4oy RESEARCH BULLETIN

CENTER

EPI POLICY CENTER ' RESEARCH BULLETIN #100 OCTOBER 1, 2008

UNDER McCAIN HEALTH PLAN
881,140 PEOPLE IN TEXAS
WOULD LOSE EMPLOYER-

SPONSORED HEALTH COVERAGE

A state-by-state analysis

BY JOSH BIVENS AND ELISE GOULD

Recently a team of prominent health economists estimated that 20 million people nationwide would lose employer-
sponsored insurance if the health care plan proposed by Senator John McCain were to become law (Buchmueller et
al. 2008). This paper extends their analysis (published in the journal Health Affairs) by estimating the loss of employer-
sponsored insurance in each state. Because the centerpiece of the McCain plan would impose taxes on health insurance
benefits—which are now untaxed—employers would be less likely to offer them.

At the state level we find that the state of Texas would see 881,140 people lose employer-sponsored health
insurance under the McCain plan, and virtually all of these people would be forced to buy health insurance in
the expensive and chaotic private insurance market. This means that 7.8% of people in Texas who currently have
employer-sponsored health insurance.

Nationally, we are able to replicate the Buchmueller et al. (2008) results, finding that between 11 and 27 million
U.S. residents would lose employer-sponsored insurance if the current tax exclusion were removed. The wide range of
findings in both this report and Buchmueller et al. (2008) is a result of a wide range of estimates in the research literature
regarding how responsive an employer’s decision to offer health insurance is to its after-tax price. The simple average of
all of our estimates finds that over 19 million people would lose employer-sponsored coverage if the tax exclusion were
removed, which is consistent with the Buchmueller results.

At the state level we find extensive losses of employer coverage across-the-board, unsurprising given the high national
numbers. Losses range from a high of 15.5% in New York, Rhode Island, and Vermont to a low of 7.8% in Texas and
Tennessee.' These losses hit states particularly hard with high tax rates and/or high shares of employment in smaller
firms. All in all, this proposed change would radically increase the already rapid unraveling of the employer-sponsored in-
surance system, which has seen a 5.4% decline in the share of those under 65 covered by such insurance since 2000.
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Background on the employer
exclusion

The current tax exclusion for premiums for employer-spon-
sored insurance allows employers to offer their employees
either direct compensation in the form of health insurance
premiums that are not taxed, and the opportunity to pay
for premiums themselves with pre-tax (both payroll and
income tax) dollars.

This exclusion has attracted policy makers’ attention
for a number of reasons.’ First, it is expensive, costing the
federal government over $200 billion in foregone taxes in
2007. Second, it is regressive, with most benefits going to
workers who are offered employer-sponsored insurance
and who face high marginal tax rates, both of which indi-
cate workers nearer the top of the earnings distribution.

These reasons (among others) explain why many
recent health proposals have involved either reducing or
outright eliminating the tax exclusion. While many of
these other proposals have focused only on the income
tax exclusion, it is not clear that the final McCain pro-
posal will maintain the current exclusion for payroll taxes.
Revenue estimates from the McCain campaign suggest
that the proposal will indeed end the payroll tax exclusion
(Kvaal et al. 2008), but some independent assessments of
the McCain proposal have only assumed an end to the
income tax exclusion (Burman et al. 2008; Buchmueller
et al. 2008). This paper also focuses only on the income
tax exclusion. It should be noted that our estimates of
employer-sponsored insurance loss would be substantially
higher (by roughly a third) if in fact the payroll exclusion
were also eliminated.

The current tax exclusion is a linchpin of the employer-
based health insurance system in the United States. While
this system is far from perfect, it does pool and spread
risk, and it zs how 165 million U.S. residents under the
age of 65 receive health insurance. Kicking away the
foundations of this system should only be done if there is

a well-crafted alternative.

Summary of research
methodology*

Employers provide health insurance as a fringe benefit

to attract employees in competitive labor markets. The
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current tax exclusion provides an implicit subsidy
for employers’ compensation provided in the form of
premiums. Removing this subsidy therefore reduces the
incentive for employers to provide compensation in the
form of premiums rather than cash.

Providing health insurance as compensation gener-
ally imposes some fixed costs on firms—for example,
hiring a benefits manager to keep track of health care
coverage. Also, high and volatile rates of inflation for
health insurance premiums make it hard for employers to
promise both a given level of health insurance coverage
and also a target level of growth in cash compensation
without exposing themselves to big risks from rapid pre-
mium growth year-to-year. Given these two considerations
(among others), some firms (especially small firms that
will find the administrative costs especially burdensome)
may choose to provide insurance only if the implicit
subsidy of the tax exclusion remains in place.

Research has verified that employers’ decision to offer
insurance is indeed sensitive to the “tax price” of insurance,
where the tax price is defined as how many after-tax
dollars are needed to purchase one dollar’s worth of in-
surance premiums. Given the employer exclusion, the tax
price of insurance is well under $1. The research shows that
as the tax price of insurance rises, employers are less likely
to offer insurance. This paper uses the quantitative findings
on how responsive employer offer rates are to the changing
tax price of insurance to get state-level estimates of how
employer offers would change if the tax exclusion were
eliminated. We discuss this literature and the value of these
parameters at more length in the technical appendix.

Using marginal tax rates (which differ by state) and
employer responsiveness to changing tax prices (which
differs by firm size), we obtain state-level estimates of the
number of people who would lose employer-sponsored in-
surance if the current income tax exclusion were removed.

Other parts of the broader McCain health proposal
could also affect employer-sponsored insurance. For ex-
ample, the addition of a tax credit for purchase of in-
dividual insurance coverage may induce younger and
healthier employees to opt out of employer plans, which
could make employers’ subsequent insurance pool smaller
and less healthy, likely increasing premium rates and

administrative costs.
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TABLE 1

Employer-sponsored insurance losses resulting from
the elimination of the tax exclusion, by state
Share who
Average losses' lose coverage Range of losses
Lowest estimate Highest estimate

Alabama 304,685 11.3% 169,397 423,875
Alaska 36,331 9.7 20,195 50,531
Arizona 304,966 9.4 169,924 424,209
Arkansas 135,707 9.8 75,530 188,796
California 2,407,260 13.0 1,338,888 3,348,280
Colorado 344,991 12.1 191,858 479,817
Connecticut 335,680 15.4 186,661 466,889
D.C. 52,081 16.4 28,978 72,445
Delaware 63,422 12.1 35,266 88,229
Florida 776,570 8.8 431,687 1,080,271
Georgia 625,042 11.5 347,601 869,479
Hawaif -- -- = =

Idaho 91,760 10.8 51,026 127,643
Illinois 848,281 11.1 471,731 1,179,986
Indiana 374,902 9.7 208,598 521,633
lowa 217,346 11.8 120,847 302,327
Kansas 214,181 13.9 119,039 297,897
Kentucky 259,932 11.6 144,544 361,604
Louisiana 230,285 11.1 128,005 320,310
Maine 97,679 13.7 54,311 135,851
Maryland 472,113 13.7 262,411 656,624
Massachusetts 549,330 14.1 305,576 764,082
Michigan 722,258 12.3 401,631 1,004,617
Minnesota 418,582 12.5 232916 582,276
Mississippi 132,394 9.8 73,677 184,184
Missouri 406,150 12.5 225,891 564,925
Montana 61,318 13.1 34,076 85,262
Nebraska 107,001 10.3 59,554 148,853
Nevada 129,731 8.4 72,168 180,476
New Hampshire 101,819 11.6 56,600 141,603
New Jersey 672,782 133 374113 935,886
New Mexico 98,594 11.7 54,841 137,151
New York 1,605,030 15.5 892,478 2,232,246
North Carolina 608,559 12.9 338,226 846,497

cont.on page 4
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TABLE 1 (cont.)

Employer-sponsored insurance losses resulting from
the elimination of the tax exclusion, by state
Share who
Average losses’ lose coverage Range of losses
Lowest estimate Highest estimate
North Dakota 41,132 11.6% 22,863 57,206
Ohio 922,546 13.6 512,990 1,283,200
Oklahoma 228,490 13.0 127,048 317,791
Oregon 287,655 14.3 159,969 400,062
Pennsylvania 875,503 11.9 487,148 1,217,783
Rhode Island 96,651 15.5 53,726 134,419
South Carolina 240,405 10.4 133,724 334,431
South Dakota 40,929 9.1 22,758 56,924
Tennessee 241,601 7.8 134,550 336,151
Texas 881,140 7.8 490,278 1,226,013
Utah 177,768 10.6 98,862 247,301
Vermont 55,196 15.5 30,685 76,750
Virginia 580,812 133 323,011 807,875
Washington 353,433 9.3 196,460 491,599
West Virginia 99,125 10.4 55,149 137,875
Wisconsin 415,394 11.9 230,908 577,811
Wyoming 28,502 9.6 15,841 39,634
United States 19,381,747 11.8% 10,779,066 26,959,685

Notes:

1. "Average losses” are the average of all three estimates calculated, not simply the average of the “Lowest estimate”and “Highest estimate”
(see Technical Appendix for full discussion).

2. Hawaii has a mandate on employers to provide health insurance. While it's possible that there could be political pressure from employers
to eliminate the mandate should the exclusion be removed, our conservative estimate would suggest no change in employer-sponsored
health insurance.

SOURCE: Authors’calculations as described in the Technical Appendix.

million. New York, Ohio, Texas, Pennsylvania, Illinois,

Discussion of findings

The results shown in Table 1 illustrate the range of pos-
sible losses in employer coverage by state. It also aver-
ages the range of results for each state, both in absolute
coverage losses and expressed as a share of those currently
covered by employer-sponsored insurance.’

The absolute numbers on employer coverage loss are
highly correlated with state population for obvious reasons:
California leads the list in terms of absolute numbers of

employer insurance loss, with an average estimate of 2.4

RESEARCH BULLETIN #100 + OCTOBER 1, 2008

Florida, Michigan, New Jersey, Georgia, North Carolina,
Virginia, and Massachusetts also experience losses in ex-
cess of a half million.

By percentage losses, the biggest losers map closely to
those states with the highest tax rates (e.g., Vermont, Rhode
Island, Washington D.C., and New York). Every state, how-
ever, experiences an average loss in coverage of at least 7.8%.

It should be noted that our measure of employer

sponsored insurance loss does not automatically translate
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into a rise in uninsurance—those losing employer coverage
may buy coverage on the individual market, receive coverage
through a spouse, or qualify for public insurance (Medicaid
or State Children’s Health Insurance Program, for example).
That said, it seems clear that having chosen employer-spon-
sored coverage in the first place over these competing alter-
natives, a loss of employer coverage would indeed be wel-
fare-damaging. This intuition is firmly backed by research
documenting the failure of the most obvious specific source
of alternative coverage—the non-group market—to provide
decent insurance choices (or any choices at all), especially to
the sickest insurance-seekers.

A large share of those losing employer coverage will
have no choice (absent being uninsured) other than to
seek coverage in the individual market. As numerous
policy analysts have pointed out, however, individuals in
the current non-group insurance market do not have the
protection of being pooled together in large plans and are
subject to the whims of private insurers.

As a result, this individual market is characterized by
poor information about policies, discriminatory pricing,
coverage exclusions, refusal to cover pre-existing condi-
tions, and denials of policy renewal (CAPAF 2008;
Buchmueller et al. 2008; Families USA 2008). Even
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worse, other planks of the McCain plan actually call for
removing many of the (already insufficient) consumer
protections that currently exist.

Conclusion

An estimated 165 million U.S. residents under the age of
65 currently receive insurance coverage through their em-
ployer. A linchpin of this system is the tax exclusion that
allows premiums purchased by employer-based plans to be
paid tax free. The centerpiece of John McCain’s plan for
health care reform would end this exclusion. This change
would cost somewhere between 11 and 27 million people
their employer coverage nationwide. Using a range of es-
timates of employer response identified in the academic
literature, we estimate a range of state-by-state losses in
employer-sponsored coverage that could result from
removal of the tax exclusion.

Again, it should be noted that while many of these
workers and their dependents may be able to find in-
surance through another source, many may not be able to
do so. Furthermore, loss of employer-sponsored coverage,
as noted previously, will almost surely lead to a welfare
loss even for those affected workers who manage to

purchase a plan on the individual market.
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Technical Appendix

The methodology of this study is straight-forward
(see Table Al). We use “off-the-shelf” measures of
employers’ elasticity of offer and combine these with
(mostly) off-the-shelf measures of state averages of
the tax price of insurance.

The elasticity of offer is simply a measure of how
responsive employers’ decision to offer insurance to
their employees is to its “tax-price.” The tax price of
insurance is a measure of how many after-tax dollars
are needed to purchase one dollar’s worth of health in-
surance premiums.

Given that health insurance premiums in employer-
sponsored plans are not subject to payroll or federal
income tax, the tax price of health insurance today is
well under $1. This allows employers to offer a dollar’s
worth of health insurance premiums for less than they
could offer a dollar’s worth of after-tax cash compensa-
tion, hence providing a strong incentive for employers
to offer compensation to their employees in the form of
health insurance.

As noted in the body of the paper, since providing in-
surance often imposes a cost on firms and makes year-to-
year planning of compensation offers difficult, employers
may stop offering insurance in the place of cash compen-
sation if the tax-price of insurance rises.

Elasticity of offer

The empirical research backs up this intuition—increases
in the tax-price of insurance are indeed correlated in the
real world with changing offer decisions by employers.
Three of the highest quality academic studies address-
ing this issue are Finkelstein (2004), Gruber and Lettau
(2004), and Beeson-Royalty (2000). The elasticities of of-
fer identified in these studies range from -0.25 to -0.70.
What this means intuitively is that each 1% increase
(decrease) in the tax price of health insurance will lead
to a decrease (increase) in the probability that employers
will offer insurance ranging from 0.25% to 0.7%. Both
Finkelstein (2004) and Gruber and Lettau (2004) find
that the elasticity of offer varies negatively with firm-size,
meaning that small firms respond much more strongly to
a change in the tax price of insurance than do medium or
larger-sized firms.
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This paper uses each of these three estimates, as they are
generally considered among the highest quality in the
field. When we present average results by state, we aver-
age the findings using each of these three elasticities.

The lowest estimates come from Gruber and Lettau
(2004), who base them on an estimation of relatively
small changes in tax prices—essentially, differences in the
tax-price across states and earnings levels. As such, using
them to project a very large change in tax prices resulting
from a complete removal of the tax exclusion for health
insurance premiums could well understate the fallout of
this policy, as they note themselves. Using the Gruber
and Lettau (2004) estimates and applying them to our
state-by-state sample indicates that 11 million people
would lose employer coverage.

Finkelstein (2004) examines a very large change in
tax policy—a 60% reduction in tax subsidies to employer-
provided supplementary health insurance in the Cana-
dian province of Quebec. The size of this change is more
comparable to the McCain plan to remove the income
tax exclusion. Her preferred elasticity is almost twice as
large as that found by Gruber and Lettau (2004). While a
better analogue to the magnitude of the tax price change
examined in this paper, given that Finkelstein (2004)
focuses on supplemental (not comprehensive) coverage
in the context of the quite different Canadian insurance
market, we choose not to rely exclusively on it. Using the
Finkelstein estimates, we find that employee receipt of
employer-sponsored coverage would fall by 20 million.

Royalty (2000) provides one of the larger estimates
in the literature, well over twice as large as the Gruber
and Lettau (2004) findings. Applying her estimate to our
sample we find that 27 million Americans would lose
employer coverage if the tax exclusion for premiums paid

through employer-sponsored insurance were eliminated.

Constructing state-level estimates of
employer coverage loss
In Table A1 we present an example of our methodology
using the relevant firm-size elasticities identified by
Gruber and Lettau (2004).

We first obtained the distribution of employees

currently enrolled in employer-sponsored coverage by
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TABLE A1

Current employer-sponsored insurance coverage and
losses resulting from removal of tax exclusion, by states
Lower-bound estimate using Gruber and Lettau (2004) elasticities
Current employer- State-specific Removal of tax
sponsored coverage elasticity® exclusion
Share change  Share change
Enroliment’ Offer rate? tax price* offer rate
Alabama 2,686,919 90.8% 23.3% 29.8% 6.9%
Alaska 375,440 773 279 25.0 7.0
Arizona 3,240,271 84.1 228 27.3 6.2
Arkansas 1,386,069 82.5 22.1 299 6.6
California 18,498,385 86.8 259 322 8.3
Colorado 2,846,469 85.2 27.3 289 7.9
Connecticut 2,173,799 936 266 345 9.2
Delaware 523,533 90.3 23.7 315 7.5
D.C. 318,391 95.1 243 394 9.6
Florida 8,857,407 86.0 24.6 23.0 57
Georgia 5426,306 86.2 24.2 30.7 74
Hawaii 799,989 96.0 317 31.8 10.1
Idaho 846,036 80.7 24.5 305 7.5
lllinois 7,621,067 88.2 24.7 284 7.0
Indiana 3,858,392 87.0 209 29.8 6.2
lowa 1,845,245 82.6 253 314 79
Kansas 1,538,319 84.7 275 333 9.1
Kentucky 2,232,411 88.9 235 31.0 7.3
Louisiana 2,080,614 79.1 265 294 78
Maine 714,935 86.2 279 316 8.8
Maryland 3,446,280 88.1 28.0 309 8.6
Massachusetts 3,901,018 91.0 254 339 8.6
Michigan 5,894,150 89.3 258 29.6 7.6
Minnesota 3,346,400 87.6 237 336 7.9
Mississippi 1,352,823 83.3 224 292 6.5
Missouri 3,261,139 89.2 257 302 7.8
Montana 469,446 78.5 34.1 27.2 9.2
Nebraska 1,041,434 81.3 228 30.9 7.0
Nevada 1,536,691 89.1 23.0 229 53
New Hampshire 878,780 889 29.1 249 7.2
New Jersey 5071914 90.6 244 334 8.1
New Mexico 845,906 81.5 239 332 8.0
New York 10,330,799 88.3 279 35.1 9.8
cont.on page 8
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TABLE A1 (cont.)

Current employer-sponsored insurance coverage and
losses resulting from removal of tax exclusion, by states
Lower-bound estimate using Gruber and Lettau (2004) elasticities
Current employer- State-specific Removal of tax
sponsored coverage elasticity® exclusion
Share change  Share change
Enrollment’ Offer rate? tax price* offer rate

North Carolina 4,732,275 84.4% 26.0% 32.6% 8.5%
North Dakota 355,118 804 28.2 284 8.0
Ohio 6,772,992 90.3 259 324 84
Oklahoma 1,761,824 829 274 31.8 8.7
Oregon 2,017,906 88.2 279 322 9.0
Pennsylvania 7,357,849 90.8 249 293 7.3
Rhode Island 623,329 915 285 33.1 94
South Carolina 2,309,793 82.8 236 29.7 7.0
South Dakota 447,506 783 278 234 6.5
Tennessee 3,100,071 874 204 244 5.0
Texas 11,236,280 82.1 208 255 53
Utah 1,679,274 84.0 234 29.9 7.0
Vermont 356,482 85.2 332 304 10.1
Virginia 4,376,467 88.7 256 325 83
Washington 3,789,415 864 265 227 6.0
West Virginia 949,907 79.6 254 287 7.3
Wisconsin 3,478,982 874 256 29.7 7.6
Wyoming 295,815 76.8 318 220 70

Notes:

1. Authors'analysis of the March Current Population Survey (2008).

2. Medical Expenditure Panel Survey -- Insurance Component (2006).

3. Gruber and Lettau (2004) adjusted by firm size.

4. NBER TAXSIM.

various firm-size categories in each state. We then con-
structed a weighted state-wide elasticity based on the
state’s distribution of covered employees across firm-sizes.
States with a greater share of current enrollees employed by
smaller firms will, by construction, have a higher average

elasticity of offer and vice-versa.

Tax-price of insurance by state
Next, we obtained data on marginal tax rates by income

type by state to construct a tax-price for insurance in each
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state. To calculate this, we use the summary tables pro-
vided by the TAXSIM model constructed by the National
Bureau of Economic Research (NBER) and the state-level
reports on aggregate state income by type of income com-
piled by the Statistics of Income (SOI) division of the
Internal Revenue Service (IRS).

We multiply the marginal tax rates by type of income
from TAXSIM by the share of all state income earned in
each respective class reported by the SOI. Then we sum

the contributions to get a single average marginal tax rate
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by state. Once we have this existing marginal tax rate by
state, we can calculate the tax price of insurance, which,

following Gruber and Lettau, is simply:

(I-t,—t—-t—1 )
TR = f s s Tme
(4t +t )

Where 7T specifies a given marginal tax rate, and the sub-
scripts f; 5, ss, and mc refer respectively to federal income
taxes, state income taxes, Social Security payroll taxes,
and Medicare payroll taxes.

The elimination of the income tax exclusion (while
maintaining the payroll tax exclusion) changes the tax

price of insurance to:

! (I_TSJ_TM(‘)
TR= T )y
Estimates of employer

coverage loss

Given each state’s existing tax price for insurance, we
can then calculate the percentage change in this tax
price if the employer exclusion for health insurance
premiums purchased through employer-sponsored in-
surance were eliminated.

As stated previously, McCain has yet to specify that
his proposal retains the payroll tax exclusion. If his plan
eliminated both the income and payroll tax exclusion, the
tax price of insurance becomes $1. The change in health
insurance price is even greater under this scenario, causing
a larger employer response and greater losses in employer-
sponsored health insurance.

This percentage change in the tax price for insurance
is then multiplied by the state-level elasticity of offer
(which, again, is a function of the share of enrollees in
different firm-size categories). This yields the percentage
change in the probability of offer. Multiplying this per-
centage change by the share of employees in each state
currently offered employer-sponsored insurance gives us
the change in offer rates for the state. This change was
then multiplied by the total number of people in the state
covered by employer-sponsored insurance to get the final
numbers reported in Table 1.
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Endnotes

1. Because Hawaii has a legal mandate requiring employers
provide insurance to full-time workers, we do not analyze
the effect of the McCain health plan on this state. Cover-
age loss in Washington D.C. (16.4%) was actually higher
than in any state.

2. See Gould (forthcoming).

There have been numerous recent proposals aside from
Senator McCain’s to /imit the tax exclusion (e.g., the
President’s Tax Reform Panel of 2005 sets a dollar limit,
and a proposal advanced by Senator Clinton’s plan in-
cludes an income-based cap on the exclusion) or remove it
altogether (e.g., Senator Wyden’s plan).

4. A complete discussion of the methodology is provided in
the Technical Appendix.

5. This average is not just the average of the upper- and lower-
bounds, but the average using three different elasticities of
offer identified in the research literature. For details, see
the Technical Appendix.

6. We assume zero effect for Hawaii. Hawaii has an employer
mandate to provide health insurance. While it is possible
that there could be political pressure from employers to
remove the mandate should the exclusion be removed, a
most-conservative estimate would suggest no change in
coverage.
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