Myths about Employer-
Sponsored Health Insurance

By Greg Scandlen

For more than 50 years, America has relied on em-
ployersasthe primary source of health insurance cover-
age. For the most part, this has been a successful
approach, providing coverage in 1998 to 155 million
people, compared to only 15.5 million who purchase
their own coverage.

People receiving employer-based health insurance
enjoy an enormous tax
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advantages as well. However, these supposed advan-
tages are often myths, or at best overstated.

Myth No. 1: Employer groups make good risk
pools. Employersdo not in fact make particularly good
risk pools, if arisk pool meansalarge number of people
of diverse health care needs who can share the cost of
occasional large claims. Very few employers are big
enough to manage risk without purchasing reinsurance.
Also, workersin asingle company tend to be more like
one another than like the general population. For one
thing, they areabletowork. For another, they tend to be
from a single geographic area. There are clear gender

and ethnic divisions at

advantage. Thevaueis
free of al state and fed-
eral income and payroll
taxes.

m Thistax advantage is
worth about $141 bil-
lion in lost state and
federal revenue in
2000, accordingtothe
Lewin Group.

m Thisisbased onatotal
cost for employer cov-
erage of $355 hillion,
amounting to a sub-
sidy of 40 percent of
the cost of coverage.
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Aver age Tax Subsidy for Families

Under  $15,000- $20000 $30,000- $40000 $50,000- $75,000- $100,000
Income $15,000 $19,999 $29,999 $39,999 $49,999 $74,999 $99,999 or More Families

Includes subsidy from the income tax exclusion, the Social
Security income tax exclusion and the health expenses deduction.

Source: Lewin Group estimates.

most work sites — con-
struction workers and
print shop employees
tend to be male, e emen-
tary school teachers and
dataentry clerksfemale.
Thevery proximity of the
work sitemeansthat con-
tagious diseases or envi-
ronmental hazards eas-
ily can affect the entire
group. Finaly, the na
ture of the workplace
usually meansthat older
members remain in the
group for many years
while younger members
come and go. A large
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own insurance get no tax
break unless their medical costs exceed 7.5 percent of
their adjusted grossincome. Even then they get only a
simple deduction and must itemize on their tax return.
Importantly, as the figure shows, the exclusion for
employer-based insurance is extremely regressive, pro-
viding far more benefit to people of higher incomesthan
to people of lower incomes.

With asubsidy of this magnitude, it is small wonder
that employer-sponsored coverage is popular. Many
people argue that employer coverage has other natural

national or regiona in-
surance company makes for a far better risk pool than
amost any employer.

Myth No. 2: Employers are effective agents for
their workers. Although thereare some notable excep-
tions, employers generally are poor at helping workers
navigate the health care financing and delivery system.
Very few workersarecomfortablein confiding their true
health care needs and concernsto their employers. If a
worker needs mental health services or has a drug
addicted spouse, or adaughter who wantsan abortion, or
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asonwith AIDS, theemployer iscloseto thelast person
an employee would confide in. Employers offer no
confidentiality protection like that of doctors, attorneys
or ministers. And employersarenot particularly knowl-
edgeable about either health care financing or medical
care services.

Myth No. 3: Employer-based coverageisadminis-
tratively efficient. Here there is some truth, but it is
oftenoverstated. Itistruethat lossratios(the percentage
of premium paid out in claims) are lower for small
employers than for large ones, and lower still for indi-
viduals. But a substantial part of thisis because larger
employers absorb much of the administrative cost that
insurers must perform for individuals and small groups.
Services such as distributing plan material, answering
worker questions, tracking enrollment and collecting
premiums are till rendered and paid for, but they show
up inthelarge employer’ soverhead instead of as part of
premium. The one area that makes a big differenceis
marketing expense. Having abroker explaintheproduct
to asingle decision maker for 1,000 workersisfar more
efficient than having the same person explain the prod-
uct to each of 1,000 individuals. But the prospect of
Internet marketing and enrollment or non-employment
groups could erode this advantage considerably.

Myth No.4: Employer sallocatecostsfairly among
workers. Itisoftenargued that, while an employer may
be experience-rated, the workers themselves are com-
munity-rated within the group. So, ahigh-risk 50-year-
old man pays the same premium as alow-risk 25-year-
old. There are two problems with the argument. First,
it may not beagood thing, and second, it may belesstrue
than it appears.

Isitfairtotreat 50-year-old Fred the sameas 25-year-
old Sam? Very likely Fred will be making more money
than Sam because he is more experienced and has more
seniority. Butevenif that isnot thecase, Fred may value
the coverage more highly than Sam does and be willing
to pay morefor it. If that istrue, we should expect Sam
to opt out of the coverage far more frequently than Fred
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does. And that is exactly what happens. Only 28.6
percent of 25-year-olds have employment-based cover-
ageintheir own names, compared to 56.1 percent of 50-
year-olds. So, the practice of community rating within
a group may contribute to a large number of younger
people with no insurance coverage.

Moreover, itisnot truethat all workersaretreated the
same. Workers with dependents, for instance, usually
receive far more in nominal benefits than do single
workers.

Finally, there is at least some evidence that higher-
risk workers actually do pay more for their coverage
because employers pay them lessin wagesto offset the
added cost of coverage.

Myth No. 5: Employer coverage is cheaper than
individual coverage. Butisthat really true? Aswe've
seen above, some of the difference may be due to
marketing costs— which can be reduced through use of
the Internet. Someisalso dueto employers absorption
of administrative costs. But thereisafar more profound
cause for cost differences. Because of the 40 percent
subsidy available exclusively to employer-based cover-
age, anyone who can possibly obtain workplace cover-
age will do so, leaving only those who cannot in the
individual market. Who are these people? They are
often retired or semiretired, or too sick to work, or
incapable of holding ajob, or employed in seasonal or
high-risk jobs. They may come in and out of the
insurance market as they can afford it. Insurersin the
individual market have huge challengesin retention and
premium collection. People are much older, sicker and
poorer than those in the employer-group market.

Conclusion. Itisnowonder that today’ s individual
insurance market is more expensive than today’s em-
ployer-group market. But those relative differences
would likely quickly disappear if large numbers of the
stable and subsidized workforce entered the individual
insurance market.

Greg Scandlenis a Senior Fellow with the National
Center for Policy Analysis.
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