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HEALTH BENEFITS IN THE TAX CODE:
THE RIGHT INCENTIVES?

THURSDAY, JULY 31, 2008

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 10:05 a.m., in
room SD-215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the committee) presiding.

Present: Senators Lincoln, Wyden, Stabenow, Salazar, and
Grassley.

Also present: Democratic Staff: Bill Dauster, Deputy Staff Direc-
tor and General Counsel; Elizabeth Fowler, Senior Counsel to the
Chairman and Chief Health Counsel; Cathy Koch, Senior Advisor,
Tax and Economics; Shawn Bishop, Professional Staff Member;
Neleen Eisinger, Professional Staff Member; and Bridget Mallon,
Detailee. Republican Staff: Mark Hayes, Health Policy Director and
8hief IiIealth Counsel; Christopher Condeluci, Tax and Benefits

ounsel.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The committee will come to order.

The Yale literature professor Peter Brooks once wrote: “We live
immersed in narrative, recounting our past actions, anticipating
our future projects, situating ourselves at the intersection of sev-
eral stories not yet completed.”

Here in this committee we have lived immersed in separate nar-
ratives, anticipating health care reform and tax reform. Today we
situate ourselves at the intersection of these two stories not yet
completed.

Today, we focus on tax subsidies for health benefits. As our
health care and tax reform narrative progresses, I expect that we
will be hearing more and more about this particular story. The tax
code includes many provisions that affect health care: FSAs, HSAs,
the TAA Health Coverage Tax Credit, and the deduction for med-
ical expenses in excess of 7.5 percent of AGI, a virtual alphabet
soup of provisions.

But the tax subsidy most relevant to today’s hearing is a provi-
sion that one of our witnesses has called “the third largest govern-
ment entitlement for health care,” that is, the exclusion of
employer-sponsored health benefits from individual taxation.

One hundred and sixty million Americans, three-fifths of the
non-Medicare population, receive health benefits through the work-
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place. The tax code does not count the cost of this health insurance
coverage as income, and as a result the Federal Government re-
ceives about $200 billion less revenue each year.

Economists have long recognized that the tax exclusion for
health benefits is regressive. In 2004, nearly 27 percent of these
tax expenditures accrued to families with annual incomes above
$100,000, although this group accounted for only 14 percent of the
population.

At the other end of the scale, only 28 percent of these tax ex-
penditures went to families with incomes below $50,000, although
this group represented nearly 58 percent of households.

Not only do higher-income families receive more benefits due to
their marginal tax rate, but they are also more likely to receive
health care benefits from their employer. Economists also tell us
that the tax treatment of employer-sponsored health benefits cre-
ates an incentive for over-insurance, and they tell us that this in-
centive, in turn, promotes health care cost inflation.

The current system is a result of evolution dating back to World
War II. We have the system that we do by chance, not by design.
If we were designing a health system today, we would do things
differently.

That said, we have also learned, from past attempts at health
care reform, that too much disruption can backfire, too much
change for those who already have health coverage can cause a
backlash, and since the majority of Americans get their health care
coverage through their employer, any changes to the current tax
subsidy should be done carefully and deliberately.

We need to have a full understanding of the advantages, dis-
advantages, and consequences. Some have proposed transforming
the current system into a system where individuals need to pur-
chase their own insurance and employers no longer have a role.
That would be no trivial matter. That might be too much change.

All of us here recognize that our system is unsustainable. We
cannot continue on our current path, but we must strike a balance.
We need to fix what is broken without breaking what is working.
Thus, tax subsidies for health care stand at the intersection of
health care and tax reform. As we anticipate our future projects,
let us think about what role these provisions will play in our un-
folding narratives. Let us consider ways to change the system as
much as appropriate, but not more so. Let us try to find a happy
ending for our several stories not yet completed.*

Senator Grassley?

OPENING STATEMENT OF HON. CHUCK GRASSLEY,
A U.S. SENATOR FROM IOWA

Senator GRASSLEY. Yes. First of all, I will apologize to the audi-
ence and to our witnesses, because I may go down the hall to par-
ticipate in a Judiciary Committee meeting just as soon as they get
a quorum, so I may have to submit questions—and I have a lot of
questions—for response in writing if I do not get back.

*For more information, see also, “Tax Expenditures for Health Care,” Joint Committee on
Taxation staff report, July 30, 2008 (JCX-66-08), hitp:/ /www.jct.gov / publications.html?func=
startdown&id=1273.
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I commend Chairman Baucus for holding this hearing. It is a
continued examination of our health care system, and one that
needs to be examined. I would also acknowledge how much I appre-
ciate this hearing because the tax treatment of health insurance
has kind of been an elephant in the room that nobody wanted to
talk about.

The most commonly recognized things we talk about with govern-
ment and health care are Medicare, Medicaid, and SCHIP. We
often overlook the Federal subsidy program for health care that is
run through the tax code, and the tax code subsidizes private
health care spending. The Congressional Budget Office has esti-
mated that 55 percent of our Nation’s health care spending is made
up of private health care spending, and this means that the rest
of it, the 45 percent, is the government programs I just mentioned.

So while Congress has entered into long and often pointed de-
bates on how we can slow the growth of public health care spend-
ing, we have not fully debated the growth of private health care
spending. If efforts are not taken to slow that growth, both public
and private, we are told that by 2025 it is going to take up 25 per-
cent of our economy, and that could easily be 50 percent another
60 years down the road.

So I am glad we are doing here what needs to be done. We are
taking a first step towards recognizing this elephant I've referred
to. That is, we are all coming together to examine the third largest
Federal subsidy program for health care, the tax code.

Before we begin our examination, it is important for people to
understand—that employers, unions, and the public at large under-
stand—what the current tax rules are. We all have to understand
how they work, and most importantly, how they are going to affect
economic behavior.

There are three important points. First, many economists argue
that preferred tax treatment gives people an incentive to over-
insure. In the current tax treatment of health insurance, if it
makes people exercise and use the health system more often, we
need to understand what changes in our tax rules might affect
that. I will bet that if you ask the American public whether they
want more affordable health insurance, they want Congress to fix
the rules.

Second, based on economic evidence, it is clear that the employer
contributions towards an employee health insurance are not pro-
vided as a gift; rather, it is part of the package, and we need to
understand how people feel about that as part of their wage pack-
age, whether or not they want more disposable income or they
want it through their health care plan.

Then, third, we need to look at the current tax treatment of
health insurance, if it is inequitable from the standpoint that it is
more of a benefit to higher-taxed people than lower-income people.
So these are the questions we have to look at at this hearing.

I would like to put my entire statement in the record, Mr. Chair-
man.

The CHAIRMAN. Without objection. Thank you very much, Sen-
ator.

[The prepared statement of Senator Grassley appears in the ap-
pendix.]
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The CHAIRMAN. I thank all of our witnesses for coming to the
hearing today. This is very important. It is kind of, I think, at the
heart, or one of the hearts, of health care reform. I thank you very
much for your efforts.

Our first witness is the Chief of Staff of the Joint Committee on
Taxation, Ed Kleinbard. Next, we have Jonathan Gruber, professor
of economics at the Massachusetts Institute of Technology. Dr.
Gruber helped to design the Massachusetts health reform plan and
served on the board of the State’s Insurance Connector imple-
menting body for the health reform effort. The third witness is
Katherine Baicker, professor of health economics at Harvard. From
2005 to 2007, Dr. Baicker served on the President’s Council of Eco-
nomic Advisors. Thanks, all, for taking the time. We deeply appre-
ciate it, and I urge you to just let ’er rip. Do not pull any punches.
Tell us what you think.

Mr. Kleinbard?

STATEMENT OF EDWARD KLEINBARD, CHIEF OF STAFF,
JOINT COMMITTEE ON TAXATION, WASHINGTON, DC

Mr. KLEINBARD. Thank you, Mr. Chairman and members of the
committee.

I would like to use my time with you this morning to review how
we use the tax code to deliver Federal subsidies for health care and
why this choice of a subsidy delivery system has important con-
sequences, both for health care and for tax policy.

Let us begin with a chart that my staff has prepared showing the
sources of insurance coverage for Americans under age 65. To me,
there are several remarkable lessons to draw from this chart. First,
of course, is the critical problem of 44 million Americans who have
no health insurance at all. You can see them in the top left of the
pie chart before you.

Second is that almost all Americans who do have health insur-
ance obtain that insurance with the help of Federal subsidies. Only
about 8 million Americans acquire insurance without any form of
Federal assistance, and they are the group labeled “non-group”
down in the bottom left there.

The third point that I draw from this chart is that Federal sub-
sidies come in two basic flavors. There are direct subsidies like
Medicare and SCHIP, and there are indirect subsidies that we de-
liver through the tax system.

Finally, what I infer from this chart is that by far the largest
number of Americans who do have health insurance obtain it
through an employer-sponsored insurance in which Federal sub-
sidies are delivered through the tax system.

Let us now focus on those subsidies that, in fact, we deliver
through the tax system. Perhaps we could have the next chart, if
you do not mind. Again, my staff has prepared a chart that sum-
marizes the situation. What this chart does is summarize the dollar
value of the annual Federal subsidies for health care that we de-
liver to Americans through the tax code rather than directly by
writing out the checks or providing medical services to them.

Here again, we can see when we look at these Federal health
care subsidies delivered through the tax system that employer-
sponsored insurance is by far the most important component. Not
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only is that Federal subsidy running at the rate of $245 billion a
year, but it is coming from both our general Treasury funds—that
is, from general tax revenues—and from reductions in trust fund
collections.

I would also like to point out that the technical term for what
I am trying to describe here, that is, the idea of Federal subsidies
delivered through the tax code, is what tax policy professionals call
a tax expenditure. It has been a theme of the Joint Committee for
the last year to try to emphasize the relevance of tax expenditure
analysis in looking at tax policy questions.

So what do we draw from these two charts? We conclude that
employer-sponsored insurance dominates the health care picture,
both in terms of the numbers of covered Americans and in terms
of the number of dollars spent by the Federal Government.

The mechanism by which we use the tax code to deliver subsidies
for employer-sponsored insurance is very simple, as the chairman
has already described. Employers can deduct the cost of the insur-
ance that they buy for their employees, but employees do not have
to include this particular form of compensation in their income.
The result is a favorably asymmetrical tax regime. There is sub-
stantial evidence that this favorable tax environment explains why
employer-sponsored insurance dominates the health care coverage
picture.

Now, having said that, the question is, is that a good or a bad
place for this country to be? Well, it turns out that employer-
sponsored insurance has some very powerful non-tax advantages.
Employer-sponsored plans are group plans, and there are some
very powerful advantages to group plans.

The group deals with the issue of adverse selection, the funda-
mental problem that, if everybody buys insurance individually,
those who need insurance the most are the first in line, and there-
fore those who are young and healthy tend not to buy into the sys-
tem.

The group has superior negotiating power with an insurer than
a single consumer might, and the group can achieve significant ad-
ministrative savings. So these are powerful advantages of
employer-sponsored insurance, or any other group insurance plans.

Having said that, then what is wrong with employer-sponsored
insurance? That is, once we have decided that the Federal Govern-
ment will subsidize health care, why not deliver the Federal sub-
sidy through the tax incentives, just as we do today?

I think there are three clusters of issues for this committee to
consider in this respect. The first is that employer-sponsored insur-
ance, or any other tax expenditure, distorts our picture of the gov-
ernment, and it distorts the economy. It distorts the apparent size
of our budget in our government by making the official Federal
budget and the overall size of government look smaller than they
really are, because the foregone revenues, the $250 billion that we
do not collect every year from employer-sponsored insurance, does
not appear in our budget as an inflow followed by an outflow. It
simply is not there at all. That is also true of every other form of
targeted tax relief, that is, every tax expenditure.

Employer-sponsored insurance plans also distort taxpayer behav-
ior, as the other witnesses will, I believe, develop in detail. These
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have important economic costs. It is not merely an inconvenience,
but adds economic costs. It reduces the welfare of the American
citizens.

Second, employer-sponsored insurance, as currently constructed,
means the government cannot control its own subsidy. There is no
cap on the value of the employer-sponsored plans, and there are
very few limitations on the design of the plans. So it is employers
and employees collectively, not the Federal Government, that de-
fine how much Federal spending there will be in this area.

The subsidy also, as the chairman has pointed out, varies with
the tax brackets of the employees. This is sometimes known as the
upside-down subsidy problem, where people in higher brackets get
a larger subsidy than people in lower tax brackets. Of course, this
also means that the amount of the Federal subsidy will change
every time tax rates for individuals change.

Finally, the third cluster of issues to consider is that the subsidy
is not universally available. Everyone pays indirectly for the sub-
sidy for employer-sponsored insurance in the form of higher tax
rates to fund the $245 billion a year in implicit subsidy payments,
but the subsidy is not available to everyone.

It is not available to employees of employers who do not offer
plans, it is not available to part-time employees, and so on. So, only
employees of employers that offer these plans can obtain the sub-
sidy. We should contrast that with the classic medical expense de-
duction which, if you are unfortunate enough to have very high
medical expenses relative to your income, at least is universally
available.

And, finally, what follows from the fact that this subsidy is not
universally available is, in addition to the question of fairness that
we all pay for something that not all of us can obtain, we have the
phenomenon of job lock in which employees, in effect, stick with
jobs and careers they do not necessarily want simply in order to
preserve the employer-sponsored insurance that they have.

Thank you, Mr. Chairman.

The CHAIRMAN. Thank you very much, Mr. Kleinbard.

4 [The prepared statement of Mr. Kleinbard appears in the appen-
ix.]
The CHAIRMAN. Dr. Gruber, please.

STATEMENT OF JONATHAN GRUBER, Ph.D., ASSOCIATE HEAD,
DEPARTMENT OF ECONOMICS, MASSACHUSETTS INSTITUTE
OF TECHNOLOGY, CAMBRIDGE, MA

Dr. GRUBER. Thank you very much, Mr. Chairman and the com-
mittee, for allowing me to testify today.

What I would like to do today is to cover three things in my testi-
mony. I would like to briefly discuss the existing treatment of
employer-sponsored insurance, or ESI, by the tax code; I would like
to review the problems caused by that treatment; and I would like
to discuss complementary policies that can blunt the effects of
changing this tax treatment.

As both Senator Baucus and Senator Grassley mentioned, the
tax exclusion of employer-sponsored health insurance expenditures
from the income and payroll tax is the third largest government
health program in America after Medicare and Medicaid at a cost
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of over $250 billion a year. It is important to remember that this
is a tax break to individuals, not to firms. So, when MIT pays me
in cash wages, I am taxed on those wages. When MIT pays me in
health insurance—MIT spent about $10,000 this year on my health
insurance—I am not taxed on that. That is a $4,000 tax break to
me.

To be clear, it is not a tax break to the firm. MIT is indifferent
whether they pay me in health insurance or in wages; either way,
they deduct that from their expenses. It is a tax break to the indi-
vidual, to me, in the amount of about $4,000 a year.

Now, this tax exclusion has three important problems with it.
The first is, $250 billion a year is an enormous sum of money that
might be devoted much more effectively to addressing the needs of
U.S. citizens. Second, this is a regressive entitlement, as has been
mentioned, with more of the benefits going to the upper half of the
income distribution. Finally, this tax subsidy makes health insur-
ance artificially cheap because it is bought with tax-sheltered dol-
lars as compared to other goods which are bought with after-tax
dollars, leading to over-insurance for most Americans. As a result
of these limitations, no health expert in America today would ever
set up a health system the way that we have it set up.

Now, that is different from saying that we should just remove it,
we should remove the tax exclusion. Technically, it would not be
that hard to remove the tax exclusion. Employers could declare on
your W-2 what they spent on health insurance, you would then be
taxed on that as if it was wage income. However, the problem is
that our existing system is predicated on this tax bribe. The reason
that the majority of people get their health insurance through their
employer is because of this tax bribe, and so just pulling that out
will cause severe dislocation.

Now, there are two reasons why this might be considered a prob-
lem by yourselves, and I am here to tell you one reason is wrong
and one reason is right. The wrong reason to care about employers
leaving the system is that we might lose employer dollars providing
health insurance. Both economic theory and economic evidence is
clear on this: there are no employer dollars. It is the employee dol-
lars that are at stake here. If employees get health insurance, they
get less in wages.

So, if employers drop out of providing health insurance, over a
period of years they will make that up by paying higher wages to
their employees. So the issue is not, we often hear the term about
“keeping employers in the game” or “shared responsibility.” It is
important to remember, those are political notions, not economic
notions. If employers stop offering health insurance, that will just
be shifted to other forms of compensation. That is not going to ulti-
mately affect the employer’s bottom-line obligation. That is the
wrong reason to worry.

The right reason to worry is that the erosion of employer-
sponsored insurance will cause sicker and older individuals to move
from a system, as Mr. Kleinbard mentioned, where they are pooled
and fairly priced to one where they are not. The existing non-group
insurance market in America is a disaster today in most States.
Sicker and older people can be excluded from insurance altogether,
they can be charged many multiples of healthier people, or they
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can be charged a low price when they are healthy and then
dropped when they get sick. That is not the way insurance is sup-
posed to work. The problem with an erosion in employer-sponsored
insurance is that these sicker and older individuals could end up
facing a very harsh environment if they are dropped by their em-
ployers.

So what I want to do is conclude, then, with four directions we
might go to deal with reforming this enormous tax subsidy. The
first is to remove the exclusion either slowly or partially. So, for ex-
ample, as a way of phasing this in, President Bush’s tax panel, in
2005, recommended capping the exclusion at the average level of
health insurance premiums and then tying that cap to the CPI, not
health care inflation, so it would essentially slowly erode over time.

Alternatively, we could tax individuals on a part of their tax ex-
clusion, not take away all of it. There are a number of options, and
I would be happy to discuss them further, for sort of phasing into
getting rid of this tax exclusion.

The second would be to reform the outside market so that indi-
viduals have better options should they lose their employer-
sponsored insurance, in particular, reforming the ability of insurers
to charge excessive prices to sicker and older individuals. Of
course, this reform cannot happen in a vacuum, because if it did
that could lead to a large rise in prices in the non-group market.

That leads to my third suggestion, which is a complementary pol-
icy with mandates on individuals to buy health insurance. As was
shown in my home State of Massachusetts, such a mandate can
lead to low prices for non-group insurance with broad health insur-
ance coverage. Moreover, one of the most striking findings from our
early analysis of the Massachusetts plan is that we have raised
employer-sponsored insurance coverage in Massachusetts, not low-
ered it.

Employer-sponsored insurance in Massachusetts is up almost
100,000 people, despite falling in every other State in the Nation,
and the reason is the individual mandate. The reason is, people
have gone to their employers and said, hey, I need health insur-
ance now, and employers are offering it. So that could be a natural
complement that can offset any dislocation from getting rid of the
ESI exclusion.

Finally, a natural alternative is to move from subsidizing individ-
uals to subsidizing firms. That is, rather than this implicit hidden
subsidy that Mr. Kleinbard talked about, if we are really worried
about employers leaving the game, then we could subsidize those
employers to stay in the game. In particular, there is a clear group
of firms that does not offer health insurance: small and low-wage
employers. Therefore, a tax credit that is tightly targeted to small
and low-wage employers can effectively promote their offering
health insurance.

I just want to conclude by emphasizing this must be tightly tar-
geted, but a tax credit that was, for example, focused on firms of
less than 25 employees, where the average workers earn less than
$30,000 a year, could dramatically expand health insurance cov-
erage without actually costing a huge amount of government re-
sources.
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So I want to thank you again for allowing me to testify today,
and I am happy to discuss any of these points further.

The CHAIRMAN. You bet. Thanks, Dr. Gruber.

[The prepared statement of Dr. Gruber appears in the appendix.]

The CHAIRMAN. Next, Dr. Baicker.

STATEMENT OF KATHERINE BAICKER, Ph.D., PROFESSOR OF
HEALTH ECONOMICS, DEPARTMENT OF HEALTH POLICY
AND MANAGEMENT, HARVARD SCHOOL OF PUBLIC HEALTH,
BOSTON, MA

Dr. BAICKER. Thank you very much for the opportunity to speak
with you here today and to serve with such distinguished panelists.

I agree with almost everything that has been said so far, and I
will choose to elaborate a little bit on what I think are the real dis-
advantages of the way we are financing health insurance in the tax
structure today, and some of the advantages of moving to another
way of using that vast pool of resources.

As people have already mentioned, the tax structure today is
both unfair and inefficient. There are not that many opportunities
for reforms that would both improve the distribution and improve
tﬁe efficiency with which those dollars are spent, but this is one of
them.

It is unfair because the current tax advantage is only available
to people who get insurance through their jobs, for the most part,
and is higher for people with higher incomes and higher for people
with more comprehensive benefits. I do not think anyone would
stand up today and say, I would like to design a new system where
the benefits go disproportionately to wealthier people with better
jobs and better sources of insurance. That does seem like an
upside-down subsidy.

But it is also inefficient in another way in that it promotes the
type of insurance policy that encourages over-use of care of really
questionable benefit. That is because the care that you consume
through a policy that you get through your employer is subsidized
through the tax code, being exempt from both payroll and income
taxes, whereas care that you consume on your own, either because
you are purchasing health care directly or because you do not have
an employer policy, is usually paid with after-tax dollars.

So, if you have a choice, you would like to get an employer policy
that covers as much as possible. You would like every doctor’s office
visit to be covered by your employer policy because it would be so
much cheaper to consume a doctor’s office visit that way than to
have to pay for it with after-tax dollars.

That is one of the reasons that I think health insurance looks so
different from other kinds of insurance that people purchase today,
different from auto insurance, different from homeowners’ insur-
ance. It covers a lot of routine care that would not normally need
to be insured against with very low co-payments, because that is
what the tax code promotes.

Now, that is not so bad in the sense that insurance is giving peo-
ple valuable financial protection from really big expenses (by hav-
ing a more affordable fixed premium) that they would incur in the
unfortunate case that they have ill health and need to consume a
lot of health care. But, at the same time that they are getting that
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financial protection, they are also being encouraged to consume
care of really questionable value. This is particularly problematic
in a world where there are lots of people without access to insur-
ance and basic care of very high value.

Our system is producing under-use of basic care at the same time
that it is producing over-use of care that really comes with very low
health benefits. That is one of the big advantages of reforming the
tax code. Not only would you be able to redistribute these $250 bil-
lion plus of resources in a way that is more equitable, but you
could also use them to ensure that everyone has access to basic
care, while not subsidizing an infinite amount of care for a subset
of people. Every extra dollar that is spent on health care through
the form of employer-provided insurance is being subsidized, while
some people are then going without very necessary care.

So, what would the ideal world look like then? How could you
use this pool of resources to stretch our health care dollars further?
First, you could remove the incentive to get extra care on the mar-
gin. Second, you could leave in place an incentive to be insured, so,
on the extensive margin of having insurance, we have a strong in-
terest in subsidizing the purchase of at least basic coverage for ev-
eryone in society.

Why is that? Well, there is, first, the altruistic motive of caring
very much about the well-being of people who cannot afford health
insurance, and thus cannot afford care that they need for vital
health expenses. But also there is a less altruistic motive of ensur-
ing that care is consumed in a more efficient way. Uninsured peo-
ple who go to the emergency room or who forgo preventive care
that would have really high payoffs then end up imposing a lot of
costs on the insured through uncompensated care at hospitals or
through less efficient use of resources. So all of this means that our
dollars could go further, given that we are going to help take care
of people in emergency situations, if we could strongly encourage
people, either with carrots like subsidies or sticks like mandates,
to be insured.

Insurance markets function best when everyone is covered by
them, so that is the motivation for continuing to subsidize the pur-
chase of at least basic policies, especially for low-income people.
What we do not want to do is to keep subsidizing extra care on the
margin. Once people are covered by a good insurance policy, we do
not want to keep using tax dollars to subsidize more, and more,
and more health care consumption, especially if it has potentially
very low health benefits for people.

One way you could do that is by having a flat tax benefit, a tax
benefit that is the same for everyone and does not increase if you
consume a more expensive health insurance policy or more health
care. As Jon alluded to, there are lots of dangers of completely
shredding the existing system and rolling it over immediately into
a flat tax benefit, but those risks could be mitigated by complemen-
tary policies.

One of the most important sets of complementary policies that I
will just mention briefly is ensuring that, when people go to the in-
dividual market to buy health insurance, their premiums will never
rise if they fall sick. Insurance is not just about protecting you
against high expenses today. It is also about protecting you against
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the risk of falling ill and having predictably high expenses that
would otherwise raise your premiums tomorrow.

We thus have a responsibility to ensure that, as we encourage
people to go get health insurance through their employer or on
their own, no matter where they are getting their insurance, once
they have insurance they then do not face this risk of higher pre-
miums if their costs go up because of poor health. It is particularly
important, as people move from an employer market that has
group rates to an individual market, that they then buy into a mar-
ket that affords them that kind of protection.

I thank you again for the opportunity to speak with you and
would love to answer any questions you might have.

The CHAIRMAN. Thank you all very much.

[The prepared statement of Dr. Baicker appears in the appendix.]

The CHAIRMAN. One question I have is, if there is a reasonable
cap placed on the exclusion, what are some of the unanticipated
consequences that are going to flow from all of that? Some are an-
ticipated, and almost by definition you cannot enumerate the unan-
ticipated. But what are some of the concerns? Because that is a
pretty big step. Things happen. Insurance companies, employers,
employees adjust. But I am trying to figure out what some of the
adjustments will be, so there is some sense of what we might be
doing if we were to cap, say, the exclusion.

Dr. GRUBER. I think it is hard to list what is anticipated and is
unanticipated. I think it obviously depends on the level of the cap.
But, if you were to cap it at a fairly high level, then I do not antici-
pate you would see an enormous reduction in the number of em-
ployers offering insurance and the number of employees taking it.

The CHAIRMAN. But for a cap that starts to squeeze it a little bit,
then what are some of the consequences?

Dr. GRUBER. Basically, as the cap starts to squeeze, then you are
going to see that employers are going to react in three ways: first,
they will be less likely to offer health insurance because the fact
we are bribing them is now mitigated; second, they will shift more
of those costs to employees in the form of higher employee con-
tributions; and third, they will reduce the generosity of the insur-
ance that they buy. Employers react in all three ways.

I think what is very important to remember is, how that will
play out depends very much on what you do with that money. As
you are squeezing it, you are raising more money. If that money
is just going to highways, then we are done and you can do what
I explained. But if the money is actually going back into reforming
insurance markets and other things, then that itself has feedback
effects on employers. I mentioned the individual mandate. That
could mitigate a lot of the effects I just talked about. So I think
capping the exclusion itself would have those three main effects,
but I think you have to think about what you would actually do
Witllll the money, because it would then have secondary effects as
well.

The CHAIRMAN. So, all things being equal, what might you do
with that extra money in the health system?

Dr. GRUBER. Well, I think basically what you would ideally like
to do is a lot of what Kate mentioned, which is basically, you would
like to take that money, which right now, as Mr. Kleinbard said,
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is a hidden subsidy that is encouraging generous insurance. You
would like to take that money, give it to individuals in a more pro-
gressive fashion.

You could do it through a flat credit, or, as we have done in Mas-
sachusetts, you could actually do a progressive subsidy system, give
it to the lowest-income people to help them afford insurance, and
then reform insurance markets so that, when people do actually
leave this employer system, they have some place to go.

The CHAIRMAN. Yes. Do not misunderstand, but some of your an-
swers might be in the context of the Massachusetts plan. I am just
curious, apart from the Massachusetts plan, what would some of
the consequences be in the rest of the country? I guess you have
probably answered that question. I guess, in Massachusetts any-
way, you do not have a cap. We are talking about Federal.

Dr. GRUBER. No, no. We have not touched the tax exclusion. I
think the general point is, I think the general effect is, the more
you squeeze the employer system, the more employers are going to
react by getting out of the system.

The CHAIRMAN. Some employers stated actually that the current
system is beneficial in the sense that it causes them, employers, to
be much more efficient in the health care coverage they provide for
their employees, namely that they are forced to have wellness
plans, they are forced to have policies within the firm which en-
courage better health, focus on obesity, cigarette smoking, et
cetera. It is because, even though they get the exclusion, it is an
exclusion, not a credit. So it is beneficial for them. It helps their
bottom line, the more they have healthy employees. That is another
advantage I have heard some employers suggest. Do you think that
is valid or invalid, anybody?

Mr. KLEINBARD. I would argue that that is not entirely valid.
There is actually another hidden tax subsidy at work that we need
to identify. Obviously employers want to deliver to employees the
most bang for the buck, and so a plan in which you can give em-
ployees both as high a cash compensation and as good a value of
insurance as possible, is a more attractive compensation package
than an insurance package that you tell your employees is very ex-
pensive but is not delivering a lot of value to them. So in that
sense, yes, employers are going to want to have a more attractive,
leaner system. But ultimately, as Dr. Gruber says, it is the employ-
ee’s money. The question is whether the employers are spending it
wisely or not.

There is, however, another tax subsidy that is not often appre-
ciated. It is not at the Federal level, it is at the State level. For
large employers, there is a tax reason to prefer to self-insure. Once
you self-insure, then, Mr. Chairman, all the points you make, of
course, become absolutely true. Once you self-insure, then the em-
ployer, as insurer, wants to cut down on claims.

The CHAIRMAN. It is more than being self-insured.

Mr. KLEINBARD. I am sorry, sir?

The CHAIRMAN. You are right. Self-insured companies.

Mr. KLEINBARD. And the tax reason to do this is that, when em-
ployers buy insurance policies, they have to pay State insurance
premium taxes. When they self-insure, they avoid the State taxes.
That is a significant thing.
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The CHAIRMAN. Thank you very much.

Senator Wyden?

Senator WYDEN. Thank you, Mr. Chairman. You are following
through again by tackling the big issues, and I really appreciate
your doing that.

We have three of the all-stars here in health care, and I have ap-
preciated your testimony.

It seems to me, more than anything else, the unfair, out-dated
Federal health care rules show how broken the health care system
is. These rules are now being used so that, if you are well off, you
can get a Cadillac health plan and get a Federal tax subsidy for
your designer smile or your designer eyeglasses. But, if you are
poor and you have no health plan, you get nothing.

So, what 16 of us here in the Senate have done, 8 Democrats and
8 Republicans, is we have said, through the Healthy Americans
Act, we are going to take away the subsidies for the Cadillac health
plans and use that money so that every family in America would
have a progressive deduction of $15,000 annually. We think this is
a trifecta. It gives the health care system more efficiency, it is fair-
er, and there would be a progressive way to expand coverage. I
think all of you have essentially said that.

I want to start with you, Mr. Kleinbard. I have appreciated your

ood work. The typical family, statistics indicate, spends about
%12,000 a year on health insurance. With our progressive $15,000
a year deduction, it looks to me like 80 percent of America would
get a tax cut right out of the gate. Is that in the ballpark of being
correct?

Mr. KLEINBARD. From memory, I think that is correct, sir.

Senator WYDEN. All right.

The second point then deals with the very important issues Sen-
ator Baucus talked about, which is this question of disruption. How
do you do this so that people do not just walk away with a sense
of bedlam and confusion? So what we do is, we say, anybody who
wants to keep their employer package and any worker who wants
to keep their employer package, they could do it.

But, if you wanted to go to a best-of-both-worlds approach, where
you could be part of a group in effect, so you would have some
clout, but you would have more individual control so that you could
get the financial rewards of shopping, we think you ought to have
that option.

Mr. Kleinbard, is that not what you and Dr. Orszag scored when
you did the report for us? I am looking at the report. It says we
would be budget-neutral 2 years in, and in the 3rd year we would
start generating surplus. Is that not what you scored for us, some-
thing that attempts to address the best-of-both-worlds approach?

Mr. KLEINBARD. Yes, sir. What we attempted to score was your
proposal, which of course you have ably summarized, as non-
partisan resources. We did not label it the best of both worlds.

Senator WYDEN. I will not stick with you having to describe it
my way.

Mr. KLEINBARD. But obviously you have ably described it. I
would just add as a footnote that the program that we scored has
a tremendous number of details that in effect were part of the rea-
son that we had some confidence in our numbers. An awful lot of
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ideas are expressed in a very inchoate way. What you had was a
12- or 13-page term sheet that went through, with quite a high
level of precision, how you would exactly deliver these benefits
without the money sort of dissipating along the way. I just cannot
emphasize enough the importance of thinking through those kinds
of rather dull, but very important, administrative details in any
new proposal.

Senator WYDEN. Fair enough. I share your view.

So then, it allows me to wrap up with the two of you, Dr. Baicker
and Dr. Gruber. We are all rooting for Massachusetts. It is so im-
portant that this be successful. You all, for 25 years, have put tre-
mendous effort into trying to tee this up.

Would something like what we are talking about not be a real
opportunity for States to have some of the additional dollars, par-
ticularly by reconfiguring this tax system so that you can make the
transition that you all have tried to do, which strikes me as the
best-of-both-worlds kind of approach on the State level. If you do
not have those dollars, it seems to me States are very strapped,
both in terms of having the tools to contain costs and having some
of the money for subsidies for low-income people. Would not a fi-
nancing approach like this be of help?

Dr. GRUBER. Senator Wyden, I think that is an excellent point.
A very wise man once said to me that States trying to reform
health care on their own are like a basketball player trying to jump
with cement in his shoes.

Senator WYDEN. Who was that?

Dr. GRUBER. I am not sure. I do not recall. Basically, Massachu-
setts was in a unique financial position. It cannot be emphasized
strongly enough. We had a large Federal grant that could finance
part of our reform, and we had existing taxes on providers that
could finance part of our reform. We really were the most able
State in the country to do this, financially.

Most other States do not have those advantages. I work very
closely with Governor Schwarzenegger and the legislature in Cali-
fornia. They clearly did not have those advantages, and ended up
with an enormous price tag on their reform which just could not
be met. So I agree there needs to be a major Federal effort of the
kind that your bill proposes, or of other kinds, to make this pos-
sible.

I think a very interesting question you are raising is, what is the
interface between the Federal Government and the States, ranging
from—essentially the Federal Government gave seed money to
Massachusetts to make our plan happen—ranging from the Federal
Government giving that kind of seed money to other States on the
less ambitious side, to your plan on the more ambitious side where
States would raise resources, partly because States would get tax
income now on health insurance benefits. Ed maybe has numbers
on that.

But States would raise money from that as well. They would be
freed up because many of their publicly insured citizens would
move to private insurance. So a plan like yours would free up a lot
of State resources. I think a key issue, as this committee and oth-
ers work forward, is how you want to interface with the State and
Federal responsibility.
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The CHAIRMAN. Senator Salazar?

Senator SALAZAR. Thank you very much, Chairman Baucus, for
continuing to focus on this major issue that faces our country.

My question to you, Jonathan and Kate, has to do with what the
reaction would be if you take 165 million Americans and you say
this “tax bribe,” as you call it, Jonathan, is going to be taken away,
so we are going to tax you on your $10,000 of health care, which
now we are going to consider as income.

How, in the context of trying to reform a health care system,
does one go out and explain to people who have been the bene-
ficiaries of a system which now has been in place for more than a
generation, for more than 50 years, how do you explain to them
that what you are doing is, they may still continue to get health
insurance through their employer, but now they are going to have
to pa%l an additional—as in your case at MIT, Jonathan—$4,000 in
taxes?

Dr. BAICKER. You are raising a very important point, that it mat-
ters a lot what you do with those resources that had been going
to subsidizing employer-provided insurance in this particularly un-
fair and inefficient way that we have talked about. If you just re-
moved it whole cloth, with no substitute and no extra help for peo-
ple, there would be a lot of people who could no longer afford the
policy that they had been getting through their employer, and
there might be an increase in the number of uninsured people.

Alternatively, you can take that pool of resources and devote it
to subsidizing health insurance purchases, but maybe in a more ef-
ficient way, in a way that is devoted more to people at the low end
of the income distribution than the currently regressive subsidy
that we have now, but where employers themselves are not paying
any more or less in taxes depending on the mix of wages and
health insurance that they give.

Most people’s tax bill could go down depending on how much
they had been spending on health insurance. The people whose tax
bill would be most likely to go up would be the highest-income peo-
ple and the people with the most expensive health insurance poli-
cies, which is not always high-income people, but is disproportion-
ately high-income people.

If you left in place a big subsidy for the purchase of any health
insurance through, say, a tax credit that could be flat, could be pro-
gressive, could be structured a lot of different ways, then a lot of
people would be getting at least as much help with the purchase
of health insurance as they are today, and a lot of those resources
could be redirected to people who do not have health insurance
today because they are not currently getting any help.

I do not think that anyone could put forward a plan where
everybody’s tax bill goes down and more people are insured. You
have to put resources into the system to increase the number of in-
sured people, but hopefully you can do that in a progressive way
that ends up with most people better off, and the people who are
paying a little bit more are the people who can most afford to do
so.

Senator SALAZAR. Dr. Gruber?

Dr. GRUBER. Yes. I think what Kate said is exactly right. I think
the important thing is to emphasize what she said at the end:
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there is no free ride here. If we are going to cover 48 million Ameri-
cans with insurance, it is going to cost money. I have estimated
that we could get rid of the tax exclusion and have universal cov-
erage in America, and have about $50 billion a year left over to
play with, do other fun things with. But in a plan like that, essen-
tially the top half of income taxpayers would be losers and the bot-
tom would be winners, and that is very difficult to do.

So basically it is just an issue of how you transition. You raised
a very important and difficult issue. If you are going to take this
away—Senator Wyden said he has a plan where maybe 80 percent
of people win. That is still 20 percent of people who lose. How you
are going to deal with those losers, I think, is why you cannot just
take this tax exclusion away in a vacuum.

Senator SALAZAR. I have 1 minute left. A question with respect
to small businesses, as you described them, under 30 employees,
with employees making under $30,000 a year. If you were to go
after those small businesses and provide a tax credit, how would
you go about doing that and how effective do you think it would
be in terms of bringing those uninsured people into coverage?

Dr. GRUBER. I think it would be very effective. The main reason
people do not have insurance in America is because it is not offered
by their employer. Most people who are offered insurance, take it.
So I think it would be very effective.

Moreover, what is nice about this is, it is a very clear subsidy
that firms are not offering. All large firms offer, all high-wage
firms offer. It is the small, low-wage firms that do not offer. So I
think you could have a targeted credit which would be effective,
and it would not at all get the majority of the 48 million, or even
close to it. But it could be part of a larger package that could help
address the dislocation from getting rid of the exclusion.

Senator SALAZAR. Mr. Kleinbard, on that answer, do we have any
estimates of how much it would cost the government to create that
kind of a tax credit?

Mr. KLEINBARD. We have looked at a number of proposals along
that line, Senator Salazar. But as you know, every estimate that
we do is a confidential project for the individual member who re-
quests it. Senator Wyden chose to take his proposal and publicize
it. I will say that—

Senator SALAZAR. He is very public about the Healthy Americans
Act. [Laughter.] I have noticed that.

Mr. KLEINBARD. But that was his choice and not ours, so I can-
not give you a number that has not been otherwise released to the
public. I can say that there are very difficult administrative issues
which are very tedious, very difficult: how small is small; how low
is low; how are you going to deal with regional differences across
the country? A lot of our work in this area with members has been
trying to help them understand those issues and help them specify,
at t{{le right level of detail, how exactly a proposal like that would
work.

Senator SALAZAR. Thank you. My time has expired. I will only
note that Senator Lincoln and Senator Durbin have been real lead-
ers in terms of trying to address that issue with small businesses,
and it is something that I very much applaud them for.

Thank you.
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The CHAIRMAN. Senator Stabenow?

Senator STABENOW. Thank you, Mr. Chairman, very much.
Thank you to all of you. This really goes to the heart of the issue
that we have to, I think, tackle in the coming year. I want to start,
Mr. Kleinbard, by thanking you for the chart looking at the fact
that, whether it is directly or indirectly, the public sector, the gov-
ernment, is involved in funding health care.

I always kind of smile when I hear folks say, we do not want gov-
ernment involved in health care, we do not want government in-
volved in my Medicare, and of course Medicare is a universal
health care system. I seem to remember someone quite high up in
our government saying that before. So I do think it is important
that we all convey to folks that, whether it is directly or through
the tax system, the public sector is deeply involved, and taxpayers
are deeply involved.

I come from a State where there are a lot of folks who have
employer-based health insurance. The reality for them is, in fact,
their wages are not going up, they are going down. In many ways,
they are taking wage cuts in order to be able to keep their insur-
ance. It is a very, very tough situation. At the same time, I very
much appreciate what Senator Wyden is doing. I think we only
really get to lowering costs when it is a universal system and peo-
ple stop using emergency rooms inappropriately and actually can
go to the doctor. So, it is important that we have a universal sys-
tem.

I have talked to Senator Wyden a lot about the fact that, for me,
to go to a broad system, it is important that people who have their
current insurance are able to keep it if they wish to do so. So, a
couple of questions.

Mr. Gruber, I would ask specifically on Massachusetts, a couple
of things. Is that an option for people in Massachusetts, and how
does that work? Second, you said, which I found intriguing, that
going to the system in Massachusetts, that more employers actu-
ally were expanding their coverage. I wonder if you might talk
about how that happened. Explain to me how that is happening in
the context of your system.

Dr. GRUBER. I think, Senator, you raised a really important
point. And really, I think a fundamental lesson I feel that many
of us learned from the early 1990s is, if you try to sort of over-
extend and try to take away things that people are happy with, it
is going to make life difficult politically. I think a realistic plan
needs to recognize that most Americans who get their health insur-
ance from large firms are pretty happy with it. They wish it cost
less, but they like the choices, et cetera.

So, I think it is important. It is a movement I have been calling
incremental universalism, which is to incrementally get to uni-
versal coverage. By that, I mean to build on what is there. That
is just what we do in Massachusetts. Most people in Massachusetts
are not at all affected by our reform. If you have employer-
sponsored insurance, which is the vast majority, higher than most
States, you are absolutely unaffected by the reform.

What it is simply doing is trying to fill the cracks around that
employer-sponsored system. The main crack it is 