
Conclusion

The U.S. health-care system, the envy of the world in inno-

vation, faces significant criticisms about the cost, acces-

sibility, and quality of care. While these criticisms are not

without foundation, a more productive approach is to ask

whether consumers of health care—and taxpayers in public

financing—are obtaining the highest “value” for the resources

devoted to health care. That is, are we getting what we should

in return for the investments that we make, as individuals

and a society, in our health care?

In our view, achieving this objective stands the greatest

chance of success if health-care markets function well.

Market-based reform is neither a silver bullet nor a cure-all.

Markets will not eliminate growth in health-care costs—an

inevitable product of technological change—or uninsur-

ance. Markets will never solve the problem of how to

finance care for the low-income chronically ill. But the

power of markets to allocate resources efficiently—power
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evident in every other sector of the economy—is part of 

the solution. 

Yet markets cannot flourish without the appropriate insti-

tutional support for consumer incentives and choice,

provider accountability, and competition. These needed fea-

tures are held back in the United States in substantial meas-

ure by the unintended consequences of public policies in five

areas. Any serious reform of the U.S. health-care system must

begin by changing these policies. 

In two areas, public policy has actively hindered the oper-

ation of markets for health services. First, and most important,

is the tax preference for employer-provided health insurance.

Current tax policy generally allows people to deduct employer-

provided health-insurance expenditures, but requires direct

out-of-pocket medical spending to be made from after-tax

income. This tax preference has given consumers the incentive

to purchase health care through low-deductible, low-copayment

insurance instead of out-of-pocket. This type of insurance has

led to today’s U.S. health-care market in which cost uncon-

sciousness and wasteful medical practices are the norm. The

reason is, as Milton Friedman put it, “Nobody spends some-

body else’s money as wisely as he spends his own.”1

The best way to reverse this trend would be to revoke 

the tax preference. Unfortunately, as experience from the 

tax-reform debates of the 1980s showed, this solution

appears politically infeasible. We propose a second-best

solution: Allow all Americans to deduct expenditures on

health insurance and out-of-pocket expenses as long as they

purchase at least catastrophic insurance. We show that under
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reasonable assumptions, expanding deductibility to out-of-

pocket expenses will lead to a dramatic reduction in mini-

mally productive health spending. 

We are not the first researchers to recognize this possibil-

ity. Many economists and health-services researchers have

recognized that expanding deductibility has two opposing

effects on health-care spending. First, it lowers the overall

price of health care relative to other goods and services and,

thereby, increases health-care spending. Second, it raises the

price of purchasing health care through insurance relative to

out-of-pocket. The second effect induces people to shift to

health plans with higher deductibles and coinsurance rates,

which, in turn, lowers health-care spending. Because the base

of out-of-pocket spending is so much smaller than that of

insured spending, the net change in the overall price of 

health care from expanding deductibility is much smaller

than the change in the relative price of out-of-pocket versus

insured care. This fact leads the second effect to dominate 

the first and, in turn, to a net decrease in spending.

Expanding deductibility will have numerous other benefi-

cial effects. Most notably, it will unambiguously reduce the rate

of uninsurance. The most important cause of uninsurance is

the high cost of health care; as we show, full deductibility 

significantly reduces the net cost of care for many of the unin-

sured, even those with moderate incomes. In addition, because

the tax change allows the deductibility of out-of-pocket

health-care expenses only with the purchase of insurance, it

creates a significant incentive for the currently uninsured to

purchase insurance. Because it allows the deduction of the
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cost of individual insurance from the income-tax base but not

from the payroll-tax base, the change retains a significant tax

incentive for the purchase of employer-sponsored insurance 

as well. Expenditures on insurance purchased through an

employer would, as under current law, still be excludable from

both the income- and the payroll-tax base.

The tax change also enhances the fairness of the federal

income-tax system. Under current law, individuals whose

employers decline to offer them insurance are penalized

because they must purchase it with after-tax income. Tax

deductibility would promote tax simplicity by replacing the

myriad of currently available special health-care tax deduc-

tions discussed above with a single deduction equally appli-

cable to all individuals. Finally, deductibility would increase

the progressivity of the tax system. Although marginal tax

rates are higher for higher-income people, the fact that lower-

income people have higher (currently taxable) out-of-pocket

spending more than compensates for this effect.

We combine the policy of full deductibility with other

important changes to federal tax policy. To make it easier for

individuals and families to save for expenses not covered by

higher-deductible insurance, we propose allowing all individu-

als to contribute $1,000 per year ($2,000 maximum per house-

hold) to a health savings account, conditional on the purchase

of insurance that covers at least catastrophic expenditures. As

with current HSAs, balances may be spent on the health care of

a relative, and those not spent on health care could be carried

forward tax free. Funds withdrawn for purposes other than

health care would be subject to income tax. Recipients of
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health-care tax credits (described below) could deposit funds in

a health savings account if they wish. The purpose of these pro-

posed changes is to make the current law governing HSAs less

prescriptive and, thereby, encourage greater use of HSAs. To

improve the health-care “safety net” for very-low-income

households, we propose a refundable tax credit to offset their

health expenses. While our proposal to make out-of-pocket

medical expenses tax-deductible offers important benefits for

many low- and middle-income working families, it does not

help families that pay little or no income tax. 

The second area in need of policy reform is the regulation

of markets for health insurance. Like the tax preference, the

unintended consequences of inefficient insurance regulation

are to drive up costs and increase uninsurance. We propose

that insurance companies that meet certain federal standards

be permitted to offer plans on a nationwide basis free from

costly state mandates, rules, and regulations. With this

change, insurance would become available to individuals and

small groups on the same terms and conditions as those cur-

rently available to employees of many large corporations

who, because of a quirk in federal law, have been exempt

from state insurance regulations for more than thirty years.

Given that approximately half of the insured U.S. popu-

lation already obtains its insurance in what is effectively a

federal market, this reform will not lead to radical or unpre-

dictable changes in consumer protections. Federally certified

health-insurance products would be required to meet all fed-

eral regulations that currently govern the provision of health

insurance for large employers; there would be no rollback 
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of existing federal health-insurance protections. Insurance

companies that offer federally certified products would be

required to meet financial structure and solvency require-

ments. In addition, states could continue to supervise day-to-

day market conduct. Finally, insurance companies that offer

federally certified products would no longer be exempt from

federal antitrust statutes under the McCarran-Ferguson Act.

There are several benefits to creating a federally certified

market for health insurance. Most importantly, this change will

foster a more competitive, efficient, nongroup health-insurance

market that will enable individuals to obtain a greater variety of

lower-cost alternatives. The lower cost will induce more people

to buy insurance and, thereby, increase the size of risk pools—

which will, in turn, further strengthen markets for insurance.

In addition, a federal market will increase the portability of

health insurance by making it easier for people to keep their

insurance when they move across state lines. 

Regulation of markets for insurance can be improved in

another important way. To help competitive insurance mar-

kets provide affordable insurance for people with predictably

high medical expenses year after year who lack sufficient

resources to finance them, we propose making such people

eligible for a subsidy to purchase insurance in the new

nationwide market. A public-private partnership between the

federal government and insurance companies would adminis-

ter the subsidy. To be eligible, chronically ill persons would

have to have been covered by insurance in the past and have

insufficient resources to pay for their own coverage. Previous

research has shown that states’ current responses to the
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problem of the chronically ill—high-risk pools and insurance-

rate regulation—have not addressed this important health

policy problem. A targeted subsidy to those who are needy

and suffering from insurance-market failure would provide a

far more cost-effective solution. 

We also propose reforms in three additional areas: better

provision of information to providers and consumers; an

explicit public goal to control anticompetitive behavior by

doctors, hospitals, and insurers; and reforms to the malprac-

tice system to reduce wasteful treatment and medical errors.

In each of these areas, research has indicated significant

opportunities to achieve improvements in medical productiv-

ity that exceed the cost of the reforms.

Taken together, these changes harness the power of mar-

kets for health insurance and health care to deliver higher-

value health care to Americans. They also allow markets to

focus insurance and care arrangements more on individual

needs. And better incentives promote consumers’ ability to be

cost- and value-conscious shoppers, as well as providers’

accountability for quality and innovation in therapies, drugs,

and medical devices. While the sweep of the reforms is radi-

cal, each change can be implemented as an incremental

reform of the present U.S. health-care system.

The time to implement these reforms is now. Failure to do

so will exacerbate the problems of wasteful cost growth and

uninsurance, while increasing the pressure for more public

intervention, with adverse consequences for innovation and

flexibility. With this stark choice, health care is likely to be the

center stage of domestic policy debates over the next decade.
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BOX 12

THE EFFECTS OF THE FIVE POLICY REFORMS

1. Health-Care Tax Reform

• Total deductibility of health-care expenses

• Expanded health savings accounts

• Tax credits for low-income individuals and families

Impact: Lower the cost of insurance; level the playing field
between employer-provided and individual insurance; promote
catastrophic coverage by leveling the playing field between 
out-of-pocket expenses and insurance costs.

2. Insurance Reform

• Nationwide portable health insurance

• Subsidized private insurance for the chronically ill

Impact: Reduce insurance costs and promote insurance cover-
age and portability.

3. Improve Health Information

• Expand number and scope of report cards on doc-
tors and hospitals

• Promote use of “best practices” through guidelines

Impact: Make better shoppers and improve the performance of
doctors and hospitals. 

4. Control Anticompetitive Behavior by Providers and   
Insurers

5. Reform the Malpractice System and Study the Tax
Preference for Nonprofits

Impact: Lower costs of care; increase insurance coverage;
reduce medical errors.

Net Impact: 
• 6–20 million more insured Americans

• 9 percent reduction in health-care expenditures 


