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FIGURE    I

PRE-2004 TAX LAW
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Note: Assumes the employee faces a 25 percent federal
income tax rate, a 5 percent state income tax rate and
15 percent payroll (FICA) tax.

Two Cheers for the
Bush Health Plan
by John C. Goodman

In his State of the Union address, President Bush
proposed a tax deduction for people who purchase
catastrophic (high-deductible) health insurance, in ad-
dition to his previous health
proposals.  Such insurance
could be combined with
Health Savings Accounts
(HSAs), deposits to which
are already deductible.

Why single out one form
of insurance for tax relief,
while ignoring all others?
Some may see the proposal
as arbitrary and unfair.  In
fact, it is an important step
in the direction of a more
sensible health care system.
Here’s why.

Self-Insuring through
Health Savings Accounts.
As of January 1, 2004, 250
million nonelderly Ameri-
cans now have access to
HSAs, provided that self-
insurance through an HSA
is combined with cata-
strophic, third-party insur-
ance.  With HSAs, individu-
als will be able to manage
some of their own health
care dollars through ac-
counts they own and con-
trol.  They will be able to use
these funds to pay expenses
not paid by third-party insurance, including the cost of
out-of-network doctors and diagnostic tests.  They will
be able to profit from being wise consumers of medical
care by having account balances grow tax free and
eventually be available for nonmedical purchases.

Creating a Level Playing Field in the Work-
place.  Prior to this year, the government taxed away
almost half of every dollar employers put into savings
accounts for employees to pay their own medical
expenses directly.  [See Figure I.]  But every dollar an

employer paid for employee health insurance premi-
ums avoided income and payroll taxes.  For a middle-
income employee, this generous tax subsidy meant
that government was effectively paying almost half
the cost of the health insurance.

The result was a tax law that lavishly subsidized
third-party insurance and severely penalized individual
self-insurance.  (The exceptions were Medical Sav-
ings Accounts under a federal pilot project and Health

Reimbursement Arrange-
ments — both discussed in
previous NCPA publica-
tions.)  This encouraged
people to use third-party bu-
reaucracies to pay every
medical bill, although it of-
ten made more sense for
patients to manage discre-
tionary expenses them-
selves.  In fact, this policy
actually encouraged the
HMO form of health deliv-
ery, since people got the
maximum tax advantage by
turning over all their health
care dollars to a third-party
payer.

The new law, part of the
recently enacted Medicare
prescription drug bill, ex-
empts employer and em-
ployee deposits to HSAs
from federal income and
payroll taxes.  This will give
deposits to HSAs the same
tax advantages formerly
granted only to health insur-
ance premiums.  [See Fig-
ure II.]

Reducing the Incen-
tive to Over-Insure in the Workplace.  Not only is
third-party insurance lavishly subsidized under the tax
law, the subsidy is open ended.  In principle, employees
can always lower their taxes by buying more health
insurance — no matter how wasteful.  Now they have
another option.  Instead of over-insuring, they can get
the same tax advantages if extra funds are deposited
in a savings account instead.

Reducing Distortions in the Individual Mar-
ket.  People who purchase their own insurance can
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FIGURE    II

CURRENT LAW
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also take advantage of a tax break in the Medicare
prescription drug bill.  Their HSA deposits are now a
deductible expense — even for income tax filers who
do not itemize — when combined with catastrophic
insurance.  However, these individual insurance pur-
chasers cannot deduct the premiums payments.  Thus
current tax law encourages too much self-insurance
and too little third-party insurance in the individual
market.

To help remedy this prob-
lem, the President has proposed
making the insurance premi-
ums deductible as well.  This
measure, if approved by Con-
gress, will put third-party in-
surance and self-insurance on
a level playing field in the mar-
ket for individual and family
policies.

Further, as in the employer
market, the subsidy to third-
party insurance will not en-
courage over-insurance, since
there is a savings alternative.

Creating a Level Playing
Field for the Self-Employed.
Unlike other individuals who
purchase their own health in-
surance, the self-employed
currently can deduct 100 per-
cent of their premiums, if they
itemize.  If the policy is cata-
strophic, they are now able to
deduct their HSA deposits,
whether or not they itemize.
The Bush proposal will treat
both options the same under the tax law.

Making the Bush Proposal Better.  These
reform measures will carefully eliminate distortions in
the health insurance marketplace — distortions that
have been that encouraging perverse behavior.  More
needs to be done, however.

In South Africa, under the administration of Nelson
Mandela, a genuinely level playing field was created.
That is, a Medical Savings Account (MSA) could be
combined with any form of third-party insurance.  As
a result, the market was free to innovate and experi-
ment.

In a typical South African plan today, for example,
there is no deductible for hospital care, on the theory
that patients are exercising very little discretion in a
hospital setting.  By contrast, there is roughly a $1,200
deductible for out-patient care on the theory that
patients exercise a lot of discretion with respect to
those services.  Most drugs also face a high deduct-
ible.  When the insurer wants to encourage drug

therapies, however, the de-
ductible may drop back to zero.
This flexible approach encour-
ages patients to make prudent
choices when patient discre-
tion is appropriate, but not
when discretion is inappropri-
ate.

There are also other inter-
esting innovations.  For ex-
ample, diabetics can enroll in a
center of excellence for dia-
betic care.  They pay one-
third of the cost from their
MSA, while the employer (or
insurer) pays the other two-
thirds.

In the United States, by
contrast, federal law dictates
what the insurance contract
must look like.  In particular,
the health insurance policy that
accompanies an HSA must
have an across-the-board de-
ductible of at least $1,000 for
an individual or $2,000 for a
family, with exceptions for
preventive care.

In South Africa, MSA plans have captured about
two-thirds of the market for private health insurance.
However, the most popular plans in that country are
not allowed under the rigid parameters set for the U.S.
market.

Conclusion.  The Bush proposals are an important
step in the right direction.  The next step should be to
allow the design of the health insurance plan to be
determined in the marketplace, not in Congress.

John C. Goodman is president of the National
Center for Policy Analysis.


