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Introduction and Summary

Sen. John McCain (R-AZ) has proposed a far-reaching plan to fundamentally reshape our
health care landscape. The presumprive Republican presidental candidate’s plan raises
taxes on millions of families—with the largest increases falling on middle-class households—
and fails to make insurance affordable for many households, especially low-income families

and individuals with pre-existing conditions.

Today, workers with health insurance through their jobs enjov largely tax-free benefits.
MeCain's plan treats these benefits like wages, making them subject to income and payroll
taxes, and creates a new tax credit for insurance premiums worth $2,300 for individuals and
$5,000 for families.! In the process his plan rewrites well over $200 billion in health subsi-
dies provided through the tax code—a massive sum thart is abourt three tmes larger than
any Cabiner agency other than the Department of Defense > Our analysis of the dramaric
changes McCain proposes reaches three conclusions.

®* For most taxpayers, McCain's tax credit quickly becomes a tax increase,
MecCain’s new tax credit grows only at the rate of infladon (about 2 percent a vear), while
current tax subsidies keep up with health insurance premiums (about 7 percent a year).*
As a result, the value of the tax credit quickly falls behind rising health care costs, mean-
ing most households with employer coverage roday would soon see a tax increase. Fami-
lies earning $40,000, for example, would receive a small tax cut in 2009, but by 2018 they

will be paying over $2.800 more a vear in taxes.

= Many middle-class households under the McCain plan pay higher taxes
immediately. Households with emplover-sponsored coverage, higher incomes, and
higher premiums are the most likely to see immediate tax increases. The largest tax
increases fall on middle-class families, which pay the highest combined pavrell and
income tax rates.



* The “one-size-fits-all* design of McCain’s tax credit is ineffective at making
coverage affordable for Americans with low incomes or pre-existing illnesses.
Most uninsured Americans live under or near the poverty line and cannot afford high
premiums. By providing the same $3,000 subsidy to every family, the McCain plan falls
far short of the help that low-income families need. It also ignores the higher premiums
faced by individuals with existing illnesses, who are approaching middle age, or who live
in states with higher medical costs and are likely to find premiums sdll out of reach.

Reforming the tax treatment of health insurance could be an important part of a broader
health care reform effort. A better approach would include larger tax increases on high-
income households, effective cost containment, and accessible and affordable coverage
optons for everyone. The McCain plan instead upends the current health insurance system,

increases middle-class taxes, and fails to make coverage affordable and available to evervone.

Rewriting Tax Subsidies for Health Insurance

Health insurance in the United States has been organized around workplaces from the
beginning. Businesses first offered health benefits in the 1930s, and benefits grew more com-
mon during World War II due to their exemption from wartime wage controls. In the 1950s,
strong unions and favorable tax treatment solidified the link between employment and insur-
ance. Today, 138 million people—the majority of non-elderly Americans—receive insurance
from their own or a family member’s job.*

Current Law

Tax benefits contnue to provide a strong raticnale for emplovers to offer health insurance.
Premiums paid by emplovers are not subject to either income or payroll taxes. Premiums

paid by emplovees are usually also tax-free ”

A typical middle-class worker pays 13 percent in federal income taxes, about 3 percent in
state income taxes, and 13.3 percent in pavroll taxes (including taxes nominally collected
from emplovyers but actually borne by workers).®* As a result, each additdonal dollar earned in
wages is worth only about 63 cents after taxes. However, a dellar in health insurance pre-
miums is worth a full deollar because it is tax-free. In other words, compensation paid in the

form of health insurance is worth nearly 30 percent more than compensation paid as wages.

The tax exemption is a major federal commimment to expanding health insurance. The TS,
tax codes delivers well over $200 billion a vear in subsidies that make insuranece more afford-
able” The tax exemption supports the emplover-based system of health care, which (despite its
flaws) delivers insurance to the majority of Americans with relatdvely low administrative costs,

and includes people who have existing illnesses or are at a greater risk of developing them.



Reform of the rax exemption could be an important part of broader health care reform leg-
islation. As a method of making insurance affordable, today’s tax benefits are “upside down”
because they give the most help to the middle-class and high-income households char pay
the highest tax rates and offer little help to low-income workers who pay only payroll taxes ®
Some analysts believe that the tax subsidy encourages people to purchase more coverage

than is needed, leading to wasteful health care spending®

The McCain Plan

Sen. McCain’s plan repeals the tax exclusion for emplover-provided insurance, requiring work-
ers to pay income and payroll taxes on their health benefits. In its place, his plan creates a new
refundable health insurance tax credit worth $3,000 for families, and $2,500 for individuals. !
The new credit would be fully funded by repealing the existing health care tax benefits.!!

The McCain plan’s new credit would be available to taxpavers buying insurance individu-
ally as well as those who buy it through their jobs. It would be refundable to taxpayers with
low incomes who pav little or no income taxes. Families who buy “innovarive”™ policies thar
cost less than the value of the credit would be able to keep the whole credic by depositdng
the excess into health savings accounts. Each year, the value of the credic would be adjusted
for inflation, growing more slowly than the current tax break for emplover-provided health
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insurance, which grows with health care premiums.

The proposal is similar to one that President Bush proposed in 2007 and 2008.%° The Bush
tax benefit was structured as a deducton rather than a credit, but administration officials

indicated that Bush was open to either approach.'*

While some workers would lose health benefits from their jobs, the standard economic
assumnption is chat these workers would gain higher wages and their overall compensation
would not change. The McCain plan’s impact on coverage is not yet clear, but some analysts
sugoest that the proposal is likely to expand coverage. McCain advisors say that 20 mil-

lion uninsured Americans would gain coverage under the plan, while Emory professor Ken

Thorpe esdmates that number at 5 million to 7 million

McCain also proposes a number of complementary health care policies. Most notably, he
would encourage the dereguladon of health insurance by allowing insurers to sell across
state lines to avoid state consumer-protection laws. His health care proposals are available at
www johnmecain.com.
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Methodology and Assumptions

Public information available from the McCain campaizn lacks clarity on several important
derails foreing us to make several assumptions before conducting our analysis. First, we
assume that the McCain campaign would repeal the exemption for payroll taxes as well

as for income taxes. While campaizn aides have not stated Sen. McCain's policy defini-
tively, it has esdmated that subjecting health benefits to taxation would raise $3.6 trillion
over 10 years, a fizure apparenty based on a congressional estimarte that includes higher
payroll taxes.* A campaign advisor has also estimated its impact on a typical family by
using a 33 percent tax rate; tax rates faced by typical families are close to 33 percent only
if payroll taxes are included ** As with the Bush plan—which served as the model for the
McCain plan—the revenue from addirdonal payroll tax revenue is needed to ensure that

the proposal has no net cost to the federal government over 10 years, a stated goal.

Second, we assume that the proposal would prevent emplovees from shielding health bene-
fits from raxadon through cafeteria plans, which allow workers to choose between additional
salary and tax-free benefits like insurance. Without such a step, employees would be able o
continue receiving tax-free health benefits while receiving McCain's new tax credit, making
the proposal enormously expensive and inconsistent with the campaign cost estimate. The

Bush proposal that serves as a model for McCain’s plan also eliminated this tax preference ™

Finally, we assume that the proposal is not optional: Workers would not be allowed to choose
between McCain’s tax credic and the current tax rreatment. Because every taxpavyer would
choose to minimize their taxes—rtaking either the current exclusion or the new tax credir,
whichever was better for themn—allowing such a choice would also have a large cost, defeat-

ing the McCain campaign’s stated objectve of a revenue-neutral reform.

The households described in this report are rypical, but the actual impact on real taxpay-
ers will vary. All income is assumed to be salary or wages. Househelds have no dependents.
Workers are assumed to bear the burden of all payroll taxes, even though emplovers are
nominally responsible for half of these taxes * Unless stated otherwise, state income taxes

are assumed to be 3 percent above an addidonal $3,000 exemption.

Individuals and families are assumed to receive the tax exemption for the average premium
on an emplover-based plan. Premiums for family policies are projected by the Ceongressional

Budger Office " Premiums for individual pelicies are based upon the 2007 figures reported by

the Kaiser Family Foundation and are assumed to grow at the same rate as family policies *

All premiums on emplover-provided plans are assumed to be tax-exempt under current law:

Premiums paid by employees are tax-free if paid through a cafeteria plan under Section

123 of the Internal Revenue Code. According to the Joint Commirttee on Taxadon, in 2004

active employees paid $120 billion on a tax-preferred basis while active employees, COBRA
enrollees, and retirees paid £37 billion in premiums and contributions to health flexible

spending arrangements on an after-tax basis. ™



