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Abstract: This paper provides a brief sketch of the historical development of the
health insurance industry as we know it today. Using World War Il as a
convenient dividing line, it explores economic, medical, and policy developments
before, during, and after the war with special emphasis placed on the role of tax
policy. The paper also reviews some key economic studies that have attempted to
measure the effects of tax policy and the conclusions the authors reach. After a
discussion of economic, legal, and medical definitions of inefficiency, the main
conclusion offered is that reform of tax policy is a necessary condition for the
efficient reform of our health care system.

““Long before the Christian era, it was the custom among the more affluent people

in [ancient China] to pay the doctor as long as they continued in good health.

When disability overtook them, the medical man’s compensation was stopped, and

if his ministrations were unavailing in effecting recovery, the executioner relieved

the doctor of his cares.”*

For the last six decades insurance coverage for health-related expenditures has
been provided primarily by policies offered through one’s place of employment. In 2006,
employer-based insurance covered 161.7 million people, approximately 62.2 percent of
the nonelderly population.? Individually purchased policies covered an additional 6.8
percent of the nonelderly while public programs covered 17.5 percent. This left
approximately 18 percent without any health coverage.® By contrast, in 1940, before
World War 11, only 9 percent (12.3 million) of the population had any form of coverage
for medical expenses.* By any definition, the dominance of employer-based health
insurance coverage means that it has played an important role in the economic
performance of the health care sector with major influences on both the demand and
supply of medical services and products. As a consequence, the role of private health
insurance must be a central part of any serious discussion of health care reform, the kind
of reform that the country now seems ready to discuss.’

The purpose of this chapter is to explore the historical development of the private

health insurance industry with special emphasis on the role of tax policy in affecting the



economic performance of the industry and the health delivery system. While our
approach is historical, our main objective is to consider the future role that tax policy
might play in bringing about effective and efficient reform. We will explore the
historical development of the health insurance industry, review some of the economic
literature explaining this development, and consider the implications of changes in tax
policy on the future of the health reform debate.
The Growth of the Health Insurance Industry®

The period of years during World War 1l provided some important changes in
both national policy and medical technology. As a consequence, the war serves as a
convenient dividing point for looking at the history of the health insurance industry.
The Pre-war Period

While it is possible to find examples of early forms of accident and marine
insurance in ancient China and nineteenth century America, ’ the major development of
modern health insurance in the United States had its origins in the depression years in the
early 1930s. With incomes and employment dropping during the depression, hospitals
were faced with reduced revenue and occupancy. As a protection for their revenue,
several local hospitals began to develop what became known as “hospital service plans,”
plans that collected small payments from employees of large firms and school districts in
exchange for the promise to provide hospital care if needed. Morrisey reports that 26
such plans were in operation by 1933.% The growth of these plans prompted the
American Hospital Association (AHA) to establish a commission to set standards and
approve the plans. Several criteria for approval -- e.g., that the plans be non-profit,

provide coverage for all physicians and hospitals in an area -- helped to reduce



competition among hospitals.® The AHA and the hospitals also were active in the
passage of enabling legislation in the states that allowed these plans to operate as non-
profits, to be tax-exempt, and to be free of much state insurance regulation. ** The AHA
commission adopted the name Blue Cross in 1946.

The early development of health insurance for physician services also started in
the 1930s but followed a somewhat different path than that of hospital insurance. Most
physicians, represented by the American Medical Association (AMA), were strongly
opposed to any form of health insurance since they saw it as a threat to their income. As
Thomasson points out, they were spurred to develop their own version of prepaid plans
for physician services because of the threat they saw from the growth of hospital
insurance and the continuing advocacy by some to expand Social Security to provide
compulsory health insurance.™* The AMA also lobbied for enabling legislation in the
states but insisted that these plans provide indemnity coverage, a type of payment that
paid the physician a fixed amount. This allowed the physician to “balance bill” the
patient and retained the physician’s ability to charge different prices to different
patients.*? The AMA plans adopted the name Blue Shield in 1946.

Health insurance provided by commercial insurance companies had its major
growth in the post-war period. As late as the 1920s, hospitals were viewed as dangerous
places where people went to die. These perceptions changed gradually in the 1930s with
improvements in hospital management, higher professional standards for physicians, and
the development of sulfur drugs to help control infections. Commercial companies in the
business of selling insurance, who had previously regarded health insurance as a high-

risk venture, began to notice the growing success of the Blue Cross and Blue Shield plans



and began to experiment with their own commercial products. ** Policy changes and
medical advances during the war would combine to accelerate the growth of health
insurance in the post-war period.

Two Events during World War 11

Alexander Fleming first published his discovery of penicillin in 1929, but it was
not until 1940 that Howard Florey and Ernst Chain developed a method to manufacture it
in a useful form. This led to highly successful clinical trials in 1940 and 1941, the
provision of penicillin to soldiers during the war, and large-scale production in 1946.
This development, as well as the development of even more effective antibiotics
(Prontosil in 1939, Streptomycin in 1944, Chloromycetin in 1947, Terramycin in 1950),
were a major improvement in the control of infections and made it possible to greatly
expand the use of surgery.’

Victor Fuchs points out that life expectancy in 16 developed countries increased
from 39 years in 1940 to 60 years by 1970. He and Samuel Preston “. . . estimated that
about two-thirds of the increase was attributable to better health technology and similar
structural changes and only one-third to a rise in per capita income.”*® This and other
advances in medical education and technology helped to change peoples’ perceptions that
medical care might have positive benefits and be worth paying for (See Table 1). In
other words, medical advances beginning in World War 11 helped increase the demand

for medical care and health insurance as a means of paying for it.



Table 1. Major Advances in Medicine

1928 Alexander Fleming discovers penicillin

1932 Gerhard Domagk discovers the first sulfa drug, Printosil

1937 Max Theiler develops vaccine for yellow fever; Daniel Bovet develops firs
antihistamine

1940 Howard Florey and Ernst Chain develop penicillin as an antibiotic

1940-41  Successful clinical trials for penicillin

1943 Selman Waksman discovers the antibiotic streptomycin

1946 Start of first randomized clinical trials of streptomycin for the treatment of
tuberculosis; large scale production of penicillin

1950 Terramycin developed

1952 Open-heart surgery begins with implantation of artificial heart valves

1954 First successful kidney transplant; plastic contact lenses produced

1957 Albert Sabin develops a live polio vaccine; Clarence Lillehei devises first
compact heart pacemaker

1963 Measles vaccine licensed for general use in the United States

1967 Christiaan Barnard performs human heart transplant; Rene Favaloro develops

coronary bypass operation
Sources: Historical Statistics of the United States, Millennial edition (New York: Cambridge
University Press, 2006) 2, Table Bd-A, 2-500-501; Melissa A. Thomasson, “From Sickness to
Health: The Twentieth-Century Development of U.S. Health Insurance,” in Explorations in
Economic History 39 (2003) 236-237.

The second major development during World War Il was a somewhat untended
change in tax policy. To prepare to fight a war in Europe and the Pacific, the Congress
established the War Production Board to coordinate the production of war-related
materials. This was a massive exercise in government management and control, an
exercise forbidding the production of “non-essential” consumer goods and directing
materials and labor to the production of planes, ships, weapons, and other war materials.
This policy of command and control carried over into the economic sphere with the
establishment of two agencies to control wartime inflation: the Office of Price

Administration instituted a system of rationing and price controls, while the National War



Labor Board instituted a system of wage controls and an elaborate procedure to assure
wartime production by avoiding labor disputes. With a large increase in farm and
industrial production and the recruitment of soldiers, the Board had its hands full
attempting to control wages during a period of large labor shortages. Their immediate
goal was to limit wage increases to 15 percent of wages in January 1941.%" While most
unions had pledged not to strike, the attempts to keep war production going forced the
board into a massive bureaucratic battle to establish rules about almost every aspect of
employment, e.g., wage rates, raises, inflation adjustments, overtime pay, vacation pay,
and promotions.*®

One of the issues the Board had to deal with was the growing use of employer-
provided “fringe benefits” (primarily pensions and health insurance) that employers were
using to attract labor when they were forbidden to raise wages. Faced with an almost
impossible enforcement task, the Board seems to have taken the easy way out by
adopting IRS rules that treated fringe benefits differently than cash wages. They ruled
that the employer’s provision of pension and health insurance benefits were not subject to
wage controls,*® a policy that reinforced the IRS rule that such benefits were not to be
treated as taxable income. As one member of the board explained, “The problem though
was that we had to keep down inflation. So we agreed to allow increases in various
benefits that we felt would not be inflationary — vacations, insurance, and so on.”?
There is no indication that the Board debated this policy or made any prediction of its
future consequences. This is unsurprising since at this time the provision of health

insurance was not widespread and its costs were small relative to worker incomes.

Health insurance data shows that premiums were only 0.4 percent of disposable income



in 1940. This later increased to 0.47 percent by 1945 and 2.91 percent by 1970 (Table

2).21

Table 2: Ratio of Health Insurance Premiums to Disposable Personal Income
(in billions of dollars)

Total Premiums Disposable Personal Income Ratio
1940 $0.3 $75.7 0.40%
1945 0.7 150.2 0.47%
1950 1.9 206.9 0.92%
1955 4.3 275.3 1.56%
1960 7.5 350.0 2.14%
1961 8.3 364.4 2.28%
1962 9.2 385.3 2.39%
1963 10.0 404.6 2.47%
1964 11.1 438.1 2.53%
1965 12.1 473.2 2.56%
1966 12.7 511.9 2.48%
1967 13.5 546.5 2.47%
1968 15.0 591.0 2.54%
1969 17.3 634.2 2.73%
1970 20.0 687.8 2.91%

Note: Total premiums include insurance company premiums as well as BCBS and other hospital-medical

plans.
Source: Source Book of Health Insurance Data, 1971-1972. New York: Health Insurance Institute.

To anticipate our future discussions, it is worth noting that the War Labor Board
and IRS rules established a limit on what could be provided as pension and insurance
benefits. To explain the term, “insurance and pension benefits in a reasonable amount”
that were to be excluded from salaries, the regulations said, “Amounts paid by an
employer on account of premiums on insurance on the life of the employee . . . may not
exceed five per cent of the employee’s annual salary or wages determined without the
inclusion of insurance and pension benefits (emphasis added).? This explanation is

presented in a section defining terms relating to the exclusion of “insurance and pension



benefits,” so the term “premiums on insurance on the life of the employee” is not
restricted to life insurance. In fact, on the same page the regulations state,
Premiums paid by an employer on policies of group life insurance without cash
surrender value covering the lives of his employees, or on policies of group health
or accident insurance [emphasis added] . . . do not constitute salary if such
premiums are deductible by the employer under Section 23(a) of the Code.?
The limit on the tax treatment of employer-provided life insurance is still in place but the
provision of health insurance has been open-ended since the passage of the 1954
legislation and the new IRS rules implementing that legislation.?*
The Post-war Period, 1946-1975
In retrospect it is easy to see that many of the social and economic upheavals
during the war had large effects on the nation following the war. The nation’s efforts to
fight a global war had expanded industrial capacity in California and other areas, had
resulted in a relatively large increase in labor force participation among women, had
moved large numbers of workers for the agricultural mid-west and south to industrial
areas, and incorporated a number of new technologies into the production process. Not
only is this period know as, “the birth of the baby-boom,” there were relatively large

increases in employment, income, and economic growth over the three decades following

the war (See Table 3). More people had higher incomes and were working in larger



Table 3: Population and Economic Growth in the Post-War Period, 1945-1975

1945 1975 Change
Population, 140 216 +54.3 %
Millions?
Women in the 16.7 (1947) 37.1 +122.3%
Workplace,
Millions®
Per Capita $5,285 $8,944 +69.2%

Disposable Income®

Sources: *Population: Historical Statistics of the United States, Millennial Edition (New
York: Cambridge University Press, 2006) 1, Table Aa6-8;
®\Women: Statistical Abstract of the United States, 1968 (Table No. 310) and 1977 (Table No.
627);
‘Income: Statistical Abstract of the United States, 1990 (Table No. 695); amounts in constant
1982 dollars.

firms in the industrial and services sectors. With the pace of medical innovation
increasing, the previously mentioned change in the public’s perception about the
productivity and value of medical care and products combined with the increased real
incomes to increase the demand for health insurance. As Paul Starr notes, “Real wages in
manufacturing, not including fringe benefits, jumped 31 percent in the decade after
1945.72% People with higher incomes to protect were willing to pay for medical care that
they expected would allow them to live longer and more productive lives.

Meanwhile, improvements in data collection and analysis allowed insurance firms
to access the relative risk and set prices for potential groups of insurance buyers.
Improvements in administrative procedures and record keeping allowed them to expand
insurance coverage to larger markets. In addition, several factors lowered the cost of
selling to employer groups relative to individuals. Employed people were relatively
younger and healthier than the general population and it was administratively less

expensive to sell insurance to employers or unions. The companies could avoid adverse
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selection since employees usually go to work for reasons other than to get health
insurance. While the total number of people covered for hospital care increased from
12.3 million in 1940 to 175.4 million in 1970, Figure 1 illustrates that coverage of people
in employer groups expanded relative to coverage of people who purchased individual,
non-group policies.?® This growth of employer-provided coverage relative to coverage
purchased by individuals was unique to the health insurance market and did not occur in
other lines of insurance such as fire, casualty, and automobile insurance, all of which

were also expanding in the post-war period.

Figure 1. Private Hospital Insurance Coverage, 1940-1970
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Source: Historical Statistics of the United States—Colonial Times to 1970, Series B 401-412.
Employer Group is the total of persons covered by Blue Cross/Blue Shield plus insurance
company group policies.

No summary of the history of health insurance would be complete without some

mention of the role of unions. While the labor movement has a long history of interest in
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health and safety issues and legislation,?’ their ability to include health insurance benefits
was enhanced by a series of policy decisions made by the War Labor Board (1945), the
National Labor Relations Board (1949), and the Supreme Court (1949).%® These rulings
made it possible for unions to bargain for health benefits as part of wage negotiations
under collective bargaining arrangements. The number of workers covered by health
insurance negotiated by unions increased from 600 thousand in 1946 to 12 million
workers and 17 million dependents by 1954, approximately a fourth of health insurance
in the US.?® There is no doubt that unions affected the early formation of health
insurance, but as Somers and Somers say, “. . . the record of labor influence on the
medical care field is a mixed one.”*

Health Insurance in the Last Three Decades®!

The history of health insurance since the mid-1970s has been dominated by the
expansion of public health programs. Medicare and Medicaid were passed in 1965 as
extensions of the Social Security Act and provided coverage for two large populations
that had not been the focus of private health insurance, the aged (and disabled) and the
poor.®? Both programs essentially adopted the fee-for-service payment methodology
used by the Blues and most private insurance companies. These policies were
advantageous to providers but helped to perpetuate the already weak incentives of
consumers and providers to consider the cost-effectiveness of medical care. The result
was a continuation of the cost-increasing tendencies of the US health care system from
that time to the present, a tendency that was on a collision course with all payers, the

government, employers, and individuals.
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The Federal government responded to these cost increases by gradually applying
administrative cost controls to hospitals and physicians servicing Medicare patients.

State Medicaid programs responded by reducing reimbursement rates, restricting benefits
and eligibility, and by doing everything they could to get the Federal government to pay a
larger share of their costs.*® These policies had the unintended effect of perpetuating the
fee-for-service system of payments and putting more pressure on private insurance plans
to control their own costs.

Meanwhile, the growth of employer-based health insurance coverage continued to
grow in this period, both in absolute terms and relative to individual insurance. The costs
of these benefits have also increased relative to compensation. Consistent data over long
periods of time are often difficult to construct, but a new study by Paul Jacobs for the
Kaiser Family Foundation, based on the methodology developed by Len Nichols, shows
that over five decades (1960-2006), “. . . employer payments for health benefits have
increased as a share of total compensation in every decade, reaching 7.2 percent of
compensation in 2006.”** Figure 2 shows the average annual shares of private group

insurance (benefits as a share of total compensation) over five decades.
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Figure 2: Private Group Health Benefits as a Share of Total Compensation, 1960-2006
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Source: Paul Jacobs, “Wages and Benefits: A Long-Term View,” Kaiser Family
Foundation, Snapshots: Health Care Costs, February 2008.

Several major changes affected the private health insurance industry in this later
period, only two of which are directly related to tax policy. The first was the movement
toward self-insurance prompted by both federal legislation and court decisions.®* While
the Blues lobbied for and obtained favorable legislation that exempted them from state
premium taxes, the same had not been true of commercial insurance. Under federal law,
a firm that could self-insure could avoid state premium taxes. While some large firms
could take over the entire operation of providing health insurance, the dominant
arrangement involved an insurance company contracting with an employer to administer
the health insurance plan while letting the employer assume the risk of paying the

promised benefits. There are many variations on this arrangement, but they still fall
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under the same IRS provisions in the tax code that exclude the employer’s cost from the
income of the employee.

The second major development was the gradual growth, and then apparent decline
of managed care. This movement was the result of both federal legislation® and
employers’ efforts to control the ever-increasing cost of health insurance. These changes
were important because they forced the Blues and the commercial insurance companies
to change the way they had typically paid providers, that is, hospitals, physicians, and
suppliers of medical products. As with Medicare, insurers and employers were learning
that they could not continue their previous practices of paying providers on the basis of
costs and charges, an inherently inflationary method of payment. The managed care
movement, which apparently reached its zenith in the mid-1990s, allowed health care
plans to selectively contract with providers for the provision of care. Instead of paying
on the basis of costs or charges, the plans could offer selected hospitals or groups of
physicians exclusive access to their insured populations in exchange for discounted rates
for medical services. Again, there were many variations in these arrangements, but they
apparently played a role in reducing the rate of growth in medical costs from 1988 to
1996.%" In fact, their very success may have attributed to their decline, commonly called,
“the managed care backlash,” the apparent movement away from the use of selective
contracting and other unpopular cost-saving practices adopted by employers. Morrisey
reviews the empirical literature on the effects of managed care and finds evidence that
managed care and the market competition it promotes is continuing to have an influence

on market performance.®
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The third major development was the emergence of a new form of health
insurance that combined the features of catastrophic coverage and high deductibles with
tax-favored savings accounts that could be used to help pay the high deductibles.*® This
new movement is the result of two pieces of legislation that established Medical Savings
Accounts (MSASs) in 1996° and Health Savings Accounts (HSAs) in 2003.** 1t should
not be surprising that there is little rigorous research about the performance of these new
forms of health insurance. Morrisey reviews what we do know and reports that, “As of
2005, approximately 1 percent of insured adults had a CDHP, and another 9 percent were
estimated to have HSAs that were eligible for CDHPs.”* More recent data from a 2007
survey shows that 5 percent of covered workers are in a high-deductible health plan.*

Paul Feldstein mentions one additional influence that may have worked to
decrease the demand for health insurance beginning in the 1980s.* Tax law changes
reduced marginal tax rates from a high of 87 percent in 1963 to approximately 39 percent
today. This would have worked to reduce the tax advantage of employer-based health
insurance, especially for those with the highest incomes. It follows that if MTRs are
increased in the future, as several presidential candidates are promising, then the net price

of employer-provided health insurance will again be reduced.

Economic Studies of the Effects of Tax Policy on Health Insurance®

Having surveyed the history of health insurance in the US, we now turn to the
question of what effect tax policy may have had on this development. To put it mildly,
and too simply, there seems to be some disagreement about the role of tax policy with the

economists on one side and the non-economists on the other. The extreme of the latter
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view can be illustrated by a quote from Cunningham: “The tax preference didn’t spawn
the group health insurance market any more than federal highway construction gave birth
to the automobile”.*® His argument is that early post-war expansion of health insurance
occurred at a time when employers were not contributing much to the cost of the
premiums.*’

In contrast, the leading textbooks in health economics, as illustrated in the quotes
below, list the exclusion of employer-based health insurance from taxable income as a
major cause of the absolute growth in coverage and the diversion of that coverage to
group policies offered by employers.

e Phelps: The cumulative effects of the federal income tax subsidy of health
insurance could be very large indeed. ... In the aggregate, it seems possible that
the health sector would be at least 10 to 20 percent smaller without the tax
subsidy for health insurance. Least this seem ““small,” we can translate that
difference into something that represents 1.5 to 3.0 percent of the gross national

48
product.

e Morrisey: The tax treatment of employer-sponsored health insurance is a key
factor in the structure of U.S. health insurance markets.*

e Feldstein: The favorable tax treatment of employer-paid health insurance lowers
[in original — lowered would be more correct] the price of insurance and led to
a much greater demand for insurance than would have otherwise occurred. . . .

Government tax policy has stimulated the demand for health insurance and has
increased its comprehensiveness.*

e Folland, Goodman, and Stano: One of the most important factors in the increased
demand for health insurance in the post-World War Il era has been the tax
treatment of health insurance.>

The basic economics of how tax policy increases the demand for group health

insurance is straightforward.* Tax policy subsidizes the purchase of health insurance in
two ways: first, by allowing the deduction of a limited amount of medical expenses and
health insurance premiums from taxable income; and second, by excluding the value of

employer-provided insurance from the employee's taxable income for the income tax and

Social Security and Medicare payroll taxes. Like wages and other costs, the cost of
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health insurance to the employer is deductible as a business expense. The tax exclusion is
the more important. In the latest budget estimates of tax expenditures, the business
deduction was estimated to be $4.8 billion in 2007 while the exclusion from employee
income was estimated to be $133.8 billion.

Tax policy increases the demand for health insurance by providing a government-
funded discount for health expenditures and employer-provided health insurance. The
higher the marginal tax rates (MTR) faced by an individual, the greater the amount of the
discount. Because the tax subsidy lowers the net cost of a given level of health insurance,
an employee rationally would prefer additional dollars spent on health insurance rather
than on wages. An employee would have to pay taxes on the additional wages (at his or
her MTR) but not on the health benefits.

How high are MTRs and the resulting discounts on health insurance purchased by the
employer? According to Feldstein and Allison, the effective MTR for 1969 ranged from
13 percent for incomes under $1,000 to 36 percent for incomes over $25,000. They
estimate that the total tax subsidy in 1969 was $2 billion, including $1.63 billion in
reduced revenue and $339 million from individual insurance payments. This is a 15
percent discount from the $15.7 billion total health insurance premiums in 1969.%*
Writing in 1981, Feldstein reported that updates of these estimates indicate that the tax
subsidy for 1978 exceeded $10 billion on insurance premiums totaling $42 billion, which
implies a 24 percent discount.>® A more recent study by Gruber and Lettau using data
from 1985 through 1995 finds an average tax price of 0.644 (a dollar of health insurance

cost only 64 cents) which implies an average MTR of 35.6 percent.>®
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Feldstein and Allison conclude their study by saying that the subsidy “causes a
substantial revenue loss, distributes these tax reductions very regressively, encourages an
excessive purchase of insurance, distorts the demand for health services, and thus inflates
the prices of these services.">

A second major empirical study that deals explicitly with the early post-war effect
of tax policy on health insurance has been done by Melissa Thomasson.>® She points out
that the policies adopted by the WLB and the IRS in the war years (1943) may have had
limited impact after the war due to changes in IRS rulings and confusion over exactly
what could be excluded from employee income. This confusion was finally eliminated in
1994 by the IRS rules implementing the new legislation.® Thomasson uses this change
in policy and two household surveys by the National Opinion Research Center (NORC),
one conducted before the change (1953) and another four years after the change (1958),
to measure the effects of the tax change.®® She combines this data with premium
information from a large health insurance company and estimates of each household’s
marginal tax rate (MTR) to measure the effect of the tax change on the probability that
each household will have health insurance. On the basis of her analysis of the change in
household behavior over this five year period, she presents several conclusions, all of
which give strong support to the argument that the tax treatment of health insurance had a
major effect on the demand for health insurance and the growth of employer-based
coverage. As a result of the tax subsidy, she found the following effects:

e The demand for group health insurance increased,;

e The tax subsidy increased the amount of coverage purchased by 9.5 percent;

e There was a shift from individual insurance to group insurance;
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e Households with group policies bought larger amounts of coverage after the tax
subsidy was enacted; and,
e Households with higher marginal tax rates were more likely to have group
coverage, and purchased larger amounts of coverage, than they did before 1954.%
It is also worth noting that Thomasson did another empirical study of the demand and
supply of health insurance using state data from 1931-1955. This study led her to the
following conclusion:
[T]he growth of the health insurance market between 1930 and 1950 resulted
from no single force [emphasis added], but rather the simultaneous occurrence of a
number of factors. Starting from the prepayment schemes fostered by the hospitals in
the early 1930s, health insurance grew into its own as improvements in medical
technology stimulated the demand for health insurance, and insurance companies
began offering insurance to employee groups. Government policy in the 1940s and
1950s reinforced this trend, and cemented the employer-based system of private
health insurance that the United States has today. *2
One additional set of data is worth noting because it presents evidence about the relative
growth in tax subsidies over the last three decades. By combining estimates from three

sources, Figure 3 shows the total tax expenditures for health insurance from 1970 through

2006.%% There are two important points to notice about tax expenditures: one, the
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Figure 3: Health-Related Tax Expenditures, 1970-2006
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largest component, and the one that has been growing the fastest, is the exclusion of
employer-paid premiums and payroll taxes from federal income taxes. The second is
the rate of growth in the total in the last decade. Since 2000 these estimates show that
total tax expenditures have been increasing on average about $16 billion each year.

In a separate estimate, Sheils has estimated total tax expenditures to grow to $294
billion by 2009.%* With more people moving into higher tax brackets and more
people exposed to the Alternative Minimum Tax, there is every reason to believe that

the tax advantage for employer-based health insurance will continue to increase.

The Inefficiency of the Tax Treatment of Health Insurance
Numerous students of health policy have pointed out that the tax treatment of
health insurance has created both winners and losers. In addition to all the providers

earning extra income, the winners also include the additional employees and their
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dependents that are covered by employer-provided health insurance. Some have even

attributed this tax policy for keeping health insurance predominately in the private

sector, a path not followed by most other developed countries. Among the losers are

all consumers who have had to pay higher prices for medical care and health

insurance. This includes all those with non-group health insurance, those with no

health insurance, and all taxpayers who bear a larger tax burden to pay for the inflated

costs of public health programs. Taking examples from economists, legal scholars,

and physicians, the health policy literature has described this inefficiency in the

health sector in at least the following three ways.

The deadweight loss from the tax subsidy. As discussed and measured by
Feldstein and Allison, this is the economist’s technical notion of the net loss to
society due to the higher prices and increased output induced by the subsidy.
There is a net loss when it would be impossible for those who gained to
compensate those who lost.®®

The Benefit-Cost No Man’s Land. Applying the logic of diminishing
marginal returns, Havighurst and Blumstein have discussed the relationship
between medical inputs and outputs. It always pays to apply more inputs into
the medical field as long as the marginal benefits exceed the marginal costs.
But, after some point, even while total benefits are increasing, the marginal
benefits become less than the marginal costs. Havighurst and Blumstein call
this area, “the benefit-cost no man’s land. If inputs are extended even more,
we enter the area of no additional benefits, referred to as, “flat-of-the-curve
medicine.” Havighurst and Blumstein argue that the tax subsidy of employer-
based insurance has pushed us into the area of no additional benefits.®® As
Havighurst says, “. . . with unwise, unlimited tax subsidies distorting the
design of private health insurance in cost-increasing ways, a great deal of
preventable overspending on health care does indeed occur in the United
States.”®’

Geographical Variations in Medical Spending and Outcomes. The
considerable research of John E. Wennberg, MD, and his colleagues at
Dartmouth has produced extensive data on medical spending and outcomes.
Wennberg and his colleagues have used this data to show that there is little
correlation between medical expenditures and medical outcomes in both large
and small geographical areas. They have argued that medical practice,
dominated by local custom and incentives to overspend, has resulted in
enormous waste and inefficiency.®®
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My broad conclusion from this summary is that tax policy change is a necessary
(but not sufficient) condition to bring about efficient reform of our health care system.
Trying to reform the behavior of consumers, providers, and employers through
regulations, mandates, and controls, while leaving the distorting effects of tax policy in
place, will prove to be a long and frustrating exercise. If there is no change in tax policy,
an increasing proportion of the relatively wealthy and healthy of the population will have
more reason to take advantage of the discount for the purchase of group insurance
provided by the tax exclusion. This will perpetuate the inefficient incentives that are
behind the continuing increases in medical costs. Legislative language requiring all
players in health markets to change their behavior will have little chance of success.

While tax policy reform may be a necessary condition for efficient reform, | take
strong exception to those who say that any change will “destroy the employment-based
system of health insurance.”®® Our current system is the result of almost a century of
gradual developments from forces affecting both the demand and supply of medical care
and health insurance. Tax policy was not the only force affecting this system, but it
exerted a strong influence on the development of labor markets and the health insurance
industry. A change in tax policy, especially one that changes the open-ended nature of
the tax exclusion, will be required to give everyone a reason to redesign health insurance
in a more cost-efficient way. A return to the ancient Chinese model of health insurance
might work, but it is even less likely that the Congress would be able to execute that
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