CURRENT SYSTEM

Why We Should Keep The
Employment-Based Health
Insurance System

Despite its flaws, the current system offers the best foundation
on which to build for the future.

BY WirLLiAM S. CusTER, CHARLEsS N. Kaun~ III,
AND TaHOMAS F. WirtpsmiTH IV

young, wealthy and poor, healthy and sick—enjoy the secu-

rity of private health insurance; the vast majority are covered
through employer-sponsored health plans. Yet despite the many
advantages of this system, it has come under increasing criticism.

While some see the employment-based system as limiting con-
sumer choice, others argue that inequities within it are contributing
to the growing number of uninsured Americans, estimated to rise
from forty-three million to fifty-three million in the coming decade,
even under favorable economic conditions.' But although some wish
to address this problem through a health care program run by the
federal government, others maintain that a health care financing
structure based on individual choice would both expand private
coverage and improve accountability, efficiency, and quality
through a system that functions more like a “pure” free market.

This Commentary explores the benefits of the employment-based
system and explains why it provides the best foundation for ex-
panding coverage to more Americans. We note that given Ameri-
cans’ preference for private, voluntary health coverage, neither a
government-run system nor a government-mandated individual sys-
tem is a desirable option.’

Americans generally prefer to allocate resources using private
markets, in large part because decision making is decentralized.
This is especially beneficial in health care, where decisions often
involve personal trade-offs. Moreover, when competition in the pri-
vate market works well, it rewards innovation and punishes both
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low-quality and high-cost providers. Under perfect conditions, mar-
ket-based systems allocate scarce resources across competing de-
mands for those resources, thereby balancing the cost of production
with consumers’ preferences.

Real-world markets, however, are not always perfect, and some
characteristics of our health care system limit the market’s ability to
allocate resources efficiently or equitably. Nevertheless, employer-
sponsored health plans’ ability to pool risks and influence both the
quality and the cost of care offers significant administrative efficien-
cies and results in coverage that costs less than the equivalent indi-
vidual coverage does. This, combined with the fact that the public
benefits when each individual consumes health care services, makes
the employment-based system important to national health care
policy.

Tax Preference For The Employer-Based System

In 1997, 61 percent of Americans (64 percent of those under age

sixty-five) were covered through an employment-based plan, as

either employees or dependents (Exhibit 1). Among the nonelderly,
— =eemm more than 90 percent of those who have private insurance received
116 CURRENT it from an employment-based plan.’

SYSTEM The favorable tax treatment of health insurance as an employee
benefit has encouraged the proliferation of employer-sponsored
health plans (Exhibit 2). Since 1954 employers’ contributions for
employee health insurance have been excluded from income for the

I

EXHIBIT 1

Trends In Health Insurance Coverage For Persons Under Age Sixty-Five,

1987-1997
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SOURCE: W. Custer, Health Insurance Coverage and the Uninsured (Washington: Health Insurance Association
of America, January 1999).
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EXHIBIT 2
Growth In Group Health Insurance Coverage, By Type Of Coverage, 1940-1980
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purpose of determining payroll taxes and federal and state income

taxes. This exclusion is essentially a subsidy for the purchase of ——
health insurance for those who receive coverage through the work-  commentary 117
place.

Most employers that offer health coverage contribute to its cost;
in larger firms this contribution typically represents about 75 per-
cent of the cost of individual coverage and about 65 percent of the
cost of family coverage.* This means that there is little benefit from
not participating in a health plan, even for those who perceive their
health risk as low. Participation rates are consequently very high,
and persons generally considered to be good health risks remain in
the employer’s risk pool, which effectively reduces the premium and
makes employment-based health insurance more cost-effective than
the alternatives.’

Critics of the employer-based system say that the tax preference
is inequitable because persons who lack access to the coverage can-
not benefit from the exclusion. However, the tax preference further
increases the ability of employment-based coverage to pool risk—
the main advantage that employment-based health insurance has
over individual health insurance.

Employment-based insurance spreads risk more broadly and
therefore more efficiently than individual health insurance and, con-
sequently, is less affected by adverse selection. The problems created
for the individual health insurance market by consumers’ particular
health care needs, which shape the purchasing decision, are well
documented.® In contrast, employer-sponsored health plans are of-
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“The group purchase of health insurance through the workplace
makes that coverage affordable to poorer risks.”
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fered to employees and their dependents as part of a compensation
package—and a person’s self-assessment of risk is only one of many
factors leading to acceptance or rejection of a job offer.’

The tax subsidy promotes participation in health plans by those
who otherwise would experience large net losses from participa-
tion. Some evidence exists that without tax subsidies, low-risk per-
sons might leave pools at a higher rate than high-risk persons do
because the cost of coverage would exceed its value.® If enough
employees chose not to participate, employers might simply termi-
nate their health plans, especially if those who dropped out tended
to be better risks.’

If the tax subsidy were removed with no other changes in the tax
code, twenty million adults would no longer have employment-
based health insurance.” About 3.5 million more adults would pur-
chase individual health insurance policies. But those in poor health—
according to self-reported measures of health status—would be hit
hard: The number of employer-insured adults with at least one fam-
ily member in poor health would fall from 47 percent to 31 percent, a
drop of sixteen percentage points.

Even more telling, the percentage of good risks with private cov-
erage outside the employment-based system would increase by
three percentage points, while the percentage of poor risks with
other private coverage would fall slightly. Even the percentage of
employer-insured adults with healthy families would fall twelve
percentage points if the exclusion were repealed. These results fur-
ther support the notion that the tax subsidy reinforces the risk
pooling inherent in employment-based health insurance, thereby
increasing the number of Americans with coverage.

In short, an inherent economic dynamic favors employment-
based group coverage over individual coverage. Employers’ deci-
sions to offer health insurance depend on the demand for coverage
by the workforce they wish to attract and retain. Although good
risks have a lower demand for health insurance than poorer risks
have, the tax preference for employer-sponsored coverage in effect
lowers its price. This induces more good risks to demand insurance;
as the demand rises, more employers offer coverage. And when cov-
erage is offered as a part of compensation, the vast majority of em-
ployees participate, thereby reducing the effects of adverse selec-
tion. Thus, the group purchase of health insurance through the
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workplace makes that coverage affordable to poorer risks—the
more vulnerable members of society. Individual purchase of insur-
ance would not achieve this societal good.

Finally, some economists have argued that the tax preference
provides an incentive for the purchase of too much insurance, result-
ing in a distorted market for health services, inefficient allocation of
scarce resources, and increased health care cost inflation." This ar-
gument ignores the social benefit provided by a person’s access to
health care services. Clearly, the current public policy debate cen-
ters on increasing health insurance coverage, not limiting it.

Employers As Purchasers

An important feature of the employment-based health insurance

system is that many employers are sophisticated purchasers of

health care. As such, they played a large role in stemming the rapid

rise in health care costs of the late 1980s.” Employers were impor-

tant catalysts in the development of managed care. In addition to

slowing health care cost inflation, managed care emphasized pre-

vention and screening and brought new approaches to managing

chronic diseases. Without employers’ support, and the relatively —————
generous benefit levels common with employer-sponsored health COMMENTARY 119
plans, the continued development of managed care—and of net-

work-based managed care in particular—might be hindered.” This

is a critical concern; without the cost savings created by managed

care, it is likely that the number of uninsured Americans would be

much higher."

The value of employers’ efforts to control health insurance costs
must not be underestimated. Overall, the cost of coverage is the
primary reason why many Americans lack health insurance.” In fact,
almost two-thirds of the uninsured report that they do not have
health insurance because it is too expensive.” The rapid growth of
health care spending relative to personal income can account for
almost all of the increase in the number of uninsured workers be-
tween 1979 and 1995. This suggests that employers’ efforts to control
health care costs by fostering price competition and managed care
directly benefit workers, especially those low-wage earners who
otherwise would be unable to purchase coverage.”

Employers also are working to improve the quality of health care.
Roger Evans, manager of the health services evaluation section at the
Mayo Clinic, has said:

Reform is being driven by progressive employers, by those concerned about
quality. . . . They are the ones driving positive changes and those changes
benefit not only the employers involved, they also help improve the entire
care/delivery system for everyone.”
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Limitations Of The Individual Insurance Market

Individual health insurance is often proposed as an alternative to
employer-sponsored group coverage. However, even though roughly
ten and a half million nonelderly Americans who do not have access
to employment-based coverage rely on the individual health insur-
ance market, it has a number of limitations, not all of which are
related to its small size.”

The decision to purchase coverage in the individual market is
different from the decision in the employer-sponsored market. Indi-
viduals tend to make economic decisions that are in their own finan-
cial best interest. In a voluntary individual health insurance market,
each purchaser must compare the cost of coverage with the likely
value of the benefits that will be received, and thus a consumer’s
expectations for future health care needs become the primary factor
driving the purchase of coverage. This results in a market that oper-
ates in a fundamentally different fashion than do the employer-
sponsored group market and most social insurance programs.” The
residual nature and the individual-purchase dynamic of the individ-
ual market make market turnover rates very high; as many as 40
percent of individual policies are held for one year or less.”

Can this market’s limitations be addressed? Not easily, because
those limitations arise from the voluntary purchase of coverage by
individuals. Current state reform efforts are attempting to add guar-
anteed issue and rating restrictions—requirements that actually
would raise costs and reduce access.” Benefit mandates, which also
are likely, would further raise the cost of coverage.” More-complex
solutions, such as risk-adjustment mechanisms, have yet to be
proved effective and are accompanied by additional complications,
not the least of which is an increased role for government.

Even if the current tax preferences were replaced by refundable
tax credits for individuals, the net number of Americans with health
insurance coverage still would decline. So far, no tax-credit scenario
modeled by researchers has markedly reduced the number of unin-
sured Americans. In fact, most have resulted in increases.*

The Employer-Based System: Basis For Reform

The employment-based health insurance system is not a historical
accident. Its characteristics flow directly from our society’s desire to
maximize access to health care, our commitment to voluntary pri-
vate markets, and the market advantages of employer-sponsored
health insurance.

The inherent structural advantages of the employment-based pri-
vate health insurance market, coupled with complementary tax and
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public policies, have allowed employers to help control health care
costs, improve quality, and maximize health benefits for a wide
range of Americans from diverse economic and social backgrounds.
The success of these efforts, during the past decade in particular,
shows that the employer-based system harnesses the unique risk
factors and other attributes of the health insurance market, for the
benefit of the public. These advantages simply are impossible to
replicate in any alternative based on a voluntary system.

Voluntary markets will continue for the foreseeable future, mar-
kets in which each purchaser must compare the value of the cover-
age received with the cost of the premiums and decide whether or
not coverage makes sense. With a voluntary market, any implicit
subsidy that requires some people to pay more for health insurance
so that others can pay less is, in effect, a “tax” that can be avoided
simply by not buying health insurance.

Continued reliance on the employment-based health insurance
system, with its ability to attract a broad range of individuals, in
conjunction with targeted subsidies for specific population seg-
ments who are not eligible for, or cannot afford, employer coverage,
would seem to be the best strategy for increasing access in a volun-
tary market. Access to affordable coverage needs to be extended to
far more Americans, but such efforts should supplement and
strengthen the current employment-based system, not replace it.

UR SOCIETY CONTINUES TO FACE important challenges in

moving toward a more efficient, cost-effective, and universal

health care system. Perhaps the most difficult challenge is to
maintain the balance between private and public coverage to maxi-
mize access to health care services, control costs, and reward inno-
vation. As long as we continue to rely on the voluntary purchase of
health insurance, the natural tendency of consumers to make finan-
cial decisions that are in their own economic best interest will limit
the size of the implicit subsidies that can be generated, particularly
in the individual market, without greatly reducing the number of
persons who choose to purchase coverage. The employment-based
health care system offers a solid, proven foundation upon which to
build any reform, and it should be preserved. On the other hand,
reforms based on attempts to break the link between employment
and health insurance coverage are unlikely to be successful and have
the potential to greatly increase the number of Americans who lack
health insurance.
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