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In this article, we estimate expenditures 
by businesses, households, and governments 
in providing financing for health care for 
1987-2000 and track measures of burden 
that these costs impose. Although burden 
measures for businesses and the Federal 
Government have stabilized or improved 
since 1993, measures of burden for State 
and local governments are deteriorating 
slightly—a situation that is likely to worsen 
in the near future. As health care spending 
accelerates and an economywide recession 
seems imminent, businesses, households, 
and governments that finance health care 
will face renewed health cost pressures on 
their revenue and income. 

INTRODUCTION 

In this article, we estimate health care 
spending by sponsor type—businesses, 
households, governments, and other pri­
vate funds; track trends in spending over 
time; and analyze the burden that these 
expenditures impose on the sponsoring 
entities. The basis for these estimates is 
the national health accounts (NHA), the 
official Federal Government estimates of 
total U.S. health care spending (Levit et al., 
2002). 

This presentation differs from the usual 
NHA arrangement of sources of funding. 
The NHA structure includes both expendi­
tures for health care services and sources 
that pay for these services.  These sources 
generally define an entity, usually a third-
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party insurer, that is responsible for paying 
the health care bill.  These funding sources 
are broadly classified into private health 
insurance (PHI), out-of-pocket spending, 
and specific government programs, such 
as Medicare and Medicaid.  A small por­
tion of expenditures is estimated for other 
private revenues—philanthropic giving 
and revenues received by some health care 
providers from non-health services (e.g., 
cafeteria and gift shop sales and revenue 
from educational services).  This structure 
is useful for tracking changes in who (or 
what public program) is paying for differ­
ent types of health care services.  It is also 
useful in analyzing the impact of specific 
public program policy changes on public or 
private insurance. 

For certain financing decisions and poli­
cy issues, however, this structure is not 
optimal. Often the financial burden of pay­
ing for coverage resides not with the bill-
paying entity, but with the businesses, 
households, and governments paying 
insurance premiums or financing health 
care through dedicated taxes.  These enti­
ties frequently decide what health care 
plan is offered to whom, what cost-sharing 
arrangements (premiums, copayments, 
and deductibles) will be imposed, and the 
breadth and depth of coverage.  As health 
care cost burdens change, the decisions 
made by businesses, households, and gov­
ernments in these respects are altered, as 
are policy responses by government to 
these decisions. Thus, for many purposes, 
it is helpful to focus not just on who pays 
the bills for health care services (as 
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tracked in the traditional NHA) but also on 
the underlying source of financing for 
health care. 

To estimate the burden of health care, 
the existing NHA estimates for health ser­
vices and supplies have been disaggregat­
ed and rearranged into categories reflect­
ing the sponsors of health care—business­
es, households, and governments.  This 
process includes separately estimating PHI 
premiums paid by private employers, 
Federal employers, State and local employ­
ers, employees, and individuals. In addi­
tion, financing sources for Medicare are 
estimated and counted with their respec­
tive sponsors. These sources include pri­
vate, Federal, State, and local employer 
and employee contributions through the 
Federal Insurance Contributions Act 
(FICA) taxes to the Federal Hospital 
Insurance (HI) Trust Fund.  It also includes 
Supplementary Medical Insurance (SMI) 
premiums paid by individuals and Medicaid 
“buy-ins.”  (Medicaid buy-ins are payments 
by State Medicaid programs of Medicare 
Part A and Part B premiums for eligible 
individuals.) Finally, workers’ compensa­
tion spending and temporary disability 
insurance are reallocated to employers 
who sponsor these benefits. 

Although we categorize sponsors into 
businesses, households, and governments, 
individuals ultimately bear the responsibil­
ity of paying for health care through taxes, 
reduced earnings, and higher product 
costs. 

This article is an update of earlier arti­
cles (Cowan and Braden, 1997; Cowan et 
al., 1996; Levit and Cowan, 1991; Levit et 
al., 1989). Consistent definitions have been 
used throughout these articles.  However, 
revisions to the NHA, the basis for the esti­
mates presented in this article, have result­
ed in revisions to these sponsor estimates. 
In addition, data sources have evolved, and 
consequently the methodology used to 

produce these estimates has changed.  In 
this article, a major data source change 
involves information used in the estimation 
of employer-sponsored health insurance 
and the shares paid by employers and 
employees. Since these estimates were 
last produced, the Agency for Healthcare 
Research and Quality (AHRQ) has 
released results for the 1996-1999 Medical 
Expenditure Panel Survey—Insurance 
Component. Estimates for employer and 
employee spending for employer-spon­
sored health insurance depend heavily on 
this source (Agency for Healthcare 
Research and Quality, 2001). 

SUMMARY 

Businesses, households, and govern­
ments are responsible for paying health 
care costs.  The burden that these costs 
place on the resources of each sponsor can 
cause them to alter their decisions about 
the types of PHI plans that are offered or 
selected, the scope of benefits, and various 
cost-sharing arrangements.  In this article, 
we have constructed measures to track 
changes in the burden imposed on these 
sponsors. 

Changes instituted by businesses, 
including the proliferation of managed care 
plans, slowed cost growth and halted the 
upward creep in business burden mea­
sures.  Similarly, legislative and adminis­
trative changes imposed on Medicare, 
along with a strong economy, led to a 
decline in the Federal burden measures 
since 1993. For State and local govern­
ments, however, increased pressure from 
Medicaid has caused burden measures to 
creep upward slightly despite the use of 
creative Medicaid financing schemes.  

A strong increase in burden measures is 
anticipated in the future for all sponsors. 
Early reports from 2001 indicate that premi­
um costs and Medicaid spending are rising 
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at double-digit rates at a time of slowing eco­
nomic growth, intensified by the events of 
September 11, 2001, and slowing revenue 
growth for these sponsors. 
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Table 1 – Expenditures for Health Services and Supplies, by Type of Sponsor: 
United States, Selected Calendar Years 1987-2000 

• Spending for health services and supplies reached $1.3 trillion in 2000, almost three 
times the 1987 spending level of $477.8 billion. There are two main sponsor components 
of health services and supplies: private and public.  

• The private share of health services and supplies, including spending by business and 
households, declined significantly between the late 1980s and 1993 (from 69 to 64 per­
cent) and then remained at 63-64 percent through 2000. 

• The percent of spending by private business remained relatively stable over the 14-year 
time span, at around 26 percent.  Private business spending includes employer contribu­
tions to PHI premiums and to the Medicare HI Trust Fund, as well as expenditures for 
workers’ compensation, temporary disability insurance, and industrial inplant health ser­
vices. 

• Household spending as a share of health services and supplies has declined from 39 per­
cent in 1987 to 34 percent in 1993 and then remained at about that level through 2000. 
Household spending covers employee contributions to PHI as well as individual policy 
premiums.  Employee contributions and premiums paid by individuals to the Medicare 
HI Trust Fund and to the Medicare SMI Trust Fund are also included.  Out-of-pocket 
spending is also found in this category. 

• Spending by public sponsors (including Federal, State, and local governments) as a por­
tion of total health services and supplies spending rose from 31 percent in 1987 to 36 per­
cent in 1993 and then remained approximately constant over the next 7 years (1994­
2000). Medicare and Medicaid are the largest health care programs sponsored by the 
government.  The portion of Medicare costs not financed by earmarked payroll taxes and 
premiums is counted as Federal Government expenditures in this article.  In addition to 
health insurance premiums paid as a benefit to Federal, State, and local government 
workers, programs such as maternal and child heath, vocational rehabilitation, and 
Indian Health Services, as well as services provided through the Department of Veterans 
Affairs and Department of Defense, are incorporated into this category. 
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Table 2 -- Private Business Expenditures for Health Services and Supplies: United States, 
Selected Calendar Years 1987-2000 

• Private business spending equaled $334.5 billion in 2000. The largest component of pri­
vate business expenditures is the employer contribution to PHI.  As a share of business­
es’ health care expenses, employer contributions for health insurance premiums grew 
from 69 percent in 1987 to 73 percent in 1993, where they remained almost unchanged 
through the end of the decade. 

• Business contributions to workers’ compensation and to temporary disability insurance 
dropped as a percentage of total private business health services and supplies expendi­
tures from 9 percent in 1987 to 7 percent in 2000.  Most of this decline occurred between 
1995 and 1997. 

• In addition, private employers contribute to the Medicare HI Trust Fund by paying one-
half of the FICA taxes on employees’ earnings, a portion of which goes into the Medicare 
Trust Funds.  In 2000, these taxes amounted to 18 percent of business’ health care 
expenditures, down from 20 percent in 1987. 

• Employers provided onsite health care services in the workplace valued at $4.2 billion in 
2000. Expenditures for industrial inplant health services remained relatively constant at 
around 1 percent of business spending from 1987 to 2000. 

HEALTH CARE FINANCING REVIEW/Spring 2002/Volume 23, Number 3 139 



Table 3


Private Business Expenditures for Health Services and Supplies as a Percent of Business

Expense or Profit: United States, Selected Calendar Years 1987-2000


Business Health Spending as a Share of: 
Labor Compensation1 Corporate Profits2 

Year Total Compensation Wages and Salaries Before Tax After Tax1 

Percent 
1987 6 7 39 66 
1993 7 9 44 65 
1994 7 9 41 61 
1995 7 9 38 55 
1996 7 9 37 53 
1997 7 8 34 49 
1998 7 8 40 60 
1999 7 8 40 59 
2000 7 8 40 58 

1 For employees in private industry.

2 A similar concept of “profits” for sole proprietorship and partnerships is not available.


SOURCES: Centers for Medicare & Medicaid Services, Office of the Actuary: Data from the National Health Statistics Group and (U.S. Bureau of

Economic Analysis, 2001). 
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Table 3 – Private Business Expenditures for Health Services and Supplies as a Percent of 
Business Expense or Profit: United States, Selected Calendar Years 1987-2000. 

• Changing health care cost burden can alter the decisions made by health care sponsors. 
By comparing business health care costs to other input costs and to profits, aggregate 
changes in burden faced by businesses can be monitored. 

• When measured as a share of employee compensation, business burden measures show 
a jump between 1987 and 1993 but very little change between 1993 and 2000. 

• Between 1987 and 1993, employers faced rapid increases in the largest component of 
business health care costs: health insurance premiums.  Real economywide growth was 
slow or declining, and medical-specific inflation was high (Levit et al., 2001). 

• Many employers began offering cost-controlling managed care plans as alternatives to 
traditional fee-for-service indemnity plans (Levitt et al., 2001).  Eager to acquire new busi­
ness, managed care insurers kept premium growth low for most employers, resulting in 
strong enrollment growth in these plans. 

• By 1997, business health spending as a share of corporate profits fell to its lowest level: 
34 percent of before-tax profits and 49 percent of after-tax profits. 

• Beginning in 1998 and continuing through 2000, growth in employer-sponsored health 
care premiums accelerated, as managed care plans tried to cover benefit cost increases 
and boost profit margins by increasing premiums.  The improved economy increased 
businesses’ willingness to absorb premium growth, and the increasingly tight labor mar­
ket encouraged employers to offer less restrictive (and more expensive) health plans 
desired by workers (Levit et al., 2001). 

• A small increase in corporate profit burden measures resulted, although no difference in 
business compensation burden measures occurred, as wage growth kept pace with pre­
mium increases. 
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Table 4 – Expenditures of Private Health Insurance, by Sponsor: United States, 
Selected Calendar Years 1987-2000 

• In 1987, 91 percent of all PHI was obtained through employer-sponsored health plans. 
Employers and their workers paid $135.3 billion in premiums.  By 2000, employer-
sponsored health insurance was 94 percent of total PHI premiums, or $415.6 billion. 

• As employees moved into managed care, employers reduced their share of employer-
sponsored health insurance premiums from 78.8 percent in 1987 to 74.8 percent in 1998. 
Despite the more rapid pace of premium growth and employees opting for less managed 
and more expensive health plans, the tight labor market encouraged employers to pick 
up a larger share of premiums.  By 2000, the employers’ share of health insurance pre­
miums increased to 76.4 percent.  The level of spending by employers for employer-
sponsored health insurance increased from $106.6 billion in 1987 to $317.5 billion in 
2000. 

• In 1999, 16 million Americans under the age of 65 bought individual health care cover­
age directly from insurance companies or through non-employer groups (Pollitz, Sorian, 
and Thomas, 2001). 

• Individuals sometimes have difficulty qualifying and paying for individually purchased 
health insurance. To protect themselves from adverse financial consequences of “anti-
selection” by individuals seeking insurance, insurance carriers may decline to cover peo­
ple who have pre-existing medical conditions.  When carriers do offer coverage to such 
individuals, there may be limitations on coverage or additional charges (Pollitz, Sorian, 
and Thomas, 2001). 

• In 1987, $12.6 billion, or 9 percent of PHI premiums, were individually purchased.  By 
2000, individually purchased insurance was $28.2 billion, and the share had dropped to 6 
percent. 
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Figure 1 

Workers’ Compensation Medical Benefits as a Share of Total Workers’ Compensation Benefits: 
United States, 1987-1999
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SOURCE: (Mont et al., 2001.) 
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Figure 1 – Workers’ Compensation Medical Benefits as a Share of Total Workers’ 
Compensation Benefits: United States, 1987-1999 

• Workers’ compensation, financed by employers, provides benefits (including medical 
and rehabilitative expenses and partial wage replacement) to workers sustaining occu­
pational injuries or diseases and survivor benefits to dependents.  In 2000, medical ben­
efits of $19.0 billion were paid through Federal and State programs; additional adminis­
trative and underwriting costs bring total expenditures to $23.3 billion (Centers for 
Medicare & Medicaid Services, 2002). 

• All States except Texas mandate and set requirements for workers’ compensation. Plans 
cover most, but not all, workers. The Federal Government maintains its own workers’ 
compensation programs covering Federal civilian employees; longshore, harbor, and 
other maritime workers; and coal miners with black lung disease. 

• From 1960 to 1981, medical benefits accounted for roughly 33 percent of total State work­
ers’ compensation benefits, before rising sharply to 42 percent in the early 1990s (Mont 
et al., 2001). 

• Rising medical costs prompted employers to adopt managed care workers’ compensation 
plans, a step that is in part credited with slowing cost growth.  Additionally, lower injury 
rates, benefit changes, safety and return-to-work programs, anti-fraud measures, and 
tightening of eligibility standards likely contributed to slowing growth (Mont et al., 2001; 
American Academy of Actuaries, 2000). 

• After several years of slowing, expenditure growth is rising again.  The waning influence 
of managed care in controlling costs and an uptick in claim frequency are likely contrib­
utors to this trend. In addition, rising copayments and deductibles in non-workers’ com­
pensation medical plans may have resulted in some cost-shifting to workers’ compensa­
tion plans (American Academy of Actuaries, 2000; Mont et al., 2001). 
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Table 5 – Household Expenditures for Health Services and Supplies: United States, 
Selected Calendar Years 1987-2000 

• Households spent $418.8 billion on health care in 2000.  The largest portion of these 
expenditures was out-of-pocket payments ($194.5 billion), including copayments and 
deductibles and payments for services not covered by health insurance. Households 
spent an additional $126.4 billion for PHI premiums, either for individually purchased 
policies or for the employee share of employer-sponsored PHI. 

• From 1987 to 2000, out-of-pocket payments as a share of household spending declined 
from 59 to 46 percent, while the PHI share increased from 22 to 30 percent.  Most of this 
offsetting change in share occurred from 1987 to 1993.  Since then, the out-of-pocket and 
PHI shares have remained relatively constant. 

• Starting in 1993, the share of household health spending for payroll taxes and voluntary 
premiums paid to the Medicare HI Trust Fund has increased from 15 to 19 percent in 
2000. In 1994, the maximum annual HI taxable wage limit was removed.  This caused a 
jump in the share of household spending for HI payroll taxes.  Also beginning in 1994, 
the Medicare HI Trust Fund received income from the taxation of Old-Age, Survivors, 
and Disability Insurance (OASDI) benefits for Social Security beneficiaries whose 
income exceeds certain thresholds (Board of Trustees of the Federal Hospital Insurance 
Trust Fund, 2001).  In addition, the strong economy and low unemployment rate 
increased the amount of wages and salaries subject to HI payroll taxes. 
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Figure 2 

Household Health Spending1 as a Percent of Adjusted Personal Income2: United States, Selected 
Calendar Years 1987-2000
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1 Health spending includes premiums for the employee share of employer-sponsored health insurance and individually 
purchased private health insurance plus contributions and premiums for Medicare and out-of-pocket expenditures. 
2 Personal income includes wages and salaries, other labor income, proprietor's income, rental income, dividend 
and interest income and transfer payments less personal contributions for social insurance. Adjustments to personal 
income include the addition of Medicare contributions and the exclusion of health benefits payments from 
Medicaid, Medicare, temporary disability insurance, and workers' compensation. 

SOURCES: Centers for Medicare & Medicaid Services, Office of the Actuary: Data from the National Health 
Statistics Group and (U.S. Bureau of Economic Analysis, 2001). 
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Figure 2 -- Household Health Spending as a Percent of Adjusted Personal Income: 
United States, Selected Calendar Years 1987-2000 

• The impact of health care costs on households has remained relatively constant since 
1987. Households paid between 4.8 and 5.2 percent of their adjusted personal income for 
health care.  (Adjustments to personal income include the addition of Medicare contri­
butions and the exclusion of health benefit payments from Medicaid, Medicare, tempo­
rary disability insurance, and workers’ compensation.) 

• Overall spending as a share of income masks disparities among households.  The poor 
and the elderly pay a larger share of their income for health care.  In 1999, households 
in the lowest income quintile paid 18 percent of their after-tax income for health care, and 
households in the highest income quintile paid only 3 percent (U.S. Bureau of Labor 
Statistics, 2001). Similarly, households headed by individuals age 65 or over paid 12 per­
cent of their after-tax income for health care in 1999, but households headed by people 
under age 65 paid only 4 percent. 
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Table 6 – State and Local Government Expenditures for Health Services and Supplies: 
United States, Selected Calendar Years 1987-2000 

• State and local health expenditures reached $212.1 billion in 2000.  Medicaid is the 
largest component, accounting for 41 percent of all State health care outlays in 2000, up 
from 32 percent in 1987. 

• Some States have used various creative financing schemes to divert Medicaid funds to 
fungible State budget accounts for use in financing other health and non-health spend­
ing. 

• The most notable schemes are the disproportionate share hospital arrangements that 
allow States to pay higher rates to certain hospitals serving a disproportionate share of 
poor people. The cost of these higher payments is shared with the Federal Government. 
States have used various tax, donation, and intergovernmental transfer mechanisms to 
recoup a portion of these payments, thereby raising Federal spending for Medicaid and 
reducing State and local costs.  This controversial practice was limited by congressional 
action in 1991, 1993, and 1998 (Coughlin, Ku, and Kim, 2000). 

• More recently, States have used loopholes in upper payment limits rules affecting local 
government-owned hospitals and nursing homes to return funds to State general rev­
enues. This practice, too, has caught the attention of the legislative and executive 
branches of the Federal Government and is being gradually curtailed. 

• In the NHA, an adjustment is made to remove disproportionate share hospitals and 
upper payment limits monies not used directly for patient care from the State portion of 
Medicaid reimbursements for hospitals and nursing homes.  This has generally slowed 
the growth in State Medicaid expenditures below the growth level for Federal Medicaid 
spending in the estimates presented in this article. 

• The second-largest share of State and local government health expenditures, after 
Medicaid, is the employer portion of health insurance for State and local government 
employees. These expenditures amounted to $56.9 billion in 2000. 
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Table 7 – Federal Government Expenditures for Health Services and Supplies: 
United States, Selected Calendar Years 1987-2000 

• Federal spending for health care reached $237.1 billion in 2000.  Medicaid spending con­
sumes the largest portion (51 percent) of Federal health spending, up from 37 percent in 
1987. The adjustments to the State and local Medicaid estimates for the disproportion­
ate share hospitals and the upper payment limits schemes do not apply to the Federal 
estimates of Medicaid. The result is a boost in the implied Federal matching rates and a 
more rapid increase in the Federal Medicaid spending than would occur in the absence 
of these schemes. 

• Medicare, the second largest component, accounts for 25 percent of Federal health 
spending. Federal Government Medicare expenditures equal Trust Fund interest 
income and Federal general revenue contributions to Medicare less the net change in 
Trust Fund balances (Board of Trustees of the Federal Hospital Insurance Trust Fund, 
2001; Board of Trustees of the Federal Supplementary Insurance Trust Fund, 2001).  

• The negative growth in Medicare expenditures in 1998 and 1999 was due to the low 
growth in disbursements for the Medicare program as legislative changes took affect, 
heightened fraud and abuse measures, and increased household and employer contri­
butions to the Trust Funds resulting from escalating wages.  These factors combined to 
produce significant increases in Medicare HI Trust Fund assets, which (in effect) are 
lent back to the Federal Government and serve to offset the Federal financing otherwise 
required for Medicare.  The growth in assets in 1998 and 1999 exceeded the growth in 
interest payments and general fund payments, thereby reducing the net level of Federal 
Medicare expenditures in those years. 
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Figure 3 

Health Expenditures1 as a Percent of Federal, State, and Local Government Revenues:

United States, Selected Calendar Years 1987-2000
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1 Health expenditures for government include employer contributions to private health insurance for employees, 
Medicare, Medicaid, and other Federal, State, and local programs. 

SOURCES: Centers for Medicare & Medicaid Services, Office of the Actuary: Data from the National Health 
Statistics Group and (U.S. Bureau of Economic Analysis, 2001). 
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Figure 3 – Health Expenditures as a Percent of Federal, State, and Local Government 
Revenues: United States, Selected Calendar Years 1987-2000 

• State and local health care spending as a percent of State and local revenues rose from 
14 percent in 1987 to 22 percent in 2000, driven mostly by Medicaid expenditures.  This 
share continued to rise for States despite the use of creative financing and strong State 
economic growth. 

• State and local governments’ health care burden is likely to worsen in the near term.  In 
many States, balanced budgets are required.  These States are facing budget shortfalls 
caused by fading economic growth and are considering tightening Medicaid eligibility 
and cutting benefits to meet this balanced-budget requirement.  Every year, the share of 
Medicaid spending reimbursed by the Federal Government (called the “match rate”) is 
recalculated.  A State’s match rate is inversely related to the State’s personal income per 
capita relative to the nationwide average personal income per capita.  In other words, 
States with per capita personal income higher than the average will have lower match 
rates than States with per capita personal income that are lower than the average.  This 
annual recalculation can reduce the Federal Government’s share of Medicaid expendi­
tures in some States while increasing it in others.  In addition, Federal Medicaid match­
ing rates in some States declined as of October 2001. At the same time, demands on 
Medicaid were heightened because of rising unemployment (Ku and Park, 2001; Ku and 
Rothbaum, 2001). 

• Recent cost increases in the Medicaid program have come from the rapidly rising pre­
scription drug and long-term care (including nursing homes and home and community-
based waivers) expenditures and increased utilization of services by children (an off­
shoot of the State Children’s Health Insurance Program outreach programs) (Milbank 
Memorial Fund, 2001). 

• Federal health care spending as a percent of revenues peaked in 1993 at 24 percent and 
then declined to 17 percent in 2000.  Medicaid is also a major component of Federal 
health spending, but it did not place as great a burden on Federal receipts as it did on 
receipts of State governments. 
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Distribution of Income Tax Loss, by Type of Deduction and Exclusion: United States,

Fiscal Year 2000


$643 Billion 
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1 Includes child credit and credit for disabled access expenditures. 
2 Includes exclusion of employer contributions for medical insurance and medical care (refer to Figure 5). 
3 Includes pension contribution exclusions. 
4 Includes exclusion of interest on State and local bonds and non-business State and local taxes. 
5 Includes other deductions and exclusions for national defense; international affairs; general science, space, and 
technology; energy; natural resources and environment; agriculture; transportation; community and regional develop­
ment; Social Security; veterans’ benefits and services; and interest. 
6 Includes mortgage interest deductions and capital gains exclusions. 

SOURCES: Office Management and Budget: The Budget of the Untied States Government, Analytical Perspectives, 
Fiscal Year 2002. U.S. Government Printing Office, Washington, DC. 2001. Internet Address: 
http://www.whitehouse.gov/omb/budget/index.html 
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Figure 4 – Distribution of Income Tax Loss, by Type of Deduction and Exclusion: 
United States, Fiscal Year 2000 

• Individuals and corporations are granted preferential treatment under Federal income 
tax laws that are designed to encourage specific types of economic decisionmaking by 
taxpayers to achieve social and economic objectives of the Federal Government without 
direct expenditure of Federal funds.  This forgone tax revenue resulting from preferen­
tial tax treatment is termed “tax expenditures.” 

• In fiscal year 2000, tax expenditures amounted to $643 billion in estimated uncollected 
revenue due to tax deductions and exclusions (Executive Office of the President, 2001) 

• Some policy analysts suggest that these forgone taxes should be included as Federal 
spending in this and other national health accounting analyses (Fox and Fronstin, 2000; 
Fronstin and Ostuw, 2000).  Such alternative accounting would assign a large share of 
health insurance premiums currently counted as private spending to the public sector, 
increasing the share of overall public spending for health care.  The accounting princi­
ples underlying this seemingly plausible suggestion need careful assessment (Levit, 
2000). 

• Although the preferential tax treatment is designed to achieve specific social and eco­
nomic goals set forth by government, it is not included in these types of national income 
and health accounting formats, such as NHA, the U.S. Bureau of Economic Analysis 
National Income and Product Accounts, the United Nation’s System of National Accounts, 
and the Organization of Economic Cooperation and Development (OECD) Health 
Accounts. 

• One reason is that no monetary transaction or flow occurs with tax expenditures. 
Government expenditures that are counted represent money collected by government 
that is subsequently distributed to purchase health care.  In tax expenditures, the gov­
ernment collects no revenue and makes no purchase of health care. In other words, tax 
expenditures do not meet the standard definitions used to organize and include funding 
sources.  In the NHA, sources of payment expenditures are defined as the funding 
sources of financial flows between health care bill payers (third-party insurers or house­
holds) and health care providers.  In this article, expenditures measure the monetary 
transactions between health care sponsors and third-party bill payers.  Forgone tax rev­
enues do not fit the definitions of these taxonomies. 

• It is worth noting that the OECD has constructed a net social expenditure series that rec­
ognizes preferential tax treatment in accounts separate from the OECD Health and 
National Income Accounts (Adema, 2001). 
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Figure 5


Distribution of Income Tax Loss from Deduction and Exclusions for Health Expenditures:

United States, Fiscal Year 2000
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$91 Billion 

1 Includes deductions for self-employed medical insurance premiums, for medical savings accounts, for interest on 
hospital construction bonds, for orphan drug research, and for special Blue Cross/Blue Shield and other non-profit 
insurer exceptions to tax-accounting rules. 

SOURCES: Office Management and Budget: The Budget of the Untied States Government, Analytical Perspectives, 
Fiscal Year 2002. U.S. Government Printing Office, Washington, DC. 2001. Internet Address: 
http://www.whitehouse.gov/omb/budget/index.html 
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Figure 5 – Distribution of Income Tax Loss from Deduction and Exclusions for Health 
Expenditures: United States, Fiscal Year 2000 

• Various health care-related deductions and exclusions—covering the exclusion of 
employer-paid medical insurance premiums and medical care from individuals’ taxable 
incomes—account for 14 percent of these tax expenditures.  The largest health category 
of tax expenditure is employer-paid premiums spent for employee and dependent health 
insurance coverage (Figure 5).  In fiscal year 2000, estimated forgone Federal tax rev­
enue from this source reached $77 billion. 

• When estimates of forgone tax revenue are discussed in a policy context, they can be 
misinterpreted.  The most common misinterpretation is that repealing specific provi­
sions of the tax law would result in a commensurate increase in Federal revenues, giving 
rise to the notion that repeal of these provisions could fund health coverage for the unin­
sured. Tax law provisions provide incentives that are designed to alter economic behav­
ior of individuals and businesses, but these provisions also produce other effects in the 
health care system and beyond (Executive Office of the President, 2001). 

• When employers allocate part of employee compensation to the purchase of health insur­
ance premiums for their workers, part of total compensation is transferred from taxable 
to tax-exempt income of workers. 

• Employers also provide an additional benefit to workers by lowering the average cost of 
health insurance by creating larger pools of enrollees to share risk.   

• By increasing affordability of health insurance, Federal social and economic goals of pro­
tection from catastrophic health costs, increased access to health care, and improved 
health and productivity of workers are assumed to be advanced.  

• Among other effects, repeal of these provisions could increase the cost of health insur­
ance, reduce after-tax compensation, swell the roles of the uninsured and the publicly 
insured, and reduce health status and productivity.  
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