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HEALTH BILLS TAX INCREASES WOULD
HARM HEALTH CARE AND THE ECONOMY

If Congress ultimately passes a hedth care hill
along the lines of what the House narrowly voted for
in early November (the 1,990 page "Affordable
Health Care for America Act,” H.R. 3962) or the
Senate is debating currently (the 2,076 page "Patient
Protection and Affordable Care Act,” H.R. 3590),
Washington would greatly expand its control over
and financing of health carein America, through both
direct government spending and new requirements on
employers, individuals, insurers, and hedth care
providers. Either bill would enormously increase the
government’s financing needs, as well as its power
over the citizenry, moving the United States several
giant steps toward a European-style welfare state.

The bills also raise concerns because in
important ways they would conflict with, not
advance, their stated objectives. The three main
goals are lowering the cost of health care, improving
the quality of care, and enhancing access to care.

The focus of this paper will be on how the tax
increases in the bills would alter peopl€e’s incentives
and, thereby, change their work, saving, and
investment decisions. Before turning to tax effects,
though, it may be useful to consider a few problems
with the bills on the cost front, in order to provide
background and indicate why, even if tax distortions
are ignored, the House and Senate bills would be
unlikely to achieve their stated objectives.

Some cost issues

The Obama Administration insists that reducing
costsis, and must be, one of the "guiding principles’

of its health care plan. "Comprehensive health care
reform can no longer wait. Rapidly escalating health
care costs are crushing family, business, and
government budgets." Unfortunately, a massive
new federal entitlement program is unlikely to result
in lower costs.

» The director of the Congressional Budget Office
(CBO), Douglas Elmendorf, stated in testimony
before the Senate Budget Committee in July, "In the
legidlation that has been reported we do not see the
sort of fundamental changes that would be necessary
to reduce the trajectory of federa health spending by
a gignificant amount. And on the contrary, the
legidation significantly expands the federa
responsibility for health care costs... [T]he curve is
being raised."?

e Mr. Elmendorf has since noted that CBO only
estimates government costs, and that it does not
estimate what may be a more important cost curve:
the one pertaining to total national health care
spending (government and private).® Because a new
federal entitlement program could substitute to some
degree for private spending, it is possible, in theory,
that a government program might not raise total
spending — provided the government makes more
efficient choices and is better at combating waste and
fraud than private firms and individuals who have
their own money at stake. In reality, however, the
government would almost certainly push up total
spending: it is usualy less efficient and more
wasteful than private firms and individuals precisely
because elected officials and government bureaucrats
are not spending their own money. A study by the

1710 RHODE ISLAND AVENUE, N.W. ¢ 11th FLOOR » WASHINGTON, D.C. 20036 ¢ (202) 463-1400 ¢ www.iret.org



government’s Centers for Medicare and Medicaid
Services (CMYS) estimates that the House bill would
boost total hedth care spending (government and
private) by $289 billion over the 2010-2019 period.*
* CBO edtimates that the House and Senate bills
would increase gross federal health care subsidies by
$1,052 billion and $848 hillion, respectively, over the
2010-2019 period.> The numbers would be higher
except for several recent tweaks to hold down
reported outlays, as well as numerous budget
gimmicks that are unlikely to lower federal
expenditures in the real world but count as but
though they do based on official budget scoring rules.
For example, the House bill includes drastic cuts in
Medicare payments to hold down its estimated costs.
The CMS study found the cuts are so extreme that
some "institutional providers (such as acute care
hospitals, skilled nursing facilities, and home health
agencies)," might be forced to stop seeing Medicare
patients, "jeopardizing access to care for [Medicare]
beneficiaries..."®  If Congress were to pass
H.R. 3962 and later restore some or all of the
Medicare funds, actual outlays would exceed current
government estimates by several hundred billion
dollars.

* A previous IRET study noted that large health care
subsidies like those in the House and Senate bills
would reduce the apparent price of heath care, and
people would respond to the subsidized prices by
demanding more health care. © The IRET study
estimated that the subsidies in an earlier version of
the Senate bill would boost health care demand by
2.3% t0 3.1%. In addition, as higher demand pushed
health care providers out along their supply curves,
providers unit costs would rise and they would
charge more per unit of health care. The price effect
would also increase costs for the trillion dollars of
health care the government already pays for, and
raise the revenue cost of the current-law tax break for
employer-provided health insurance. Because the
subsidies would push up the quantity of health care
demanded and boost the price per unit, they would be
far more costly than government estimators predict.
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CBO has recently admitted that it did not include any
unit cost increase or any spillover effect on other
federal health programsin its score of the House and
Senate bills® The IRET study estimates that the
extra costs due to greater utilization and higher unit
expenses would be hundreds of billions of dollars
over the next decade.

* With the exception of the Medicare Part D
program, which emphasized competition among
providers, new health care programs in this country
amost always cost far more than advance estimates.
A study by Congress's Joint Economic Committee
offers anumber of examples. For instance, Congress
estimated in 1967 that Medicare would cost
$12 billion by 1990, but actual 1990 spending was
$120 billion; Congress estimated in 1987 that
Medicaid's disproportionate share hospital (DSH)
payments would cost less than $1 billion in 1992, but
actual 1992 spending was $17 billion; and Congress
estimated in 1988 that Medicare' s home care benefit
would cost $4 billion in 1993, but actual 1993
spending was $10 billion.®

» Thirty states have discovered a way to lower
health care expenditures while simultaneously
increasing access to physicians. malpractice reform,
the centerpiece of which is limits on damage awards
and attorneys fees. That key win-win reform has
been left out of the House and Senate hills. The
Senate hill pays only lip service to malpractice
reform with a toothless sense of the Senate provision
(H.R. 3590, sec. 6801). The House hill actualy
contains a poison pill (H.R. 3962, sec. 2531). It
would create a financia incentive supposedly for
mal practice reform, but then deny the money to states
that impose limits on damage awards and attorneys
fees. The provison would encourage states that
already have successful limits to repeal them and
discourage other states from adopting limits.®®
When former Democratic National Chairman and
physician Howard Dean was asked why the Obama
Administration and congressional Democrats are so
cool to malpractice reform, he explained, "The reason
tort reform is not in the hill is because the people



who wrote it did not want to take on the tria
lawyers..."t*

Tax Increases

Degspite the bills' huge increases in government
spending, CBO scores them as reducing the federal
deficit, with estimated 10-year deficit reductions of
$138 hillion for the House bill and $130 billion for
the Senate hill.”> The explanation is that the bills
coupletheir extrafederal spending (whose magnitude
government budgeteers underestimate) with massive
tax increases.

The most talked about tax provisionsin the bills
are the House bill’s proposed 5.4% surtax on
individuals adjusted gross income (AGI) above
$500,000 ($1 million for joint filers), and the Senate
bill’s proposed 40% tax on a portion of hedth
insurance premiums in high-cost employer-provided
plans. The bills aso contain a long list of other
revenue raisers. Table 1 shows the tax increases in
the House hill, along with 10-year revenue estimates

by CBO and Congresss Joint Committee on
Taxation (JCT).®* Table 2 presents a similar list for
the tax hikes in the Senate bill.**

In combination with the bills' direct government
spending and government mandates, the proposed
taxes would transfer great quantities of economic
resources from individua control to government
control. In addition, the taxes would change peopl€e’s
after-tax rewards for work, saving, and investment.
Because people respond strongly to incentives in
deciding how much and where to work, invest,
consume, and save, the taxes in the House and
Senate bills have the potential to affect economic
behavior throughout the economy. For instance, a
person debating whether or not to start a small
business examines taxes as one of the factors
influencing the decision, and a person who already
has a small business considers the tax consequences
when evaluating a possible expansion that would
involve hiring more workers and investing in more
plant and equipment. The taxes would aso shift
somejobs and investments abroad because businesses

Table1  Tax Hikes In H.R. 3962 (House Health Care Bill)
Estimates For 2010-2019 (In Billions)

5.4% Surtax on Individuals’ Modified AGI in Excess of $500,000 ($1,000,000 for joint returns) $460.5
Tax on Businesses Not Providing Employees With Government-Approved Health Insurance 135.0
Tax on Individuals Without Government-Approved Health Insurance 33.0
2.5% Excise Tax on Medical Devices 20.0
$2,500 Annual Cap on Flexible Spending Accounts (FSAs) 13.3
Prohibit the Purchase of Non-Prescription Medicines Using Health Savings Accounts (HSAs), FSAs, and Certain Other Plans 5.0
Prohibit Businesses from Deducting Expenses Allocable to Medicare Part D Subsidy 2.2
Fee on Health Insurance Policies (Including Self-Insured) 2.0
Increase Penalty to 20% for Nonqualified Distributions from HSAs 1.3
Exclusion of Unprocessed Fuels from the Cellulosic Biofuel Producer Credit 239
IRS Reporting of Payments to Certain Businesses 17.1
Override U.S. Tax Treaties on Certain Payments by “Insourcing” Business 75
Repeal Implementation of Worldwide Interest Allocation 6.0
Codify Economic Substance Doctrine and Impose Penalties 5.7
Sources: Joint Committee on Taxation and Congressional Budget Office.




Table 2

Tax Hikes In H.R. 3590 (Senate Health Care Bill)
Estimates For 2010-2019 (In Billions)

Tax on Health Insurers

Excise Tax on Brand Name Prescription Pharmaceuticals
Excise Tax on Medical Devices

IRS Reporting of Payments to Certain Businesses

Limit Itemized Deduction for Medical Expenses

$2,500 Annual Cap on Flexible Spending Accounts (FSAS)
5% "Botox" Tax (Excise Tax on Cosmetic Procedures)

Increase Penalty to 20% for Nonqualified Withdrawals from HSAs

Limit Tax Deduction of Blue Cross/Blue Shield Companies
Excise Tax on Charitable Hospitals

40% Excise Tax on a Portion of "Cadillac" Employer-Provided Health Insurance Plans

Extra Medicare Payroll Tax of 0.5 Percentage Points on Income Over $200,000 (($250,000 for Joint Filers)
Penalties on Employers and Individuals Not Providing or Buying Government-Approved Insurance

Disallow Deduction for Employer-Provided Drug Coverage When Combined with Medicare Part D
Prohibit Purchases of Non-Prescription Medicines Using HSAs, FSAs, and Certain Other Plans

Prohibit Health Insurers from Deducting Employee Compensation In Excess of $500,000

$149.1
60.4
53.8
36.0
22.2
19.3
17.1
15.2
14.6
5.8
54
5.0
13
0.6
04

Sources: Joint Committee on Taxation and Congressional Budget Office.

take U.S. and foreign tax and regulatory climates into
consideration when deciding whether to produce in
the United States or elsewhere.

The tax rates that most influence people's
decisions are those at the margin because they are the
rates that determine the size of after-tax rewards and
penalties when people change their behavior.”® This
paper examines eight tax provisionsin the bills. All
would raise marginal tax rates, and in some cases the
jumps would be astonishingly large. Seven of the
taxes are strongly at odds with good economic
policy, but one controversial provison would
partially offset an existing tax bias.

5.4% Surtax on Individuals Adjusted Gross | ncome
above $500,000 ($1 Million for Joint Filers)
(H.R. 3962, sec. 551). In 2007, Rep. Charles Rangel
(D-NY), the Chairman of the House Ways and
Means Committee, unveiled what he called the "the
mother of al tax reforms' and his critics called a
giant tax hike.** The rejected proposal’s centerpiece
was a4% to 4.5% surtax on high-income individuals.
The House Democratic leadership has now recycled
the idea and made it the largest revenue raiser in
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H.R. 3962. Two differences from Mr. Rangel’s
earlier suggestion are that the currently proposed
surtax would charge a steeper rate — 5.4% — and
begin at a higher AGI. (Technically, H.R. 3962's
surtax would be based on modified AGlI, defined for
this provision as AGI minus qualified investment
interest expenses.) Congresss JCT scores the
provision as collecting $460.5 billion in added taxes
over 10 years."

Surtax raises marginal tax rates. Chart 1
shows the impact the surtax would have on marginal
tax rates for high-income single individuals. The
chart depicts three marginal tax rate "skylines'. The
bottom skyline is based on current law, and includes
federal income tax, state income tax, and federa
hospital insurance (HI) tax.*  The combined
marginal tax rate is 39.7% for taxpayers in the 33%
federal income tax bracket and 41.6% for taxpayers
in the 35% federal income tax bracket. The middle
skyline shows the sizable rise in marginal tax ratesif,
as expected, Congress allows the top two income tax
brackets to revert to their pre-2001 levels of 36% and
39.6% and lets the pre-2001 itemized deduction
l[imitation return. For people in the top federal




income tax bracket, their combined marginal tax rate
would climb by 5.2 percentage points to 46.8%."
The highest skyline displays the return of old law
plus the House hill’s 5.4% surtax in addition to that.
For people in the top federal income tax bracket,
their margind

Hence, people would owe the surtax at progressively
lower real incomes over time due to inflation.
Taxpayers have aready seen this problem with the
AMT. Congress originally promised that the AMT
would only be assessed on a few hundred super-rich

individuals, but

tax rate would
jump by 10.6
percentage
points compared

Chart 1 Marginal Tax Rates for High-Income Individual:
Current Law, Return Of Pre-2001 Rates, And
Return Of Pre-2001 Rates Plus 5.4% Surtax

the AMT now
hits millions of
middle-class
households due

to current law to (AGI Thresholds Twice As High For Joint Filers) to mﬂatlonary
52.2%. creep. Chart 2
55% ;

Surt Pre-2001 Rates Plus 5.4% Surtax ;thS hOW’ In

urtax vyears,

poisons _capital 50% inflationary
gains. Capital Pre-2001 Rates creep would cut
gains could aso 45% in half the real
trigger the Current Law (2009) income at which
surtax  because 40% | the surtax
capital gains are begins if
i nCl Uded | n 359 -—{Calculations by author, based on Federal Income Tax, State Income Tax, [ | n f | at | on
AGI. (Cap|ta| and Hospital Insurance (HI) Tax. See text for more details. averages 2.9% a
gains are 30% | | | year (_the actual
separated  from 400,000 500,000 600,000 700,000 800,000 inflation  rate
Ordmary Income Modified Adjusted Gross Income (MAGI) over the past 24
later in the years). Given
normal tax our large budget

calculation.)

The top tax rate on capital gainsis currently 15%. If
Congress does not intervene, pre-2001 law will return
in 2011, and the top capital gains tax rate will rise to
20%. The surtax would push the top rate up to
25.4%. That is 10.4 percentage points above current
law, and would represent a 69% increase in the
maximum capital gains tax rate. The rate on
dividends would jump from 15% to as much as
39.6%, a 164% increase.

Surtax and the alternative minimum tax
(AMT). Although the surtax is clearly atax as most
people define the term, H.R. 3962's statutory
language says the surtax "shall not be treated as tax"
for purposes of the AMT calculation. Therefore,
paying the 5.4% surtax on income would in no way
reduce ataxpayer’s AMT liability. Put another way,
whether a person is subject to the AMT or not, he
must pay the additional surtax on AGI.

Surtax not indexed for inflation. The House
has not indexed the surtax threshold for inflation.
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deficits and the
enormous expansion of the money supply in recent
years, it islikely that future inflation will exceed this
past inflation average.

Surtax would weaken economy. These are
huge marginal tax rate increases and high-income
individuals can be expected to respond vigorously,
especially because they have considerable flexibility
in how much they work, how they are compensated,
and how much and in what forms they save and
invest. They would reduce their work hours, retire
earlier, cut back their saving, and become more
reluctant to invest. The larger tax bite would aso
motive many high-income individuals to take more
compensation in tax-favored forms (legal tax
avoidance) and persuade someto hide income (illegal
tax evasion).

The reductions in work effort, saving, and
investment would weaken the U.S. economy,
especialy because people with high incomes usually
earn those incomes as a result of being uncommonly



productive, and they undertake a disproportionate
share of the nation’s saving and investing. Because
of the surtax’s negative effects on productive inputs,
the nation’ s output would be lower, productivity less,
jobs scarcer, before-tax incomes smaller, and growth
slower.

As the surtax shrank the size of the U.S.
economy compared to its size otherwise, the cost to
the economy would considerably exceed the explicit
surtax liabilities. Much of the economic burden of

productive and, hence, able to command higher
compensation.®)

Surtax revenues reduced by adverse economic

feedbacks. Even if one's only interest in taxes is

how much they collect, the surtax has major
problems. In scoring tax bills, government revenue
estimators assume that taxes may cause some
"microeconomic” responses, such as a shift among
types of investments or more consumption of one
product and less of another, but that taxes never

the tax would cause any
be shifted to changes in
lower- and macroeconomic
mlddle-l.ncome Chart 2 H.R. 3962's Surtax Would Hit People At Lower magnitudes,
people in the __ Real Incomes Over Time Because It Is Not Indexed For such as total
form of lower 2 00 - output, national
c .
Wages. They g el | B F . Real Threshold for Non-Joint Filer mcqme, total
would not pay I (Threshold Twice As High for Joint Filer) saving, total
the surtax Swo-a 8RR RRO: investment, and
explicitly, and | AN R R EEH R T t ot al
m i g ht a employment.
: 9 300 1R BN
(mistakenly) S Some years ago,
. N
believe they c50 AR BRRRRRRERRRRRRERRRRRERRD government
escape it, but it S0 BRERRERRRRERRRRRRRRRRRERR revenue
would  reduce ? S TEILIRRRARRRNRRRLRRRAREAR estimators were
their  incomes £ forced to admit
neverthel ess.? g 100° that even if
For example, if 2009 2013 2017 \2((();% 2025 2029 2033 con gress
0,
t h € surtax Note: Calculations based on 2.9% average inflation rate. enaCted a 100/0
deterred a tax, the officia
small-business revenue
owner from estimating

expanding and

hiring more workers (many of the people paying the
surtax would be successful small-business owners), it
is likely that most of the people losing job
opportunities as a result would be lower- or middie-
income workers. This is a particularly serious
concern because small businesses account for an
outsized share of the nation’s jobs and job growth.
Or if the surtax caused a high-income individual to
save less and forgo a capital investment, much of the
burden would be shifted to lower- and middle-income
workers who would be less productive, and therefore
earn less, because they would have less capital with
which to work. (Empirical analysis of production in
the U.S. economy indicates that about two-thirds of
the returns from capital investments flow to labor
because the added capital makes workers more
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methodology
assumed that complete confiscation would cause no
slackening whatsoever of work effort or investment,
cost no jobs, and lose no revenues through negative
macroeconomic feedbacks.?

Because the proposed surtax would greatly
boost marginal tax rates and do so for a population
that has already been sensitized to tax consequences
by the large taxes they now pay, that neglect of
macroeconomic feedbacks is certain to produce an
overestimate of revenue collections. On capital gains
and dividend income, the surtax would probably lose
revenue, judging by the results of three recent IRET
studies that empirically examined dynamic feedbacks
when the capital gains tax rate changed in the
past.” Although it is not clear if the surtax would,



on the whole, end up raising or lowering federal
revenues when all dynamic feedbacks are considered,
it is safe to predict that the revenue take would be far
below the $460 billion estimate and leave a very
large hole in the House bill’s financing, further
increasing the federal deficit and undoubtedly
generating calls for additional taxes.

Health insurance subsidies for individuals (H.R.
3962, sec. 341-345). The House bill would establish
health insurance exchanges that would offer people
health insurance policies, with one option in each
exchange being a government plan. Individuals who
did not have employer-provided health insurance and
obtained coverage through an exchange would be
eligible for "individual affordability credits’ if their
incomes were below 400% of the poverty level.

bill also apply to the Senate bill, athough the
specific numbers differ.

Subsidy phase-outs impose huge tax rate
spikes. The subsidy is akin to a negative tax.
Because the government would curtail it as an
individua’s income rose, the loss of the subsidy
would be equivalent to a special income tax on
additional earnings within the phase-out range.
Further, the tax and its margina rate would be
extremely high because the subsidy would initially be
very large. CBO has provided estimates of the
subsidies at seven income levelsin 2016, from which
implicit marginal tax rates due to the phase-out may
be calculated.® For example, CBO estimates that
a family of four with a 2016 income of $54,000
(about 225% of the poverty level) would receive a

Income would be measured by AGI (dightly health exchange subsidy of $14,300, but that the
modified), and subsidy would
the subsidies drop to $10,500
w o ul d by the time the
commence in Chart 3 The Phase-Out Of The Health Exchange Subsidy family’'s 2016
2013 Would Create A Huge Marginal Tax Rate Spike income reached
) Single Individual
. $66,000. 'I_'he
T h e ° ’ With Subsidy Phase-Out $31800 SUbde
legislation B 60% | loss over a
specifiesthat for Boso% | o $12,000 income
a person at T o range would
133% of the sy generate an
federal poverty S 8w ©CurrentLaw (2009) implicit
level, the 2200 marginal  tax
subsidy would 3 we | rate due to the
be sufficient to woe phase-out of
l[imit the 0% ‘ ‘ 31.67%.
person’s 13,000 23,000 33,000 43,000
premiums for a Adjusted Gross Income (AGI) Chart 3
basic plan to Sourges: '(zBdO folrlestimatt_ers ofsl-:eilt? Excha_rlw_ge ?:ul()jsid)I/;Pand ﬁf\[l?ulatiogspay autgotr, f shows the
ased on Federal Income lax, State Income lax, Federal Payro ax, an ase-Out o .
15% Of AGI Health Exchange Subsidy. See text for more details. / |mpaCt Of the
and cap out-of- subsidy’s phase-

pocket expenses
(cost sharing) at
$500. The subsidy would decrease with rising
income. By 400% of the poverty level, the subsidy
would limit the person’s premiums for a basic plan
to 12% of AGI and cap out-of-pocket expenses at
$5,000. People with higher AGIs would receive no
subsidy. Because the Senate bill also includes
subsidies that would phase-out with income, the
observations below about the subsidies in the House
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out on single
individuals
below 400% of the poverty level who buy their own
insurance through a health insurance exchange. The
bottom "skyline" is based on current law, and
includes federal income tax, state income tax, and
federal payroll (OASDI) tax.® The combined
marginal tax rateis 27.6% for individuals in the 10%
federal income tax bracket, rising to 32.6% for
individuals in the 15% federal income tax bracket



and 42.6% for individuals in the 25% federal income
tax bracket. The upper skyline adds in the implicit
marginal tax rate due to the phase-out of the health
exchange subsidy. As can be seen, the phase-out
produces staggeringly high margina tax rates.
Throughout the subsidy phase-out range, the
combined marginal tax rate is over 40%; it is well

and middle-incomes. aways above 55%, usually
above 60%, and sometimes above 70%.

The charts actually understate the spikiness of
the marginal rate "skyline". The charts are drawn as
though the subsidy smoothly phases out between the
pairs of incomes for which CBO provides subsidy

above 50% estimates. In
across most of practice, the
Fhe riange, tand It Chart 4 The Phase-Out Of The Health Exchange Subsidy Ehase-OUt would
IS close OO or Would Create A Huge Marginal Tax Rate Spike " ave "SO me
above 60% for Couple With Two Children cliffs”, in
!nd|V|duaIs with 8000 which a few
Incomes S gl o[ With Subsidy Phase-Out dollars of added
between about © income would
$24,000 and g 00 e cut the subsidy
$35,000. [ e [ by hundreds or
é{’ 40% | [ ] thousands  of

Chart 4 o % Current Law (2009) dollars, resulting
shows the B 20Y6 e in stratospheric
phase-out’s T marginal  tax
impact on a 0% | | | | | | | rates in the

family of four
who buy their

27,000 37,000 47,000 57,000 67,000 77,000 87,000 97,000
Adjusted Gross income (AGI)

immediate
vicinity of the

own insurance cliffs. (The
through a health oo 2 Cotra e 50 St e T ot ey e o P ot dliffs would be
insurance Health Exchange Subsidy. See text for more details. mai n |l y
exchange. As associated with
before, the the part of the

bottom "skyline" is based on current law, and
includes federal income tax, state income tax, and
federal payroll (OASDI) tax.® Initially, the family
is in the 10% federal income tax bracket, but its
combined marginal tax rate is extremely high (almost
49%) due to the phase-out of the Earned Income Tax
Credit (EITC), which the family loses at a 21.06%
marginal rate. (For a couple with two children, the
EITC phases out between earned incomes of $19,540
and $43,415 in 2009.) The margina rate jumps
further when the family enters the federal income
tax’s 15% bracket. Once the EITC has phased out,
the family’ s combined marginal tax rate under current
law drops to just under 33%. It risesto 42.6% when
the family reaches the federal income tax’s 25%
bracket a an AGI (in this example) of about
$94,000. The upper skyline adds in the implicit
marginal tax rate due to the phase-out of the health
exchange subsidy.”” As can be seen, the phase-out
of the health exchange subsidy produces staggeringly
high marginal tax rates over a broad range of lower-
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subsidy applying to out-of-pocket expenses.) Also,
the chart does not show that while most people
earning less than 150% of the poverty level could
obtain free Medicaid coverage under the bhill’s
provisions, they would suddenly lose the free
Medicaid coverage if they earned even afew dollars
over 150% of the poverty level.

Subsidy’ s phase-out creates dependency trap.
The subsidy’ sincome-based phase-out would heavily
penalize many lower- and middle-income people for
working and saving. From their perspective, the
government would initially give them a subsidy
worth thousands of dollars, but then rapidly take
away the subsidy if they worked and saved, based on
their earnings. Because of the steep implicit tax,
many people within the phase-out range would
conclude that work and saving hardly pay, and they
would reduce their productive efforts to keep more of
the subsidy. That would create a dependency trap for
millions of lower- and middle-income people. The




resulting drop in work and saving would lower
production and income for the nation as a whole.

The phase-out promotes tax cheating. The
magnitude of the phase-out would also encourage
many lower- and middle-income people to work off
the books because a dollar of income under the table
would often be worth two or two-and-a-haf dollars
over the table. Inadvertently but powerfully, the
subsidy’ s phase-out would be an invitation to join the
underground economy. Tax cheating, which is
already a problem, would become considerably
worse.

40% Excise Tax on High-Cost, Employer-Provided
Health Insurance Policies (H.R. 3590, sec. 9001).
Thisis the largest single revenue raiser in the Senate
bill. Congress's JCT estimates it would collect $149
billion between 2013 and 2019.”% The tax would
initially be assessed on premiums above $8,500 for
single policies and $23,000 for family policies (with
higher limits for the elderly, certain occupations, and
certain high-cost states). The thresholds would
subsequently increase by the inflation rate plus one
percent.

Although this provision is controversial and
would make high-cost, employer-provided health
insurance policies more expensive, it would,
somewhat surprisingly, lead to a more efficient
allocation of scarce economic resources. The reason
isthat it would partially offset a current-law tax bias.

Under current law, workers pay income and
payroll taxes on most of their compensation but pay
no income or payroll taxes on employer-provided
health insurance. Because of health insurance’s tax-
free status, employers are more likely to provide it
than otherwise and more likely to offer expensive,
high-coverage policies. Further, once workers have
high-coverage policies that minimize out-of-pocket
costs, they tend to overutilize health care services and
be largely unconcerned about what physicians,
ingtitutions, and other service providers charge
because additional services ook inexpensive to them
at that point.

Resource allocation would be more efficient
if employer-provided health insurance were treated
like other compensation and the revenue from taxing
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it were used to reduce genera tax rates. People
would then buy heath care only up to the point
where the last dollar spent on it was worth $1
relative to the other goods and services that could be
bought with the $1, and people would be more
conscious of prices, hence better shoppers, when
seeking health care services. These responses would
lower societal health care expenditures.

If one wishes to retain the current-law tax
treatment for most people while dealing with those
cases where resource misallocations are greatest, a
reasonable option would be to cap the tax-free fringe
benefit, set the cap substantially above the average
premium so it only applies to people with generous
"Cadillac" policies, and then include in employees
taxable incomes the portion of high-coverage policies
that exceed the cap. In a roundabout way, the
proposed excise tax in the Senate bill would roughly
do this. Hence, from a public policy standpoint, the
excise is not unreasonable.

The tax’s main economic drawback is that its
revenues would be deployed to expand the size of
government rather than being used to fund reductions
in other taxes. A second drawback is that it would
be less transparent to citizen/voters than an explicit
cap on tax-free employer-provided health insurance.

"Employer responsibility” excise tax (H.R. 3962,
sec. 401-424). The House bill would require that
employers either provide their workers with health
insurance or pay a fine. To meet the insurance
requirement, the employer plan would need to be
government approved, and the employer would have
to pay at least 72.5% of a standard plan’s cost for
employees with single coverage and at least 65% for
employees with family coverage. If a plan is not
government approved or the employer’s contribution
is below the minimum, the employer would have to
pay a specia excise tax if its payroll exceeds
$500,000. The excise tax’s rate would begin at 2%
of the firm's average wages but quickly rise to 8%
for businesses with payrolls above $750,000.” The
brackets would start at progressively lower real
payrolls over time because they are not indexed for
inflation. The requirement would begin in 2013, and
CBO edtimates that businesses would pay
$135 hillion in fines over the years 2013-2019.%*



The proposed excise tax would clearly
increase costs, by up to 8% of payroll, for businesses
that do not now offer heath coverage. In the long
run, many businesses could shift the tax (or the cost
of insurance if they decide to offer it) to workers
through smaller increases in cash wages, but until
that happened, the businesses would be squeezed
financially.*® The option of reducing cash wages
would not exist for firms paying a or near the
minimum wage. Some employers would respond to
the government-mandated cost increase by laying off
current workers or hiring fewer new workers.
Further, to avoid the mandate or qualify for atax rate
of less than 8%, some business owners would forgo
expansion opportunities and invest less in order to
stay very small. As a result, the play-or-pay
requirement would hurt employment and lower the
nation’s output. Because young workers and low-
skill workers are among the groups most likely to
work for firms that do not now offer health benefits,
they are also two of the groups most likely to have
greater difficulty finding jobs if the "employer
responsibility” provision becomes law.

The proposed excise tax would also cause
severa problems for businesses that already offer
health insurance, inducing some of them to hire
fewer workers or pay lower wages and saaries.
Many firms would have to sweeten low-cost plans to
satisfy minimum government mandates. Although
the bill’ s authors claim no employer would be forced
to drop an existing policy (sec. 202, "protecting the
choice to keep current coverage"), the safe harbor
would only last five years and be voided sooner if an
existing policy enrolled any new employees or it
changed. After that, the business would need to
determine whether its existing coverage met
H.R. 3962's specifications, and, if not, the business
would either have to pay the tax or change the
coverage, even if employees wanted to keep their
existing coverage. Among the policiesthreatened are
relatively inexpensive high-deductible policies
(usudly linked to health savings accounts). Their
loss would be regrettable because high-deductible
policies have the desirable properties of protecting
workers against catastrophic losses (the core purpose
of insurance), being affordable, and motivating
people to be careful shoppers when buying routine
medical services. Labor costs for businesses now
offering employee health insurance would also rise

because the House bill would require employers to
provide health coverage to part-time employees, and
presumably temporary employees, or be fined,
although required benefitswould be less for part-time
employees than full-time ones. Currently, many
employers that provide health coverage to full-time
employees do not offer it to part-timers, and even
fewer offer it to temporaries. In addition, all
businesses providing health coverage would have the
paperwork costs and headaches of creating and
maintaining records for every employee so they could
prove in government audits that they were furnishing
the required coverage.

In some cases, employers that nhow provide
coverage would conclude that they could save money
by dropping coverage and paying the fine. That
would inconvenience employees, and, if the
employees qualified for large government health-care
subsidies under another section of the House hill, it
would be a financial drain on the government’'s
budget. CBO expects few workers to be shifted over
to the exchange-based, subsidized plans. If millions
of additional workers shift, CBO’s cost estimate will
be blown sky high.

The Senate hill aso contains play-or-pay
requirements for employers and individuals
(H.R. 3590, sec. 1511-1515). The details somewhat
differ from those of the House bill, but the proposed
mandates would cause similar problems.®

Excise Tax on Medical Devices (H.R. 3962,
sec. 4061; H.R. 3590, sec. 9009). The bills would
impose an excise tax on medical devices, with the tax
collected at the manufacturing level. The House bill
would set the tax rate at 2.5%, and collect an
estimated $20 billion over 10 years.® The Senate
bill would base the tax rate on a more complicated
formula, but the estimated 10-year revenue take,
$19 billion, would be almost the same.* The bills
would have an exception for devices purchased at
retail stores by the general public. This tax is
intended to be major revenue raiser. However, its
presence in the House and Senate hills is contrary to
the goals of reducing medical costs and increasing
guality. In essence, it would be a levy on beneficial
and important medical-technology tools, such as
pacemakers, fetal monitors, surgical microscopes,
MRI equipment, and stethoscopes.
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Who would bear the tax? If manufacturers
and suppliers at later production stages were able to
pass the tax on to patients, that would raise medical
costs by the amount of the tax; patients would bear
the tax. Half of medica care is paid by private
patients and their insurers. But half is paid by
government through Medicare, Medicad, VA
hospitals, and other programs. The government
would be taxing itself. That fact is not taken into
account in CBO’s cost estimates for the hills. If
manufacturers and suppliers at later production stages
could not pass the tax forward, it might seem that
only providers would bear the tax. However, in
response to lower after-tax incomes, suppliers would
produce and use fewer medical devices and
manufacturers would undertake less R& D to develop
new and better diagnostic and treatment tools. Due
to fewer and older medical devices, patients would
indirectly bear some of the tax because their quality
of care would suffer. Most likely, the excise tax
would be partially borne by producers and partially
passed forward, with the results that health care
would be somewhat more expensive, providers
incomes somewhat lower, medical devices scarcer
and older, and the quality of care somewhat worse.

Another drawback to the tax in terms of good
public policy is that it would be hidden from the
general public by being buried deep in the supply
chain. While that may be a political plus, it violates
the principle that taxes should be as transparent as
possible in order that citizen/voters can better see the
costs of government. In essence, the government
would be using a hidden tax on medical care to help
finance highly visible government hedth care
subsidies.

The provision’s supporters have argued that
if more people have health insurance, they will seek
more medical care, raising the demand for medical
devices and increasing manufacturers saes.
Supposedly, the excise would merely take back from
manufacturers part of the windfall in sales. One flaw
in the argument is that, as explained above, some of
the excise tax would amost certainly be shifted
forward to patients and government health programs,
who would have to pay more for medical care, which
would conflict with the goal of lowering costs.
Another flaw is that to the degree producers bear the
tax, they would have less incentive to respond to the

growth in demand, meaning that, on a per patient
basis, there would be fewer medical devices to go
around. Hence, for the maority of people who
currently have good access to medical care, the
quality of medical care would deteriorate.

Excise Tax on Brand Name Prescription
Pharmaceuticals (H.R. 3590, sec. 9008).  This
provision in the Senate bill resembles the proposed
tax on medical devicesin three respects. It would be
a significant revenue raiser, collecting an estimated
$22 billion over 10 years.®* It would raise costs for
producers of medical products that ease suffering and
save lives through better diagnosis and treatment of
illness. Much of the tax would be passed forward to
patients, thereby raising health care costs.

Becausedrugs are often relatively inexpensive
to manufacture after they have gone through the
hugely expensive development and approval process,
the excise tax would not cause much reduction in the
availability of most existing prescription drugs
(although spot shortages would become more likely
with some pharmaceuticals that are difficult or
expensive to manufacture.) The main impact is that
by reducing pharmaceutical companies after-tax
rewards, the proposed tax would dSow the
development of new drugs to better treat illnesses
like heart disease, cancer, diabetes, pneumonia,
Alzheimer’s, and AIDS.

Because the excise would apply to brand
name drugs but not generics, it would create a tax
bias in favor of generic drugs. Government health
services around the world like older generic drugs
because they are less expensive per dose than brand
name pharmaceuticals. Unfortunately, a government
tax that promises to restrict the development of new
pharmaceuticals will hurt patients: older generic
medications are often less effective at treating
specific illnesses or patients than newer brand name
medications, or have worse side effects.

Tax on Health Insurance Premiums (H.R. 3590,
sec. 9010). One of the largest taxes in the Senate
bill, with estimated revenues of $60 billion over 10
years, is a proposed assessment on most health
insurance premiums.*® (There would be exclusions
for businesses that self-insure and government
entities) This new tax would be collected from
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health insurance providers, but insurers would pass
most of it forward to policyholders in the form of
higher premiums. Hence, the tax would increase the
cost of private health insurance. The main effect of
collecting the tax at the insurance-provider level
would be hide the tax from the general public, not
somehow to shield people from having to pay higher
insurance rates as a result of the tax. (People would
see higher insurance rates but not reaize the
government was responsible.)

The strongest economic argument that could
be made for the premium tax is that it would
partially offset the distortions created by current tax-
free status of employer provided heath insurance.
But then there is no economic reason to also impose
the Senate’ s tax on "Cadillac" policies. Moreover, if
the current-law tax break were the target, the
proposed premium tax should not be exempting self-
insuring businesses and government entities, which
often provide very generous employee policies where
the benefits are not taxable to the employees. Nor
should it be taxing individual policies on which the
premiums are not tax deductible. Basically, the tax
would be arevenue grab. Like many of the taxesin
the House and Senate hills, it would violate what is
supposed to be one of the primary objectives of
health care legidlation: bringing down health care
costs. Itisalso troubling that this tax would increase
the cost of health insurance at the same time the
Senate bill required firms and individuals to provide
or buy health insurance or pay a fine. A perverse
effect of the tax would be to persuade some
businesses and individuals to forgo private health
insurance and pay the new fine instead.

5% "Botox" Tax (H.R. 3590, sec. 9017). The
Senate bill would place a 5% excise tax on elective
cosmetic surgery and procedures. Although this levy
would be relatively small compared to many of the
very large ones in the House and Senate hills,
collecting an estimated $6 billion over 10 years,” it
resembles many of the others in having little policy
justification and being essentially be a revenue grab.

People obtaining cosmetic procedures are
normally charged full price. They often pay the
entire bill out of their own pockets, and receive no
current-law tax break on the cost of the procedures,
having to pay out of after-tax dollars, as is normal

with other consumption goods and services. They do
not impose costs on other people and do not cause
any problems for the medical system. There is no
principled reason for subjecting them to a special,
extra tax.

Superficially, the argument might seem
plausible that elective cosmetic procedures are fair
game because they are not medically required, are
meant primarily to enhance personal appearance and
self-esteem, and in some cases are associated with
vanity. However, by that argument, it would be
proper to slap specia taxes on makeup, perfume,
attractive clothing, and every other product that
improves one’s appearance. If one does not support
new taxes on al things that allow people to look
better, one should not be happy with the proposed tax
on elective cosmetic procedures. The excise would
also contradict the promise by the bill’ s supporters to
reduce medical costs by making the taxed procedures
more expensive.

Conclusion

The House and Senate headth care bills
contain enormous tax hikes to accompany massive
increases in government spending. To gain an
understanding of their effects, this paper has
evaluated eight of the main revenue raisers. All but
one of them would be terrible tax policy whether one
looks at economic efficiency, tax compliance,
fairness, or revenue collections.

The proposed taxes would weaken the U.S.
economy, slow its growth over time, and diminish
people’s future opportunities because they would
discourage work, saving, and investment. The
revenue raisers would add more paperwork and
further complications to a tax system that aready
burdens Americans with huge administrative costs
and mind-numbing complexity. The high, sometimes
stratospheric, marginal tax rates of severa of the tax
increases would strongly encourage tax cheating and
be a boon to the underground economy. Tax fairness
is largely in the eye of the beholder, but a strong
case can be made that it is inconsistent with tax
equity to slap hidden taxes on people when they buy
health insurance or are sick and to place new, soak-
the-rich taxes on people who dready pay a
disproportionate share of total taxes. Moreover,
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because of dynamic feedback effects, the proposed
taxes would collect much less revenue than estimated
by CBO and JCT. Together with spending increases
that CBO and JCT are seriously underestimating, the
budget impact of the House and Senate bills would
be to sharply widen the already gargantuan federal
budget deficit.

It is surely disingenuous to include taxes that
would raise health care costs in legislation being
advertised as lowering hedth care costs. It is
similarly troubling that while supporters of the House
and Senate bills promise their bills would improve
the quality of health care, some of the hills' taxes,
such as those on medicad devices and
pharmaceuticals, would hurt health care quality

Fundamentally, the House and Senate hills
take a big-government approach, featuring more
federal government control over health care financing
and delivery, greater government spending, and
higher taxes. However, if one wants to achieve the
desirable goals of bringing down health care costs
while improving quality and expanding access, a
better approach would be to concentrate on fixing
government-created problems in the provision of
health care. A number of reforms would be
extremely helpful. Consider three of them.

People should be able to buy health insurance
across state lines. That would a pro-consumer
initiative because it would increase competition by
letting people choose from a greater variety of plans
to find the ones whose combination of services and
prices are best tailored to their needs. Another
positive step would be encouraging the use of HSAs
and high-deductible health insurance so that people
would shop for routine health care with the same
attention to prices that they exercise when buying
food, clothing, automobiles, electronics, and other
products. Greater price competition would lead to
lower prices. (Regrettably, the House and Senate
bills move in the opposite direction.) Another
sensible element of any constructive plan would be
malpractice reform. That would greatly reduce the
wasteful and hugely costly practice of defensive
medicine while expanding the supply of physicians
and other health care providers relative to the number
of procedures performed. Regrettably, the House
plan, as mentioned earlier, the House hill instead
contains a poison pill to restrict malpractice reform.

Michael Schuyler
Senior Economist
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