whether it was purchased through an
enpl oyer or individually. However, that policy could encourage
overconsunption of nedical care relative to other goods and
services or savings. |In particular, higher inconme famlies would
be encouraged to overconsune health care because the value of the
heal th insurance deduction rises with a famly's margi nal tax
rate. Thus, by inplenenting an unlimted tax deduction for health
i nsurance, the federal governnent could encourage overuse of
health care services relative to other goods and services. That
woul d further distort the health care marketpl ace.

Anot her way to renove the current distortion in the health
i nsurance market would be to elimnate the tax subsidy for
enpl oynent - based heal th i nsurance altogether. That would give
consuners greater control over their health care plans. Renoving
the tax subsidy woul d rai se governnent revenues by $74 billion
($44 billion in income tax revenues and $30 billion in Soci al
Security payroll taxes), according to the CBO % Those tax
revenues could be returned to Anmericans by reduci ng the marginal
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income tax rate. According to CBO estimates, elimnating the tax

subsi dy woul d reduce the income tax liability of famlies w thout

enpl oynent - based heal th i nsurance but would i ncrease payroll taxes
on nost famlies with enpl oynent-based i nsurance.

Those estimates do not account for the fact that, if the tax
excl usion were renoved, workers currently receiving enpl oynent -
based health i nsurance could bargain with their enployers for
hi gher take-hone pay. But until workers conme to realize that they
are receiving | ower take-hone pay in exchange for health benefits,
it will be virtually inpossible to repeal the current tax
excl usion for enploynent-based health insurance. The mgjority of
Americans who currently receive a tax subsidy for enpl oyer-
sponsored health insurance will not be willing to give it up
totally, even to help cover the uninsured.

The best way to reformthe tax treatnment of health insurance
would be to inplenent a flat-rate inconme tax or a national sales
tax. Either of those tax policies would render neutral the
federal government's tax treatnent of all goods and servi ces,
including health care. However, in the absence of fundanental tax
reform the nost politically viable policy solution would be to
i npl ement a universal tax credit for health insurance.

A Universal Tax Credit for Health |Insurance

| nstead of continuing the current enpl oyer-based tax
exclusion policy that imts enployees’ choice of health plans,
t he governnent should elimnate it and replace it with a universal
tax credit. Unlike current tax exenptions, a universal tax credit
woul d neither discrimnate agai nst those who purchased health
i nsurance individually (by giving a preference to those who
pur chased i nsurance through enpl oyers) nor reward those who paid
for health care services through insurance rather than out of
pocket. A universal tax credit would render neutral the
governnment's treatnment of health insurance taxation, thus allow ng
i ndi vidual s to purchase health insurance and health care in the
way that best neets their needs.

The credit anmount should be a flat amount for all taxpayers.
A flat tax credit for health insurance would nost benefit | ower
inconme famlies. Here is why: The CBO estimates that the average
tax subsidy for enploynent-based health insurance was $690 per
famly in 1994. The subsidy anmount ranged from $10 for | ower
income famlies to $1,390 for famlies earning over $200, 000. *
The universal health insurance tax credit policy would correct
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that by increasing the amount of subsidy that currently goes to
m ddl e-i nconme workers.

By capping the total anobunt of the tax credit, we can
m nimze the anount of distortion caused by granting a tax
preference to health care as opposed to other goods or services.
Wiile it is inportant to treat all health care equally, which the
tax credit does, it is also inportant not to dramatically expand
current distortions in the system

While the tax relief for sone famlies will be I ess than that
provi ded by the current exclusion, those famlies can conpensate
by nmoving to a | owcost, high-deductible policy conbined with a
t ax- deducti bl e MSA. Hi gh-deducti bl e i nsurance pl ans nmake nore
econom c sense in any event, because they lead to |less health care
consunption and | ower costs.

In determ ning the amount of the tax credit, the first
guestion to ask is, Should the new universal tax credit be budget
neutral ? Sonme advocates of |ess governnent would answer no. In
fact, they would argue that there should be no ceiling placed on
t he anobunt of noney that Anericans can exclude fromtaxation for
heal th insurance. But in today's political environnent, where
politicians are nore focused on bal ancing the federal budget than
on actually reducing the overall size of governnent, it would be
difficult, if not inpossible, to inplenment a tax credit policy for
health insurance that costs nore than today's enpl oyer-sponsored
tax subsidy. For that reason, this study calls for a budget
neutral universal tax credit for health insurance.

A budget neutral universal tax credit for health insurance
could be inplenented by distributing the current $74 billion tax
subsidy equally anong sone 108 mllion famlies; each famly would
recei ve an average of $690 in 1994 doll ars.

I n designing the universal tax credit policy, four rules
should be followed. First, the health insurance tax subsidy
shoul d be distributed as tax credits, not refundabl e vouchers.
Tax credits are much nore efficient than vouchers. |If the tax
subsi dy were handed out in the formof vouchers, nmany Americans
m ght conme to view the voucher as a "right"--the way they view
Medi care. And if health care costs continued to clinb as they
have during the past few decades, consuners would |ikely demand
hi gher voucher anounts to offset increased health insurance costs.
Credits, on the other hand, have several advantages. They make
the cost of health care nore obvious to taxpayers, they | ead
consuners to demand nore for their noney, and they give consuners
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greater control over their health care choices. At the sane tine,
credits reduce the amount of red tape necessary to distribute
t axpayer-financed health care dollars.

Second, the tax credits should be adm nistered by the federal
treasury and should be tied to the existing tax system Under the
uni versal tax credit policy, all taxpayers would qualify for a
credit against their annual incone for all or part of the anount
they spent on (1) health insurance, (2) out-of-pocket health care
costs, and (3) contributions to a nedical savings account for the
previous year. Also, the tax credit should be nmade avail abl e on
all federal incone tax forns, including Forns E-Z and 1040A. That
woul d give help to | ower incone citizens who do not typically
item ze their tax deductions.®

Third, tax credits should go directly to individuals--not to
speci al -i nterest groups such as the insurance industry--to avoid

interest-group pressures. 1In the past, special-interest groups
have heavily influenced prograns that rely on the federal
government for nonetary di sbursenents. For exanpl e, industry

groups such as the Anerican Medical Association, the American
Hospital Association, Blue Cross, Blue Shield, and the Anmerican
Nur si ng Home Associ ati on desi gned Medicare’s adm nistrative
provisions. Senior citizens had very little role, if any, in
desi gni ng Medi care coverage and paynent systens. It is no
surprise that Medicare restricts consuner choice.

Fourth, because the governnent should not influence where
i nsurance i s purchased and how health care is paid for, the tax
credit should cover insurance (whether enployer provided or
i ndi vidual Iy purchased), contributions to MSAs, and out - of - pocket
health care expenses. The credit could be used to pay any health
care providers or for services currently allowed as deductible
expenses by the Internal Revenue Service. Those services are
listed in Appendix 2.

Al told, the universal tax credit for health insurance is an
efficient and fair way to hel p Anericans gain greater control over
their health care choices. |If individuals did not |like the choice
of providers and treatnents covered under their enployer-sponsored
heal th i nsurance plans, they would be free to buy other plans
wi t hout paying higher taxes. That is especially inportant for the
48 percent of Anerican workers who are offered only one health
pl an. The universal tax credit should be considered a viable
policy option for covering the uninsured while restoring health
freedom for all individuals.
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Concl usi on

The Heal th Freedom of Choice I ndex shows that today's HMOs
and fee-for-service health insurance plans restrict consuners'
freedomto choose their physicians and treatnents. Those
restrictions are the result of federal tax law. Current tax |aw
virtually forces Americans to purchase their health insurance
t hrough their enployers, rather than individually or through
private associations. Consequently, many Anericans are being
shepherded into HMOs. Al so, consuners are turning to governnent
mandates as a way of getting their health care needs net, which
rai ses prices even for those who would prefer cheaper, |ess
conpr ehensi ve pl ans.

The United States can help restore health freedomin the 21st
century--w t hout mandat es--by changing the current tax law. The
uni versal tax credit policy would give Anericans the freedomto
choose their own health insurance, whether fee-for-service plans,
HMOs, or MSAs. Individuals would also be free to purchase their
heal th insurance individually; through their enployers; or through
pr of essi onal associ ations, churches, or |abor unions. No existing
heal th reform proposal or governnent mandate cones close to
restoring that anount of freedomto health care.

Appendi X 1: The Health Freedom of Choi ce | ndex

Does your health care plan allow you to choose your doctor?
Are you able to select health care providers such as m dw ves,
optonetrists, or psychol ogi sts? Answer the questions below to find
out how much health freedom your health care plan offers.

Crcle Y for yes, Nfor no, or L if your choice is |imted.
Exanples of limts include: (1) Your health plan requires you to
get perm ssion fromyour prinmary care doctor before seeing a
medi cal specialist or other health care provider; (2) Your health
pl an restricts the nunber of days you can stay in the hospital
after childbirth; and (3) Your health plan limts coverage for
mental health care.
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(1) My health plan covers any 10 5 0
CGeneral practitioner Y L N
Medi cal speci ali st Y L N
Opt onetri st Y L N
Dent i st Y L N
Podi atri st Y L N
Physi cal therapi st Y L N
Chi r opr act or Y L N
Psychol ogi st Y L N
Nurse m dw fe Y L N
Nurse practitioner Y L N

Freedomto choose health care providers score =

(2) My health plan covers 10 5 0
Rout i ne physi cal s Y L N
Hospitalizations Y L N
Eye exam nati ons Y L N
X-rays Y L N
Prescription drugs Y L N
Rehabilitation services Y L N
Chiropractic treatnents Y L N
Mental health care Y L N
Maternity care Y L N
Hone health care Y L N

Freedomto choose health care treatnments score =

Total health freedom score (add scores from questions 1 and 2,
then divide by 2) =

Copyright 1997. Institute for Health Freedom All rights reserved.

Appendi X 2: Sel ected Deducti bl e Medical Expenses
According to Internal Revenue Code Section 213(d)

Acupuncture Cosnetic surgery (limted)
Al cohol i sm Cost of operations

Anmbul ance hire Crut ches

Artificial |inbs Dental fees

Birth control pills Dent ur es

Braces Drugs (prescribed only)
Braille Eyegl asses, includi ng exam

Chi ropractors i nation fee



Fees of practical nurse

Fees of healing services

Fees of Christian Science
practitioners

Fees of |icensed osteopaths

Heal t h i nsurance (i ncluding
Medi care Part B)

Hearing devices and batter-
i es

I nsulin

Laboratory fees

Laetrile by prescription

Lead base paint/renova

Nur ses fees

Cbstetrical expenses

Qper ati ons

Oxygen

Physi ci an fees
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Psychiatric care
Psychol ogi st fees

Radi al ker at ot ony

Ret arded person’s cost for
speci al hone

Speci al diets

Surgical fees

Therapy treatnents

Transportation expenses

Tuition at special school
for handi capped
Vitam ns by prescription

Weel chai r

X-rays
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105t h Congress experienced that problemw th their proposed
child tax credit. In the end, Republicans were forced to
make that credit refundable. As a result, |ower incone
workers will receive tax refunds that exceed their payrol
and incone tax liability. The U S. House Ways and Means
Commttee's "Summary of Revenue Provisions of H R 2014, The
Taxpayer Relief Act of 1997," notes, "In the case of a tax-
payer with three or nore qualifying children, if the anount
of the allowable child credit as conputed under the conputa-
tion described [above] exceeds the taxpayer’s regular tax
l[iability before the conputation, then the excess is a
refundable tax credit.” Staff of Joint Commttee on Taxa-
tion, "Summary of Revenue Provisions of H R 2014, The Tax-
payer Relief Act of 1997," 104th Cong., 2d sess., Report
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