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INTRODUCTION

Poart 1 of this Talking Points series on health care explained that proposals to
reform America’s health care system generally are based on one of three ap-
proaches. Each approach uses a different mechanism to allocate health care
resources and to determine what services a family receives. These three methods
are:

1) The Single-Payer (or “Canadian”) Approach. The government be-
comes the monopoly provider of health care financing. It fixes a budget for
health care and allocates money to hospitals, and it sets physician fees.

2) The “Play or Pay” Approach. The government gives employers a choice:
either provide at least a specified health insurance plan to employees and
their families, or pay a payroll tax to finance a public program for their
health benefits, as well as for those Americans not currently insured. The
government runs the public program and employers are responsible for
financing and managing private insurance.

3) The Consumer Choice Approach. Americans are allowed to choose the
health care plan they want. Unlike today, where government help to obtain a
plan effectively is restricted to employer-sponsored plans, families would
receive the same amount of government help wherever they obtained
coverage. Further, there would be more help for the sick and the low-paid,
less for the healthy and the high-paid. No national budget for health care
would be set by the government, and efficient allocation and cost control
would be determined by consumer choice and competition among providers.

Many of the key features of a consumer-based system already exist in the
Federal Employee Health Benefits Program (FEHBP). This covers congressmen
and their staff, agency heads and employees, and judicial branch employees—in
all over nine million workers, their dependents, and retirees. Several proposals
are versions of a consumer-based system. The Bush Administration’s recent
health proposal would establish such a system for today’s uninsured.




A comprehensive proposal has been introduced in the Senate (S. 2095) by
Steve Symms and Larry Craig, both Idaho Republicans, and elements of a con-
sumer-choice model are included in a bill (S. 1936) introduced by Senator John
Chafee, the Rhode Island Republican.

In addition, The Heritage (%onsumcr Choice Health Plan has been developed
by The Heritage Foundation.

This Talking Points examines the Heritage plan in detail. It reviews the plan’s
features and implications. It also contains the findings of an analysis of the
Heritage plan by Lewin/ICF, a leading Washington-based econometric firm
specializing in health economics. The Lewin/ICF study was commissioned by
Heritage. Lewin/ICF conducts similar analyses for the Administration, Con-
gress, and the private sector.

HOW THE HERITAGE CONSUMER CHOICE
HEALTH PLAN WORKS

The Heritage plan would create a health care system in America in which all
families would have access to an affordable health plan and would choose the
plan they wanted. Today a family normally must change its plan, or even lose
coverage, when the head of household changes jobs or faces unemployment.
Under the Heritage proposal, the family would keep the same insurance without
interruption when changing jobs—much as families keep the same life in-
surance, car insurance, homeowner’s insurance or mortgage. In addition, the tax
code would be changed to give more help to lower-paid or sick families to af-
ford health care. This change would not increase the federal deficit.

Reduced to its central elements, the Heritage plan involves two principal steps:

Step #1: Convert the tax exciusion for company-sponsored plans into a tax
credit for plans from any source.

When a family is covered by an employer-sponsored health plan as part of the
breadwinner’s total compensation, the value of the benefits is not included in the
family’s taxable income. This is like a tax deduction for the family.2 This is
known as a “tax exclusion.” For the vast majority of Americans, this is the only

1 See Stuart M. Butler and Edmund F. Haislmaier, eds., A National Health System for America (Washington,
D.C.: The Heritage Foundation, 1989); Stuart M. Butler, "Using Tax Credits to Create an Affordable Health
System,” Heritage Foundation Backgrounder No. 777, July 20, 1990; Stuart M. Butler, "A Tax Reform Strategy
to Deal With the Uninsured," The Journal of the American Medical Association, Volume 265, May 15, 1991.

2 Itisactually more generous than a tax deduction for lower-paid families and many middle-income families,
because Social Security taxes are not applied. Tax deductions by contrast are free of income tax, but not of
Social Security taxes.



way they can obtain a tax break for health care costs (for the implications of
this, see Talking Points, Part I: The Debate Over Reform, February 12, 1992).3

Under the Heritage plan, the current exclusion for company-provided plans,
as well as other minor health tax deductions, would be replaced with a new tax
credit available to all non-elderly and non-Medicaid families for the purchase of
health insurance and out-of-pocket medical costs. The cost to the Treasury for
the credit would exactly equal the cost of current tax breaks. In Washington jar-
gon, this makes the plan “budget neutral.”

Q: What does that mean for employees who have a company plan?
Would they pay higher taxes?

A: Generally no. It just means families would gain tax relief in a different
way. If they had a company-sponsored plan, the cash value of that plan now
would appear as a taxable item on their end-of-year W-2 tax form from the
employer. But the family then would be able to claim a credit for the cost of
employer-sponsored plan and for out-of-pocket costs, such as deductibles. Fur-
ther, if the family chose a plan from a source other than their employer, the
employer would be required to “cash out” their current benefits by adding the
value of those benefits to the worker’s paycheck. As described below, the
Lewin/ICF analysis of the proposal indicates that most families would pay
slightly lower total taxes after this switch. And while some families would pay
higher taxes, it would be because they had found ways to cut their medical in-
surance costs and thus gained more (taxable) income for other purposes.

Q: What about families without a company plan?

A: They would receive a credit for buying insurance and out-of-pocket
medical care. Today these families normally receive no tax help or any other as-
sistance, unless they go on welfare.

Q: What about the working poor, who pay little or no tax?

A: The new credit would be refundable. This means that if the family’s

credit exceeded its tax liability, it would receive the difference from the govern-
ment, in the form of a voucher that could be used only for health care.

Three smaller tax breaks are available for some Americans. The self-employed can deduct 25 percent of the cost
of insurance. Americans with high out-of-pocket medical costs can deduct the amount in excess of 7.5 percent
of their adjusted gross income if they itemize their tax return. And low-income working Americans can obtain a
credit for certain insurance to cover their children, through the eared income tax credit (EITC).














































































