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TAX EXPENDITURES FOR HEALTH CARE 


I .  INTRODUCTION 

Because of t he  renewed i n t e r e s t  i n  proposals  t o  provide 

for  National Health Insurance,  and because of increased 

concern over the  r i s i n g  c o s t  o f  medical c a r e  t o  both 

ind iv idua l s  and the  government, much recent.  research  has  

focused on equi ty  and e f f i c i e n c y  a spec t s  of  d i r e c t  

expenditure programs t o  provide medical ca re .  Yet t h e  

Federal  Government a l s o  he lps  ind iv idua l s  f inance t h e  

purchase of medical aa re  through s u b s t a n t i a l  t ax  s u b s i d i e s .  

Over $11 b i l l i o n  o f  Federal income tax expendi tures  a r e  

provided c u r r e n t l y  through’ the  exclusion or deduction from 

t h e  income tax base o f  payments fo r  c e r t a i n  medical expenses,  

including premiums f o r  insurance.  L/ These  tax expendi tures  

a r e  the  p r i n c i p a l  programs of government a s s i s t a n c e  f o r  t h e  

purchase of medical ca re  by t h e  non-aged, non-poor 

populat ion.  

-1/ T h i s  paper does not t r e a t  other  i n d i r e c t  t ax  s u b s i d i e s  
such a s  deduct ions for  c h a r i t a b l e  c o n t r i b u t i o n s  t o  h e a l t h  o r  
medical i n s t i t u t i o n s ,  tax exemption of i n t e r e s t  on h o s p i t a l
bonds, expensing of removal of  a r c h i t e c t u r a l  and t r a n s p o r t a ­
t i o n  b a r r i e r s  t o  t h e  handicapped, and the  non- t axab i l i t y  of 
s o c i a l  s e c u r i t y  and pub l i c  a s s i s t a n c e  payments fo r  medical 
car  e .  
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S p e c i f i c a l l y ,  the  tax system s u b s i d i z e s  t h e  purchase of 

medical ca re  by means of provis ions  permi t t ing  (1) employer 

con t r ibu t ions  for  hea l th  insurance premiums or  o ther  medical 

payments for  employees t o  be excluded from taxable  income: -2/ 

and ( 2 )  c e r t a i n  medical expenses t o  be deducted from adjus ted  

g ross  income on ind iv idua l  income tax  r e t u r n s .  I n  g e n e r a l ,  

payments by employers for  medical insurance or o ther  medical 

ca re  of employees a re  deducted a s  a c o s t  o f . b u s i n e s e ;  a t  t h e  

same time, t hese  payments a r e  excludable from t h e  g ross  

income of employees. I n  a d d i t i o n ,  i nd iv idua l s  a r e  allowed 

itemized deduct ions for  50 percent  of t h e  amount paid for  

hea l th  insurance premiums, up t o  a maximum of  $150, and f o r  

o ther  medical ca re  expenses ( inc luding  t h e  remaining amount 

of hea l th  insurance premiums) which  exceed t h r e e  percent  of 

t he  t axpaye r ' s  adjusted g ross  income ( A G I ) .  Expenditures f o r  

drugs and medicines may be counted i n  t h i s  t h r e e  percent  

f l o o r  only t o  the  e x t e n t  t h a t  they s e p a r a t e l y  exceed one 

percent  of A G I .  

T h i s  paper w i l l  examine these  tax  expendi tures ,  t h e i r  

impact on t h e  Federal  budget and t h e i r  e f f e c t s  on p r i c e  and 

demand for  medical ca re .  Sec t ion  I1 provides  a b r i e f  h i s t o r y  

-	-is paper ,  t h e  terms "exclusiont t  o r  "employee 
exclusion" w i l l  be used a s  an abbrevia ted  r e fe rence  t o  t h e  
exc lus ion  from t a x a t i o n  by employees of employer
c o n t r i b u t i o n s  t o  h e a l t h  p lans .  
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of tax law changes leading t o  the  present  exclusion and 

deduction. Sect ion I11 p resen t s  e s t ima tes  of revenue l o s s  

from these  tax expendi tures  and some evidence on t h e i r  

increasing c o s t  over time. Sect ion I V  then analyzes  the  

d i s t r i b u t i o n a l  impact of t hese  expendi tures .  E f f e c t s  of t h e  
. .  

t axa t ion  of medical expendi tures  on the  demand and p r i c e  of 

medical care  a r e  discussed i n  Sect ion V, w h i l e  some po l i cy  

a l t e r n a t i v e s  a r e  d e t a i l e d  i n  Sect ion VL. F h a l l y ,  a summary 

is contained i n  Sect ion V l I .  



-- 
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11. HISTORY OF MEDICAL FXCLPSJONS AND PEPUCTTONS 

Although t h e  exclusion from indiv idua l  income t a x a t i o n  

of payments t o  employer-provided group plans has ex i s t ed  

e f f e c t i v e l y  since t h e  adoptian of the income t a x ,  t h e  r a t i o n -

a l e  for  t h a t  exemption has var ied  over time. A t  f i r s t ,  most 

f r i n g e  b e n e f i t s  of employees were not taxed non-cash com­

pensat ion was not widely recognized as incqme. O f  course ,  

before  World War 11, t h e  income tax  d i d  not  a f f e c t  t h e  major­

i t y  of workers, and assignment Of value of f r i n g e  b e n e f i t s  

would have served l i t t l e  purpose i n  t h e  case of non-taxable 

workers. Moreover, a few decades ago, b e n e f i t  payments under 

group h e a l t h  insurance were much smaller  r e l a t i v e  t o  income, 

both because a smaller proport ion of income was spent  on 

medical c a r e  and because more p r i v a t e  payments were made by 

ind iv idua l s  or through ind iv idua l ,  r a t h e r  than group, po l ic ­

i e s .  I n t e r n a l  Revenue Service r u l i n g s  3/ even tua l ly
L 

supported the  exclusion by dec la r ing  t h a t  t h e  premiums paid 

by an employer t o  a group insurance medical po l i cy  were not  

taxable  t o  the  employee. 

I n  l a t e r  yea r s ,  however, it came be t o  recognized t h a t  

i n - k i n d  compensation was a form of wages which could be 

-3/ Specia l  Ruling, October 2 6 ,  1 9 4 3 ,  433CCH, Federal  Tax 
Service pa r .  6587. 
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sub jec t  t o  tax .  By 1953, IRS r u l i n g s  had become somewhat 

i ncons i s t en t .  While employer payments on group p o l i c i e s  

remained nontaxable t o  employees, employer-paid premiums on 

ind iv idua l  p o l i c i e s  were deemed t o  be income sub jec t  t o  t ax .  

-4 /  I n  t h e  1954 Code, Congress decided t o  make the  exc lus ion  

uniform, and a l l  con t r ibu t ions  t o  acc ident  or h e a l t h  

insurance p lans  have s ince been allowed an exclusion from 

income by t h e  employee. 

The tax t reatment  of medical expenses paid by individ­

u a l s  ( r a t h e r  than by employers) has evolved d i f f e r e n t l y .  No 

deduction for  medical expenses e x i s t e d  u n t i l  1942. During 

World War 11, s u b s t a n t i a l  numbers of c i t i z e n s  were brought 

under  t he  income tax and t'ax burdens were r a i s e d  s i g n i f i c a n t ­

l y ;  it was f e l t  t h a t  some r e l i e f  from t h i s  heavier  t a x  burden 

should be granted t o  taxpayers  w i t h  ex t r ao rd ina ry  medical 

expenses. Consequently, deduct ions were allowed f o r  medical 

expenses exceeding f i v e  percent  of n e t  income, w i t h  a maximum 

deduction of  $2,500 for  f a m i l i e s .  The maximum deduct ion was 

r a i s e d  seve ra l  times and f i n a l l y  e l imina ted  i n  1965. 

Changes were a l s o  made i n  t he  f i v e  pe rcen t  f l o o r .  The 

1951 A c t  and subsequent p rov i s ions  e f f e c t i v e l y  e l imina ted  any 

f loo r  for  t h e  medical expenses of t h e  aged or f o r  taxpayers  

-4 /  Rev. R U l .  2 1 0 ,  CB 1953-2, p.  1 1 4  

- 1  



-6-


taking ca re  of aged dependent pa ren t s .  However, i n  1965 t h e  

Soc ia l  Secur i ty  Amendments provided s u b s t a n t i a l  amounts of 

medical ca re  fo r  the  aged and a t  t h e  same time required a l l  

taxpayers ,  including t h e  aged, again t o  be s u b j e c t  t o  t h e  

same f loo r  for  itemized medical deduct ions.  5 /  

I n  1954, another major change was made when t h e  f i v e  

percent  f l oo r  (by now based on ad jus ted  g ross  income) was 

lowered t o  t h r e e  percent ,  and an a d d i t i o n a l  one percent  f l o o r  

was appl ied t o  expenses for  drugs before  those  expenses could 

be counted toward t h e  o v e r a l l  th ree  percent  f l o o r .  A major 

j u s t i f i c a t i o n  for  both a c t i o n s  was t h a t  deduct ions should be 

allowed fo r  a l l  "ex t raord inary"  expenses. W h i l e  a f i v e  

percent  f l oo r  was consider'ed too high t o  cover a l l  

ex t r ao rd ina ry  expenses, a one percent  f l o o r  was considered 

necessary t o  exclude ord inary  drug expenses. 

Besides t h e  one percent  f l o o r  on d r u g s ,  another s e p a r a t e  

c a l c u l a t i o n  was required when t h e  Soc ia l  S e c u r i t y  Amendments 

of 1965 allowed a deduction f o r  p a r t  o f  t h e  expenses of 

insurance p o l i c i e s  without  regard ' t o  t h e  o v e r a l l  f l o o r .  -6/  

-3/ T h e  change was made e f f e c t i v e  beginning i n  1 9 6 7 .  

-6/ A deduct ion was allowed fo r  one-half of insurance 
premiums, not t o  exceed $150. Any remaining insurance 
premiums were t o  be subjec t  t o  t h e  t h r e e  percent  f l o o r .  
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The r a t i o n a l e  for  t h i s  allowance was t h a t  t he  normal 

deduction favored those who could se l f - ins ,ure  aga ins t  

v a r i a b l e  expenses, w h i l e  those who s t a b i l i z e d  t h e i r  o u t l a y s  

through purchase of insurance would be less l i k e l y  t o  b e n e f i t  

from the  deduction. 

I n  1978, the Carter Administration proposed t h a t  medical 

and casua l ty  l o s s e s  be deduct ib le  only t o  t h e  e x t e n t  t h a t ,  

when combined, they exceeded ten  percent  of adjusted g r o s s  

income. A l l  medical expenses, including hea l th  insurance 

premiums and drug expenses would be s u b j e c t  t o  t h i s  same 

f l o o r .  Thus t h e r e  would be no s e p a r a t e  allowance fo r  h a l f  of  

insurance premiums nor would t h e r e  be a s epa ra t e  one percent  

f l o o r  for  d r u g s .  The House of Representa t ives  accepted t h e  

s i m p l i f i c a t i o n  -aspec ts  of  t h i s  p roposa l ,  but  t he  suggested 

ten  percent  f l o o r  was kept a t  t h r e e  pe rcen t ,  and c a s u a l t y  

l o s s e s  were not folded i n t o  the  medical deduction. The 

Senate r e j e c t e d  the  House provis ion  and no change was made i n  

t he  f i n a l  Act. -7/ 
, - 3 

While t h e  f l o o r  for  itemized 3medical 'expenditures has 

decl ined t o  t h r e e  percent  and remained t h e r e  fq r  over two 

decades,  the  propor t ion  of income spent  on medical 

-7 /  The Revenue Act of 1978. 
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expendi tures  has r i s e n .  Table I shows hea l th  expendi tures  

from 1950 t o  1976  and compares t h i s  data  t o  ad jus ted  gross 

income of households. During t h i s  per iod ,  t o t a l  hea l th  

expendi tures ,  bo th  publ ic  and p r i v a t e ,  -8/ have r i s e n  from 5.9  

percent  t o  12.6 percent  of ad.justed g ross  Income, -9/ while 

p r i v a t e  expendi tures  have risen from 4.5 percent  t o  around 7 

percent .  What a t  one time may have been an ex t r ao rd ina ry  

expendi ture  may now be only ord inary .  Tn f a c t ,  t h i s  i nc rease  

i n  percent of income spent on hea l th  expendi tures  was a major 

argument for  the Carter  Adminis t ra t ion ' s  proposal t o  i nc rease  

the  f loo r  on combined medical and casua l ty  deduct ions t o  t e n  

percent .  Other arguments r e l a t e d  t o  t h e  small percentage 

(about 25 percent )  of taxpayers b e n e f i t t i n g  from the  medical 

deduct ion,  and t o  the  s i m p l i f i c a t i o n  poss ib l e  i f  fewer 

taxpayers  were required t o  maintain medical records .  

Opponents o f  the  change, on t h e  o ther  hand,  argued t h a t  i t  

would be unfa i r  t o  r a i s e  the  f l o o r  a t  a time when medical 

expenses were becoming move burdensome. Apparently,  

Congress, i n  maintaining t h e  t h r e e  percent  f l o o r ,  has s h i f t e d  

-	-est imates of t o t a l  pub1 ic  and pr i v a t e  heai  t h  
expendi tures ,  s ee  Gibson and .F isher  (1978) 

-9/ As a percent  of GNP, h e a l t h  expendi tures  a r e  about nine 
pe rcen t .  
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Table 1 


t i  ::Ad$~rted t i  Health Rxpenditurer a8 
Year t :  Health Expenditures I/ 8 :  Crorr 1: 1 Percentage of A C I  

t :  Total Publ4.c t I t  Income I t  Tota l  Public t 
a ;  	 and Private : Private :: (ACI) 2 / : :  rnd Privrte : Private 
(. .. ...$ b$~l$onr...... .. I  

1950 12.0 9.0 202.1 s. 9 4. s 
1955 17.3 12.9 273.9 6.3 4.7 

-1960 25.9 19.s 346.1 7.5 5.6 
1965 38.9 29.4 466.4 8.3 6.3 
1966 42.1 31.3
1967 47.9 32.0 

S08.9 
543..6 

8.3 
8.9 

6.2 
s. 9 

1968 53.8 33.7 595.6 9.0 5.7 
1969 60.6 37.7 644.7 9.4 5.8 
1970 69.2 43.8 677.3 10.2 6.5 
1971 77.2 48.4 
1972 86.7 53.2
1973 95.4 58.7
1974 106.3 64.8
1075 123.7 71.3
197G 141.0 80.8 

719.9 
793.2 
887.5 
963.1 

1,008.3 
1,118.7 

10.7 
10.9 
10.7 
11.0 
12.3 
12.6 

6.7 
6.7 
6.6 
6.7 
7.1 
7.2 

Office of the Secretary of the Trearury
Office of Tax Anrlyslr 

-1/ Health expenditure estimates are for f i s ca l  years. Source: Gibson and 
Fisher ($9781. 

-2 /  Source: U.S. Department of Commerce, Bureau of Economic Analysis. 
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from a standard which allowed deduct ions f o r  "ext raord inary"  

expendi tures  t o  one i n  which deduct ions a r e  allowed f o r  

expenses which a r e  more than a "moderate" proport ion of 

income. T h i s  s h i f t  makes the  personal  deduction more 

c o n s i s t e n t  w i t h  the  employer exclusion i n  which a l l  payments 

for  medical expenses or insurance a r e  non-taxable t o  t h e  

employee. 
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111. REVENUE COST OF TAX EXPENDITURES FOR HEALTH: 1968 -
1979  

For f i s c a l  1 9 7 9 ,  Federal income tax  expendi tures  fo r  

hea l th  ca re  w i l l  be over $11 b i l l i o n .  Seventy-four pe rcen t  

of t h i s  t o t a l  is for  t h e  employee exc lus ion  of employer 

c o n t r i b u t i o n s ,  while 26 percent  is  fo r  ind iv idua l  deduct ions.  

These tax expendi tures  cover about 5 percent  of t o t a l  pub l i c  

and p r i v a t e  hea l th  ca re  expendi tures  and about 9 percent  of 

p r i v a t e  expendi tures .  L i k e  Medicare and Medicaid, these  

s u b s i d i e s  a r e  non-taxable and a r e  of even more va lue  t o  

i n d i v i d u a l s  than an equiva len t  i nc rease  i n  before-tax income. 

The tax  expendi ture  e s t ima te  of  $11 b i l l i o n  r e l a t e s  t o  

t h e  Federal  income tax alone.  There is a f u r t h e r  tax  

expendi ture  c o s t  of about $ 2  b i l l i o n  t o  S t a t e s  w i t h  income 

t a x e s .  I n  a d d i t i o n ,  s o c i a l  s e c u r i t y  t ax  revenues a r e  reduced 

by about another $ 4  b i l l i o n ,  although t h i s  revenue reduct ion  

does not proper ly  c o n s t i t u t e  a tax  expendi ture .  1 0 /  I n-
t o t a l ,  Federal  and S t a t e  revenues a r e  reduced by about $ 1 7  

b i l l i o n  because of t hese  tax  expendi tures .  

-l o /  Since s o c i a l  s e c u r i t y  o p e r a t e s  a t  l e a s t  i n  p a r t  a s  an 
insurance scheme, t h e  reduced t a x e s  a r e  r e f l e c t e d  i n  reduced 
b e n e f i t  payments l a t e r .  
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Most workers c u r r e n t l y  b e n e f i t  from t h e  exc lus ion  of 

employer payments. According t o  t h e  l a t e s t  d a t a  from t h e  

Soc ia l  Secur i ty  Administration (Yohalem, $ 9 7 5 ) ,  i n  1975 about 

58.2 m i l l i o n  workers o r  7 2  percent  of a l l  wage and s a l a r y  

workers, were covered by some type of hea l th  ca re  insurance 

financed by employer-paid premiums. 

Treasury es t imates  show t h e  Federal income tax 

expendi ture  cos t  of t h i s  exc lus ion  t o  have grown from $1.1 

b i l l i o n  i n  1968  t o  $8.3 b i l l i o n  i n  1 9 7 9 ,  or  a t  a r a t e  of 

about 2 0  percent  a year .  (See Table 2 ) .  While changes i n  t h e  

Treasury method of es t imat ion  do not allow exact  

comparisons, t he re  c l e a r l y  was a sharp  r i s e  i n  l o s t  revenue 

during these  years .  T h i s  r i s e  can be t raced  p r imar i ly  t o  two 

f a c t o r s :  (1) the  increase  i n  c o s t  of medical insurance,  and 

( 2 )  the  growth i n  use of  nontaxable f r i n g e  b e n e f i t s  a s  a 

means 0 5  payment for  work. T h e  increased use of insurance 

may i t s e l f  have led t o  increased c o s t s  of  medical c a r e ,  i n  

t u rn  r a i s i n g  the  c o s t  of  medical insurance.  And, a l though 

t h e r e  may have been increased use of group insurance p o l i c i e s  

i n  abdence of t h e  exc lus ion ,  t h e r e  is  l i t t l e  doubt t h a t  t h e  

exc lus ion  a c t s  a s  an incent ive  f o r  workers and employers t o  

rece ive  t h e i r  compensation i n  non-taxable hea l th  b e n e f i t s  

r a t h e r  than taxable  wages. Since the  government pays p a r t  of 

t he  c o s t  through reduced tax  c o l l e c t i o n s ,  t h e  employee f a c e s  
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a lower a f t e r - t ax  p r i c e  �or h i s  hea l th  insurance.  The 

employer may a l s o  share  i n  t h i s  b e n e f i t  s i n c e  he  can provide 

an increase  i n  a f t e r - t ax  compensation more cheaply through 

e x t r a  insurance than through d i r e c t  wages. 

Compared t o  t h e  exc lus ibn ,  fewer taxpayers  b e n e f i t  from 

t h e  i t e m i z e d  deduction of medical expenses on ind iv idua l  

income tax r e tu rns .  S t i l l ,  by 1978, 20 m i l l i o n  tax r e t u r n s  

a r e  estimated t o  have claimed itemized deduct ions of $14.4 

b i l l i o n  for  medical c a r e  expenses. The es t imated revenue 

c o s t  of t h i s  tax expendi ture  has grown from about $1.5 

b i l l i o n  i n  1968 t o  $ 2 . 9  b i l l i o n  i n  1 9 7 9  or  a t  a r a t e  of about 

7 percent  per year .  T h i s  lower growth r a t e  fo r  t h e  deduct ion 

a s  compared t o  the  exc lus ion  can be t raced  t o  two 

p r i n c i p a l  f a c t o r s  (bes ides  changes i n  methods of e s t i m a t i o n ) .  

F i r s t ,  the  increased use of employer-provided insurance over 

these years  has meant t h a t  a lower propor t ion  of t o t a l  

medical expendi tures  were being paid out-of-pocket. Second, 

t h e  s i z e  of t h e  s tandard deduct ion ( c u r r e n t l y  c a l l e d  t h e  

"zero bracket  amount") has  increased g r e a t l y  during t h i s  

per iod .  For i n s t ance ,  fo r  j o i n t  r e t u r n s  before  1 9 7 0 ,  t h e  

m i n i m u m  amount of t he  s tandard deduct ion was $ 2 0 0 ,  p l u s  $ 1 0 0  

fo r  each exemption -11/ ( o t h e r  than age and b l i n d n e s s ) .  By 

-11/ Or, fo r  c e r t a i n  t axpaye r s ,  t h e  deduct ion equaled 1 0  
percent  of ad jus ted  g r o s s  income, i f  g r e a t e r .  
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1979 ,  t h e  m i n i m u m  amount ( and  t h e  maximum amount) of z e r o  

b r a c k e t  amount ( s t a n d a r d  d e d u c t i o n )  fo r  j o i n t  r e t u r n s  had 

r i s en  t o  $ 3 , 4 0 0 ,  regard less  of income,  and t h e  number of 

t a x p a y e r s  i t e m i z i n g  d e d u c t i o n s  had f a l l e n  c o r r e s p o n d i n g l y .  
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T a b l e  2 
* 

Major F e d e r a l  Income Tax E x p e n d i t u r e s  for H e a l t h  Care 
( $  m i l l i o n s )  

a 


F i s c a l  : E x c l u s i o n  of Employer : 
Year : C o n t r i b u t i o n s  for  Medica l :  

.: I n s u r a n c e  Premiums and : 
Medica l  Care '  . 

1979 8 ,255  
1978 7 ,105
1977 5,560 
1976 4,490 
1975 3 ,275  
1974 2,940 
1973 2,500
1972 2,000 
1971  1 ,450  
1970 1 , 4 5 0
1969 1 ,400  
1968 1 , 1 0 0  

Aver a g e  Annual 
Growth Rate (20  % )  ' 

D e d u c t i b i l i t y  of : 
Medica l  Expenses on: T o t a l  

I n d i v i d u a l  Income : 
Tax R e t u r n s  

2 ,890  11 ,145  
2,785 9 ,890  
2.t 556 8 ,116  
2 ,315  6 ,805  
2,315 5,590 
2 ,125  5 ,065  
1 , 9 0 0  4,400
1 , 9 0 0  3 ,900  
1 ,700  3 ,150  
1 , 7 0 0  3 ,150
1 ,600  3,000 
1 , 5 0 0  2,600 

' (  7 % )  ( 1 3  % )  

-*/ Exc ludes  d e d u c t i b i l i t y  of c h a r i t a b l e  c o n t r i b u t i o n s  ( h e a l t h )  , 
t a x  exemption of  i n t e r e s t  on h o s p i t a l  bonds ,  e x p e n s i n g  of removal  
o f  a r c h i t e c t u r a l  and t r a n s p o r t a t i o n  b a r r i e r s  t o  t h e  h a n d i c a p p e d ,  
and n o n - t a x a b i l i t y  of  s o c i a l  s e c u r i t y  and p u b l i c  a s s i s t a n c e  
payments for  m e d i c a l  c a re .  
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I V  DISTRIBUTION OF TAX EXPENDITURES BY INCOME CLASS 

Table 3 shows t h e  l a t e s t  Treasury e s t ima tes  of the  

d i s t r i b u t i o n  among income c l a s s e s  of tax expendi tures  from 

the  exclusion of employer payments fo r  hea l th  care .  The 

numbers a r e  h ighly  t e n t a t i v e  and a r e  based upon some simple 

assumptions about t h e  d i s t r i b u t i o n  of employer-provided 

hea l th  insurance among employees. Because marginal tax r a t e s  

a r e  higher i n  higher income c l a s s e s ,  a d o l l a r  of tax- f ree  

hea l th  insurance is worth more ( i . e . ,  t h e  t ax  expenditure 

cos t  is g r e a t e r )  t o  taxpayers a t  h i g h e r  income l e v e l s .  Below 

tax-exempt l e v e l s  of income, of course,  t h e r e  is no employee 

ga in  from the  tax  expenditure.  

' Table 3 

Dis t r ibu t ion  of Tax Expenditure fo r  Employer
Payments for  Health Care 

F i sca l  Year 1977 

($000) . Tax xpen 1 ure 
( $  m i l l i o n s )  

0 - 5 $ 9 1  
5 - 1 0  49 4 

1 0  - 15 814 
15 - 20 1,028 
20 - 30 ' 1,547
30 - 50 882 
50 - 1 0 0  456 

1 0 0  - 200 178 
200 and over 70 

TOTAL $ 5,560 

Source: U . S .  Treasury Department. Information is contained 
i n  a news r e l e a s e  from Senator M u s k i e ' s  Of f i ce ,  " M u s k i e  N e w s "  
(February,  1978) ,  Appendix, p .  4 .  
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By using a 5 0 , 0 0 0  sample of individual  tax r e t u r n s  and 

the  Treasury Tax Model, t he  d i s t r i b u t i o n  of tax expendi ture  

b e n e f i t s  can be determined w i t h  more d e t a i l  and accuracy fo r  

itemized deductions.  Table 4 demonstrates t h a t  t h e  average 

tax  expenditure per r e t u r n  w i t h  itemized medical deduct ions 

increases  as  income increases  (column 9 ) .  T h i s  increase  is  

t h e  r e s u l t  of severa l  f a c t o r s ,  including higher marginal tax 

r a t e s  and g rea t e r  medical expendi tures  a t  higher income 

l e v e l s .  Moreover, i f  the  average tax expenditure is 

ca lcu la ted  across  a l l  taxpayers i n  the  income c l a s s ,  r a t h e r  

than j u s t  i t emizers ,  t h e  tax expenditure is  s t i l l  of g rea t e r  

expected value i n  higher income c l a s s e s  (column 6 ) .  

I t  is somewhat su rp r i s ing  t h a t  the  regress iveness  of t he  

deduction is n o t  tempered more by the  3 percent  f l o o r  which 

app l i e s  t o  most itemized medical expenses. A percentage 

f loo r  decreases  t h e  p r o b a b i l i t y  t h a t  a high income person can 

i temize medical expenses i n  excess of the  f l o o r .  For 

ins tance ,  a person w i t h  $ 2 0 , 0 0 0  of adjusted g ross  income can 

i temize expenses ( s u b j e c t  t o  the  f l o o r )  i n  excess  of $ 6 0 0 ,  

while a person w i t h  $ 1 0 0 , 0 0 0  of ad jus ted  g ross  income can 

i temize expenses only i n  excess  of $ 3 , 0 0 0 .  However, while 

increases  i n  income do reduce the  p r o b a b i l i t y  of i temizing 

deductions i n  excess  of the  f l o o r ,  t h e  average deduct ion 

increases  s i g n i f i c a n t l y  i n  higher income c l a s s e s  (column 1 3 )  . 
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I n  f a c t ,  t h e  i n c r e a s e  i s  so  l a r g e  t h a t  t h e  a v e r a g e  d e d u c t i o n  

a c r o s s  a l l  r e t u r n s  i t e m i z e r s  and n o n i t e m i z e r s  a l i k e  

s t i l l  i n c r e a s e s  w i t h  income (column 5). T h i s  r e s u l t  may 

occur  because  of  s i g n i f i c a n t  p r i c e  and income e l a s t i c i t i e s  o f  

demand, a g r e a t e r  a b i l i t y  of high-income p e r s o n s  t o  a c t u a l l y  

pay o f f  l a r g e  med ica l  b i l l s ,  i n c r e a s e d  amounts o f  

s e l f - i n s u r a n c e  a s  income r i s e s ,  o r  a c o m b i n a t i o n  of  a l l  t h e s e  

f a c t o r s .  Whatever t h e  c a u s e ,  t h e  e f f e c t  o f  t h e  m e d i c a l  

d e d u c t i o n  on t a x  l i a b i l i t i e s  is a r e g r e s s i v e  r e d i s t r i b u t i o n  

of t a x  b u r d e n s .  1 2 /-

-1 2 /  The l i a b i l i t y  e f f e c t  is c l e a r l y  r e g r e s s i v e .  However, 
t h e  i n c i d e n c e  e f f e c t  may be d i f f e r e n t  and can  depend upon 
such  f a c t o r s  a s  p o l i t i c a l  f e e d b a c k s .  See Buchanin and P a u l y
( 1 9 7 0 ) .  
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V. 	 EFFECT OF TAX E X P E N D I T U R E S  FOR HEALTH ON THE DEMAND AND 

P R I C E  OF M E D I C A L  CARE 

G e n e r a l l y ,  employers  a r e  i n d i f f e r e n t  between a d o l l a r  

p a i d  i n  t h e  form o f  a f r i n g e  b e n e f i t  and a d o l l a r  p a i d  a s  a 

c a s h  wage. B o t h  amount t o  a d o l l a r  o f  c o s t  t o  t h e  e m p l o y e r ,  

and b o t h  a r e  t a x  d e d u c t i b l e  a s  o r d i n a r y  and n e c e s s a r y  c o s t s  

o f  d o i n g  b u s i n e s s .  

However, t o  t h e  employee,  income p a i d  i n  t h e  form o f  

c a s h  wages i s  f u l l y  t a x a b l e ,  w h e r e a s  income i n  t h e  form o f  

employer -pa id  h e a l t h  i n s u r a n c e  premiums is  exempted from 

F e d e r a l  income t a x ,  S t a t e  income t a x  and s o c i a l  s e c u r i t y  t a x .  

T h u s ,  employees a r e  i n c l i n e d  t o  accept  a l a r g e r  s h a r e  of  

t h e i r  compensa t ion  i n  t h e  form o f  h e a l t h  i n s u r a n c e  t h a n  t h e y  

would if  t h e  income in -k ind  was t a x a b l e .  A s  S e c t i o n  I11 

i n d i c a t e d ,  t h i s  has  c o n t r i b u t e d  t o  t h e  growth  i n  t h e  use of 

t h e  employer e x c l u s i o n .  

S i n c e  t h e  e x c l u s i o n  p r o v i s i o n  r e d u c e s  t h e  p r i c e  

employees m u s t  pay f o r  h e a l t h  i n s u r a n c e ,  1 3 /  i t  is  a l s o-
l i k e l y  t o  i n c r e a s e  t h e  demand f o r  h e a l t h  i n s u r a n c e ;  improved 

-13/ A t u r t h e r  consequence  o f  t h e  e x c l u s i o n  i s  t h e  inducement  
f o r  g r o u p s  t o  be employer  b a s e d ,  r a t h e r  t h a n  t o  form a r o u n d  
o t h e r  o r g a n i z a t i o n s .  Employees w i t h  employer-based g r o u p
h e a l t h  i n s u r a n c e  a r e  o f t e n  f a c e d  w i t h  t h e  l o s s  o f  t h e i r  
h e a l t h  i n s u r a n c e  i f  t h e y  l o s e  o r  change  t h e i r  j o b .  T h u s ,  
t h e s e  employees may be v u l n e r a b l e  t o  i n c r e a s e  h e a l t h  
i n s u r a n c e  c o s t s  a t  a t i m e  when t h e y  c a n  l e a s t  a f f o r d  i t .  
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insurance coverage i n  t u rn  increases  the  demand for  h e a l t h  

ca re .  Improved coverage may be r e f l e c t e d  i n  a reduct ion of 

the  deduct ib le  amount, a reduct ion of the  coinsurance amount 

1 4 /  or inc lus ion  of previously uncovered s e r v i c e s .  Since t ax-
r a t e s  a r e  higher i n  higher income b racke t s ,  t he  p r i ce  

reduct ion  and the  p r i c e  incent ive  t o  increase  the q u a n t i t y  

of  s e r v i c e s  demanded increases  w i t h  income. 

The  e f f e c t  of  allowing itemized deduct ions for  h e a l t h  

ca re  expenses may be analyzed along the  same l i n e s .  The 

deduction for  hea l th  insurance premiums has much the  same 

e f f e c t  a s  the  exclusion:  i t  reduces the  a f t e r - t a x  p r i c e  of 

hea l th  insurance or hea l th  c a r e ,  and the  reduct ion is of 

g r e a t e r  value a t  higher income l e v e l s .  The major d i f f e r e n c e  

is t h a t  the  exclusion is  a v a i l a b l e  r ega rd le s s  of whether t h e  

taxpayer i temizes  deduct ions or t akes  the  s tandard deduct ion ,  

whereas the  personal  deduction for  h e a l t h  insurance premiums 

m u s t  be i temized. For the  major i ty  of taxpayers  who do not 

i t emize ,  t he re  is no p r i c e  reduct ion .  

The requirement t h a t  medica1,expenses exceed t h r e e  

percent  of A G I  before  qua l i fy ing  as a deduct ion (except  f o r  

50 percent  of hea l th  insurance premiums up t o  $ 1 5 0 )  is 

- "coinsurance" or "copayment" amount is t h e  
percentage 	of the  t o t a l  b i l l  ( a f t e r  any deduc t ib l e  t h a t  m i g h t
apply)  which m u s t  be paid by the  insured person. 
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s imi l a r  t o  a deduct ib le  c l ause  i n  an insurance po l i cy  

(Mi tche l l  and Vogel, 1975) Customarily, p r i v a t e  insurance 

deduc t ib l e s  a re  spec i f i ed  i n  d o l l a r  terms (e .g . ,  $ 1 0 0  per 

year per f ami ly  member) r a the r  than a s  a percentage o f  

income. Specifying the  deduct ib le  a s  a percentage of income 

r e s u l t s  i n  a higher deduct ib le  amount a t  higher income 

l e v e l s .  O f  course ,  the  smaller the  deduc t ib l e ,  the  l a rge r  

the share  paid by the  government. 

According t o  Newhouse, e t .  a l .  ( 1 9 7 4 )  a small deduc t ib l e  

( e . g . ,  between $50 and $ 1 0 0  per year ,  per family)  should have 

l i t t l e  e f f e c t  on the  demand for  h o s p i t a l i z a t i o n ;  i . e . ,  the  

e f f e c t  of insurance would 'be about t he  same w i t h  or without 

such a deduc t ib l e .  The c o s t  of  an average h o s p i t a l  s t a y  c o s t  

was about $ 1 , 0 0 0  i n  1975 (and has  increased s ince  then)  and, 

t h u s ,  would e a s i l y  exceed a small deduc t ib l e .  

For ambulatory and o ther  non-hospital  s e r v i c e s ,  however, 

a moderate s i z e  deduc t ib l e  is  l i k e l y  t o  inf luence  demand 

markedly. A s  the  au thors  po in t  o u t ,  t he  median ind iv idua l  

v i s i t s  a physician about twice a year a t  a c o s t  of about $ 4 0 .  

A t  t h i s  l e v e l  of c o s t ,  t h e r e  is  a good chance t h a t  t h e  

r e c i p i e n t  of medical ca re  would pay t h e  c o s t  out-of-pocket 

because the  deduc t ib l e  would not be exceeded. 
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While the  th ree  percent f l oo r  is roughly analogous t o  a 

deduct ib le  i n  an insurance po l i cy ,  t he  exc lus ion  o f  employer 

premiums and the deduction of a l l  expenses above t h r e e  

percent  a r e  both analogous t o  a copayment r a t e .  The marginal 

tax r a t e  determines the  proport ion of t he  l a s t  d o l l a r  of 

medical expense paid by the  government; t h u s ,  t he  copayment 

r a t e  equals  one m i n u s  the t axpaye r ' s  marginal tax r a t e .  

Again, t he  tax incent ive  fo r  increased use .of medical 

s e r v i c e s  is  g rea t e r  t he  higher t he  t axpaye r ' s  t axable  income. 

The exact  e f f e c t  of these  t a x  s u b s i d i e s  on the  o v e r a l l  

demand for  hea l th  se rv i ces  is  t h u s  based i n  l a r g e  p a r t  upon 

the  subsidy r a t e  on marginal expendi tures .  A s  noted, on 

average the  Federal income tax ,expenditures of about $11 

b i l l i o n  alone cover approximately 9 percent  of t o t a l  p r i v a t e  

expendi tures  for  hea l th  ca re .  A t  t h e  margin, however, t h e  

reduct ion i n  p r i c e  is much g r e a t e r  than 9 pe rcen t .  The 

marginal p r i c e  reduct ion is  equal t o  the  taxpayers '  marginal 

tax r a t e  -- about 2 2  percent  fo r  t he  average employee and 

about 25 percent  fo r  t he  average i temizer .  I f  we a l s o  t ake  

i n t o  account S t a t e  income t axes  arid s o c i a l  s e c u r i t y  t a x e s ,  

t h e  p r i c e  reduct ion climbs t o  about 29  percent  . fo r  i t emize r s  

and 3 5  percent  for  employees. -15/ Since demand is  based 

-15/ T h i s  example assumes t h a t  t h e  incidence of t he  employee
por t ion  of s o c i a l  s e c u r i t y  t a x e s  f a l l s  on t h e  employee,
whi le ,  fo r  t h e  employer p o r t i o n ,  t he  incidence r e s t s  ha l f  on 
the  employee and ha l f  on the  employer. 
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pr imar i ly  upon marginal p r i c e ,  the  impact of the  tax  expend­

i t u r e s  upon the  demand of  medical s e r v i c e s  i 6  g r e a t e r  than 

t h e  p r i c e  reduct ion averaged across  a l l  expendi tures  would 

ind ica t e .  

Whether increased demand fo r  medical s e r v i c e s  w i l l  

a c t u a l l y  lead t o  an increase  i n  t he  q u a n t i t y  purchased w i l l  

depend pr imarly upon t h e  e l a s t i c i t i e s  1 6 /  0.f demand and-
supply. I n  gene ra l ,  t he  more e l a s t i c  e i t h e r  supply or 

demand, the more l i k e l y  w i l l  the  tax subsidy inc rease  the  

amount of medical ca re  provided i n  t h e  economy. Often t h e  

demand for  hea l th  ca re  is viewed t o  be i n e l a s t i c .  However, 

e l a s t i c i t y  a t  t h e  margin maybe higher f o r  c o n t r o l l a b l e  

expenses or  non-catastrophic  events  than for  uncon t ro l l ab le  

or c a t a s t r o p h i c  occurances.  That i s ,  demand f o r  some minimal 

h e a l t h  ca re  or insurance maybe i n e l a s t i c ,  bu t  t h e  demand fo r  

add i t iona l  hea l th  c a r e  or insurance may be much more e l a s t i c .  

Because tax subs id i e s  a c t  t o  increase  t h e  demand for 

medical c a r e ,  they a l s o  tend t o  increase  i t s  market p r i c e .  A 

subsidy c r e a t e s  a wedge between t h e  market p r i c e  received by 

-16/ The e l a s t i c i t y  of demand (or  supply) may be def ined  
roughly a s  t h e  tendency o f  demand (or  supply) f o r  medical 
goods t o  change a s  t h e  p r i c e  of those  goods changes. More 
p r e c i s e l y ,  t he  e l a s t i c i t y  o f  Y w i t h  r e spec t  t o  X is  t h e  
percentage change i n  Y t h a t  accompanies a percentage  change
i n  X. 
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t he  s e l l e r  and the ne t  cos t  t o  t h e  buyer. Increases  i n  p r i c e  

r e s u l t  i n  the  tax s u b s i d y  (or  t h e  wedge) being shared w i t h  

t h e  providers  of medical c a r e ;  t h u s ,  t he  g r e a t e r  t he  inc rease  

i n  market p r i c e ,  t he  l e s s  t h e  tax s u b s i d y  reduces the  n e t  

c o s t  of medical ca re  t o  taxpayers .  

General ly ,  the  more i n e l a s t i c  t he  demand fo r  medical 

c a r e ,  the  lower is t h e  increase  i n  market p r i c e  as  a 

proport ion of the  s u b s i d y .  On t h e  o ther  hand, t o  the  e x t e n t  

t h a t  supply is i n e l a s t i c ,  t he  oppos i te  case holds:  tax 

s u b s i d i e s  a r e  r e f l e c t e d  more i n  i nc reases  i n  p r i c e .  

Insurance complicates considerably t h e  demand s i d e  of t h e  

medical marketplace. Phelps (1976b) argues t h a t  t he  demand 

f o r  hea l th  insurance is r e l a t i v e l y  e l a s t i c  (compared t o  most 

e s t ima tes  of t he  demand for  medical c a r e ) .  Tax s u b s i d i e s  

then lead t o  increased insurance coverage, and increased 

coverage, i n  t u r n ,  l eads  t o  lower copayment r a t e s  on medical 

goods a c t u a l l y  purchased. Newhouse (1978) sugges ts  t h a t ,  

once a l a r g e  propor t ion  of t h e  populat ion f aces  t r i v i a l l y  

small  copayment r a t e s ,  the  demand s i d e  of t he  market ceases  

t o  e x e r t  an independent r e s t r a i n t  'on t h e  market, and medical 

c a r e  p r i c e  changes, over time, a r e  determined by events  

exogenous t o  normal market o p e r a t i o n s .  
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I n  any case ,  while the  tax subs id i e s  may be intended t o  

subs id ize  o n l y  the  demanders of hea l th  c a r e ,  i n  f a c t ,  both 

the  demanders and providers  a r e  subsidized.  To make ma t t e r s  

worse, market p r i c e  increases  probably apply f a i r l y  uniformly 

t o  many types of purchase of medical c a r e ,  while t he  value of 

t he  tax subs id i e s  i nc reases  w i t h  the  taxpayer ' s  income. 

T h u s ,  even i f  the  tax subsidy r e s u l t s  i n  a net  p r i c e  ( a f t e r  

subsidy) decrease t o  the  average taxpayer ,  -it may s t i l l  

r e s u l t  i n  a ne t  p r i c e  increase  for  low- and moderate-income 

taxpayers who rece ive  only a small p r i c e  s u b s i d y .  1 7 /  For-
those  who do not rece ive  any subsidy,  a net  p r i c e  increase  is 

almost c e r t a i n .  

1 7 /I A s imi l a r  argument w i t h  r e spec t  t o  the  exclusion from 
taxable  income of ne t  imputed r e n t  of owner-occupied homes,
toge ther  w i t h  t he  personal  deduction of mortgage i n t e r e s t  and 
property t a x e s ,  has been made by Schreiber (1978) .  Home-
owners w i t h  low marginal tax r a t e s  may a c t u a l l y  pay higher
p r i c e s  n e t  o f  t ax  d u e  t o  the  e x i s t i n g  tax deduct ion.  
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V I .  Pol icy Al t e rna t ives  

The tax treatment of medical expenses can be changed 

both d i r e c t l y  by l e g a l  changes i n  t he  exclusion and 

deduct ion,  and i n d i r e c t l y  through changes i n  o ther  h e a l t h  

programs. T h i s  s ec t ion  d i scusses  b r i e f l y  some commonly 

proposed changes i n  hea l th  pol icy  a s  they a f f e c t  tax 

expendi tures  for  hea l th  ca re .  

Limitat ion of t he  Exclusion of  Employer Cont r ibu t ions .  

One commonly suggested po l i cy  a l t e r n a t i v e  i s  t o  t r e a t  some or  

a l l  employer con t r ibu t ions  a s  income t o  employees. Revenue 

ga in  from such a change m i g h t  then be a v a i l a b l e  fo r  d i r e c t  

Federal  expendi tures  for  medical c a r e ,  e.g.  , n a t i o n a l  hea l th  

insurance.  I f  employees include a s  income a l l  employer 

payments for  hea l th  ca re  and insurance,  some personal  

deduction m i g h t  be maintained; i n  t h a t  ca se ,  t he  va lue  of 

employer-prov ided hea l th  insurance and other  employer 

payments for  h e a l t h  ca re  would be added t o  o ther  personal  

medical expendi tures  and would be sub jec t  t o  the  same 

l i m i t a t i o n  or f loo r  ( e .g . ,  t he  c u r r e n t  3 percent  A G I  

l i m i t a t i o n )  t h a t  a p p l i e s  t o  those expenditures. ,  

Whether the  t rea tment  of employer payments a s  t a x a b l e  

income can be j u s t i f i e d  depends i n  p a r t  upon t h e  p r i n c i p l e  of 

e q u i t y  under which t h e  income tax  base is def ined .  Under 
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cur ren t  law, the implied p r i n c i p l e  underlying the  employee 

exclusion of employer payments is  t h a t  the  base f o r  

ind iv idua l  income t axa t ion  should be exc lus ive  of a l l  medical 

expenses. Under t h i s  p r i n c i p l e ,  equal income s t a t u s  is  

defined as  equal a b i l i t y  t o  purchase non-medical goods; i f  

a l l  medical expenses a r e  viewed a s  both unwanted and 

unavoidable, then the  well-being of a person can be 

approximated by h i s  income a f t e r  payment of .  a l l  medical 

expenses. T h u s  employer payments of  medical insurance and 

care  a re  excluded from income sub jec t  t o  t ax .  

Inc lus ion  of employer payments, on t he  o ther  hand, would 

r e s u l t  i n  a c o n s i s t e n t  r u l e  being appl ied t o  a l l  medical 

payments, no matter whethe'r they were paid by t h e  employer or 

by the  taxpayer.  I f  a f l oo r  for  i t emiza t ions  were 

maintained, the implied p r i n c i p l e  of t he  cu r ren t  exc lus ion  of 

employer payments would be abandoned i n  favor of a p r i n c i p l e  

of d e d u c t i b i l i t y  t h a t  only "ex t raord inary"  deduct ions should 

be allowed. 

I n  add i t ion  t o  cons ide ra t ions  of  tax ' e q u i t y  ,and revenue 

loss, other  arguments t o  l i m i t  the  exc lus ion  a r e  based upon 

the  o b j e c t i v e  of ' improving the  e f f i c i e n c y  and competi t iveness  

of t h e  medical c a r e  market. More economical l e s s  was tefu l  

-- coverage migh t  be gained by r equ i r ing  employer paid h e a l t h  

p lans  t o  meet c e r t a i n  s tandards  t o  q u a l i f y  fo r  t h e  exc lus ion .  
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And the s tandards m i g h t  be designed t o  g ive  employees more 

choice and, hence, more of an economic incent ive  t o  choose 

l e s s  c o s t l y  plans (Enthoven, 1 9 7 9 ) .  

Including employer payments i n  income would r e q u i r e  some 

a r b i t r a r y  admin i s t r a t ive  r u l e s .  Because employees vary i n  

occupation and age, t h e r e  a r e  market d i f f e r e n t i a l s  i n  t h e  

p r i c e s  t h a t  they face for p r i v a t e  insurance.. To charge them 

equal ly  for  employer-provided insurance may not always 

r e f l e c t  the  r e l a t i v e  market value of the  insurance t h a t  they 

r ece ive ,  although s imi l a r  va lua t ion  problems apply a s  wel l  t o  

other  taxable  f r i n g e  b e n e f i t s .  A l t e r n a t i v e l y ,  t o  c a l c u l a t e  

t he  value of the insurance for  each employee s e p a r a t e l y  would 

impose add i t iona l  admin i s t r a t ive  burdens upon employers. The 

f i n a l  a l t e r n a t i v e  of d i sa l lowing  the  exc lus ion  t o  t h e  

employer, i . e . ,  making the  payments taxable  t o  the  employer, 

would a l s o  bring about a unfavorable r e s u l t ,  f o r  t h e  

employer 's  expense is c l e a r l y  a c o s t  of doing bus iness ,  and 

the  employer's marginal tax  r a t e  is not a good proxy f o r  t h e  

employee's marginal tax r a t e .  

Changing Deduction F loors .  Tax expendi tures  could be 

decreased or increased by changing t h e  f l o o r  fo r  i temized 

deduct ions.  An increased f l o o r  seems t o  be i n  l i n e  w i t h  a 

measure of a b i l i t y  t o  pay which al lows adjustments  t o  income 
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only for ex t raord inary  or above average medical expenses. As 

noted i n  Sect ion TI, the  proport ion o f  i nd iv idua l s '  incomes 

spent on medical expenditures has increased i n  recent  years .  

Taken a s  a percent  o f  t o t a l  adjusted g ross  income, both t o t a l  

and p r i v a t e  expendi tures  for  medical ca re  have r i s e n ,  and 

t h i s  is  the  primary r a t i o n a l e  usua l ly  given f o r  increas ing  

t h e  f l o o r .  Increasing the  f loo r  for medical deduct ions from 

th ree  t o  ten percent  and fo ld ing  i n  the  s e p a r a t e  allowance 

fo r  one-half of insurance premiums, -18/ a s  proposed i n  1 9 7 8 ,  

would have decreased the  number o f  taxpayers  i temizing 

medical expenses by over 8 0  pe rcen t .  

\ 

On the  o ther  hand, a s  a l ready  noted, t he  inherent  l o g i c  

o f  the  cu r ren t  employee ex'clusion o f  employer payments 

implies  t h a t  a deduction should be allowed t o  a l l  taxpayers  

f o r  a l l  medical expenses. To c a r r y  t h a t  l o g i c  t o  i t s  extreme 

would r equ i r e  both e l imina t ion  of the  f l o o r  and an allowance 

for  medical deduct ions t o  taxpayers who do not i temize.  

Following the  same l o g i c  t o  a l e s s e r  e x t e n t ,  a case  can be 

made for  not increas ing  the  f l o o r  i f  t he  employee exc lus ion  

is not changed. The higher the  f l 'oor ,  t h d  g r e a t e r  is t h e  

r e l a t i v e  tax on those who buy t h e i r  own insurance or 

s e l f - i n s u r e  and do n o t  rece ive  insurance through an employer. 

-'-Casualty l o s s e s  were a l s o  folded i n t o  the  medical 
deduction under t h i s  proposal .  
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The  q u e s t i o n  o f  s e l f - i n s u r a n c e  d e s e r v e s  men t ion  i n  t h i s  

c o n t e x t .  The a l l o w a n c e  o f  a s e p a r a t e  d e d u c t i o n  f o r  h a l f  o f  

i n s u r a n c e  e x p e n s e s  ( u p  t o  $ 1 5 0 )  was e n a c t e d  i n  1 9 6 5  p a r t l y  

because  o f  o b j e c t i o n s  from t h e  i n s u r a n c e  i n d u s t r y  t h a t  t h e  

d e d u c t i b l e  amount o r  f l o o r  gave  i n d i v i d u a l s  an  i n c e n t i v e  t o  

. 
I .  

s e l f - i n s u r e .  &ince m e d i c a l  e x p e n d i t u r e s  v a r i e d ,  it was 

a r g u e d ,  a p e r s o n  would be more l i k e l y  t o  h a v e  e x p e n s e s  above  

t h e  f l o o r  i n  some y e a r s  i f  he  d i d  n o t  e v e n  .ou t  t h e  

e x p e n d i t u r e s  o v e r  t h e  y e a r s  t h r o u g h  i n s u r a n c e .  -1 9 /  T h e  

a d o p t i o n  o f  a h i g h e r  f l o o r  would a l s o  r e d u c e  t h e  t a x  b e n e f i t  

o f  t h o s e  who s e l f - i n s u r e  s i n c e ,  a t  l e a s t  i n  c e r t a i n  

e x p e n d i t u r e  r a n g e s ,  no t ax  s u b s i d y  would be  a v a i l a b l e .  

A d d i t i o n a l l y ,  i f  i n d i v i d u a l s  a r e  r i sk  a v e r s e  and r i s k  

a v e r s i o n  increases  w i t h  t h e  s i ze  o f  t h e  r i s k ,  t h e n  i t  is  l e s s  

l i k e l y  t h a t  i n d i v i d u a l s  w i l l  s e l f - i n s u r e  f o r  e x t r a o r d i n a r y  

e x p e n s e s  t h a n  f o r  o r d i n a r y  e x p e n s e s .  Thus ,  w i t h  a h i g h e r  

f l o o r ,  n o t  o n l y  would fewer  n o n - i n s u r e d  expenses be 

s u b s i d i z e d ,  b u t  t h e r e  may be f ewer  i n d i v i d u a l s  who would be  

w i l l i n g  t o  s e l f - i n s u r e  f o r  t h e  e x p e n s e s  t h a t  r ema ined  

e l i g i b l e  f o r  t h e  s u b s i d y .  

-19/ The merit  o f  t h i s  a rgument  is d e b a t a b l e .  A t  l e a s t  f o r  
v e r y  h i g h  m e d i c a l  e x p e n s e s ,  o n l y  t h e  v e r y  w e a l t h y  can 
r e a l i s t i c a l l y  s e l f - i n s u r e .  S i n c e  most  f a m i l i e s  h a v e  a s t r o n g  
i n c e n t i v e  t o  p u r c h a s e  i n s u r a n c e  f o r  c a t a s t r o p h i c  e v e n t s ,  and 
most  t a x p a y e r s  do n o t  i temize,  r e p e a l  o f  t h e  separa te  
d e d u c t i o n  may h a v e  l i t t l e  impac t  on  i n s u r a n c e  c o v e r a g e .  
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Converting the  Personal Deduction t o  a Personal  C r e d i t .  

A c r e d i t  could be of fe red  aga ins t  medical expenses, and t h e  

cu r ren t  deduction could be el iminated (or  allowed only fo r  

expenses i n  excess of the c r e d i t ) .  Depending on t h e  e x t e n t  

t o  which t he  c r e d i t  covers c o s t s ,  such a proposal could be 

designed a s  p a r t  of a program of na t iona l  hea l th  insurance,
b 

or  it could be much more l imi ted  i n  scope. I n  some n a t i o n a l  

hea l th  insurance schemes, t h e  c r e d i t  s e rves  a s  a device t o  

provide ca t a s t roph ic  coverage, while other  coverage is  

provided through other  means. 

Converting the  deduction t o  a c r e d i t  implies a change i n  

the  purpose t o  which the tax expendi ture  i s  d i r e c t e d .  A 

deduction i s  allowed p r imar i ly  t o  de f ine  t h e  tax base,  i . e . ,  

t o  c l a s s i f y  ind iv idua l s  w i t h  equal a b i l i t y  t o  pay taxes .  

T h u s ,  a taxpayer w i t h  $ 2 5 , 0 0 0  of income and $ 5 , 0 0 0  of 

deduc t ib l e  medical expenses is t r e a t e d  a s  having equal  

a b i l i t y  t o  pay as  a taxpayer w i t h  $ 2 0 , 0 0 0  o f  income and no 

deduc t ib l e  medical expenses, a l l  o ther  t h i n g s  being equal .  

A t  t h e  same t ime,  s ince  the  value of a deduction inc reases  

w i t h  income, i t  provides a g r e a t e r  p r i c e  ‘subsidy t o  those a t  

h i g h e r  income l e v e l s .  A c r e d i t ,  on the  other  hand, may be 

viewed a s  a payment from t h e  government t o  subs id i ze  t h e  c o s t  

of some item i n  t h i s  c a s e ,  medical ca re  r a t h e r  than t o  

a d j u s t  t h e  measure of income s u b j e c t  t o  t ax .  A c r e d i t  

u sua l ly  provides  an equal l e v e l  of p r i c e  s u b s i d y  for  a l l  
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subsidized expendi tures  a t  var ious  income l e v e l s  and marginal 

tax r a t e s .  -20 /  Because the  purpose of t he  c r e d i t  is  usua l ly  

unrelated t o  the goal of def in ing  the  tax base,  it is o f t e n  

designed t o  be a v a i l a b l e  t o  taxpayers  who do n o t  i temize and 

tQnontaxable persons,  21/  a s  wel l .-

The c o s t  ( i . e . ,  revenue loss) of a c r e d i t  would depend 

upon the type of proposal t h a t  is made. As.sume t h a t  a 

personal  c r e d i t  is  adopted i n  l i e u  of t he  personal  deduct ion,  

t h a t  t he re  is no increase i n  p r i c e  of  or  demand for  hea l th  

c a r e ,  and t h a t  a c r e d i t  is a v a i l a b l e  fo r  a l l  p r i v a t e  medical 

expenses. Each one percent of c r e d i t  would then c o s t  about 

$1 b i l l i o n  i n  1978, w i t h  an o f f s e t  of around $ 1 5 0  mi l l i on  due 

t o  the  e l imina t ion  of the  ' cu r ren t  tax expendi ture  for  

personal  deduct ions and a reduct ion i n  t he  use of 

employer-provided insurance.  

To l e s sen  the  c o s t  of  a c r e d i t ,  both a deduc t ib l e  amount 

and a copayment r a t e  could be appl ied t o  the  c r e d i t .  These 

-20/ Thus we have such terms a s  "refundable  tax c r e d i t s , "  
even though t h e r e  is no tax  aga ins t  which ' the  c r e d i t s  a r e  
taken. I n  e f f e c t  a refundable tax c r e d i t  is an expendi ture
administered along w i t h  the  income t ax .  

-21/  Sunley ( 1 9 7 7 )  argues t h a t ,  if one could sepa ra t e  involun­
t a r y  and voluntary  medical expenses,  then one m i g h t  want t o  
a l low a deduction for  involuntary expenses s ince  they reduce 
a b i l i t y  t o  pay, b u t  t o  c r e d i t  ( s u b s i d i z e )  t he  voluntary  
expenses.  
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changes would not only lead t o  a decrease i n  t h e  c o s t  of t h e  

c r e d i t ,  but they a l s o  would limit t h e  increase  i n  demand 

caused by the  government subs id i za t ion  o f  hea l th  c a r e .  

To t a r g e t  a c r e d i t  moat t o  those i n  need, a deduc t ib l e  

amount should be based on income. 22/  T h u s ,  as w i t h  t he-
c u r r e n t  medical deduction, only expenses i n  excess  of a g i v e n  

percentage of income would be e l i g i b l e  for  . t he  c r e d i t .  The 

a l t e r n a t i v e  t o  a v a r i a b l e  deduc t ib l e  amount is a f l a t  

deduc t ib l e  amount. A f l a t  deduc t ib l e ,  however, is not well 

t a rge ted  t o  those most i n  need of a s s i s t a n c e ,  nor does it 

take  i n t o  account t h a t  demand may increase  somewhat w i t h  

income. Moreover, parameters i n  t he  Tax Code a r e  not  indexed 

f o r  increases  i n  income, whether r e a l  or i n f l a t i o n a r y .  Over 

t ime, a c r e d i t  w i t h  a f ixed d o l l a r  deduc t ib l e  could lead t o  a 

l a r g e r  and l a rge r  proport ion of t o t a l  medical expenses being 

paid ou t  of publ ic  f u n d s .  Assuming more than pure 

i n f l a t i o n a r y  growth i n  the  t o t a l  amount o f  medical 

expendi tures ,  an increase  i n  pub l i c  share  would occur even 

w i t h  a f l a t  d o l l a r  deduct ib le  indexed fo r  i n f l a t i o n .  

-	 r e s u l t  o f  varying t h e  deduc t ib l e  w i t h  income is 
t h a t ,  fo r  c e r t a i n  persons t h e r e  is an i m p l i c i t  t ax  r a t e  on 
increased earn ings  due t o  the  inc rease  i n  t he  amount of 
expenses not e l i g i b l e  fo r  t h e  c r e d i t .  For i n s t ance ,  i f  t h e  
c r e d i t  were t o  equal 100  pe rcen t  of a l l  expenses i n  excess  of 
1 0  percent  of ad jus ted  g r o s s  income, thhen, fo r  a person w i t h  
$1 ,500  i n  medical expenses and $ 1 0 , 0 0 0  i n  ad jus ted  g r o s s
income, an e x t r a  d o l l a r  of ea rn ings  reduces the  c r e d i t  by t e n  
c e n t s  (from $500 t o  $ 4 9 9 . 9 0 ) .  
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National Health Insurance.  T h i s  paper is concerned w i t h  

tax expendi tures  r a the r  than na t iona l  hea l th  insurance ( N H I )  . 
. However, adoption of a N H I  p lan would have s u b s t a n t i a l  

e f f e c t s  on e x i s t i n g  tax expendi tures  for hea l th  ca re  even 

without a change i n  t he  laws 'a l lowing the  exclusion and t h e  

deduction. The p r i n c i p a l  change comes about because of t h e  

s u b s t i t u t i o n  of  sources of payment f o r  medical ca re .  I f  

employer payments i nc rease ,  so do tax expendi tures  due t o  t h e  

exc lus ion .  I f  government payments s u b s t i t u t e  �or employer 

payments, tax expendi tures  due t o  the  exclusion go down. On 

the  other  hand, increases  i n  employer or  government payments 

for  medical ca re  bo th  may lead t o  decreases  i n  d i r e c t  

payments by persons and, t h e r e f o r e ,  t o  decreases  i n  t h e  use 

of the  itemized deduction for  medical expense. Because t h e  

s i z e  of t he  tax expendi ture  for  t h e  employee exclusion is 

much l a r g e r  than the  tax expendi ture  due t o  the  personal  

deduct ion ,  the  change i n  t o t a l  tax expendi tures  for  most N H I  

proposals  is p r imar i ly  determined by t h e  change i n  

expendi tures  of  employers. 

Table 5 shows the  change i n  tax expendi tures  and o ther  

changes i n  income tax c o l l e c t i o n s  due t o  adoption o f  s e l e c t e d  

pro to type  plans for  n a t i o n a l  h e a l t h  insurance.  Since the  

amount of d i r e c t  p a t i e n t  payments d e c l i n e  i n  a l l  c a s e s ,  t h e r e  
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is a decrease i n  t h e  use of t he  personal  itemized deduction 

f o r  medical expenses. Public p lans  which r equ i r e  increased 

employer payments r a i s e  t h e  tax expenditure c o s t  o f  the  

exc lus ion ,  while plans which p r imar i ly  increase  government 

payments decrease the  amount of t h a t  exclusion.  

Any NHI plan m i g h t  be accompanied by any of t he  t h r e e  

prev ious ly  mentioned opt ions :  e l imina t ion  .of the  exc lus ion ,  

disallowance of the  deduct ion,  or a c r e d i t  i n  l i e u  of a 

deduction. To the  ex ten t  t h a t  NHI rep laces  excludable 

employer payments, e l imina t ion  o f  t he  employee exc lus ion  o f  

employer payments may not r e s u l t  i n  a l a r g e  increase  i n  

taxable  income. A proposal for  e l imina t ing  the  exc lus ion  

m i g h t  p roper ly  be based on' t he  argument t h a t  a l l  

ex t raord inary  c o s t s  a l ready  would be covered by NHI and t h a t  

tax-exempt NHI coverage would be approximately equal fo r  a l l  

c i t i z e n s .  However, it would be incons i s t en t  i f  t axab le  

income would include payments for  medical insurance and 

s e r v i c e s  from employers but  not from the  government. 

Furthermore, t he  problem of a t t r i b u t i n g  the  market value of  

employer-paid insurance premiums t o  each employee would 

remain. 

Disallowing t h e  itemized personal  deduction migh t  a l s o  

be j u s t i f i e d  i f  na t iona l  h e a l t h  insurance covered a l l  
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e x t r a o r d i n a r y  c o s t s .  S t i l l ,  t h e  more c o v e r a g e  p r o v i d e d  by 

N H I ,  t h e  less  t h e  p o s s i b i l i t y  t h a t  o u t - o f - p o c k e t  h e a l t h  

e x p e n d i t u r e s  would exceed  th ree  p e r c e n t  o f  a d j u s t e d  g r o s s  

income. T h u s ,  w h i l e  e l i m i n a t i n g  t h e  d e d u c t i o n  m i g h t  be  

j u s t i f i e d ,  t h e  r e v e n u e  e f f e c t  is o f  l e s s  s i g n i f i c a n c e  b e c a u s e  

fewer  t a x p a y e r s  would e x c e e d ’  t h e  f l o o r .  

F i n a l l y ,  a t a x  c r e d i t  might  v e r y  well .be t h e  form i n  

w h i c h  i n s u r a n c e  fo r  c a t a s t r o p h i c  e v e n t s  is o f f e r e d  under  N H I .  

Depending upon t h e  s i z e  o f  t h e  c r e d i t ,  t h e  p e r s o n a l  d e d u c t i o n  

migh t  o r  migh t  n o t  be e l i m i n a t e d .  I f  n o t  e l i m i n a t e d ,  i t  

would o n l y  be a l l o w e d  f o r  e x p e n s e s  i n  e x c e s s  of t h o s e  n o t  

c o v e r e d  by t h e  c r e d i t .  I f  t h e  c r e d i t  is l a r g e  enough ,  

however ,  t h e r e  may be no Cases i n  which e x p e n s e s  would exceed  

a f l o o r ,  a n d ,  t h u s ,  no need f o r  t h e  d e d u c t i o n .  
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VII. CONCLUSION 


Tax expendi tures  fo r  medical ca re  form a l a r g e  and 

growing p a r t  of the  Federal  budget. Employer payments f o r  

medical care  have always been exempted from income t a x a t i o n ,  
-. 

and an increas ing  proport ion o f  t o t a l  p r i v a t e  medical 

payments a r e  exempted from t ax  because of t h e  increase  i n  

coverage provided by employers. The personal  deduct ion was 

f i r s t  allowed i n  1 9 4 2  and has been expanded s ince  then t o  

cover expenses which might be considered q u i t e  o rd ina ry  

today. 

For 1 9 7 9  Federal  income tax expendi tures  for  medical 

ca re  w i l l  exceed $11 b i l l i o n  and w i l l  comprise about 5 

percent  of t o t a l  expendi tures  fo r  medical c a r e  and about 9 

percent  of  p r i v a t e  expendi tures .  S t a t e  income t ax  and s o c i a l  

s e c u r i t y  t a x  c o l l e c t i o n s  a r e  a l s o  reduced by another $ 6  

b i l l i o n .  Whi le  not a s  l a r g e  a s  d i r e c t  expendi ture  programs 

s u c h  a s  Medicare and Medicaid, t hese  tax expendi tures  do have 

an impact upon the  demand and p r i c e  of medical c a r e .  A t  t h e  

margin, these  expendi tures  o f t e n  reduce p r i c e  by 29 t o  35 

percent .  

P r a c t i c a l l y  a l l  p o l i c i e s  connected with medical c a r e  

a f f e c t  t he  amount of tax  expendi tures  f o r  medical c a r e .  
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Direc t  expendi tures  may change tax expendi tures  even i f  t h e  

laws a f f e c t i n g  t h e  exclusion and deduction a r e  unchanged. 

The design and choice of tax expendi ture  po l i cy  is dependent 

upon t h e  ex ten t  t o  which medical exc lus ions  and deduct ions 

a r e  t o  be made equa l ly  a v a i l a b l e  t o  a l l  persons,  t h e  amount 
-. 

of ord inary  expendi tures  which a r e  t o  be disal lowed a 

deduct ion,  and the  ex ten t  t o  which o ther  publ ic  expendi tures  

a re  used t o  o f f s e t  c o s t s  o f  hea l th  ca re .  



-- 
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