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June 27, 2005

The President’s Advisory Panel on Federal Tax Reform
1440 New York Avenue NW, Suite 2100

Washington, D.C.  20220
Honored commission members, staff, and interested parties:

We would like to bring to your attention a provision in the Internal Revenue Code which we believe is seriously in need of reform because it underlies many of the problems facing the health sector in the United States:  Section 106 of the Code which shields employee health insurance from taxation.  

Please find attached a summary outlining the problem and our recommendations for change.  We also have attached a statement signed by 59 policy experts representing more than 49 organizations, primarily non-profit public policy research organizations.  The coordinators of this effort are Grace-Marie Turner, President, Galen Institute, and Daniel Mitchell, Ph.D., Senior Fellow, The Heritage Foundation.

In summary, we support reforming the tax treatment of employment-based health insurance as part of revenue-neutral tax reform.  We believe that employers should continue to be allowed to deduct the cost of health insurance as a legitimate business expense, but employees should not continue to receive tax exemption for an unlimited amount of health insurance because of the distorting effects this exclusion creates throughout the health sector.  

We invite you to review our statement for further details.  Please feel free to contact us for additional information.

Sincerely,

Grace-Marie Turner



Daniel Mitchell, Ph.D.

Galen Institute



The Heritage Foundation

Reforming the Tax Treatment

of Employment-Based Health Insurance
THE HISTORY

Early in the 20th century, the link between health insurance and the workplace began to be established in the United States.  During and after World War II, however, employment-based health insurance became more widespread, and the link became stronger.

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

That ruling, later codified by Congress in 1954, plus rising tax rates on middle-class incomes, and the rising demand for health insurance, all combined to create a strong incentive for health insurance to be obtained through employment-based groups.

The generous tax preference accorded job-based health insurance is a historical accident that has increased automatically over the decades without legislative authorization or appropriations. It has percolated through the economy for 60 years to become the foundation for a system that provides strong financial incentives for more than150 million Americans to get their health insurance through their jobs. Protecting employee health insurance from taxation now is worth at least $189 billion a year in forgone federal taxes.

HOW THE TAX PREFERENCE WORKS
Section 106 of the Internal Revenue Code offers an exclusion from taxable income to those who get their health insurance at work.

Employment-based health insurance is part of the compensation package many employers provide to their employees as a form of non-cash wage. Employers can take a tax deduction for the cost of this health coverage, as they do for most other forms of employee compensation. They write the check for the premiums, and some pay medical bills directly if they self-insure. Businesses can deduct these costs from their earnings since they are part of the total compensation package paid to workers and must be deducted to measure net profits correctly.

What makes health insurance different from cash wage or salary compensation, however, is that workers do not pay taxes on the part of their compensation package they receive in the form of health benefits.

Section 106 of the Internal Revenue Code provides that the value of health benefits is not counted as part of the taxable income of employees – i.e., it is excluded from their taxable income. However, workers may receive this tax-favored benefit only if health coverage is provided through an employer. The value of the health coverage, the tax benefit employees receive, and the costs in forgone wages are largely invisible to them.

HOW THIS DISTORTS THE HEALTH CARE MARKETPLACE

Tens of millions of Americans receive little or no benefit from this rich, but hidden, tax preference for employment-based health insurance, and it distorts the health care marketplace in a number of ways: 
· It undermines cost consciousness by hiding the true cost of insurance and medical care from employees. 
· Because the full cost of health insurance is not visible to employees, it artificially supports increased demand for covered medical services and more costly insurance. As a result, inefficient health care delivery is subsidized at the expense of efficient delivery. 

· Cash wages are suppressed. 

· Many employees with job-based coverage have little choice and control over their health insurance and their access to medical services. 

· The tax benefits are skewed to favor higher-income individuals and those who demand the most expensive health coverage and medical treatments. 

· Those with equal incomes are taxed unequally. 

· The self-employed, the unemployed, and those whose employers do not offer health insurance are discriminated against because they receive much less assistance, if any at all, when they purchase health insurance.

WHAT CAN BE DONE? 

The coming debate over tax reform and tax simplification presents an historic opportunity to reform the tax treatment of health insurance.  

A diverse group of tax and health policy analysts has developed a statement to present a diagnosis of this problem and offer reform proposals. This statement was developed as a volunteer effort by a group of health and tax policy experts.  Coordinators were Grace-Marie Turner, President, Galen Institute, and Daniel Mitchell, Ph.D., Senior Fellow, The Heritage Foundation.

The statement addresses the generous, yet invisible, tax preference for health insurance that employees receive through the workplace.  It is the single largest tax preference allowed by law, and, as described earlier, it creates distortions throughout the health sector:  It provides a huge incentive for employers rather than consumers to purchase health insurance and has resulted in a system that hides from workers the true cost of their health care consumption, artificially supporting increased demand for more expensive health insurance and medical services.  Further, this tax law discriminates against those who don’t get health insurance at work and contributes to growth in the ranks of the uninsured. 

We believe that employers should continue to be allowed to deduct the cost of health insurance as a legitimate business expense, but employees should not receive tax exemption for an unlimited amount of health insurance.  

We ask that the members of the President’s Advisory Panel on Federal Tax Reform recommend that Congress begin by capping the amount of income that employees can shelter from taxes, allowing only a fixed dollar amount of health insurance to be tax exempt.  A better approach would be to eliminate the employee tax exclusion for health insurance.  If it is the policy of the government to encourage people to buy health insurance, it might better be done by means of allowances targeted directly to individuals to assist them in purchasing the health coverage of their choice.

We support reforming the tax treatment of employment-based health insurance as part of revenue-neutral tax reform.  We do not believe that any tax reform legislation should result in an aggregate tax increase for the American public.

Attachments to follow: 

· Joint Statement on Tax and Health Reform

· List of signatories to the statement
· References to related studies
Joint Statement on Tax and Health Reform

The debate over tax reform provides an historic opportunity to address the tax treatment of health insurance.  Many of the problems in our health sector are rooted in the tax code, and reforming the tax treatment of health insurance is essential to creating a more efficient and more equitable market for medical care and health insurance in the United States.  

Section 106 of the Internal Revenue Code provides a generous, yet invisible, tax preference for health insurance that employees receive through the workplace.  It allows that part of employee compensation received in the form of health insurance to be excluded from income and payroll taxes. 

This is the single largest tax preference allowed by law, and it creates distortions throughout the health sector.  It provides a huge incentive for employers rather than consumers to purchase health insurance and has resulted in a system that hides from workers the true cost of their health care consumption, artificially supporting increased demand for more expensive health insurance and medical services.  Further, this tax law discriminates against those who don’t get health insurance at work and contributes to growth in the ranks of the uninsured. 

We support reforming this tax treatment of employment-based health insurance as part of revenue-neutral tax reform.  We do not believe that any tax reform legislation should result in an aggregate tax increase for the American public.

Employers should continue to be allowed to deduct the cost of health insurance as a legitimate business expense, but employees should not receive tax exemption for an unlimited amount of health insurance.  

Congress could begin by capping the amount of income that employees can shelter from taxes, allowing only a fixed dollar amount of health insurance to be tax exempt.  A better approach would be to eliminate the employee tax exclusion for health insurance.  If it is the policy of the government to encourage people to buy health insurance, it might better be done by means of allowances targeted directly to individuals to assist them in purchasing the health coverage of their choice.

Signatories to joint health and tax statement
Joseph R. Antos, Ph.D.

American Enterprise Institute

Dr. Stephen Barchet, RADM RET.
HP4Life
John E. Berthoud, Ph.D.
National Taxpayers Union

Robert Blandford, Ph.D.
Memory Associates

Gregory Blankenship
Illinois Policy Institute
Matthew Brouillette
Commonwealth Foundation for Public Policy Alternatives

David R. Burton
The Argus Group

Stuart Butler, Ph.D.

The Heritage Foundation

John E. Calfee, Ph.D.
American Enterprise Institute
Christopher J. Conover, Ph.D
Duke University

Bryan Dowd, Ph.D.
University of Minnesota
Rick Durham
Tennessee Tax Revolt

Sean Elcock
Mercer Government Human Services Consulting

Stephen J. Entin
Institute for Research on the Economics of Taxation
Richard Falknor
Maryland Taxpayers Association

Roger Feldman, Ph.D.
University of Minnesota

Tom Giovanetti
Institute for Policy Innovation

John C. Goodman, Ph.D.
National Center for Policy Analysis
David Gratzer, M.D.
Manhattan Institute for Policy Research

Earl L. Grinols

Baylor University

Robert B. Helms, Ph.D.

American Enterprise Institute

James W. Henderson, Ph.D.
Baylor University

E. Bruce Hutchinson

University of Tennessee

Paul Hyland
Lori Klein
Taxpayer's Protection Alliance

Ken A. Konicek, CFP, CBC
Tegeler & Associates, Inc.
Michelle Korsmo
Americans for Prosperity Foundation

Christopher T. Lane
Welling & Woodard Inc.
Richard Lessner, Ph. D
American Conservative Union

James Martin
60 Plus Association

Peter McMenamin, Ph.D.
Health Economist

James Melluish, M.D.
Paragon Health, P.C.

Daniel Mitchell, Ph.D.

The Heritage Foundation
Robert E. Moffit, Ph.D.

The Heritage Foundation
Julian Morris
The Institute of Economic Affairs

Chuck Muth
Citizen Outreach
Duane Parde
American Legislative Exchange Council

Mark Pauly, Ph.D.
The Wharton School

University of Pennsylvania

Karl Peterjohn
Kansas Taxpayers Network

Sally C. Pipes
Pacific Research Institute
John Pugsley
The Sovereign Society

Andrew Quinlan
Center for Freedom and Prosperity Foundation

Lawrence W. Reed
Mackinac Center for Public Policy
Andrew J. Rettenmaier
Private Enterprise Research Center

Amy Ridenour
National Center for Public Policy Research
Jack Roeser
Family Taxpayers Foundation

Richard O. Rowland
Grassroots Institute of Hawaii
Thomas R. Saving, Ph.D.
Private Enterprise Research Center
Greg Scandlen
Thomas A. Schatz
Citizens Against Government Waste
John C. Soper, Ph.D.

John Carroll University
David Strom
Taxpayers League of Minnesota
Michael Tanner
Cato Institute

Forest M. Thigpen
Mississippi Center for Public Policy

Grace-Marie Turner

Galen Institute
N. Kent Vick

Spencer-Vick Insurance Services, Inc.

Carla Y. Willis, Ph.D.

American Medical Association

Elizabeth Wright
Citizens Against Government Waste
Benjamin Zycher, Ph.D.
Pacific Research Institute

References:

Below are several links to studies and recent articles that provide background and relevant analytical information.  

Pauly and Herring, “Cutting Taxes for Insuring.”  [Note especially the tables in the back that contain their estimates of the effects of various tax credits.]

http://www.aei.org/books/filter.economic,bookID.45/book_detail.asp
Pauly and Hoff, Responsible Tax Credits for Health Insurance.

http://www.aei.org/books/filter.economic,bookID.221/book_detail.asp
An overview of the Covering America project with links to all parts of the project can be found at:

http://www.esresearch.org/covering_america.php
A summary document can be found at:
http://www.esresearch.org/RWJ11PDF/summary.pdf
Mark Pauly’s contribution is at:

http://www.esresearch.org/RWJ11PDF/pauly.pdf
Cost estimates of the exclusion of employment-based health insurance:

http://www.esresearch.org/publications/SheilsLewinall/Sheils%20Report%20Final.pdf
“A Vision for Consumer-Driven Health Care Reform,” by the Health Policy Consensus Group
http://www.galen.org/vision.asp
Empowering Health Care Consumers through Tax Reform, Grace-Marie Arnett, editor

http://www.galen.org/book.asp
Helms, “Tax Reform and Health Insurance”   
http://www.aei.org/publications/filter.all,pubID.21921/pub_detail.asp 
� Description is drawn from “A Vision Statement for Consumer-Driven Health Care Reform” by the Health Policy Consensus Group.   http://www.org/vision.asp
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