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Abstract - The continued rise in the number of non-elderly Ameri-
cans without health insurance has led to considerable interest in
tax-based policies to raise the level of insurance coverage. This pa-
per describes a detailed microsimulation model that has been devel-
oped to evaluate such tax-based policies, and its findings for the
impact of policies on government costs and insurance coverage. I
find that while tax subsidies could significantly increase insurance
coverage, even very generous tax policies could not cover more than
a sizable minority of the uninsured population. But there are sev-
eral design features that can clearly make tax policy more effective:
using tax credits rather than deductions; making credits refund-
able; and addressing the timing mismatch between when insur-
ance purchases are made and tax refunds are received. I also docu-
ment a clear tradeoff between the scope of tax subsidies and their
efficiency.

INTRODUCTION

The dramatic rise arid high rates of uninsured people in
the U.S., despite an economic boom that has had only

one interruption in 15 years, is striking. In 1987,14.8 percent
of non-elderly Americans were without health insurance. Over
the next decade, the percentage of the non-elderly population
without insurance coverage grew by nearly 25 percent to 18.3
percent, so that in 1997 there were over 43 million uninsured
Americans (Employee Benefit Research Institute, 1999). Par-
ticularly troubling is the significant increase in the number of
uninsured children in the U.S.; despite dramatic increases in
the expansion of public health insurance through the Medic-
aid program since the mid-1980s, the share of children with-
out health insurance has grown by over 10 percent since 1987.

These trends have motivated considerable policy discus-
sion at both the Federal and state levels. At the Federal level,
they were one motivation for the ultimately unsuccessful at-
tempt of the Clinton Administration to promote comprehen-
sive reform of our health care system. The failure of this at-
tempt has returned the policy focus to incremental reforms.
Following the passage of the Child Health Insurance Program
in 1997, most Congressional discussions have centered on the
idea of using the tax system to subsidize the purchase of in-
surance by individuals. Tax-based approaches to expanding
insurance coverage have a certain intuitive appeal. They
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would provide tax equity by providing fi-
nancial benefits to those purchasing cov-
erage individually; these benefits are now
enjoyed only by the self-ennployed or
those with employer-sponsored coverage.
They would also rely on the private in-
surance system rather than a government
sponsored program that might carry
stigma for some people. And finally, they
can be seen as providing a tax cut rather
than creating a more politically controver-
sial new spending program.

Yet while the tax equity argument is
compelling—especially given the esti-
mated $100 billion that is now spent each
year providing federal tax subsidies for the
purchase of employer-sponsored health
insurance'—the ability of tax subsidies to
meaningfully reduce the number of people
uninsured remains uncertain and un-
proven. Moreover, the spectrum of tax-
based approaches that have been pro-
posed either formally or informally is quite
large, ranging from deductibility of insur-
ance costs for individuals to refundable tax
credits that might cover most or all of the
cost of typical health insurance policy.

In this paper, I assess the potential impli-
cations of a range of tax-based approaches
using a new micro-simulation model de-
veloped specifically for this purpose. I ex-
amine how different characteristics of these
proposals are likely to affect such outcomes
as: the overall cost to the federal govern-
ment, the number of the uninsured who
would gain coverage, which income groups
would benefit from the subsidies, and how
those who now have employer-sponsored
coverage would be affected.

TAX POLICY TOWARDS HEALTH
INSURANCE—PROPOSED
APPROACHES

The past few years have seen a variety
of proposed reforms to the tax treatment

of health insurance expenditures. There
are a large number of potential ap-
proaches to expanding tax subsidies to
health insurance. Any detailed proposals
must, at least, address the following list
of questions.

Deduction or Credit?

Currently, the employer exclusion is a
deduction, through which individuals'
taxable income is effectively reduced by
the amount of their health insurance ex-
penditure. The actual reduction in taxes
(i.e., the subsidy) depends on the
individual's tax rate. The alternative is a
credit, through which an individual's
taxes are directly reduced by a fixed dol-
lar amount, regardless of the individual's
tax rate. One key difference between these
approaches is that a credit provides the
same amount of subsidy to all income-
eligible taxpayers, while a deduction pro-
vides a subsidy that rises with the tax rate
(so that it is higher for higher Income tax-
payers). Another difference is that the
credit can provide a 100 percent subsidy
to the cost of insurance for some individu-
als, while a deduction only provides a
subsidy rate equal to the individual's tax
rate (e.g., someone in the 15 percent tax
bracket would receive a subsidy equal to
15 percent of the insurance premium).
This is an important difference for health
insurance subsidies because, of those un-
insured who have positive tax liabilities,
90 percent are in the 15 percent tax
bracket.^

Refundability?

A key limitation of tax policy in increas-
ing insurance coverage is that 45 percent
of the uninsured do not pay any taxes
against which any subsidy can be ap-
plied.' If a tax credit was made refund-

' Sheils and Hogan (1999).
' Author's tabulations from the March 1997 CPS.
3 Author's tabulations from the March 1997 CPS.
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able, as with our current Earned Income
Tax Credit (EITC), it would reach even
those potential participants with no tax
liability. This would mean that the indi-
vidual would receive a refund from the
IRS equal to the amoimt of the credit.

Cap on the Subsidy?

The current employer exclusion is un-
limited, applying to all expenditures by
an employer on health insurance. An al-
ternative, for either a deduction or a credit,
would be to cap the amount of insurance
expenditure that is eligible for tax subsi-
dization. This can be done by only quali-
fying a certain percentage of spending for
the subsidy (as is currently done for the
self-employed), or by capping the amount
of spending that is eligible at some dollar
level, or some combination of the two.
This would lower the costs of the tax
policy, but would also lower its value to
potential participants and as a result limit
use of the subsidy.

Income Limitations?

Insurance status is fairly well correlated
with income; 85 percent of the uninsured
have incomes below the median house-
hold income level for their family struc-
ture."* As a result, the ability of tax policy
to target a given amount of public dollars
to the uninsured is enhanced if the avail-
ability of tax subsidies is income limited
to some extent.

Which Populations?

As noted earlier, there are three poten-
tial groups that can benefit from new tax
subsidies: those who are not employed in
an incorporated firm; those who work for
a firm that does not offer health insurance;
and those who work in a firm that does
offer health insurance, but for whom the

employee portion of health insurance con-
tributions are made on an after-tax basis
(e.g., no Section 125 plan is available). Tax
subsidies can, in theory, be offered to only
the first population, by restricting the new
subsidy only to those not offered insur-
ance; to the first and second, by qualify-
ing only non-group (or non-employer
provided) health insurance expenditures
for subsidies; and to all three, by qualify-
ing any out of pocket (non-employer)
spending on health insurance for a sub-
sidy.

Other Policies?

Another important question is whether
tax policies targeted towards non-group
coverage should be accompanied by in-
surance market reforms that would make
coverage more accessible for individuals
buying coverage on their own. These
could include requiring insurers to offer
insurance to anyone regardless of health
status or to restrict variations in premiums
based on an individual's health.

OVERVIEW OF THE SIMULATION
MODEL CREATED FOR THE ANALYSIS

In this section, I provide a very brief
overview of the simulation model em-
ployed for this analysis. A more detailed
description is provided in Gruber (2000).

This model uses as its base micro-data
on a nationally representative sample of
individuals from the Current Population
Surveys (CPS) for February and March,
1997. The former has information on
employer insurance offering, while the lat-
ter has information on insurance cover-
age from all sources, income, firm char-
acteristics, self-assessed health status and
demographics. As well, in recent years,
the March CPS has also provided a de-
tailed calculation of taxable income and
tax rates for each family in the sample. We

Author's tahulations from the March 1997 CPS.
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supplement the CPS with data from
KPMG-Peat Marwick, which provide in-
formation by region and firm size on em-
ployer premiums, employee premium
shares, and whether employee premiums
are made on a pre-tax basis, data from the
Community Tracking Survey, and quotes
from non-group insurers on the costs of
non-group insurance policies.

We then use the data to simulate the
impact of alternative tax policies on insur-
ance coverage. This involves assessing
how the policies affect individuals and
employers in different circumstances—
based on such factors as their insurance
status, income, and tax rate—and how
those individuals and employers respond.
Eor each policy, the simulation model can
estimate effects such as: the overall cost
to the federal government, how many and
what types of people become insured, and
how many employers currently offering
coverage drop it. In doing this type of
analysis, a number of assumptions must
be made about how individuals and em-
ployers will respond to tax subsidies, in-
cluding:

• The extent to which the currently
uninsured will purchase the newly
subsidized insurance coverage

• The extent to which those with non-
group coverage will take up subsi-
dies to their insurance spending

• The extent to which those with
group coverage will switch to non-
group coverage if it is subsidized

• The extent to which firms will react
to the availability of subsidized non-
group coverage by dropping their
offering of insurance to their em-
ployees, or by cutting back on em-
ployer premium contributions to in-
surance

• The extent to which firms will react
to the availability of subsidized
employee premium contributions by
reducing their premium contribu-
tions.

• The extent to which those employ-
ees dropped from group coverage
will then take up subsidized non-
group coverage

• The extent to which insured employ-
ees facing higher premium contribu-
tions will drop group coverage, and
to which uninsured employees fac-
ing lower premium contributions
through tax subsidization will take
up group coverage.

• The extent to which those on Med-
icaid will switch back to non-group
coverage if it is made available on a
subsidized basis

These assumptions—^which are detailed
in the technical appendix to Gruber
(2000)—are based on other published
studies, where available, as well as con-
sultations with economic, actuarial, and
policy experts.

We consider below a variety of tax
policy options. It is very useful, however,
to start with a common "base case," from
which the implications of changing policy
parameters can be considered. Our base
case for the analysis below is a tax credit
for health insurance spending that is
capped at $1,000 per year for single filers
and $2,000 per year for joint/head of
household filers. As we detail in the Ap-
pendix, this amounts to roughly 43 per-
cent of the costs of a typical non-group
policy for an uninsured individual, and
about 31 percent of the costs of a family
policy for the typical uninsured family.
The credit is refundable, and the full
amount of the credit is available only to
joint filers with taxable incomes of $75,000
or less, phasing out to zero credit at tax-
able incomes of $100,000; the limits are
$45,000 and $60,000, respectively, for single
filers. It is available only for non-employer
provided insurance, so that it cannot be
used towards the purchase of employer
health insurance premiums; but it is avail-
able to all persons, even those offered
employer-provided health insurance.
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TAX POLICY: INSURANCE COVERAGE
AND COST IMPLICATIONS

Base Policy

The impacts of this base case policy on
insurance coverage and costs is presented
in Tables 1A and IB. The first table shows
the total cost of the policy; the take-up of
the subsidy by various groups, catego-
rized by their pre-subsidy Insurance sta-
tus; and the net change in the size of these
groups from before to after the subsidy.
We present all population estimates both
in absolute millions of persons and as a
percentage of the size of the group before
the policy impact; all group sizes include
only the non-elderly. We explore in par-
ticular, for the employer-insured, the av-
enues that lead to the net change in this
group. The second table shows a distri-
butional analysis of the impacts of the
policy. We consider the division of the
population into those below the federal
poverty line ($17,274 for a family of four),
those between 100 percent of the federal
poverty line and 200 percent of that
amount, those between 200 and 300 per-
cent, those between 300 and 400 percent,
and those over 400 percent of the federal

poverty line; this last cutoff is about 33
percent more than the median family in-
come of $50,000 for families of this size.
For each group, we show: the net cost and
the percent of costs attributable to the
group; subsidy take-up in absolute and
percentage (relative to group size before
the policy impact) terms; the change in the
uninsured in absolute and percentage
terms; and the cost per newly insured per-
son (total dollars spent on that group rela-
tive to the reduction in the uninsured).

Our key findings are;

• The total cost of this policy is $13.3
billion dollars per year (in 1999 dol-
lars).

• Almost 18.4 million persons take-up
the subsidy, which is 8.2 percent of
the total non-elderly population.

• Of those taking up, 4.7 million were
previously uninsured (11 percent of
the uninsured), 8.6 million were pre-
viously covered by non-group in-
surance (57 percent of those covered
by non-group insurance), 4.7 million
were previously covered by em-
ployer-provided insurance (3.2 per-
cent of those covered by employer-

TABLE 1
REFUNDABLE $1,000/$2,000 CREDIT FOR NON-GROUP INSURANCE, ALL ELIGIBLE

Total Cost in 1999 dollars

Total Take-up of Subsidy
Previously non-group
Previously uninsured
Previously employer-insured
Previously Medicaid

Total Change in Population Size
Non-group
Uninsured
Employer-Insured
Firm dropped to non-group

Firm dropped to uninsured
Switch to non-group
Uninsured due to decreased contributions

Medicaid

Cost per Newly Insured ($1999)

Number of
Persons
(Millions)

—

18.37
8.60
4.72
4.68
0.36

9.77
-4.03
-5.37
-1.05
-0.12
-3.64
-0.57
-0.36

—

Percent of
Insurance
Category

—

8.2
57.2
11.1
3.2
1.8

65.0
-9.5
-3.7
-0.7
-0.1
-2.5
-0.4
-1.8

—

Net Cost
($1999 Millions)

13,285

7,006
4,655
1,824
-200

—

—

$3,296
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provided insurance), and 0.4 million
were previously covered by Medic-
aid (1.8 percent of those covered by
Medicaid).

• On net, the number of uninsured
falls by slightly more than 4 million,
which is 9.5 percent of the uninsured
population.

• On net, the number of persons with
non-group insurance rises by 9.8
million, which amounts to a rise of
two-thirds in the size of this group.

• On net, the number of persons with
employer-provided insurance falls
by 5.4 million, which is 3.6 percent
of the size of this group. This change
is comprised of:

• 1.1 million persons whose firms
stop offering group insurance, so
that they move to the non-group
market;

• 0.1 million persons whose firms
stop offering and they become
uninsured;

• 3.6 million persons who switch
from group to non-group
insurance;

• and 0.6 million persons who
become uninsured because their
firms are raising the employee
share of insurance premiums
and they decide to drop coverage.

While this policy lowers the number of
uninsured, it also induces a substantial
shift from group to non-group coverage.
Moreover, almost one-half of those tak-
ing up the subsidy are persons who are
currently already purchasing non-group
insurance. As a result, the net cost of the
policy per newly insured person is almost
$3,300, which is substantial. By compari-
son, on average in our sample, employer-
provided insurance costs $1,860 per per-
son covered, and non-group insurance
costs $2,100. That is, due to imperfect tar-
geting, the government is paying 50 per-
cent more than the cost of the typical non-
group policy per person newly insured.

It is interesting to note that most of the
government cost of imperfect targeting of
this subsidy arises primarily through take-
up by the existing non-group insured, 57
percent of whom take advantage of this
new subsidy, not through dropping and
switching among the existing employer-
insured. This is because, while those on
employer insurance who drop or switch
cost the government money through their
take-up of the subsidy, they also save the
government revenues by dropping their
currently tax subsidized employer cover-
age. For example, for those workers whose
firms drop their health insurance cover-
age, we assume that their wages will rise
to reflect the fact that their employer is no
long paying for health insurance, and can
therefore afford higher wages. These
higher wages will then be taxed, raising
new revenues, and offsetting the cost of
their take-up of the new insurance sub-
sidy. For those who switch from group to
non-group insurance, we assume that the
cost savings to the employer is passed back
to workers on average in the form of
higher wages (although not specifically to
the switching employees), once again rais-
ing revenues. And revenues also rise since
employers react to this policy, to some ex-
tent, by lowering their pre-tax contribu-
tions for health insurance, and once again
raise wages to compensate for this.

Distributional Analysis

Given the strong correlation between
insurance status and income, it is impor-
tant to consider not just the aggregate
impacts of this subsidy, but its distribu-
tional implications as well. This is done
in Table 2, using the income groupings
relative to the poverty line described
above. There are several findings of note
from this distributional analysis:

• The lowest income group, which
contains 45 percent of the uninsured,
receives about 26 percent of the net
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Group

<100%
of FPL

100-200%
of FPL

200-300%
of FPL

300-400%
of FPL

>400%
of FPL

Net Cost
($1999

Millions)

$3,489

K012

$2,478

$1,466

$1,840

TABLE 2
DISTRIBUTIONAL ANALYSIS

Percent
of

Costs

26.2

30.2

18.7

11.0

13.9

Subsidy
Take-up
(Millions)

4.39

5.31

3.50

2.20

2.97

Percent
of

Group

8.6

11.6

9.2

7.7

4.8

Change in
Uninsured
(Millions)

-1.27

-1.64

-0.71

-0.24

-0.17

Percent
of

Unins.

-6.6

-13.1

-13.1

-11.3

-5.3

Cost per
Newly Insured

($1999)

$2,739

$2,447

$3,506

$6,040

$10,956

spending on this policy. Only about
1.3 million of the uninsured in this
group gain coverage (6.6 percent of
the uninsured below the poverty
line); this is about one-third of the
total number of uninsured who gain
coverage across all income groups.
Overall, this policy is more efficient
for this subgroup than for the full
population, with a cost of $2,740 per
newly insured. This is primarily be-
cause there are few non-group in-
sured taking up the policy in this in-
come range, relative to the number
of uninsured taking it up.
Those between 100 and 200 percent of
poverty, a group that contains another
30 percent of the uninsured, receive
about 30 percent of the net spending
from this policy, and there is a decline
in the uninsured of about 1.6 million.
Spending is even more efficient in this
group than for the lowest income
group, with a cost of $2,500 per per-
son newly insured, since there is an
even higher ratio of uninsured to non-
group insured in this income range.

• Those between 200 and 300
percent of poverty receive almost
20 percent of the net spending
from the policy, but there is a
decline in the uninsured of only

0.7 miUion. As a result, spending
is less efficient for this group,
with a cost per newly insured of
over $3,500.

• Those above 300 percent of
poverty receive 24 percent of the
net spending of this policy, but
there is only a very small change
in the number of uninsured, in
large part because there are so
few uninsured in this income
group. As a result, spending is
much less efficient at these higher
income levels. For those between
300 and 400 percent of poverty,
there is a cost of over $6,000 per
newly insured. For those above
400 percent, there is a cost of
almost $11,000 per newly insured.

Thus, a majority of spending under this
policy (56 percent) is targeted to those
below 200 percent of the poverty Une, and
three-quarters is targeted to those below
300 percent of the poverty line. But the
spending that is done on those above 300
percent of the poverty line is very ineffi-
cient, with a total of $3.3 biUion spent on
this group for a reduction in the number
of uninsured of only 400,000. Overall,
while this policy has a high cost per per-
son newly covered, it is providing a large
tax break that is mostly targeted to those
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below 300 percent of the poverty line;
these distributional gains should be
weighed against any inefficiencies of this
policy relative to alternatives.

Alternative Policies

While the base policy mimics a num-
ber of proposed tax subsidies, there are at
the same time a host of alternative struc-
tures that have been proposed. While we
cannot do justice in this limited space to
the full variety of alternatives available to
policymakers, we consider several alter-
native approaches to provide a flavor of
how the effects of tax policy change as the
structure of the program is altered. We
present the key findings for each of these
alternatives in Table 3, including: the take-
up of the subsidy; the cost; the change in
the uninsured, non-group insured, and
employer-insured; the cost per newly in-
sured; and the percentage of benefits that

flow to those with incomes below 200 per-
cent of the poverty line.

Making the Credit Non-Refundable

One option that will lower costs sub-
stantially, and simplify administration, is
to make the subsidy non-refundable. On
the other hand, this will severely limit the
benefits of this subsidy for the uninsured,
more than 60 percent of whom have tax
liabilities less than $1,000 (meaning they
can only partially benefit from a non-re-
fundable credit).

The impacts of a non-refundable
$l,000/$2,000 credit are presented in the
second row of Table 3. This does indeed
lower the costs of the subsidy, which fall
to almost half the cost of the non-refund-
able credit ($7 billion). But the impact on
the size of the uninsured population falls
even more, with fewer than two million
uninsured gaining coverage (only 4.3 per-
cent of the uninsured). As a result, the cost

TABLE 3
ALTERNATIVE POLICIES

Total
Take-up

(M)

Total
Cost
($M)

Change in
Uninsured

(M)

Change in
Non-Group

Insured
(M)

Change in
Employer
Insured

(M)

Cost per
Newly
Insured
Person

%of
Benefits

for <200%
FPL

Base Policy

Non-Refundable
Credit

Deduction

Limit to
Non-Offered

$500/$l,000 Credit

$2,000/$4,000 Credit

50% of Costs
Subsidized

Phase-out from
$30,000 to $50,000

No liquidity
constraints

$2,000/$4,000 cap
and no liquidity
constraints

15.45 10,390

9.58

5.12

5,957

450

-4.00

-1,89

0.03

9.80

5.65

1.33

5.41

-3.70

-1.34

$2600

$3157

52.1

21.5

26.5

9.17 5,502 -2.09 6.40 -4.12 $2635 66.5

8.85 2,263 -1.68 4,06 -2.15 $1349 58.9

29.00 33,391 -7.67 22.25 -13,99 $4353 45.8

11.79 5,227 -2.72 6.37 -3.46 1,924 57.1

12.42 8,295 -3.66 7.76 -3.73 2,269 65.2

17.03 11,622 -5.41 11.38 -5.41 2,147 56,0

33.87 39,211 -12.04 27.13 -13.98 3,257 52.1
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per newly insured person is even higher
tban with the refundable credit ($3,800),
largely a function of the fact that such a
high share of the dollars are going to the
previously non-group or employer-
insured. Moreover, the distributional con-
sequences of this approach are much less
attractive. Only 23 percent of the spend-
ing through this policy goes to those be-
low the twice poverty line, and only 2 per-
cent goes to those below the poverty line.

There are a number of political and ad-
ministrative arguments against refund-
ability, most significantly the question of
whether net tax refunds to low income
families are hidden forms of "welfare"
payments. But the results here speak
clearly: refundability is critical for appro-
priate targeting of tax incentives to the low
income uninsured.

Using a Deduction

Another alternative that can limit costs
further is to use a deduction rather than a
credit, but this approach has problems
similar to non-refundability in reaching
the uninsured. Moreover, of the half of the
uninsured that do pay taxes, 90 percent
are in the 15 percent tax bracket, so tbat a
subsidy in the form of a deduction is
worth relatively little to them.

The results of an unlimited deduction
of non-group health insurance costs are
presented in the third row of Table 3; we
assume that this is an "above the line"
deduction that is available to all taxpay-
ers and not just those that itemize. The
costs of this policy are dramatically lower
than for the alternatives (only $870 mil-
lion per year). But the impact on insur-
ance coverage is also much more modest,
with only 250,000 uninsured gaining cov-
erage. This is because there is only mod-
est overall take-up of this subsidy by the
uninsured to begin with (600,000 persons),
and much of this is then offset by firm
dropping and reduced coverage due to
firm contribution reductions. Estimating
with precision the change in the number

of uninsured in the range around zero is
difficult, but it is clear that effects of de-
ductibility will likely be minimal on both
costs and coverage. At the same time, this
policy has much worse distributional
characteristics, with less than 30 percent
of the benefits flowing to those below 200
percent of the poverty line.

Note that the cost that does arise from
this policy is not due to take-up by the pre-
viously employer-insured; the government
actually makes money on this population,
with the government revenue from higher
wages due to firm dropping and contribu-
tion reductions outweighing the govern-
ment cost of subsidy take-up. Rather, the
inefficiency arises primarily from the fact
that three-quarters of those taking up this sub-
sidy were already non-group insured.

Limiting the Credit to Those Not Offered
Employer Coverage

One alternative to try to better target the
subsidy is to limit the credit to those not
eligible for employer insurance coverage.
There are of course difficult administrative
issues associated with implementing and
enforcing such a policy, as discussed in
Meyer, Silow-Carroll, and Wicks (1999).
But the advantage is that being offered in-
surance by one's employer is tightly related
to being covered by insurance, so this policy
provides a device for better targeting sub-
sidy dollars to the currently uninsured.

We consider the impact of a refundable
$l,000/$2,000 credit that is limited to
those not offered employer insurance in
the next row of Table 3. The total cost of
this option is much lower than the base
policy, at only $5.5 billion per year, al-
though the number of persons newly in-
sured falls as well (to 2.1 miUion). The ef-
ficiency of this alternative is almost iden-
tical to the base case, at $2,535 per newly
insured person. This reflects the cancella-
tion of two effects, relative to the base case.
On the one hand, there are savings from
much lower take-up of this policy by tbe
existing non-group insured, since many
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of them are offered employer-provided
insurance. On the other hand, there is a
much larger increase in the uninsured
pool from firm dropping (there is no
switching here, since offered individuals
can't take the subsidy); we estimate that
3.2 million persons are dropped by their
firms, and 700,000 of them remain unin-
sured.

This policy is somewhat more
distributionally attractive than the base
policy, with over two-thirds of the ben-
efits flowing to those below 200 percent
of the poverty line. These modest distri-
butional gains, however, must be balanced
against the costs and difficulty of enforc-
ing this administratively awkward restric-
tion (which we have not accounted for in
the estimates).

Changing the Scale of the Subsidy

While we have chosen a credit of $1,000
for singles and $2,000 for marrieds as our
base case policy, one could consider
less or more generous alternatives as well.
In the next two rows of Table 3, we con-
sider first halving, then doubling, the
generosity of this policy. We find that
smaller credits cover fewer people, but
do so in a more targeted way. At a credit
of $500 for singles and $1,000 for marrieds,
we estimate costs that are only one-fifth
of the base case, but the reduction in the
uninsured is almost one-half as large.
As a result, the spending per newly
insured person is only $1,350, which
is substantially below even average group
costs per person. On the other hand, at
a credit of $2,000 for singles and $4,000
for families, which would approximate
the full cost of insurance for these popu-
lations, we estimate that costs rise three-
fold, but the number of newly insured
less than doubles, so that the spending
per newly insured rises to $4,353 per per-
son. At the same time, the small credit
covers fewer than 2 million new persons,
while the larger credit covers over IJ mil-
lion.

The smaller subsidy also targets its
spending more directly at the bottom of
the income distribution, with over 60 per-
cent of the dollars flowing to those below
200 percent of poverty. On the other hand,
the $2,000/$4,000 credit spends less than
half its dollars on those below 200 percent
of poverty. This worsening of distribu-
tional impacts as generosity rises reflects
the dramatic increase in take-up by both
the (relatively high income) non-group
insured and employer-insured. On the
other hand, while only 3 percent of the un-
insured below poverty and 5 percent be-
tween 100 percent and 200 percent of pov-
erty gain coverage with the smaller credit,
the larger credits results in 11 percent of
the uninsured below poverty and 25 per-
cent of those between 100 percent and 200
percent of poverty gaining coverage.

Thus, there is a clear tradeoff as the gen-
erosity of the tax credit is changed. Mod-
est credits cannot deliver a very large
change in the uninsured population, but
the newly insured that are covered tend
to be the lowest income and are low cost.
Very large credits can induce substantial
changes in the uninsured population,
but only at a very steep cost per newly
insured.

Easing Liquidity Constraints

A key issue in implementing tax cred-
its is the mismatch between the flow of
tax subsidies and the flow of insurance
premium payments. Low income house-
holds who would like to take advantage
of tax credits during a given year, but who
only receive their credit the next spring,
may face liquidity problems. If the gov-
ernment can find a solution to this timing
mismatch, it can increase the propensity
of the uninsured to take-up tax subsidies.
A variety of analysts have proposed solu-
tions to this problem, such as paying tax
credits directly to insurers (Ethridge,
1999). But our track record with the
Earned Income Tax Credit (EITC) suggests
caution in assuming that this problem is
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easily overcome: while individuals can
claim their EITC throughout the year, and
presumably for many individuals it
would be of some value to do so, over 99
percent of claimants receive the credit as
a lump sum the next spring (Leibman,
1998).

While we have assumed that liquidity
constraints reduce take-up in our base
case calculations, it is important to assess
the impact of easing them by assuming
that the government solves the liquidity
problem. As shown in Table 3, easing li-
quidity constraints increases by $1.3 bil-
lion the cost of the base policy (absent any
additional interest or other costs to the
government of easing these constraints),
and results in an additional 1.4 million
newly insured persons, for a total of 5.4
million newiy insured. This implies a sub-
stantial increase in the efficiency of the
policy, with a cost of only $2,150 per newly
insured. Moreover, for larger tax credits,
the impacts of easing liquidity constraints
are also heightened (as shown in the fol-
lowing row of Table 3). Eor a $2,000/
$4,000 credit, the costs increase by $6 bil-
lion per year, but the number of newly
insured rises to over 12 million.

CONCLUSIONS

Eederal policymakers continue to look
to tax policy as a politically attractive ve-
hicle for addressing the problems of the
uninsured in the U.S. As a result, it is criti-
cal to carefully assess the cost, insurance
coverage, and equity implications of al-
ternative approaches to tax subsidization.
While point estimates of the effects of any
major change in health financing cannot
be estimated with perfect precision, simu-
lation analyses using common assump-
tions are particularly useful for compar-
ing and contrasting the effects of alterna-
tive proposals.

We have compared alternative tax
policy designs using a consistent set of
measures, including: the overall cost to the

federal government, the number of unin-
sured who gain coverage, the federal cost
per person newly insured (which is a mea-
sure of how efficiently federal dollars are
being used), and the proportion of ben-
efits that flow to those below 200 percent
of the poverty level (which is a measure
of the degree to which the policy targets
those with low incomes).

There are several clear conclusions
from this analysis. First, it is difficult to
design a tax policy which delivers a mod-
est cost per newly uninsured person,
while insuring a large number of new per-
sons. The base policy considered here—a
refundable credit of $1,000 for singles and
$2,000 for families—is more generous than
many of the proposals being considered
by federal policymakers, and yet still sub-
sidizes less than half of the estimated cost
of a non-group insurance for a typical
person. While it would decrease the ranks
of the uninsured by an estimated 4 mil-
lion persons (less than 10 percent of the
uninsured population), the average cost
per person newly insured is $3,300. Rais-
ing the value of the credit or allowing tax
subsidies to be used towards the purchase
of employer sponsored coverage would
insure more people, but also raise the cost
per person newly insured significantly.
Lowering the value of the credit would
be more efficient—meaning that the cost
per person insured would be lower—but
the result would be an even smaller dent
in the number of Americans uninsured.

Second, there are clearly more and less
efficient ways to cover a given number of
uninsured. We find in particular that non-
refundable credits are much more expen-
sive per uninsured person covered, while
covering fewer of the uninsured. We find
as well that income limits on eligibility
that more tightly target the policy towards
the lower part of the income distribution
in which the uninsured are concentrated
can significantly lower costs with essen-
tially no impact on the number of persons
newly insured. Finally, we find that poli-
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cies that can more tightly match the tim-
ing of tax subsidies with the timing of in-
surance payments can improve both the
scope and efficiency of tax policy, espe-
cially for low-income people.

Third, different approaches to tax sub-
sidies vary not only in the efficiency with
which they reach the uninsured, but also
in how effective they are at targeting re-
sources to those with low incomes. Eor
example, a policy that targeted refundable
credits of $1,000 for singles and $2,000 for
families towards people with incomes of
less than $50,000 would provide 69 per-
cent of its benefits to those below 200 per-
cent of the poverty level. In contrast, a
policy that allowed people to deduct non-
group insurance premiums would pro-
vide just 30 percent of its benefits to people
below twice the poverty line, and a credit
that was not refundable would target an
even smaller portion of aid to the poor or
near poor.

Finally, tax-based subsidies—particu-
larly those whose subsidies are most ex-
pansive—would likely lead to reductions
in the number of people with employer-
based coverage. Eor example, we estimate
that the base case—a refundable credit of
$1,000 for singles and $2,000 for families
—would reduce the number of people
with employer coverage by 5.4 million.
Most of these people (3.7 million) would
switch from employer coverage to non-
group insurance because they would find
the new tax subsidies more attractive than
their current situations. However, the re-
mainder would either be dropped by their
firms—and then either purchase non-
group insurance or go without coverage
—or become uninsured because their em-
ployers increased the amount they must
pay for insurance. Policies that mitigate
firm dropping of coverage or switching
to non-group insurance by employees
(e.g., by allowing the credit to be used to-
wards the purchase of employer coverage)
tend to cost more in total and also per
person newly covered.

This paper does not discuss in detail a
number of important additional issues to
be considered with tax subsidies. Eour in
particular stand out. The first, mentioned
briefly earlier and discussed in more de-
tail in Meyer, Silow-Carroll, and Wicks
(1999), is administrative complexity. This
is particularly relevant given the impor-
tance of surmounting liquidity constraints
in improving the efficiency of tax policy.
Another difficult administrative issue is
geographic adjustment of credit levels.
There is substantial regional variation in
the cost of insurance, and even very large
variation within states; for example, in the
data we use on employer premium aver-
ages across even large regions of the U.S.,
there is a 50 percent difference between
the lowest and highest premium regions.
We have assumed that this is not reflected
in credits that are provided, but policy-
makers may choose to target the credit to
local cost levels. This is an advantage of
an uncapped deduction, which more
naturally respects local cost variation (al-
though only in a limited way due to the
small resulting subsidy rates).

The second is the erosion of the base of
employer-provided health insurance. The
past decade has seen a steep decline in
employer-provided insurance coverage,
and tax subsidies to non-group coverage
would only exacerbate this decline. If
there are pooling advantages to having
individuals obtain their insurance
through the workplace, then this is a po-
tential concern with policies targeted only
to non-group coverage. Moreover, those
leaving the employer pool will be the
healthiest employees, leading to a rise in
costs per covered person among those re-
maining in the pool. On the other hand,
however, doubling the size of the non-
group market (as we estimate would oc-
cur in the base policy) could substantially
improve the functioning of this market,
both in terms of administrative efficiency
and reduced adverse selection. And de-
linking insurance from the workplace
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could improve the functioning of the la-
bor market by reducing insurance-in-
duced immobility across jobs, or "job
lock" (Gruber, 1999).

Third, this paper has focused almost
exclusively on gains in insurance cover-
age, but it has not differentiated the kinds
of insurance that individuals are holding.
If tax policy leads, either through switch-
ing or employer dropping, to fewer indi-
viduals covered by very generous em-
ployer policies and more covered by
substantially less generous non-group
policies, then there are implications for
quality of health care that become poten-
tially relevant. Whether the differences in
quality of plan are actually relevant for
health is in fact disputable. But the impact
on quality of coverage remains an impor-
tant concern for tax policy.

Fourth, we have not considered in any
detail either pricing reactions in the non-
group market nor state and/or federal
regulatory reactions to this type of policy.
It is possible, as noted earlier, that the sub-
stantial increase in enrollment in the non-
group market could lead to reductions in
prices. Moreover, non-group insurance
plans might design policies targeted spe-
cifically to the available level of the credit,
further increasing take-up from what is
modeled here (although this takeup might
be in plans with sigruficantly less gener-
ous benefits than are typical today).

At the same time, this analysis assumes
that policies in the individual market are
universally available (at health risk ad-
justed prices). While such "guaranteed
issue" in the individual market is required
in some states, most states allow insurers
to exclude people who are in poor health,
which could reduce take-up. It is possible
that state and/or federal regulators could
accompany tax subsidies with individual
market regulations to Hmit such practices,
but these regulations are controversial.
And, the net impact of insurance market
reforms in the context of tax subsidies is
uncertain, as it would raise costs for the

most healthy and lower them for the least
healthy. It is also possible that regulators
could accompany subsidies with require-
ments on product quality in the non-
group market, making it harder for indi-
viduals to buy the lower quality product
(relative to employer-provided insur-
ance) that is available in the non-group
market, mitigating the impact of tax policy
on insurance take-up.

In summary, tax policy does hold some
promise as a means of providing health
insurance to some of the uninsured. But
providing coverage to substantial num-
bers will require very large expenditures,
both overall and per person newly cov-
ered. Even the most effective policy con-
sidered here, a $2,000/$4,000 credit that
is accompanied by a solution to liquidity
problems, costs almost $40 billion per year
and covers only 30 percent of the unin-
sured. Thus, tax policy can likely be most
useful as one part of an overall strategy
to address uninsurance in the U.S., as op-
posed to a solution in and of itself.
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