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EXECUTIVE SUMMARY

he “tax exclusion” for employer-sponsored
health insurance shields workers from paying
income or payroll taxes on such benefits. The
exclusion is an accident of history that predates
modern health insurance and is roughly as old as the income
tax itself. It fuels excessive health insurance coverage,
medical spending, and health care prices and ties health
insurance to employment. It has required Congress to
intervene countless times to address problems it creates.
The exclusion requires a worker to let her employer control
a sizable share of her earnings, to enroll in a health plan thatis
likely not her first choice, and to pay the remainder of the
premium out of pocket. Overall, the tax code effectively
threatens U.S. workers with $352 billion in additional taxes in
2022 if they do not let their employers control $1 trillion of

their earnings. The additional tax that workers pay if they do

not accept those terms constitutes an implicit penalty.

The tax code thus limits a worker’s ability to make her
own health decisions. In the United States, compulsory
health spending accounts for 83 percent of overall health
spending, the ninth highest share among 34 advanced
nations. The tax exclusion is the single largest contributor to
compulsory health spending.

Reforming the exclusion would free U.S. workers to
control $1 trillion of their earnings that employers currently
control, give consumers more health care choices, and make
health care more accessible. Building on the bipartisan
success of tax-free health savings accounts appears to
present the best politically feasible opportunity for reform.
The United States will not have a consumer-centered health
sector until workers control the $1 trillion of their earnings

that the exclusion forces them to let employers control.

A
| MICHAELF.CANNON is the Cato Institute’s director of health policy studies.



INTRODUCTION

The most important health care right is the right to make
one’s own health decisions. A key component of that right
is the right to control one’s earnings. Taxes deny the tax-
payer the right to choose whether and how to spend those
resources on medical care. Even if governments use the rev-
enue to subsidize medical care, taxes deny workers the right
to choose how to spend those funds.

The United States would appear to fare well among
advanced nations in terms of protecting this element of
health care rights. Taxes consume a relatively small share
of gross domestic product (GDP) in the United States. “The
United States ranked 32nd out of 38 [Organisation for
Economic Co-operation and Development] countries in
terms of the tax-to-GDP ratio in 2020. In 2020, the United
States had a tax-to-GDP ratio of 25.5% compared with the
OECD average of 33.5%.”" (See Figure 1.) The United States’
high debt-to-GDP ratio threatens this enviable tax ranking.

In the United States, government debt is 162 percent of GDP,

lower than only Japan (257 percent), Greece (238 percent),
and Italy (184 percent) among OECD nations.” If and when
government begins to pay down the debt, the U.S. tax-to-
GDP ratio could rise significantly.

The United States does not respect the right to choose
whether and how to spend one’s resources on medical
care as much as international comparisons might suggest.
Forcing taxpayers to send their money to the government
is not the only way tax laws infringe on taxpayers’ rights
to control their income and make their own health deci-
sions. The U.S. tax code contains a peculiar feature that
allows workers to pay less in taxes, but only if they give up
control of a sizable share of their earnings and their choice
of health insurance. The “tax exclusion” for employer-
sponsored health insurance shields workers from having
to pay income or payroll taxes on compensation they
receive in the form of health benefits. The exclusion pre-
dates modern health insurance and is roughly as old as the

income tax itself.

Figure 1
The United States has one of the lowest explicit tax burdens among OECD nations, 2020
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Sources: “Revenue Statistics 2021—the United States,” Centre for Tax Policy and Administration, Organisation for Economic Co-operation and Development.

https://www.oecd.org/tax/revenue-statistics-united-states.pdf.
Notes: * = 2019 data for Japan and Australia; OECD = Organisation for Economic Co-operation and Development; GDP = gross domestic product.



From an accounting perspective, the exclusion is a tax
break: it reduces the tax liability of workers who enroll in
employer-sponsored coverage. It comes with conditions,
however. To take advantage of the exclusion, a worker must
let her employer control a sizable share of her earnings (typi-
cally more than twice the amount the exclusion saves her in
taxes), enroll in a health plan that s likely not her first choice
(or even her second choice), and pay any remaining share of
the premium out of pocket. For some workers, the costs of
those conditions completely offset the exclusion’s benefits.

The tax code coerces workers into accepting those terms.
While the exclusion reduces the tax liability of workers with
employer-sponsored coverage, it is equally accurate to say
that the tax code presents workers with a choice: they can
either enroll in employer-sponsored coverage or pay higher
taxes. The additional tax liability that workers must pay if
they do not enroll in employer-sponsored coverage consti-
tutes an implicit penalty that the tax code imposes on not
accepting the exclusion’s terms.

Even if that penalty is implicit and unintentional, it is
inherently coercive. If a worker refuses to enroll in employer-
sponsored insurance and refuses to pay the additional
tax that comes with that decision, the government will
prosecute her for willful failure to pay taxes, fine her up to
$25,000 plus court costs, and imprison her for up to one
year.’ The exclusion’s implicit penalties are coercive even
in cases where workers would have enrolled in employer-
sponsored health insurance anyway, because they are no
longer free to change their minds.

At the level of the individual worker, the implicit penalties
are substantial. In 2021, the average employer-sponsored
family-plan premium was $22,221 per year.* Assuming a
worker faced a marginal tax rate of 33 percent, the exclusion
let her avoid paying $7,333 in federal taxes if she enrolled in
such a plan. Those tax savings represent the implicit penalty
she would have paid had she not enrolled in such a plan.
When she decides whether to enroll in employer-sponsored
coverage, the threat of having to pay a $7,333 penalty
pushes her toward enrolling. At the same time the exclusion
expands her freedom by giving her an option she otherwise
would not have, the tax code uses compulsion to push her
into choosing that option.

In the aggregate, the implicit penalties are massive. In 2022,

employers and workers will spend approximately $1.3 trillion

on employee health benefits.” Without the exclusion, U.S.
workers would have to pay approximately $352 billion in
2022 in additional federal taxes on that income.® The federal
government calls that $352 billion in forgone revenue a “tax
expenditure.” More accurately, it is the sum of the penalties
that the tax code threatens to impose on workers if they drop
employer-sponsored coverage. That figure does not include
the implicit penalties that workers who do not enroll in cover-

age through their employer are currently paying.

“The United States does not
respect the right to choose
whether and how to spend
one’s resources on medical
care as much as international
comparisons might suggest.”

The threat of those penalties coerces workers into allow-
ing their employers to control more of their money than the
exclusion saves them. Again, the average annual employer-
sponsored family-plan premium in 2021 was $22,221. On
average, the employer paid $16,253 (73 percent) toward
the premium. The worker paid the remaining $5,969
(27 percent) directly.” Of the $1.3 trillion that employers and
workers will spend on employee health benefits in 2022,
employers will pay $944 billion on their workers’ behalf
while workers will pay $327 billion directly.®

The nearly $1 trillion that employers spend on health
benefits each year comes from workers, not from employers.
Employers finance spending on health benefits by reducing
other forms of employee compensation, typically wages.

At the same time the exclusion reduces a worker’s tax
liability, then, it employs the coercive power of the tax
code to deny her control of up to three times as much of
her money as the code would otherwise claim. In 2021, the
exclusion allowed a worker with the average employer-
sponsored family plan and the average marginal tax rate
to avoid paying $7,333 in taxes—but only if she let her
employer control $16,253 of her income and then paid a
further $5,969 of the premium directly. If she tried to con-
trol that $16,253 herself by working for a firm that offered

that compensation as additional cash wages instead of



health benefits, she would have had to pay an additional
$7,333 in taxes. In 2022, the exclusion allows workers econ-
omywide to avoid paying $352 billion in federal taxes—but
only if they let their employers control $1 trillion of their
earnings and then pay a further $327 billion directly to
enroll in health insurance plans their employers choose,

control, and revoke upon separation.

“It can with justice be said that
the tax [exclusion] has been
responsible for much of the health
care crisis.”
—Martin Feldstein and
Bernard Friedman

One may fairly describe the exclusion as creating an
alternative type of tax. “The real cost of government—the
total tax burden” includes “the cost to the public of . . . taking
measures to avoid taxes.”® Most (but not all) workers opt to
pay the exclusion’s alternative “tax” because they believe it
to be lower or less burdensome than the looming penalties.
Ninety-one percent of workers work for firms that offer health
benefits; 81 percent of those workers are eligible for those ben-
efits. Among eligible workers, 77 percent—or 56 percent of all
workers—enroll in the coverage their employer offers.”®

Imperfect information may affect these decisions.
Among the exclusion’s features is that it hides the costs of
the conditions it imposes. Few workers understand how
much money employers spend on health benefits or that
the money comes out of their wages or that it is the exclu-
sion denying them control over that income. Few workers
research health insurance options outside those their
employers offer. It is unclear how many workers would
continue to take advantage of the exclusion if they had a
fuller appreciation of the costs of its terms.

It is useful to compare the exclusion to an individual
mandate to purchase health insurance. A mandate threat-
ens an individual with financial penalties if she does not
purchase the type of health insurance the government
specifies. Given the exclusion, the tax code threatens an
individual worker with thousands of dollars in additional

taxes unless she enrolls in a specific type of health insurance

(i-e., employer-sponsored). Supporters and critics may use
different rhetoric to discuss the two types of measures. From
an economic perspective, they are functionally equivalent.

The exclusion’s implicit penalties are indeed more coercive
than Obamacare’s individual mandate. They apply to more
people, allow the IRS more tools to coerce compliance, and
have been using government compulsion to distort health
insurance markets for a century, since before modern health
insurance existed.

The exclusion is the largest contributor to compulsory
health spending in the United States. According to the
Organisation for Economic Co-operation and Development
(OECD), in 2019 compulsory health spending accounted
for 82.7 percent of U.S. health spending, the ninth-highest
share among 34 member nations. (See Figure 2.) On both a
per capita basis and as a share of GDP, compulsory health
spending in the United States far exceeded that of any
other OECD nation. Per capita compulsory health spending
was $9,054 in the United States—56 percent more than in
second-ranking Norway ($5,788) and nearly three times
the OECD average ($3,117). (See Figure 3.) Compulsory
health spending accounted for 13.9 percent of U.S. GDP—a
40 percent larger share than in second-ranking Germany
(9.9 percent) and more than double the OECD average
(6.6 percent). (See Figure 4.) The $1.3 trillion that the
exclusion’s implicit penalties coerce workers into spending
on health insurance is the largest single category of com-
pulsory health spending in the United States.

Though most workers take advantage of the exclusion, for
some workers the costs exceed the benefits. Among workers
whose employers offer coverage, 4 percent turn down the
exclusion by declining that coverage (and all other cover-
age offers)." Workers may decline to take advantage of
the exclusion because they do not value health insurance,
because they have such low incomes that the tax savings
plus health insurance would not be worth sacrificing cash
wages (equivalently, that the implicit penalties are too low
to motivate them), or because of some combination of these
or other factors. Among employers who do not offer cover-
age, 74 percent report that their employees would prefer a $2
per hour increase in taxable wages to untaxed health ben-
efits.”? To the extent those employers accurately assess their
employees’ preferences, it indicates workers would prefer to

control that additional income themselves.



Figure 2

Compulsory spending comprises a larger share of health spending in the United States than most OECD nations, 2019
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Source: “Health Spending: Government/Compulsory, % of Health Spending, 2019,” Organisation for Economic Co-operation and Development,

https://data.oecd.org/chart/6DdN.

Note: OECD = Organisation for Economic Co-operation and Development.

The costs of the exclusion can exceed its benefits even for
workers who take advantage of it. In the simplest case, if
the exclusion induces a worker to enroll in her employer’s
coverage rather than an otherwise identical individual-
market policy that would cover her between jobs, the cost of
losing that coverage after she falls ill and separates from that
employer (see Figure 12) could exceed the tax savings from
enrolling in her employer’s plan. The price of one uninsured
emergency department visit could easily wipe out the $7,333
in annual tax savings that the exclusion offers the average
worker with family coverage.

From a societal perspective, the exclusion’s impact s
unambiguously harmful. Economists have long argued that it
distorts economic decisionmaking in ways that dramatically
reduce social welfare. It distorts numerous sectors of the econ-
omy, none more than the markets for health insurance and

medical care, where it increases prices for both. It is a major

reason why 56 percent of the U.S. population obtains health
insurance through an employer but why only 10 percent
obtain it directly from an insurance company.”

The tax exclusion is one of the primary reasons the U.S.
health sector is unaffordable and unaccountable to so many
consumers. Diverting control over $1.3 trillion of insurer
and provider revenue from consumers to employers leads
the health sector to focus on the needs of employers at the
expense of consumers. It leads to less consumer scrutiny of
excessive prices and wasteful spending.

One version of the Golden Rule states, “Whoever has the
gold makes the rules.”" The societal-level equivalent is, “All
economic systems serve those who control the money.” The
United States will not have a consumer-centered health
sector until workers control the $1.3 trillion per year that the
tax exclusion coerces them into spending according to the

government’s preferences.



Figure 3

Per capita compulsory health spending in the United States is higher than in any other OECD nation, 2019
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Source: “Health Spending: Government/Compulsory, US Dollars/Capita, 2019,” Organisation for Economic Co-operation and Development,

https://data.oecd.org/chart/6Deb.

Note: OECD = Organisation for Economic Co-operation and Development.

HOW THE TAX EXCLUSION WORKS

Employer-provided health insurance is a form of employee
compensation. Unlike cash wages, Congress excludes what
employers pay toward employee health benefits from the tax
bases for federal income and payroll taxes. (Exemptions and
deductions remove income from the tax base; an exclusion
prevents income from entering the base.) The exclusion there-
fore shields workers from having to pay taxes on income they
receive in the form of health insurance. A worker who received
all of her compensation in the form of employer-sponsored
health insurance would pay no income or payroll taxes.

The exclusion encourages employers to offer and pay
for health benefits, and therefore to reduce cash wages, by
penalizing workers unless they consent to these arrange-
ments. In the aggregate, it coerces U.S. workers into letting
employers control $1 trillion of their earnings each year by
effectively threatening workers with $352 billion in addi-

tional taxes if they do not.

A Tax Differential between Health
Benefits and Cash Wages

The exclusion shields labor income from the federal income
tax and the Social Security and Medicare payroll taxes. Five
out of six U.S. households and two-thirds of households in
the lowest income quintile pay either federal income taxes,
federal payroll taxes, or both."” Since these taxes affect nearly
the entire U.S. population, so does the tax exclusion.

These taxes impose varying marginal tax rates that com-
bine to produce an overall federal marginal tax rate on labor
income for each taxpayer. The average federal marginal
tax rate rises and falls over time. (See Figure 5.) The most
recent Congressional Budget Office estimate suggests that
the economywide federal marginal tax rate for cash labor
income is 33 percent.’® That is, on average, Congress takes 33
cents from each additional dollar of cash that workers earn.
The 42 states that impose an income tax push the overall

marginal tax rate on cash labor income even higher."”



Figure 4

As a share of GDP, compulsory health spending is higher in the United States than any other OECD nation, 2019
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Source: “Health Spending: Government/Compulsory, % of GDP, 2020 or Latest Available,” Organisation for Economic Co-operation and Development,

https://data.oecd.org/chart/6CTC.

Note: OECD = Organisation for Economic Co-operation and Development; GDP = gross domestic product.

The exclusion thus creates a tax differential between the
income that workers receive as cash versus health benefits.
Workers pay a tax rate of O percent on income they receive
as health benefits but (on average) a 33 percent marginal tax
rate on income they receive as cash. If a worker takes $1,000
of income in the form of health benefits, she receives $1,000
in health benefits. If she takes that $1,000 as cash, Congress
effectively penalizes her by taking $333 of it and leaving her
with only $667. The worker may lose additional hundreds of
dollars to state income taxes.

This tax differential is completely open-ended. It exists for
every dollar workers earn. No matter how much a worker
earns, or how much health insurance she already has, or how
expensive, inefficient, and wasteful her employer’s health plan
is, Congress effectively penalizes her for every additional dollar
she takes as cash wages instead of additional health benefits.

Workers face this distorted tradeoff directly when choos-

ing between more- versus less-expensive health plans that

their employers offer. They face it directly when choosing
between jobs that offer differing levels of health benefits.
They face it indirectly when their employer makes changes

to their health benefits each year.

The Flip Side of Any
Incentive Is a Penalty

For every $1,000 in additional pay, then, the tax code
effectively penalizes a worker $333 unless she lets her
employer control all $1,000 and devotes it to health ben-
efits. If two jobs offer equivalent total compensation but
one offers health coverage and the other offers higher cash
wages, the exclusion effectively penalizes a worker if she
chooses the job that offers higher cash wages. In 2021, the
average annual premium for employer-sponsored self-only
(family) coverage was $7,739 ($22,221). At a marginal tax

rate of 33 percent, the tax code effectively penalizes the



Figure 5

Implicit federal tax penalty on cash compensation versus health benefits hovers near 30 percent, 1962-2028
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Source: “Marginal Federal Tax Rates on Labor Income: 1962 to 2028,” Congressional Budget Office, January 2019.

worker $2,554 ($7,333) for taking the second job. The action
the federal government takes in those scenarios is to tax.
The exclusion turns that tax into the functional equivalent of
a penalty for workers who make the “wrong” choice.

The exclusion can impose even larger effective penalties
on workers who decline the coverage their employers offer.
Labor markets will push employers to offer such work-
ers additional, equivalent cash wages in lieu of coverage.
(See the “Workers Bear the Full Cost of Health Benefits”
section.) Like the compensating wage differential that
another firm would offer, those additional cash wages are
taxable. In certain cases, the IRS considers the mere offer
of those additional cash wages to be taxable income to all
workers—even those who enroll in the company health
plan. A worker who accepts her employer’s offer of cover-
age can then end up paying taxes on the cash value of what

the employer pays toward the premium, which subjects

her to the implicit penalties that she had enrolled in the
company health plan to avoid.

To enable those employees to avoid those implicit
penalties, employers typically respond by not offering
equivalent cash wages to workers who decline health
benefits. Even though workers’ productivity presumably
justifies that additional compensation, even though the
offer of health benefits shows employers are willing to
pay them that additional compensation, and even though
another employer might lure those workers away by
offering higher overall compensation, the desire of most
workers to avoid the exclusion’s implicit penalties leads
employers not to offer additional, equivalent cash wages to
workers who decline health benefits.

In some cases, then, the exclusion’s implicit penalties lead
employers to suppress compensation for workers who decline

employer coverage. Those workers’ compensation can fall



below the market level by an amount up to what the employer
would have paid toward their coverage: on average, $6,440 a
year for single workers and $16,253 for workers with families."
Including the additional tax that those workers pay on the
income they would have paid toward the premium directly,
the exclusion effectively threatens workers who fail to enroll
in employer-sponsored health insurance their employer offers
with average penalties of $6,869 if they are single and $18,223
if they have families."” A worker who declines her employer’s
coverage because she enrolls in coverage through a spouse’s
employer often simply absorbs those losses. This dynamic
could help explain why “dual-earners may not be aware of the

potential trade-off between wages and health benefits.”*

The Functional Equivalent of a Mandate

The tax exclusion has features in common with an
individual mandate to purchase health insurance. Under
a mandate, the government requires individuals to pur-
chase a specific type of health insurance or pay a penalty.
The same is true under the exclusion: either an individual
enrolls in a particular type of health insurance that the tax
code favors (i.e., employer-sponsored insurance) or she
must pay more money to the government. The exclusion
and other targeted tax preferences effectively turn the tax

code into a mandate mill:

The tax system is . . . equivalent to a collection of indi-
vidual mandates, like the one in the Obama health
care law, with penalties for Americans who fail to buy
insurance ... You and your neighbor might have the
same income, but if, unlike your neighbor, you fail to
have a mortgage or buy as much health insurance,
then you have to pay higher taxes.

You may feel very differently about tax deductions
...and mandates backed by penalties. Economically,
though, they are identical. They yield the same out-

comes and provide the same incentives.”

The additional tax that workers must pay on each dol-
lar they receive as cash effectively penalizes them for not
spending that income on health insurance.

The exclusion shares features with the individual man-

date that Congress created under the Affordable Care Act, or

Obamacare. Each gives taxpayers a choice between enroll-
ing in a type of health insurance the government specifies or
paying more to the IRS. In both cases, the additional amount
a worker must pay to the IRS (i.e., the implicit or explicit
penalty) rises with income.

Where the two measures diverge, it is because the exclu-
sion is more coercive. Obamacare permits a wider range
of health plan types and sellers. Taxpayers could avoid
Obamacare’s penalties by enrolling in any plan available
on the individual market or in an employer-sponsored
plan. Taxpayers can avoid the exclusion’s penalties only by
enrolling in one of the few plans that their employer or their
spouse’s employer happens to offer. When workers fail to
enroll in employer-sponsored health insurance, the IRS uses
fines, liens, and criminal penalties, including prison time,
to collect the additional income and payroll taxes those
workers must pay. Congress forbade the IRS to use those

measures to collect unpaid individual-mandate penalties.

“The exclusion has made health
insurance and medical care less
affordable and had a negative
impact on quality.”

In addition, many taxpayers who were exempt from
Obamacare’s explicit penalties have always been subject
to the exclusion’s implicit penalties. Obamacare’s mandate
exempted religious objectors, undocumented immigrants,
indigenous tribes, those who could not afford health
insurance, workers with coverage gaps, anyone who the
Department of Health and Human Services determines
would suffer a “hardship,” and workers who earn too
little to file an income-tax return.” It exempted so many
groups, government officials estimated “90% of the nation’s
30 million uninsured won’t pay a penalty.”*

The exclusion’s implicit penalties apply to anyone who
pays income or payroll taxes, including five out of six
households overall and two-thirds of households in the
lowest income quintile.** “In 2019, 72.5% of nonelderly
uninsured workers worked for an employer that did not
offer them health benefits.”* Each of those workers paid
the exclusion’s implicit penalties, which are “increasingly

unfair to those persons not employed by employers who



provide compensation in the favored form.”*¢ By the time
Congress enacted Obamacare’s individual mandate, the
U.S. government had already spent decades using a far
more severe form of coercion to control workers’ private

health insurance choices.

“Supporters and critics may
use different rhetoric when
discussing the exclusion and an
individual mandate. From an
economic perspective, they are
functionally equivalent.”

Even so, researchers have traditionally overlooked the
exclusion’s coercive character. The OECD did not begin
to count private health insurance spending in the United
States as compulsory until Obamacare’s individual mandate
took effect in 2014. If Obamacare’s individual mandate was
coercive enough to render spending on private, nonemploy-
ment-based health insurance compulsory, the exclusion is
coercive enough to render spending on employment-based
coverage compulsory. Indeed, it is plausible that, in combi-
nation with other laws that regulate health insurance, the
exclusion may cause employer-sponsored health insurance
to meet the U.S. Congressional Budget Office’s definition of
“an essentially governmental program” (i.e., “tightly con-
trolled by the federal government with little choice available
to those who offer and buy health insurance” and without
“flexibility in terms of the types, prices, and number of

private-sector sellers of insurance available to people”).”’

Violating Workers’ Rights

From a normative perspective, using coercion to prevent
a worker from making her own health decisions violates her
health care rights. The exclusion uses the coercive power of
the U.S. tax code to force the worker to surrender her earn-
ings and her health insurance decisions to someone else. To
avoid an implicit $7,333 penalty, a worker who is eligible for
family coverage must: let her employer control $16,253 of her
income, let her employer choose her health insurance, enroll

in health insurance that disappears at her employer’s whim

10

or whenever her connection to that employer ends, and pay
a further $5,969 for the privilege.

In the aggregate, the exclusion effectively threatens U.S.
workers with $352 billion in penalties each year unless
they allow employers to control $1 trillion of their earnings.
Since workers must also pay an additional $327 billion
toward their premiums directly, the exclusion ultimately
coerces workers into spending an estimated $1.3 trillion
each year according to the government’s preferences.?®
That amount is roughly 60 percent more than the share of
compulsory U.S. health spending attributable to the next-
largest source, the U.S. Medicare program.?® (See Figure 6.)
Itis equivalent to 29 percent of national health expendi-
tures and 5 percent of U.S. GDP.*° If the U.S. government
counted compulsory spending on employer-sponsored
health insurance as a tax, it would be the third-largest
tax behind individual income taxes and payroll taxes and
would raise the U.S. tax-to-GDP ratio from 25.5 percent to
30.5 percent.’ If it were an economy, it would be the 15th

largest in the world (just ahead of Mexico).*

WORKERS BEAR THE FULL
COST OF HEALTH BENEFITS

Public appreciation of the exclusion’s impact suffers from
widespread misunderstanding about how much employers
pay toward health benefits and who bears the cost of those
payments. Economic theory, a growing body of economic
research, and mainstream economic opinion all hold that
the incidence of employer-sponsored health insurance falls
entirely on workers. That is, workers bear the full cost of
employer health insurance payments in the form of lower
wages. While economists grasp this distinction, they typi-
cally discuss the exclusion using terminology that hides this

reality from workers and policymakers.

Employer Payments
toward Health Benefits

Employer payments toward employee health benefits are
substantial. In 2021, average total premiums for employer-
provided self-only and family coverage were $7,739 and
$22,221, respectively. On average, employers paid $6,440

toward self-only coverage (83 percent of the premium)



Figure 6

Employee health benefits are the largest source of compulsory health spending in the United States, 2022
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and $16,253 toward family coverage (72 percent).> (See
Figure 7.) Economywide, employers will pay an estimated
$944 billion toward employee health benefits in 2022.
Including $327 billion that employees will pay directly,
spending on employer-provided health insurance will

reach an estimated $1.3 trillion.3*

Economic Theory: Workers
Bear the Cost of Health Benefits

Economic theory holds that the $1 trillion that employers
spend each year on employee health benefits comes from
workers, not employers. A competitive labor market pushes
employers to pay each worker according to her marginal
productivity, or the additional value she adds to the pro-
duction process.*® Regardless of how much compensation
a worker receives as cash versus benefits, it is marginal
productivity that determines her overall level of compensa-
tion. To the extent a firm offers health benefits, then, it must
reduce other forms of compensation. When an employer
pays $16,253 toward a worker’s health insurance, her cash

wages and other compensation fall by the same amount.

Economic theory therefore implies that even if employers
make payments for those health benefits, the cost of those
benefits falls not on employers but on workers, because
workers see reductions in other forms of compensation.
Regardless of who makes the payment, all such funds come

from employees.

Empirical Evidence: Workers
Bear the Cost of Health Benefits

Studies have shown the entire cost of employer-sponsored
health insurance falls on workers in the form of lower cash

wages. According to one study:

the average woman in our sample had to accept about
a20% wage reduction to move from a job that does
not provide health insurance to a job that provides
health benefits. This translates into an implicit value
of health benefits that corresponds to about $4,000
per year (early 1990$). This estimate is very close

to independent estimates of the cost of health care

received by families with private health insurance
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Figure 7
Rising health benefits spending means employers control an increasing amount of workers’ earnings
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coverage, and it is also close to what workers say they employer-plan premiums. When the medical-malpractice

would need in a wage increase to voluntarily move liability system and hospital mergers caused health insur-
from a job that provides health benefits to a job that ance premiums to rise, workers bore the full cost of those
lacks health benefits.*® increases in the form of lower wages.*® Labor markets

even adjust wages differentially for workers with eas-

Another study found that “male workers between the ages of
25 and 55. .. who lose employer-sponsored health insurance
are compensated with roughly a 10 to 11 percent increase in
wages.””” When Massachusetts required firms to offer health
benefits and pay at least a third of the premium, “full-time
workers who gained coverage . . . earned lower wages than
they would have ... by $2,812 per year” on average, an
amount that “corresponds closely to the average” amount
employers paid toward such coverage.*®

Other studies have found that labor markets adjust

compensation in response to incremental increases in
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ily identifiable health-risk factors (e.g., age, sex, obesity)
versus workers without those characteristics to compen-
sate for the additional costs the former impose on a firm’s

health plan:

® When the government required employer plans to
cover maternity care, women of child-bearing age
bore the entire cost of the additional coverage. Their
wages—and only wages for women of child-bearing
age—adjusted downward to compensate for the costs

of those benefits.*°



® Wages adjust to account for the higher costs of insur-
ing older workers. One study found average annual
wage increases are 20 percent lower in firms that offer
health insurance than in those that do not.* This find-
ing implies that firms increasingly divert compensation
from wages to health benefits as workers age to pay for
the higher cost of insuring older workers.

® Another study found that “in cities where health
insurance costs are high, the age/wage profile is flat-
ter, indicating that older workers do pay for their
higher health costs in the form of reduced wages” and
that “workers who choose family health insurance
coverage pay for the added employer costs through
reduced wages.”*?

® Similarly, “The increased cost of insuring older work-
ers results in their receiving 2.8% lower hourly wages,
being 2% less likely to be employed and being 0.7% less
likely to have employer-sponsored health insurance.”*

® Wages for obese workers adjust downward to
account for the higher cost of insuring them. Obese
workers receive lower cash compensation than non-
obese workers when firms offer health insurance but
not when firms do not offer health insurance: “the
incremental health care costs associated with obesity
are passed on to obese workers with employer-
sponsored health insurance in the form of lower cash
wages,” whereas “obese workers without employer-
sponsored insurance do not have a wage offset
relative to their non-obese counterparts.” Wages
even adjust downward more for obese women than
obese men, because women “have larger expected
medical expenditure differences associated with
obesity than male workers.”**

® A study comparing states that mandate that insurers
cover diabetes care to states that do not found that
“obese people pay for all of their own increased health
costs in the form of lower wages, rather than passing

them on to employers, insurers, and co-workers.”**

In effect, labor markets produce a form of risk-rating of
health insurance premiums. Even when employers assign all
workers the same nominal premium, workers with above-
average health risks pay more for coverage than low-risk

workers because the former accept a greater reduction in

their cash compensation.*® With notable precision, sup-
ply and demand for labor naturally produce compensation
arrangements that place the cost of insuring high-risk

workers on those workers themselves.*’

“The $1 trillion that employers
spend each year on employee
health benefits comes from
workers, not employers.”

Economists are nearly unanimous on the question of
whose money employers are spending. In 2018, a recur-
ring survey of health economists found that 93 percent of
respondents agreed with the statement, “Workers pay for
employer-sponsored health insurance in the form of lower
wages or reduced benefits.” Prior versions of the survey
found that 92 percent (2012) and 91 percent (2005) of
respondents agreed with the statement. Health economists
agreed on this statement more than any other question.*®

One health economist described the consensus:

Imagine yourself in a bar where a pickpocket takes
money out of your wallet and with it buys you a glass
of chardonnay. Although you would have preferred

a pinot noir, you decide not to look that gift horse in
the mouth and thank the stranger profusely for the
kindness, assuming he paid for it. . . . Most economists
believe that employer-based health insurance is an

analogue of this bar scene.*

Other economists summarize the consensus: “Employees
ultimately pay for the health insurance they get through
their employer, no matter who writes the check to the insur-
ance company.”*°

The economics of labor markets support the normative
conclusion that the money employers spend on employee
health benefits belongs to workers in the same sense
the workers’ cash wages do. Each is compensation that
employers agree to provide workers in exchange for their
labor. If employers did not offer health benefits, competi-
tion for workers would force them to return that $1 trillion

to workers as cash wages or other compensation, just as

employers who currently do not offer health benefits must
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offer higher cash wages to remain competitive. Withhold-
ing even part of that compensation—in effect, a pay cut—
would create a disequilibrium that labor markets would
correct by restoring that compensation. When employers
spend $1 trillion on health benefits, they are controlling
and spending their workers’ earnings on their workers’
behalf. The tax exclusion uses coercion to prevent workers

from controlling that money.

Public Misunderstanding

Despite the consensus among economists, many work-
ers do not realize that the money their employers spend on
health benefits is their money, and few have any concept of
how much of their money employers control. A 2021 poll of
U.S. residents found that only a bare majority (51 percent)
of respondents knew that employers finance health bene-
fits by reducing wages; 49 percent believed that the money
comes from corporate profits, executive compensation, or
somewhere else.

Even those who understood that workers bear the full cost
of health benefits did not understand how much of workers’
income employers control. Seventy-eight percent of respon-
dents incorrectly believed employers pay less than $16,000
toward family coverage. Ninety-one percent underestimated
how much employers pay toward health benefits overall by

an order of magnitude.*

“The media, scholars, and
policymakers use language that
obscures who bears the cost of
employer spending on health
benefits.”

The lack of understanding stems in part from the fact that
that those funds are largely invisible to workers. Those funds
never enter workers’ salaries. Federal law requires employ-
ers to disclose how much they spend on health benefits.*>
Since workers have no control over those funds, however,
they have little incentive to pay attention.

Another cause of public ignorance is that scholars and pol-

icymakers use language that obscures the exclusion’s effects
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and the incidence of employer spending on health ben-
efits. It is common practice to describe the exclusion as an
unqualified tax break. That convention glosses over how the
exclusion compels workers to let employers control a share
of their earnings that is more than twice the amount the
workers save in taxes. Policymakers describe the exclusion
as a “tax expenditure” or “tax subsidy,” as if the government
were giving something to workers. Researchers describe
employer payments for health benefits as the “employer
portion” of the premium, or the “employer contribution,”
and describe what employees pay directly as the “employee
portion” or the “employee contribution.”

These terms are all either inaccurate or misleading. If
workers bear the full cost of their health insurance, employ-
ers contribute nothing. What employers pay toward health
benefits is no more an “employer contribution” than what
employers withhold from their employees’ paychecks and
send to the IRS as income-tax withholding. These conven-
tions are one reason “workers may not even be aware of how
much their total health premium is” or that every penny
of the $1.3 trillion they and employers spend each year on

health benefits comes from them.>*

HISTORY OF THE TAX TREATMENT
OF HEALTH INSURANCE

The tax exclusion has had a dramatic impact on the
markets for health insurance and medical care, as well as
the U.S. political system. While not the initial or sole force
behind the growth in employer-sponsored health insurance,
it is likely the primary reason employer-sponsored health
insurance came to dominate the market. Its impact on prices
for health insurance and medical care have fueled dissatis-
faction with the U.S. health sector. Congress has responded
to that dissatisfaction by intervening further in those mar-
kets. With few exceptions, those interventions have tended
to exacerbate the exclusion’s effects.

Private health insurance expanded to cover most of the
U.S. population over the course of the 20th century. (See
Figure 8.) The greatest contributor to this growth was
likely rising incomes.>® Real per capita disposable personal
income rose from $7,511in 1939 to $10,860 in 1950 and to
$21,584in 1980.°° (See Figure 9.) As incomes grew, work-

ers wanted to spend more on medicine, which innovation



Figure 8
Percentage of U.S. population with some type of private health insurance, 1940-1985
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Figure 9
Real per capita income has risen dramatically since 1929
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was making more valuable, and to protect their assets by
purchasing it via health insurance.”’

Rising incomes can explain growth in health insur-
ance across the board (i.e., including health insurance
that does not qualify for the exclusion). For example, the
years between 1939 and 1951 saw robust growth in both
employer-sponsored coverage and health insurance that
consumers purchased directly from insurance companies.*®
Even when employers facilitated health benefits for their
employees, moreover, “employers rarely contributed to
premiums during the period when most initial market
penetration occurred. Employees opted into coverage
individually, and the entire premium was in fact paid by a
payroll deduction from the individual’s wages in the great
majority of first-generation policies.”*’
Indeed, employer purchasing of health insurance during

this period was not the norm:

Early Blue Cross and commercial health insurance
plans were paid for wholly by employees without help
from their employers, although they were usually pur-

chased at the job site on a group basis with employers

Figure 10

withholding money from wages to pay premiums.
Employers rarely contributed, and indeed, by the end
of World War I, less than 10% of Blue Cross premi-

ums were paid by employers.®°

Years after World War II ended, employer purchasing of
health insurance still was not prevalent. “By the end of 1950
only about 12 percent of Blue Cross’s 35.9 million enrollees
received any employer [payment] toward their insurance
coverage. Among the 32.3 million enrolled in commercial
plans in 1949, only a few large groups received any employer
payment, and these [payments] were small.”®!

Over time, the exclusion’s implicit penalties steered the
market toward arrangements where employers purchased
health insurance for their workers with funds that oth-
erwise would have gone to those workers. A 1979 survey
found that employers paid part or all of the premium for
93 percent of covered workers.®* Employee health benefits
came to consume an increasing share of compensation,
growing six-fold as a share of labor income from 1.1 percent
in 1962 to 5.8 percent in 2002 and 6.5 percent in 2022.%
(See Figure 10.) By 2019, 56 percent of the U.S. population

Compulsory spending on health benefits increasingly crowds out wages and salaries
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obtained health insurance through an employer, while only
10 percent obtained it directly from an insurance compa-
ny.** Amid ups and downs, the exclusion’s implicit penalties
remained substantial for a century. (See Figure 5.)

As the exclusion drove health care prices and health
insurance premiums upward, Congress and federal regula-
tors launched further interventions into the health sector,
including the creation of new entitlement programs, in the
hope of mitigating the exclusion’s negative effects. Rather
than address the underlying problem, Congress ended up
creating an increasingly complex set of interventions to

address problems that the exclusion creates.

How It Started: The Federal Income Tax

When Congress created the current federal income tax in
1913, health insurance was rare and bore little resemblance
to products that exist today. “Prior to 1930, most health
insurance [only] provided income replacement in the event
of disability, illness, or accident” because “lost wages for
individual wage earners were about four times as great as
medical costs.”®®

The tax exclusion was an accident of history. Since few
employers provided health benefits at the time, Congress
gave no apparent thought to whether to count those benefits
as taxable income. “The tax code was actually silent on
whether employer-sponsored health insurance was to be
considered income subject to federal income taxation.”®®
The Treasury Department officials who implemented the
new tax had to decide the question.

The issue was less than straightforward.®” For example,
“health insurance at the time often included wage continua-
tion payments for periods of illness; since rights for this were
forfeited when employment was terminated, it was not clear
whether coverage by itself (in contrast to actual receipt of
payments) constituted income.”® Some observers believed
that the Treasury could and should have taxed employer
payments for health benefits as income to the employee.*

Though early rulings were inconsistent, they suggest
the exclusion is as old as the income tax itself.”” A 1954 law

review article concludes that the exclusion

merely “crept” into the law. [An early interpre-

tive regulation] revised April 17,1919 provided that

premiums on. .. health insurance were income to the
employees. The provision was later omitted. .. [In]
1920, a Solicitor’s Law Opinion created the exception
by holding that the premiums on group insurance
were not paid as compensation but as an investment

in group efficiency.”

Other scholars have concluded, “Employer contributions for
... health insurance plans were nontaxable in the original
income tax in 1913” and that “employer contributions to such
arrangements were generally not taxable to the employee.””
Given that the “modern health insurance developed in the
1930s,” it appears there never was a period when the income

tax applied to employer-purchased health insurance.”

“As the tax exclusion makes
coverage and care increasingly
expensive, Congress has intervened
again and again to address
problems the exclusion creates.”

The exclusion would have had little impact in 1913 any-
way because the marginal tax rates from which it shielded
income (and therefore the implicit penalties it creates) were
relatively low. By the end of 1913, federal income tax rates
ranged from 1 percent on the first $20,000 of annual income
to 7 percent on income above $500,000 per year.”* More
importantly, “due to exemptions and deductions, less than
1 percent of the population paid income taxes.””> Marginal
income-tax rates soon grew, however. By 1918, the lowest
marginal rate was 6 percent and the highest was 77 percent,
with 54 marginal rates (or brackets) in between.”® Marginal
tax rates have fluctuated since. (See Figure 5.) The federal
income tax currently imposes marginal tax rates ranging
from 10 percent for low-income earners to 37 percent for
high-income earners, with five brackets in between.”’

In 1942, the federal government created an additional
incentive for employers to purchase health insurance for
workers.”® As part of its efforts to wage World War II, the
U.S. government froze wages but “ruled that the employer’s
provision of pension and health insurance benefits were

not subject to wage controls, a policy that reinforced the
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IRS rule that such benefits were not to be treated as taxable
income.””” While wage controls prevented employers from
offering higher cash wages, the exemption for employer-
purchased health benefits created an incentive for employers
to compete for workers by offering health benefits. Even so,
employer purchasing of health benefits was still not preva-
lent even years after the war ended and did not see robust
growth until after the federal government lifted all wage
ceilings in 1953 (see the block quote that starts with “Early
Blue Cross” in the previous section).®°

Prior to 1954, the exclusion existed only by bureaucratic
dictate. In that year, Congress codified the exclusion.® One
study found that simply codifying the exclusion “led to a shift
from individual to group insurance and increased the amount
of health insurance coverage purchased by households, espe-
cially households with high marginal tax rates” (whom the

exclusion effectively threatens with higher taxes).®*

Social Security Increases the
Exclusion’s Penalties and Effects

When Congress created Social Security in 1935, it financed
the program with a 2 percent tax on payrolls up to $3,000.5
Since then, Congress has repeatedly increased the Social
Security tax rate and expanded the tax base. At present, the
Social Security payroll tax rate is 12.4 percent and applies
to the first $147,000 of wages, leaving workers less able to

afford health insurance and medical care.?*

“Social Security increased the
exclusion’s impact. It therefore
exacerbated the problems of the
elderly losing coverage upon
retirement and facing excessive
health care prices.”

Social Security increases the impact of the exclusion. As
with the income-tax base, the federal government excluded
employer-paid health insurance premiums from the Social
Security payroll tax base. The result was that the exclusion
shielded income from a higher overall marginal tax rate.

Equivalently, Social Security increased the implicit penalties
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that the exclusion imposes on workers who do not enroll in
employer-sponsored health insurance.

As aresult, at the same time Social Security helped the
elderly obtain medical care by providing them with regular
cash subsidies, it also worked against that purpose by
increasing the ways the elderly might suffer health care—
related financial hardship. By increasing the implicit penal-
ties that the exclusion imposes on workers who purchase
health insurance that stays with them through retirement,
Social Security increased the likelihood that workers would
lose their health insurance upon retirement. By increas-
ing the distortionary effects of the exclusion, including the
upward pressure the exclusion exerts on medical prices,
Social Security exacerbated the problem of the elderly fac-

ing excessive health care prices.

The Medical Expense Deduction
Mimics the Exclusion

In 1942, Congress created the medical expense deduction
to help taxpayers with high health care spending afford rising
health care prices (and to shield them from rising wartime
tax rates®). To the extent a taxpayer’s qualified medical
expenses (including after-tax payments toward health insur-
ance premiums®®) exceed a certain percentage of her income,
the taxpayer may deduct those expenses for income-tax
purposes. Congress has adjusted that threshold over time.®” It
is currently 7.5 percent of adjusted gross income.®®

The medical expense deduction does little to restore a
worker’s right to control her earnings. For qualified medical
expenses above the threshold, it reduces the implicit penalty
the exclusion imposes on income the worker controls. A
taxpayer does not pay income taxes on that income, but
she continues to pay payroll taxes on it. It does not alter the
exclusion’s implicit penalties nearly enough to allow her to
reclaim control of her income. Only about 6 percent of tax
returns claim the medical expense deduction.®

Worse, the medical expense deduction counterproduc-
tively puts upward pressure on health care prices. Above
the threshold, it effectively penalizes taxpayers for each
additional dollar they do not spend on qualified medical
expenses. This feature has the effect of increasing demand
for medical care and increasing prices, though each effect is

likely small relative to the exclusion’s impact.



Medicare Increases the
Exclusion’s Penalties

By 1963, U.S. residents aged 65 and older had significantly
lower rates of hospital insurance (54 percent) and surgi-
cal insurance (45.7 percent) than the overall population
(70.3 percent and 65.2 percent, respectively).”® In 1965,
Congress created Medicare to help the elderly access medical
care. Medicare is both a cause and an effect of the exclusion,
as well as a government program that exacerbates the prob-
lem it purports to solve.

To a large extent, Congress created Medicare to fix prob-
lems that Congress itself created or exacerbated. The income
tax and Social Security payroll tax leave workers with less
income to purchase and save toward medical expenses in
retirement. While the exclusion encourages workers to
enroll in health insurance, which should expand access to
medical care for workers, it also increases health care prices,

which reduced access for workers and seniors.

“Part of the reason so many
seniors lacked coverage in 1965
is that the exclusion had spent
decades penalizing health
insurance that covered seniors.”

The exclusion further reduced seniors’ access to care
by increasing the likelihood that they would lack health
insurance. “Several factors contribute[d] to th[e] lack of cov-
erage among elderly people” in the years leading up to 1965.
In particular, “many of these persons who had insurance
coverage before retirement were unable to retain the cover-
age after retirement . . . because the policy was available to
employed persons only.””! Employment-based coverage was
not the only option. “Before the passage of Medicare, many
Americans over sixty-five were covered by health insurance
policies that were guaranteed renewable for life.” In 1964,
there were 72 insurance companies that offered guaran-
teed-renewable health insurance that covered individuals
through retirement and until death.”” By 1965, however,
the federal government had spent decades penalizing such
coverage in favor of job-based coverage, which dramatically

increases the risk of becoming uninsured upon retirement.

Part of the reason so many seniors lacked health insurance
in 1965 is that government had spent decades penalizing
health insurance products that cover seniors.

Rather than fix those problems, Medicare created more.”
Medicare exacerbated the tax exclusion’s effects on consump-
tion. Congress patterned Medicare coverage on existing private
health plans. The exclusion’s encouragement of excessive cov-
erage and medical consumption in the private sector therefore
led to excessive coverage and spending in Medicare.”*

To finance Medicare, Congress imposed an additional pay-
roll tax of 0.7 percent. Congress initially applied the Medicare
payroll tax to the same base as Social Security: in 1966, income
up to $6,600 per year, excluding employer-purchased health
insurance. Congress has since increased the Medicare payroll
tax rate and base many times, but the exclusion still applies.
The rate is currently 2.9 percent and applies to every dollar of
labor income, without limit.”® An additional Medicare tax of
0.9 percent applies to all labor income in excess of $200,000
for individuals and $250,000 for married couples.”®

Like the Social Security payroll tax, Medicare’s payroll
tax increases workers’ marginal tax rates and thus the
exclusion’s implicit penalties. Medicare thus increases the
impact of the exclusion, including the penalties it imposes
on workers who purchase secure coverage that stays with

them into retirement.

Employee Premium Payments
Become Eligible for the Exclusion

In 1978, Congress again attempted to fix problems that
ithad created via the income tax and the exclusion. The
exclusion encourages excessive health insurance, excessive
medical consumption, and higher health care prices. Congress
responded to the resulting rise in health insurance premiums
not by eliminating the exclusion but by expanding it.

Initially, only employer premium payments qualified for
the exclusion. In 1978, Congress made employee premium
payments eligible. Section 125 cafeteria plans that employ
“premium conversion” allow employees to exclude from
income and payroll taxes the portion of their employer-
sponsored health insurance premiums that they pay directly.
As of 2011, 80 percent of covered workers had access to
premium-conversion plans that shield their premium pay-

ments from taxation.”” The share is likely higher today.
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Making employee premium payments eligible for the
exclusion both reduced taxes on workers with employer-
sponsored health insurance and increased the exclusion’s
implicit penalties on those who decline employer-sponsored
health insurance. Along the way, it encouraged even more
excessive insurance and medical consumption and pushed

health care prices higher.

Flexible Spending Accounts

Section 125 also allowed employers to offer flexible spend-
ing accounts (FSAs). Several different kinds of FSAs exist
today. “Health” FSAs make certain out-of-pocket medical
expenditures eligible for the exclusion.

Workers can decide how much of their cash wages to
devote to a health FSA, up to a limit. In 2022, individual
workers could allocate up to $2,850.% Deposits are eligible
for the exclusion. Disbursements for qualified medical
expenses are tax-free. In 2020, 46 percent of civilian workers
had access to a health FSA.”

FSAs give employees only a small measure of additional
control over their incomes. The fact that deposits are eligible
for the exclusion gives workers greater control over those
funds. But a worker generally forfeits to her employer any FSA
funds she does not spend. A worker with a “use-it-or-lose-
it” FSA (or alternatively a “grace-period” FSA) forfeits to her
employer all unspent FSA funds up to $2,850 at the end of
the plan year (2.5 months after the plan year ends). A worker
with a “rollover” FSA forfeits all unspent funds in excess of
$550.1°° In 2019, 37 percent of workers with “grace-period”
FSAs forfeited an average $355 of their earnings to their
employers; 48 percent of workers with “use-it-or-lose-it”
FSAs forfeited an average $341; and 49 percent of workers with
“rollover” FSAs surrendered an average $328.”1%! This feature
exacerbates the exclusion’s incentives encouraging excessive

medical consumption and low-value care.

Medical and Health Savings Accounts

In 1996, Congress enacted bipartisan legislation allowing
750,000 taxpayers to open tax-free medical savings accounts
(MSAs). In 2003, Congress expanded on MSAs by creating
tax-free health savings accounts (HSAs). HSAs mitigate the

exclusion’s economic distortions by extending the exclusion’s
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preferential tax treatment to—and, equivalently, reducing the
exclusion’s implicit penalties on—a limited amount of health
care savings and spending that workers control.

Taxpayers who enroll in qualified health plans can deposit
limited amounts into an HSA tax-free. In 2022, qualifying
self-only (family) plans must have had deductibles no lower
than $1,400 ($2,800) and total cost-sharing no greater than
$7,050 ($14,100). An enrollee could deposit up to $3,650
($7,300) per year. Enrollees aged 55 and over could deposit
up to an additional $1,000."°>

“Medicare is only one of dozens
of interventions Congress
haslaunched to mitigate the
unintended consequences of the
income tax and the exclusion.”

Funds that employers and employees deposit via payroll
deduction qualify for the exclusion just as premium pay-
ments do. Otherwise, deposits are deductible only against
income taxes. Congress taxes neither growth in HSA bal-
ances nor withdrawals for qualified medical expenses. It
subjects withdrawals for nonmedical expenses to income
taxes plus a 20 percent penalty. The latter penalty disap-
pears when the account holder turns 65, becomes disabled,
or dies.'® It is testament to how punitive the exclusion’s
penalties are that shielding HSA deposits from them results
in greater tax advantages than any other savings vehicle.'*

Like any other savings account, HSA funds belong to
account holders and move with them from job to job and
from health plan to health plan. In 2020, HSA holders
contributed $42 billion to their accounts. In effect, this
means that HSAs reclaim for workers only about 4 percent
of the $1 trillion that Congress coerces workers into letting
their employers control. (See Figure 11.) As of mid-2021,

31 million Americans had accumulated a combined
$100 billion tax-free in HSAs.!®

HSAs reduce the exclusion’s distortions in favor of
employer-sponsored health insurance and third-party
payment generally. But since HSAs do so by extending the
exclusion’s preferential tax treatment to additional uses

of income (i.e., to out-of-pocket medical spending and



Figure 11

Health savings accounts let workers control only a tiny fraction of compulsory spending on health benefits
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savings for future medical expenditures), they reduce those
distortions at the cost of expanding the overall amount of
economic distortion the exclusion creates. Since Congress
conditions tax-free HSA deposits on enrollment in a specific
type of health insurance, moreover, HSAs also present tax-
payers with a choice similar to the exclusion or a mandate to
purchase health insurance: enroll in a government-defined

health insurance plan or pay more to the government.

Health Reimbursement Arrangements

In yet another attempt to provide relief from rising medical
prices that the federal government itself exacerbated, in 2002
the Treasury Department created tax-free health reimburse-
ment arrangements (HRAs).° HRAs created yet another way
to extend the exclusion to out-of-pocket medical expenses.

HRAs eliminate the penalty the tax exclusion imposes on

earnings that workers control but in a manner that preserves

significant employer control over workers’ earnings. An
HRA is not a savings account. It is more like a line of credit.
The employer does not put money into an account a worker
owns. Instead, if an employee incurs qualified expenses,
including medical expenses and in some cases health insur-
ance, the employer promises to reimburse her up to a limit.
The employee receives no money unless she incurs qualified
expenses. HRA reimbursements qualify for the exclusion.
Employers decide how much credit to extend, how employ-
ees may use it, and whether workers can carry over unspent
credit from year to year.

Similar to FSAs, employees generally forfeit any unspent
HRA credit when they leave their jobs.'”” Again, this use-it-
or-lose-it incentive exacerbates the exclusion’s incentives
encouraging excessive consumption and low-value care.

The federal government permits different types of HRAs.
Traditional HRAs allow employers to reimburse only quali-

fied medical expenses and only for employees who enrolled
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in health insurance through the firm or their spouse’s
employer.'°® In 2017, Congress allowed small employers
who don’t offer health benefits to offer “qualified small
employer” HRAs to employees who elsewhere enroll in
Obamacare-compliant coverage.'®® In 2022, qualified-
small-employer HRAs can reimburse individual workers up
to $5,450 per year and families up to $11,050 per year for
qualified medical expenses.™°

In 2020, the Treasury Department allowed employers to
offer “individual coverage” and “excepted benefit” HRAs.
Individual-coverage HRAs “extend the tax advantage for
traditional group health plans. .. to HRA reimbursements of
individual health insurance premiums” such as Obamacare
plans.™ Employees must enroll in health insurance to use
these HRAs. In the case of off-Exchange plans, employers
can combine individual-coverage HRAs with a premium-
conversion option to allow employees to pay more of the
premium with excludable income.

Employers who provide health insurance can offer “except-
ed benefit” HRAs, and employees can use them even if they
decline their employer’s coverage."” Excepted-benefit HRAs
can reimburse up to $1,800 in qualified medical expenses (and
therefore mimic HSAs) and/or premiums for dental coverage,

vision coverage, or short-term, limited duration insurance."

Health Insurance Tax Credits

Congress has also tried to mitigate the exclusion’s ill effects
by creating health insurance tax credits. Where a $1,000
exclusion, deduction, or exemption reduces taxable income
by $1,000, and therefore reduces a worker’s tax liability by the
product of that amount and her marginal tax rate (on average,
$333), a2 $1,000 tax credit reduces her tax liability by $1,000.

The exclusion increases prices for health insurance and
medical care and penalizes workers unless they enroll in
coverage that disappears when they change jobs. Rather
than fix those problems, tax credits create a new tax prefer-
ence for health insurance that workers purchase directly
from insurance companies. While tax credits may reduce the
implicit penalty that the exclusion imposes on nonemployer
coverage, they also create new distortions that exacerbate
rather than correct the exclusion’s distortions.

In 2002, Congress offered “health coverage tax credits” to

a small number of taxpayers who lost their health insurance
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when they lost their jobs or suffered other hardships.
Recipients received a reduction in their tax liability equal to

65 percent of the premium for approved coverage, including
individual-market coverage. Congress later increased the cred-
itamount to 80 percent and then reduced it to 72.5 percent. In
2018, fewer than 19,000 households claimed the credit."* After

many extensions, the credit expired on December 31, 2021.

“HSAs reclaim for workers only
about 4 percent of the $1 trillion
that Congress coerces workers into
letting their employers control.”

In 2014, the IRS began offering “premium assistance
tax credits” to enrollees who purchase Obamacare cover-
age through an Exchange. In 2022, more than 11 million
Obamacare enrollees will have received $75 billion in tax
credits."® In many cases, Obamacare’s tax credits can cover
the enrollee’s entire premium.

Both types of credit are “refundable.” Refundable tax
credits are not tax breaks at all but instead a government
spending program. If the amount of a refundable tax credit
exceeds the recipient’s tax liability, the government pays
the recipient the balance. Obamacare’s tax credits are
almost entirely government spending. Just 15 percent of
Obamacare’s tax credits represent a reduction in recipients’
tax liabilities. The remaining 85 percent is government
spending (i.e., a burden on other taxpayers)."®

Health insurance tax credits do not eliminate the exclu-
sion’s economic distortions. In some ways, they exacerbate
them. Obamacare’s tax credits encourage excessive cover-
age, medical spending, and prices by requiring recipients to
enroll in more comprehensive coverage than many would
choose on their own or than they would obtain through an
employer. To the extent that Congress must raise marginal
tax rates to finance the spending inherent in refundable tax
credits (or to offset the revenue loss from the nonrefund-
able portion of the credit), health insurance tax credits
exacerbate the effects of the exclusion much like Social
Security and Medicare do. Tax credits even create entirely
new distortions. The amount of Obamacare’s credits falls as
a taxpayer’s income rises, which creates a disincentive for

workers to climb the economic ladder.



Finally, to the extent health insurance tax credits offer
tax relief, they present the same choice as the exclusion or
amandate to purchase health insurance. Eligible taxpayers
may either enroll in a government-defined health insurance
plan or pay more money to the IRS. A health insurance tax
credit “is essentially a mandate to purchase health insur-
ance, with the cost of violating the mandate equal to the

value of refundable credit.”*"”

The Cadillac Tax

Economists warn that the exclusion encourages work-
ers to demand and employers to provide excessive levels
of health benefits. In 2010, Congress attempted to reform
the exclusion with a new tax on overly comprehensive
“Cadillac” plans. The “Cadillac tax” was a 40 percent tax
on employer-sponsored health insurance premiums that
exceeded certain thresholds."® It would have mitigated
some of the exclusion’s effects, but in some cases, it would
have replaced the implicit penalty on worker-controlled
health care dollars with an implicit penalty on employer-

paid health premiums.

“By encouraging excessive
medical consumption, the
exclusion creates a deadweight
economic loss on the order of
$245 billion, or 1 percent of GDP.”

In 2022, the Cadillac tax would have applied to premi-
ums in excess of $11,200 for self-only coverage and $30,150
for family coverage. Below those thresholds, the tax code
would have continued to penalize workers for every dollar
of compensation that they took as cash instead of health
benefits. Above the thresholds, the tax would have had dif-
ferent effects depending on the worker’s marginal tax rate.
For workers whose marginal tax rates exceeded 40 percent,
it would have reduced but not eliminated the exclusion’s
implicit penalty. For those with marginal tax rates below
40 percent, it would have flipped the script by imposing an
implicit penalty on each additional dollar that workers allo-

cate to health benefits versus cash wages.

Economic efficiency requires equalizing the tax treatment
of health benefits and other forms of compensation. The
Cadillac tax would have substituted one economic distortion
for another. As a straight tax increase, the Cadillac tax sparked
considerable political resistance. Congress repeatedly delayed

its effective date and then repealed the tax in 2019."®

HARMFUL EFFECTS OF
THE EXCLUSION

The tax exclusion creates distortions across and within
economic sectors that dramatically reduce social welfare.
By redirecting $1 trillion of health spending each year from
the workers who earned it to their employers, the exclusion
has altered incentives in the health sector. Those distorted
incentives have made health insurance and medical care less
affordable and have had a negative impact on quality.

The exclusion creates distortions across economic sectors by
artificially lowering the after-tax price of employer-sponsored
health insurance—and thereby of medical care—relative to
other types of health insurance and to nonmedical consump-
tion. It distorts the financial sector by annually shunting
$1.3 trillion of workers’ earnings directly to insurance com-
panies, employers, and benefits managers and preventing
savings institutions from competing to manage those funds.
Previous work suggests that by encouraging excessive medical
consumption, the exclusion creates a deadweight economic
loss on the order of 19.2 percent of total spending on employer-
sponsored health insurance.”° In 2022, that amounted to
roughly $245 billion, or 1 percent of GDP.™*

The tax exclusion distorts labor markets. It distorts the
makeup of compensation packages in favor of health ben-
efits over cash wages. It denies workers a clear measure of
how the market values their labor by obscuring their total
compensation. It distorts how workers sort themselves into
jobs: “those who potentially would buy family coverage
tend to sort themselves into jobs based on preferences for
health insurance.”** It encourages part-time work where
firms and workers might prefer full-time arrangements: “as
the costs of benefits rise, firms and workers have an incen-
tive to move from full-time jobs with benefits to part-time
jobs without.”"* It locks workers into jobs for fear of losing
their health insurance.”?* One study found that the exclu-

sion “reduces voluntary job turnover by 20% per year.” It

23



distorts competition and entry by favoring large employ-
ers over their smaller competitors. It makes discrimination
against older, female, and obese workers appear worse than
itis. (See the “Empirical Evidence: Workers Bear the Cost of

Health Benefits” section.)

“The exclusion penalizes secure,
portable coverage that consumers
purchase directly from insurance
companies in favor of employer-
sponsored coverage.”

The exclusion distorts the markets for health insurance and
medical care. It penalizes secure, portable coverage that con-
sumers purchase directly from insurance companies in favor
of employer-sponsored coverage. It encourages excessive
levels of insurance. One study estimated that simply codify-
ing the exclusion in 1954 “increased the amount of coverage
purchased by 9.5 percent.”' By insulating consumers from
medical prices, it encourages excessive medical consump-
tion, excessive health care spending, excessive prices, opaque
prices, and price discrimination.'”’

Harvard economist Martin Feldstein explained how the tax
exclusion fuels excessive health insurance and health care
prices: “The spread of insurance causes higher prices and
more sophisticated services which in turn cause a further
increase in insurance. People spend more on health because
they are insured and buy more insurance because of the
high cost of health care.”"*® Writing with Bernard Friedman,
Feldstein continued: “Because the growth of insurance has
been the primary cause of the exceptional rise in health care
prices, it can with justice be said that the tax [exclusion] has
been responsible for much of the health care crisis.”*?’

Among the exclusion’s costs is that it reduces choice and
innovation in health care financing and delivery. Some
scholars argue that employers don’t even try to pick the best
health plan for their employees but instead “select a plan that
is acceptable to the CEO’s family—a stratagem known as
‘CEO’s Partner’s Plan’... . to limit complaints from the [CEO’s]
partner.”° One study estimates “the average ‘welfare loss’
attributable to the mismatch between group and indi-

vidual purchases. .. may actually be in the neighborhood
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of 5-10 percent, about equal to the estimated difference in
loading between the nongroup and small-group insurance
markets.””' Since “most employers lock their employees into
traditional FFS without a choice and without an opportunity
to keep the savings if they choose a more economical sys-
tem,” the exclusion distorts workers’ choices by encouraging
fee-for-service payment and fragmented delivery of medical
care at the expense of other payment systems (e.g., prepay-
ment) and delivery systems (e.g., integrated health systems
and coordinated care).”*>

At the same time the exclusion encourages health insurance
policies to cover a broader range of services and providers
than consumers would purchase on their own, it penalizes
health insurance products that cover a broader range of
risks. Americans change jobs on average a dozen times by

2.1 Health insurance policies that consumers purchase

age>5
directly from insurance companies on the individual market
are portable. They do not automatically disappear when the
policyholder changes jobs. Individual-market coverage there-
fore insures against a risk that employment-based coverage
does not: the risk of needing expensive medical care after an
employment separation. One study found that patients in
poor health were roughly twice as likely to end up uninsured
if they had obtained insurance from a small employer versus
purchasing it directly from an insurer.** (See Figure 12.) The
tax exclusion penalizes policies that insure against this risk
and inhibits innovative insurance products that would protect
against even more risks.”*®

The exclusion made workers more vulnerable to COVID-19
in at least three ways. First, it ties health insurance to
employment, which “is one of the many ways the U.S. health
care system has made us so much more vulnerable to the
effects of the pandemic than other countries. In other coun-
tries, you don’t hear about people losing health insurance
when they lose their jobs.”*® Between February and June
2020, approximately 7.3 million Americans unnecessar-
ily lost their health insurance when government lockdown
orders and changes in consumption patterns caused them
to lose their jobs. Millions more lost jobs and coverage in
subsequent months.”” Second, the exclusion encouraged the
sickest, most vulnerable workers to return to work because
they feared losing their coverage, thereby putting them at
higher risk for contracting COVID-19."*® Third, when those

newly uninsured workers and COVID-19 patients needed



Figure 12

For enrollees in poor health, individual-market coverage is similarly or more secure than employer coverage, 2000-2004
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medical care, they had to face the excessive health care
prices that the exclusion generates.
The tax exclusion reaches deep into workers’ lives. It
distorts marriage markets by increasing the cost of end-
ing unhealthy unions. According to one study, “because
employers will remain the main source of coverage for the
nonelderly population, marital disruption is likely to contin-
ue to lead to substantial instability in insurance coverage.”*’
Finally, the exclusion distorts the political system. It
has created problems that have led Congress to intervene
in the health sector again and again. It has led some par-
ticipants in the political process to argue that not taxing

employer-sponsored insurance is a “subsidy” or a gift from

government. It leads those who benefit from the exclusion
(e.g., large employers, unions, health insurers, health care
providers) to spend vast resources blocking proposals that

would return control of those funds to workers.

END THE EXCLUSION NOW

Congress should eliminate all targeted tax preferences—
equivalently, implicit penalties—that coerce workers into
devoting income to what Congress values rather than what
they value. The benefits of eliminating the exclusion include
returning control of more than $1 trillion annually to the

workers who earned it, better economic performance, and a
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health sector that makes medical care better, more afford-
able, and more secure. Educating the public on the benefits
of eliminating the exclusion will expand the range of politi-

cally feasible options.

A $1 Trillion Effective Tax Cut

The tax exclusion denies workers control of $1 trillion of
their earnings each year. Regardless of whether those dollars
flow into government coffers, one may fairly describe this
effect of the exclusion as an alternative type of tax, because
it uses government coercion to deny workers control of a
sizable portion of their income. Eliminating or reforming the
exclusion in a manner that returns those funds to workers
would therefore be akin to a large effective tax cut.

Removing the tax differential that penalizes workers if
they demand that compensation as cash would allow work-
ers to control those funds. Economic theory holds that to
the extent employers stopped offering health benefits, they
would return those funds to workers as additional cash
wages or other compensation. On average, a worker with
employer-sponsored family coverage would gain control of
an additional $16,253 of her earnings each year, with which

she could make her own health insurance decisions.

“Reforming the exclusion would
amount to a $1 trillion effective
tax cut by letting workers control
$1 trillion of their earnings that
they currently do not.”

Workers would still benefit even if employers did not cash
out all workers fully or immediately. One study estimates that
the benefits of being able to choose one’s health plan are so
great that “the median employee would be willing to forego
16 percent of her employer [premium payment] simply for the
right to use what remains toward a plan of her choosing.”*° If
workers wished to remain in their employer-sponsored plans,
they would be free to do so. Workers’ needs, not government
dictate, would decide where those funds go.

By allowing workers to control $1 trillion of their earn-

ings that they currently do not control, reform of the

26

exclusion would amount to a $1 trillion effective tax cut.
As a share of the economy, this effective tax cut would be
larger than the tax cuts that Congress enacted in 1981 and
any tax cut since. (See Figure 13.) The sooner reform can
put that $1 trillion in the hands of workers, the more politi-

cally feasible it will be.

A Better Economy

Eliminating the tax exclusion would also improve eco-
nomic performance. In particular, by eliminating the
exclusion’s incentives to purchase excessive coverage, reform
would lead workers to choose less comprehensive coverage
and to consume less wasteful medical care.'! The reduction
in these expenditures would enable workers to purchase
goods and services that they value more. “American families
are in general overinsured against health expenses. If insur-
ance coverage were reduced, the utility loss from increased
risk would be more than outweighed by the gain due to
lower prices and the reduced purchase of excess care.”'*>

Reform of the exclusion is essential to realizing those
gains in consumer welfare. “Large reductions in spending
will not actually be achieved without fundamental changes
in the financing and delivery of health care. The government
can spur those changes . .. by significantly limiting the cur-
rent tax [exclusion] for health insurance.”*?

The welfare gains would accrue to low-wage workers as
well. The exclusion “tends to harm low-wage workers. .. by
forcing those low-wage workers to take their income in a form
biased toward overly generous health insurance rather than
money wages and by restricting their ability to obtain insur-
ance tailored to their preferences.”*** Reform would allow

low-wage workers to buy more economical insurance, thereby

freeing up funds to invest in education and better housing.

Better, More Affordable,
More Secure Health Care

Eliminating or reforming the tax exclusion would also
improve the health sector’s ability to meet consumer
needs. Consumers would have more health insurance
options than what their employers currently offer. Con-
sciously spending their own money, rather than what

appears to be their employers’ money, consumers would



Figure 13

Expanding health savings accounts would return a larger share of GDP to workers than past tax cuts
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impose greater discipline on insurers and providers than
the health sector has ever seen.

Cost-conscious patients would make medical care and
health insurance more affordable for everyone, particularly
the most vulnerable, by driving down prices. A series of
experiments with making patients cost-conscious reduced
prices by up to 32 percent after two years for services

including hip and knee replacements, knee and shoulder

arthroscopy, cataract removal, colonoscopy, CT and MRI
scans, and laboratory tests.'** (See Figure 14.) Researchers
have estimated that this one innovation (“reference pricing”
or “reverse deductibles”) could reduce health care prices so
much that health spending on nonelderly, privately insured
workers would fall by 5 percent.*® If such savings applied to
the entire health sector, it would be roughly equivalent to a

1 percentage point increase in GDP."*’
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Eliminating the implicit penalty that the exclusion imposes
on health insurance from sources other than one’s employer
would free workers to choose from a wider range of insur-
ance options. One study estimates the gains from greater
choice would range from 13 percent to 70 percent of the cost
of employer-sponsored plan premiums.'*® In 2022, that
translates to annual benefits of $1,000-$5,400 for workers
with the average self-only plan and $2,900-$15,600 for those
with the average family plan.'*® Given that “the best available
estimate” of the difference in administrative costs between
groups with fewer than 100 employees and groups with more
than 1,000 employees is 10 percent of premiums, “even a
modest increase in choice, coupled with the improved match-
ing of choices to employee preferences. . . is likely to generate
surplus gains that outweigh the associated premium increas-

es” of leaving a worker’s current employer plan.™°

“Cost-conscious patients would
make medical care and health
insurance more affordable for
everyone, particularly the most
vulnerable, by driving down prices.’

b

The choices available to consumers would expand beyond
what is available today. In 2018, 75 percent of health insur-

15! Even without

ance markets exhibited high concentration.
new provider entry, freeing consumers to exercise cost-
conscious choices among existing insurers would reward
insurers that have used proven strategies to overcome pro-
vider market power and reduce prices.”®* Economic research
indicates that cost-conscious consumers are more willing to
enroll in health plans that make the delivery of health care
more efficient and thereby reduce health insurance premi-
ums.”* Cost-conscious consumers would also encourage
entry by more-efficient insurers and providers by increasing
demand for innovative health plans that reduce premiums
and improve quality on dimensions where the U.S. health
sector is weak.”®* Since premiums rise when the number of
insurers falls and fall when additional insurers enter markets,
greater competition would make coverage more affordable.”*
Workers would make better health plan choices than their

employers do. Empirical evidence shows that competition
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pushes hospitals to improve quality, that those pressures
are greater where patients have greater scope for choice,
and that these market forces save lives. According to one
study, “AMI [acute myocardial infarction] survival rates rose
almost one percentage point” from 1996 to 2008 “simply
because patient flows shifted to higher-quality hospitals.”**¢
Where consumers control their choice of health plan, “even
the subpopulations with greater prevalence of cognitive
limitations” were able to make better decisions through
tools that emerged to provide them assistance, including
“relatives, medical personnel, social networks, and other
organizations and decision support tools” such as “greater
access to information through plan ratings, user-friendly
websites, and software applications of pharmacy chains

and other institutions to help people choose well-matching
plans.”™” Economic research shows that patients switch
drug plans in response to price and that more plans leads to
more switching, not choice overload."”® Where consumers do
make suboptimal decisions about health insurance, markets
offer incentives (read: profit opportunities) for producers to

educate consumers about how to make better decisions.'’

OPTIONS FOR REFORM

Congress has several options for eliminating or reforming
the exclusion and other tax preferences for health-related
uses of income. The goal of reform should be to ensure that
the tax system no longer picks winners and losers among
different uses of workers’ earnings. Reform should elimi-
nate, as much as political constraints allow, the implicit
penalties the exclusion imposes on nonhealth spending,
nonemployer-sponsored health insurance, out-of-pocket
medical spending, and savings for one’s medical expenses.

In an ideal world, Congress would eliminate the exclu-
sion by eliminating the taxes that give rise to it. Federal
income and payroll taxes have done tremendous damage
to the health sector, the broader economy, and individual
liberty. It is far from clear that the U.S. population is better
off for paying these taxes. The income tax has made health
insurance and medical care inaccessible for millions. The
Social Security and Medicare payroll taxes exacerbated those
harms, in particular among the elderly. Medicare is only one
of dozens of interventions Congress has launched to miti-

gate the unintended consequences of the income tax.'®°



Figure 14
Cost-consciousness lowers prices, 2008-2014
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A second-best option would be to eliminate the exclusion
by replacing the current tax code with a single-rate flat
income tax that contains no preferences for particular types of
consumption. A third-best option would be to eliminate the
exclusion by including employer-sponsored health insurance
expenditures in the income- and payroll-tax bases. Either
reform would make health care better, more affordable, and
more secure. Either would let workers control, each year,
$1 trillion that they currently do not. Unfortunately, these
options appear politically infeasible for the foreseeable future.

Fortunately, there are politically feasible ways to reform or

limit the exclusion. The most desirable and politically feasible

is the fourth-best option: to replace the current exclusion with
an exclusion for contributions to larger, more flexible health
savings accounts. Other options, such as a standard deduction
for health insurance and capping the exclusion, would at once
be less beneficial and less politically feasible. The following

reform options appear in descending order of desirability.

Fundamental Tax Reform

Even if Congress were to eliminate the exclusion, the U.S.
tax code would still contain scores of targeted tax preferenc-

es (and their implicit penalties) that use the government’s
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taxing power to control taxpayers and micromanage the
economy.'®' Congress should eliminate all such targeted tax
preferences by replacing the current income and payroll tax
systems with a system that contains no exclusions, deduc-
tions, exemptions, or credits and that taxes all income once
at a single, low, flat rate.'®

A “flat tax” would eliminate the exclusion, or at least
free workers to avoid it. Legislation by Sen. Richard Shelby
(R-AL) and Rep. Michael Burgess (R-TX) would give indi-
vidual taxpayers an irrevocable choice of paying taxes under
the current system or a flat tax.'®

While a flat tax is more desirable than other reform options
for reasons of individual liberty and economic efficiency, it
has features that threaten political feasibility. Eliminating the
exclusion could lead some employers to drop health benefits.
Economic theory holds that in the long run, such employers
would return the average $16,253 that they spend per year on
family coverage to workers. While economic research indi-
cates that most workers would be willing to forgo a portion of
those funds in exchange for greater choice, and while workers
with expensive medical needs could obtain health insurance
through Obamacare’s Exchanges, many workers could suffer
a short-term loss of income. Opponents of reform could
exploit the surrounding uncertainties.'®* The dislocations and
uncertainties could potentially be so great that fundamental
tax reform appears politically infeasible unless Congress first

restores that $16,253 to the workers who earned it.

Repeal the Exclusion

In the alternative, Congress could repeal the section of the
Internal Revenue Code that creates the exclusion.'®® A simple
repeal of the exclusion would eliminate the exclusion’s
implicit penalties and the distortions they create.

This approach carries considerable political liabilities as
well. First, as with a flat tax, opponents would exploit fears
that workers would lose health benefits and income. Second,
simply repealing the exclusion would increase many workers’
tax liabilities. Repealing it in 2020 would have increased fed-
eral tax collections overall by an estimated $292 billion.'*® On
a household level, a worker with employer-sponsored family
coverage would pay on average an additional $4,551 per year
to the IRS. This would not necessarily be a net tax increase,

because she could gain control of an average $16,253 of her
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income, which dwarfs the $4,551 she would lose to taxes.
Welfare analysis further suggests that due to the benefits of
greater health insurance choice and competition, the benefits
of repealing the exclusion could exceed the costs even for
workers who face higher explicit tax liabilities. Finally, with
the federal government running deficits in excess of $1 trillion
per year, a tax increase of that size would increase neither the
size of government nor the overall burden government impos-
es on taxpayers.'”’ Its principal effects would be to reduce
federal deficits and thereby move more of the burden of cur-

rent government spending from the future to the present.

“The United States will not have
a consumer-centered health
sector until workers control the
$1.3 trillion of their earnings that
the exclusion now lets employers
control.”

Nevertheless, repeal would generate political resistance
among workers whose explicit tax liabilities would rise. The
fate of the Cadillac tax—which would have raised taxes on
fewer people and which Congress repealed before it ever
took effect—suggests simple repeal of the exclusion is also

politically infeasible.

Large HSAs

Building on the success of HSAs presents the best politi-
cally feasible opportunity to reform the exclusion. HSAs
enjoy the support of Democrats (73 percent), Republicans
(74 percent), and independents (65 percent). Large majori-
ties of each group (76 percent, 80 percent, and 72 percent,
respectively) also support letting families put into an HSA
the average $16,253 that employers pay toward their health
premiums per year. Among low-income households,

78 percent favor the idea.'*®

Congress can use HSAs to cap the exclusion. Again,
current-law HSAs reduce the exclusion’s favoritism toward
third-party payment for medical care but do so at the
cost of extending its preferential tax treatment to out-of-

pocket medical spending and savings for future medical



expenditures. Despite these liabilities, expanding HSAs in
the right way could completely eliminate the tax code’s
distortions of how consumers pay for medical care and
reduce the overall level of distortion that the exclusion

introduces into the economy.

“The most desirable politically
feasible way to limit the
exclusion is to apply it solely to
contributions to larger, more
flexible health savings accounts.”

Congress should (1) convert the exclusion, and all other
health-related targeted tax preferences, into an exclusion
solely for HSA contributions; (2) increase HSA contribu-
tion limits to a point where most workers can deposit
their employer’s entire premium payment tax-free, e.g., to
$9,000 for individuals and $18,000 for families, or wher-
ever is necessary to achieve revenue neutrality; (3) add
health insurance to the list of expenses that account holders
can purchase with tax-free HSA funds; and (4) remove the
insurance requirement so that taxpayers can pair an HSA
with any type of coverage. These changes would completely
eliminate—both above and below the new contribution
limits—the exclusion’s distortions across different types of
insurance, out-of-pocket spending, and savings. In addition,
the new contribution limits would finally reduce the overall
amount of distortion that the exclusion introduces into the
economy by capping the exclusion.'®’

“Large” HSAs are more politically feasible than other
options because they minimize the disruption from reform
and provide a vehicle for workers to take immediate pos-
session of the $16,253 of their earnings that their employer
currently controls. Workers who chose to do so could contin-
ue to enroll in their employer-sponsored plans as if nothing
had happened. Employers could even preserve their health
plans as-is by requiring workers to enroll in them.

Perhaps most important, Large HSAs make the shift of
that $1 trillion from employers to workers immediate, trans-
parent, and salient. They would create an expectation that
employers will immediately add that $16,253 to workers’

wages, a tax consequence if they do not, and a vehicle for

workers to receive those funds tax-free. They could therefore
garner support even among workers whose employer-
sponsored premiums currently exceed the contribution
limits and who would therefore have to pay taxes on that
income, because many of those workers would nevertheless
receive a net tax cut. With a contribution limit of $18,000, an
employee whose family premiums were $22,221 would pay
$1,393 (($22,221-$18,000)*0.33) in additional taxes but also
would gain control over $16,253 of her income that she pre-
viously did not control. By returning those funds to workers
through a transparent process, Large HSAs could facilitate
fundamental tax reform (e.g., a flat tax).

Members of Congress have introduced various elements
of the Large HSAs approach as legislation.””® One bill would
increase HSA contribution limits to $10,800 for singles and
$29,500 for families and allow the purchase of almost any
type of health insurance with tax-free HSA funds. The bill
would allow HSA holders greater flexibility in meeting the
insurance requirement but would not eliminate that require-
ment."” The bill’s greatest liability is that it would preserve
and expand rather than replace the current exclusion. It
would therefore ultimately expand the exclusion’s distor-

tionary effects.

Standard Deduction for Health Insurance

In 2007, President George W. Bush proposed a standard
deduction for health insurance for those who purchase
qualifying coverage.'”” The proposal would replace the open-
ended exclusion with a deduction (against both income
and payroll taxes) for a limited amount of health insurance:
$7,500 for self-only coverage or $15,000 for family coverage.
Taxpayers could claim the standard deduction for employer-
sponsored or individual-market coverage.'”?

A standard deduction for health insurance would
eliminate distortions between employer-sponsored and
individual-market coverage. It would also eliminate
incentives to purchase excessive coverage, at least when
premiums exceed the amount of the deduction. It would
not eliminate all distortions that favor third-party health
insurance over out-of-pocket payment or saving. It would
encourage excessive coverage, for example, to the extent
that qualifying health plans are more comprehensive than

taxpayers would have chosen themselves."”*
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Importantly, a standard deduction for health insurance
would increase taxes on some workers without a mechanism
to let them take control of the $1 trillion of their earnings
that their employers control. As such, it is likely to face polit-

ical difficulties similar to those that felled the Cadillac tax.

Cap the Exclusion
In 1983, President Ronald Reagan proposed capping

the amount of health benefits eligible for the exclusion.'”
Unlike the Cadillac tax, capping the exclusion would
eliminate the distortions that the exclusion creates at the
margin in favor of employer-sponsored insurance over
other forms of coverage and in favor of purchasing medical
care via health insurance over out-of-pocket spending or
savings, without creating new distortions. It would reduce
the exclusion’s incentives favoring excessive coverage and
medical consumption, therefore helping to curb health
insurance premiums and medical prices.

In 2022, capping the exclusion at $7,150 for self-only
coverage and $18,500 for family coverage would have
increased federal revenues by an estimated $56 billion and
federal deficits by $49 billion.””® While the Cadillac tax has
illustrated the political infeasibility of this approach, it

would still be an improvement over the status quo.

CONCLUSION

An accident of history, the tax exclusion for employer-
sponsored health insurance provides a lesson in the law of
unintended consequences. When state legislatures ratified
the Sixteenth Amendment to the Constitution authorizing
Congress to tax incomes, they were trying to raise revenue
for the federal government, not pick winners and losers
in the economy. When Congress enacted the income tax
of 1913, it was not trying to develop health policy. When
Treasury Department bureaucrats created the exclusion
shortly thereafter, they were not trying to increase prices

for medical care or make health insurance less secure; they
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were merely trying to apply a new tax to types of labor
contracts that were more complex than Congress had
comprehended. When Congress codified the exclusion in
1954, its members likely had no idea the exclusion would
infringe on the rights of taxpayers to make their own
medical decisions or have so detrimental an impact on the
availability of medical care. “Treasury officials who worked
on the cafeteria plan proposals for 1978 seemed to be unin-
terested in how cafeteria plans might affect tax-induced
inflation of health care costs, or in any other effect they

»177

might have on health policy.

“For a century or more, the tax
exclusion has been denying
workers the right to control and
spend their earnings as they wish.”

Whatever the intentions of those who created it, for a
century or more, the tax exclusion has been denying work-
ers the right to control and spend their earnings as they
wish. Workers have been suffering the consequences. The
exclusion has increased medical prices, thrown workers
out of their coverage after they have fallen ill, and gener-
ated so much dissatisfaction with the U.S. health sector that
Congress has spent decades trying to fix the problems it
creates. For all the outrage Obamacare’s individual mandate
generated, a broader and harsher form of government coer-
cion has been controlling workers’ private health insurance
choices for more than a century.

It is time Congress stopped merely treating the symptoms.
The United States will not have a consumer-centered health
sector until workers control the $1.3 trillion of their earn-
ings that the exclusion now lets employers control. Congress
should act immediately to eliminate the tax exclusion for
employer-sponsored health insurance. At a minimum,
Congress should reduce the harms that the exclusion causes by
taking serious steps to reform it. Replacing the exclusion with

Large HSAs appears to be the best politically feasible option.



NOTES

1. Centre for Tax Policy and Administration, “Revenue Sta-
tistics 2021—the United States,” Organisation for Economic
Co-operation and Development, 2021.

2. “General Government Debt,” OECD Data, Organisation for
Economic Co-operation and Development.

3.26 U.S.C. § 7203.

4. Gary Claxton et al., Employer Health Benefits: 2021 Annual
Survey (San Francisco: Kaiser Family Foundation, 2021),
pp- 76-77, figures 6.4 and 6.5.

5. National Health Statistics Group, “Table 5-6—Private
Health Insurance by Sponsor: Calendar Years 1987-2020,”
Office of the Actuary, Centers for Medicare & Medicaid
Services, Department of Health and Human Services; Na-
tional Health Statistics Group, “Table 16— National Health
Expenditures (NHE), Amounts and Average Growth Annual
Growth from Previous Year Shown, by Type or Sponsor,
Selected Calendar Years 2011-2028,” Office of the Actuary,
Centers for Medicare & Medicaid Services, Department of
Health and Human Services; and author’s calculations.

6. Office of Management and Budget, “Tax Expenditures,”
in Analytical Perspectives: Budget of the U.S. Government, Fiscal
Year 2022 (Washington: Government Publishing Office,
2021), pp. 111, 113; and author’s calculations.

7. Claxton et al., Employer Health Benefits: 2021 Annual Survey,
pp- 76-77, figures 6.4 and 6.5.

8. National Health Statistics Group, “Table 5-6—Private
Health Insurance by Sponsor”; National Health Statistics
Group, “Table 16—National Health Expenditures (NHE),
Amounts and Average Growth Annual Growth from Previous
Year Shown”; and author’s calculations.

9. Emphasis added. Milton Friedman, “Let’s Revamp the Tax
Code—But How?,” Wall Street Journal, April 15,1998.

10. Claxton et al., Employer Health Benefits: 2021 Annual
Survey, p. 11.

11. Gary Claxton, Larry Levitt, and Anthony Damico,
Diminishing Offer and Coverage Rates among Private Sector
Employees, Issue Brief, Kaiser Family Foundation, September
2016, p. 1.

12. Claxton et al., Employer Health Benefits: 2021 Annual
Survey, p. 52. Some workers at such firms may take advan-
tage of the exclusion by enrolling in coverage through a
family member’s employer.

13. Katherine Keisler-Starkey and Lisa N. Bunch, “Health
Insurance Coverage in the United States: 2019—Current
Population Reports,” U.S. Census Bureau, September 2020,

p- 4.

14. See, for example, Aladdin, directed by Ron Clements and
John Musker (Burbank, CA: Walt Disney Pictures, 1992).

Cf. NIV Matt. 7:12 (“So in everything, do to others what you
would have them do to you, for this sums up the Law and
the Prophets.”); and Bill Puka, “The Golden Rule,” The Inter-
net Encyclopedia of Philosophy.

15. Tax Policy Center, “T21-0161—Tax Units with Zero or
Negative Income Tax, 2011-2031,” Urban Institute and
Brookings Institution, August 17, 2021; and Tax Policy
Center, “Briefing Book: A Citizen’s Guide to the Fascinat-
ing (Though Often Complex) Elements of the Federal Tax
System,” Urban Institute and Brookings Institution, 2020.

16. The Congressional Budget Office projects the economy-
wide marginal tax rate on labor income will be 28 percent
in 2022. The corresponding figure for labor income that
workers receive as cash—and thus the exclusion’s implicit
penalty on allocating income to cash wages versus health
benefits—is higher. The 28 percent figure includes (averages
over) the O percent tax rate that applies to the share of each
marginal dollar workers devote to untaxed fringe benefits.
The Congressional Budget Office estimates that in 2018,
the economywide marginal tax rate on labor income was
27 percent but that the economywide marginal tax rate on
labor income that workers receive as cash was 33 percent.
The Congressional Budget Office has not published an
estimate of the economywide marginal tax rate on labor
income that workers receive as cash for years after 2018.
See “Marginal Federal Tax Rates on Labor Income: 1962 to
2028,” Congressional Budget Office, January 2019 (un-
derlying data available at https://www.cbo.gov/system/
files/2019-01/54911-data_underlying_figures.xlsx).

17. Someone paying the top federal marginal income-tax
rate of 37 percent, a Medicare tax rate of 3.8 percent, and
California’s highest marginal income-tax rate of 13.3 percent
would face a total marginal tax rate of 54 percent. See
Timothy Vermeer and Katherine Loughead, “State Individu-
al Income Tax Rates and Brackets for 2022,” Tax Foundation,
February 15, 2022; and author’s calculations.

18. Claxton et al., Employer Health Benefits: 2021 Annual
Survey, pp. 76-77, figures 6.4 and 6.5.

19. Estimates assume a marginal tax rate of 33 percent on

the average amount that workers pay directly toward self-
only (family) coverage of $1,299 ($5,969). See Claxton et

33


https://www.oecd.org/tax/revenue-statistics-united-states.pdf
https://www.oecd.org/tax/revenue-statistics-united-states.pdf
https://data.oecd.org/gga/general-government-debt.htm
https://files.kff.org/attachment/Report-Employer-Health-Benefits-2021-Annual-Survey.pdf
https://files.kff.org/attachment/Report-Employer-Health-Benefits-2021-Annual-Survey.pdf
https://www.cms.gov/files/zip/nhe-tables.zip
https://www.cms.gov/files/zip/nhe-tables.zip
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.whitehouse.gov/wp-content/uploads/2021/05/ap_10_expenditures_fy22.pdf
https://www.whitehouse.gov/wp-content/uploads/2021/05/ap_10_expenditures_fy22.pdf
https://files.kff.org/attachment/Report-Employer-Health-Benefits-2021-Annual-Survey.pdf
https://www.cms.gov/files/zip/nhe-tables.zip
https://www.cms.gov/files/zip/nhe-tables.zip
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.wsj.com/articles/SB892586622974677000
https://www.wsj.com/articles/SB892586622974677000
https://files.kff.org/attachment/Report-Employer-Health-Benefits-2021-Annual-Survey.pdf
https://files.kff.org/attachment/Report-Employer-Health-Benefits-2021-Annual-Survey.pdf
https://www.kff.org/report-section/diminishing-offer-and-coverage-rates-among-private-sector-employees-issue-brief/
https://www.kff.org/report-section/diminishing-offer-and-coverage-rates-among-private-sector-employees-issue-brief/
https://files.kff.org/attachment/Report-Employer-Health-Benefits-2021-Annual-Survey.pdf
https://files.kff.org/attachment/Report-Employer-Health-Benefits-2021-Annual-Survey.pdf
https://www.census.gov/content/dam/Census/library/publications/2020/demo/p60-271.pdf
https://www.census.gov/content/dam/Census/library/publications/2020/demo/p60-271.pdf
https://www.census.gov/content/dam/Census/library/publications/2020/demo/p60-271.pdf
https://www.imdb.com/title/tt0103639/quotes/qt0416226
https://www.biblegateway.com/passage/?search=Matthew%207%3A12&version=NIV
https://iep.utm.edu/goldrule/
https://www.taxpolicycenter.org/model-estimates/tax-units-zero-or-negative-income-tax-liability-august-2021/t21-0161-tax-units-zero
https://www.taxpolicycenter.org/model-estimates/tax-units-zero-or-negative-income-tax-liability-august-2021/t21-0161-tax-units-zero
https://www.taxpolicycenter.org/briefing-book/how-does-federal-tax-system-affect-low-income-households
https://www.taxpolicycenter.org/briefing-book/how-does-federal-tax-system-affect-low-income-households
https://www.taxpolicycenter.org/briefing-book/how-does-federal-tax-system-affect-low-income-households
https://www.cbo.gov/publication/54911
https://www.cbo.gov/publication/54911
https://www.cbo.gov/system/files/2019-01/54911-data_underlying_figures.xlsx
https://www.cbo.gov/system/files/2019-01/54911-data_underlying_figures.xlsx
https://taxfoundation.org/publications/state-individual-income-tax-rates-and-brackets/
https://taxfoundation.org/publications/state-individual-income-tax-rates-and-brackets/
https://files.kff.org/attachment/Report-Employer-Health-Benefits-2021-Annual-Survey.pdf
https://files.kff.org/attachment/Report-Employer-Health-Benefits-2021-Annual-Survey.pdf

al., Employer Health Benefits: 2021 Annual Survey, pp. 76—77,
figures 6.4 and 6.5; and author’s calculations.

20. Marjorie Honig and Irena Dushi, “Household Demand
for Health Insurance: Price and Spouse’s Coverage,” Employ-
ee Benefits Security Administration, Department of Labor,
revised December 2004.

21. Betsey Stevenson and Justin Wolfers, “Tax System Is
America’s Biggest Spender,” Bloomberg Opinion, April 16,
2012.

22. See “Hardship Exemptions, Forms & How to Apply,”
HealthCare.gov; and Timothy Jost, “Implementing Health
Reform: Shared Responsibility Tax Exemptions and Family
Coverage Affordability,” Health Affairs, January 31, 2013.

23. Stephanie Armour, “Fewer Uninsured Face Fines as
Health Law’s Exemptions Swell,” Wall Street Journal,
August 6, 2014.

24. Tax Policy Center, “T21-0161—Tax Units with Zero or
Negative Income Tax, 2011-2031”; and Tax Policy Center,
“Elements of the Federal Tax System.”

25. Jennifer Tolbert, Kendal Orgera, and Anthony Damico,
“Key Facts about the Uninsured Population,” Kaiser Family
Foundation, November 6, 2020.

26. The President’s 1978 Tax Reduction and Reform Proposals:
Hearings before the Committee on Ways and Means, 95th Cong.
145 (1978) (report from the U.S. Department of Treasury).

27. Congressional Budget Office, “The Budgetary Treatment of
Proposals to Change the Nation’s Health Insurance System,”
CBO Economic and Budget Issue Brief, May 27, 2009, p. 4.

28. National Health Statistics Group, “Table 5-6—Private
Health Insurance by Sponsor”; National Health Statistics
Group, “Table 16— National Health Expenditures (NHE),
Amounts and Average Growth Annual Growth from Previous
Year Shown”; and author’s calculations.

29. In 2022, Medicare will spend roughly $797 billion tax-
payer dollars, the sum of $783 billion in projected spending
net of offsetting receipts, such as enrollee premiums

plus $14 billion in projected payments to Medicare Part D
from state governments. See “The Budget and Economic
Outlook: 2021 to 2031,” Congressional Budget Office,
February 2021, p. 5; and Boards of Trustees, “2021 Annual
Report of the Boards of Trustees of the Federal Hospital In-
surance and Federal Supplementary Medical Insurance Trust
Funds,” Federal Hospital Insurance and Federal Supplemen-
tary Medical Insurance Trust Funds, August 31, 2021, p. 111.

34

30. National Health Statistics Group, “Table 5-6—Private
Health Insurance by Sponsor”; National Health Statistics
Group, “Table 16— National Health Expenditures (NHE),
Amounts and Average Growth Annual Growth from Previous
Year Shown”; and author’s calculations.

31. “Additional Information about the Updated Budget and
Economic Outlook: 2021 to 2023,” Congressional Budget
Office, July 2021, p. 6, Table 1-1, and author’s calculations.

32.1In 2020, compulsory spending on employer-sponsored
health insurance in 2020 was $1.16 trillion and Mexico’s
GDP was $1.07 trillion. See National Health Statistics Group,
“Table 5-6—Private Health Insurance by Sponsor”; Na-
tional Health Statistics Group, “Table 16— National Health
Expenditures (NHE), Amounts and Average Growth Annual
Growth from Previous Year Shown”; “GDP (current US$),”
World Bank; and author’s calculations.

33. See Claxton et al., Employer Health Benefits: 2021 Annual
Survey.

34. National Health Statistics Group, “Table 5-6—Private
Health Insurance by Sponsor”; National Health Statistics
Group, “Table 16— National Health Expenditures (NHE),
Amounts and Average Growth Annual Growth from Previous
Year Shown”; and author’s calculations.

35. Paul Lincoln Kleinsorge and Michael T. Hannan,
“Marginal-Productivity Theory and Its Critics,” Encyclopedia
Britannica Online.

36. Craig A. Olson, “Do Workers Accept Lower Wages in
Exchange for Health Benefits?,” Journal of Labor Economics 20,
no. S2 (April 2002): S91-S114.

37. Richard D. Miller Jr., “Estimating the Compensating
Differential for Employer-Provided Health Insurance,”
International Journal of Health Care Finance and Economics 4,
no. 1 (March 2004): 27-41.

38.Jonathan T. Kolstad and Amanda E. Kowalski, “Mandate-
Based Health Reform and the Labor Market: Evidence from
the Massachusetts Reform,” Journal of Health Economics 47
(May 2016): 81-106.

39. Katherine Baicker and Amitabh Chandra, “The Labor
Market Effects of Rising Health Insurance Premiums,”
Journal of Labor Economics 24, no. 3 (2006): 609-34; and
Daniel Arnold and Christopher M. Whaley, “Who Pays for
Health Care Costs? The Effects of Health Care Prices on
Wages,” RAND Corporation working paper, 2020.

40. Jonathan Gruber, “The Incidence of Mandated Maternity


https://files.kff.org/attachment/Report-Employer-Health-Benefits-2021-Annual-Survey.pdf
https://www.dol.gov/sites/dolgov/files/EBSA/researchers/analysis/health-and-welfare/household-demand-for-health-insurance-price-and-spouses-coverage.pdf
https://www.dol.gov/sites/dolgov/files/EBSA/researchers/analysis/health-and-welfare/household-demand-for-health-insurance-price-and-spouses-coverage.pdf
https://www.bloomberg.com/opinion/articles/2012-04-16/tax-system-is-america-s-biggest-spender/
https://www.bloomberg.com/opinion/articles/2012-04-16/tax-system-is-america-s-biggest-spender/
https://www.healthcare.gov/health-coverage-exemptions/hardship-exemptions
https://www.healthaffairs.org/do/10.1377/forefront.20130131.027703/full/
https://www.healthaffairs.org/do/10.1377/forefront.20130131.027703/full/
https://www.healthaffairs.org/do/10.1377/forefront.20130131.027703/full/
https://www.wsj.com/articles/fewer-uninsured-face-fines-as-health-laws-exemptions-swell-1407378602
https://www.wsj.com/articles/fewer-uninsured-face-fines-as-health-laws-exemptions-swell-1407378602
https://www.taxpolicycenter.org/model-estimates/tax-units-zero-or-negative-income-tax-liability-august-2021/t21-0161-tax-units-zero
https://www.taxpolicycenter.org/model-estimates/tax-units-zero-or-negative-income-tax-liability-august-2021/t21-0161-tax-units-zero
https://www.taxpolicycenter.org/briefing-book/how-does-federal-tax-system-affect-low-income-households
https://www.kff.org/report-section/key-facts-about-the-uninsured-population-issue-brief/
https://www.google.com/books/edition/The_President_s_1978_tax_reduction_and_r/yYssAAAAMAAJ?hl=en&gbpv=1&bsq=increasingly%20unfair
https://www.google.com/books/edition/The_President_s_1978_tax_reduction_and_r/yYssAAAAMAAJ?hl=en&gbpv=1&bsq=increasingly%20unfair
https://www.cbo.gov/sites/default/files/111th-congress-2009-2010/reports/05-27-healthinsuranceproposals.pdf
https://www.cbo.gov/sites/default/files/111th-congress-2009-2010/reports/05-27-healthinsuranceproposals.pdf
https://www.cms.gov/files/zip/nhe-tables.zip
https://www.cms.gov/files/zip/nhe-tables.zip
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cbo.gov/system/files/2021-02/56970-Outlook.pdf
https://www.cbo.gov/system/files/2021-02/56970-Outlook.pdf
https://www.cms.gov/files/document/2021-medicare-trustees-report.pdf
https://www.cms.gov/files/document/2021-medicare-trustees-report.pdf
https://www.cms.gov/files/document/2021-medicare-trustees-report.pdf
https://www.cms.gov/files/document/2021-medicare-trustees-report.pdf
https://www.cms.gov/files/zip/nhe-tables.zip
https://www.cms.gov/files/zip/nhe-tables.zip
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cbo.gov/system/files/2021-07/57263-outlook.pdf
https://www.cbo.gov/system/files/2021-07/57263-outlook.pdf
https://www.cms.gov/files/zip/nhe-tables.zip
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://data.worldbank.org/indicator/NY.GDP.MKTP.CD
https://files.kff.org/attachment/Report-Employer-Health-Benefits-2021-Annual-Survey.pdf
https://files.kff.org/attachment/Report-Employer-Health-Benefits-2021-Annual-Survey.pdf
https://www.cms.gov/files/zip/nhe-tables.zip
https://www.cms.gov/files/zip/nhe-tables.zip
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.britannica.com/topic/wage/Marginal-productivity-theory-and-its-critics
https://doi.org/10.1086/338675
https://doi.org/10.1086/338675
http://www.jstor.org/stable/3528874
http://www.jstor.org/stable/3528874
https://doi.org/10.1016/j.jhealeco.2016.01.010
https://doi.org/10.1016/j.jhealeco.2016.01.010
https://doi.org/10.1016/j.jhealeco.2016.01.010
https://doi.org/10.1086/505049
https://doi.org/10.1086/505049
https://www.rand.org/pubs/working_papers/WRA621-2.html
https://www.rand.org/pubs/working_papers/WRA621-2.html
https://www.rand.org/pubs/working_papers/WRA621-2.html
http://www.jstor.org/stable/2118071

Benefits,” American Economic Review 84, no. 3 (June 1994):
622—41.

41. Mark Pauly and Bradley Herring, Pooling Health Insurance
Risks (Washington: AEI Press, 1999), p. 69-70.

42. Louise Sheiner, “Health Care Costs, Wages, and Aging,”
Federal Reserve Board of Governors, April 1999, pp. ii, 23.

43.James Bailey, “Who Pays the High Health Costs of Older
Workers? Evidence from Prostate Cancer Screening Man-
dates,” Applied Economics 46, no. 32 (2014): 3931-41.

44.Jay Bhattacharya and M. Kate Bundorf, “The Incidence of
the Healthcare Costs of Obesity,” Journal of Health Economics
28, no. 3 (May 2009): 649-85.

45. James Bailey, “Who Pays for Obesity? Evidence from
Health Insurance Benefit Mandates,” Economics Letters 121,
no. 2 (2013): 287-9.

46. Pauly and Herring, Pooling Health Insurance Risks,
pp. 69-70.

47. An exception that proves the rule is that labor markets
appear not to produce compensating wage differentials
within firms when employees decline health benefits. Eco-
nomic theory suggests a competitive labor market would
offer higher wages to such employees: the offer of health
benefits signals the firm is willing to pay a worker more than
just her salary and non-health benefits; the fact that she
declines health benefits does not affect her marginal pro-
ductivity (many such workers obtain health insurance from
other sources); and if the firm offers her less compensation
than her marginal productivity justifies, other firms would
lure her away. Yet employers rarely offer cash equivalent
payments in lieu of health benefits. In 2016, “only 2.8%

of employers offered a bonus [sic| to employees to waive
medical coverage,” with an average amount of $1,884. That
amount is about one-third the average employer payment
toward self-only coverage that year ($5,306). The lack of
compensating wage differentials at this margin appears to
be a result of federal law. The IRS typically counts the offer of
the cash payment as taxable income, even for workers who
decline it in favor of health benefits. The effect is to penalize
compensating wage differentials for employees who decline
health benefits: offering cash in lieu of health benefits ex-
poses covered employees to part or all of the tax penalty that
they enrolled in employer-sponsored insurance to avoid. In
addition, “increasing scrutiny by multiple federal agencies
... hasled employers to drop opt-outs before they become

a compliance problem.” “2016 Health Plan Survey Execu-
tive Summary,” United Benefit Advisors, p. 8; Claxton et al.,
Employer Health Benefits: 2021 Annual Survey, p. 76, figure 6.4;

“What Is a Health Insurance Opt-Out?,” Society for Human
Resource Management; and Brian Gilmore, “The Section
125 Safe Harbor from Constructive Receipt,” Newfront,
August 10, 2021.

48. John Cawley, Michael A. Morrisey, and Kosali Simon,
“The Compensation and Productivity of Health Economists:
Results from the 2018 Survey of ASHEcon Membership,”
author’s files from the 8th Conference of the American So-
ciety of Health Economists, Washington, June 24, 2019; and
Michael A. Morrisey and John Cawley, “Health Economists’
Views of Health Policy,” Journal of Health Politics, Policy and
Law 33, no. 4 (August 2008): 707-24.

49. Uwe E. Reinhardt, “The Illogic of Employer-Sponsored
Health Insurance,” New York Times, July 1,2014.

50. Katherine Baicker and Amitabh Chandra, “Myths and
Misconceptions about U.S. Health Insurance,” Health Affairs
27,n0. S1 (2008): 53343,

51. Michael F. Cannon, “New Cato/YouGov Survey on Health
Savings Accounts,” Cato at Liberty (blog), Cato Institute,
October 6, 2021.

52. “Employer-Provided Health Coverage Informational
Reporting Requirements: Questions and Answers,” Internal
Revenue Service, updated November 23, 2021.

53. Claxton et al., Employer Health Benefits: 2021 Annual
Survey (using “employer contribution,” “
tion,” and “employee contribution” 65 times).

worker contribu-

54. Baicker and Chandra, “Myths and Misconceptions about
U.S. Health Insurance.”

55. Another contributor “was the expansion of organized
labor.” See Michael A. Morrisey, Health Insurance, 2nd ed.
(Washington: Health Administration Press, 2013), p. 12.

56. “Real Disposable Income: Per Capita,” Bureau of Eco-
nomic Analysis, Federal Reserve Bank of St. Louis, updated
March 31, 2022.

57. See Robert B. Helms, “Tax Policy and the History of the
Health Insurance Industry,” American Enterprise Insti-
tute, February 29, 2008, p. 6, Table 1; and Timothy S. Jost,
“Shifting Risk of Ruin to Consumers: The Role of Tax Law in
American Health Policy,” St. Louis University Law Journal 51
(2007): 353-68.

58. See President’s Commission on the Health Needs of the

Nation, “Building America’s Health: Financing a Health Pro-
gram for America—Volume 4,” 1953, p. 338, Table 11.6.

35


http://www.jstor.org/stable/2118071
https://www.aei.org/wp-content/uploads/2014/07/-pooling-health-insurance-risks_114406587191.pdf?x91208
https://www.aei.org/wp-content/uploads/2014/07/-pooling-health-insurance-risks_114406587191.pdf?x91208
https://www.federalreserve.gov/pubs/feds/1999/199919/199919pap.pdf
https://www.tandfonline.com/doi/abs/10.1080/00036846.2014.948673
https://www.tandfonline.com/doi/abs/10.1080/00036846.2014.948673
https://www.tandfonline.com/doi/abs/10.1080/00036846.2014.948673
https://www.sciencedirect.com/science/article/abs/pii/S0167629611001366
https://www.sciencedirect.com/science/article/abs/pii/S0167629611001366
https://www.sciencedirect.com/science/article/abs/pii/S0165176513004023?via%3Dihub
https://www.sciencedirect.com/science/article/abs/pii/S0165176513004023?via%3Dihub
https://www.aei.org/wp-content/uploads/2014/07/-pooling-health-insurance-risks_114406587191.pdf?x91208
https://files.kff.org/attachment/Report-Employer-Health-Benefits-2021-Annual-Survey.pdf
https://www.shrm.org/resourcesandtools/tools-and-samples/hr-qa/pages/insuranceoptout.aspx
https://www.newfront.com/blog/the-section-125-safe-harbor-from-constructive-receipt
https://www.newfront.com/blog/the-section-125-safe-harbor-from-constructive-receipt
https://read.dukeupress.edu/jhppl/article-abstract/33/4/707/73093/Health-Economists-Views-of-Health-Policy?redirectedFrom=fulltext
https://read.dukeupress.edu/jhppl/article-abstract/33/4/707/73093/Health-Economists-Views-of-Health-Policy?redirectedFrom=fulltext
https://www.nytimes.com/2014/07/03/upshot/the-illogic-of-employer-sponsored-health-insurance.html
https://www.nytimes.com/2014/07/03/upshot/the-illogic-of-employer-sponsored-health-insurance.html
https://doi.org/10.1377/hlthaff.27.6.w533
https://doi.org/10.1377/hlthaff.27.6.w533
https://www.cato.org/blog/new-cato/yougov-survey-health-savings-accounts
https://www.cato.org/blog/new-cato/yougov-survey-health-savings-accounts
https://www.irs.gov/newsroom/employer-provided-health-coverage-informational-reporting-requirements-questions-and-answers

https://www.irs.gov/newsroom/employer-provided-health-coverage-informational-reporting-requirements-questions-and-answers

https://files.kff.org/attachment/Report-Employer-Health-Benefits-2021-Annual-Survey.pdf
https://files.kff.org/attachment/Report-Employer-Health-Benefits-2021-Annual-Survey.pdf
https://www.healthaffairs.org/doi/10.1377/hlthaff.27.6.w533
https://www.healthaffairs.org/doi/10.1377/hlthaff.27.6.w533
https://account.ache.org/iweb/upload/Morrisey2253_Chapter_1-3b5f4e08.pdf
https://fred.stlouisfed.org/series/A229RX0
https://www.aei.org/articles/tax-policy-and-the-history-of-the-health-insurance-industry-2/
https://www.aei.org/articles/tax-policy-and-the-history-of-the-health-insurance-industry-2/
https://scholarlycommons.law.wlu.edu/cgi/viewcontent.cgi?referer=&httpsredir=1&article=1089&context=wlufac
https://scholarlycommons.law.wlu.edu/cgi/viewcontent.cgi?referer=&httpsredir=1&article=1089&context=wlufac
https://books.google.com/books?id=OmHSCMuF-TIC&printsec=frontcover#v=onepage&q&f=false
https://books.google.com/books?id=OmHSCMuF-TIC&printsec=frontcover#v=onepage&q&f=false

59. Robert Cunningham, “Joint Custody: Bipartisan Interest
Expands Scope of Tax-Credit Proposals,” Health Affairs 21,
no. S1 (2002).

60. Jost, “Role of Tax Law in American Health Policy,”
pp. 353-68.

61. Cunningham, “Bipartisan Interest Expands Scope of Tax-
Credit Proposals.”

62. Marjorie Smith Carroll and Ross H. Arnett III, “Private
Health Insurance Plans in 1978 and 1979: A Review of Cover-
age, Enrollment, and Financial Experience,” Health Care
Financing Review (September 1981): 55-87.

63. “Marginal Federal Tax Rates on Labor Income: 1962 to
2028,” Congressional Budget Office.

64. Keisler—Starkey and Bunch, “Health Insurance Coverage
in the United States: 2019,” p. 4.

65. Melissa A. Thomasson, “The Importance of Group Cover-
age: How Tax Policy Shaped U.S. Health Insurance,” American
Economic Review 93, no. 4 (September 2003): 1373-84.

66. Morrisey, Health Insurance, p. 12.

67. On the complexity of the question and the confusion

in the law, see “Taxation of Employee Accident and Health
Plans before and under the 1954 Code,” Yale Law Journal 64,
no. 2 (December 1954): 222-47.

68. The Tax Exclusion for Employer-Provided Health Insurance:
Issues for Congress, Congressional Research Service, January
4,2011.

69. “Taxation of Employee Accident and Health Plans before
and under the 1954 Code,” Yale Law Journal, pp. 222—47.

70. The Tax Exclusion for Employer-Provided Health Insurance:
Issues for Congress, Congressional Research Service.

71. “The ‘law’ seems to be that premiums paid by an
employer to an insurance company on individual policies
for the protection of particular employees are income of
those employees in the year in which the premiums are
paid. Premiums paid by employers on group health and
accident insurance policies, however, are notincluded in
the income of such employees. ... There is, however, a
difference between group and individual insurance which
seems significant. Under group policies it is difficult to
assign portions of the total premium paid to the various
individuals since all within the group are covered without
regard to health. Some actually may be uninsurable, raising

36

the problem of how much to include as their share of the
premium. In addition, there is the problem of determining
which members of the group are the uninsurable ones.”
“Employer Health or Accident Plans: Taxfree Protection
and Proceeds,” University of Chicago Law Review 21, no. 2
(Winter 1954): 279-80.

72. “Although there was some ambiguity about the tax status
of fringe benefits until the Internal Revenue Code of 1954.”
Robert W. Turner, “Fringe Benefits,” in Encyclopedia of Taxation
and Tax Policy, eds. Joseph J. Cordes, Robert D. Ebel, and Jane
G. Gravelle (Washington: Urban Institute Press, 1999); and
“Taxation of Employee Accident and Health Plans before and
under the 1954 Code,” Yale Law Journal, pp. 222—47.

73. Thomasson, “The Importance of Group Coverage,”
pp. 1373-84.

74. “Historical U.S. Federal Individual Income Tax Rates &
Brackets, 1862-2021,” Tax Foundation, August 24, 2021.

75. “The 16th Amendment and 100 Years of Federal Income
Taxes,” National Archives (blog), April 2,2013.

76. “Historical U.S. Federal Individual Income Tax Rates &
Brackets, 1862—2021,” Tax Foundation.

77. “Historical U.S. Federal Individual Income Tax Rates &
Brackets, 1862—2021,” Tax Foundation.

78. Exec. Order No. 9250, 7 Fed. Reg. 7871 (Oct. 6,1942).

79. Helms, “Tax Policy and the History of the Health Insur-
ance Industry.”

80. Joseph A. Loftus, “White House Ends All Wage Control,
Many Price Curbs,” New York Times, Feb. 7,1953.

81. “Gross income does not include contributions by the
employer to accident or health plans for compensation
(through insurance or otherwise) to his employees for
personal injury or sickness.” Internal Revenue Code of 1954,
Pub. L. No. 83-591 § 106 (1954).

82. Thomasson, “The Importance of Group Coverage,”
pp. 1373-84.

83. “Social Security & Medicare Tax Rates,” Social Security;
and “Contribution and Benefit Base,” Social Security.

84. “Contribution and Benefit Base,” Social Security.

85. “Historical U.S. Federal Individual Income Tax Rates &
Brackets, 1862—2021,” Tax Foundation.


https://www.healthaffairs.org/doi/abs/10.1377/hlthaff.W2.290
https://www.healthaffairs.org/doi/abs/10.1377/hlthaff.W2.290
https://scholarlycommons.law.wlu.edu/cgi/viewcontent.cgi?referer=&httpsredir=1&article=1089&context=wlufac
https://www.healthaffairs.org/doi/abs/10.1377/hlthaff.W2.290
https://www.healthaffairs.org/doi/abs/10.1377/hlthaff.W2.290
https://books.google.com/books?id=RPcKZPWaG84C&lpg=PA55&ots=yd_Ibxg0Cv&dq=%E2%80%9CPrivate%20Health%20Insurance%20Plans%20in%201978%20and%201979%3A%20A%20Review%20of%20Coverage%2C%20Enrollment%2C%20and%20Financial%20Experience%2C%E2%80%9D%20Health%20Care%20Financing%20Review&pg=PA56#v=onepage&q=%E2%80%9CPrivate%20Health%20Insurance%20Plans%20in%201978%20and%201979:%20A%20Review%20of%20Coverage,%20Enrollment,%20and%20Financial%20Experience,%E2%80%9D%20Health%20Care%20Financing%20Review&f=false
https://books.google.com/books?id=RPcKZPWaG84C&lpg=PA55&ots=yd_Ibxg0Cv&dq=%E2%80%9CPrivate%20Health%20Insurance%20Plans%20in%201978%20and%201979%3A%20A%20Review%20of%20Coverage%2C%20Enrollment%2C%20and%20Financial%20Experience%2C%E2%80%9D%20Health%20Care%20Financing%20Review&pg=PA56#v=onepage&q=%E2%80%9CPrivate%20Health%20Insurance%20Plans%20in%201978%20and%201979:%20A%20Review%20of%20Coverage,%20Enrollment,%20and%20Financial%20Experience,%E2%80%9D%20Health%20Care%20Financing%20Review&f=false
https://books.google.com/books?id=RPcKZPWaG84C&lpg=PA55&ots=yd_Ibxg0Cv&dq=%E2%80%9CPrivate%20Health%20Insurance%20Plans%20in%201978%20and%201979%3A%20A%20Review%20of%20Coverage%2C%20Enrollment%2C%20and%20Financial%20Experience%2C%E2%80%9D%20Health%20Care%20Financing%20Review&pg=PA56#v=onepage&q=%E2%80%9CPrivate%20Health%20Insurance%20Plans%20in%201978%20and%201979:%20A%20Review%20of%20Coverage,%20Enrollment,%20and%20Financial%20Experience,%E2%80%9D%20Health%20Care%20Financing%20Review&f=false
https://www.cbo.gov/system/files/2019-01/54911-MTRchartbook.pdf
https://www.cbo.gov/system/files/2019-01/54911-MTRchartbook.pdf
https://www.census.gov/content/dam/Census/library/publications/2020/demo/p60-271.pdf
https://www.census.gov/content/dam/Census/library/publications/2020/demo/p60-271.pdf
https://www.aeaweb.org/articles?id=10.1257/000282803769206359
https://www.aeaweb.org/articles?id=10.1257/000282803769206359
https://account.ache.org/iweb/upload/Morrisey2253_Chapter_1-3b5f4e08.pdf
https://www.jstor.org/stable/794033
https://www.jstor.org/stable/794033
https://www.everycrsreport.com/files/20110104_RL34767_a9d17ec6e0d7ed98eac130dc3a783c7b9894260c.pdf
https://www.everycrsreport.com/files/20110104_RL34767_a9d17ec6e0d7ed98eac130dc3a783c7b9894260c.pdf
https://www.jstor.org/stable/794033
https://www.jstor.org/stable/794033
https://www.everycrsreport.com/files/20110104_RL34767_a9d17ec6e0d7ed98eac130dc3a783c7b9894260c.pdf
https://www.everycrsreport.com/files/20110104_RL34767_a9d17ec6e0d7ed98eac130dc3a783c7b9894260c.pdf
https://doi.org/10.2307/1597927
https://doi.org/10.2307/1597927
http://webarchive.urban.org/UploadedPDF/1000532.pdf
https://www.jstor.org/stable/794033
https://www.jstor.org/stable/794033
https://www.aeaweb.org/articles?id=10.1257/000282803769206359
https://taxfoundation.org/historical-income-tax-rates-brackets/
https://taxfoundation.org/historical-income-tax-rates-brackets/
https://prologue.blogs.archives.gov/2013/04/02/the-16th-amendment-and-100-years-of-federal-income-taxes/
https://prologue.blogs.archives.gov/2013/04/02/the-16th-amendment-and-100-years-of-federal-income-taxes/
https://taxfoundation.org/historical-income-tax-rates-brackets/
https://taxfoundation.org/historical-income-tax-rates-brackets/
https://taxfoundation.org/historical-income-tax-rates-brackets/
https://taxfoundation.org/historical-income-tax-rates-brackets/
https://www.aei.org/articles/tax-policy-and-the-history-of-the-health-insurance-industry-2/
https://www.aei.org/articles/tax-policy-and-the-history-of-the-health-insurance-industry-2/
https://www.nytimes.com/1953/02/07/archives/white-house-ends-all-wage-control-many-price-curbs-actions-in-force.html
https://www.nytimes.com/1953/02/07/archives/white-house-ends-all-wage-control-many-price-curbs-actions-in-force.html
https://www.govinfo.gov/content/pkg/STATUTE-68/pdf/STATUTE-68A-Pg1.pdf
https://www.aeaweb.org/articles?id=10.1257/000282803769206359
https://www.ssa.gov/oact/ProgData/taxRates.html
https://www.ssa.gov/oact/cola/cbb.html
https://www.ssa.gov/oact/cola/cbb.html
https://taxfoundation.org/historical-income-tax-rates-brackets/
https://taxfoundation.org/historical-income-tax-rates-brackets/

86. “Medical and Dental Expenses (Including the Health
Coverage Tax Credit): For Use in Preparing 2021 Returns,” In-
ternal Revenue Service Publication no. 502, January 11, 2022.

87. Kelly Phillips Erb, “Deduct This: The History of the Medi-
cal Expenses Deduction,” Forbes, June 20, 2011.

88. See Molly F. Sherlock et al., “Temporary Individual Tax
Provisions (‘Tax Extenders’),” Congressional Research Ser-
vice, April 26,2021, pp. 9-10.

89. Andrew Schwartz and Alex Rowell, “Nearly 9 Million
Americans Claim the Medical Expense Deduction: Data

by Congressional District,” Center for American Progress,
November 9, 2017, (8.8 million federal income tax returns
claimed the medical expense deduction in 2014); and “2014
Individual Income Tax Returns Complete Report (Publication
1304) Now Available,” press release, Internal Revenue Service,
August 31, 2016 (148.6 million total returns in).

90. “Health Insurance Coverage: United States—July 1962—
June 1963,” National Center for Health Statistics series 10,
no. 11, Department of Health, Education and Welfare, August
1964, pp. 1, 3. Some scholars “estimate that in 1963, only 25
percent of the elderly had meaningful (i.e., Blue Cross) pri-
vate hospital insurance.” Amy Finkelstein, “The Aggregate
Effects of Health Insurance: Evidence from the Introduc-
tion of Medicare,” Quarterly Journal of Economics 122, no. 1
(February 2007): 4-5.

91. “Health Insurance Coverage: United States—July 1962—
June 1963,” National Center for Health Statistics, p. 5.

92. “In testimony before the Senate Subcommittee on the
Health of the Elderly, Special Committee on Aging, April 28,
1964, ]. F. Follman, Jr., director of information of the Health
Insurance Association of America, testified that 72 of 200
members of the HIAA wrote individual policies guaranteed
renewable for life.” Sherry Glied, Revising the Tax Treatment of
Employer-Provided Health Insurance (Washington: AEI Press,
1994), pp. 19, 35n76.

93. For an overview of the problems Medicare created for
elderly patients and others, see Michael F. Cannon and
Jacqueline Pohida, “Would ‘Medicare for All’ Mean Quality
for All? How Public-Option Principles Could Reverse Medi-
care’s Negative Impact on Quality,” Quinnipiac Health Law
Journal 25, no. 2 (2022).

94. Charles E. Phelps, Health Economics, 3rd ed. (Boston:
Addison Wesley, 2002), p. 354-5.

95. “Topic No. 751 Social Security and Medicare Withholding
Rates,” Internal Revenue Service, updated March 15, 2022.

96. “Questions and Answers for the Additional Medicare
Tax,” Internal Revenue Service, updated January 18, 2022.

97. See Jonathan Gruber, “The Tax Exclusion for Employer-
Sponsored Health Insurance,” National Tax Journal 64, no. 2.2
(June 2011): 513.

98. Alexandra Twin, “Health Reimbursement Arrangement
(HRA),” Investopedia, updated January 17, 2022.

99. Bureau of Labor Statistics, “National Compensation
Survey: Employee Benefits in the United States, March
2020,” Department of Labor, September 2020.

100. Twin, “Health Reimbursement Arrangement (HRA).”

101. “The Different Types of Flexible Spending Accounts:
Findings from the EBRI FSA Database,” Employee Benefit
Research Institute Fast Facts no. 396, April 15, 2021.

102.26 C.F.R. § 601.602.

103. “Instructions for Form 8889 (2021),” International Rev-
enue Service, updated January 13, 2022.

104. Mary Katherine Stout and Michael F. Cannon, “Health
Savings Accounts Best 401(k)s and the Rest,” The Hill,
November 18, 2021.

105. Devenir Research, “2021 Midyear HSA Market Statis-
tics & Trends, Executive Summary,” September 16, 2021;
National Health Statistics Group, “Table 5-6—Private Health
Insurance by Sponsor”; National Health Statistics Group,
“Table 16— National Health Expenditures (NHE), Amounts
and Average Growth Annual Growth from Previous Year
Shown”; and author’s calculations.

106. “Part [Il—Administrative, Procedural, and Miscel-
laneous, Health Reimbursement Arrangements,” Internal
Revenue Service Notice no. 2002-45, June 26, 2002.

107. Department of the Treasury, Department of Labor, and
Department of Health and Human Services, “FAQs on New
Health Coverage Options for Employers and Employees:
Individual Coverage and Excepted Benefit Health Reim-
bursement Arrangements,” June 13, 2019.

108. For a comparison of different types and features

of health reimbursement arrangements, see “Health
Reimbursement Arrangements Comparison Chart,” Acadia
Benefits, updated October 26, 2020.

109. “Individual Coverage Health Reimbursement
Arrangements: Policy and Application Overview,” Centers

37


https://www.irs.gov/pub/irs-pdf/p502.pdf
https://www.irs.gov/pub/irs-pdf/p502.pdf
https://www.forbes.com/sites/kellyphillipserb/2011/06/20/deduct-this-the-history-of-the-medical-expenses-deduction/
https://www.forbes.com/sites/kellyphillipserb/2011/06/20/deduct-this-the-history-of-the-medical-expenses-deduction/
https://www.everycrsreport.com/files/2021-04-26_R46772_bf91d76d86c3ead84ebb
3951b050a0ad6daeb04d.pdf
https://www.everycrsreport.com/files/2021-04-26_R46772_bf91d76d86c3ead84ebb
3951b050a0ad6daeb04d.pdf
https://www.americanprogress.org/article/nearly-9-million-americans-claim-medical-expense-deduction/ 
https://www.americanprogress.org/article/nearly-9-million-americans-claim-medical-expense-deduction/ 
https://www.americanprogress.org/article/nearly-9-million-americans-claim-medical-expense-deduction/ 
https://www.irs.gov/newsroom/2014-individual-income-tax-returns-complete-report-now-available 
https://www.irs.gov/newsroom/2014-individual-income-tax-returns-complete-report-now-available 
https://www.irs.gov/newsroom/2014-individual-income-tax-returns-complete-report-now-available 
http://www.cdc.gov/nchs/data/series/sr_10/sr10_011acc.pdf
http://www.cdc.gov/nchs/data/series/sr_10/sr10_011acc.pdf
https://economics.mit.edu/files/788
https://economics.mit.edu/files/788
https://economics.mit.edu/files/788
http://www.cdc.gov/nchs/data/series/sr_10/sr10_011acc.pdf
http://www.cdc.gov/nchs/data/series/sr_10/sr10_011acc.pdf
https://www.aei.org/wp-content/uploads/2014/04/-revising-the-tax-treatment-of-employer-provided-health-insurance_14041679434.pdf
https://www.aei.org/wp-content/uploads/2014/04/-revising-the-tax-treatment-of-employer-provided-health-insurance_14041679434.pdf
https://www.cato.org/outside-articles/would-medicare-all-mean-quality-all-how-public-option-principles-could-reverse 
https://www.cato.org/outside-articles/would-medicare-all-mean-quality-all-how-public-option-principles-could-reverse 
https://www.cato.org/outside-articles/would-medicare-all-mean-quality-all-how-public-option-principles-could-reverse 
https://www.irs.gov/taxtopics/tc751
https://www.irs.gov/taxtopics/tc751
https://www.irs.gov/businesses/small-businesses-self-employed/questions-and-answers-for-the-additional-medicare-tax
https://www.irs.gov/businesses/small-businesses-self-employed/questions-and-answers-for-the-additional-medicare-tax
https://www.journals.uchicago.edu/doi/abs/10.17310/ntj.2011.2S.04
https://www.journals.uchicago.edu/doi/abs/10.17310/ntj.2011.2S.04
https://www.investopedia.com/terms/h/hra.asp
https://www.investopedia.com/terms/h/hra.asp
https://www.bls.gov/ncs/ebs/benefits/2020/employee-benefits-in-the-united-states-march-2020.pdf
https://www.bls.gov/ncs/ebs/benefits/2020/employee-benefits-in-the-united-states-march-2020.pdf
https://www.bls.gov/ncs/ebs/benefits/2020/employee-benefits-in-the-united-states-march-2020.pdf
https://www.investopedia.com/terms/h/hra.asp
https://www.ebri.org/docs/default-source/fast-facts/ff-396-fsas-15apr21.pdf
https://www.ebri.org/docs/default-source/fast-facts/ff-396-fsas-15apr21.pdf
https://www.irs.gov/pub/irs-drop/rp-21-25.pdf
https://www.irs.gov/instructions/i8889
https://thehill.com/blogs/congress-blog/healthcare/582176-health-savings-accounts-best-401ks-and-the-rest/
https://thehill.com/blogs/congress-blog/healthcare/582176-health-savings-accounts-best-401ks-and-the-rest/
https://www.devenir.com/wp-content/uploads/2021-Midyear-Devenir-HSA-Research-Report-Executive-Summary.pdf
https://www.devenir.com/wp-content/uploads/2021-Midyear-Devenir-HSA-Research-Report-Executive-Summary.pdf
https://www.cms.gov/files/zip/nhe-tables.zip
https://www.cms.gov/files/zip/nhe-tables.zip
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.irs.gov/pub/irs-drop/n-02-45.pdf
https://www.irs.gov/pub/irs-drop/n-02-45.pdf
https://www.irs.gov/pub/irs-utl/health_reimbursement_arrangements_faqs.pdf
https://www.irs.gov/pub/irs-utl/health_reimbursement_arrangements_faqs.pdf
https://www.irs.gov/pub/irs-utl/health_reimbursement_arrangements_faqs.pdf
https://www.irs.gov/pub/irs-utl/health_reimbursement_arrangements_faqs.pdf
https://www.acadiabenefits.com/wp-content/uploads/2020/10/HRA-Comparison-Chart-1.pdf
https://www.acadiabenefits.com/wp-content/uploads/2020/10/HRA-Comparison-Chart-1.pdf
https://www.cms.gov/files/document/individual-coverage-hras-policy-hcgov-application-overviewfinal-8282020.pdf
https://www.cms.gov/files/document/individual-coverage-hras-policy-hcgov-application-overviewfinal-8282020.pdf

for Medicare & Medicaid Services, 2020.
110. Twin, “Health Reimbursement Arrangement (HRA).”

111. Department of the Treasury, Department of Labor, and
Department of Health and Human Services, “FAQs on New
Health Coverage Options for Employers and Employees.

112. Twin, “Health Reimbursement Arrangement (HRA).”

113. On short-term, limited duration insurance, see Michael
F. Cannon, “In a Win for Consumers, a Court Ruling Af-
firms the Legality of Short-Term Health Insurance Plans,”
opinion, The Hill, July 24, 2020; and Chris Pope, “Renewable
Term Health Insurance: Better Coverage than Obamacare,”
Manhattan Institute for Policy Research, May 2019.

114. Bernadette Fernandez, “The Health Coverage Tax Credit
(HCTC): In Brief,” Congressional Research Service Report
no. R44392, January 5, 2021.

115. Congressional Budget Office, “Federal Subsidies for
Health Insurance Coverage for People under Age 65: CBO
and JCT’s July 2021 Projections,” July 2021, p. 3. Tax-credit-
recipient projection is average monthly enrollment in
tax-credit-eligible coverage; due to churn, actual tax-credit-
eligible covered lives in 2022 will be greater. Fiscal-impact
figure includes would-be tax credits the federal government
diverts to state governments via (ostensibly budget-neutral)
Section 1332 waivers. The CBO does not separate Section
1332 spending from refundable tax-credit outlays.

116. Office of Management and Budget, “Tax Expenditures,”
pp. 111, 113.

117. William G. Gale and Benjamin H. Harris, “Taxes un-
der Obama and McCain,” Economists’ Voice, October 2008,

pp. 3—4.

118. Scott Eastman, “The ‘Cadillac’ Tax and the Income Tax
Exclusion for Employer-Sponsored Insurance,” Tax Founda-
tion Fiscal Fact no. 661, June 2019.

119. See Stephen Miller, “Health Care ‘Cadillac Tax’ Delayed
until 2022,” SHRM, January 23, 2018; and Mark Maurer,
“Finance Chiefs Relieved after Repeal of Cadillac Tax,” Wall
Street Journal, December 23, 2019.

120. See discussion in Christopher J. Conover, “Health

Care Regulation: A $169 Billion Hidden Tax,” Cato Institute
Policy Analysis no. 527, October 4, 2004, p. 28, note 81; Na-
tional Health Statistics Group, “Table 5-6—Private Health
Insurance by Sponsor”; National Health Statistics Group,
“Table 16— National Health Expenditures (NHE), Amounts

38

and Average Growth Annual Growth from Previous Year
Shown”; and author’s calculations. But see David Powell,
“The Distortionary Effects of the Health Insurance Tax Ex-
clusion,” American Journal of Health Economics 5, no. 4 (Fall
2019): 428-64.

121. Centers for Medicare & Medicaid Services, “Table 1:
National Health Expenditures and Selected Economic Indi-
cators, Levels and Annual Percent Change: Calendar Years
2012-2028”; and author’s calculations.

122. Michael A. Morrisey, “Why Do Employers Do What
They Do? Compensating Differentials,” International Journal
of Health Care Finance and Economics 1, no. 3/4 (September—
December 2001): 199.

123. Baicker and Chandra, “Labor Market Effects of Rising
Health Insurance Premiums.”

124. See Brigitte C. Madrian, “Employment-Based Health
Insurance and Job Mobility: Is There Evidence of Job-Lock?,”
National Bureau of Economic Research Working Paper

no. 4476, last revised March 27, 2022; and Jonathan Gruber
and Brigitte C. Madrian, “Health Insurance, Labor Supply,
and Job Mobility: A Critical Review of the Literature,” Na-
tional Bureau of Economic Research Working Paper no. 8817,
February 2002.

125. Benjamin W. Chute and Phanindra V. Wunnava, “Is
There a Link Between Employer-Provided Health Insur-
ance and Job Mobility? Evidence from Recent Micro Data,”
Institute of Labor Economics Discussion Paper no. 8989,
April 2015.

126. Thomasson, “The Importance of Group Coverage,”
pp. 1373-84.

127. See generally, Charles Silver and David Hyman,
Overcharged: Why Americans Pay Too Much for Health Care
(Cato Institute, 2018).

128. Martin S. Feldstein, “The Welfare Loss of Excess Health
Insurance,” Journal of Political Economy 81, no. 2 (March-April
1973): 251-80, https://doi.org/10.1086/260027.

129. Martin S. Feldstein and Bernard Friedman, “Tax Sub-
sidies, the Rational Demand for Insurance, and the Health
Care Crisis,” Journal of Public Economics 7, no. 2 (April 1977):
155-78, https://doi.org/10.1016/0047-2727(77)90044-5.

130. Regina E. Herzlinger and Barak D. Richman, “Cutting
the Gordian Knot of Employee Health Care Benefits and
Costs: A Corporate Model Built on Employee Choice,” Health
Affairs, June 15,2021.


https://www.investopedia.com/terms/h/hra.asp
https://www.irs.gov/pub/irs-utl/health_reimbursement_arrangements_faqs.pdf
https://www.irs.gov/pub/irs-utl/health_reimbursement_arrangements_faqs.pdf
https://www.investopedia.com/terms/h/hra.asp
https://thehill.com/blogs/congress-blog/healthcare/508964-in-a-win-for-consumers-a-court-ruling-affirms-the-legality-of
https://thehill.com/blogs/congress-blog/healthcare/508964-in-a-win-for-consumers-a-court-ruling-affirms-the-legality-of
https://sgp.fas.org/crs/misc/R44392.pdf
https://sgp.fas.org/crs/misc/R44392.pdf
https://www.whitehouse.gov/wp-content/uploads/2021/05/ap_10_expenditures_fy22.pdf
https://www.urban.org/sites/default/files/publication/31311/1001223-taxes-under-obama-and-mccain.pdf
https://www.urban.org/sites/default/files/publication/31311/1001223-taxes-under-obama-and-mccain.pdf
https://taxfoundation.org/cadillac-tax-employer-sponsored-health-insurance/
https://taxfoundation.org/cadillac-tax-employer-sponsored-health-insurance/
https://www.shrm.org/resourcesandtools/hr-topics/benefits/pages/congress-delays-cadillac-tax-until-2022.aspx
https://www.shrm.org/resourcesandtools/hr-topics/benefits/pages/congress-delays-cadillac-tax-until-2022.aspx
https://www.wsj.com/articles/finance-chiefs-relieved-after-repeal-of-cadillac-tax-11577137387
https://www.cato.org/policy-analysis/health-care-regulation-169-billion-hidden-tax
https://www.cato.org/policy-analysis/health-care-regulation-169-billion-hidden-tax
https://www.cms.gov/files/zip/nhe-tables.zip
https://www.cms.gov/files/zip/nhe-tables.zip
https://doi.org/10.1162/ajhe_a_00126
https://doi.org/10.1162/ajhe_a_00126
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.jstor.org/stable/3528903
https://www.jstor.org/stable/3528903
https://doi.org/10.1086/505049
https://doi.org/10.1086/505049
https://www.nber.org/papers/w4476
https://www.nber.org/papers/w4476
https://www.researchgate.net/publication/5196789_Health_Insurance_Labor_Supply_and_Job_Mobility_A_Critical_Review_of_the_Literature
https://www.researchgate.net/publication/5196789_Health_Insurance_Labor_Supply_and_Job_Mobility_A_Critical_Review_of_the_Literature
https://ideas.repec.org/p/iza/izadps/dp8989.html
https://ideas.repec.org/p/iza/izadps/dp8989.html
https://ideas.repec.org/p/iza/izadps/dp8989.html
https://www.aeaweb.org/articles?id=10.1257/000282803769206359
https://doi.org/10.1086/260027
https://doi.org/10.1016/0047-2727(77)90044-5
https://www.healthaffairs.org/do/10.1377/forefront.20210609.624884/full/
https://www.healthaffairs.org/do/10.1377/forefront.20210609.624884/full/
https://www.healthaffairs.org/do/10.1377/forefront.20210609.624884/full/

131. Mark Pauly, Allison Percy, and Bradley Herring,
“Individual versus Job-Based Health Insurance: Weigh-
ing the Pros and Cons,” Health Affairs 18, no. 6 (November/
December 1999): 28—44, https://doi.org/10.1377/
hlthaff.18.6.28.

132. Alain C. Enthoven and Alan Glaseroff, “Bring Medicare
into the Twenty-First Century,” Health Affairs, August 16, 2012.

133. “Number of Jobs, Labor Market Experience, and Earn-
ings Growth: Results from a National Longitudinal Survey,”
Economic News Release, Bureau of Labor Statistics, last
modified August 31, 2021; and Bureau of Labor Statistics,
“Employee Benefits in the United States, March 2020.”

134. Mark V. Pauly and Robert D. Lieberthal, “How Risky
Is Individual Health Insurance?,” Health Affairs 27, no. S1
(2008).

135. See, for example, Alexander Tabarrok, “Gene Insurance,”
in Entrepreneurial Economics: Bright Ideas from the Dismal
Science (Oxford, UK: Oxford University Press, 2002); and
John H. Cochrane, “Health-Status Insurance: How Markets
Can Provide Health Security,” Cato Institute Policy Analysis
no. 633, February 18, 2009.

136. Sarah Kliff, “Why the Sickest Workers May Be among
the First Back on the Job,” New York Times, June 18, 2020.

137. Paul Fronstin and Stephen A. Woodbury, “Update: How
Many Americans Have Lost Jobs with Employer Health
Coverage during the Pandemic?,” To the Point (blog), Com-
monwealth Fund, January 11, 2021.

138. Kliff, “Why the Sickest Workers May Be among the First
Back on the Job.”

139. H. Elizabeth Peters, Kosali Simon, and Jamie Rubenstein
Taber, “Marital Disruption and Health Insurance,”
Demography 51, no. 4 (2014): 1397-421.

140. Leemore Dafny, Kate Ho, and Mauricio Varela, “Let
Them Have Choice: Gains from Shifting Away from
Employer-Sponsored Health Insurance and toward an Indi-
vidual Exchange,” American Economic Journal: Economic Policy
5,n0.1 (February 2013): 32-58.

141. Dana P. Goldman, Neeraj Sood, and Arleen Leibowitz,
“Wage and Benefit Changes in Response to Rising Health
Insurance,” Forum for Health Economics & Policy 8, no. 1
(2005).

142. Feldstein, “The Welfare Loss of Excess Health Insur-
ance.”

143. Congressional Budget Office to U.S. Senator Kent
Conrad, “Health Care Reform and the Federal Budget,” letter,
June 16,2009.

144. Mark Pauly, “The Tax Subsidy to Employment-Based
Health Insurance and the Distribution of Well-Being,” Law
and Contemporary Problems 69, no. 4 (Autumn 2006): 83-101.

145. James C. Robinson, Timothy T. Brown, and Christopher
Whaley, “Reference Pricing Changes the ‘Choice Architec-
ture’ of Health Care for Consumers,” Health Affairs 36, no. 3
(March 2017): 524-30.

146. Chapin White and Megan Eguchi, “Reference Pricing: A
Small Piece of the Health Care Price and Quality Puzzle,” Na-
tional Institute for Health Care Reform Research Brief no. 18,
October 2014.

147. Centers for Medicare & Medicaid Services, “Table 1:
National Health Expenditures and Selected Economic
Indicators, Levels and Annual Percent Change; and author’s
calculations.

148. Dafny, Ho, and Varela, “Let Them Have Choice,”
pp- 32-58.

149. Assuming an average self-only premium of $7,739 and
average family premium of $22,221. Claxton et al., Employer
Health Benefits: 2021 Annual Survey.

150. Dafny, Ho, and Varela, “Let Them Have Choice,”
pp- 32-58.

151. Martin Gaynor, “What to Do about Health-Care
Markets? Policies to Make Health-Care Markets Work,”
Hamilton Project Policy Proposal no. 2020-10, Brookings
Institution, March 2020, pp. 11, 14.

152. See, for example, Robinson, Brown, and Whaley, “Refer-
ence Pricing Changes the ‘Choice Architecture’ of Health
Care for Consumers.”

153. Jonathan Gruber and Robin McKnight, “Controlling
Health Care Costs through Limited Network Insurance
Plans: Evidence from Massachusetts State Employees,”
American Economic Journal: Economic Policy 8, no. 2 (May
2016): 219-50. See also Jonathan D. Ketcham, Claudio
Lucarelli, and Christopher A. Powers, “Paying Attention or
Paying Too Much in Medicare Part D,” American Economic
Review 105, no. 1 (January 2015): 204-33.

154. See generally, Cannon and Pohida, “Would ‘Medicare

for All’ Mean Quality for All?”; and Daniel P. Gitterman et al.,
“The Rise and Fall of a Kaiser Permanente Expansion Region,”

39


https://doi.org/10.1377/hlthaff.18.6.28
https://doi.org/10.1377/hlthaff.18.6.28
https://www.healthaffairs.org/do/10.1377/hblog20120816.022170/full/
https://www.healthaffairs.org/do/10.1377/hblog20120816.022170/full/
https://www.bls.gov/news.release/pdf/nlsoy.pdf
https://www.bls.gov/news.release/pdf/nlsoy.pdf
https://www.bls.gov/ncs/ebs/benefits/2020/employee-benefits-in-the-united-states-march-2020.pdf
https://doi.org/10.1377/hlthaff.27.3.w242
https://doi.org/10.1377/hlthaff.27.3.w242
https://www.cato.org/policy-analysis/health-status-insurance-how-markets-can-provide-health-security
https://www.cato.org/policy-analysis/health-status-insurance-how-markets-can-provide-health-security
https://www.nytimes.com/2020/06/18/upshot/coronavirus-health-insurance-sickest-workers-return.html
https://www.nytimes.com/2020/06/18/upshot/coronavirus-health-insurance-sickest-workers-return.html
https://www.commonwealthfund.org/blog/2021/update-how-many-americans-have-lost-jobs-employer-health-coverage-during-pandemic
https://www.commonwealthfund.org/blog/2021/update-how-many-americans-have-lost-jobs-employer-health-coverage-during-pandemic
https://www.commonwealthfund.org/blog/2021/update-how-many-americans-have-lost-jobs-employer-health-coverage-during-pandemic
https://www.nytimes.com/2020/06/18/upshot/coronavirus-health-insurance-sickest-workers-return.html
https://www.nytimes.com/2020/06/18/upshot/coronavirus-health-insurance-sickest-workers-return.html
https://doi.org/10.1007/s13524-014-0317-6
https://doi.org/10.1257/pol.5.1.32
https://doi.org/10.1257/pol.5.1.32
https://doi.org/10.1257/pol.5.1.32
https://doi.org/10.1257/pol.5.1.32
https://doi.org/10.7249/WR252
https://doi.org/10.7249/WR252
https://www.jstor.org/stable/1830513
https://www.jstor.org/stable/1830513
https://www.cbo.gov/sites/default/files/cbofiles/ftpdocs/103xx/doc10311/06-16-healthreformand
federalbudget.pdf
https://www.jstor.org/stable/27592149
https://www.jstor.org/stable/27592149
https://doi.org/10.1377/hlthaff.2016.1256
https://doi.org/10.1377/hlthaff.2016.1256
https://www.nihcr.org/analysis/improving-care-delivery/prevention-improving-health/reference-pricing2/
https://www.nihcr.org/analysis/improving-care-delivery/prevention-improving-health/reference-pricing2/
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://www.cms.gov/files/zip/nhe-projections-2019-2028-tables.zip-0
https://doi.org/10.1257/pol.5.1.32
https://www.kff.org/health-costs/report/2021-employer-health-benefits-survey/
https://www.kff.org/health-costs/report/2021-employer-health-benefits-survey/
https://doi.org/10.1257/pol.5.1.32
https://www.brookings.edu/wp-content/uploads/2020/03/Gaynor_PP_FINAL.pdf
https://www.brookings.edu/wp-content/uploads/2020/03/Gaynor_PP_FINAL.pdf
https://www.healthaffairs.org/doi/10.1377/hlthaff.2016.1256
https://www.healthaffairs.org/doi/10.1377/hlthaff.2016.1256
https://www.healthaffairs.org/doi/10.1377/hlthaff.2016.1256
https://doi.org/10.1257/pol.20140335
https://doi.org/10.1257/pol.20140335
https://doi.org/10.1257/pol.20140335
https://www.jstor.org/stable/43497058
https://www.jstor.org/stable/43497058
https://www.cato.org/outside-articles/would-medicare-all-mean-quality-all-how-public-option-principles-could-reverse 
https://www.cato.org/outside-articles/would-medicare-all-mean-quality-all-how-public-option-principles-could-reverse 
https://doi.org/10.1046/j.0887-378X.2003.00295.x

Milbank Quarterly 81, no. 4 (December 2003): 567—601.

155. Gaynor, “What to Do about Health-Care Markets?,”
pp. 11, 14.

156. Amitabh Chandra et al., “Health Care Exceptionalism?
Performance and Allocation in the US Health Care Sector,”
American Economic Review 106, no. 8 (August 2016): 2110—44.

157. Jonathan D. Ketcham et al., “Sinking, Swimming, or
Learning to Swim in Medicare Part D,” American Economic
Review 102, no. 6 (October 2012): 2639-73. See also
Herzlinger and Richman, “Cutting the Gordian Knot of Em-
ployee Health Care Benefits and Costs.”

158. Ketcham, Lucarelli, and Powers, “Paying Attention or
Paying Too Much in Medicare Part D,” pp. 204-33.

159. See, for example, Jason Abaluck and Jonathan Gruber,
“Evolving Choice Inconsistencies in Choice of Prescription
Drug Insurance,” American Economic Review 106, no. 8
(August 2016): 2145-84.

160. See Cannon and Pohida, “Would ‘Medicare for All’
Mean Quality for All?”

161. Office of Management and Budget, “Tax Expenditures,”
p- 126.

162. Nearly all “flat tax” proposals shielded some income
from taxation via large personal and dependent exemptions.
For discussion of the concept, see James M. Bickley, “Flat
Tax: An Overview of the Hall-Rabushka Proposal, Congres-
sional Research Service, November 29, 2011.

163. See Simplified, Manageable, and Responsible Tax Act,
S.1653,117th Cong. (2021); and Flat Tax Act, H.R. 1040, 117th
Cong. (2021).

164. For the most infamous example of such demagoguery,
see “Unravel (TV Ad),” Obama for America, November 4,
2008, YouTube video, 00:30; and especially Glenn Kessler,
“Did Obama Warn about. .. Obamacare?,” Washington Post,
April 10, 2014.

165. Internal Revenue Code of 1954 §106.

166. Gordon Mermin et al., “Reforming Tax Expenditures

for Health Care,” Tax Policy Center, January 13, 2020. The
tax bite from repealing the exclusion would be lower than
the federal government’s estimate of $352 billion in revenue
losses due to incentive effects and interdependence among
different targeted tax preferences. See Office of Management

40

and Budget, “Tax Expenditures,” p. 106.

167. “An Update to the Budget and Economic Outlook: 2021
to 2031,” Congressional Budget Office, July 2021, p. 2; and
see Friedman, “Let’s Revamp the Tax Code” (“The real cost
of government—the total tax burden—equals what govern-
ment spends plus the cost to the public of complying with
government mandates and regulations and of calculating,
paying and taking measures to avoid taxes”).

168. Michael F. Cannon, “New Cato/YouGov Survey on
Health Savings Accounts,” Cato at Liberty (blog), Cato Insti-
tute, October 6, 2021.

169. For a deep dive into these changes, see Michael F.
Cannon, “Large Health Savings Accounts: A Step toward Tax
Neutrality for Health Care,” Forum for Health Economics &
Policy 11, no. 2 (2008): 1-27.

170. See, for example, Health Savings Account Expansion Act
0f 2017, S. 28, 115th Cong. (2017); Health Savings Account
Expansion Act of 2017, H.R. 247, 115th Cong. (2017); Health
Savings Account Expansion Act of 2019, H.R. 603, 116th
Cong. (2019); and Health Savings Account Expansion Act of
2021, S. 2099, 117th Cong. (2021).

171. Personalized Care Act of 2021, H.R.725/S.153, 117th Cong.
(2021).

172. “Setting the Record Straight: President Bush’s Stan-
dard Deduction for Health Insurance Would Save Money
for More than 100 Million Americans,” White House
Archives, January 20, 2007. See also Len Burman et al.,
“The President’s Proposed Standard Deduction for Health
Insurance: An Evaluation,” Tax Policy Center, February 14,
2007.

173. For further detail, see Burman et al., “The President’s
Proposed Standard Deduction for Health Insurance.”

174. The proposal would have eliminated flexible spending
accounts and the medical expense deduction for non-
Medicare enrollees.

175. Daniel M. Fox and Daniel C. Schaffer, “Tax Policy as
Social Policy: Cafeteria Plans, 1978-1985,” Journal of Health
Politics, Policy and Law 12, no. 4 (1987): 609—-64.

176. Mermin et al., “Reforming Tax Expenditures for Health
Care.”

177. Fox and Schaffer, “Tax Policy as Social Policy: Cafeteria
Plans, 1978-1985,” pp. 609—-64.


https://www.brookings.edu/wp-content/uploads/2020/03/Gaynor_PP_FINAL.pdf
https://www.aeaweb.org/articles/pdf/doi/10.1257/aer.20151080
https://www.aeaweb.org/articles/pdf/doi/10.1257/aer.20151080
https://doi.org/10.1257/aer.102.6.2639
https://doi.org/10.1257/aer.102.6.2639
https://www.healthaffairs.org/do/10.1377/forefront.20210609.624884/full/
https://www.healthaffairs.org/do/10.1377/forefront.20210609.624884/full/
https://www.jstor.org/stable/43497058
https://www.jstor.org/stable/43497058
https://doi.org/10.1257/aer.20130778
https://doi.org/10.1257/aer.20130778
https://www.cato.org/outside-articles/would-medicare-all-mean-quality-all-how-public-option-principles-could-reverse 
https://www.cato.org/outside-articles/would-medicare-all-mean-quality-all-how-public-option-principles-could-reverse 
https://www.whitehouse.gov/wp-content/uploads/2021/05/ap_10_expenditures_fy22.pdf
https://www.everycrsreport.com/files/20111129_98-529_4c76cb0693419c3d48ba17a8e15d90dd1907e994.pdf
https://www.everycrsreport.com/files/20111129_98-529_4c76cb0693419c3d48ba17a8e15d90dd1907e994.pdf
https://www.youtube.com/watch?v=9gZAMrWG_xo
https://www.washingtonpost.com/news/fact-checker/wp/2014/04/10/did-obama-warn-about-obamacare/
https://www.taxpolicycenter.org/sites/default/files/publication/158278/reforming_tax_expenditures_for_health_care.pdf
https://www.taxpolicycenter.org/sites/default/files/publication/158278/reforming_tax_expenditures_for_health_care.pdf
https://www.whitehouse.gov/wp-content/uploads/2021/05/ap_10_expenditures_fy22.pdf
https://www.cbo.gov/system/files/2021-07/57218-Outlook.pdf
https://www.cbo.gov/system/files/2021-07/57218-Outlook.pdf
https://www.wsj.com/articles/SB892586622974677000
https://www.cato.org/blog/new-cato/yougov-survey-health-savings-accounts
https://www.cato.org/blog/new-cato/yougov-survey-health-savings-accounts
https://www.cato.org/sites/cato.org/files/articles/cannon-large-health-savings-accounts.pdf
https://www.cato.org/sites/cato.org/files/articles/cannon-large-health-savings-accounts.pdf
https://georgewbush-whitehouse.archives.gov/news/releases/2007/01/print/text/20070122-9.html
https://georgewbush-whitehouse.archives.gov/news/releases/2007/01/print/text/20070122-9.html
https://georgewbush-whitehouse.archives.gov/news/releases/2007/01/print/text/20070122-9.html
https://www.urban.org/research/publication/presidents-proposed-standard-deduction-health-insurance
https://www.urban.org/research/publication/presidents-proposed-standard-deduction-health-insurance
https://www.urban.org/research/publication/presidents-proposed-standard-deduction-health-insurance
https://www.urban.org/research/publication/presidents-proposed-standard-deduction-health-insurance
https://doi.org/10.1215/03616878-12-4-609
https://doi.org/10.1215/03616878-12-4-609
https://www.taxpolicycenter.org/sites/default/files/publication/158278/reforming_tax_expenditures_for_health_care.pdf
https://www.taxpolicycenter.org/sites/default/files/publication/158278/reforming_tax_expenditures_for_health_care.pdf
https://read.dukeupress.edu/jhppl/article-abstract/12/4/609/13053/Tax-Policy-as-Social-Policy-Cafeteria-Plans-1978?redirectedFrom=fulltext
https://read.dukeupress.edu/jhppl/article-abstract/12/4/609/13053/Tax-Policy-as-Social-Policy-Cafeteria-Plans-1978?redirectedFrom=fulltext

RECENT STUDIES IN THE
CATO INSTITUTE POLICY ANALYSIS SERIES

927.

926.

925.

924.

923.

922.

921.

920.

919.

918.

917.

916.

915.

914.

913.

912.

False Alarm over the Retreat of the Himalayan Glaciers by Swaminathan S. Anklesaria Aiyar
and Vijay K. Raina (May 3, 2022)

Biden and Trade at Year One: The Reign of Polite Protectionism by James Bacchus (April 26,
2022)

The (Updated) Case for Free Trade by Scott Lincicome and Alfredo Carrillo Obregon (April 19,
2022)

Universal Preschool: Lawmakers Should Approach with Caution by Colleen Hroncich
(March 29, 2022)

The National Flood Insurance Program: Solving Congress'’s Samaritan’s Dilemma by Peter
Van Doren (March 2, 2022)

Competition and Content Moderation: How Section 230 Enables Increased Tech

Marketplace Entry by Jennifer Huddleston (January 31, 2022)

How Wealth Fuels Growth: The Role of Angel Investment by Chris Edwards (September 29,
2021)

Common-Sense Policy Reforms for California Housing by Lee Ohanian (August 31, 2021)

A Brief History of U.S. Immigration Policy from the Colonial Period to the Present Day by
Andrew M. Baxter and Alex Nowrasteh (August 3, 2021)

Trade Is Good for Your Health: Freeing Trade in Medicines and Other Medical Goods during
and beyond the COVID-19 Emergency by James Bacchus (June 30, 2021)

China: Rise or Demise? by John Mueller (May 18, 2021)

Entrepreneurs and Regulations: Removing State and Local Barriers to New Businesses by
Chris Edwards (May 5, 2021)

The High-Speed Rail Money Sink: Why the United States Should Not Spend Trillions on
Obsolete Technology by Randal O’'Toole (April 20, 2021)

Private Schooling after a Year of COVID-19: How the Private Sector Has Fared and How to
Keep It Healthy by Neal McCluskey (April 13, 2021)

Zero-Based Transportation Policy: Recommendations for 2021 Transportation
Reauthorization by Randal O'Toole (March 16, 2021)

Protectionism or National Security? The Use and Abuse of Section 232 by Scott Lincicome
and Inu Manak (March 9, 2021)


https://www.cato.org/policy-analysis/biden-trade-year-one
https://www.cato.org/policy-analysis/false-alarm-over-retreat-himalayan-glaciers
https://www.cato.org/policy-analysis/biden-trade-year-one
https://www.cato.org/policy-analysis/biden-trade-year-one
https://www.cato.org/policy-analysis/updated-case-free-trade
https://www.cato.org/policy-analysis/updated-case-free-trade
https://www.cato.org/policy-analysis/national-flood-insurance-program-solving-congresss-samaritans-dilemma
https://www.cato.org/policy-analysis/national-flood-insurance-program-solving-congresss-samaritans-dilemma
https://www.cato.org/policy-analysis/competition-content-moderation
https://www.cato.org/policy-analysis/how-wealth-fuels-growth
https://www.acq.osd.mil/dpap/cpic/ic/reciprocal_procurement_memoranda_of_understanding.html
https://juckins.net/amtrak_timetables/archive/timetables_NE_Corridor1_New_York_Washington_20191111.pdf
https://juckins.net/amtrak_timetables/archive/timetables_NE_Corridor1_New_York_Washington_20191111.pdf
https://juckins.net/amtrak_timetables/archive/timetables_Illinois_Missouri_Service_20200323.pdf
https://juckins.net/amtrak_timetables/archive/timetables_Illinois_Missouri_Service_20200323.pdf
http://ti.org/pdfs/WSDOTTrack2Summary.pdf
http://ti.org/pdfs/WSDOTTrack2Summary.pdf
https://juckins.net/amtrak_timetables/archive/timetables_Michigan_Service_20190708.pdf

911.

910.

909.

908.

907.

906.

905.

904.

903.

902.

901.

900.

899,

898.

897.

896.

895.

Reviving the WTO: Five Priorities for Liberalization by James Bacchus (February 23, 2021)

H-2B Visas: The Complex Process for Nonagricultural Employers to Hire Guest Workers by
David J. Bier (February 16, 2021)

Espionage, Espionage-Related Crimes, and Immigration: A Risk Analysis, 1990-2019 by
Alex Nowrasteh (February 9, 2021)

The Effect of State Marijuana Legalizations: 2021 Update by Angela Dills, Sietse Goffard,
Jeffrey Miron, and Erin Partin (February 2, 2021)

Manufactured Crisis: “Deindustrialization,” Free Markets, and National Security by Scott

Lincicome (January 27, 2021)

Circumventing Section 230: Product Liability Lawsuits Threaten Internet Speech by Will
Duffield (January 26, 2021)

COVID-19 and the U.S. Fiscal Imbalance by Jeffrey Miron (December 8, 2020)

Space Force: Ahead of Its Time, or Dreadfully Premature? by Robert Farley (December 1,
2020)

Despite Modi, India Has Not Yet Become a Hindu Authoritarian State by Swaminathan S.
Anklesaria Aiyar (November 24, 2020)

Government in a Pandemic by Thomas A. Firey (November 17, 2020)

Qualified Inmunity: A Legal, Practical, and Moral Failure by Jay Schweikert (September 14,
2020)

Democrats and Trade 2021: A Pro-Trade Policy for the Democratic Party by James Bacchus
(August 11, 2020)

Health Care Workforce Reform: COVID-19 Spotlights Need for Changes to Clinician
Licensing by Shirley Svorny and Michael F. Cannon (August 4, 2020)

How Property and Civil Rights Help Forest Tribes Modernize and Prosper: Lessons from
India by Swaminathan S. Anklesaria Aiyar and Neeraj Kaushal (July 30, 2020)

Neo-Malthusianism and Coercive Population Control in China and India: Overpopulation

Concerns Often Result in Coercion by Chelsea Follett (July 21, 2020)

Tariffs by Fiat: The Widening Chasm between U.S. Antidumping Policy and the Rule of Law
by Daniel J. lkenson (July 16, 2020)

Testing the “China Shock”: Was Normalizing Trade with China a Mistake? by Scott
Lincicome (July 8, 2020)


https://juckins.net/amtrak_timetables/archive/timetables_Downeaster_20201102.pdf
https://www.amtrak.com/content/dam/projects/dotcom/english/public/documents/corporate/statefactsheets/MAINE19.pdf
https://www.statista.com/statistics/276050/total-length-of-chinas-freeways/
https://www.nationmaster.com/country-info/stats/Geography/Land-area/Square-miles
https://transportgeography.org/contents/chapter5/road-transportation/interstatemileage-2/
http://www.stats.gov.cn/tjsj/ndsj/2020/indexeh.htm
https://infogram.com/app/

894.

893.

892.

891.

890.

889.

887.

886.

885.

884.

883.

882.

881.

880.

879.

878.

Kicking the Habit: The Opioid Crisis and America’s Addiction to Prohibition by Josh Bowers
and Daniel Abrahamson (June 29, 2020)

Nuclear Anti-Proliferation Policy and the Korea Conundrum: Some Policy Proposals by
John Mueller (June 22, 2020)

“Money as a Weapons System”: The Promises and Pitfalls of Foreign Defense Contracting

by Renanah Miles Joyce and Brian Blankenship (June 3, 2020)

Rightsizing Fed Ed: Principles for Reform and Practical Steps to Move in the Right Direction
by Mary Clare Amselem, Lindsey Burke, Jonathan Butcher, Jamie Gass, Neal McCluskey, and
Theodor Rebarber (May 4, 2020)

lllegal Imnmigrant Incarceration Rates, 2010-2018: Demographics and Policy Implications

by Michelangelo Landgrave and Alex Nowrasteh (April 21, 2020)
Transit: The Urban Parasite by Randal O'Toole (April 20, 2020)
The Case for Congressional Regulatory Review by William Yeatman (April 14, 2020)

The Development Dimension: What to Do about Differential Treatment in Trade by James
Bacchus and Inu Manak (April 13, 2020)

Environmental Costs of the Jones Act by Timothy Fitzgerald (March 2, 2020)

Maryland’s BOOST Is Promising, but More Work Is Needed by Russell Rhine (February 26,
2020)

Ineffective, Immoral, Politically Convenient: America’s Overreliance on Economic

Sanctions and What to Do about It by Richard Hanania (February 18, 2020)

The More Things Change, the More They Stay the Same: The Failure of Regime-Change

Operations by Benjamin Denison (January 6, 2020)

Rust Buckets: How the Jones Act Undermines U.S. Shipbuilding and National Security by
Colin Grabow (November 12, 2019)

Exploring Wealth Inequality by Chris Edwards and Ryan Bourne (November 5, 2019)

The Problems with Economic Integration and Controlled Choice by David J. Armor
(September 24, 2019)

Legal Immigration Will Resolve America’s Real Border Problems by David Bier (August 20,
2019)

Overcoming Inertia: Why It's Time to End the War in Afghanistan by John Glaser and John
Mueller (August 13, 2019)


https://www.econlib.org/library/Columns/y2018/MurphyJtariffs.html
https://www.conference-board.org/ilcprogram/
https://www.cato.org/policy-analysis/rightsizing-fed-ed-principles-reform-practical-steps-move-right-direction
https://www.cato.org/publications/policy-analysis/illegal-immigrant-incarceration-rates-2010-2018-demographics-policy
https://www.cato.org/policy-analysis/transit-urban-parasite
https://www.cato.org/policy-analysis/case-congressional-regulatory-review
https://www.cato.org/policy-analysis/development-dimension-what-do-about-differential-treatment-trade
https://www.cato.org/policy-analysis/environmental-costs-jones-act
https://www.cato.org/policy-analysis/marylands-boost-promising-more-work-needed
https://www.cato.org/policy-analysis/ineffective-immoral-politically-convenient-americas-overreliance-economic-sanctions
https://www.cato.org/policy-analysis/ineffective-immoral-politically-convenient-americas-overreliance-economic-sanctions
https://www.cato.org/policy-analysis/more-things-change-more-they-stay-same-failure-regime-change-operations
https://www.cato.org/policy-analysis/more-things-change-more-they-stay-same-failure-regime-change-operations
https://www.cato.org/policy-analysis/rust-buckets-how-jones-act-undermines-us-shipbuilding-national-security
https://www.cato.org/policy-analysis/exploring-wealth-inequality
https://www.cato.org/policy-analysis/problems-economic-integration-controlled-choice
https://www.cato.org/publications/policy-analysis/legal-immigration-will-resolve-americas-real-border-problems
https://www.cato.org/policy-analysis/overcoming-inertia-why-its-time-end-war-afghanistan

877.

Bailouts, Capital, or CoCos: Can Contingent Convertible Bonds Help Banks Cope with
Financial Stress? by Robert A. Eisenbeis (July 30, 2019)

876. Challenging the Social Media Moral Panic: Preserving Free Expression under
Hypertransparency by Milton Mueller (July 23, 2019)

875. The Community Reinvestment Act in the Age of Fintech and Bank Competition by Diego
Zuluaga (July 10, 2019)

874. ClosingPandora’s Box: The Growing Abuse of the National Security Rationale for
Restricting Trade by Simon Lester and Huan Zhu (June 25, 2019)

873. Immigration Wait Times from Quotas Have Doubled: Green Card Backlogs Are Long,
Growing, and Inequitable by David J. Bier (June 18, 2019)

872. Is This Time Different? Schumpeter, the Tech Giants, and Monopoly Fatalism by Ryan
Bourne (June 17, 2019)

871. Unplugging the Third Rail: Choices for Affordable Medicare by John F. Early (June 6, 2019)

870. Principles for the 2020 Surface Transportation Reauthorization by Randal O'Toole (June 4,
2019)

869. AReform Agenda for the Next Indian Government by Swaminathan S. Anklesaria Aiyar (May
21, 2019)

868. Restoring Responsible Government by Cutting Federal Aid to the States by Chris Edwards
(May 20, 2019)

867. Making Sense of the Minimum Wage: A Roadmap for Navigating Recent Research by
Jeffrey Clemens (May 14, 2019)

866. Terrorists by Inmigration Status and Nationality: A Risk Analysis, 1975-2017 by Alex
Nowrasteh (May 7, 2019)

865. Why the Government Should Not Regulate Content Moderation of Social Media by John
Samples (April 9, 2019)

864. OverdosingonRegulation: How Government Caused the Opioid Epidemic by Jeffrey Miron,
Greg Sollenberger, and Laura Nicolae (February 14, 2019)

CITATION

Cannon, Michael F. “End the Tax Exclusion for Employer-Sponsored Health Insurance: Return $1 Trillion

to the Workers Who Earned It,” Policy Analysis no. 928, Cato Institute, Washington, DC, May 24, 2022.

INSTITUTE

The views expressed in this paper are those of the author(s) and should not be attributed to the Cato Institute, its trustees,
its Sponsors, or any other person or organization. Nothing in this paper should be construed as an attempt to aid or hinder
the passage of any bill before Congress. Copyright © 2022 Cato Institute. This work by the Cato Institute is licensed under a
Creative Commons Attribution-NonCommercial-ShareAlike 4.0 International License.


https://www.cato.org/policy-analysis/bailouts-capital-or-cocos-can-contingent-convertible-bonds-help-banks-cope
https://www.cato.org/policy-analysis/bailouts-capital-or-cocos-can-contingent-convertible-bonds-help-banks-cope
https://www.cato.org/policy-analysis/challenging-social-media-moral-panic-preserving-free-expression-under
https://www.cato.org/policy-analysis/challenging-social-media-moral-panic-preserving-free-expression-under
https://www.cato.org/policy-analysis/community-reinvestment-act-age-fintech-bank-competition
https://www.cato.org/policy-analysis/closing-pandoras-box-growing-abuse-national-security-rationale-restricting-trade
https://www.cato.org/policy-analysis/closing-pandoras-box-growing-abuse-national-security-rationale-restricting-trade
https://www.cato.org/publications/policy-analysis/immigration-wait-times-quotas-have-doubled-green-card-backlogs-are-long
https://www.cato.org/publications/policy-analysis/immigration-wait-times-quotas-have-doubled-green-card-backlogs-are-long
https://www.cato.org/publications/policy-analysis/time-different-schumpeter-tech-giants-monopoly-fatalism
https://www.cato.org/policy-analysis/unplugging-third-rail-choices-affordable-medicare
https://www.cato.org/policy-analysis/principles-2020-surface-transportation-reauthorization
https://www.cato.org/policy-analysis/end-tax-exclusion-employer-sponsored-health-insurance-return-1-trillion-workers-who
https://www.cato.org/policy-analysis/end-tax-exclusion-employer-sponsored-health-insurance-return-1-trillion-workers-who

	OLE_LINK4
	_Hlk101798176
	_Hlk97119265

